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data from the model described in Section III, time-aggregating it up to an annual 
frequency, and running the regression (26) on this data.

The first column of Table 6 reports results on the closed economy aggregate mul-
tiplier. These results clearly indicate that the closed economy aggregate multiplier 
is highly sensitive to aggregate monetary and tax policy—a point emphasized by 
Woodford (2011); Eggertsson (2010); Christiano, Eichenbaum, and Rebelo (2011); 
and Baxter and King (1993). In the New Keynesian model with a Volcker-Greenspan 
monetary policy, it is quite low—only 0.20. The low multiplier arises because the 
monetary authority reacts to the inflationary effects of the increase in government 
spending by raising real interest rates. This counteracts the expansionary effects of 
the spending shock. For monetary policies that respond less aggressively to infla-
tionary shocks, the closed economy multiplier can be substantially larger. For the 
constant real-rate policy, the multiplier is one (Woodford 2011). Intuitively, since 
the real interest rate remains constant rather than rising when spending increases 
there is no “crowding out” of consumption, implying that output rises one-for-one 
with government spending. For the constant nominal-rate policy, the multiplier is 
larger than one and can become very large depending on parameters. It is 1.70 if the 
government spending shock is relatively transient (half-life of one year,  ρ g  = 0.85 ). 
With more persistent government spending shocks ( ρ g  = 0.933 ) it becomes infi-
nite. However, it should be kept in mind that the case we are considering is effec-
tively assuming that the economy stays at the zero lower bound indefinitely. If the 
economy is expected to revert to, e.g., a Volcker-Greenspan monetary policy before 
some fixed future point the multiplier is finite.44 The intuition for the large multipli-
ers with a constant nominal-rate policy is that the government spending shock raises 
inflationary expectations, which lowers the real interest rate and thereby “crowds 
in” private demand.

44 Similar issues regarding the finiteness of the zero lower bound multiplier arise in Eggertsson (2010) and 
Christiano, Eichenbaum, and Rebelo (2011).

Table 6—Government Spending Multiplier in Separable Preferences Model

Closed economy  
aggregate multiplier

Open economy  
relative multiplier

Panel A. Sticky prices
Volcker-Greenspan monetary policy 0.20 0.83
Constant real rate 1.00 0.83
Constant nominal rate ∞ 0.83

 Constant nominal rate (ρg = 0.85) 1.70 0.90

Panel B. Flexible prices
Constant income tax rates 0.39 0.43
Balanced budget 0.32 0.43

Notes: The table reports the government spending multiplier for output deflated by the regional 
CPI for the model presented in the text with the separable preferences specification. Panel A 
presents results for the model with sticky prices, while panel B presents results for the model 
with flexible prices. The first three rows differ only in the monetary policy being assumed. The 
fourth row varies the persistence of the government spending shock relative to the baseline 
parameter values. The fifth and sixth rows differ only in the tax policy being assumed.


