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Previous work by Monacelli and Perotti (2008), Bilbiie (2011), and Hall (2009) 
has shown that allowing for complementarities between consumption and labor can 
have powerful implications for the government spending multiplier. The basic intu-
ition is that, in response to a government spending shock, households must work 
more to produce the additional output. This raises consumption demand since con-
sumption is complementary to labor. But to be able to consume more, still more 
production must take place, further raising the effects on output.

The second column of Table 7 presents estimates of the open economy relative 
multiplier for the model with GHH preferences. The New Keynesian model with 
GHH preferences can match our empirical findings in Section II of an open econ-
omy multiplier of roughly 1.5 (assuming a quarterly persistence of  ρ g  = 0.933 as in 
the military spending data). As in the model with separable preferences, this statistic 
is entirely insensitive to the specification of aggregate policies. For the case of more 
transitory government spending shocks ( ρ g  = 0.5), the open economy relative mul-
tiplier rises to 2.0. The Neoclassical model, however, continues to generate a low 
multiplier (0.3) in this model.

Figure 6 plots relative output and consumption in the New Keynesian model with 
GHH preferences after a positive shock to home government spending. Both output 
and consumption rise on impact by a little more than twice the amount of the shock. 
They then both fall more rapidly than the shock. The fact that the initial rise in con-
sumption is as large as the rise in output—which is partly fulfilling increased orders 
from the government—implies that the home region responds to the shock by run-
ning a trade deficit in the short run. Consumption eventually falls below its steady 
state level for a period of time. During this time, the home region is running a trade 
surplus. Intuitively, the complementarity between consumption and labor implies 
that home households want to shift their consumption toward periods of high work 
effort associated with positive government spending shocks.

that they estimate for the preference parameters of their model are those for which Jaimovich-Rebelo preferences 
reduce to GHH preferences.

Table 7–Government Spending Multiplier in GHH Model

Closed economy  
aggregate multiplier

Open economy  
relative multiplier

Panel A. Sticky prices
Volcker-Greenspan monetary policy 0.12 1.42
Constant real rate 7.00 1.42
Constant nominal rate ∞ 1.42

 Constant nominal rate (ρg = 0.50) 8.73 2.04

Panel B. Flexible prices
Constant income tax rates 0.00 0.30
Balanced budget − 0.18 0.30

Notes: The table reports the government spending multiplier for output deflated by the regional 
CPI for the model presented in the text with the GHH preferences specification. Panel A pres-
ents 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.


