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R e s u m e n : E n un número reciente del A m e r i c a n E c o n o m i c R e v i e w , prominentes 
economistas presentan su visión sobre qué constituye el núcleo cen­
tral de la teoría macroeconómica. Entre otros aspectos, coinciden en 
la existencia de un conflicto de corto plazo entre la inñación y el de­
sempleo. Aunque no hay consenso respecto a su origen. Este trabajo 
examina la validez de una de las teorías que buscan explicar el origen 
de dicho conflicto: la nueva teoría keynesiana. Para ello, se utiliza la 
evidencia empírica de 18 países de 1964 a 1996. Los resultados no re­
chazan la proposición que se deriva de la nueva teoría keynesiana. Así, 
se muestra que el valor del multiplicador del gasto público diminuye 
conforme aumenta la inflación y se reduce la intermediación financiera. 
Una consecuencia de esto es que la efectividad del gasto público para 
estabilizar el producto, depende de manera importante de la salud del 
sistema bancario del país. 

A b s t r a c t : I n a recent issue of the A m e r i c a n E c o n o m i c R e v i e w , several authors 
presented their views regarding what they believe constitute the core 
of macroeconomics. Al l of these authors agree that there is a short-run 
trade-off between inflation and unemployment. Yet there is a lack of 
consensus as for why this happens. The purpose of this paper is to 
test the validity of one of these possible explanations: the new Keyne-
sian theory. For this purpose, we use evidence from 18 countries for 
the period 1964-1996, on the relation between inflation, output supply 
elasticity and government-policy multipliers. Empirical evidence seems 
to support the proposition derived from the new Keynesian school: 
the value of the fiscal multiplier will be smaller as the average infla­
tion increases and the degree of financial intermediation declines. One 
consequence of this result is that the effectiveness of government ex­
penditure as a mean to stabilize output depends to a large extent on 
the soundness of the domestic banking system. 
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1. Introduct ion 

I n a recent issue of the A m e r i c a n E c o n o m i c R e v i e w 1 five w e l l - k n o w n 
economists presented their views regarding what they believe const i ­
tutes the core of macroeconomics. Several principles were considered, 
among them that aggregate nomina l demand fluctuations may have 
a short - term real impact . 

W h i l e a l l of these authors agree that there is a shor t - run trade-off 
between inf lat ion and unemployment, there is widespread disagree­
ment as to why this happens. Just to mention some arguments we 
have Lucas' (1973) information-based theory, articles -such as A i y a -
gar i , Chr i s t iano and E i chenbaum (1992)- belonging to the real bus i ­
ness cycle school and others -such as B a l l , M a n k i w and R o m e r (1988)-
belonging to the new Keynes ian school. In this regard, the purpose 
of this paper is to put to an empir i ca l test the va l id i ty of one of these 
possible explanations: the new Keynes ian theory. 

A c c o r d i n g to the new Keynes ian theory, a nomina l d e m a n d dis ­
turbance may modi fy real output because prices are endogenously 
r ig id . Such endogeneity is explained by two factors. F i r s t , by the 
existence of menu costs of price adjustment and second, by the ex­
istence of relative-price rigidities in a context of over lapping m u l t i -
per iod nomina l price contracts. 

W i t h regard to the first factor, basic microeconomics suggests 
that a change i n aggregate demand may alter a f irm's m a x i m i z i n g 
price choice. However, if cost adjustments do exist, the incentives 
to alter such prices may be smaller. Hence, as menu costs increases, 
the l ike l ihood that a nomina l demand fluctuation may generate real 
effects also increases. 

If menu costs were exogenous, price stickiness wou ld only de­
pend u p o n a comparison between gains from adjust ing prices and the 
technological cost of a l ter ing such prices. However, fo l lowing M c C a l -
l u m (1986), menu costs should be considered endogenous since they 
include the costs associated w i t h expla in ing -to the customers- the 
p r i c i n g pol icy followed by the f i rm. Such cost w i l l decline i n an i n ­
flationary environment since a l l firms w i l l adjust their prices more 
often and indiv iduals w i l l thus attach less importance to the behavior 
followed by nomina l prices. T h u s , menu costs w i l l be smaller as aver­
age inf lat ion increases. Hence, the l ikel ihood that changes i n nomina l 
demand may lead to a var iat ion i n real output depends upon the 

1 May 1997, the authors were O. Blanchard, A, Blinder, M . Eichenbaum, R. 
Solow and J. Taylor. 
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macroeconomic environment; specifically, it depends on the average 
inf lat ion rate. Consequently, one possible way to test the va l id i ty of 
the new K e y n e s i a n theory consists i n examining whether the size of 
the change i n real output -ar i s ing from a change in nomina l demand-
is inversely related to the average inf lat ion rate. In this regard, De¬
fina (1991) and K o e l l n , R u s h and W a l d o (1996) provide empir i ca l 
evidence that support and reject respectively, this theory. 

A p p l y i n g ordinary least squares, Def ina est imated -separately for 
43 countries- the fo l lowing equation: 

Yt = 0 1 + [6i + b 2 n t + 6 3 V o l n t ] ( A X t ) + o 3 y t _ 1 + a 4 S t + a 5 T t + et 

W h e r e Yt represents the l ogar i thm of real output i n t ime t , A X t is 
the change i n the l o g a r i t h m of nomina l demand, 7rt is the inf lat ion 
rate, Vol7r t is the vo la t i l i t y of the inf lat ion rate, S t describes the price 
of o i l a n d Tt is a t ime trend variable. A c c o r d i n g to Def ina, for the 
new K e y n e s i a n theory to ho ld , the est imated parameter b 2 ought 
to be negative. H e finds that i n thirteen countries this parameter 
is negative and s tat i s t i ca l ly significant. However, i n three of these 
countries, the parameter 6 3 is also negative, a result that supports 
Lucas mispercept ion theory. F i n a l l y , i n another fourteen countries the 
s ign of 6 2 is not-negative but the sign of 63 is negative. Accord ing ly , 
Definas findings appear to provide relatively more support for L u c a ' s 
theory t h a n for the new Keynes ian theory. T h u s , contrary to the 
statement made by Def ina, his results do not provide a convinc ing 
support of the new K e y n e s i a n theory. 

I n the procedure followed by Def ina, it is i m p l i c i t l y assumed that 
the magni tude of the change i n real output that arises from a v a r i ­
at ion i n n o m i n a l demand is independent of the source that brought 
about this change i n demand. T h i s implies for example, that the v a r i ­
a t ion - on real output - produced by an exogenous change i n n o m i n a l 
government expenditure is s imi lar to that ar is ing from a shift i n the 
nomina l monetary base. A c c o r d i n g to K o e l l n , R u s h and W a l d o this 
assumpt ion is inaccurate since the size and t i m i n g of these changes are 
not ident ica l . T h u s , it is necessary to d is t inguish whether the change 
i n n o m i n a l demand comes from a shift i n government expenditure or 
f rom an exogenous change i n monetary aggregates. 

K o e l l n , R u s h and Waldo ' s methodology for test ing the new K e y ­
nesian theory consists of two steps. In the first one, they calculate 
the size of the government consumpt ion mul t ip l i er (i.e., the impac t 
on real output of a change i n nomina l government consumption) . F o r 
this purpose, they estimate -separately for 35 countries- a semiloga-
r i t h m i c equat ion that has as a dependent variable the l ogar i thm of 
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real output . W i t h i n the set of independent variables they inc lude the 
change i n nomina l government consumption and the change i n the 
n o m i n a l monetary base. Once the value of this mult ip l ier has been 
computed for each of the 35 countries, then i n a second stage they 
test whether the vector of these mult ip l iers is negatively correlated 
w i t h a vector const i tuted by the average inf lat ion rates experienced 
by these countries. W i t h these methodological changes, K o e l l n R u s h 
a n d Waldo show that the size of the government consumpt ion m u l t i ­
p l ier does not depend on average inf lat ion. Thus , their results reject 
the val id i ty of the new Keynes ian theory. 

However, as mentioned before, the r ig idi ty of prices is halfway 
explained -according to the new Keynes ian theory- by the average i n ­
f lat ion rate. Therefore, Defina's and K o e l l n ' s results may be biased. 
A c c o r d i n g to B a l l and R o m e r (1990), i n an economy w i t h over lapping 
mul t iper i od nomina l price contracts, the incentives for a f i rm to m o d ­
ify its relative price -when facing a change i n demand- also depends 
on its output supply elasticity. Specifically, B a l l and R o m e r show 
that there exists a posit ive correlation between output supply elastic­
i ty and the will ingness to modi fy -when facing a var iat ion i n demand-
their relative price. U s i n g a dynamic model these authors show that 
an increase i n output supply elasticity w i l l reduce the f irm's incentive 
to modify its relative price. In this context, a l l other firms that i n 
the near future are capable of changing their nomina l price w i l l also 
be reluctant to do such a th ing - i f they care about their own relat ive 
price posit ion. Hence, an increase i n the output supply elastic ity w i l l 
lead to a higher probabi l i ty of aggregate price rigidit ies. T h u s , the 
elastic ity of output supply w i l l also affect the size - and length- of the 
real effects caused by a nomina l demand f luctuation: the more elas­
tic outDUt S U D D I V the lareer the size of the government consumption 
multiplier Therefore bv not including this explanatory var iable De¬
fina and K o e l l n , R u s h and Waldos ' papers provide results t h a t ' m a y 
be biased. 

In sum, menu costs of price adjustment and over lapping m u l t i -
per i od nomina l price contracts are important ingredients of the new 
Keynes ian theory. Since bo th arguments depend on the value taken 
by the average inf lat ion rate and by the output supply elasticity, the 
size of the real effects of a nomina l demand fluctuation w i l l also de­
pend on these two factors. Consequently, one way of examin ing the 
va l id i ty of the new Keynes ian theory consists i n testing the s ta t i s t i ­
ca l significance of the average inf lat ion rate and of the output supply 
elastic ity as determinants of the size of the government consumpt ion 
mul t ip l i e r . 
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2. T h e E m p i r i c a l Evidence 

To proceed w i t h the test we need a proxy for output supply elastic­
ity. To derive such proxy, consider a pro f i t -maximiz ing f irm whose 
produc t i on funct ion F ( - ) depends on its capita l stock, K t at t i m e 
t. Fur ther , assume that this representative firm finances its cap i ta l 
expenditure by means of a bank credit . F ina l ly , assume that this rep­
resentative firm faces a perfectly competit ive output market but a n 
imperfect credit market . T h e n , the problem faced by the firm con­
sists of finding the cap i ta l stock level that maximizes the fol lowing 
Lagrang ian : 

L = P t F ( K t ) - r t K t - \ { K t - K t - i - C t ] 

W h e r e P t is the price of the good being produced at t ime t, r t 

is the rental price of capita l at t ime t and Ct measures the amount 
of credit the firm has access to at t ime t. T h e solution to this prob ­
lem implies that cap i ta l demand, K d , and credit demand, Cd, w i l l 
depend on the behavior followed by b o t h the price of output and the 
rental pr ice of cap i ta l . Specifically, C f = K d = G ( P t , r t ) w i t h par ­
t i a l derivatives ( 6 G / 6 P ) > 0 and ( 6 G / 6 r ) < 0. In t u r n , this impl ies 
that output supply may be characterized by Yt" = H ( P t , r t ) a n d have 
p a r t i a l derivatives whose signs are s imi lar to those of the G(-) func­
t ion . If a l l firms i n the economy behave in a s imi lar fashion, then a 
change i n the output price w i l l b r ing about the fol lowing change i n 
the output supply : 

( 6 Y S / 8 P ) = ( 8 H / 8 P ) + ( 6 H / 8 r ) ( 6 r / 8 C d ) ( 8 C d / 6 P ) . (1) 

E q u a t i o n (1) suggests that the effect that prices have on the 
output supply depends -among other things- on what happens i n 
the credit market . T h u s , as the second term on the right h a n d side 
describes, an increase i n the output price w i l l raise cap i ta l demand 
and thereby increase credit demand. However, such an increase w i l l 
raise the market interest rate and thereby reduce the incentives to 
expand output . 

If we define 9 as the interest-rate elasticity of credit supply, then 
;he e q u i l i b r i u m size of ( 6 r / 6 C d ) w i l l be negatively correlated w i t h 
h P u t differently, ( 8 r / 8 C d ) = E ( 9 ) such that E ' ( 6 ) < 0. Thereby, 
:quation (1) may be transformed into: 

( 8 Y S / S P ) = ( S H / 6 P ) + ( 8 H / 8 r ) { E ( 6 ) ) ( 8 C d / 8 P ) . (2) 
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Hence, the interest-rate elasticity of credit supply w i l l determine 
how elastic output supply is. Specifically, the more elastic credit 
supp ly is, the more elastic output supply w i l l be. 

Now consider a bank whose assets are credit , C, v o l u n t a r y re­
serves, R , and treasury bi l ls , B . In this scenario, credit supply , Cs, 
w i l l depend on the interest rate pa id by creditors, r , on the inter ­
est rate pa id by treasury bi l ls , i and on the amount deposited, D , 
i n the bank - w h i c h constitutes the only l i ab i l i ty of banks. T h u s , 
Cs = c(r, i ) D such that ( 6 c / 6 r ) > 0 and ( 8 c / 8 i ) < 0. F r o m this 
s imple behavioral expression it follows that credit supply elasticity, 
9, w i l l equal : 

9 = ( r / c ) ( 6 c / 6 r ) + ( i / c ) ( 6 c / 8 i ) ( r / i ) ( 5 i / 6 r ) + ( r / D ) ( 6 D / S r ) . (3) 

T h u s , credit supply elasticity w i l l depend on the behavior of three 
factors. F i r s t , it w i l l depend on the elasticity of the credit share, c, 
to changes i n the interest-rate pa id on loans. Second, it w i l l depend 
on the elastic ity of this credit share to changes i n the treasury b i l l 
interest-rate. M u l t i p l y i n g this last term we have the e last ic i ty of the 
treasury b i l l interest-rate to changes i n the loan interest-rate. Since 
it is more l ikely for the treasury b i l l interest-rate to affect the loan 
interest-rate, we w i l l assume that the elasticity of the treasury b i l l 
interest-rate to changes i n the loan interest-rate is negligible. T h u s 
this factor may be discarded. F i n a l l y , we have the deposit interest-
rate e last ic i ty - w h i c h several s tud ies 2 have shown is very low. T h e r e ­
fore, it follows from this descr ipt ion that the most impor tant deter­
minant of the credit supply elasticity is the elastic ity of the credit 
share to changes i n the interest-rate paid on loans: 9 « ( r / c ) ( 8 c / 8 r ) . 
S u b s t i t u t i n g this last expression into equation (2) we obta in : 

( 8 Y S / 6 P ) = ( 6 H / 8 P ) + ( 8 H / 8 r ) ( r / c ) ( 8 c / 6 r ) ( 6 C d / 8 P ) . (4) 

Therefore, the size of output supply elastic ity depends on the 
e last ic i ty of the credit share to changes i n the interest-rate p a i d by 
loans. If we take the b a n k i n g mul t ip l i er as a proxy for this lat ter 
elasticity, then an increase i n the b a n k i n g mul t ip l i er w i l l enlarge the 
size of the elastic ity of output supply. 

2 Among the many papers written on this subject we may cite Giovannini 
(1983). 



TESTING T H E NEW KEYNESIAN THEORY 235 

A s explained i n the first section, one way of examining the v a ­
l id i ty of the new Keynes ian theory consists i n test ing the s tat i s t i ca l 
significance of the average inf lat ion rate and of the output supply 
elasticity as determinants of the size of the government consumpt ion 
mul t ip l i e r . A s a consequence of equation (4), our nul l hypothesis w i l l 
be that the value of the government consumption mul t ip l i e r depends 
on the average inf lat ion rate and on the value of the b a n k i n g m u l t i ­
plier. Specifically, the value of this mul t ip l i er w i l l be smaller as the 
average inf lat ion increases and w i l l be larger as the size of the b a n k i n g 
mul t ip l i e r increases. 

To test this hypothesis, we follow K o e l l n ' s two-step methodology. 
In the first step we derive the value of the government consumpt ion 
mul t ip l i e r . For this purpose, we estimate an equat ion that has for 
dependent variable the growth rate of real G D P and for independent 
variables -besides a t ime trend variable- the growth rates of n o m i n a l 
government consumpt ion and the growth rate of the nomina l m o n ­
etary base . 3 Furthermore , we include the price of o i l as proxy for 
output supply shocks. F i n a l l y , to avoid the possibi l i ty of country 
effects, we do estimations per c o u n t r y 4 and derive for each one the 
value of the government consumpt ion mult ip l ier . 

P u t differently, i n the first step we regress -for each country -
output growth rate, A y t , against a m a t r i x of independent variables, 
X t , that include the growth rate of nomina l publ ic consumption a n d 
the growth rate of the nomina l monetary base. T h u s , for each of the 
47 countries considered the est imation equation is: 

A y t = 4>Xt + et where et ~ TV (0,<72)...i = {1964, ...1996}. (5) 

In this first stage, we must assume -as Def ina and K o e l l n , R u s h 
and W a l d o also d i d - that changes i n nomina l government consumpt ion 

3 While Koelln, Rush and Waldo correlated the logarithm of real G D P with 
the level of nominal government consumption, we correlated the growth rate of 
real G D P with the growth rate of nominal government consumption. In this 
regard, we believe our methodology is more precise in trying to capture the value 
of the government consumption multiplier. 

4 The countries considered were: Bolivia, Brazil, Canada, Colombia, Costa 
Rica, Ecuador, El Salvador, Guatemala, Honduras, Mexico, Nicaragua, Panama, 
Paraguay, Peru, United States of America, Uruguay, Venezuela; Austria, Belgium, 
Denmark, Finland, France, Greece, Iceland, Ireland, Italy, Netherlands, Nor­
way, Portugal, Spain, Sweden, Switzerland, United Kingdom; Australia, Japan, 
Malaysia, New Zealand, Niger, Philippines Singapore, South Korea, Thailand; 
South Africa, Ghana, India, Morocco and Pakistan. 
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are exogenous to the p a t h followed by real output . T h i s exogeneity is 
reflected by the fact that i n 8 3 % of the countries considered, the rate 
of growth of the n o m i n a l government consumption shows a pos i t ive 
s ign year after year -no twi ths tand ing the vo la t i l i ty of the growth rate 
of real G D P . It is also w o r t h no t ing that among fiscal aggregates, n o m ­
i n a l government consumpt ion is less l ikely -compared, for example , to 
government cap i ta l expenditures- to be affected by the business cycle. 

In order to test the new Keynes ian theory we need -as indepen­
dent variables- posit ive government consumption mul t ip l i ers . I n this 
regard, for the 18 countries the value of the est imated m u l t i p l i e r was 
posit ive, s tat i s t i ca l ly significant and stable -according to the C u s u m 
tes t . 5 Table 1 describes the m a i n statistics of these 18 countries. 
A m o n g these stat ist ics , i n c o lumn 1 we report the value of the es­
t i m a t e d government consumpt ion mul t ip l i er and i n parenthesis we 
show its p-test. 

For the n u l l hypothesis to hold, the vector of government con­
s u m p t i o n mult ip l iers -denoted as A L F A - must be negatively correlated 
w i t h average inf lat ion and posit ively correlated w i t h the value of the 
b a n k i n g mul t ip l i e r . To test this hypothesis, i n the second stage we 
regress the vector A L F A against a m a t r i x of independent variables , Z , 
that describe different s tat is t i ca l moments of the in f lat ionary process 
of the countries considered and the value taken by the b a n k i n g m u l ­
t ip l i er -measured as the rat io of M 4 to the monetary base. T h u s , the 
es t imat ion equat ion in this second stage is: 

A L F A = XZ + n where ?? ~ iV(0 , a 2,). (6) 

5 Thirteen countries reported a statistically negative government consumption 
multiplier and other seven countries reported a multiplier that was not statistically 
different from zero. Such results imply that the conventional wisdom -regarding 
the existence of a positive multiplier- may not be necessarily correct. Further, 
within the 18 countries that reported positive government consumption multipli­
ers, in 35% of them the impact that nominal government spending has over real 
output did not disappear -according to Wald's test- after three years. This re­
sult, however, is not surprising since the dynamic impact of nominal government 
spending on output should also be followed by the dynamic effect that changes in 
the monetary base have on output. 
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A s table 2 shows, when average inf lat ion , I n f l a p , is the only indepen­
dent variable (see es t imat ion 1), its est imated coefficient has the r ight 
sign -according to the new K e y n e s i a n theory- and is s tat i s t i ca l ly s ig ­
nificant - the value i n parenthesis is the t -statist ic . E v e n though the 
size of this estimate appears smal l , i t should not be dismissed since i t 
implies a sharp decline i n the value of the government consumpt ion 
mul t ip l i e r . U s i n g the average inf lat ion data, for the sample of less 
developed countries the decline i n the government consumpt ion m u l ­
t ip l ier w o u l d equal 32% while for developed countries the reduct ion 
would be 15%. 

If average inf lat ion and aggregate demand vo la t i l i ty were cor­
related, i t would be possible to e x p l a i n the negative correlat ion be­
tween average inflation and the dependent variable with the use of 
L u c a s ' mispercept ion theory. Consequently, we need to know whether 
the significance of the inf lat ionary process is grounded on L u c a s ' 
information-based theory or for the new Keynes ian theory. T h i s 
d i s t inc t i on is relevant since Defina's results provided relat ively more 
support for L u c a s ' mispercept ion theory than i t d i d for the new K e y ­
nesian theory. 

To answer this question, we ut i l i ze three variables that may cap­
ture aggregate demand volat i l i ty . F i r s t , we use the var iab i l i ty coeffi­
cient -measured as the ratio of the s tandard dev iat ion to the mean- of 
the in f lat ion rate, I n f l a c v . Second, we use the vo lat i l i ty of the annual 
growth rate of real G D P , Volgdp and finally, we followed K o e l l n , R u s h 
a n d W a l d o and used the square of average inf lat ion, I n f l a p 2 . 

E s t i m a t i o n s 2 to 4 describes what happens if these proxies for 
aggregate demand var iab i l i ty are used as independent variables: the 
est imated parameters are not s tat ist i ca l ly significant different from 
zero. Fur thermore , the removal of average inf lat ion as one of the 
independent variables, provokes a sharp decline of the R 2 . T h u s , the 
empir i ca l evidence does not support Lucas ' mispercept ion theory. I n 
add i t i on , once average inf lat ion is inc luded i n the set of independent 
variables -as described in estimations 5 to 7- the est imated parameter 
for this variable is the only stat ist ical ly significant one. T h u s , these 
pre l iminary results suggest that the inf lat ionary process affects the 
s ign and value of the government consumpt ion mul t ip l i e r through the 
impact that average inf lat ion has over this mult ip l i er . P u t differently, 
our results - contrary to Defina's and K o e l l n , R u s h and Waldo ' s - do 
not reject the new K e y n e s i a n theory. 

Since our sample inc luded developed and less developed coun­
tries, we tested whether the size of the government consumpt ion m u l ­
t ip l ier cou ld be explained -besides by the aforementioned in f la t i on -
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re lated variable- by a d u m m y that describes whether the country was 
developed or not. O u r results indicate that the estimated parameter 
of this d u m m y was not significant from a stat ist ical ly po int of v iew. 
T h u s , estimations w i t h this variable are not reported. 

A s explained i n the introduct ion , according to the new K e y n e s i a n 
theory, the size of the government consumpt ion mult ip l ier depends on 
average in f lat ion and on the size of output supply elasticity. T h e r e ­
fore, the est imated parameters reported i n table 2 might be biased. 
F o r this reason, we inc luded i n our regressions the size of the bank­
i n g mul t ip l ier , M u l t - a s proxy for output supply elasticity- as another 
independent variable. 

For the new Keynes ian theory to hold , the government consump­
t i o n mul t ip l i e r and the size of the b a n k i n g mult ip l ier m u s t be pos i ­
t ively correlated. T h u s , a higher b a n k i n g mult ip l ier may b r i n g about 
a more elastic output supply and thereby increase the size of the gov­
ernment consumption mult ip l ier . In this regard, est imat ion 1 of table 
3 supports this v iew: the est imated parameter of M u l t p is s tat i s t i ca l ly 
significant and has a posit ive sign. However, the size of this corre­
l a t i o n is not exogenous: i t depends on the average inf lat ion . T h u s , 
i f we denote M u l t i n f p as the product of average inf lat ion times the 
b a n k i n g mult ip l ier , es t imat ion 2 suggests that the size of the correla­
t i o n between the government consumption mult ip l ier , A l f a , and the 
b a n k i n g mul t ip l i e r diminishes as inf lat ion increases. 

S i m i l a r to the results reported i n table 2, a l l the est imated p a r a m ­
eters of the proxies for aggregate demand vo lat i l i ty are s tat i s t i ca l ly 
equal to zero. T h u s as estimations 3 to 5 of table 3 show, the e m ­
p i r i c a l evidence keeps rejecting Lucas ' misperception theory. A t the 
same t ime, the results shown i n these columns are unable to reject the 
new K e y n e s i a n theory -since the estimated parameter for the b a n k i n g 
mul t ip l i e r , M u l t , is s tat ist ical ly significant and its sign is consistent 
w i t h this lat ter theory. 
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Table 3 
D e p e n d e n t V a r i a b l e : G o v e r n m e n t P o l i c y M u l t i p l i e r ( A l f a ) 

E s t i m a t i o n 

1 2 3 4 5 6 

c 0.091 
(2.38) 

0.150 
(3.52) 

0.003 
(0.03) 

0.097 
(1.2) 

0.115 
(2.59) 

0.149 
(2.69) 

Multp 0.016 
(2.24) 

0.016 
(2.60) 

0.017 
(2.38) 

0.015 
(1.98) 

0.013 
(1.74) 

0.010 
(1.34) 

Inflap — — -0.002 
(1.41) 

I n f l a c v — 0.107 
(1.02) 

— — 

Vol — — 0.004 
(0.08) 

— 

Inflap2 — — — -2.7E-05 
(1.04) 

— 

Multinfp — -0.001 
(2.30) 

— — — — 

R 2 0.24 0.44 0.28 0.24 0.29 0.32 

F 4.95 5.79 3.00 2.30 3.03 3.62 

However, the results of est imat ion 6 of this table suggests that 
the inc lus ion of b o t h the b a n k i n g mult ip l ier , M u l t , and the average 
inf lat ion , I n f l a p , as explanatory variables causes their est imated p a ­
rameters to become stat ist i ca l ly ins igni f i cant . 6 T h i s result may s ignal 

6 We did similar regressions as those shown in table 3 but including a d u m m y 
variable that measured whether the country was developed or not and excluding 
the constant. Contrary to what happened in table 2, the estimated parameters 
of the d u m m y variable were statistically significant. However all the results - with 
the exception of one- are similar to those shown in table 3. Given this similarity, 
for the sake of comparing estimations of table 3 with those of table 2, we decided 
not to report those that included the dummy variable. The only estimation that 
changed in a important manner -once the dummy was included- was estimation 
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the existence of mult i co l inear i ty and therefore the estimators shown 
there shown may be biased. 

To avoid the bias produced by the possible mult ico l inear i ty we 
d i d two experiments . I n the first one, we assumed that the size of the 
bank ing m u l t i p l i e r depends on the development stage of the country. 
For this purpose we bu i l t a d u m m y variable -denoted by D u - t h a t 
amounts to one i f the country is less developed and to zero otherwise. 
In this regard, the first c o l u m n of table 4 reports the existence of 
a negative correlat ion between underdevelopment and the size of t h e 
b a n k i n g mul t ip l i e r . If we correlate the country 's development stage to 
how wel l developed, for example, is the jud i c ia l system, the existence 
of a negative relationship between underdevelopment and the size of 
the b a n k i n g mul t ip l i e r is not too difficult to understand. 

If the b a n k i n g mul t ip l i e r depends only on the development stage, 
the errors result ing from est imat ion 1 may be labeled as the exoge­
nous b a n k i n g mult ip l i er . W e denote this vector of errors by R e s l . 
W i t h this at hand, est imations 2 to 4 show -relative to our findings i n 
table 3- a n increase i n the stat is t i ca l significance of b o t h the b a n k i n g 
mul t ip l i e r , R e s l , and the average inf lat ion. Furthermore , they also 
show that the signs of the est imated parameters of b o t h variables are 
consistent w i t h the new Keynes ian theory. F i n a l l y , s imi lar to w h a t 
we reported i n table 3, the size of the correlation between the govern­
ment consumpt ion mul t ip l i e r and the b a n k i n g mul t ip l i er d iminishes 
as average inf lat ion increases -as the estimated sign of M u l t i n f p sug ­
gests. 

However, as the work of B o y d , Levine and S m i t h (1997) suggests, 
the b a n k i n g mul t ip l i e r may not only depend on how developed the 
country might be; it may also depend on the average size of in f lat ion . 
Specifically, as average inf lat ion increases, l ending risks may also i n ­
crease. A s es t imat ion 1 of table 5 reports, this hypothesis can not be 
discarded. Therefore, the estimates shown i n table 3 may be biased. 
In this context, the errors resul t ing from est imation 1 of table 5 may 
be considered the new exogenous b a n k i n g mult ip l ier . W e denote this 
vector of errors as R e s 2 . W i t h this at hand, the other est imations 
shown i n table 5 lack mult i co l inear i ty problems that could bias our 
estimates. 

E s t i m a t i o n s 2 to 4 show the stat ist ica l significance of the exoge­
nous b a n k i n g mul t ip l i e r , R e s 2 , and of the average inf lat ion rate. T h e y 
also show that the est imated parameters of these two variables have 
signs that are consistent w i t h the new Keynes ian theory. W i t h regard 
to those variables used as proxies for aggregate demand var iabi l i ty , 
their est imated parameters were not stat ist i ca l ly significant -wh i ch is 

6. In that case results were as follows: 
A l f a = 0 . Q 2 Z ( M u l t ) - 0.001 (Inflap) + 0.10 ( D u m m y ) with ii 2 =0.36 and F=4.21 

(5.49) (1.16) (2.90). 
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w h y the estimations that inc luded these variables are not repor ted . 
F i n a l l y , to complete the analysis we used Learner's (1985) ex­

treme-bounds test to examine how robust our results are. A s is wel l 
known , w i t h this test we examine whether the explanatory variables 
are systematical ly correlated -and w i t h the same s ign- w i t h the de­
pendent variable . E v e n though this test may be too s t rong -since no 
degree of confidence is allowed- it may provide some clues regarding 
the explanatory power of the variables used. In this regard, we f ind 
that among a l l variables considered, the est imated parameters for the 
b a n k i n g mul t ip l i er are the only parameters robust to a l l specif ications 
considered. T h e est imated parameters for average in f lat ion are also 
robust - w i t h the exception of estimates reported i n table 4- and the 
proxies used for aggregate demand vo lat i l i ty were not robust at a l l . 
T h u s contrary to the finding of Def ina a n d K o e l l n R u s h and W a l d o 
we can not reject the hypothesis beh ind the new K e y n e s i a n theory. ' 

Table 4 

E s t i m a t i o n 

1 2 3 4 

M U L T A L F A ALFA A L F A 

c 7.22 0.164 0.197 0.227 

(6.3) (8.56) (7.00) (7.61) 

R e s l — 0.021 0.016 0.022 

(2.64) (1.95) (3.18) 

Inflap — — -0.002 — 
(1.53) 

Multinfp — — — -0.001 
(2.52) 

D u -3.49 — — — 
(2.55) 

R 2 0.29 0.30 0.40 0.51 

F 6.69 6.97 4.96 7.83 
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Table 5 

E s t i m a t i o n 

1 2 3 4 
M U L T A L F A ALFA A L F A 

c 7.84 0.165 0.213 0.261 
(6.84) (7.7) (7.86) (8.58) 

R e s 2 — 0.016 0.016 0.028 
(1.65) (1.89) (3.54) 

Inflap -0.073 — -0.003 — 
(1.68) (2.45) 

Multinfp — — -0.002 
(3.71) 

D u -2.85 — — 
(2.13) 

R 2 0.41 0.15 0.39 0.55 

F 5.15 2.7 4.80 9.32 

3. Conclusions 

There seems to exist a consensus regarding the existence of a short -
r u n trade-off between inf lat ion and unemployment. Y e t there also 
seems to be a wide disagreement as to why such a trade-off exists. 
Several theories have been put forward to explain such a phenomenon. 
Just to ment ion some arguments we have Lucas ' (1973) in fo rmat ion -
based theory, articles -such as A i y a g a r i , Chr i s t iano and E i c h e n b a u m 
(1992)- be longing to the real business cycle school and others - such 
as B a l l , M a n k i w and R o m e r (1988)- belonging to the new K e y n e s i a n 
school. T h e objective of this paper was to put to an empir i ca l test 
one of those theories: the new Keynes ian theory. 

A s we expla ined i n the introduct ion , the new Keynes ian theory 
suggests that the value of the government consumption mul t ip l i er w i l l 
be smal ler as the average inf lat ion increases and the degree of f inancial 
in termediat ion declines. A f t e r analyz ing the relationship between the 
size of the change i n real output -ar is ing from a var iat ion i n n o m i n a l 
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demand- and the behavior of average inf lat ion, Def ina (1991) a n d 
K o e l l n , R u s h and W a l d o (1996) provide evidence that supports a n d 
rejects respectively the new Keynes ian theory. However, these papers 
suffer from methodological problems and their estimates are biased 
because of omit ted variables. 

A f ter t a k i n g care of these problems, we find that the e m p i r i ­
ca l evidence can not reject the val id i ty of the new Keynes ian theory. 
Specifically, we find that the est imated parameter for the degree of 
f inancial intermediat ion is robust -according to Learner's (1985) test, 
s tat ist i ca l ly significant and posit ively correlated w i t h the size of the 
government consumpt ion mult ip l ier . Besides backing the new K e y ­
nesian theory, this result has two consequences. F i r s t , the es t imat i on 
bias produced by the omission of this variable may be considerable 
a n d therefore, Defina's a n d K o e l l n , R u s h and Waldo ' s results need to 
be taken w i t h caut ion. Second, the use of government expendi ture 
as a mechanism to stabil ize output depends to a great extent on how 
sound the bank ing system is. 

We also found that average inf lat ion belongs to the set of deter­
minants of the size of the government consumption mul t ip l i e r . M o r e 
specifically we found a negative and stat ist ical ly significant correla­
t i o n between these two variables, a result that is compat ib le w i t h the 
new Keynes ian theory. Since average inf lat ion rate may be correlated 
w i t h its vo lat i l i ty , we tested whether the importance of the in f la t i on ­
ary process was grounded on Lucas ' information-based theory or on 
the new K e y n e s i a n theory. E v e n though we used several proxies for 
aggregate demand var iabi l i ty , the empir i ca l evidence does not support 
L u c a s ' i n f o r m a t i o n - b a s e d theory. 

F i n a l l y , since f inancial intermediat ion and the inf lat ionary pro­
cess may be correlated, we est imated a proxy for financial interme­
d i a t i o n that was orthogonal to such process. Once that was done, 
we find that these two variables do shape the size of the government 
consumpt ion mul t ip l i e r . T h u s , the empir i ca l evidence can not reject 
the va l id i ty of the new Keynes ian theory. 
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