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a b s t r a c t

We used a ‘‘new-open economy macroeconomic’’ model featuring
a labor-market friction in the form of efficiency wages to analyze
the implications of financial market integration for the fiscal
multiplier. The fiscal multiplier measures the accumulated effect of
fiscal policy on output. Conventional wisdom based on the basic
textbook version of the classic Mundell–Fleming model suggests
that the fiscal multiplier should become smaller as financial
markets become more integrated. We show that a labor-market
friction in the form of efficiency wages implies that financial
market integration should increase the fiscal multiplier.

� 2008 Elsevier Ltd. All rights reserved.

1. Introduction

An important research question in international macroeconomics is how and to which extent the
recent increase in financial market integration affects the propagation of macroeconomic policies in an
open economy. With regard to fiscal policy, conventional wisdom based on the basic textbook version
of the by-now classic models of Fleming (1962) and Mundell (1963) suggests that the fiscal multiplier
should become substantially smaller as financial markets become more integrated. The fiscal multiplier
measures the accumulated effect of fiscal policy on output. The textbook version of the Mundell–
Fleming model implies that an expansionary fiscal policy triggers capital inflows which, in turn, give
rise to an exchange-rate induced crowding-out effect. Financial market integration reinforces the
crowding-out effect and, as a result, the fiscal multiplier should become smaller.
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The Mundell–Fleming model was, for a long time, the standard model for analyzing the implications
of macroeconomic policies in an open economy. In recent years, however, it has been largely replaced
by the type of ‘‘new-open economy macroeconomic’’ (NOEM) models developed by Obstfeld and
Rogoff (1995). NOEM models are macroeconomic dynamic general equilibrium models with a solid
microeconomic foundation. Their microeconomic foundation renders it possible to take into account
the intertemporal budget constraint and the dynamic optimization of the private sector when
analyzing the propagation of fiscal policy in an open economy. Recently, Sutherland (1996) and Senay
(1998) have used variants of the prototype NOEM model developed by Obstfeld and Rogoff (1995) to
argue that financial market integration should diminish the output effect of fiscal policy.

In contrast to the textbook Mundell–Fleming model, most of the NOEM models that have been
analyzed in the recent literature are built on the assumption that the labor market can be described in
Walrasian terms. In a Walrasian labor market, wages adjust rapidly, households are always on their
labor supply schedule, and structural unemployment is absent. As a consequence, these models have
problems to account for the stylized facts of real-world labor markets. For example, they cannot
account for the fact that in many economies, and at almost any time, many households are unem-
ployed. Moreover, these models cannot explain the empirically observed low correlation between real
wages and employment, the high variability of employment relative to that of real wages, and the low
procyclicity of real wages.

We extended the NOEM model developed by Obstfeld and Rogoff (1995) to incorporate a non-
Walrasian labor market. To this end, we followed Collard and de la Croix (2000) and Danthine and
Kurmann (2004) in resorting to the ‘‘gift-exchange’’ efficiency-wage theory tracing back to the research
of Akerlof (1982). According to the ‘‘gift-exchange’’ efficiency-wage theory, workers dislike effort. They
are, however, willing to provide effort beyond some reference level of effort (the gift of workers) if they
feel that their firm treats them well. In order to motivate workers to provide a higher level of effort,
firms respond to the behavior of workers by offering a wage above the Walrasian market-clearing wage
(the gift of the firm). Thus, the assumption that wages are set according to efficiency-wage consider-
ations implies that the optimizing behavior of workers and firms results in structural unemployment.

We found that adding the assumption of efficiency wages to an otherwise standard NOEM model
has substantial implications for the effect of financial market integration on the fiscal multiplier in an
open economy. In line with the results of recent research by Dellas et al. (2005), our efficiency-wage
model implies that financial market integration should increase the fiscal multiplier. This implication of
our model is in contrast to the implications of the NOEM models used by Sutherland (1996) and Senay
(1998). It is also in contrast to the conventional wisdom derived from the basic textbook version of the
Mundell–Fleming model. The implication of our model, however, is in line with extensions of the
Mundell–Fleming model that feature real-wage rigidities (Sachs, 1980). In order to derive the impli-
cations of our efficiency-wage model, we lay out in Section 2 the structure of our NOEM model. We
report in Section 3 the results of numerical simulations of our model. We report the results of some
robustness checks in Section 4. For the purpose of comparison, we briefly analyze the implications of
our efficiency-wage model for monetary and productivity shocks in Section 5. We offer some
concluding remarks in Section 6.

2. The model

The world consists of two countries of equal size. Each country is populated by a continuum of
infinitely lived utility-maximizing households. Households form rational expectations. Firms produce
differentiated traded goods that are sold in a monopolistically competitive goods market. The only
production factor is labor. There are no transaction costs for transporting goods across countries. With
households’ preferences being the same across countries, these assumptions imply that both the law of
one price and purchasing power parity hold.

2.1. Households’ preferences

Households are large in the sense that they consist of a large number of household members of total
measure unity. Because of efficiency wages, some members of households are unemployed, while the
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