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ABSTRACT

In this paper, I characterize equilibria for a sticky-price model in which Federal Reserve policy is an in-
terest-rate rule similar to that described in Taylor (1993).  For standard preferences and technologies used
in the literature, the model predicts that the nominal interest rate is negatively serially correlated, and that
shocks to interest rates imply a potentially large but short-lived response in output.  Shocks to government
spending and technology lead to persistent changes in output but the percentage change in output is pre-
dicted to be smaller than the percentage changes in spending or technology.  I compare the model’s pre-
dictions to data using innovations backed out from estimated processes for interest rates, government
spending, and technology shocks.  These comparisons confirm the theoretical findings.  In response to
observed changes in government spending and technology, the model predicts a path for output that is
much smoother than the data and much smoother than that predicted by non-sticky price models.

*McGrattan, Federal Reserve Bank of Minneapolis.  The views expressed herein are those of the author and not nec-
essarily those of the Federal Reserve Bank of Minneapolis or the Federal Reserve System.
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Figure 1. Federal Funds Rate and Estimated Policy Rule of Taylor (1993).
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Figure 2. Federal Funds Rate and Estimated Policy Rule of Clarida et al. (1998).
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Figure 3. Response of Output to Interest Rate Shock Varying
the Sensitivity of Monopolists to Changes in Output.
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Figure 4. Response of Output to Interest Rate Shock Varying Risk Aversion.
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Figure 5. Response of Output to Interest Rate Shock Varying Taylor's Rule.
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Figure 6. Response of Output to a Technology Shock Varying � and b.
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Figure 7. Response of Output to Spending Shock With and Without Capital.
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Figure 8. Model's Prediction for Logged and Detrended GDP
Using Interest Rate Innovations, 1979:3-1996:4.
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Figure 9. Model's Prediction for Logged and Detrended GDP
Using Innovations in Government Spending, 1979:3-1996:4.
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Figure 10. Model's Prediction for Logged and Detrended GDP
Using Innovations in Technology, 1979:3-1996:4.
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Figure C.1. An Equilibrium in the Fixed Capital Case.
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