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1 Introduction

Governments in many emerging market and developing economies (EMDESs) routinely in-
tervene in their agricultural markets. Higher food security norms require an increase in the
redistribution of agricultural output to the poorest population in a country. Other interven-
tions involve the procurement and redistribution of food to minimize food price volatility

in the wake of domestic (e.g., poor rainfall) or external (e.g., global commodity price) shocks.

There are many examples of these types of interventions. In 2013, India enacted a new
National Food Security Act (NFSA) under the umbrella of a new "rights-based” approach
to food security. The Act legally entitles "up to 75% of the rural population and 50% of the
urban population to receive subsidized food grains” under a Targeted Public Distribution
System. Under the new act, about two thirds of the population is covered to receive highly
subsidized food grains. The ostensible goal is to smooth the purchasing power of poor pop-
ulations that are food insecure. Moreover, in India, the food entitlements under the NFSA

were doubled during COVID and made completely free (see Ranade| (2023)))

In the Philippines, the National Food Authority (NFA) is mandated to purchase and
distribute rice and other commodities across the country. In response to the rise in world
prices of grains in the last quarter of 2007, the Philippines government provided higher fund-
ing support to implement its Economic Resiliency Program part of which involved scaling
up a rice production enhancement program called ” Ginintuang Masaganang Ani.” The total
fiscal cost of the NFA rice subsidy jumped to 0.6% of GDP in 2008 compared to 0.08%
of GDP in 2007 (Balisacan et al. (2010)). In Bangladesh, the government has intervened
in food markets for several years in order to reduce price fluctuations and procure rice for
safety net programs (Hossain and Deb| (2010))). To ensure food security in Indonesia in 2008,
the Indonesian government, through its BULOG operational strategy doubled the amount

of rice distributed to cover all poor families under the RASKIN program through targeted



market operations requested by local governments. Regular rice distribution for the poor
was achieved by increasing domestic rice procurement. BULOG’s heavy procurement added
to demand, helping farmers maintain prices at a profitable level (Saifullah (2010))). The
Korean government also motivates its agricultural policy for food security reasons based on

self-sufficiency (Beghin et al.| (2003)).

Interventions such as the enactment of a new national food security act with wider
coverage, the expansion of free or subsidized food entitlements during COVID, or surprise
government interventions when there are large price shocks in food commodities such as the
world rice price crisis of 2008, have two salient features. First, they typically imply higher
procurement and redistribution of food commodities by the government to households. This
raises the food subsidy to the household. Second, such interventions are conducted at a
relatively high frequency, i.e., several times within a year. We refer to frequent interventions
by the government in agriculture markets as redistributive policy shocks. The main research
questions that this paper addresses is: how should monetary policy respond to redistribu-
tive policy shocks? What is the impact of redistributive policy shocks on the sectoral and
aggregate dynamics of inflation and rich and poor consumption? What are the welfare costs
of redisributive policy shocks and other shocks emanating from the agriculture sector 7 The
novel part of our analysis is that we allow for government intervention in the agriculture

market that captures the essence of procurement and redistributive style interventions in

EMDEs.

We build a two-sector (agriculture and manufacturing) two agent (rich and poor) New
Keynesian DSGE model. We refer to this as 2S-TANK. Our theoretical model builds on
earlier work by |Aoki| (2001, [Debortoli and Gali| (2017), and |Ghate et al. (2018)). The main
methodological contribution of our framework is that we extend the two agent New Key-

nesian, i.e., TANK DSGE framework of Debortoli and Gali to two sectors (agriculture and



manufacturing). On the production side, the agriculture sector is perfectly competitive with
flexible prices while the manufacturing sector is characterized by monopolistic competition
and sticky prices. As in Debortoli and Gali, we assume that there are two types of agents,
rich and poor. Rich agents are Ricardian and buy one period risk free bonds. Poor agents
are assumed to be rule of thumb consumers. Both types of households consume both types
of goods. To provide the subsidized agriculture good to the poor, the government imposes a
lump sum tax on the rich and uses the proceeds to procure agricultural output from the open
market. It then redistributes a fraction of the procured agriculture good to the poor. Higher
redistribution and procurement, by leading to a higher subsidy of the agriculture good to the
poor leads to a larger reduction in the poor’s market expenditures on the agriculture good.
Further, we assume that rich agents have a higher intertemporal elasticity of substitution of
consumption compared to the poor which affects their labor supply decisions deferentially

in response to changes in the real WageE

The Indian agriculture sector is subject to frequent government interventions in the agri-
culture marketﬁ Using Indian data, we estimate the model equations using the Bayesian
method. Our Bayesian estimation gives us parameter values which allows us to understand
the mechanisms through which redistributive policy shocks impact economy wide and distri-
butional variables in an empirically grounded frameworkﬁ From the impulse response func-
tions (IRFs), we identify the transmission mechanism of agricultural productivity shocks,

redistributive policy shocks, and monetary policy shocks to sectoral inflation rates, the econ-

'In Debortoli and Gali, all agents have the same inter-temporal elasticity of substitution. Our assumption
is driven by estimates of different inter-temporal elasticity of substitution parameters for rich and poor
households from Indian household data. See |Atkeson and Ogakil (1996). Our assumption is also in line
with some of the DSGE literature on the macroeconomic evaluation of LSAPs (large scale asset purchase
programs), where the inter-temporal elasticity of substitution across households is assumed to be different.
See |Chen et al.| (2012).

’India is an EMDE with a large agriculture sector and has less reliance on imports for meeting its food
security needs - closer to our closed economy model.

3Ginn and Pourroy| (2019)) estimate a Bayesian DSGE model using India data and show that food subsidy
policies have large distributional effects. While our model focuses on redisributive policy shocks, they focus
on world food price shocks.



omy wide inflation rate, and consumption of rich and poor agents. We compare our results
to a variety of benchmarks that emerge as special cases from our framework: a two sector
representative agent NK framework along the lines of Aoki, a one sector two agent NK DSGE
model along the lines of Debortoli and Gali, and the simple one sector one agent NK model
in |Gali (2015).@ This allows us to isolate the impact of demand side factors (consumer het-
erogeneity) and supply side factors (multiple sectors) in determining sectoral and aggregate

inflation rates, and rich and poor consumption in response to these shocks.

We show that a positive agricultural productivity shock leads to a decline in aggregate
inflation, a decline in aggregate employment, a negative output gap, and a rise in both poor
and rich consumption. In contrast, a procurement and redistributive policy shock leads to
higher aggregate inflation, a positive output gap, lower consumption by the rich, higher con-
sumption of the poor, and higher aggregate consumption in the economy. Because of the
redistributive effect of the transfer, the rise in poor consumption makes aggregate consump-
tion rise dominating the decline in rich consumption. Compared to the Aoki model, since
the poor receive a fraction of their agriculture consumption for free (via the redistributive
shock), the market demand for the agriculture good is less, and so the inflationary impact
of a procurement and redistributive policy shock is much lower in our model compared to

the Aoki model (where there is no redistribution).

In two extensions of the model, we show that the distributional impacts of redistributive
policy shocks are robust to assuming i) non-homothetic preferences, and ii) labor immobility

across sectors.

4Both productivity shock and procurement and redistributive policy shock IRFs are benchmarked only to
the Aoki model since Aoki has two production sectors while both Debortoli and Gali and Gali (2015, Chapter
3) have a single sticky price manufacturing sector. In the case of Debortoli and Gali, their framework assumes
incomplete markets, ours has complete markets. Parameter restrictions that yield their model can therefore
be seen as an approximation of their framework.



It is important to note that in standard NK models the optimal policy design is to per-
fectly stabilize inflation at the natural level of output. In the presence of a flexible price
sector, we would expect that the planner would not be able to smooth the variability in
inflation in the flexible price sector and thus not be able to achieve full (headline) infla-
tion stabilizationﬂ To evaluate the welfare cost of redistributive policy shocks, we follow
Schmitt-Grohe and Uribe| (2007). We assume that the monetary authority acts like a utilitar-
ian Ramsey planner and maximizes the weighted average of inter-temporal utility functions
of rich and poor households subject to the private sector optimality conditions and the
economy’s feasibility constraints. This is referred to as Ramsey optimal monetary policy
(ROMP) in the literature. To rank alternative policies, we compare (both conditional and
unconditional) welfare under optimal simple rules (OSR), and a variety of non-optimized

rules, and convert any improvements in welfare to consumption equivalent welfare gains.

Our main welfare results, which are in Section [0, show that while a Ramsey planner is
able to achieve close to full core-inflation stabilization (or sticky price inflation), aggregate
inflation variability is lower under OSR compared to Ramsey. This is because under OSR, the
monetary authority places a high weight on minimizing the variance of aggregate inflation,
and chooses a Taylor parameter for inflation responsiveness to be highest feasible value
(¢, = 3). We also find that non-optimized rules (both simple Taylor, and Standard Taylor)
lead to consumption equivalents that are of an order of magnitude higher when compared to
optimal simple rules. This suggests that redistributive policy shocks are costly to both rich

and poor households, especially when monetary policy is not set optimallyﬁ

°Tt is well known that optimal policy design is model-dependent (see [Woodford, (2010)).

SWhen we fix the steady-state amount of agriculture output procured and assess the implication of varying
steady-state redistribution on consumption equivalent welfare gains, we show that the volatility of poor
consumption rises, when the steady state redistribution in the economy rises. We conduct a similar exercise
using optimal simple rules. In both cases, poor agents are risk averse and unable to smooth consumption.
They therefore are willing to forego a greater amount of their steady state consumption to avoid fluctuations
in consumption because of the redistributive policy shock. These results are described in the Technical
Appendix.



1.1 Literature Review

A recent focus in the monetary policy literature explores the impact of monetary policy
in the presence of consumer heterogeneity (see [McKay et al. (2016); Kaplan et al.| (2018));
Auclert| (2019), and Broer et al.| (2020)). As in this research, we ask how heterogeneity mat-
ters for whether monetary policy responses to shocks raise aggregate welfare or not? Why
is it important to take into account heterogeneity? In our model consumer heterogeneity
interacts with rich inter-sectoral dynamics to determine the differential response of rich and
poor consumption, and therefore aggregate demand to shocks. We therefore compare our
two-sector TANK model under a contractionary monetary policy shock with the simple NK
framework in |Gali (2015) (Chapter 3), the Aoki model, and Debortoli and Gali. In models
with two sectors (our model and Aoki’s) the presence of a flexible price sector creates a large
deflation in the economy in response to a contractionary monetary policy shock. This is
because a rise in the nominal interest rate leads to the inter-temporal substitution of con-
sumption, as in the standard NK model, which causes a reduction in aggregate demand and
a decline in the aggregate price level and inflation. This decline becomes more pronounced
when there is a flexible price sector in addition to a sticky price sector. Since the shock is of
one period, agricultural inflation returns to the steady state in the next period. Manufac-
turing inflation, however, recovers, gradually, because of the sticky price assumption in all
models. Crucially, in our model and Aoki’s model, real interest rates increase by less, and
therefore rich and poor consumption falls be less compared to Debortoli and Gali and the
simple NK model. The decline in aggregate consumption, therefore, is also less in our model
and Aoki’s model compared to the simple NK model and Debortoli and Gali. In all cases,
consumer heterogeneity interacts with rich inter-sectoral dynamics to determine the general

equilibrium responses to a variety of shocks.

An interesting insight from our analysis is that when the employment share of the man-

ufacturing sector rises, output adjusts more compared to an economy with a higher share



of the agriculture/flexible price sector, and the effectiveness of monetary policy is compara-
tively more. Our model therefore provides a rationale for why monetary policy is ineffective

in economies with a large agriculture sector.

Our two sector-two agent NK framework builds on the seminal work by |Gali and Mona-
celli| (2005), |Aoki (2001)), and Debortoli and Gali (2017). The main difference with respect
to these papers is that |Gali and Monacelli| (2005) consider an open economy framework,
whereas we consider a closed economy framework. In Aoki (2001) there are two produc-
tion sectors, a flexible price agriculture sector that is perfectly competitive, and a sticky
price manufacturing sector that is monopolistically competitive. The production side of our
model is similar to Aoki’s model. However, Aoki’s model has a single representative agent.
In our model, we allow for two types of agents, rich (Ricardian) and poor (rule of thumb)
with different inter-temporal elasticities of substitution in consumption and different budget
constraints. Another difference with respect to Aoki (2001) is that the government in our
model taxes rich agents, procures grain from the agriculture sector, and redistributes the

agriculture good to poor agents. In Aoki’s framework there is no government intervention ]

Debortoli and Gali (2017) build a DSGE model in which agents are Ricardian/rich and
rule of thumb/poor. They show that a TANK model provides a good approximation to
study the impact of aggregate shocks to aggregate variables in a baseline HANK (Heteroge-
nous agent New Keynesian) model. In Debortoli and Gali (2017)), there is however only one
production sector (sticky price sector). The main methodological contribution of our paper

is to extend the two agent-one sector framework of Debortoli and Gali to two sectors.

Our paper also builds on previous work in |Ghate et al.| (2018), or GGM. In GGM, there

are three production sectors (grain, vegetables, and manufacturing). In that framework,

TGali et al|(2007) use a two-agent framework (rule of thumb and Ricardian) to account for evidence on
government spending shocks, but their focus is on fiscal policy, not monetary policy.



all three sectors are monopolistically competitive, with the agriculture sector having flexi-
ble prices. The manufacturing sector is the sticky price sector. In the current framework,
there are two production sectors (agriculture, manufacturing). Unlike GGM, the agriculture
sector is just characterized by a grain sector which is assumed to be perfectly competitive.
Like GGM, the manufacturing sector is the sticky price sector. In GGM, there is a single
representative agent, i.e., it is a RANK (Representative Agent New Keynesian) model. Our
model has two types of agentsff| Like GGM however, our model illustrates how the terms
of trade between agriculture and manufacturing plays a crucial role in the transmission of

monetary policy changes to aggregate outcomes.

In sum, the contribution our paper is both methodological and policy oriented. We merge
a two sector production structure along the lines of Aoki with a TANK framework along the
lines of Debortoli and Gali to understand the impact of redistributive policy shocks and its
implications for monetary policy using a New Keynesian DSGE framework. We characterize
optimal monetary policy in this context, and calculate the welfare costs of redistributive

policy interventions.ﬂ

2 The Model

The model has two sectors: agriculture (A) and manufacturing (M). The A-sector is charac-
terized by perfect competition and flexible prices, and produces a single homogeneous good.

The M-sector is characterized by monopolistic competition and staggered price setting"]

8In the current framework, we do not model minimum support prices as we did in GGM. Our focus is
to study the impact of redistributive policy shocks on rich-poor consumption and sectoral and aggregate
inflation dynamics, and monetary policy setting in this context.

90ur paper has relevance for the ongoing protests on the farm laws that were introduced in India in
November 2020 (but then repealed a year later in 2021). One of the demands of the farmers is to fix the
minimum support price of agriculture products by a committee of stakeholders, which would include farmers.
A higher minimum support price would raise the amount of the food subsidy. Our analysis sheds light on
the dynamics of food subsidies, their implication for inflation, and a better understanding of their general
equilibrium effects.

10The manufacturing sector can also be termed as the ”non-agriculture” sector. The names are not crucial.
What is crucial is that one sector is a flexible price sector, and the other is a sticky price sector.



We assume that there are two types of households: poor (P) and rich (R). The fraction of
households which are rich is exogenously given and denoted by pgr. The rest (1 — ug) are
poor. The poor and rich can either work in the A sector or the M sector, i.e., there is perfect
mobility of labor across sectors. Poor households are assumed to be rule of thumb (or hand
to mouth consumers) and do not have bond holdings. Rich households are forward-looking
Ricardian consumers and hold bonds. The rich households own the firms and also supply
labor to their own firms, and so they have both dividend and labor income. The poor house-
holds only supply labor to the firms owned by the rich, and so their only income is labor
income.

Like GGM, the government procures grain in the open market. It does this by imposing
a lump-sum tax on the rich and uses the proceeds to procure/buy A-sector output from the
market at the market price[l"] It then redistributes a fraction of the procured A good to poor
households. Hence redistribution goes to the poor households, rather than any particular
sector. The rich households also have higher incomes than the poor since the poor households
only have labor income, whereas rich households have labor and dividend income.

Following |Atkeson and Ogaki| (1996]) who show that the intertemporal elasticity of sub-
stitution (IES) in consumption rises with wealth in Indian data, we assume that the poor
have a lower IES than the rich. This means that the poor are less willing to substitute
consumption across time periods. This allows labor responses of the rich and poor to differ

for a given change in the real wage (see |Chen et al. (2012))).

2.1 Households

All households are assumed to have identical preferencesff_?] At time 0, a household of type

K (= R, P) maximizes its expected lifetime utility given by

1Tt is important to note that the seller of the A good can be either poor or rich.
12 All derivations for the model in Section 2 and 3 are in the Technical Appendix.
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Ey Y B'[U(Cke) =V (Nio)] (1)

t=0
where Ci; is a consumption index, and Ng; is labor supply. The subscript K € {R, P}
specifies the household type. A household of type K derives utility from consumption, C ,
and disutility from supplying labor, N . 5 € (0, 1) is the discount factor. The period utility

function is specified as:

Cl*UK

U (Crea) = TR 2)
Ny
Niey) = &

V (Nis) = TR ®)

where o and ¢, respectively, are the inverse of the intertemporal elasticity of substitution
for consumer type K, and the inverse of the Frisch labor supply elasticity, which is assumed
to be the same for both types of households. Consumption of both rich and poor households
depend on goods consumed from both sectors and follow Cobb-Douglas indices of agriculture

(A) and manufacturing (M) consumption and is given by:

Sk 1-0x
CK,A,tCK,M,t

S (1= )t 0

for K = R and P (4)

Crt

where dx € [0, 1] is the share of income spent on agricultural goods by the K type of agent.
Consumption in the manufacturing sector is a CES aggregate of a continuum of differentiated

goods indexed by j € [0, 1],where Pyr4(j) is the price level of the j variety of the M-sector

e—1

1 =
good, i.e.C’K,M,t = (f Croai(j) @ dj) e > 1.
0

Rich households maximize utility given in equation subject to the following intertem-

13The demand functions for goods within manufacturing varieties are

Prre(5)\

OK,M,t(j)Z( Prrs > Cr,mt

for K = R and P.
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poral budget constraint

1

/ [Prrt()Crart(5)] dj + PayCroay + E{Qri1Bia} < By + WiNgy — Try + Divy  (5)

0
where ;1 is the stochastic discount factor, By, are the nominal payoffs in period ¢ + 1
of the bonds held at the end of period ¢, Tk, is the lump-sum tax paid to the government,
and Div; is the dividend income distributed to households by monopolistically competitive
firms. Labor is assumed to be completely mobile across sectors, with the nominal wage rate
given by W;. We assume that the A sector produces a single homogeneous good, whose price
is Pat.

To model a procurement-redistribution style intervention in an EMDE, the government
in every period procures the agriculture good at the open market price, P4,. Part of the
procured agriculture good is rebated back to each poor household as a subsidy, Cg, At While
the remaining portion is put into a buffer stockE Of the total consumption of the agriculture
good by the poor household, Cp 4, a fraction, A, is subsidized (it is given for free). That
is, C;A,t = MCp.a+ The remaining fraction, (1 — A;), of Cp 4, is purchased from the open
market (Cf 4,) which implies

Clg,A,t + CI(D),A,t = CP,A,t- (6)

Poor households are assumed to be rule of thumb consumers, and maximize their current

utility subject to the following (static) budget constraint

1

/ [Prie(5)Cpai(4)] dj + PA,th,AJ: < WiNp; (7)
0

where Py ,Cf 4, denotes the nominal value of open market purchases of the agriculture good

done by the poor. The poor agent derives utility from the amount of the agricultural good

14 An equivalent interpretation is that non-redistributed procured output is wasted, or thrown into the
ocean. We do not endogenize buffer stock dynamics in this paper.

12



consumed, while the expenditure depends only on a fraction, 1—\;, of the quantity consumed.

It is easy to see that equation can be re-written as

1

/mwwawﬂm@+mﬂvwm%mswmm. )
0

Hence the proportional quantity subsidy can be interpreted as a price subsidy. We define:
P:4,t = (1 — A\t)Pay, which is the effective price of the agriculture good paid by the poor
agent.

2.1.1 Optimal allocations

Optimal consumption allocations by the rich for A and M goods are given, respectively, by

Pa\
Crat=0r <?t> Cry (9)
t
Pyt
ORMt—(1—5R)( P’t) Cry (10)
t

where the aggregate price level is given by P, = PgﬁP]\l/[jtSR.

For poor households, consumption allocations for the A and M goods are given respec-

tively by
P\
Cmuz%<¢%> Cpy (11)
t
Pus\ !
Crasc=(1=07) (75) i, (12)
t

where the price index for the poor is given by: P, = {(1 — )\t)PAt}‘SP Pj[’fp. Because of the
policy, A, it is important to note that the rich and poor face different price indices.

Using the fact that Cr (7)) = (PM—t(j)> N Cr,m, and the demand functions in @)—

Py

implies that the budget constraint for the rich can be rewritten as

13



P,Crt + E{Qii1Bi+1} < Bi + Wy Ngy — Trt + Divy (13)

For the poor, using equations — implies
P/Cpy < WiNp, (14)

where Cr,; and Cp,; denote the consumption indices (over the agriculture good and manu-
facturing good) of the rich and poor households, respectively. As seen in equation , the
impact of subsidizing the agriculture good for poor households reduces the effective price of
the consumption basket to P,.

The solutions to maximizing equation subject to equation for the rich and equa-

tion for the poor yield the following optimality conditions:

CRtJrl)_oR By
1=p6E — R 15
- ( Cry Py (15)
N?
Wi _ _}i’t for the rich (16)
B, CR,tR
W,  Np
— = _i’t for the poor (17)
B Cpy”

where R; = m is the gross nominal return on the riskless one-period bond.

2.1.2 Terms of trade

Terms of trade (TOT) between the agriculture and the manufacturing sectors is defined as

T, = ;‘;‘I’i. CPI inflation is given by m; = In P, — In P,_1, and the sectoral inflation rates
are given by as ma; = In Py, —In P4y and mpy = In Pyyy — In Pyyy—q, respectively, for the
agriculture and the manufacturing sectors. From the aggregate price index, CPI inflation

can also be written in terms of TOT as

14



7Tt:5R7TA,t+<1_5R>7TM,t:5RAE+7TM¢- (18)

2.1.3 Sectoral aggregates

We define aggregate agriculture consumption as a weighted average of rich and poor agri-
culture consumption:

Cat = prCray + (1 — pr)Cpay (19)

The total amount of redistributed grain and the consumption subsidy to the poor is given
by:

(1- ﬂR>Og,A,t = ¢tY,f,t (20)

where the government redistributes a fraction, ¢, € [0, 1], of procured goods, Yf’ ., to the

poor. Substituting out for Cp 4, from yields

Py \ 7 P\
A, )
Cat = UROR (_P t) Crt+ (1 — pgr)op (—A,t> Cpy (21)
~~ t B
Total Ag. Con ~~ 7« _
Con. by Rich Con. 1‘); Poor

This implies
_ —(1-90R) i N —(1-dp)
Cay = uroRT, Cre+ (1= pr)op {(1 = X) T;} Cpy (22)

)

Likewise, Cary = urCrast + (1 — r)Cpary which implies
Crre = tr(1 — 0r) T Cry + (1 — pr)(1 = 0p) {(1 = A) T2} Cpy (23)

These two last equation imply that total agriculture and manufacturing consumption

depends on rich and poor consumption, and the terms of trade.

15



2.2 Firms

In the manufacturing sector, there is a continuum of firms indexed by j. Each firm produces
a differentiated good with a linear technology given by the production function Y .(j) =
ApneNae(j). We assume that productivity shocks are the same across firms and follow an
AR(1) process,

log Anry — log Apr = par (log Apgy—1 — log Apr) + enry

where ey ~ i.i.d(0,0p7). The nominal marginal costs are common across firms and are

given by MChry = (147ar) AV][L/{tt where 7, is the employment subsidy given to manufacturing

production. Real marginal costs is written as

MCMt Wt 5 1
= 2 p— 1 _T R . 24
oAt Py (1+7) Py Ay (24)

&€ _
e—1

1 e—1
Let Yy, = <f Yare (j) = dj) , where ¢ > 1. Output demand is given by Yy(j) =
0

. —€&
<13j”,f’7ti])> Y. The labor supply allocation in manufacturing sector is obtained as
1

N Yy
Narg = | Nuy (]) dj = A Znt (25)

Mt

0
. —&
where Zy, = f (P”#j(f)) dj represents the price dispersion term. Equilibrium variations
0 :

1 N\ —€
inln [ (%@) dj around perfect foresight steady state are of second order. Given that
0 :

the agriculture sector is characterized by flexible price and perfect competition, we can write

the sectoral aggregate production as

Yar=As1Nay (26)
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where the productivity shock follows an AR(1) process,

log Ay —log Ag = pa(log Aap1 —log Ax) +cay. (27)

where €4, ~ 1.4.d(0,04). Nominal marginal costs in the agriculture sector are given by

_ W
MCA,t— AAtt

2.2.1 Price setting in the manufacturing sector

Price setting follows Calvol (1983), and is standard in the literature. Firms adjust prices
with probabilities (1 — ) independent of the time elapsed since the previous adjustment.

The inflation dynamics under such price setting is

Tt = BE{ T} + kmeary (28)

(1-56)(1-9)

where k = 7 , and mcyy, is the deviation of the real marginal cost in the manufac-

turing sector from its natural rate (to be defined later).

2.3 Government procurement

In each period, the government procures Yf, , amount of agricultural output at the market
price P4, using the tax receipts from the rich and redistributes a fraction (¢, € [0,1]) of
procured goods to the poorﬁ The redistributed amount is given by gthf ;- The agricultural

sector output is the sum of consumption and the amount accumulated by the buffer stock

Yar=Car+ (1 - ¢t)Y,£t (29)

I5Please note that when P is super-script, it refers to procurement. When it is sub-script, it refers to the
poor.
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where the total consumption of the agricultural good C,; consists of the total amount

consumed (by both the rich and poor). A procurement shock is given by an AR(1) process,
MYy, =Yy = pyr(InYi, ; —InY[) +eyp (30)

where p_, € (0,1) and Eyp, ™~ i.i.d(O,aYE). Re-distributive policy shocks, captured by

A

changes in ¢, capture sudden increases in the fraction of procured grain re-distributed to

the poor, and are given by the following AR(1) process,

Ing; —Ing = py(ln gyt — Ing) + 2, (31)

where p, € (0,1) and €4 ~ 1.1.d(0, 04). Higher redistribution and procurement, by leading
to a higher subsidy of the agriculture good to the poor from equation (20, therefore leads

to a larger reduction in the poor’s expenditures on the agriculture goodE]

3 Equilibrium Dynamics

3.1 Market Clearing

Market clearing is given by the following equations:

Cr = purCry + (1 — pur)Cpy (1= X)W T 0" (1 — A, (1 = 6,)) (32)
Ny = Nat+ Ny (33)
Yue = Cu (34)

16GSee also Technical Appendix 7.3.
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Y= G+ T/ 7Y (1 - ) (35)

Y, =T} R Y, 4 T, %" Y )y, (36)

prTR: = [(1 - ¢t)Yf7t + CfﬁA,t(l - NR)} Pay = PA,tY,f,t (37)

and equation . Equation corresponds to aggregate consumption by both rich and
poor households obtained by adding nominal values of agriculture and manufacturing con-
sumption, weighted by their respective masses, g, and 1 — pg in the population (which is
normalized to 1), and deflating by the price index. Both the policy, A, and the terms of
trade, T}, are seen to affect aggregate consumption positivelyﬂ The labor market clearing
condition is given by equation . The agriculture market clearing condition is given by
equation . The manufacturing goods market clearing condition is given by equation .
The aggregate goods market clearing condition is given by equation (35]) which can be writ-
ten in terms of T; as in equation . Equation (37)) is the government budget constraint,
which equates lump sum taxes collected from the rich to the nominal value of redistribu-
tion (Cp 4 Pas(1 — pg)) and the fraction of procured output that goes towards buffer stock

accumulation ((1 — ¢y)Y 1, Pay).

3.2 Log-linearization

We relegate a discussion and derivation of the steady state and complete log-linearized model
to the Technical Appendix. What is of interest here are the log-linearized expressions for
(f“p,t and GR,t, as these give the differential impact on consumption of the poor and rich from

a variety of shocks. Log-linearization of the aggregate market clearing condition (equation

17Comparative statics suggest that higher redistribution (higher A, holding T' constant) lowers the effective
price index of the poor agent. This leads to a positive income effect. Holding A constant and raising 7" leads
to higher consumption, as a higher terms of trade has a positive impact on output, from equation .
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B5)) gives

V= G+ (1—0) [(1 Y (ﬁ) E;Et] (38)
(1o A (e . (1)~
- () o (555 [ - ot 78~ (75) 4

where c is the steady state consumption share in output and is defined in equation . Log

linearization of aggregate consumption, Cy, in equation gives

Cy = spCry + (1 — sg) {(1 —2,7) Cpy + AT (fg + yAt> [0, — 0r + A7 (1= 6,)] :ft}
(39)
where sg is the steady consumption share of the rich households, , and 7 = 1’\5\1 15 5, I Log

linearization of the first order conditions (equations and (17)) for the rich and poor

households give

I//V\t - ﬁt = SONR,t + URaR,t (40)

and

W,— Db, = <PNPt + UPCPt

S .
LA+ (8, = o) T (41)

The log-linearized consumption of the poor, C*P,t, is given by

Cpy = ———Cpre+ —L— |2 +YF| {2 . =T 42
e ye [gb Avt] { op+ N ! (42)

Note that ép,t is increasing in the redistribution shock, &Et, the steady state deviation of

procurement, ?jf .» and is affected negatively by the steady state deviation of the terms of

18We assume that the share of rich in employment is equal to ‘the share of rich in the population 0 < up <1,
ie,, Npt = purN; and Np; = (1 — pug)N¢. This implies that Ng = Np; = N, for all ¢.
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trade,?t. An increase in procurement and redistribution induces a ”redistribution-effect”
which raises consumption of the poor because it provides subsidized goods which raises
their consumption. A rise in the consumption of the rich increases consumption of the poor
because of our assumption that the labor supply of the rich and poor are constant fractions
of total labor supply. The terms of trade exerts a negative impact on consumption as a
higher relative price of the agriculture good makes the consumption basket of the poor more
expensive. This induces the poor to buy less agricultural output. If both the rich and poor
households have the same inter-temporal elasticity of substitution, i.e., or = op, 0, = 0r,
and there is no redistributive policy, i.e., A = 0, then ét = 637,5 = 6p7t.

Log linearization of the Euler equation for the rich households around zero inflation

in the steady state gives

~ ~ 1 r~
Ori = E{Cren} = B — Bi{IT) (43)

Substituting ép,t in equation into , solving for GR,t, and substituting the result-
ing expression for ém in equation , gives us the Euler equation in terms of aggregate

consumption, C, as

Ci= E{Cria} 07" Ry~ Bl }| - VE, { Aq;t“ + AV +{(1=6,) + (8, — 6r) 2} AZA}H}
(44)
where
o or(op + A) )

sp(op+Ay) + (1 — sg)or(l — A7)’
P = 20T g g = 2T i) 6 = =1, and A = 0, equation (44)
N ap+Aip pand z = = a e, - Wt Or =0p, Sgp = 1, all = 0, equation

becomes the standard Euler equation for homogenous households.
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3.3 Gap Variables

Define X} as the deviation of In X; under flexible prices from the steady state, i.e., X =
In XY —In X. Also, define the gap of a variable as X, = )?t — )?tN Then, the dynamic IS

equation (DIS) is given by

Y, = E, {ffm} — e [ﬁt Bl — fzﬂ (46)

~ (=81 = &) + e {(1 = 8,) + (5, — om)=)] By { ATiin }

where ﬁi\f is the real natural interest rate and is given by

RN = — [Wd(1 — A'®) + o(1 — c)A"10] E, {A?PAM} (47)
- {%(1 —ATI®) — AT Pp(1 - ¢) (ﬁ)] Ey {A$t+1}

+ AT E, [@AA\H-I + AA\M,t+1i|

£ [W(1+AB) (16, + (5, — 6r)2) + A {(1 = sw)pe(dyr + 6, — 6n) — n}] B { AT, }

The NKPC (New Keynesian Phillips Curve) in terms of manufacturing sector inflation, the

consumption gap, and the terms of trade gap is given by,

Tare = BELm a1 }H8ACHk [0 — (1 — sp)ec(6,T + 8, — 6r) — WO{1 — 6, + (3, — 6r)2}] T,
(48)

We can also express the NKPC in terms of aggregate inflation and the output gap,

A~
= BE{m} + %Y; (49)

—5\] ~
+ K |6r — (1 = sg)pc(6,7 + 6, — Or) — WB(1 — 6, + (0, — Or)z) — (1 — 6r) (/;A - >:|T;5
— HA

+ 5RAﬁ - BéREt{Aﬁ_;'_l}.
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Equations , the Dynamic IS curve, and , the New Keynesian Phillips curve,
summarize the non-policy block of the economy in our two sector two agent framework.

How do these equations differ compare to the simple NK model in (Gali (2015) with
a single agent and a single sticky price sector? There are three key differences between
the current framework and such a benchmark. The first difference is that there are two
sectors which implies that the terms of trade, T}, appears in the NKPC and the DIS. The
second difference is that we have two types of agents (i.e., sg # 1) who have different IES’s
(0r # op), and in general, different shares of agriculture in consumption (0 # 0,). The
third difference is that there is (steady state) procurement and redistribution in the current
framework, i.e., ua —6 > 0, and A > 0. When 4 — & > 0, this implies that the employment

. . . . . 1
share and consumption share in agriculture diverge i.e., ¢ = % =

4 < 1. Hence, pa—0>0

drives a wedge between consumption and production in the aggregate economy.ﬂ

3.4 Monetary Policy Rule

Monetary policy follows a simple Taylor rule with the nominal interest rate as a function of
aggregate inflation and the economy wide output gap as in |Anand et al. (2015 and |Ginn

and Pourroy| (2019). We use a standard generalization of [Taylor| (1993)):
Y, (1=¢r)dy
—t) . (50)

R, = (R_ )¢>r (71' )(1_¢7‘)¢ﬂ' ( -
t t—1 t Y;

YSuppose sgp =1, ia = 0r = 6, = 0 (which implies § = 0), og = op, and A = 0. Then equation is
given by

Y, = E, {i}t-&-l} [Et — E{la} - R{V}

1
OR

where ]TE,{V = %E} {AAM,HJ , which is the DIS equation in the simple NK model as in |Gali| (2015)).

Further, the New Keynesian Phillips Curve in equation is given by

7 = BE{mip} + k(e + or)Ys

which is the NKPC in the simple NK model where 7, = 7+ and }7} = ?M,b

23



The log-linearized version of the Taylor rule shows that

Rt = ¢rRt—1 + (1 - ¢T)¢7T7Tt + (1 - Qbr)gby?tv (51)

i.e., the nominal interest rate, R, depends on its lagged value, R4, aggregate inflation’s

deviation from its target, m;, and the aggregate output gap, Y. This closes the model.

4 Quantitative Analysis

We evaluate the model using a Bayesian approach, as is standard in empirical macro research
(see [Schortheide] (2000), Ferndndez-Villaverde and Rubio-Ramirez (2004)). In the Indian
context, Bayesian estimation has been used to estimate the structural parameters of a NK
DSGE models with an agriculture sector (Ginn and Pourroy (2019)). We supplement the

estimated parameters in our analysis with some calibrated parameters, as described below.

4.1 Data

We use Indian time series data for the 1994 (Q2)-2019 (Q4) period. Our variables include
Gross Domestic Product at 2011-12 prices, Private Final Consumption Expenditure at 2011-
12 prices, average daily wage rates for men (in Rs), persons employed in agriculture and
manufacturing, total factor productivity in agriculture and manufacturing, inter-sectoral
terms of trade, consumer price inflation, procurement and off-take of rice and Wheat.m The

variable selection, data sources and frequency are described in Table [1]

208ectoral employment data (in 1000s)) are taken from EMP series while sectoral total factor productivity
and inter-sectoral terms of trade are computed using TF PG,, and V A series from India KLEMS database
2021. The Wage rate is calculated as the weighted average of agricultural and non-agricultural wage rate for
men (in Rs) with weights being the employment shares. Data on agricultural and non-agricultural wages are
taken from Wage Rates in Rural India downloaded from EPWRF India time series. The CPI (series code:
SR3194258) and interest rate (3-month T-bill rate with series code: SR3194258) data have been taken from
the CEIC database. Procurement and redistribution of rice and wheat (in Lakh (100,000) tonnes) have been
taken from the Table 27: Public Distribution System — Procurement, Off-take and Stocks RBI’s Handbook
of Statistics on the Indian Economy, 2018-2019
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Table 1: Data Sources for Bayesian Estimation

Description Source Frequency
GDP at 2011-12 Prices EPWRF India Time series  Quarterly
PFCE at 2011-12 Prices EPWRF India Time Series Annual
Average daily wage rates EPWRF India Time series  Quarterly
Persons employed in Agriculture INDIA KLEMS 2021 Annual
Persons employed in Manufacturing INDIA KLEMS 2021 Annual
TFP in Agriculture INDIA KLEMS 2021 Annual
TFP in Manufacturing INDIA KLEMS 2021 Annual
Terms of Trade INDIA KLEMS 2021 Annual
CPI CEIC Monthly
Interest Rate CEIC Quarterly
Procurement of rice and wheat RBI Annual
Redistribution of rice and wheat RBI Annual

4.2 Calibration Parameters

Our analysis includes the following calibrated variables, as shown in Table 2| Following
Gabriel et al. (2012), we set the discount factor (8) = 0.9832, the measure of price stickiness
for manufacturing goods (6) = 0.75, and the elasticity of substitution between varieties of
manufacturing goods (e) = 7.02. We set the steady state employment share in agriculture (14
= 0.48) using data from the 2011-2012 Employment and Unemployment Survey (National
Sample Survey| (a) 68" round). The population share of the rich is the percentage of the
population not receiving food grains under the National Food Security Act 2013. Using
population estimates from the Census of India 2011 we find (ur = 0.3279). The expenditure
share of agriculture for the rich (0g = 0.3527), and the poor (dp = 0.4807), are determined
by the share of cereals and cereal substitutes in total expenditures net of expenditures on
services, durable goods, vegetables, fuels (see the Technical Appendix for details).

We use previous literature with two-agent or two-sector model structures to inform our
priors. We use the study by Anand and Prasad (2010)) to determine the Frisch elasticity
of labour supply (¢) to be 3. We follow |Anand and Prasad| (2010) in calibrating values
for persistence and the standard deviation of food and non-food productivity shocks. In

particular, we use the prior that the agricultural and manufacturing shocks have persistence
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Table 2: Calibrated Parameters

Variable Notation Value  Source

Discount factor 6] 0.9823 |Gabriel et al.7(2012)7
Population share of rich UR 0.3279 Calculated by Authors
Steady state employment share in agriculture na 0.48 Calculated by Authors
Expenditure share of agriculture - Rich R 0.3527 Calculated by Authors
Out of pocket Expenditure share of agriculture - Poor dp 0.4807 Calculated by Authors
Elas. of Subs. between varieties of M —good € 7.02 Gabriel et al.| (2012
Measure of price stickiness (M) 0 0.75 Gabriel et al.| (2012)

of pa = 0.25, pyr = 0.95, respectively, and standard errors of 04 = 0.03 and o,; = 0.02,
respectively. We use |Atkeson and Ogaki| (1996) to determine the inter-temporal elasticity of
consumption substitution for both agents ( é = 0.8 and # = 0.5). Following Banerjee et al.
(2012), we fix the interest rate smoothing parameter to be ¢, = 0.66, inflation stabilization

coefficient to be ¢, = 1.2 and the output gap stabilization coefficient ¢, = 0.5.

4.3 Estimation Method

The annual series are converted to quarterly series using natural cubic spline interpolation.
The variables (except interest rate, inflation and productivity shocks) are detrended using
the Hodrick-Prescott filter. The Bayesian estimation is based on the adaptive Metropo-
lis—Hastings algorithm. The prior distributions of the estimated parameters are reported
in Columns (4)-(5) in Table |3 and the Posterior distributions are summarized in Columns
(6)-(9) in the same Table. Table [3| summarizes the prior distributions of the estimated pa-
rameters, and the mean and standard deviations of the posterior distributions. We use the
means of the posterior distributions to study the impulse response functions (IRFs) of the

relevant macroeconomic variables.

4.4 Impulse response analysis

Our main IRF analysis focuses on two shocks emanating from the agriculture sector: (i) a

shock to agriculture productivity (supply shock) and (ii) a procurement and redistribution
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Table 3: Bayesian Estimation: Prior and Posterior Distributions

Parameter Density Prior Distribution Posterior Distribution

Mean  Std Dev Mean Std Dev 95% interval

SR SS Rich cons. share 1G 0.50 0.01 0.417 0.005 0.406  0.427

OR Inverse of IES Rich 1G 1.25 0.14 1.142 0.132 0.897 1.407

op Inverse of IES Poor 1G 2 0.23 1.888 0.223 1.469  2.343

A SS share of subsidy in Cit IG 0.2 0.01 0.259 0.003 0.253  0.264

1) SS share of procured B 0.8 0.06 0.804 0.056 0.686  0.903
A good redistributed

% Inverse of Frisch elasticity IG 3 0.73 2.434 0.464 1.674  3.522

of labor supply

Monetary Policy

O Interest rate smoothing IG 0.66 0.09 0.99 0.003 0.994 1.005
On Weight on inflation gap IG 1.2 0.4 1.051 0.354 0.580  1.966
Oy Weight on output gap IG 0.5 0.19 0.510 0.200 0.255  1.025

Shocks: Persistence

pa, Productivity shock in A-sector B 0.25 0.11 0.255 0.106 0.087  0.490
pa, Productivity shock in M-sector B 0.95 0.03 0.951 0.033 0.865  0.994
Py Procurement shock B 0.43 0.08 0.474 0.081 0.316  0.634
Po Redistribution shock B 0.59 0.09 0.694 0.066 0.561  0.816
Shocks: Standard Deviations
oA Productivity shock in A-sector 0.016 0.0003 0.016  0.017
oy Productivity shock in M-sector 0.015 0.0001 0.014  0.015
TyP Procurement Shock 0.0196 1.16x107° 0.0196 0.0196
o Redistribution Shock 0.011 0.001 0.011  0.014
Oy Monetary Policy 0.009 0.0001 0.009  0.010

(1) Note: 95% credible interval is reported in Columns (8)-(9)

() distributions include Beta (B), Inverse Gamma (I), Std Dev for standard deviation.

() Inverse Wishart is used as the conjugate prior for the covariance matrix (identity matrix as scale
matrix and d.o.f. = 100) of a multivariate normal distribution with unknown mean and covariance
matrix.
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(demand side shock). We discuss the estimated mechanisms of these shocks. The IRFs of
each shock is bench-marked against a one agent two sector version of our model along the
lines of Aoki@ This allows us to highlight the importance of having rich and poor agents
and redistributive policy shocks to interact in the model. To highlight the transmission
mechanism in our 2S-TANK model we also discuss the case of a monetary policy shock@
Throughout the IRF analysis, our focus is on understanding how these shocks affect sectoral
and aggregate inflation rates, consumption of rich and poor agents, and resource allocation
across sectors.

We allow for the procurement wedge to be positive, i.e. pi4 —6& > 0, and A > 0, in our
model.@ Also, since 0, > dp, this implies that the share of agriculture consumption by the
poor (out of total poor consumption) exceeds the share of agriculture consumption by the
rich (out of total rich consumption) which influences the impact effect of the shock on poor

and rich agricultural consumption.

4.4.1 Transmission of a single period positive productivity shock in the A-sector

We first describe what happens in our (2 sector TANK) model. This corresponds to the red
dash-dotted line in Figures [IaId A positive productivity shock raises output and a causes
deflation in the agriculture sector (P4 falls). The terms of trade, T, falls. The price effect
dominates the productivity effect of the shock which leads to a reduction in nominal wages.
However, the aggregate price index falls by more than nominal wage, leading to an increase
in the real wages on impact. The income effect of real wage dominates the substitution effect
leading to an increase in consumption and reduction in labour supply by both agents. As T’

falls, the manufacturing good becomes expensive relative to the agriculture good. This leads

21To generate the Aoki model as a special case of our model, the following parameter restrictions are
imposed: pip = sg = 1,6, = 6p, A =0, ua = 0r, og = op, and an arbitrarily small value of ¢ = 1.000x10~2°.
For single agent models in the IRFs (Aoki’s model and the simple NK model), we have exogenously imposed
that Cp = 0 as there is no poor agent in these models.

22In this case, we benchmark the IRFs against (i) a simple NK model la Gali (2015, Chapter 3), (ii) Aoki,
and (iii) Debortoli and Gali.

23We drop subscripts (¢) and hats from variables for the following discussion to economize on notation.
The IRFs for variables however should be interpreted as their log deviations.
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to a decline in the demand for the manufacturing (M) good by both agents. Manufacturing
output and employment declines.@ While aggregate output increases, the output gap falls@
There is a deflation in the manufacturing sector consistent with the negative output gap.

Aggregate inflation falls because inflation in both sectors fall.

The decline in inflation and output gap induces the monetary authority from the Taylor
rule, equation , to cut nominal interest rates. Real rates also fall since prices are sticky,
which induces a rise in the consumption of rich households, Cr, because of the inter-temporal
substitution effect. From equation (42)), it is apparent that the impact of poor household
consumption, C'p, depends positively on Cg and the terms of trade. Overall, Cp rises leading
to aggregate consumption, C, to rise. In sum, a positive agriculture productivity shock leads
to a rise in both poor and rich consumption, aggregate consumption, lower sectoral inflation

rates, and lower aggregate inflation.

Distributional Impact Both the rich and poor benefit from higher real wages because
of a positive productivity shock. This induces both sets of households to increase their con-
sumption of both the manufacturing and agriculture good. However, the decline in the terms
of trade (P, falls relative to Pyy) induces both the rich and poor to increase their demand
of the agriculture good comparatively more because of the inter-good substitution effect. As
can be seen below, the impact effect of a positive productivity shock is to induce rich and
poor households to buy the agriculture good comparatively more than the manufacturing
good. Agriculture consumption therefore rises strongly on impact. The relative magnitudes
of rich-poor consumption however, implies that poor consumption increases less relative to

rich consumption suggesting that the rich gain more compared to the poor.

24In the case of Aoki, there is a much greater increase in demand for the agricultural good inducing an
increase in the employment in the agriculture sector.

25This happens because while output increases, the natural level of output increases even more. Under
flexible prices, the decline in demand (in response to the agriculture productivity shock) would have resulted
in lower manufacturing sector prices and therefore relatively higher manufacturing output.
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Figure 1b: Impact of single period positive agriculture productivity shock
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Figure 1c: Impact of single period positive agriculture productivity shock

4.4.2 Transmission of a single period redistributive policy shock

As before, a redistributive policy shocks refers to a procurement and redistributive shock@
We first describe what happens in our (2 sector TANK) model. This corresponds to the red
dash-dotted line in Figures . A procurement and redistribution (which are orthogo-
nalized) shock acts like a demand shock to the economym On impact, a procurement and
redistributive policy shock leads to higher demand for agricultural output, Y4, higher P4
and therefore higher m4. This leads to an increase in the terms of trade, T'. For the supply
of the agriculture good to increase with no change in productivity, employment in the agri-
culture sector, N4, must go up on impact. In order to attract labor to the agriculture sector,

nominal wages in the agriculture sector must rise. With sticky prices in the manufacturing

26We use these terms inter-changably.
2TThe reason why we consider them simultaneously is because the government’s desire to increase pro-
curement is driven by its desire for higher redistribution.
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sector, equilibrium in labor markets (the same nominal wage in both sectors) means that

economy wide real wages rise[

As before, a rise in the real wages has two competing effects: income and substitution
effects. The income effect states that a rise in the real wages (income) of an agent would
lead to greater consumption of both consumption and leisure (C' rises, N falls) while the
substitution effect states that a rise in real wages makes leisure relatively more expensive
and hence leisure should fall and consumption should rise (C rises, N rises). The rich agent’s
consumption is governed by a third effect - the inter-temporal consumption substitution ef-
fect which states that an increase in the real interest rate will induce agents to save today

and consume tomorrow, i.e., substitute today’s consumption for future consumption.

As the poor agents don’t have access to capital markets - they cannot smooth their con-
sumption over time.@ The redistributive policy shock lowers the effective price of the poor
agent’s basket. More precisely it lowers the price of the agricultural good paid by the poor
agents to P4(1 — A) which turns out to be lower than P,,;. This leads to an increase in Cp,

Cpa and a decrease in Cp, Mm

As 74 is positive and current and future marginal costs of production are positive, manu-
facturing and aggregate inflation are positive on impact. Under flexible prices, manufacturing

prices increase in response to higher real wages. This causes a greater reduction in man-

28This is broadly in line with research on the Indian National Food Security Act in 2013 which shows
that changes in the generosity of the Public Distribution System led to higher wages, suggesting that labor
market effects of social transfers bestow important additional effects in terms of benefits for the poor. See
Baylis et al.| (2019).

“’Motivated by consumption inequality in India, Lahcen and Gomis-Porqueras| (2019) build a monetary
model with endogenous credit market participation where the poor, because they don’t have access to
financial services, smooth their consumption by saving through fiat money. They find that the transmission
of monetary policy changes quite a bit with this feature. We hope to take up this extension in a separate
paper in the future.

30When we only do a procurement shock and set A = 0, both Cp and Cp fall. Thus, the redistributive
effect determines the poor agent’s consumption.
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Figure 2a: Impact of single period positive procurement and redistributive policy shock

ufacturing output relative to the flexible price level of output leading to a positive output
gap. Given this, central banks must raise nominal interest rates. With sticky prices, real
interest rates also rise on impact. Given our parameters, we find that C' rises leading to

higher welfare, even though monetary policy has tightened the interest rate.

Distributional Impact As can be seen in Figure 2d, consumption of both agriculture and
manufacturing goods by the rich fall because of intertemporal substitution. However, a rise
in poor agriculture consumption on impact leads to a rise in overall agriculture consump-
tion. Poor manufacturing consumption however also falls because P4(1 — \) is lower than
Py;. Unlike the previous case, Cp rises relative to C'r despite the central bank tightening

interest rates.

Compared to Aoki’s model (green dashed line), there are interesting diﬂerences.ﬂ In the

31'We have imposed s > &g to generate these IRFs. Since Aoki’s model has a single agent, there is
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Aoki model, all agents are rich (Ricardian) and do not have access to subsidized consump-
tion of the agriculture good. Employment in our model, like before, is lower compared to
Aoki because of the presence of poor agents who have a lower inter-temporal elasticity of
substitution. The difference in the expenditure share of the agriculture good by the poor, d,,
plays an important role on the rich-poor consumption dynamics. Since the poor receive the
redistributed agricultural good for free, their demand for market purchases of the agriculture
good are lower (Figure . In addition, d, > g, and so the redistributed agricultural good
induces a lower demand for agricultural good consumption by the poor from the market.
As a result, aggregate demand for agricultural output is lower, and the impact effect of a
procurement and redistributive shock on agricultural output in our model is less compared
to the Aoki model. Correspondingly, a procurement and redistributive shock leads to lower
inflation on impact in our model compared to Aoki’s model. As a result, the corresponding
rise in the real interest rate from the Taylor rule is lower in our model which implies that the
decline in rich consumption is lower in our model compared to Aoki. Importantly, because
of the redistributive shock, poor consumption rises in our model, off-setting the decline in

rich consumption, and raising aggregate welfare.

4.4.3 Transmission of a single period monetary policy shock

We consider a single period, contractionary monetary policy shock, which increases the nom-
inal interest rate. This exercise is included to emphasize how our two sector TANK model
(red dash-dotted line) leads to a muted impact (less monetary transmission) compared to
a variety of benchmarks (the simple NK model (magenta dotted-circle line), Aoki (green-

dashed line), and Debortoli and Gali (blue dash-triangle line))F? Crucially, we show that

no redistribution, and therefore no redistributive policy shock in his model. The only shock therefore is a
procurement shock, which generates the impulses given by the green dashed line.

32To generate IRFs for 2 agents and 1 sector along the lines of Debortoli and Gali, we have imposed
0r =0p, = A= pa = 0;¢ = 1.0000 * 10~2%; steady state values of Y4 = C4 = C =Y = Y); = 1. Note that
the steady state value of Yj; = 1 since under the above values, § = 0. We have retained the values of sg, jg,
oRr, and op as in our 2 sector TANK framework listed in Table 1. For the simple NK model, we impose the
additional restrictions: sgp = ur = 1, and og = op = 1.142, to generate the IRFs for this benchmark. As a
preliminary check, we verify that the model dynamics for the simple NK model generated here has IRFs for
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monetary policy has both output effects and redistributive effects. Our basic insight is that
the model dynamics are more influenced by having two sectors, i.e., adding a flexible price
sector, rather than the demand side, i.e., having poor agents, when there is a monetary

policy shock.

As in the previous cases, we first discuss the effect of a monetary policy shock on our
2 sector TANK model (red dash-dotted line) in Figures Balf3d In response to a rise in the
nominal interest rate the real interest rate rises, leading to inter-temporal consumption sub-
stitution by the rich. The reduction in aggregate demand causes a reduction in prices in both
sectors, with the magnitude being greater in the agricultural sector due to flexible prices. As
the interest rate shock is for a single period, agricultural inflation returns to its steady state
value in the next period, while the manufacturing sector inflation recovers gradually. Thus
aggregate inflation falls by more on impact but recovers quickly (owing to the flexible price
sector) as compared to the one sector models in this analysis. As a result, the real interest
rates rises less in our two sector TANK economy This leads to a reduction in the terms of

trade, T, and thus a smaller reduction in Cp relative to Cr.

In the current scenario, where there is no government intervention in the agriculture
market, aggregate output is the same as aggregate consumption, and so on impact, Y, must
fall from its steady state value. For the supply of the output to decline, less goods must be
produced and hence employment, N, should fall on impact. This is ensured by lower real

wages, which fall on impact.

In the two sector TANK economy, as the terms of trade falls in response to a contrac-
tionary monetary policy shock, the agricultural good is relatively cheaper and hence demand

for the agricultural (flexible price) good increases while for the manufacturing (sticky price)

a contractionary monetary policy shock that are consistent with Gali (2015, Chapter 3, page 69).
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Figure 3a: Impact of single period contractionary monetary policy shock

good falls (inter-good substitution effect). Consequently N4 rises on impact, and therefore,

Ny falls.

Distributional Impact A contractionary monetary policy shock leads to a reduction in
aggregate consumption in all models, although the magnitude of reduction is smaller in the
two sector models (ours and Aoki’s model). This happens because of the smaller increase in
the real interest rate due to the presence of a flexible price sectorﬂ However, as the output
gap adjusts more sluggishly, the real interest rate and aggregate consumption take longer to
reach their steady state values in the two sector TANK model. Further, in the two agent
models (our model and Debortoli and Gali), Cr < C' < Cp < 0. In the single agent models

(Aoki’s model and the simple NK model), Cp = Cp = C < 0.

33We would expect transmission to be weaker in TANK models as a fraction of agents cannot smooth their
consumption, but the effect of the negative terms of trade lowers their consumption.

37




Aggregate Employment
T A A

0 At ).
1S-RANK (Gali)
2 - A- - 1S-TANK (DG)
€ - =~ -25-RANK (Aoki) :
S e 2S-TANK (Our Model)
=
[0}
3 ]
*
¢
03 | | | | | |
2 4 6 8 10 12
Agricultural Inflation
- D G S
@ 7
@D -02r f E
E l;'
g 04 E
& 06/ .
S 7
) 'll
® o8l ]
1
4 | | | | | |
2 4 6 8 10 12
o Aggregate Inflation N N N
L_-___.a--—-“bfc-':“mm e
: s
% -01 1 o B b
§ 024" i 8
E J1
3031/ 1
° /1
R 04 1
!
05 | | | | | |
2 4 6 8 10 12

Figure 3b:

% dev. from SS % dev. from SS

% dev. from SS

Real Wage

Impact of single period contractionary monetary policy shock

Agricultural Employment
T T

0.4 T
----- ©-+1S-RANK (Gali)
0.35 ,\\ - A- - 1STANK (DG)
|\ - = = -25-RANK (Aoki) |
" 0.3 \\ ————— 2S-TANK (Our Model)
w
2 025¢ A )
£ N
= r 7
q>; AN
So15F = 1
R
0.1 - 1
0.05 |- 1
o - >
2 4 6 8 10 12
" N N
. ]
%)
£
<]
=
()
©
3 ]
03 : ‘ . : ‘ ‘
2 4 6 8 10 12

% dev. from SS

0 N 4 A
| | | |
2 6 8 10 12
o Ma:ti:::irl\izggjon‘ N .
-0.05 =
0.1
045 F 757
024"
-0.25 ! ! L L
2 6 8 10 12
|
12
o Manufacturing Employment N ~
05 | | | |
2 6 8 10 12
Interest Rate
T
(7]
7]
£
e
=
[}
©
By
0 e
2 6 8 10 12

Figure 3c: Impact of single period contractionary monetary policy shock
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As mentioned above, the presence of a flexible price sector in our model and Aoki’s model
creates a large deflation in the economy because of the contractionary monetary policy shock.
Since the shock is of one period, aggregate inflation returns to the steady state in the next
period in both our model and the Aoki model. Manufacturing inflation, however, recovers,
gradually, because of the sticky price sector in all the models. The rise in the nominal in-
terest rate leads to the intertemporal substitution of consumption, as in the standard NK
model, which causes a reduction in aggregate demand and a decline in the aggregate price
level in all models. However, in our model and Aoki’s model, due to the presence of a flexible
price sector, real interest rates increase by less, and therefore rich consumption falls by less
compared to Debortoli and Gali and the simple NK model. As a result, poor consumption
also falls by less from equation (#2)). The decline in aggregate consumption is also less in

our model and Aoki’s model.

Since the contractionary monetary policy shock reduces the terms of trade, the agri-
culture good is relatively cheaper compared to the manufacturing good and hence demand
for the agriculture good (flexible price) increases while for the manufacturing good (sticky
price) falls. This leads to a rise in agricultural employment, and a decline in manufacturing

employment on impact in both our model and Aoki’s model.

5 Extensions

To verify the robustness of our results, we consider three extensions. First, to gain insights on
the effectiveness of monetary policy in economies with large agriculture sectors, we vary the
employment shares to see whether the effectiveness of monetary policy is higher in economies
where the employment share in the agriculture sector is smallerF’_Z] In the second extension
we allow for non-homothetic preferences. Finally, we study the implications of redistributive

policy shocks in a scenario where labor is immobile across sectors.

34For these extensions, we only do comparisons with our baseline 25-TANK model.
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First, we consider the case of a contractionary monetary policy shock, which cools down
the economy as in Figure 4l When the employment share in the agriculture sector is high
and proxies the value in some poor countries (e.g. Nepal, uq = 65%), compared to an
advanced economy, where the share of agricultural employment is much lower (e.g. South
Korea, ps = 5%), the impact effect on the output gap is much less (see magenta dotted line
versus blue dashed line). This can be seen in Figure |4in the Technical Appendix. Aggregate
output declines by more in the less agriculture-intensive-employment economy when there is
a contractionary monetary policy shock. The impact effect on inflation is also more muted
when the share of agriculture employment is smaller in the economy. This shows that when
the share of the manufacturing sector rises, output adjusts comparatively more, and the
effectiveness of monetary policy is comparatively more. This insight applies to all EMDESs
with large agriculture sectors, and offers a possible explanation for why monetary policy is

ineffective in such economies.

For non-homothetic preferences, we allow for subsistence consumption in agriculture for

the poor. In their optimization, this changes the consumption index given in equation to

subs\4 1-dp
(Cras— CpA)"Craty

8r (1 —6p)'0r

Cpy = (52)

where C’f;f‘ff > 0 is the subsistence level of agriculture consumption of the poor Adding
subsistence consumption of the agriculture good leads to an increase in the steady state
consumption of the agriculture good, and therefore an increase in the total quantity of the

agriculture good consumed and producedﬂ The only change in the log-linearized model is in

35For simplicity, we assume that the subsidy to the poor is equal to the subsistence level of agriculture
consumption.

36Non-homothetic preferences implies that the elasticity of substitution between the agriculture good and
the manufacturing good is no longer unity. Rather, it depends on Cﬁfﬁf. Also changes in income lead to
changes in expenditure shares of the agriculture and the manufacturing good even with a constant terms of
trade.
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the steady state values. In fact, model simulations show that log deviations from the steady
state are qualitatively similar, although the impact effect from the shocks are higher in the

model with the standard index (given in equation ) because of lower steady state valuesm

Finally, we allow labor to be completely immobile. The results are in Figures in

the Appendix. We assume that the poor work in the agriculture sector, and the rich in the

manufacturing sector. This leads to sector specific real wages, @ in the manufacturing
(M) sector, and % in the agriculture (A) sector. Figures in the Technical Appendix

show the IRFs benchmarked against the case (Figures when labor is mobile and when
labor is immobile (blue dashed line). When there is a procurement and redistributive policy
shock, in order to increase the supply of the agriculture good, the real wage in the agriculture
sector must increase. Because the mass of population in the agriculture sector is limited by
the mass of the population who are poor (because labor is not mobile), the real wage in
the agriculture sector must rise by more. Hence a procurement and redistributive policy
shock leads to a greater impact on agriculture inflation, the terms of trade, and aggregate
inflation. Higher inflation with immobile labour induces the monetary authority to respond
more aggressively leading to higher real interest rates. The rich agents in turn respond by
increasing saving and reducing consumption of both goods (Cg falls). In contrast, the poor
increase their consumption of both goods (Cp rises) and supply less labour as they gain
from higher real wages and lower prices of the agricultural good on account of the subsidy.
Thus agricultural employment declines. Higher demand for the manufacturing good by the
poor agents dominates the reduction in demand by the rich. This causes wages in the
manufacturing sector to rise (with sticky prices, real wages @ also rise) thereby leading
to higher manufacturing employmen@ thereby creating a positive output gap. Aggregate

output rises more compared to the baseline model.

37These results are available from the authors on request.
38This would have induced higher manufacturing prices and a relatively lower manufacturing output in a
flexible price regime.
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6 Welfare

Following [Schmitt-Grohe and Uribe| (2007)), we characterize optimal monetary policy in the
25-TANK model with the procurement and redistribution shock by using two approaches (i)
we assume that the monetary authority acts like a utilitarian Ramsey Planner and maximizes
the weighted average of rich and poor welfare functions subject to the private sector
optimality conditions and the economy’s feasibility constraints, (ii) by computing optimal
values of Taylor Rule parameters (or optimal simple rules) that maximize economy-wide
welfare via minimizing variances of inflation and the output gap. We compare the optimized
simple rules with the planner’s solution to see how well a monetary authority following OSR

can implement the planner’s solution.

The Ramsey-monetary authority maximizes, W, given by
Wt - QWRJ + (1 - Q)WP,t (53)

where Wr, is the lifetime welfare of the Ricardian agent and Wp, is the lifetime welfare of
poor agents.@. The parameter € € [0, 1] is the weight given to rich agents by the planner.
This yields Ramsey Optimal Monetary Policy (ROMP).

6.1 Criterion

For each agent K € {R, P}, we define the welfare measure under a monetary policy regime

a to be its expected lifetime utility at time 0 as Vi :

a l1l—og Ng{tl-i-(p

o | Ot
o=y | T
=0 1—0’K 1+Q0

(54)

39The parameter 2 € [0,1] is the weight given to rich agents by the planner. Note that Wkt =
U(Ck ., Nkt) + BEWk 141 for each K € {R, P}
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To compare welfare across regimes, we compute the percentage of steady state consumption
that agent K would like to give up to avoid the volatility from a shock under regime a@
Improvements in welfare are converted into consumption equivalent welfare gains (see Lucas

(1987), [Schmitt-Grohe and Uribe| (2007) and [Lubik and Teo| (2009)) ]

Thus, the consumption equivalent yx can be computed from:

S [0 C ™ ]
=0 1— OK 14 (2

(55)

s
=

This definition captures the notion that business cycles are costly and risk averse agents

would be willing to pay (in consumption units) to avoid fluctuations in consumption.

6.2 Analysis

As the focus of our paper is on interventions in the agriculture sector, we focus on optimal
monetary policy under redistributive policy shocks. We quantify consumption equivalents
with respect to agriculture productivity shocks for comparison (See Section [11]in the Tech-

nical Appendix for details).

Our main results are presented in Table [dl We find that the optimized simple rule fea-
tures a no-smoothing interest-rate, an aggressive response to inflation and a muted response
to output. The inflation coefficient of the optimized rule takes the largest value allowed in
our search, namely ¢, = 3@ We also find that the optimized rule is quite effective as it

delivers welfare levels remarkably close to those achieved under the Ramsey policy as evi-

40We compute expected lifetime utility conditional on the initial state being the deterministic steady state
using the non-linear version of the model with Dynare 5.2.0.

41Rubio and Carrasco-Gallego| (2014) also compute consumption equivalents separately in terms of bor-
rowers and savers to assess the importance of macro-prudential policy on financial stability.

42As the optimized rule features no interest-rate inertia, there is no difference in long run impact of
monetary policy. This is a result of the Taylor Rule specification and no persistence of the monetary policy
shock. Relaxing these two allows for significant long run impact of inflation on interest rates as in Schmitt-
Grohe and Uribe (2007).
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Table 4: Optimal Monetary Policy for a Procurement & Redistribution Shock

Optimized Conditional Unconditional
Parame- Welfare Welfare

ters Cost Cost
x¢x100 x“x100 or (%) Onyy (%) or(%) oy (%)
Ramsey O 1 — xgr:0 xr:0 0.241 0.038 0.224 0.155
G — xp:0 xp:0
d’y L
Optimized ¢, : 0 XR ' XR : 0.169 0.122 0.517 0.128
0.0035 0.0037
¢r 23 XP DoXP

0.0024 0.0027
¢y : 0

Non-Optimized Rules

Bayesian ¢, : 0.9 XR © XR ¢ 0.944 0.405 0.083 0.701
0.5140 0.1105
or:1.051 xp :Xp
—0.248 —0.006
¢y : 0.51
Simple or: 0 XR © XR : 0.384 0.261 0.586 0.298
Taylor 0.0177 0.0185
Rule
¢ 2 1.5 Xp ©oXP
0.0106 0.0120
¢y : 0
Standard ¢, : 0 XR ' XR ;0 0.712 0.568 0.880 0.498
Taylor 0.0879 0.0929
Rule
¢r 2 1.5 XP DoXP
0.0514 0.0587
¢y : 0.5

* Conditional and unconditional welfare costs x°x100 and x*x100, are defined as the per-
centage decrease in the Ramsey-optimal consumption process necessary to make the level
of welfare under the Ramsey policy identical to that under the evaluated policy. Thus, a
positive figure indicates that welfare is higher under the Ramsey policy than under the
alternative policy.
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dent by the low values of y. While the planner is able to achieve lower sticky price inflation
(0ry = 0.038%), which is close to full core-inflation stabilization, under OSR, aggregate
inflation variability, o, is lower. This is because under OSR, the monetary authority places
a high weight on minimizing the variance of inflation. The planner is able to achieve lower
volatility in the interest rates via commitment. Compared to the estimated Taylor Rule pa-
rameters in equation [50] from the Bayesian exercise in Section [4.3] we find that under OSR,
the monetary authority is able to stabilize inflation (0.944% versus 0.169%) and the output
gap (0.701% versus 0.128%) better.

The positive consumption equivalents suggest that conditional and unconditional welfare
are higher under Ramsey than in alternative regimes (optimized rules, simple Taylor rule,
and the standard Taylor rule). Compared to OSR, both standard and simple Taylor rules
yield higher consumption equivalents for the rich and poor households when both conditional
and unconditional welfare are used. In general, we find that consumption equivalents are
substantially higher under non-optimized rules for both rich and poor households compared
to OSR, implying high welfare costs associated with redistributive policy shocks when non-

optimized rules are used in setting monetary policy.@

In order to assess the impact of redistribution on welfare-costs, we fix the steady-state
amount of agriculture output procured and vary steady-state redistribution (¢ = 0.40 and
¢ = 0.80). These results are described in the Technical (Welfare) Appendix. We show that
the volatility of poor consumption rises, when the steady state redistribution in the economy
rises.@ We conduct a similar exercise using OSR. As poor agents are risk averse and unable

to smooth consumption, they have higher consumption equivalents across both regime. They

43The negative consumption equivalent estimated using the Bayesian method for both conditional and
unconditional welfare for the poor reflects the high steady state consumption of poor households in the
Bayesian regime. This result is independent of the weights given by the planner in equation 53} Bayesian
estimated rules lead to the most aggregate inflation volatility.

44This is on account of higher variability of subsidy (A;) with higher steady state redistribution.
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therefore are willing to forego a greater amount of their steady state consumption to avoid

fluctuations in consumption because of the redistributive policy shock.

6.3 Sensitivity Analysis

We check for the robustness of our results by altering the weights in the social planner’s
objective function. These results are reported in Table [§| in the Appendix. We contrast the
case of a Ramsey planner (i) who only values the Ricardian agents’ welfare (i.e., sets Q =1
in and (ii) with a planner who only values the poor (i.e., sets Q = 0 in [53). We find
that placing a zero-weight on the utility of financially-constrained agents makes the planner
come closer to full inflation stabilization (o, = 0.129%) which is a superior to a monetary
authority following Optimal Simple Rules (see Table |4 o, = 0.169%). Hence the planner
weights on utility of rich and poor matters for the incidence of full inflation stabilization.
We also reverse the weights on aggregate inflation and output gap in the loss function
under OSR to be 0.1 and 0.9 respectively (see Table @ in the Appendix). We find that the
Taylor rule parameters under OSR don’t change for a procurement and redistribution shock.
Hence, the welfare-costs in Table [6] and Table [0 are identical. However, the welfare costs are
significantly lower for both shocks when the monetary authority places a higher weight on
the variance of the output-gap term in the objective function indicating that it is closer to
the deterministic steady state. As expected, the variance of sectoral and aggregate inflation

exceeds their counterparts in Table [6] but, the output gap is significantly less volatile.

7 Conclusion

Governments in many EMDEs routinely intervene in their agricultural markets because of
changing food security norms or to minimize food price volatility. Such interventions typ-
ically involve higher procurement and redistribution of food commodities, and higher food

subsidies by the government to households. This paper asks: what is the impact of a pro-
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curement and redistributive policy shock on the sectoral and aggregate dynamics of inflation,

and the distribution of consumption amongst rich and poor households?

To address this, we build a two-sector (agriculture and manufacturing) two-agent (rich
and poor) New Keynesian DSGE model with redistributive policy shocks. There are two
novel aspects of our framework. First, we extend the framework of Debortoli and Gali to
two sectors. Second, we allow for government intervention in the agriculture market in a way
that captures the essence of procurement and redistribution style interventions in EMDEs.
Our framework allows us to understand how redistributive policy shocks affect the economy;,
and the role of consumer heterogeneity on the welfare implications of a variety of shocks.
Our paper contributes to a growing literature on understanding the role of consumer hetero-

geneity in analyzing the effect of monetary policy.

Using Indian data, we estimate the model using a Bayesian approach. We show that a
redistributive policy shock leads to higher sectoral and aggregate inflation and higher ag-
gregate consumption in the economy, even though there is a decline in the consumption of
the rich. We compare our results to a variety of benchmarks to isolate the effect of adding
a flexible price production sector or adding rule of thumb agents on the model’s dynamics.
We also show that our main results are robust to two major extensions: non-homothetic

preferences, and immobile labor.

Our welfare analysis allows us to quantify the welfare costs of redistributive policy shocks
under alternative regimes when compared to Ramsey optimal monetary policy. In general,
we show that when non-optimized simple rules characterize monetary policy, the consump-
tion equivalents are larger for both rich and poor households when benchmarked against

optimal simple rules.
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Although our paper is set in the Indian context, it has general implications for EMDEs
that are characterized by a relatively large agriculture sector and periodic government inter-
vention to support the poor. While procurement and redistributive policies are often enacted
to improve the welfare of the poor, our analysis sheds light on the general equilibrium effects
of such policies, the welfare costs of such policies, and how a monetary authority should

respond to them.
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9 Technical Appendix (For Referees)

9.1 The Model

Derivation of Equation : In the first stage, rich agents maximize equation for a
given level of expenditure, X; subject to the period budget constraint given by: P4 Cr 4+
Pr+Cr oy = X This yields equations @D and In the second stage, rich household
maximize subject to the intertemporal budget constraint choosing Cgr;, Ng,, and

By, optimally. This yields the following first order conditions:

C}EER = P

Nﬁt = Wy

and

—E{Qu1}B8' 1 + BT E{ i} =0

where ; is the Lagrangian multiplier. Using m = R;, this yields equation 1}
Derivation of Equation (17): Poor agents maximize (4)) subject to: Pa,CP,, +

PrrCpary = My, where M, corresponds to the income of the poor, by choosing Cp 4, and

Cpary optimally. Note that Cg as = (L= XA)Cpay given equation @ This yields equation

and . Substituting equations and into equation implies
Pyi(1 = X)Cpas+ PuiCpae < WiNpy

which can be simplified to
PtICPJ - Wth’t.

In the second stage, poor households maximize subject to the above equation
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9.2 Steady State

We drop subscripts from variables to denote their steady state counterparts. Define X
(without ¢ subscript) as the steady state value of the variable, X;. We assume no trend
growth in productivity, A, = 1 for s = A, M. Since Ay; = A4 = 1, nominal marginal costs
are given by: MCy = MCy = W. Given that the agricultural sector is characterized by
perfect competition and flexible prices, price equals nominal marginal cost, so P4 = W, while

in the manufacturing sector the price is a markup over nominal marginal cost Py = 5 W.

[

Therefore, the steady state term of trade is T' = g—A = =1 With the employment subsidy
M €

in the manufacturing sector in place,

T =1

Define the steady state consumption share of the rich, sg, as

1rCR
= 56
SR C (56)
Then using equation ([32)),
C = prCr+ (1 — pugr)(1 = X)~077)Cp (1 = A(1 = 6,))
1= #rCr (L= pr)(1 = A)UPICp (1= A1 - 5,))
C C '
we get the steady state consumption share of the poor as
1—pgr)Cp(1 —A)"0=%)(1 = A(1 -6
Lo = (L= )Gl = 2051 = A1 = 5,)) -
C
We define the steady state employment share of the rich, Ny
NR = /,LRN (58)
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and the employment share of the poor as Np

Np = (1— pp)N. (59)

From the FOCs for the rich and poor (equations and ) the steady state condition is

/

N¢  NE P
C};C"R o C];UP P

where % = (1-\)°PTr=%r = (1—-X)° (since T' = 1). Since Ng = urN and Np = (1—pug)N,

we have

PRCH = (1= pp)?CEr (1 = A’

¢ [ SR UR_ )¢ (1 —sr) r  \\op
“R(MRC> = (1= pr) {u—uR)(l— N A=y Y

CoR—oP _ (1= pg)?™ (1 — sp)°" (1 — \)optor(=ir)
ST (1=A1-=16,)"

$—0R

HR
=T

The steady state aggregate consumption is therefore,

C =T7ror (60)

where I is a constant. Once we know the expression for C, equations ((56|) and . 57) yield Cg
and Cp, respectively. From the market clearing condition (equation ((34))), the production
function for manufacturing, and the optimal demand (equation ) for manufacturing
goods, we have

NM:YM:CM:(l_g)C:(l—S)F”R%'P

(1-sr)dp

where 5 = 836}{ + m.

Using optimal consumption demand for the agricultural good from equation , we
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have Cy = 6C
Denoting p4 as the steady state employment share in agricultural sector, then, using

Ny = (1 — pa)N, we can write aggregate employment, N, as
Ny 1-6

N: p—
L—pa  1—pa

C. (61)

And using Ny = paN and the market clearing condition for the agriculture sector (equation

(29))

Na Ya 1
zu_jzﬂ_f::u_A[(sc+Yf(1—¢)]- (62)

Equating and , we obtain

C ,LLA—S
P __
K4_1—¢{1—MA}

N

This is the steady state level of agricultural output procured. For Y > 0, it needs to be
that a4 > 6, which implies that the steady state labor share in agriculture is greater than
its consumption share since a fraction of agricultural output is not consumed. Note that
in the absence of procurement (Y1 = 0), and these two steady state shares are equal as

C (‘fj‘—;f) = 0 = 4 = 0. The steady state relation in the agricultural sector then becomes

NA:YA:0A+(1—¢)Y5:01’“‘A (1-9)

— HA
From the aggregate market clearing condition (equation (35)), ¥ = C + (1 — ¢)Y{ =
C (11__54). The steady state share of consumption in output (c = %) equals
L —fia
= L 63
‘T % (63)

Note that as a fraction of the agriculture good is not consumed (14 > 9), ¢ < 1.

We now relate ¢ with the steady state share of consumption in output in the agricultural
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sector (cA = %) . We already have Y, = C (1—_%) (1 —9), and C4 = 6C. Therefore,

O(1 —pa) ic
pa(l—20)  pa (6

CpA =

Note that c4 < c given that gy > J.

We next derive the steady state value of \. Note that A = % From ,
Cpa = 0pCp(1 — X)~(17%) (as T = 1) and using the relation between Cp and C from..
Therefore,

N e F (e A 1),
(1_/LR>5PCP 6p<1—8R)C '
Using Y = (1i ) E‘f f;jg C, this implies

(na = 0)o(1 = A(1 = dp))

N = i) (1= B = sn) (%)
Solving for \, we obtain
B d(pa — 0)
N A= ool =0+ or(— (1 —sm)(1 =)' (90)
Solving for ¢,this implies
¢ )‘513(1 — ILLA)<1 - SR) (67)

~ Ap(L— pa)(1 = sg) + (pa — 0)(1 = A(1 = dp))
Given the other parameter restrictions in the model (g —0 > 0,4 < 1,85 < 1,6p > 0, A >

0,), this implies that ¢ > 0. Since ¢ < 1, this is equivalent to

1
1—0p

A<
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9.3 The Log-Linearized Model

Given the steady state, we log-linearize the key relationships of the model. Define X, =

In X; — In X as the log of deviation of X, where X is the steady state value of X. For

variables that are in fractions or have a percentage interpretation, we define X, =X, — X.
Derivation of Equation : To derive an expression for the log-linearized consump-

P
tion for the poor, using the definition of A\, = %, and using equation , we

have
qthjD?t
(1 — pr)dpCp(1 — N,) (=87 1=07)"

)\t:

Log linearization of this equation gives

O PP Cpt (- 60T

¢

The log-linearized first order condition (equation ) for the poor is given by

~

ﬂ+?jt

: +{6p = 6r— Ap(1 —6p)} T,

Wt - ﬁt - SONP,t + (UP + )\p) C\P,t - /\p

Using N Rt = N Pt = ]/\\@. for all ¢ and combining this with equation we get equation
)

Derivation of Equation 1@} To derive an expression for aRﬁt,substituting equation

1) for ép,t into equation , the log-linearized consumption of the rich is given by,

~ 1— 1—M\7)]7"
O = {sR 1 (L= sr)oxl ”T)} (68)
op + )\p
~ b o FAp— (1= .
Comw |2 9P | L0 = 6p) 4 (1= sm)(0p — o) (2220 L=Ar)\ L 7o
qb ’ op + )\p
where U = —’\p(lfjlfl(ijmp Jand 7 = 1)‘(/\1(;?;1)3)
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Let v =1 — A(1—J,). Combining equations and , we obtain the Euler equation

in terms of aggregate output

5//\;& = Et{}/}tJrl} —c®! [Et — Et{HtJrl}]

—ela=o0 (B0) w =60+ - 002} B (0T}

(559 o <[2 () () o

L —fia

Log-linearization of the market clearing condition in the agricultural sector (equation )

gives
~ C ~ )\ ~ 1—s )\ 1—5 —S
YA,t = p,_A [SRaROR,t + (1 - SR)x)I\)SOP’t + {( R)ZEP( p) (llj“A_ NA) } th:| (70)
¢ [(1—=sp)A(1—0,) ( 1 ) (/LA—(S)} ~
+ - _
fha { T 1—¢) \1—pa #
_ i {SR(SR(l _ 5R) + (1 - SR)Ap(l — 510):| At
HA x/\s

where \; = ﬁ Log-linearization of the optimal demand for manufacturing output (equation

(23)) gives
?M,t =1 i 3 {SR(l - 5R)6R,t + (1= sr)(1 - &2(1 (s Ap)} aP,t (71)
1 (1 —sr)(1 —0p)(L = AN)(6 — A1 = 5p)) |
+1_6|:SR(1—5R)5R+ i " }Tt
L [AA=sm)1=N1=8)] (¢ op
_1_5|: R . :|<E+YA,t)

Log-linearization of the labor market clearing condition gives
Nt = ,UA]/\\[A,t +(1- MA)NM,t = ,U/A?A,t +(1- MA)?M,t — A\t
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where A\t = ,uAﬁAJ +(1— MA)IZl\M,t, and gy = N—]\f‘ is the steady state employment share in
agriculture. The last line uses log linearization of the sectoral production functions.

From equations and and noting that N Rt = ﬁt, we can write equation as

~

W, B = oN, + 00, — 0 % PR (1= 6,) + (6, — or)2} T (73)

Substituting equations and into , and the resulting equation into , we get

~

W, — P, = AC, + {p(1 —¢) — 0D} VT, - {¢(1 —0) (ﬁ) + %} o (74)

— [pe(1 = sg) {8,7 + 6p — Op} + WO {1 — 6p + (0p — 0r)2H T, — 0 A,

where A = {pc + ®}.

Finally, the log linearized real marginal cost in the manufacturing sector is given by
Mmerry = /Wt - f)t + 5Rff - A\M,t (75)

9.4 Flexible price equilibrium and the natural rate

Derivation of DIS in Equation (46[): Given that under flexible prices, real marginal
cost is a constant, so that n/z\cﬁt = 0, equation becomes 0 = WN — PN + 6,TN — Angy.

Combining this with the flexible price counterpart of equation (74]), we get

AN _ A-1 _ 1 vel -
G =A {w(l c)(1_¢)+ 5 }cbt (76)
— Aol —c) - TP} ?f,t + A (@A\t + A\M,t>

+ A pe(1 — sg) {8, + 6p — 6} + VO {1 — 6p + (6p — 6r)z} — 05 TN

60



Note that procurement is the same under both sticky and flexible prices. Thus, the

flexible price counterpart of equation (38)) is

Substituting equation into equation , forwarding one period and then subtracting

from each other, we obtain

VY= BV} - (- o1 - B AT ) (78)
— [eA™M (1 = sr)pe (8 — 8r) + ) + U@ {1 = 6, + (3, — o) =} — o}, { AT, }

— (AT} + (1 — o)(1 — A o) B, {A?PAM}

- {cAl [‘I’Tﬂ - (ﬁ) (1—e)(1— Algoc)} Ef{Ad)

—cAT'E, {SOAA\H-l + AA\M,t-&-l}

Finally, substituting into and then subtracting equation ([78) we obtain the dynamic
IS (DIS) curve given by equation (46)).
Derivation of NKPC in Equation (49): From equation , the consumption gap

1s written as

G.= [V~ 1 =001 - )] (79)

From equation 1) and given that T/n\c]\N“ =0,

Mmcyy = Wt — f)t + 5RTt- (80)
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And from equation ([74)),

W, — B, = AC; — [@c(1 — sg) {6,7 + (6, — 0p)} + U {1 — 6, + (6, — 0r)2}] T, (81)

Substituting equation in equation (80]) yields the manufacturing sector real marginal

cost gap in terms of the aggregate consumption gap and the terms of trade gap.

meary = ACy + [0r — pe(1 — sg) {6,7 + (6, — 6r)} — WD {1 — 6, + (6, — 0r)2} T,  (82)

We also have the relationship that connects CPI inflation with sectoral inflation and TOT
as

Ty = TM ¢ + (SRATt (83)

Substituting equations and into equation ([28) yields equation ({49)).
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9.5 IRF for Monetary Policy Shock with Variable Employment
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Figure 4: Impact of monetary policy shock when gy = 5%; pa = 43%; ps = 65%,
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9.6 IRF's for Immobile Labor

Figures depict the IRFs for a single period positive procurement and redistributive

policy shock for the model with immobile labor compared to the benchmark 2S-TANK

model.
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Figure 5a: Impact of a positive procurement and redistributive policy shock with immobile
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10 Data Appendix

In this section, we describe how we have estimated the structural parameters used in the

calibration exercise.
e Share of rich in population: pgr = 0.3279

— We define agents to be poor if they receive food grain under the NFSA 2013.
Thus, we assume 25% of the rural population and 50% of the urban population to
be rich. Taking population of the rural and urban areas to be 833.1 million and

377.1 million, respectively, from the Census of India 2011, we get ur = 0.3279

e Share of agriculture in consumption for agents is determined by taking the ratio of
expenditure on cereals and cereal substitutes in total expenditure where the latter is
defined to be expenditure on cereals, cereals substitutes, pan tobacco and intoxicants,
clothing, footwear, toilet articles, other household consumables, and minor durable
type goods. We use data from Table 6B-R: Value of consumption (Rs) of broad groups
of food and non-food per person for a period of 30 days for each fractile class of
MPCEy gp (Page 104) and Table 6B-U: Value of consumption (Rs) of broad groups of
food and non-food per person for a period of 30 days for each fractile class of MPCE;zp

(Page 105) from National Sample Survey| (b)

— Share of agriculture purchases by poor: dp = 0.4807.

* We split the 7 decile (70-80%) into two halves for the rural data set (to be
able to get division into bottom 75% and top 25% by MPCE). The agriculture
expenditure shares for different fractile classes of rural areas are combined by
taking a weighted average using appropriate weights (0.1333 for deciles and
0.0667 for the first two fractile classes (0-5% and 5-10%) and the (70-75%)
fractile class). The agriculture expenditure shares for different fractile classes

of urban areas are combined by taking a weighted average using appropriate
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weights (0.2 for deciles and 0.1 for first 2 fractile classes (0-5% and 5-10%)).
These two shares are combined by taking a weighted average using rural and

urban shares in total poor population as weights.
— Share of agriculture purchases by rich: dg = 0.3527.

* The agriculture expenditure shares for different fractiles of rural areas are
combined by taking a weighted average using appropriate weights (0.4 for the
70-80" percentile and 0.2 for the 70-75", 90-95" and 95-100" percentiles)).
The agriculture expenditure shares for different fractiles of urban areas are
combined by taking a weighted average using appropriate weights (0.2 for
deciles and 0.1 for the 90-95" and 95-100"" percentiles). These two shares
are combined by taking a weighted average using shares in the total rich

population as weights.
e Share of rich consumption relative to total consumption: sgp = 0.5367

— We use data from Table 1C of National Sample Survey| (b): Estimated number
of households and persons by sex, and average MPCE for each fractile class of
MPCEynrp (Page 83). Share of Total Consumption Expenditure for each frac-
tile is computed by multiplying the estimated number of people in each fractile
class with Average MPCE of that fractile class. The share of rich agents for the
respective areas is determined by dividing total consumption estimates for frac-
tiles greater than 75% for the rural areas and above 50% for urban areas by their
respective total consumption estimates. The two shares are combined using the

population shares
e Share of subsidized consumption: A\ = 0.2457

— We use data from Statement 2 of National Sample Survey| (c) (Page 18). It states

Percentage of consumption (quantity) coming from PDS for households in dif-
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ferent fractile classes of MPCE separately for wheat, rice, sugar and kerosene
(separately for urban and rural areas). We combine the PDS shares of wheat and
rice by taking a weighted average using relative shares in consumption for each
fractile. (For example, the weight of rice is determined by taking the expenditure
on rice divided by the expenditure on wheat and rice). The data is taken from Ta-
ble 5C-R (Page 100) and Table 5C-U (Page 101) from the NSS Report 555 -Value
(Rs) of consumption of cereals and pulses per person for a period of 30 days for
each fractile class of MPCEyprp. (MMRP is used here as PDS shares are avail-
able using type 2 data-MMRP approach). The share of subsidy in consumption
is determined by taking a weighted average of shares for bottom 9 fractile classes
(0-75%) for the rural areas and by taking a weighted average of shares for bottom
6 fractile classes (0-50%) for the urban areas. These two values are combined by

using relative shares of agents among the poor.
e Steady state value of ¢

— Using the selected parameter values in equation , the steady state value of ¢

is computed to be 47.93%
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11 Welfare Appendix

11.1 Ramsey Optimal Monetary Policy with Varying ¢

In this Appendix, we report several other welfare results. Since the focus of our paper is on
the welfare costs of agriculture sector interventions, we compare conditional welfare under
Ramsey for shocks emanating from the agriculture sector (a procurement and redistribution
shock and an agricultural productivity shock) with conditional welfare corresponding to the
deterministic steady state. We also present implied volatilities of key variables as standard
deviation in percentages when a Ramsey planner maximizes equation 53] To achieve this,
we fix the steady-state amount of agriculture output procured and assess the implication of
varying steady-state redistribution on consumption equivalent welfare gains under Ramsey.

The results are in Table [5

We notice from Table [5| that raising steady state redistribution from ¢ = 0.4 to ¢ = 0.8
leads to higher inflation variability (.214% versus .241%) because of a procurement and re-
distributive policy shock. The planner, however, does not find it optimal to stabilize inflation
perfectlyf”] We verify that raising the steady state redistributive share of procured output
raises the amount available for consumption (because of lower buffer stock accumulation),
thereby raising steady state consumption of both agents. However, an increase in ¢ increases
the variability of poor agent consumption (0.329 versus 0.889). This is on account of higher
inflation volatility (which leads to higher variability in the subsidy policy, \;). Rich consump-
tion volatility falls with higher ¢ because the Ramsey planner raises the steady state interest
rate to counteract higher inflation variability. The poor agents are more risk averse and are
unable to smooth consumption. In the presence of higher inflation, they are willing to forgo
a greater amount (0.0132%) of their steady state consumption than the rich (0.0050%) to

avoid fluctuations in consumption. When ¢ = 0.80, the consumption equivalents increase

45We have verified that this result is applicable to manufacturing productivity shock also. Core inflation
and output gap is stabilized, but standard deviation of aggregate inflation is 0.535%
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Table 5: Welfare Cost and Standard Deviations under Ramsey Optimal Monetary Policy

Panel A: Low Steady State Redistribution (¢ = 0.40)

Redis.Policy Agri. Prodty Both Shocks
Welfare Cost (%)
XR 0.0050 0.0020 0.0071
Xp 0.0132 0.0022 0.0154
Standard Deviation (%)
Inflation 0.214 0.806 0.834
Manufacturing Inflation 0.033 0.012 0.035
Output Gap 0.137 0.057 0.149
Rich Consumption 2.617 2.354 3.520
Poor Consumption 0.329 0.400 0.518

Panel B: High Steady State Redistribution (¢ = 0.80)

Redis.Policy Agri. Prodty Both Shocks
Welfare Cost (%)
XR 0.0085 0.0019 0.0105
XP 0.0325 0.0015 0.0341
Standard Deviation (%)
Inflation 0.241 0.803 0.839
Manufacturing Inflation 0.038 0.012 0.040
Output Gap 0.155 0.055 0.164
Rich Consumption 2.279 2.335 3.262
Poor Consumption 0.889 0.353 0.956

to 0.0325% and 0.0085% respectively. The welfare cost of procurement and redistributive

interventions is apparent across higher values of ¢.

With an agricultural productivity shock, a higher steady state redistribution lowers vari-
ability in consumption for both agents. Inflation variability falls because higher steady-state
redistribution requires lower open market purchases of the agricultural good by the poor.
This leads to lower consumption volatility of the poor. Thus the poor are willing to forgo a
lower amount of steady state consumption to achieve stable consumption when the redistri-

bution share is higher (0.0015% when ¢ = 0.80 as compared to 0.0022% when ¢ = 0.40.
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When both shocks in the agricultural sector hit the economy simultaneously - a plausible
scenario in the context of EMDEs - we find that inflation volatility rises marginally from
0.834 to 0.839. The output gap volatility also rises. The combined shocks lead to higher
consumption volatility of the poor but lower consumption volatility of the rich, reflecting a
higher steady state interest rate with ¢ = 0.8. Compared to the each individual shock, the

consumption equivalents for both agents are higher, as is to be expected.

11.2 Optimal Simple Rules with Varying ¢

As the Ramsey allocations are not observable, we conduct welfare analysis using optimal
simple rules (OSR) to see how close they are able to replicate the Ramsey allocations. We
study the implications of optimal policy conditional on the simple rule given by the Bayesian

Estimation Taylor Rule (84)):

Rt — Rfilwt(l—d)r)d)ﬂﬁ(l_qu)QSyGt (84)

We maximize the weighted average of variances of aggregate inflation and output gap
with weights being 0.9 and 0.1, respectively @ As is standard in the literature, we set the
bounds for the persistent coefficient in the Taylor Rule, ¢,, to be [0,0.99]ﬂ and the bounds
for the coefficient on inflation, ¢, and the output-gap, ¢,, to be [0,3]. We fix the procured
amount to be 0.21@ and report the results by varying the steady state level of redistribution
from ¢ = 0.4 to ¢ = 0.8.

The results of the analysis are shown in Table[6] As in the Ramsey analysis, we restrict

46We also perform sensitivity analysis by choosing alternative weights 0.1 and 0.9 on aggregate inflation
and output gap respectively. See Table |§|

47We limit the upper bound to 0.99 to prevent introduction of singularity

48This amounts to 26% of the steady state output. The average procurement share of wheat production
was 27.5% in the last 5 years (excluding FY20). We use this as a proxy for the proportion of procured
agricultural good in the model.
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Table 6: Welfare Cost and Standard Deviations under Optimal Simple Rules

Panel A: Low Steady State Redistribution (¢ = 40%)

OSR Rule ¢, O by Welfare (%) Ony (%) oy (%)
Cost (%)
Redis. 0 3 0 XR :0.191 0.137 0.146
Policy 0.0096
XpP
0.0161
Agri. 0.2183 3 2.4310 XR :0.068 0.121 0.444
Prodty 0.0091
Xp
0.0074
Both 0 3 0.2844 XR :0.381  0.231 0.378
Shocks 0.0222
Xp
0.0256

Panel B: High Steady State Redistribution (¢ = 80%)

OSR Or o oy Welfare (%) Orers(%0) 09 (%)
Rule Cost (%)
Redis. 0 3 0 XR : 0.169 0.122 0.128
Policy 0.0120

XP

0.0350
Agri. 0.2176 3 2.4227 XR : 0.067 0.121 0.441
Prodty 0.0091

XP

0.0071
Both 0 3 0.7263 XR : 0.359 0.250 0.400
Shocks 0.0283

XP

0.0465

our discussion to shocks emanating from the agricultural sector. We find that the OSR that
minimizes the variances of inflation and the output gap from a procurement and redistribu-
tion shock puts the maximum weight on inflation, and no weight on interest rate persistence
and the output gap, i.e., the monetary authority finds it optimal to target aggregate inflation

only. Changing steady state redistribution has no impact on the optimal policy parameters
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Table 7: Comparison of Consumption with Varying Redistribution

Shock Variable ¢  Steady State Standard Deviation
Redis. Policy Cr 0.4 3.206 2.589%
Redis. Policy Cr 0.8 3.248 2.327%
Redis. Policy Cp 0.4 0.865 0.324%
Redis. Policy Cp 0.8 0.930 0.878%
Agri. Prodty. Cr 0.4 3.206 3.448%
Agri. Prodty. Cr 0.8 3.248 3.453%
Agri. Prodty  Cp 0.4 0.865 0.532%
Agri. Prodty ~ Cp 0.8 0.930 0.526%
Both Shocks Cr 0.4 3.206 4.002%
Both Shocks Cr 0.8 3.248 3.897%
Both Shocks Cp 0.4 0.865 0.583%
Both Shocks Cp 0.8 0.930 1.005%

(see Table [f] Panel B), however, it does have an implication for the variances.

As the shock affects the level and volatility of the share of subsidized consumption, it leads
to greater volatility of consumption for poor agents (Table . We also find that ¢ = 0.8 leads
to lower volatility of aggregate inflation, sticky price inflation and the output gap (Panel B,
@. As higher redistribution of the procured output lowers the reliance of the poor on open
market purchases, we verify that it lowers the variability of the terms of trade, sectoral and
aggregate inflation, and thereby interest rates. The lower volatility of interest rates leads
to lower volatility of rich consumption (from 2.589% to 2.327%, see Table [7]). The cost of
the redistributive policy is apparent in the higher consumption equivalent of the poor driven

by higher poor consumption volatility because of higher variability in the subsidized share.@.

The agricultural productivity shock lowers the relative price of the agricultural commod-

ity. As can be seen from Table [6] for given ¢, it is optimal to have persistence in the interest

49We verify that in the case of ¢ = 0.8 the variability in );, the subsidized share of food increases to
3.151% from 2.439% (corresponding to ¢ = 0.4). Despite lower rich consumption volatility when ¢ = 0.8,
the steady state consumption of the rich rises which increases the conditional welfare corresponding to the
deterministic steady state. This leads to a higher consumption equivalent.
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rates, although the values of ¢, does not change. This reflects the inflationary nature of the
shock. With these parameters there is no discernible change in the volatility of inflation,
the output gap and sticky-price inflation. Rich consumption variability rises marginally to
3.453% while poor consumption volatility falls marginally to 0.526% as can be seen in Ta-
ble [7] with ¢ = 0.8. We find that, under an agricultural productivity shock, the optimal
response of a monetary authority should be to respond to both deviations in inflation and
output gap from their targets while exhibiting persistence in the interest rate. As in the case
of a procurement and redistribution shock, the monetary authority responds aggressively to
deviations of inflation from its target. The similar levels of volatility across different values

of ¢ leads to similar values of consumption equivalents for the two cases.

With combined shocks, both agent’s consumption is more volatile compared to the in-
dividual shocks. Since the agricultural productivity shock is a supply side shock, and the
redistributive policy shock is a demand side shock, the offsetting effects in the agricultural
goods market leads to lower variability of inflation. The consumption equivalents rise be-
cause the poor agent’s consumption is more volatile (Table [7)) and thus they are willing to
forgo 0.046% of their steady state consumption to be in an economy with no interventions in
the agricultural sector as compared to 0.028% by the rich. The optimal policy in this scenario
is to respond aggressively to deviations of contemporaneous inflation, more aggressively to

deviations in the output gap (0.7263 versus 0.2844), but with no interest rate persistence.
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11.3 Changing Weights in the Planner’s Objective Function

Table 8: Comparison of Standard Deviation by altering the objective function for Ramsey
Planner

Variable Rich Welfare (2 =1) Average Welfare (2 = ug) Poor Welfare (2 = 0)
Inflation 0.129% 0.241% 0.353%
Manufacturing Inflation 0.022% 0.038% 0.052%
Aggregate Output 0.758% 0.841% 0.921%
Output Gap 0.085% 0.155% 0.222%
Rich Consumption 2.401% 2.277% 2.170%
Poor Consumption 0.867% 0.889% 0.908%
Employment 0.713% 0.760% 0.804%

11.4 Varying weights in the OSR Objective Function

Putting higher weight on the output gap in the monetary authority’s objective function
raises the relative importance on stabilization of output relative to inflation. This can be
achieved in by having higher value of ¢,,, lower value of ¢, or higher value of ¢, as the latter
reduces the effective weight on inflation (1-¢,)¢,. We observe that the third does indeed

take place.
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Table 9: Welfare Cost and Standard Deviations under Optimal Simple Rules Using Alter-
native Weights

(Qr = 0.1, Q, = 0.9) with ¢ = 0.80

OSR b O by Welfare — o,(%) Ory (%) oy (%)
Rule Cost (%)
Redis. 0 3 0 XR = 0.169 0.122 0.128
Policy 0.0120

XP =

0.0350
Agri. 0.7160 3 0 XR = 0.590 0.074 0.103
Produc- 0.0032
tivity

XP =

0.0029
Both 0.5585 3 0 XR = 0.542 0.146 0.244
Shocks 0.0156

Xp =

0.0380
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