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Abstract

Developing countries are characterized by underdeveloped financial markets
and a large share of informal sector in economic activity. Evidence suggests
that countries with less developed financial sector have lower government
spending multipliers. This paper quantifies government spending multipliers
in India using an estimated new-Keynesian DSGE model with two types of
entrepreneurs: formal and informal and imperfect financial market. In the
model, informal entrepreneurs are financially-excluded and the banking sec-
tor is monopolistically competitive featuring collateral constraint and sticky
interest rates. Results show that the government consumption multiplier is
significantly less than one at all horizons. The government investment mul-
tiplier is also significantly less than one at shorter horizons, but becomes
approximately one at longer horizons.
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1 Introduction

There is a large empirical literature which has tried to quantify government
spending multipliers for various countries. This literature finds that gov-
ernment spending multipliers in developing countries are in general smaller
than in developed countries (IMF 2008, Illzetzki et. al. 2013, Hory 2016).
Stijn and Tims (2014) and Hory (2016) also find that countries with less de-
veloped financial sector have lower government spending multipliers. These
later findings suggest that imperfections in financial sector may be important
in shaping the fiscal transmission mechanism.

Most developing countries are characterized by two important and inter-
related features: a large share of informal sector in economic activity and a
limited development of financial markets. In a typical developing country,
informal sector employs 70% of labor force and accounts for 1/3rd of GDP
(Loayza 2016, World Bank 2022). This sector mainly consists of lower-skilled
and lower-paid workers, with less access to finance and social safety nets,
small farmers and firms mainly engaged in production of non-traded goods
and services using labor-intensive technologies (La Porta and Shleifer 2014,
ILO 2018, World Bank 2022). It largely operates outside the purview of
government rules and regulations. Most of the informal firms have limited
access to capital markets and have to rely on internal funds to meet their
expenditure (Farazi 2014, La Porta and Shleifer 2014).

Financial markets in developing countries are also characterized by lim-
ited competition in the banking sector and collateral requirements due to
the problem of contract enforcement and asymmetric information. Evidence
from the World Enterprise Surveys of World Bank suggests that the collateral
requirement acts as a major barrier for firms to raise resources in developing
countries (Dabla-Norris et. al. 2015, Fan et. al. 2020). Additionally, in
many developing countries domestic banking sector is subject to financial
repression which creates captive domestic market for government debt and
imposes significant implicit tax on financial sector (Giovanini and de Melo
1993, Reinhart and Sbrancia 2015).

The main goal of this paper is to analyze and quantify government con-
sumption and investment multipliers in the context of a developing country
characterized by a large informal sector and less developed financial markets.
For my analysis, I develop and estimate a new-Keynesian DSGE model with
two-sectors: formal and informal featuring a rich set of financial frictions
commonly prevalent in developing countries.



In the model, there are two types of entrepreneurs: formal and infor-
mal. Formal entrepreneurs produce formal goods and hire workers in for-
mal labor markets. Informal entrepreneurs produce informal goods and hire
workers in informal labor markets. Consistent with the evidence, only for-
mal entrepreneurs have access to the banking sector. The banking sector
is monopolistically competitive with sticky interest rates and is subject to
collateral constraint ‘a la Kiyotaki and Moore (1997). Borrowing by formal
entrepreneurs cannot exceed a given fraction of the value of their physical
capital. Formal goods and labor markets are monopolistically competitive
and are subject to nominal rigidities (Calvo pricing). Informal goods and
labor markets are competitive. The government capital is productive and
may have differential effect on the productivity of formal and informal sec-
tors. Government finances its expenditure through distortionary taxes and
borrowing.

[ first analyze and estimate a model (Benchmark model henceforth) in
which all (worker) households have access to banking sector (Ricardian)
and they supply labor to both formal and informal sectors. Then, I ana-
lyze a model with heterogeniety among households in which a fraction of
households are financially-excluded (non-Ricardian). As discussed below,
estimation results show that data prefers the Benchmark model over mod-
els with a large share of non-Ricardian households. I also analyze models
with financial-repression and competitive banking to understand the role of
financial-repression and imperfect competition in banking in explaining busi-
ness cycle dynamics and their effects on government spending multipliers.

Models are estimated using annual data for India for the period 1970-
2016.! India is chosen for a variety of reasons. Apart for being a major
emerging market, the informal sector in India is large employing 86% of
the workforce and contributing 50% of GDP ( NCEUS 2007a, GOI 2012).
The banking sector is characterized by limited coverage, accessibility and
use of formal banking sector (Demigruc-Kunt and Klapper 2013, RBI 2014,
Badrinza et. al. 2017). Vast majority of informal enterprises do not have
access to banking sector (NCEUS 2007b). Data from the World Bank shows
that around 85% of loans to private sector by banks is collaterized in India.>

'The quarterly GDP data and its components are available from 1996:1 onwards for
India. However, this data reports total investment and does not provide its break-up
between private and government investment. The break-up between these two components
is available only at the annual frequency. Thus I use annual data for observables.

2Global Financial Development Series : Loans Requiring Collateral available at https :



Financial repression is extensively used and it has been an important source of
revenue for the government. Kletzer and Kohli (2001) estimate that revenues
from financial repression in India averaged 6% of GDP in 80’s and around
2.9% in 90’s.

Based on the comparison of log marginal data densities (Kass and Raftery
1995), I find that data very strongly favors the Benchmark model over a
model with a high share of non-Ricardian households. The log marginal
data density of the model with 65% of households being non-Ricardian is
estimated to be 413.89 compared to 707.47 for the Benchmark model.> The
log marginal data densities with the fraction of non-Ricardian households
being 0.50 and 0.10 are 592.99 and 707.86 respectively. These results suggest
that within the class of models (for the given set of observables) analyzed in
this paper, the inclusion of financially-excluded entrepreneurs obviates the
need to include the financially-excluded households.

Data strongly favors the Benchmark model over the model with com-
petitive banking (log marginal data density= 698.36), which highlights the
importance of incorporating monopolistic competition in the banking sector
with sticky interest rates in the model. Data also favors the Benchmark model
over the model with financial repression, but not strongly (log marginal data
density=704.73).

Based on estimation results, I use the posterior distribution of parameters
of the Benchmark model and the model with low fraction of non-Ricardian
households (0.10) to quantify government spending multipliers. Also since
data does not strongly favor the Benchmark model over the model with
financial repression, I also quantify government spending multipliers for the
model with financial repression for the comparison purpose.

Results from the Benchmark model show that the short-run mean output
multipliers of both government consumption and investment are significantly
lower than unity. The output multiplier of government consumption falls over

/ /databank.worldbank.org/reports.aspx?source = global — financial — development.
Similar is the case for other developing countries. Fan et. al. (2020) using the data
from the World Enterprise Surveys from 131 countries find that on average 77% of bank
loans are collaterized.

3Taking model X as null and Y as alternative, based on 2In(Bayes Factor) statistics
Kass and Raftery (1995) suggest following criteria: if 21n(Bayes Factor) > 10, there is a
very strong evidence against the null, if it is between 6 — 10 a strong evidence against the
null, and if it is between 2 — 6 a positive evidence against the null. If it is between 0 — 2,
it is not worth mentioning.



time with mean impact and 25-years present value multiplier being 0.72 and
0.60 respectively. The mean value of impact output multiplier of government
investment at 0.61 is smaller than the impact output multiplier of government
consumption. However, it increases over time and over longer term it becomes
approximately one. The size and pattern of output multipliers of government
consumption and investment based on the model with low fraction of non-
Ricardian households and the model with financial repression are very similar
to that of the Benchmark model.

In 1991 major structural reforms took place in India which were focused
on deregulating and opening of the Indian economy. To examine whether
government spending multipliers have changed in the post-reform period, I
reestimate the Benchmark model using data from 1992-2016 and calculate
the multipliers based on posterior estimates. Results show that the size
and pattern of output multiplier of government investment remain similar
to output multiplier based on the full sample. However, longer term out-
put multiplier of government consumption is significantly smaller, with the
present value of 10-years and 25-years government consumption multipliers
being not significantly different from zero.

To the best of my knowledge, this is the first paper which develops and
estimates a two-sector new-Keynesian model with two types of entrepreneurs:
with and without access to credit market to quantify government spending
multipliers. The other novel feature is the analysis of effects of different types
of financial market imperfections on government spending multipliers in a
unified framework. While the model is estimated for India, the analytical
framework developed is likely to be applicable to developing countries in
general.

My paper closely relates to four branches of the literature. First, it relates
to monetary DSGE models which study the effects of financial market imper-
fections on government spending multipliers. One branch of this literature
has examined the effects of collateral constraint on government consumption
multiplier. These studies have mainly focussed on the interaction between
collateral constraint and liquidity trap in the context of developed countries.
They find that the collateral constraint significantly enhances the government
consumption multiplier and it may become greater than one even outside lig-
uidity trap. (e.g. Ferndndez-Villaverde 2010, Carrillo and Poilly 2013).

The other branch of this literature has examined the effects of non-
Ricardian households on government consumption multipliers (e.g. Gali et.
al. 2007, Leeper et. al. 2017). These studies show that the presence of
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financially-excluded households weakens the negative wealth effect on pri-
vate consumption and it can significantly enhance government consumption
multiplier. Unlike these studies, I consider a much richer set of financial im-
perfections including differential access to banking sector by entrepreneurs.
Also my results show that the output multiplier of government consump-
tion remains significantly below one despite collateral constraint and non-
Ricardian households.

Secondly, this paper relates to studies analyzing the effects of imperfect
competition in the banking sector on economic dynamics in the DSGE frame-
work (e.g. Gerali et. al. 2010, Mandelman 2010, Andres and Arce 2012).
These studies focus on the role of imperfect competition in banking sector in
accounting for business cycle. My paper adds to this literature by examining
interactions among informality, imperfect competition in banking sector and
fiscal shocks.

Thirdly, there is a growing literature which has examined the role of
informal sector in propagating and amplifying business cycle in the two-sector
DSGE framework (e.g. Shapiro 2015, Ferndndez and Meza 2015, Coskun
2022). Another strand of this literature studies macro-economic effects of
monetary policy (Castillo and Montoro 2010) and product and labor market
regulations (Anand and Khera 2015, Levya and Urrutia 2020). My paper
contributes to this literature by analyzing interactions among informal sector,
financial frictions and fiscal shocks.

Finally, this paper contributes to the DSGE literature examining the
macro-economic effects of financial repression. The focus of these studies is
on the effects of financial repression on the monetary transmission mecha-
nism (e.g. Lahiri and Patel 2017, Banerjee et. al. 2020). In contrast, this
paper examines the effects of financial repression on the fiscal transmission
mechanism.

Rest of the paper is organized as follows. Section 2 presents the Bench-
mark model. Section 3 describes the empirical approach. Section 4 discusses
estimation results. Section 5 examines the models with non-Ricardian house-
holds, financial repression and competitive banking. Section 6 quantifies and
analyzes government spending multipliers using the Benchmark model and
models with financial repression and high share of Ricardian households.
Section 7 discusses robustness of results. This is followed by conclusion. For
brevity, I only present main equations in the text. All equilibrium equations
are listed in Appendix 1.



2 Model

This paper develops a New-Kenyensian model with two types of labor mar-
kets: formal (f) and informal (n) and two types of entrepreneurs (unit mea-
sures) : formal (Ef) and informal (En). Formal entrepreneurs operate in
the formal sector and informal entrepreneurs operate in the informal sector.
Formal goods are used for private and public consumption and investment,
export and import. But informal goods are used only for domestic private
consumption. Households (workers) and entrepreneurs consume both formal
and informal goods. The general model incorporates key characteristics of
formal and informal sectors identified in the literature and features a rich set
of financial frictions commonly prevalent in developing countries.

Formal entrepreneurs produce domestic intermediate goods used in the
production of formal final goods employing private and government capital,
labor and imported intermediate good. They hire workers in the formal
labor market. Informal entrepreneurs produce informal goods using private
and government capital and labor. They hire workers in the informal labor
market. Similar to Baxter and King (1993) and Leeper et. al. (2010), I
assume that government capital is a public good and the production function
in both sectors has constant returns to scale in private inputs.

Consistent with the evidence, I assume that the production technology
in informal sector has a lower productivity (TFP) and a smaller elasticity
of production with respect to private capital compared to the production
technology in formal sector. Evidence from India also shows that public in-
frastructure has a larger impact on the output of bigger firms compared to
smaller firms (Chatterjee et. al. 2021). Additionally, registered manufactur-
ing sector (larger firms) is much more import-intensive and is more reliant
on foreign technology compared to unregistered manufacturing firms (smaller
firms) and enterprises engaged in agriculture and services sector (Paul 2014
and Paul and Kumar 2021). To capture these aspects, I assume that the
informal sector has a smaller elasticity of production with respect to govern-
ment capital compared to the production technology in formal sector. Also
the private capital stock in formal sector and government capital consists of
both domestic and imported goods. But the private capital stock in informal
sector consists of only domestic goods.

Formal goods and labor markets are monopolistically competitive and
are subject to nominal rigidities (Calvo pricing) similar to a standard New-
Kenyensian model. Transactions in formal goods market are intermediated



through final good producers and retailers. Similarly, transactions in formal
labor market are intermediated through labor packers and unions. Informal
goods and labor markets are competitive. The government imposes tax on
the sales of formal final goods, profits of formal entrepreneurs and formal
wage earnings. Workers and entrepreneurs in the informal sector do not
pay taxes. In addition, there is no sales tax on informal goods.* These
assumptions reflect the fact that the formal sector in India is subject to a
variety of labor, fiscal and product market regulations, while the informal
sector is largely unregulated.

As discussed earlier, empirical evidence shows that only a small fraction of
firms have access to the banking sector in India. According to a Government
of India report on unorganized sector only 3% of unregistered units had access
to institutional finance in 2001-02 (Chapter 4, NCEUS 2007b). Similarly a
survey by the International Finance Corporation, World Bank shows that
more than 90% of small and very small enterprises did not have bank account
in 2010 in India.® To capture this I assume that only formal entrepreneurs
have access to banking sector. They can borrow from banks to finance their
expenditure. Informal entrepreneurs do not have access to the banking sector
and must finance their expenditure using their own resources.

The banking sector is modeled similar to Gerali et. al. (2010). Each
bank consists of three branches: retail deposit branch, retail loan branch, and
wholesale branch. Retail deposit branch creates a continuum of differentiated
(one-period) deposit contracts at no cost and sells them to households. It
loans collected deposits to the wholesale branch at the competitive rate.
Retail loan branch obtains loans from wholesale branch at the competitive
rate, creates a continuum of differentiated (one-period) loans at no cost and
sells them to formal entrepreneurs. Similar to Kiyotaki and Moore (1997),
due to limited enforcement of contracts formal entrepreneurs face a collateral
constraint. The amount of loan obtained by a formal entrepreneur cannot
exceed a given fraction of future value of its physical capital.

Due to imperfect substitutability, retail branches enjoy market power
and set their deposit and loan interest rates. Empirical evidence from India
shows that market interest rates particularly loan rates respond sluggishly

4Since informal goods market is competitive, there is no distinction between final (con-
sumed by households) and intermediate (produced by informal entrepreneurs) informal
goods. Similarly, there is no distinction between informal labor supplied by households
and labor employed by informal entrepreneurs.

°Data available at https : //data.world/ finance/ifc — enterprise — finance — gap.



to changes in the policy interest rate (Das 2015). To capture their sluggish
response in a simple way, as in Gerali et. al. (2010) I assume that retail
branches face quadratic adjustment cost in changing their interest rates over
time.

The economy is subject to capital control. Households and entrepreneurs
in the economy do not have access to international financial markets. Interna-
tional lending and borrowing are done by the government. This is consistent
with the Indian experience.®

To ease the exposition, I first present and discuss the Benchmark model
with only one type of (Ricardian) households with no financial repression. As
discussed earlier, data also prefers the Benchmark model over models with
high proportion of non-Ricardian (N R) households and financial repression.
The analysis of models with both types of households and financial repression
is undertaken in Section 5.

In the Benchmark model, all households have access to banking sector
and save in terms of one-period deposits. They supply labor to both formal
and informal sectors similar to Fernandez and Meza (2015). They own all the
final and retail good firms, banks and labor agencies (packers and unions).

One key difference between households and entrepreneurs is in the degree
of impatience. The discount factor of households, [, is higher than the
discount factor of formal entrepreneurs, Sgf, and informal entrepreneurs,
BEn. Thus, in equilibrium households save and entrepreneurs would like to
borrow.

The utility of ith type of agents depends on the CES aggregator of con-
sumption of both formal and informal final goods, c;, given by

Cit = [Xi/ccciftCC_l/Cc + (1 _ XC)l/CCcffL;l/CC]CC/CC_l

with 0< y.<1Vi=R, Ef & En (2.1)

where c¢;5; and ¢;,; are consumption of formal and informal final goods by
the ith type of agent respectively at time t. x. and (. are weight of formal

6The capital account was completely regulated in India till the end of 1992. Starting
November 1992 Indian currency was made convertible on current account, but not on
capital account. Since then there has been a progressive opening of capital account par-
ticularly in terms of inward capital flows. But Indian residents and firms are still heavily
regulated in terms of accessing foreign debt market (Mohan and Ray 2017). Even after
liberalizing of capital account since 1992, India remains one of the most heavily regulated
country among developing countries (Ferndndez et. al. 2015).
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goods in the composite consumption good and the elasticity of substitution
between formal and informal goods in consumption respectively.

The price of composite consumption good, P, is used as numeraire and
the inflation rate, m;, is defined as Pfj -. All prices are expressed relative to
the price of composite consumption good. Let py and p,,; be the (relative)
price of formal and informal final goods respectively, then the optimal intra-

temporal allocation implies that

1= xo((1 4 te)ppe) ™ + (1 — xe)png (2.2)

where tc; is the sales tax on formal goods.
The demand functions of formal and informal goods by the ith type of
agent are given by

cipt = XeCit((1+ tCt)pft)_gc & (2.3)

Cint = (1 = Xe)CatDt* (2.4)
fori = R, Ef & En.

2.1 Households

The utility of a household, i, depends on its consumption, cg.(i), and the
labor supply index, lg;(i). The labor supply index is defined as

Lre(1) = diplrype(i) + Lrne (4) (2.5)

where (rs (i) and lgy(i) are labor supplied to formal and informal sectors
respectively. ¢y captures the relative disutility of working in formal sector
and helps in matching the wage-differential between formal and informal
sectors observed in India.

The period utility of ith household is given by

In cge(i) — 1’fT e ()7 (2.6)

where pup is the relative weight of labor supply in the utility function of
household and 7 is the inverse of Frisch elasticity.

The ith household enters time period, ¢, with nominal one-period deposit,
Dy(7). At the beginning of period ¢, it chooses its consumption, cg(7), labor



supply, lgnt(7), and its sectoral composition, lg: (i) and lg, (), and amount
of deposits, Dyy1(7), which matures next period. While making its decisions,
it takes prices of formal final goods, ps, and informal goods, p,., real wages
received by households in the formal sector, wy,s, and informal sector, wy,,
and (gross) nominal rate of interest on deposit, Rpt+1(i), between periods ¢
and t 4+ 1 as given.

The total unit of deposit contracts bought by ith Ricardian household,
Dyy1(7), is a composite constant elasticity of substitution basket of differ-
entiated deposit contracts, Dyy1(7, ), bought from retail deposit branches
indexed j € (0,1) at the interest rate, Rp;11(4,7), and is given by

§a/€a—1
Dy y1(7) / Dyyq(i ])gd Ugdd]) (2.7)

where £; < —1 is the elasticity of substitution among deposit contracts. The
demand function of deposits is given by the solution of optimization problem

1
max ()/ Rht+1(i7j)Dt+1(iaj>dj
1) Jo

Dt+1(i7j)7Dt i

subject to (2.7), which yields

. NI AN
D =D —_ 2.8
i) = Diaai) (e 25)
where the deposit interest rate index
, L 1/1-¢4
R = ([ Bucatis-50a) (2.9
0
The ith household maximizes its expected utility
Ey ; By {m (i) — 1’szR (i )W}
subject to its budget constraint
. N Rpe(e Na ~ D
(1—twy)wn sl m e (V) +wnel e () + ’}_i(z) Dy(i)+divy, = cpy(i)+ tg( ) tio ¥t >0
t
(2.10)
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(2.3), (2.4), (2.5) and (2.7) given prices, taxes and laws of motion for exoge-
nous stochastic processes. v, twy, to, and divt are preference shock, tax rate
on formal wage earnings, real lump-sum tax and total real dividend received
from final good producers, banks, unions and labor packers by the ith house-
hold respectively at time t. Throughout the paper, variables with " refer to
aggregate quantity variables which private agents take as given while making
their decisions.

2.2 Production

Informal Entrepreneurs

Informal entrepreneurs produce informal goods at time ¢, yg,;, using their
own private capital, kp,;, government capital, kg;, and labor, l,,;. The infor-
mal sector production function is given by

Yin = KAKG " kporllso with oy, & K € (0,1) & agn >0 (2.11)

where A, is an exogenous stochastic total factor productivity (TFP). Param-
eter k captures the lower productivity in the informal sector.

The utility of an informal entrepreneur depends on its consumption, cgy,;.
At the beginning of time period ¢, an ith informal entrepreneur enters with
kpn(i) amount of private capital stock and maximizes its inter-temporal
utility function

oo
Ey Z Bin I ()
t=0
by choosing its consumption, amount of labor to hire, [,,;(), private capital

investment, Ip,;(7), and next period private capital stock, kp,:+1(7), subject
to its budget constraint

CEnt(i) - pntyEnt(i) - wm&lnt(l) - (1 + tct)pftlpnt<l> (212>

and the law of motion of private capital stock

kpni1(i) = Ipp(i) + (1 = 6)kpni(4). (2.13)
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As discussed earlier, informal entrepreneurs do not have access to the banking
sector and must finance their purchases using their income.

Formal Entrepreneurs

Formal entrepreneurs produce domestic intermediate good at time ¢, yg s,
using their own private capital, kpys:, government capital, /%gt, labor, {4, and
imported intermediate good, v;. They hire labor from labor packers and
purchase imported intermediate goods and sell their goods to retailers in a
perfectly competitive market.

The formal sector production function is given by:

afp Q&

Ypf = Atl%gfgfk:pft v f2l};af17af2 with 0 < app & ape <1 & ayp > 0.
(2.14)
The utility of a formal entrepreneur depends on its consumption, cgp. At
the beginning of time period ¢, the ith formal entrepreneur enters with kp ()
amount of physical capital stock and Bp, (i) amount of one-period nominal
borrowing maturing in time period ¢. It maximizes its inter-temporal utility
function

Ey Z By In (i)
=0

by choosing its consumption, total amount of one-period nominal borrowing,
Bpy11(i), amount of labor to hire, {(), private capital stock, kpy.41(i), and
private physical investment, Ips (), and its domestic, Ipgp(7), and imported
component, Ip,;(i), subject to its budget constraint

Br(7)
P

t

cep(i) + RE; 4 + s¢Ippi(i) =

Biy(i)

I

where pg e, Si, W, por and Ry (i) are relative price of domestic intermediate
good, relative price of composite investment good, real formal wage, relative
price of imported good and the nominal rate of interest on loan between
periods ¢t — 1 and ¢ respectively. The term in the bracket of right hand side
is the real profit of formal entrepreneur and tk; and tz; are the tax rate on
profits and custom duty respectively.

+ (L= th)[peryesy — wrdpe(i) — pa(l+ t2)v ()] (2.15)
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As discussed before, formal entrepreneurs face a collateral constraint: the
borrowing amount of a formal entrepreneur inclusive of repayment cannot
exceed a given fraction of expected future value of its private physical capital,

B . .
%OREH—I(Z) < Yekpeia () ErGraTe (2.16)
t
where Rp1(7), ¥y, and ¢ = % are nominal interest rate on loan, stochas-

tic loan to value of capital (LTV) ratio and the equilibrium real price of
capital /Tobin’s Q at time ¢ respectively.

The law of motion for private capital accumulation of ith formal en-
trepreneur is given by

, 2
kppesi(i) = Ipft(i)—i—(l—é)kpft(i)—% (k]f]];;—:zi(;) — 1) kppe(i) with 0 < 6 < 1.
(2.17)

Formal entrepreneurs face quadratic cost in changing capital stock outside
the steady state, where ¢, is the adjustment cost parameter. The total
private investment, Ipy, is given by the CES aggregator

Ippu(i) = [ I e (8) ™Y (L) Ipag (4) 474/ with 0 < g < 1

(2.18)
where Y and (j are weight of domestic investment good in the composite
investment and the elasticity of substitution between domestic and imported
investment goods respectively.

Let Ay be the Langrangian multiplier associated with (2.16). In the
symmetric equilibrium with the binding borrowing constraint, the first order
conditions for borrowing, Bpgs.1, and private physical capital investment,
kpfev1, are given by

1 1 R
Bgit1 1 — — MR = Berky RNy (2.19)
CEt CEt+1 Tit4+1
k S
Eppis (1 + Ort ( iftﬂ - 1)) 2 U A BT 1 G =
pft CEt
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CEt+1 2

1 S [ kp ’ kp
BerEi— (Tf—&—l(l — Tht1) + St41 (1 —0— — (ﬂ - 1) + ¢k (ﬂ -

kpft-H
(2.20)
is the real value of marginal product of capital at time ¢.

kpft+1

where ¥ = p—E;:yEf ¢
Pft

Demand for Loans

The total unit of loan contracts bought by ith formal entrepreneur, Bgyy1(7),
is a composite constant elasticity of substitution basket of differentiated loan
contracts, Bgs11(7, ), bought from retail loan branches indexed j € (0, 1) at
the nominal interest rate, Rgyy1(7,J), and is given by

>§e/§e_1

1
Bpi (i) = (/ BEt+1(iaj)£E_1/£Edj (2.21)
0

where £ > 1 is the elasticity of substitution among loan contracts. The
demand function for loans is given by the solution to the expenditure mini-
mization problem

Bgt11(4,3),Bet+1

1
min (,)/ REt—i—l(iaj)BEt-‘rl(ivj)dj
1) Jo

subject to (2.21), which yields

Benli.j) ))_& (2.22)

B 1,j) =D { .
pr+1(4, ) Bry1() ( 0]
where the loan interest rate index is given by

1 1/1_55
Rpi1(1) = (/ REt+1(i,j)1_§edj) . (2.23)
0

Final Good Producers, Retail Good Producers and Price Setting:
Formal Sector

Formal final good producers combine a continuum of formal retail goods,
ys(7), indexed i € (0,1) to produce the formal final good, y,

1 ‘ N\Ew/by—1
Y = (/ yft(z)gy_l/gydz> (2.24)
0
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where , is the elasticity of substitution among formal retail goods. They
sell their goods to consumers, entrepreneurs and government and export in
a perfectly competitive market.

The optimization problem of formal final good producers can be expressed
as

1
max P —/ Pre(i)ype(i)di
yftvyft(l) 0

subject to (2.24) where py(7) is the relative price of ith type of formal retail
good. The optimization problem yields the demand function for formal retail
goods

yse(i) = yppp(i) = (2.25)

where the aggregate relative price index of formal final good, py, satisfies

1 1/1*5y
Pt = (/ pﬁ(z’)l—5ydz’> . (2.26)
0

There is a continuum of formal retail good producers indexed ¢ € (0, 1),
who produce differentiated formal retail goods, y;(i), using domestic formal
intermediate good as input. In each time period, a formal retailer receives a
signal with probability 1 —+, with 7, € (0, 1) that it can change its nominal
price, P7,(i). The formal retailer who does not receive the signal keep its
price unchanged.

The optimization problem faced by the ith formal retailer who can change
the price at time ¢ is given by

p;t(i)

- D (1 i
H:—T—n Tiin ft4+n ft—l-n( )

max FE n gn 5\5 x [
P, (0 re(2) tnzzo% R \ct4+n Tt
subject to (2.25) where p},(i) = L iit(i) and A% is the Langrangian multiplier

associated with the budget constraint of representative household (2.10).

Labor Packers, Unions, and Wage Setting: Formal Sector

Labor packers in the formal sector combine a continuum of labor services,
l#+(j), indexed j € (0,1), to produce composite formal labor, s, and sell it
to formal entrepreneurs in a competitive formal labor market with
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! _ Na/a-1
lye = (/0 lft(])&_l/&dj) (2.27)

where & is the elasticity of substitution among labor services.
The optimization problem of labor packers can be expressed as

1
max wftlft—/ wr () () dji
0

lft7lft(j)
subject to (2.27) where wy(j) is the real wage of jth type of labor service

and wy, is the aggregate formal real wage index. The optimization problem
yields the demand function for formal labor services

1) = 1y (22 >>_& (22)

wft

and the aggregate formal real wage index is given by

! 1/1-§
Wy = </0 wft(j)l_&dj) : (2.29)

There is a continuum of unions in the formal sector indexed j € (0,1),
who buy homogeneous labor from households and produce differentiated la-
bor services, [7(j). Similar to formal retailers, in each time period, a union
receives a signal with probability 1 —~,, with v, € (0, 1) that it can change
its nominal wage, W, (7). The union which does not receive the signal keeps
its nominal wage unchanged.

The optimization problem faced by the jth union which can change its
wage in time ¢ is given by

max By Z ARBRAER . {wﬁ—m
L (), (7) W T men
W, ()

P

— Whft+n lftJrn(j)
n=0

subject to (2.28) where w},(j) =

2.3 Banking Sector and Policy Interest Rate

Retail Loan Branches

The jth retail loan branch obtains credit, Bgi1(j), from the wholesale
branch at the nominal interest rate, Rj;.1, at time ¢, differentiates them
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at no cost and sells loan contracts to intermediate good producers at the
nominal interest rate, Rg;11(7). Asin Gerali et. al. (2010), it faces quadratic
adjustment cost in changing its interest rate which is proportional to the
aggregate returns on loans.

The optimization problem of jth retail loan branch is to

(R Ry B j
Rpi+1(4),Br+1(5)) [Rpi41(J) — Ri1] Bees1 (J) —

A\ ) 2 R
E, E Ct k —1) Rg; B
max L 2 REt (]) ) FEt+1P Et+1

¢e ( REt+1 (]

subject to (2.22), where BEt+1, Rpiiq, and ¢, are aggregate amount of loan,
average nominal interest rate on loans and adjustment cost parameter re-
spectively.

In the symmetric equilibrium, Rgi1(j) = Rger1, and the first order
condition reduces to

Ry ) <REt+1 ) (REt+1>
1+&6&(————1) — o, -1 e
5 (REt—l—l (b REt REt

B R R /B
eE ct+1 Ft+1 - 1 Et+1 Et+1 _ O 230
Y ( R R Bux (2:30)

In the absence of adjustment cost (¢, = 0), Rgi11 = f—iletH-

Retail Deposit Branches

Similarly, jth retail deposit branch collects deposits from households and
puts its deposits, D;,1(j), with the wholesale branch at the nominal interest
rate, Rg 1. It faces quadratic adjustment cost in changing its interest rate
which is proportional to the aggregate returns on deposits. The optimization
problem of jth retail deposit branch is to

A da (Rht G N, -
max B,y SN Ry .y — Ry ()] Den () — 5 (=5 — 1) RuD
Rnor () Dost () tt:() j2) [Rar 1 he+1(3)] D1 (7) 9 Ru(j) nt+1 D111

subject to (2.8), where ﬁt+1, Rpiv1 and ¢4 are aggregate units of deposit,
nominal interest rate on deposit and adjustment cost parameter respectively.
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In the symmetric equilibrium, Rp;41(j) = Rpev1, the first order condition

reduces to
Ry ) (Rht-H ) (Rht—i-l)
-1 - -1 - —1 —
‘ (Rht+1 ba Ry, Ry

N /R R /D
E ct+1 ht+1_1 ht+1 t+1 —0. 231
+OrbaEy N ( R, Ry, D, (2.31)

In the absence of adjustment cost (¢q = 0), Rpir1 = §f—i1Rdt+1.

Wholesale Branches

Wholesale branches at time ¢ accept deposits from retail deposit branches,
D, 4, and allocate these deposits among credit to retail loan branches, By 1,
the government, By 1, and the central bank, B.i. The amount of govern-

ment borrowing follows an exogenous stochastic process described below.
Divrt
P

The real cash flow of the representative wholesale bank at time ¢,
is given by

Div%”b . btJrl n Ry By n Ry By, . Ry By Rdtbt n By n Byiy1  Bea

p " p TR TTH

(2.32)
where Ry is the nominal interest rate on credit to government and central
bank between time-periods ¢ and t+1 respectively. In the Benchmark model,
I assume that there is no financial repression and a wholesale bank is free
to allocate its credit among retail loan branches, the government and the
central bank. In section 5, I analyze the model with financial repression, in
which wholesale banks are required to provide a policy determined amount
of credit to the government and the central bank at administered interest
rates.

Since wholesale branches can freely allocate the credit between the private
and public sectors,

By By By By By

th+1 = Rgt+1- (233)

Then the zero-profit condition for the wholesale branch implies that
Ryy1 = Rary1 = Ry (2.34)
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The nominal interest rate on credit to the government and the central
bank, Ry 1, follows the standard Taylor rule’

ln(Rgt+1/Rg) = Prg ln(Rgt/Rg) +(1— Pv"g) (1 In(7, /) + 1y In(gdp:/gdp)] + Ergt

with e.g ~ NID(0,07,) (2.35)

where gdp;, 1. and 7, are real GDP at time ¢ and sensitivity parameters to in-
flation deviation from its steady-state and output gap respectively. Through-
out the paper, a variable without subscript ¢ indicates its steady state value.

Wholesale banks keep a certain fraction of their deposit, crr, with the
central bank as cash-reserve:

Bct+1 = CTTDt+1 (236)

where crr is the cash-reserve ratio.

2.4 Government Expenditure and Taxes

I treat formal private and government investment symmetrically. Similar
to formal private investment, government investment, fgt, consists of both
domestic investment good, I gnt, and imported investment good, I gz, and is
given by the CES aggregator

~

1

1/¢e 5 Sk—1/Ck
gt = [X]g/CRIhgt

. -1
(1= ) VG ST, (2.37)
The government chooses Igp and Ig., to minimize its investment expendi-
ture. The government capital stock evolves as follows:

kg = (1 — 8)kg, + Ig, with 0 < § < 1. (2.38)

The government finances its expenditure through taxes and domestic and
foreign borrowing. I assume that the central bank makes available borrowed
fund to the government every period. Then, the consolidated government
budget constraint satisfies

"Given the captive nature of market for government bonds in India, taking rate of
interest on government bonds as a policy instrument is fairy common in the literature
(e.g. Lahiri and Patel 2016, Banerjee et. al. 2020).
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A A

Bgiy1 + Bct-l-l " B
P, P,

Bgt + Bct th
—+ R — (2.39
B R (2:39)

taz,+ = priCot+5ilgi+ Ry
where taz; and thﬂ are total real tax receipt and nominal foreign borrowing
in terms of domestic prices by the government respectively at time ¢t. R,; is
the (gross) nominal international interest rate in terms of domestic prices on
government borrowing between time periods t — 1 and t.

The total real tax receipt, tax;, is given by

taz, = tepp(Crpe + Cufpe + Conpe + Cqr + jpfht + jght) + twtwhftZth

tkipEpYE — wftift — P (1 +t2) 0] + tztpzt(jpzt + fgzt + ) + to;. (2.40)

I assume that government consumption expenditure, pcy = pricgr, ZOV-
ernment investment expenditure, $/g; = s;/¢;, and tax rates on consump-
tion, wages, profits, and imported goods follow stochastic auto-regressive
processes:

s1gy s1gi1
| oy |39 : 2.41
ﬁcgt} B [ﬁcgt—l} .
].n — | = pc - + €cqt; 242
[pcg g pcg gt ( )
t te, b
(=) = pre (L) + miCin(-24) + ere,; (2.43)
tc c bg
tw tw,_ -
th thy 1 by
ln(t—kf) = pu In( ttk; )+ ngln( ZA)gt> + ew, & (2.45)
tz tzi—1 2 ng
In(*) = pre In(— 1) + migln(g—? + ez, (2.46)

t

2 Bot - . . .
where by = 7o Is government borrowing in real terms at time ¢ and p;

and o; indicate the auto-regressive coefficient and standard deviation of
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variable i respectively. Shocks to variable i, e;, are assumed to be nor-
mally and independently distributed with mean 0 and variance, o2, with
i = Ig, cg, te, tw, th & tz. m?,g measures the responsiveness of tax rate,
1 = te, tw, tk & tz to the deviation of government debt from its steady state.

The government borrowing in real terms, l;gtﬂ, follows the stochastic
process

. . PN he sI .
1(bytr1/bg) = oy In(bye/by) + %ecgt + 13_9% + epguwith €y ~ NID(0,07,).

9 Y
(2.47)
Shocks to government spending is financed by government borrowing on im-
pact. An increase in government spending leads to a rise in government
borrowing by equal amount in the initial period.

Other Exogenous Stochastic Processes

The LTV ratio, ¢y, follows an exogenous stochastic autoregressive process:

(¢ /1) = py In(Yr_1/1) + ey with ey ~ NID(0,07). (2.48)

The TFP, A;, follows an exogenous stochastic autoregressive process:

InA; = poIn Ay_1 + ey with ey, ~ NID(0, 02). (2.49)

I assume that the government targets net-export to GDP ratio, nxy,
which is characterized by an exogenous stochastic autoregressive process

LY — NTY = Pray(NTYi—1 — NTY) + Epayr With €5 ~ NID(0, Ufmy). (2.50)

It implies that the government adjusts its foreign borrowing to achieve the
desired net-exports to GDP ratio, since the net-export in nominal terms,
N X, satisfies

NXt — RZtBZt - th+1. (251)

I assume that the law of one price holds for the relative price of imported
goods/real exchange rate, p,;, in the long run and pz = 1. In the short-run,
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p.¢ fluctuates around its long run value and responds to government spending
shocks:

Inp.: = pp.np +m€;ecgt—|—m§;efgt+epzt with ey, ~ N1D(0, UIQJZ) (2.52)

where m?” measures the responsiveness of real exchange rate to government
spending shock ¢ = cgt & Igt. This formulation captures the effects of
government spending on the real exchange rate in a reduced form. Finally, I
assume that preference shock follows an autoregressive process

Inv, = p,Inv,_1 + e, with e, ~ NID(0,02). (2.53)

Aggregation and Equilibrium

The definition of equilibrium is standard. The economy satisfies following
market clearing conditions and resource constraints.

Credit Market : EEHI = Bltﬂ. (2.54)
Intermediate Formal Goods Market : g = 95 Vpye- (2.55)
Formal Labor Market : Zth = thvwft. (2.56)

where V5 and V,, 5 are measures of price and wage dispersion respectively
(defined in Appendix I).

Informal Sector Labor Market : L,,; = L. (2.57)

Resource Constraint Formal Goods :

Prilse = pft(éth+éEfft+éEnft+égt+fphft+jpnt+fght+ﬁift)+pzt(jpzt+j9zt)

. 2 . .
+% kppiea 1) i +@ <Rht+1 B 1)2 Rht+1Dt+1+@ (REt+1 B 1)2 Rpii1Bei1
2\ ks "2\ Ru P, "2\ R P

(2.58)
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Resource Constraint Informal Goods :
@Emﬁ = éRnt + éEfnt + CEnnt- (259)

9dpy = Pt + PrtEnt

. 2 . .
_ﬂ (k‘pft—i-l _ 1) fi‘p _@ (% - 1)2 Rpiv1Diiq _% (REt+1 B 1)2 Rpty1Bet
2 kp ft It 2 Ry, P, 2 Rpy P, .
(2.60)
In equilibrium, the real price of capital/Tobin’s Q, ¢;, equals the real
marginal cost of investment:

k
g=s |1+ (2L 1)) & (2.61)
kpft

se= Da((L+teppe)' ™ + (1= xu) (1 + ta)pa) 4% (2.62)

3 Empirical Approach

I use Bayesian framework to estimate models using 13 observables: (i) real
GDP (ii) real private consumption expenditure (iii) real government con-
sumption expenditure (iv) real government investment (v) real credit of com-
mercial banks to private sector (vi) real credit of commercial banks to the
government (vii) inflation rate (viii) nominal interest rate on government
borrowing (ix) real sales tax revenue (x) real income tax revenue (xi) real
corporate tax revenue (xii) real custom duty revenue and (xiii) the real ex-
change rate for the period 1970-2016 from India. As separate data for the
wage tax revenue is not available, I proxy it by the income tax revenue.®
All data series except for the real exchange rate are taken from the
Database of Indian Economy, Reserve Bank of India available at https :

8In the model, real tax revenues are defined as: Wage Tax Revenue = twtwhftZth7
Sales Tax Revenue = teipri(Crye + Cufpe + Cunpt + Co + fpfht + fght), Profit Tax Revenue
=thpe U — Wil — pae(1+12,)0,) & Custom Duty Revenue = t2yp.i (Lo + 1 9.0 +04).
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//dbie.rbi.org.in. The real exchange rate data is taken from Zsolt (2020).°
All variables other than the inflation rate, interest rate on government bor-
rowing and real exchange rate are in terms of real per-capita (Base 2004-05).
To be consistent with model variables, the inflation rate is calculated using
private consumption deflator. Except for the real exchange rate, nominal
variables have been converted into real variables using private consumption
deflator. To filter out trends in observables, I take the log of observables and
filter them using quadratic time-trend.

For estimating models, I log-linearize them. Model likelihoods are ob-
tained using Kalman filter. For posterior simulations, I use Markov Chain-
Monte Carlo (MCMC) method. I employed three chains and two hundred
thousand draws were taken from each chain. I discard first 50% of draws to
minimize the impact of initial values. I also control the variance of candidate
distribution from which simulations are drawn to achieve the acceptance rate
of around 25%.

3.1 Priors and Calibrated parameters

As is standard, I estimate a set of parameters and calibrate the rest. The
choice of estimated parameters are guided by feasibility. I am able to esti-
mate autoregressive parameters and standard deviations of exogenous shock
processes, parameters of Taylor rule, fiscal policies, real exchange rate and
adjustment cost parameters, ¢, ¢q & ¢@y.

Rest of the parameters are calibrated. The values of calibrated param-
eters are chosen on the basis of existing literature and to match selected
long-run features of the data. A period is taken to be one year. As dis-
cussed earlier, the break-up between private and government investment is
only available at the annual frequency. The values of calibrated parameters
of the Benchmark model and calibration targets are reported in Table 1 and
Table 3 respectively. Below I discuss in detail the calibration process for the
Benchmark model. I follow the same approach for calibrating other models.

Calibration

I proxy the retail interest rate on deposit, Ry, retail interest rate on loans,

9The data set on real effective exchange rate is prepared by Darvas Zsolt for 178 coun-
tries and is available at https : //www.bruegel.org/2012/03/real —ef fective—exchange —
rates — for — 178 — countries — a — new — database/
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Rpg:, and interest rate on government borrowing, R4, by the interest rate on
1-3 years savings deposit account, interest rate on one year loan and annual
weighted average call money rate respectively. Data shows that the average
interest rate on 1-3 years savings deposit, interest rate on one year loan and
annual weighted average call money rate in India between 1980-2016 were
equal to 1.0847%, 1.1094% and 1.0878% respectively. I set & = 138 and
¢4 = —350 so that the Benchmark model matches the steady-state values of
Rh, RE and Rg.

The average inflation rate between 1970-2016 as measured by the pri-
vate consumption deflator is equal to 1.07. I set m = 1.07. In the steady-
state, fr = VR which implies fr = 0.9864. I set Bg, & Bry = 0.96
such that Bg,Rp & BgsRe < 1. Thus, in equilibrium both types of en-
trepreneurs would like to borrow and the collateral constraint binds for for-
mal entrepreneurs in the neighborhood of steady-state.

I set the elasticity of substitution between domestic and imported capital
goods, (; = 1.5, similar to Anand et. al. (2010). The weight of domestic
investment good in composite investment good, Y, is set equal to 0.90 to
match the average ratio of import of capital goods to total imports (0.26) for
the period 1980-2015 at the prior/calibrated values of other parameters.

The elasticity of substitution among formal retail goods, &, is set equal to
6, which implies the steady state mark-up of 20% ( 5511
and Rathore (2016). I set the elasticity of substitution among formal labor
services, &, symmetrically equal to 6 as there is no evidence regarding the
wage mark-up in India. I set Calvo parameter in the formal goods market,
vp = 0.25, similar to Banerjee and Basu (2019), who estimate that average
price duration at the aggregate level in India is 2.6 months. Symmetrically,
I set v, = 0.25.

There is no evidence regarding the elasticity of substitution between for-
mal and informal goods in consumption for India. I set the elasticity of
substitution between formal and informal goods in consumption, (. = 8, as
in Ferndndez and Meza (2015). To check for the sensitivity of results, I also
estimate the model with lower value of (. = 4 reported in section 7. I set the
inverse Frisch labor supply elasticity to 2, which is standard in the literature.
The weight of leisure in the utility function, %, is set such that the house-
holds spend approximately 1/3rd of time working at the prior/calibrated
values of other parameters.

I set the elasticity of output with respect to private capital in the formal

) as estimated by Pal
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sector, ap; = 0.33. The values of elasticities of output with respect to gov-
ernment capital, ay; & ayg,, relative productivity of informal sector, &, the
elasticity of output with respect to private capital in the informal sector, ay,,
the share of formal goods in consumption, y., and the relative disutility from
working in the formal sector, ¢;¢, are set such that the model matches major
features of formal and informal sectors in India.

Empirical evidence shows that the informal sector accounts for 86% of
total employment and approximately 50% of GDP in India (NCEUS 2007a,
GOI 2012). Agriculture is the most dominant sector accounting for the vast
majority of informal employment, followed by services and manufacturing
sectors. The services sector is the most dominant in the formal employment
followed by manufacturing sector. Evidence also shows that the average
wage in the formal sector is much higher than in the informal sector. Using
data from two rounds of National Sample Survey for 2004-05 and 2011-12,
Kumar and Pandey (2021) find that the average wage in formal sector was
approximately 3.5 times larger that the average wage in informal sector in
India.

There is no evidence regarding the effect of government investment on
the output of formal and informal sectors. Chatterjee et al. (2021) examine
and estimate the effects of public infrastructure on the output of formal and
informal manufacturing sectors in India. They find that the output of the
formal manufacturing sector is much more responsive to public infrastructure
relative to the informal manufacturing sector. The public infrastructure has
a negligible impact on the output of informal manufacturing sector.

At the same time empirical evidence suggests that government invest-
ment has a significant positive effect on output and private investment in
the agricultural sector in India (Dhawan 1998, Fan et. al. 2008, Akber and
Paltasingh 2019). Given the sectoral divergence in the effects of government
investment on output, I set ay; = 0.16 and ay, = 0.02 in the Benchmark
model in line with the estimates of Chatterjee et al. (2021). To check for
the sensitivity of results, I also estimate the model with «,, = 0.05 reported
in section 7. I set kK = 0.085, o, = 0.27, x. = 0.25 and ¢;y = 3.40 so as
to match the share of informal employment in total employment (0.86) and
GDP (0.50) and the formal and informal sector wage differential (3.50) at
the prior/calibrated values of other parameters.'®

104, ¢ > 0 is needed because at margin households are going to be indifferent between
working in formal and informal sectors. The tax on wage income in India is not large
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The values of remaining calibrated parameters are set to match steady-
state values of macro-aggregates in India. The elasticity of imported in-
termediate good in formal production, ays, the depreciation rate, J, the
steady-state levels of government consumption, pcy, government investment,
sl,y, and net-exports to GDP ratio, nzy, are set to match average private
consumption to GDP ratio (0.66), private investment to GDP ratio (0.16),
government investment to GDP ratio (0.09), government final consumption
expenditure to GDP ratio (0.11) and net-exports to GDP ratio (-0.019) for
the period 1970-2016. The steady state government domestic borrowing in
real terms, bg, cash-reserve ratio, CRR, and loan-to-value ratio, v, are set
to match the average commercial bank credit to government to deposit ratio
(0.28), commercial bank credit to central bank to deposit ratio (0.08) and de-
posit to GDP ratio (0.40) respectively for the period 1970-2016. Steady state
rates of wage tax, 7, sales tax, 7., corporate tax, 75, and custom duty, 7,
are set to match average income tax revenue to GDP ratio (0.007), sales tax
revenue to GDP ratio (0.061), corporate tax revenue to GDP ratio (0.015),
and custom duty revenue to GDP ratio (0.02) for the period 1970-2016. Data
suggests that indirect taxes, particularly sales tax, are far more important
than direct taxes in terms of total tax revenue.

Priors

Priors for the parameters of Benchmark model are given in Table 4. In
choosing priors, I largely follow previous literature. I choose Beta distribution
with support [0, 1] for autoregressive coefficients, p;, and the elasticity of tax
rates to government debt, mj,. For mj,, I set their prior standard deviation
to be 50% of their prior mean. For the auto-regressive coefficients, in general
I set their prior standard deviation to be 25% of their prior mean except
for the cases in which it leads to unbounded density. For these coefficients
(Pys Prgs Piis Pz & pp2), I set their prior standard deviation to be 15% of
their prior mean.

For the standard deviation of structural shocks, o;, I choose very diffuse
Inverse-Gamma distribution. For these parameters, I set their prior standard

enough to generate the observed wage differential between these two sectors. One can think
of ¢ as a reduced form of disutility incurred in obtaining formal jobs. One potential way
to generate such a wage differential is to use search and matching framework as in Castillo
and Montoro (2010), Shapiro (2015), and Anand and Khera (2015). The interaction
among the labor market search, financial frictions and government spending is left for
future research.
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deviation to be infinity. For adjustment cost parameters ¢, ¢g4, and ¢
and Taylor rule parameters 7, and 7,, I assume that they are drawn from
the Gamma distribution. For adjustment cost parameters, I set their prior
standard deviation equal to 25% of their prior mean. As there is considerable
uncertainty about monetary policy rules followed by the central bank in
India, I set prior standard deviation of 7, and 7, equal to 50% of their prior
mean.

Das (2015) estimates pass-through of shocks to policy rate to bank inter-
est rates using monthly data from 2002:3-2014:10 for India. She finds that
the pass-though is much faster for deposit rates than loan rates with the
estimated duration of 50% pass-through to deposit rate and loan rate of 4.1
months and 8.1 months respectively. I set ¢4 = 6 and ¢; = 40 such that
the model generates pass-through of policy rates to interest rates similar in
magnitude to Das (2015) at the prior/calibrated parameter values.

I set p, = 0.41 and o, = 0.013, the values estimated by Ghate et. al.
(2016) for the TFP process in India for the period 1992-2010. To set prior
values of parameters of Taylor rule, I estimate (2.35) using filtered data
of annual yield on 1-5 years government bond, per-capital real GDP, and
inflation rate for the period 1980-2016. The estimation implies that p,, =
0.82, n, = 0.35, n, = 1.50 and 0,4 = 0.005.

Similarly, to set prior mean of auto-regressive coefficients (peg, prg, Pbg
Pray Ppzs Prws Prer Pk, and pg.), and their standard deviations, (0., 014,
Tbgs Onzy Opzs Otws Ttes Ok, and 0y,), I estimate the first order autoregressive
process for these variables using filtered data for the period 1970-2016. I set
their priors equal to estimated values.

Priors of elasticities of tax rates to government borrowing, mjs, my, mph
& mi; = 0.13 are chosen such that the increased tax revenue from dis-
tortionary taxes covers the additional debt repayment inclusive of interest
rate. There is substantial degree of uncertainty about the response of real
exchange rate to government spending, with some empirical studies finding
that a higher government spending leads to an appreciation in real exchange
rate (e.g. Kim and Roubini 2008 ), while others find that it leads to a depre-
ciation (e.g. Ravn et. al. 2012). To reflect this uncertainty, I assume that
mP> and mf are normally distributed with mean 0 and standard deviation
of 0.25. Finally, I set ¢, p,, 0, py and oy such that the model matches
the persistence and volatility of private consumption, private investment and
bank credit to private sector in India at calibarted/prior mean values of pa-
rameters.

28



4 Posterior Estimation

Estimated posterior distributions for the Benchmark model are summarized
in Table 5. Second and third columns of table report the posterior mean and
its 90% credible interval respectively.

Estimation results show that all shocks except for the TFP, government
borrowing, policy rate and net-exports to GDP ratio processes are very per-
sistent. The posterior 90% intervals of parameters of shocks processes and
Taylor rule are much narrower than their prior 90% interval suggesting that
data is very informative about these parameters. The posterior mean of pol-
icy rate response to inflation, 7, at 1.05 is somewhat lower than the values
commonly used in the literature (usually between 1.5 to 2.5). However, it is
in line with the empirical evidence from India that the central bank has been
less responsive to inflation particularly prior to 2000’s (Hutchinson et. al.
2010, Singh 2010). The posterior mean of elasticity of sales tax rate to gov-
ernment debt, m,t;;, and custom duty, m,ﬁz, are lower than their prior means.
But they are not estimated precisely. The mean estimate of mb> (-0.1223 )
suggests that a higher government consumption spending leads to an appre-
ciation of real exchange rate. But its estimate is not statistically different
from zero. Similarly, data suggests that government investment spending has
an insignificant effect on the real exchange rate. Data is not very informative
about the adjustment cost parameters, ¢;, ¢4 and ¢, as they are not precisely
estimated.

Matching Moments

In Table 6, I compare cross-correlations and volatility of key macroeco-
nomic variables generated by the estimated model relative to data.!! Results
show that the estimated model does well in matching the correlation pattern
of GDP with private consumption, private investment, government invest-
ment and borrowing. It generates pro-cyclical aggregate deposit and credit
to private sector and government consumption as in data. However, it un-
derestimates their pro-cyclicality. The model matches well the volatility of
GDP, private consumption, private investment, aggregate deposit, credit to
private sector and government consumption and investment.

Variance Decomposition

Values of estimated parameters are set at their posterior mean.
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Table 7 reports the variance decomposition. Results show that the major-
ity of variations in GDP is explained by shocks to TFP (29%) and net-exports
to GDP ratio (22%). Other major drivers of variations in GDP are shocks to
government investment and leverage ratio. Shocks to leverage ratio account
for majority of variations in private investment (58%), aggregate deposit
(70%) and credit to private sector (91%). Shocks to policy rate also play an
important role in explaining fluctuations in private investment. Variations in
private consumption are mainly explained by shocks to TFP (40%) and net
export to GDP ratio (21%). Shocks to government borrowing account for
a significant share of variations in aggregate deposit (16%). Overall results
show that shocks originating in credit market play a major role in accounting
for variations in macro-aggregates in India.

Impulse Response

Figures 1 and 2 depict impulse responses of key macro-variables to a 1%
positive shock to government consumption and investment respectively with
values of estimated parameters set at their posterior mean. Figure 1 shows
that real GDP (gdp), real private investment, labor supply and inflation
rate increase in response to a positive shock to government consumption on
impact. However, real private consumption falls.

Formal and informal sectors respond differently to a positive government
consumption shock. Real GDP (gdpr), employment, real private investment
and the price of final good in the formal sector rise. But, real GDP (gdpy),
employment, real private investment and the price of good in the informal
sector fall.'?> The informal real wage rises. But the formal real wage falls. The
impulse response also shows that the fall in private consumption is due to a
decline in consumption of households. But the consumption of entrepreneurs
increases.

Similar to a standard new-Keynesian model, a positive government con-
sumption shock increases the aggregate demand for formal goods leading to
a higher relative price of formal goods and formal sector GDP and employ-
ment. It incentivizes formal entrepreneurs to increase their consumption and
private investment. A fall in the marginal product of labor in the formal
sector reduces formal real wage. The relative price of informal goods falls,
which reduces informal sector GDP and employment and private investment
of informal entrepreneurs. A rise in the marginal product of labor in the

29dpne = Priyene and gdpry = gdpy — gdpny
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informal sector raises informal real wage. A fall in wage bill and private
investment leads to a rise in consumption of informal entrepreneurs despite
a fall in their income.

The negative wealth effect due to an expected increase in taxes reduces
consumption of households and increases their labor supply. The total real
GDP, private invetment and employment rise despite a fall in the informal
sector real GDP, private investment and employment. A rise in the price of
formal goods results in higher inflation.

The model has additional effects due to separation between entrepreneurs
and households and collateral constraint. A rise in demand for investment
good increases Tobin’s Q, which further encourages investment by formal
entrepreneurs. In the model, a rise in investment and consumption of en-
trepreneurs moderates the fall in aggregate demand due to negative wealth
effect compared to a standard New-Keynesian model.*?

The impulse response also shows that the informal sector real GDP and
employment rise above their steady-state values following their initial fall be-
fore converging back to their steady-state. Also the relative price of informal
goods falls further before it starts increasing. The reason is that a rise in
formal sector private investment increases future formal sector private capi-
tal stock. Thus relatively less workers are needed to produce a given amount
of formal goods. As the formal sector output is demand constrained, formal
sector employment falls relatively more. But as the labor supply remains
at the elevated level, more workers are absorbed in the informal sector. To
accommodate the increased supply of informal goods the price of informal
goods falls further.

A rise in formal sector private investment leads to a higher future marginal
productivity and a lower marginal cost in the formal sector. It induces formal
retailers who can change their prices to reduce their prices. At the same
time a continuing fall in the price of informal goods results in the inflation
rate falling below its steady-state value following its initial increase before
converging back to its steady-state.

13For example, in the Smets and Wouters (2007) model, a positive government con-
sumption shock reduces private investment.
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Figure 1: Effects of a Positive Government Consumption Shock (in%)
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The impulse response to a positive government investment shock is quali-
tatively similar to a positive government consumption shock (Figure 2). The
main difference is that the real GDP and formal sector real GDP remain
elevated for a longer period relative to government consumption shock. Also
after the initial rise, inflation rate and the price of formal goods fall much
more before converging back to their steady-state.

A higher government investment increases demand for formal goods sim-
ilar to an increase in higher government consumption. It addition it increase
the future productivity, particularly of formal sector. Thus the real GDP
and formal sector real GDP remain elevated for a longer period. A higher fu-
ture productivity raises future marginal product of private inputs and lowers
future marginal cost in the formal sector which induces formal retailers who
can change their prices to reduce their prices relatively more. Thus inflation
rate and the price of formal goods fall relatively more before converging back
to their steady-state.
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Figure 2: Effects of a Positive Government Investment Shock (in%)
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5 Other Forms of Financial Frictions

As discussed earlier, a significant proportion of households do not have access
to formal banking sector in India (Demigruc-Kunt and Klapper 2013, RBI
2014, Badrinza et. al. 2017). These households generally have low income
and mainly work in low paying informal jobs. They are a major source of
labor for the informal sector. In addition, the existing literature on govern-
ment consumption multipliers shows that the presence of financially-excluded
households weakens the negative wealth effective on private consumption and
it can significantly enhance government consumption multiplier (e.g. Gali et.
al. 2007, Leeper et. al. 2017).

Financial repression has been an important source of revenue for the
government in India, as discussed earlier.!* In order to reduce the cost of

14The instruments of financial repression include high reserve requirement for commer-
cial banks, requirements that banks hold government debt issued at low interest rate and

33



borrowing the Indian government uses both quantitative and pricing restric-
tions in allocation of credit by the financial sector. In essence, these policies
have aimed to create captive domestic market for government bonds and to
reduce arbitrage opportunity for banks between lending to the private sector
and to the government and the central bank.

In this section, I extend the Benchmark model to incorporate financially-
excluded households and financial repression to examine their role in shaping
government spending multipliers and explaining macro-economic features of
India. In the model with financially-excluded households, now we have both
financially-excluded entrepreneurs and financially-excluded (worker) house-
holds. In addition, I also examine a model with competitive banking to
examine the role of monopolistic competition in banking sector in matching
and explaining macro-economic dynamics of India.

Non-Ricardian Households

Assume that households are of two types: Ricardian (R) and non-Ricardian
(NR). Fraction § € (0,1) of households are Ricardian and 1 — 6 fraction
non-Ricardian. Non-Ricardian households do not have access to financial
markets unlike Ricardian households and they consume their income every
period. They supply their labor only to the informal sector. This is con-
sistent with the evidence that these households are relatively poor and are
employed in low productivity activities. Ricardian households are modeled
identical to households in the Benchmark model.

The representative non-Ricardian household maximizes its expected util-

ity

Ey Z B}t\/R {ln CNRt — %Z}VJFRZ
t=0

subject to its budget constraint

CNRt = Wil npe +1re V>0 (5.1)

given prices and laws of motion for exogenous stochastic processes. Oyg is
the discount rate and tr, is the real lump-sum transfer received by a non-
Ricardian household which follows the stochastic process:

capital account controls. It is widely recognized that financial repression has been one of
the important causes of weak monetary transmission mechanism in India (e.g. RBI 2014,
Lahiri and Patel 2016).
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where mf,z is the elasticity of lump-sum transfer to the deviation of govern-
ment borrowing from its steady-state. The demand for formal and informal
consumption goods by non-Ricardian households is continued to be given by
(2.3) and (2.4) respectively with i = NR.

The introduction of non-Ricardian households modifies resource constraints
and labor and credit market conditions. All the equilibrium conditions are
listed in Appendix A1.

The model with non-Ricardian households has six additional parameters
(Byr, 0, tr, pu, my, & oy,) compared to the Benchmark model. As discussed
below, I calibrate 6 and ¢r and estimate py,, miz & o4 10

Financial Repression

Now I add financial repression to the Benchmark model. The main dif-
ference from the Benchmark model is that the government and the central
bank decide how much credit wholesale banks must provide to them at ad-
ministered interest rates. They can loan the remaining deposits to retail
loan banks.'® The central bank pays zero net nominal interest rate on its
borrowing. 1

In this environment, the zero profit condition for wholesale branch implies
that

Rary1 — Rgeyaslry — crr

th+1 - (53)

1—crr — slry

Bgtt1

where slr; = is the ratio of value of government borrowing to deposits

at time t. Rest of the model structure remains as in the Benchmark model.

I5The value of Byr does not matter as these households consume their entire income
every period.

16This approach of introducing financial repression is common in the literature (e.g.
Chari et. al. 2020, Banerjee et. al. 2020).

17See the Master Circular - Cash Reserve Ratio (CRR) and Statutory
Liquidity Ratio (SLR) of the Reserve Bank of India available at https
//rbidocs.rbi.org.in/rdocs/noti fication/ PDFs/98 M N DAD A89616 D1 B44C1B8106 ED
375AEQE57.PDF.
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Model with Competitive Banking and Flexible Retail Interest Rates

In this model, I assume that retail banks have no market power (§ =
o0 & £; = —o0) and they can freely adjust their interest rates (¢; = ¢q = 0).
In this case,

Rpiv1 = Ra1 = Ry1 = Rp1 = Ry (5.4)

Rest of the model structure remains as in the Benchmark model. For this
model, I do not estimate adjustment cost parameters ¢; and ¢,.

Calibration and Estimation Results

I follow the same approach in calibrating and estimating parameters of
these models as for the Benchmark model. These models are calibrated in
order to match calibration targets given in Table 3, which required changing
values of some of the parameters. The new values of these parameters are
reported in Table 2. Priors of estimated parameters for the model with
financial repression and the model with competitive banking are same as in
the Benchmark model.

Table 8 reports estimation results of alternative models. For brevity, I
only report posterior mean of estimated parameters for these models. The
estimation results show that the log marginal data density (Laplace) of model
with competitive banking (698.36) is much lower than that of Benchmark
model at 707.47. Data strongly favors the Benchmark model over the model
with competitive banking, which highlights the importance of incorporating
monopolistic competition in the banking sector with sticky interest rates
in the model. Data also favors the Benchmark model over the model with
financial repression, but not strongly (log marginal data density=704.73).
In terms of parameter estimates, mean parameter estimates of both these
models are similar to the Benchmark model.

The Global Findex Database, World Bank reports that only 35% of indi-
vidual 15 years and above had bank account in 2011 in India.!® Accordingly
for the model with non-Ricardian households, I set § = 0.35. The data
shows that government expenditure on food-subsidy averaged 1% in India
during 1980-2016. I set the value of ¢r is such that the total transfer to
non-Ricardian households equals 1% of GDP. Finally, I set the value of uyg

8Data available at https : //www.worldbank.org/en/publication/global findex/ Data.
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such that non-Ricardian households spend approximately one-third of their
time working.

pu and oy, are assumed to have Beta and inverse-Gamma distributions
respectively. To set the prior mean and standard deviation of these two
parameters, I estimate the first-order autoregressive process for a filtered
data of the real food-subsidy in India for 1980-2016 period. Accordingly, I
set the prior mean of p;. equal to 0.60 with the standard deviation of 0.15.
The prior mean of oy, is set equal to 0.02 with the standard deviation of oc.
mj,, assumed to be normally distributed with the prior mean and standard
deviation of 0.13 and 0.065 respectively. Priors for the rest of estimated
parameters are same as in the Benchmark model.

Table 8 reports the posterior mean of estimated parameters for the model
with non-Ricardian households. The estimation result shows that data very
strongly favors the Benchmark model over the model with non-Ricardian
households with # = 0.35 (log marginal data density=413.89). Since there
is less consumption-smoothing due to a high share of non-Riacardian house-
holds, the model generates strongly pro-cyclical private consumption (0.49),
while in the data its is mildly pro-cyclical. Also private consumption becomes
much more volatile.

To further explore the role of non-Ricardian households, I also estimate
the model with higher values of # = 0.50 & 0.90. I find that data strongly fa-
vors models with higher values of #. The log marginal data densities of model
with 8 = 0.50 and € = 0.90 are 592.99 and 707.86 respectively. These results
suggest that within the class of models (for the given set of observables)
analyzed in this paper, the inclusion of financially-excluded entrepreneurs
obviates the need to include the financially-excluded households.

As the log marginal densities of the Benchmark model and the model
with low share of non-Ricardian households (# = 0.90) are similar, I use pos-
terior distribution of parameters of these two models to quantify government
spending multipliers. Also since data does not strongly favor the Benchmark
model over the model with financial repression, I also quantify government
spending multipliers for the model with financial repression for comparison
purpose.
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6 Posterior Government Spending Multipli-
ers

Using posterior distribution of parameters, I calculate impact and present
value government spending multipliers commonly used in the literature:

AX
Impact Spending Multiplier = L& (6.1)
AF;

k —Jj

E; ijo This1AXer
k —Jj

By §=0 This1AFs

Present Value of Spending Multiplier =

with X; = gdpy, cpe & Ipy & Fiyj = pegr; & slgiy (6.2)

where 11 = Ey ﬂ’;ttl is the real retail interest rate on deposits between

periods t and £+ 1. I report present value multipliers for 10 and 25 years. In
all the results, multipliers are calculated as a change in gdp;, pcy & sIp; rel-
ative to their steady-state values in response to 1% initial rise in government
consumption or investment from its steady-state.!®

For the calculation of multipliers, I simulate selected models by indepen-
dently drawing 20,000 values of parameters from estimated posterior distribu-
tions. The mean values of estimated multipliers for government consumption
and investment and their 95% interval for the Benchmark model are reported
in Table 9. For comparison purpose, I also report mean values of multipli-
ers and their 95% interval based on prior distributions in Table 10. Table
12 shows the values of spending multipliers based on alternative models of
financial frictions. For brevity, I only report their mean values.

The comparison of posterior and prior government spending multipliers
of the Benchmark model shows that data is very informative about spending
multipliers. The posterior 95% intervals of both government consumption
and investment multipliers are much narrower than their prior 95% intervals.

Table 9 shows that the mean output multiplier of government consump-
tion is positive at all horizons. Its size falls over time with mean impact and
25-years present value multiplier being 0.72 and 0.60 respectively. The 95%

19For example impact output multiplier of government consumption is calculated as
%Agdp: gdp
Y0 Apcgr peg
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interval of output multiplier suggests that output multiplier of government
consumption is likely to be below one at all horizons.

The analysis finds that the mean value of impact output multiplier of
government investment at 0.61 is smaller than the impact output multiplier
of government consumption. However, the output multiplier of government
investment increases over time. The mean 25-years present value output
multiplier of government investment is 1.09.

Results from the model with financial repression and non-Ricardian house-
holds (6 = 0.90) are essentially the same (Table 12), with the mean output
multiplier of government consumption and government investment being sim-
ilar to the Benchmark model. The time pattern of output multipliers is also
similar with the mean output multiplier of government consumption falling
over time and the mean output multiplier of government investment rising
over time.

The response of output to government spending shocks is consistent with
the SVAR evidence from India. Goyal and Sharma (2018) estimate output
multipliers of central government revenue expenditure and capital expendi-
ture using data from 1998:Q1-2014:Q1. Their estimate suggests that the
impact revenue expenditure multiplier and impact capital expenditure mul-
tiplier are significantly below one. They also find that the size of capital
expenditure multiplier increases with time, while revenue expenditure mul-
tiplier declines. Yadav et. al. (2012) using data from 1997:Q1-2009:Q2 find
similar pattern.

The analysis also finds that government consumption has a negative im-
pact on private consumption at all horizons. Government investment crowds
out private consumption on impact. However, it has an insignificant ef-
fect on private consumption over long run. Government consumption has a
marginally positive effect on private investment on impact. But government
investment has an insignificant effect on private investment at all horizons.

7 Discussion

As discussed earlier, there is considerable uncertainty about the value of
elasticity of production w.r.t. government capital in the informal sector, oy,
and the value of elasticity of consumption between formal and informal goods,
Ce- 0y directly affects the productivity of private inputs in the informal
sector. (. governs the ease of substitution between formal and informal goods
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in consumption and affects the elasticity of demand with respect to their
relative prices.

Also major structural reforms took place in 1991 in India which were
focused on deregulating and opening of Indian economy. There is evidence
that economic dynamics have changed in the post-reform period (Ghate et.
al. 2013, Banerjee and Basu 2019). In addition, in the post-reform period the
central bank also changed the conduct and operating procedure of monetary
policy moving away from financial repression to a more market based interest
rates (Hutchinson et. al. 2010, Singh 2010).

To analyze the sensitivity of results, I reestimate the Benchmark model for
a higher value of oy, = 0.05 and a lower value of (. = 4 and calculate spending
multipliers. I also reestimate the Benchmark model using only post-reform
period data and examine whether these spending multipliers have changed
during this period. For the models with a,, = .05 and (. = 4, the values of
some of the calibrated parameters needed to be changed in order to match
calibration targets given in Table 3. The new values of these parameters are
reported in Table 2.

For all these models, I keep the prior distribution of estimated parameters
same as in the Benchmark model. The posterior mean values of estimated
parameters are given in Table 11. Estimation results show that the log
marginal densities of model with g, = 0.05 and (. = 4 at 707.10 and 705.01
respectively are similar to that of the Benchmark model. Also the values of
estimated parameters are similar.

Similar to previous exercises, I simulate estimated models using the poste-
rior distributions and calculate government spending multipliers. For brevity,
I only report mean values of multipliers (Table 12). Results show that the
size and time pattern of government spending multipliers for the model with
higher ay, are essentially the same as for the Benchmark model. However,
the mean impact government spending multipliers for the model with lower
(. are higher particularly for government investment. The reason is that with
lower (. the consumption of informal goods and thus the output of informal
sector falls relatively less in response to a positive government spending shock
leading to higher impact government spending multipliers.

Post-Reform Period (1992-2016)

The estimation result for post-reform period shows that the policy interest
rate has become much more responsive to inflation with the mean estimate
of n, at 1.8271. This is significantly higher than its value (1.0514) estimated
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using full data set (Table 11).2° This result is consistent with the evidence
that the central bank in India has become much more responsive to inflation
starting 2000’s (Hutchinson et. al. 2010, Singh 2010). Estimates also show
that the profit tax and custom duty have become more sensitive to govern-
ment borrowing and the TFP process has become less volatile. The result
that the TFP process has become less volatile in the post-reform period is
consistent with the finding of Banerjee and Basu (2020) that TFP shocks
have become less prominent in accounting for macro-economic volatility in
India in the post-reform period.

Regarding posterior government spending multipliers, results show a fall
in the mean government consumption multiplier particularly at longer hori-
zons compared to results based on full data set (Table 12). The mean impact
government consumption multiplier at 0.62 remain significantly higher than
zero, but the present value of 10-years and 25-years government consumption
multiplier are not significantly different from zero. As inflation rises due to
higher aggregate demand, the central bank increases policy rate relatively
more. Thus the real interest rate rises more leading to a larger displacement
of private consumption and investment over longer horizons. The size and
time pattern of mean government investment multiplier remains similar to
that based on the entire data set. Overall these results show that government
consumption has limited efficacy in stimulating economy.

8 Conclusion

In this paper, I developed and estimated a two-sector new-Keynesian DSGE
model with two types of entrepreneurs: formal and informal using data
from India. The model incorporates a rich set of financial frictions com-
monly found in developing countries. Informal entrepreneurs are financially-
excluded and the banking sector is monopolistically competitive featuring
collateral constraint and sticky interest rates. In addition, it also analyzed
effects of financial repression and financially-excluded worker households. Us-
ing the posterior estimates of parameters, it quantified government consump-
tion and investment multipliers in India.

It finds that the impact output multipliers of both government consump-
tion and investment are significantly less than one, suggesting that govern-

20The 90% HPD interval of 7, using the full data set is [0.9020,1.2110]. Its 90% using
only the post-reform period data is [1.5364,2.1123].
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ment spending may not be very effective tool in stimulating economy in the
short run. However, in the long run the output multiplier of government
investment becomes approximately one. It also finds that government in-
vestment has an insignificant effect on private investment. While it does not
crowd out private investment, it also does not stimulate private investment.
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Appendix 1

Equilibrium Conditions: Model with
Riacardian and Non-Ricardian (Worker) Households

Let by = %, bpt = gf’;, dy = % and nx; = left. Denote tlfle total
nominal deposit received by a wholesale bank as D, and let d;.q = DE :

L= Xe((1+ teo)pe) ™% + (1= Xe)pn (A1)

Cigr = XeCit (1 + te)pp) ™ & (A2)

Cint = (1= Xe)CitDps” (A3)

fori=R,N,Ef & En.
Ricardian Households

Let A be Langrangian multiplier associated with the budget constraint
of the representative Ricardian household (2.10). Then the first order condi-
tions are given by

1
Crt * — = )\gﬁ (A4>

CRt
lre : urbiply = (1 — tw)whp\E; (A5)
ant . (1 — t’I.Ut)T,Uhft = ¢lfwnt (A6)
lre = Oiplryse + LRne (AT)

. \R _ r B

dt—l-l : /\ct - BREt)‘ct+1,n_—' (A8>

t+1
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Non-Ricardian Households

Let MY be Langrangian multiplier associated with the budget constraint
of representative non-Ricardian household (5.1). Then the first order condi-
tions are given by

1
CNRt +- —— = )\é\;R & (A9>
CNRt
lNRt . /LNRZTNRt = wnt)\gR. (A10>
CNRt — wnthRt + tT't. (All)
Informal Sector Entrepreneurs
lng © wpy = (1 — an)pntyEnt; (A12)

lnt

1 n mn
B+ (14 1) 2 = g LR, (anwﬂ—a); (A13)

CEnt CEnt+1 kpni+1
kpniv1 = Ipne + (1 = 6)kppe; (Al4)
Yent = KAk kpip Ly " & (A15)
CEnt = PrtYEnt — Wnilnt — (L +tce)psel - (A16)

Formal Sector Entrepreneurs

P
Ly 0wy = (1-— apr— OéfQ)—EZyEft; (A17)
t
vt (14 t2)pa = aﬂ%; (A18)
t

1
k’pft+1 DS —— — VA BT Qe =
CEft
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1 Ok [ kpfito )2 kprito
B\ rfq (1= Thea) + 5 1—5——( —1) +op | —
Pe CEft+1 ! ( tH( 1) . ( 2 \kpsir1 P kpyiia
(A19)
1 1 R
by —— — MBRei = BerE: AR (A20)
CEft CEft+1 Tit+1
by 1 Retr1 = ik By mign; (A21)
¢
Ipnge © Ipnpe = X <L> Ipyy; (A22)
(L4 7et)ppi/ &
¢
Ip.: Ip, = (1 —xd(L) Ipgs; (A23)
(1 + th)pzt k
I 2
kppiss = Ipge+ (1 — 8)kpye — % (% - 1) kppe; (A24)
Dyt
Yeit = Atk‘gtagfkp?fvtaﬁl}t_aﬂ_aﬁ; (A25)

set s = [xe((L4te)pre) ™ + (1= xu) (14 tze)pae) H] 7% (A26)

rky = alw & (A27)
kpft—l

be
cept+RE_ - :

+ St]])ft = bep1 + (1 - tk) [pEftyEft - wftlft —pztvt]- (A28)
t—1

Final Good and Retail Goods Producers: Formal Goods

In the symmetric equilibrium, p%,(i) = pj, V i. The optimal price of
formal retail goods, p},, is given by

p?t : (gyf - 1)f1t = 5yff2t; (A29)
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where

Ji= )‘gy;tp;t + Y BrE f1m1 & (A30)

for = Niyjbese + ps BrEi o1 (31)

The demand function for formal retail goods at price, p},, is given by
Vi @ YR = yppy (A32)

Formal Sector: Labor Packers and Unions

In the symmetric equilibrium, w},(j) = w}, V j. The optimal real wage
in the formal sector, w},, is given by

w;t D (& = 1)g1e = &ipg (A33)

where
g1t = Aﬁl}itw}t + Yo BrEigis1 & (A34)
got = Aﬁl}twhft + ’waﬂREtgth- (A35)

The demand for jth type of labor in the formal sector at real wage, w¥,
is given by

= - (A36)
fto Uft — Uft Wi :
Banks
Ry ) <REt+1 ) (REt—H)
1+ —1) - 1) (2B
& <R6t+1 Y\ Ru Rp
ME L Rp Riii1 \° [ beton
E ct+1 t+1 . 1 t+ et+ — 0 A37
+BrO1E: A <—REt R b ; (A37)

Rai > <Rht+1 ) (Rht+1>
- 1) - 1
5 (RhH—l & Ry Ry,
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kgiy1 = (1 -

Rpeyr 1) (Rht+1)2 ]
Ry Ry
slry = bftH;
t+1
Ry = Rgt+1;

bey1 = crrdiy &

Rary1 = Rgq1.
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V:w<f—)V, 1—w(—); A50
Wi =Yor Sy w1+ (L= Yuy) o (A50)

} 0
dtJr]_ = / dt+1(7/)d2 = th“; (A51>

0

Formal Intermediate Goods Market : ygr = ypVpyi; (A52)
Formal Sector Labor Market : g = [ Vwy & (A53)
Informal Sector Labor Market : 1,y = Olgn: + (1 — 0)IyRy- (Ab4)

Resource Constraint Formal Goods :

pryre = pre(Ocrp+(1=0)cnpptcerptcenptcatHIpnpt-IputIgn+na,)+pa(Ipa+1g..)

Ok [ kprisa ? Oa [ Rhia ? 5 o1 ( REt4a ?
= === -1 k = == —1) Ry.1d = —1)] R be
+ 5 ko Dfet 5 R ht+10+1+ 5 R Et+10et+1
(A55)
Resource Constraint Informal Goods :
Yent = 0crnt + (1 — 0)Cnpnt + CEfnt + Connt; (A56)

gdpy = preyre + PutYEnt
O, kpftJrl 2 ¢a [ Rue 2 1 ¢e ( REit1 ?
—— | — -1 —— | — -1 —— | —=—-1
9 kpft kpft 5 Ry, Rpp1digq 5 Ry Riti1be1 &
(A57)

PNy = nrygdp;. (A5R)
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Stochastic Processes

InA; = paIn A;_1 + e with egy; (A59)
ﬁxyt - ﬁl‘@/ = pnry (ﬁxyt—l - ﬁxy) + en:pyt; (A6O>

. - I c sl
In(bge11/bg) = pog In(bys/by) + ];)ggecgt + bggelgt + €ogt; (A61)

In(Ryi11/Ry) = prg M(Ryt/ Ry) + (1= prg) 0z (7 /7) 41y In(gdp: / gdp)] + €rgs;

(A62)

(/1) = py In(r—1/In 1)) + eyy; (A63)
In(slg:/slg) = prgIn(slgi—1/slg) + erg; (A64)
In(pege/pg) = peg In(pegi—1/pcy) + €cot; (A65)
() = e (D) () + e (466)
m%) = Dro ln(%) + t“’ln(l;)ggt) + oy (A67)
ln(%) = Dk ln(ﬁ?—kl) + tkln(l;f; )+ ek, (AG68)
In() = pu In( ) 4 () + v (A69)
ln(t];t) Pir 1n(”ttr Ly —mirin (l;g ) + e, & (A70)
I p.s = pp INpay1 +mbgecy + m?;ejgt + epat (A71)

49



Benchmark Model

Just set 8 = 1 in the above model.

Benchmark Model with Financial Repression

The interest rates are given by

Rary1 — Rgeyaslry — crr

Ry =
* 1—crr— slry

and Ry 11 and Rgy 1 are given by A37 and A38 respectively.

Benchmark Model with Competitive Banking

The interest rates are given by

Rhpiv1 = Rag1 = Ry1 = Rp = Ry
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Tables

Table 1

Calibrated Parameters and Values for the Benchmark Model
Parameters Value
Discount Rate of (Ricardian) HH, g 0.9864
Discount Rate of Formal Entrepreneurs, g 0.96
Discount Rate of Informal Entrepreneurs, Sg, 0.96
Elasticity of Substitution between Formal
and Informal Goods in Consumption, (. 8.00
Parameter of Share of Formal Goods in Consumption, x. | 0.25
Weight of Labor Supply in Utility for HH, uf? 8.26
Inverse Frisch Elasticity, 7 2.00
Relative Disutility of Working in Formal Sector, ¢;¢ 3.40
Elasticity of Government Capital in
Formal Production, ayy 0.16
Elasticity of Private Capital in Formal Production, aj; 0.33
Elasticity of Imported Intermediate Good in
Formal Production, as 0.12
Elasticity of Government Capital in
Informal Production, ay, 0.02
Elasticity of Private Capital in Informal Production, a, 0.27
Relative Productivity Parameter in Informal Sector, 0.085
Depreciation Rate, 0.09
Elasticity of Substitution Among Retail Goods, &, 6
Elasticity of Substitution Among Labor Services, & 6
Calvo Parameter in the Goods Market, v, 0.25
Calvo Parameter in the Labor Market, v, 0.25
Elasticity of Substitution between Domestic
and Imported Goods in Investment , (. 1.50
Parameter of Share of Domestic Good in Investment, xj 0.90
Steady-State Borrowing Requirement Ratio, 1 0.255
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Table 1 continued ...

Parameters Value
Mark-Up Parameter Deposit Rate, &, -350
Mark-Up parameter Lending Rate, & 138
Steady-State Government Consumption, pc, 0.0027
Steady-State Government Investment, s/g 0.0022
Steady-State Government Borrowing, bg 0.0028
Net-Exports to GDP Ratio, nxy -0.019
Steady-State Policy Rate, RG 1.0878
Steady-State Inflation Rate, 7 1.07
Cash Reserve Ratio, crr 0.08
Steady State Tax Rate on Wage Income, tw 0.032
Steady State Tax Rate on Return from Capital, tk | 0.08
Steady State Sales Tax Rate, tc 0.121
Steady State Custom Duty Rate, tz 0.15
Table 2: Calibration: Alternative Models!
Non-Ricardian Households
Parameter | 6 =0.35 | 0 = 0.50 | 6 = 0.90 | Fin. Rep. | Com. Bank | High ay, | Low (.
K 0.0845 0.0847 | 0.08511 0.0846 0.0867 0.0949 | 0.0841
uft 2.55267 | 4.1745 7.5920 8.2534 8.3631 8.2561 | 8.2637
UV E 20.6830 | 20.4594 | 20.4664 —~ — —~ —~
P 0.0928 0.1300 0.2300 0.2660 0.2660 0.2450 | 0.2550
bg 0.0099 0.0014 0.0025 0.0028 0.0029 0.0028 | 0.0028
pCy 0.0027 0.0027 | 0.0027 0.0027 0.0028 0.0027 | 0.0026
tr 0.004 0.0005 0.0005 = - = =

Note: ! The values of other calibrated parameters are same as for the Bench-

mark model (Table 1).
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Table 3: Calibration Targets

Variables Target | Models
Share of Informal Sector in GDP 0.50 0.50
Share of Informal Sector in Household Employment | 0.86 0.86
Formal and Informal Wage Ratio 3.50 3.50
Private Consumption Expenditure to GDP Ratio 0.66 0.66
Private Investment Expenditure to GDP Ratio 0.16 0.16
Govt. Investment Expenditure to GDP Ratio 0.09 0.09
Govt. Consumption Expenditure to GDP Ratio 0.11 0.11
Net-Exports to GDP Ratio -0.019 | -0.019
Share of Imported Capital Good to Total Imports 0.26 0.26
Bank Credit to Government to Deposit Ratio 0.28 0.28
Bank Credit to Central Bank to Deposit Ratio 0.08 0.08
Bank Credit to GDP Ratio 0.40 0.40
Long Run Inflation Rate 1.07 1.07
Fraction of Time-Spent Working by H.H. 0.36 0.36
Price Mark Up in Retail Goods: Formal Sector 1.20 1.20
Wage Mark Up by Unions: Formal Sector 1.20 1.20
Ratio of Consumption Tax Revenue to GDP 0.061 0.061
Ratio of Income Tax Revenue to GDP 0.007 | 0.007
Ratio of Corporate Tax Revenue to GDP 0.015 | 0.015
Ratio of Custom Duty Revenue to GDP 0.02 0.02
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Table 4: Prior Distributions for Parameters

Parameter | Distribution Range Mean | S.D. 90% Interval
Ok Gamma R+ 6.00 1.50 [4.1757, 7.9846]
o Gamma R+ 40 10 [20.1757, 63.9846]
g Gamma R+ 6 1.50 [4.1757, 7.9846]
N Gamma R+ 1.50 0.75 [0.7633, 2.9228]
My Gamma R+ 0.35 | 0.175 [0.1396, 0.5345]

m’f,g Beta [0,1] 0.13 | 0.0650 | [0.0545, 0.2184]
m};;” Beta [0,1] 0.13 | 0.065 [0.0545, 0.2184]
mi’; Beta [0,1] 0.13 | 0.0650 | [0.0545, 0.2184]
m}iz Beta [0,1] 0.13 | 0.0650 | [0.0545, 0.2184]
mbs Normal [—o00,+00] | 0.00 | 0.2500 | [-0.3204, 0.3204]
m’}Z Normal [—00,+00] | 0.00 | 0.2500 | [-0.3204, 0.3204]
Autoregressive Coefficients
Parameter | Distribution | Range | Mean | S.D. 90% Interval
Pa Beta [0,1] 0.41 | 0.1025 | [0.2787, 0.5450]
Peg Beta [0,1] 0.73 | 0.1825 | [0.4662, 0.9428]
PIg Beta [0,1] 0.65 | 0.1625 | [0.4255 0.8544]
Pbg Beta [0,1] 0.61 | 0.1525 | [0.4030, 0.8052]
Prg Beta [0,1] 0.82 | 0.1200 | [ 0.6516, 0.9547]
Py Beta [0,1] 0.81 | 0.1200 | [0.6421, 0.9468]
Pte Beta [0,1] 0.70 | 0.1750 | [ 0.4517, 0.9120]
Ptw Beta [0,1] 0.73 | 0.1825 | [0.4662 0.9428]
Ptk Beta [0,1] 0.80 | 0.1200 | [ 0.6326, 0.9387]
Ptz Beta [0,1] 0.82 | 0.1200 | [ 0.6516 0.9547]
Ppz Beta [0,1] 0.81 | 0.1200 | [0.6421, 0.9468|
Pnay Beta [0,1] 0.61 | 0.1525 | [0.4030, 0.8052]
Py Beta [0,1] 0.60 | 0.1500 | [0.3972, 0.7926]
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Table 4 continued ...

Standard Deviation of Shocks

Parameter | Distribution | Range | Mean | S.D. 90% Interval
o Inverse-Gamma | RT | 0.013 | oo | [0.0033, 0.0244 |
Teq Inverse-Gamma | R* | 0.040 | oo | [0.0103, 0.0752 |
O1g Inverse-Gamma | Rt | 0.089 | oo | [0.0229, 0.1674 |
Tbg Inverse-Gamma | RT | 0.080 | oo | [0.0206, 0.1504]
Org Inverse-Gamma | Rt | 0.005 | oo | [0.0013, 0.0094]
oy Inverse-Gamma | Rt | 0.040 | oo | [0.0103, 0.0752]
Tte Inverse-Gamma | RT | 0.054 | oo | [0.0139, 0.1015]
Ttw Inverse-Gamma | R* | 0.295 | oo | [0.0758, 0.5447]
Otk Inverse-Gamma | R | 0.124 | oo | [0.0319, 0.2332]
Ot Inverse-Gamma | Rt | 0.128 | oo | [0.0329, 0.2407]
Tps Inverse-Gamma | Rt | 0.058 | oo | [0.0149, 0.1091]
Onay Inverse-Gamma | RT | 0.009 | oo [0.0023, 0.0169]
o Inverse-Gamma | R* | 0.005 | oo | [0.0013, 0.0094]
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Table 5: Posterior Estimation (Benchmark Model)

Parameter | Mean 90% Interval
Ok 3.7523 [1.9181, 5.4695]
o) 47.4568 | [29.8598, 64.2457]
oy 6.5094 [3.8052, 9.0976]
- 1.0514 [0.9020, 1.2110]
My 0.2129 | [0.1056, 0.3227 |
m(t)‘; 0.0649 [0.0138, 0.1095]

mi® | 0.1319 | [0.0300, 0.2268]
mik 0.1272 | [0.0395, 0.2124]
mi 0.0831 | [0.0187, 0.1451]
mp: | -0.1223 | [-0.3524, 0.1172]
mljz 0.0427 -0.0935, 0.1780]
Pa 0.4061 | [0.3146, 0.4974]
Peg 0.6696 | [0.5449, 0.7936]
pro 0.8040 | [0.7498, 0.8583]
Dhg 0.4646 | [0.3439, 0.5878]
Pro 0.4987 | [0.4408, 0.5611]
Py 0.8484 [0.8019, 0.8945]
Pte 0.6293 [0.5189, 0.7404]
Prw 0.7458 [0.6609, 0.8386]
Dik 0.5959 | [0.4858, 0.7127]
Ptz 0.7865 [0.7059, 0.8672]
Ppz 0.7923 [0.7290, 0.8610]
Pray 0.5013 [0.3800 0.6234]
oy 0.6142 | [0.5329 0.6982]
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Table 5 continued ...

Parameter | Mean | 90% Interval
7 0.0144 | [0.0130, 0.0157]
Ocq 0.0441 | [0.0381, 0.0503]
Org 0.0809 | [0.0701, 0.0916]
- 0.1109 | [0.0978, 0.1242]
Org 0.0172 | [0.0157, 0.0188]
oy 0.0636 | [0.0528, 0.0747]
Ote 0.0582 | [0.0500, 0.0661]
Ctw 0.3146 | [0.2682, 0.3604]
o 0.1067 | [0.0924, 0.1211]
ot 0.1303 | [0.1110, 0.1495]
Oy 0.0548 | [0.0464, 0.0628]
Onay 0.0167 | [0.0146, 0.0189]
o, 0.0399 | [0.0347, 0.0452]

Log Density! | 707.47

Note: 1. The log marginal data density (Laplace)

Table 6: Matching Moments: Benchmark Model

Correlation Standard Deviation
Variables | Data | Model | Variable | Data | Model
(gdp, cp) | 0.20 | 0.15 gdp 0.032 | 0.027

(gdp, Ip) | 0.66 0.5 cp 0.021 | 0.032
(gdp, pcg) | 0.44 | 0.15 Ip 0.164 | 0.111
(gdp, slg) | 0.29 0.31 d 0.094 | 0.094
(gdp, d) | 0.64 | 0.23 be | 0.167| 0.117

(gdp, be) | 0.65 | 0.19 pcg | 0.061 | 0.060
(gdp, bg) | 0.22 | 0.14 slg | 0.161 | 0.131

Note:- ¢cp = Aggregate real private consumption; Ip = Aggregate real
private investment
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Table 7: Variance Decomposition (in %) : Benchmark Model

Shocks | gdp cp Ip d be
Oa 29.26 | 39.59 | 3.58 | 0.54 | 0.72
Ocq 223 | 2.04 | 0.25 | 3.27 | 0.03
Org 12.02 | 8.28 | 0.16 | 6.08 | 0.18
Obg 0.33 | 0.21 | 0.13 | 15.61 | 0.11
ORG 6.42 | 7.27 | 21.78 | 2.35 | 3.08
Onay 22.18 | 20.60 | 2.68 | 0.20 | 0.26
Ote 6.08 | 5.10 | 1.55 | 0.38 | 0.50
o 0.36 | 0.56 | 0.05 | 0.21 | 0.28
Otk 0.28 | 0.21 | 0.78 | 0.15 | 0.20
o 0.39 | 041 | 0.06 | 0.07 | 0.09
Opz 4.02 | 5.57 | 0.22 | 0.70 | 0.91
o 9.72 | 885 | 57.85 | 69.64 | 91.43
o, 424 | 3.15 | 11.21 | 2.18 | 2.86

Note:- cp = Aggregate real private consumption; Ip = Aggregate real
private investment
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Table 8: Posterior Estimation (Mean)
Other Forms of Financial Frictions

Non-Ricardian Households

Parameter | # =0.35 | # = 0.50 | § = 0.90 | Fin. Rep. | Comp. Banks
N 1.9333 1.5400 1.0706 1.0929 1.0705
My 0.1974 0.2124 0.2242 0.2805 0.2756
O 0.9165 1.0632 1.3921 3.7118 3.3102
Od 56.1732 | 31.0079 | 22.8107 6.5299 -

o) 95.3295 | 80.1377 | 69.5015 | 48.5519 -
mp, 0.0560 0.0617 0.0620 0.0642 0.0637
mifq” 0.1499 0.1394 0.1334 0.1347 0.1369
mi’; 0.1211 0.1386 0.1294 0.1261 0.1251
my 0.1076 0.0991 0.0844 0.0845 0.0835
miz 0.1268 0.1297 | 0.1302 - -
mbs -0.0312 | -0.0720 | -0.1318 | -0.1186 -0.1176
m% 0.0238 0.0218 0.0439 0.0514 0.0527

Pa 0.5742 0.4853 0.3874 0.4007 0.3995
Peg 0.7849 0.7188 0.6625 0.6749 0.6811
PIg 0.9487 0.9135 0.8106 0.7963 0.8007
Pbg 0.1486 0.2190 0.4293 0.4656 0.4602
Prg 0.6549 0.5943 0.5007 0.5151 0.5147
Py 0.8368 0.8447 0.8519 0.8418 0.8341
Pte 0.6764 0.6561 0.6314 0.6241 0.6250
Ptw 0.8226 0.7884 0.7464 0.7423 0.7475
Ptk 0.6066 0.6096 0.6090 0.5906 0.5942
Ptz 0.8306 0.8176 0.7872 0.7855 0.7835
Ptr 0.5892 0.5949 0.5974 - -
Ppz 0.7625 0.7807 0.7895 0.7880 0.7891
Pnay 0.7587 0.6837 | 0.5024 0.4921 0.4959

Pu 0.7200 0.6557 | 0.6138 0.6291 0.6430
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Table 8 continued ...

Non-Ricardian Households

Parameter | 8 =0.35 | # = 0.50 = 0.90 | Fin. Rep. | Comp. Banks

04 0.0138 0.0144 0.0143 0.0143 0.0143
Ocq 0.0321 0.0377 0.0432 0.0439 0.0439
Org 0.0513 0.0618 0.0780 0.0814 0.0822
Obg 0.1505 0.1360 0.1150 0.1105 0.1105
Org 0.0148 0.0164 0.0178 0.0173 0.0168
ot 0.0544 0.0558 0.0550 0.0648 0.0653
Ote 0.0534 0.0563 0.0581 0.0583 0.0586
Otw 0.3235 0.3208 0.3138 0.3157 0.3145
Otk 0.1057 0.1059 0.1073 0.1069 0.1062
Ots 0.1401 0.1385 0.1309 0.1302 0.1310

Otr 0.0169 0.0909 0.0169 - -
Ops 0.0528 0.0539 0.0548 0.0547 0.0546
Onay 0.0133 0.0140 0.0160 0.0170 0.0172
o, 0.0410 0.0408 0.0401 0.0407 0.0401
Log Density! | 413.89 592.99 707.86 704.73 698.36

Note:- 1. Log marginal data density (Laplace):
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Table 9: Posterior Government Spending Multipliers

(Benchmark Model)

Government Consumption

Multiplier Impact 10-Year 25-Year
Output
Mean 0.7222 0.5575 0.5959

95% Interval
Private Consumption
Mean
95% Interval
Private Investment
Mean

95% Interval

0.6553, 0.7903]

10.4418
[-0.4955, -0.3856]

0.1777
0.1343, 0.2223 ]

[0.3889, 0.7292]

10.4818
-0.6299, -0.3279 |

0.0499
[0.0134, 0.0861 ]

[0.3610 0.8397]

-0.4392
[-0.6550, -0.2134 ]

0.0464
[ 0.0095, 0.0831 |

Government Investment

Multiplier Impact 10-Year 25-Year
Output
Mean 0.6137 0.7204 1.0904

95% Interval
Private Consumption
Mean
95% Interval
Private Investment

Mean
95% Interval

0.5419, 0.6836 ]

-0.3475
[-0.4532, -0.2191]

- 0.0272
[-0.2078, 0.1238)]

[0.5936, 0.8433 ]

-0.2821
-0.3534, 0.2096]

0.0162
-0.0766, 0.0987]

[0.8675, 1.3039)]

0.0558
-0.0829, 0.1908]

0.0553
-0.0489, 0.1515]
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Table 10: Prior Government Spending Multipliers
(Benchmark Model)

Government Consumption

Multiplier Impact 10-Year 25-Year
Output
Mean 0.6600 0.1983 -0.0296

95% Interval
Private Consumption
Mean
95% Interval
Private Investment
Mean
95% Interval

[0.5176, 0.7992]

-0.4375
[-0.5860, -0.3062]

0.1100
[-0.0521, 0.2746 ]

[-0.2784, 0.5545]

-0.7181
-1.0711, -0.4418 ]

-0.0798
:0.2497, 0.0352 |

[-0.9299 0.5798]

-0.8837
[-1.5704, -0.4059 |

-0.1464
[-0.4202, 0.0339 ]

Government Investment

Multiplier Impact 10-Year 25-Year
Output
Mean 0.6327 0.4951 0.6491

95% Interval
Private Consumption
Mean
95% Interval
Private Investment
Mean
95% Interval

0.4702, 0.8012 ]

-0.4022
[-0.5405, -0.2265]

0.0470
[-0.1375, 0.2278)]

-0.0711, 0.9928 ]

-0.4207
-0.8674, -0.0207]

-0.0748
[-0.2565, 0.0881]

[-0.4417, 1.5575]

-0.2341
[-1.0953, 0.5054]

-0.1044
[-0.4013, 0.1526]
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Table 11: Posterior Estimation (Mean)
Models with High «a,,(= 0.05) and Low (.(= 4) and Post-Reform Period

Parameter | High ay, | Low (. | Post-Reform
N 1.0616 1.0864 1.8271
My 0.2104 0.2047 0.1730
o 3.7471 1.8452 0.8796
Od 6.5089 | 6.6099 8.2094
) 47.4065 | 50.0080 65.4091

My, 0.0643 | 0.0642 0.0451
miy 0.1377 | 0.1351 0.1514
mff; 0.1268 | 0.1227 0.1893
my 0.0850 | 0.0849 0.1512
me -0.1216 | -0.1043 0.1215
my, 0.0562 | 0.0545 0.1344
Pa 0.4069 | 0.3922 0.5181
Peg 0.6697 | 0.6972 0.6753
PIg 0.8008 | 0.8071 0.8077
Pbg 0.4696 | 0.4694 0.7697
Prg 0.5006 | 0.5022 0.4515
P 0.8472 | 0.8612 0.8704
Pre 0.6273 | 0.6209 0.5976
Prw 0.7467 | 0.7539 0.7656
Ptk 0.5957 | 0.6108 0.7597
Ptz 0.7868 | 0.7939 0.8787
Ppz 0.7911 | 0.7963 0.7922
Pray 0.4987 | 0.4790 0.5851
Pv 0.6127 0.6227 0.7112
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Table 11 continued ...

Parameter | High ay, | Low (. | Post-Reform

Oa 0.0144 | 0.0139 0.0100

Ocq 0.0442 0.0448 0.0401
T1g 0.0809 | 0.0805 0.0989

Obg 0.1107 | 0.1116 0.1055

Org 0.0173 | 0.0169 0.0131

o 0.0637 | 0.0552 0.0409

Ote 0.0584 | 0.0549 0.0479
Tt 0.3142 | 0.3134 0.2976

o 0.1071 | 0.1061 0.0951

o 0.1301 | 0.1305 0.1780

Op2 0.0548 | 0.0550 0.0471
Onay 0.0167 | 0.0173 0.0131

o 0.0401 | 0.0387 0.0314
Log Density! | 707.10 | 705.01 317.15

Note:- 1. Log marginal data density (Laplace):
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Table 12: Posterior Government Spending Multipliers: Alternative Models

Government Consumption
Model Impact | 10-Year | 25-Year
Output

Non-Ricardian (¢ = 0.90) | 0.7214 | 0.5703 | 0.6117

Fin. Repression 0.7149 | 0.5383 | 0.5658
High ay, 0.7221 | 0.5567 | 0.5959
Low (. 0.7734 | 0.5728 | 0.5953
Post-Reform 0.6179 | 0.1096 | -0.2916

Private Consumption

Non-Ricardian (# = 0.90) | -0.4549 | -0.4747 | -0.4273

Fin. Repression - 0.4272 | -0.4898 | -0.4589
High ay, -0.4425 | -0.4829 | -0.4397
Low (. -0.3996 | -0.4775 | -0.4468
Post-Reform -0.4620 | -0.7303 | -1.0627

Private Investment

Non-Ricardian (¢ = 0.90) | 0.1900 | 0.0569 | 0.0507

Fin. Repression 0.1557 | 0.0384 | 0.0354
High oy, 0.1783 | 0.0501 | 0.0469
Low (. 0.1878 | 0.0611 | 0.0534
Post-Reform 0.0917 | -0.1581 | -0.2345
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Table 12 continued ...

Government Investment

Model Impact | 10-Year | 25-Year

Output

Non-Ricardian (¢ = 0.90) | 0.6275 | 0.7209 | 1.0995

Fin. Repression 0.5832 | 0.7522 | 1.1426
High ay, 0.5971 | 0.7760 | 1.1923
Low (. 0.7289 | 0.7528 | 1.1223
Post-Reform 0.6153 | 0.6422 | 1.0007

Private Consumption

Non-Ricardian (f = 0.90) | -0.3567 | -0.2857 | 0.0573

Fin. Repression -0.3097 | -0.2232 | 0.1269
High ay, -0.3431 | -0.2237 | 0.1496
Low (. -0.2738 | -0.2756 | 0.0605
Post-Reform -0.4707 | -0.3800 | -0.0691

Private Investment

Non-Ricardian (# = 0.90) | -0.0039 | 0.0203 | 0.0630

Fin. Repression -0.0960 | -0.0103 | 0.0374
High ay, -0.0484 | 0.0144 | 0.0643
Low (. 0.0165 | 0.0427 | 0.0831
Post-Reform 0.0977 | 0.0344 | 0.0888

66



References

1]

[10]

[11]

Akber, N. and K. Paltasingh (2019), “Is Public Investment Comple-
mentary to Private Investment in Indian Agriculture? Evidence from
NARDL Approach”, Agricultural Economics, 50, 643-655.

Anand, R., P. Shanka and M. Saxegaard (2010), “An Estimated Model
with Microfinancial Linkages for India”, IMF Working paper 10/21, The
International Moneatry Fund.

Anand, R. and P. Khera (2015), “Macroeconomics Impact of Product
and Labor Market Reforms on Informality and Unmeployment in India”,
IMF Working paper 16/47, The International Moneatry Fund.

Andres J. and O. Arce (2012), “Banking Competition, Housing Prices
and Macroeconomic Stability”, Fconomic Journal, 122, 1346-1372.

Badarinza, C., V. Balasubramaniam and T. Ramadoria (2017), “The
Indian Household Finance Landscape”, India Policy Forum 2016-17,

Banerjee, S. and P. Basu (2019), “Technology Shocks and Business Cy-
cles in India”, Macroeonomic Dynamics, 23, 1721-1756.

Banerjee, S., P. Basu and C. Ghate (2020), “A Monetary Business Cycle
Model for India”, Economic Inquiry, 58, 1362-1386.

Baxter, M. and R. King (1993), “Fiscal Policy in General Equlibrium”,
American Economic Review, 86, 1154-1174.

Carrillo, J. and C. Poilly (2013), “How do Financial Frictions Affect
the Spending Multiplier During a Liquidity Trap”, Review of Economic
Dynamics, 16, 296-311.

Castillo, P. and C. Montoro (2010), “Monetary Policy in the Presence
of Informal Labor Markets”, Working Papers 210-009, Banco Central
de Reserva del Peru.

Chatterjee, S., T. Lebesmuehlbacher and A. Narayanan (2021), “How
Productive is Public Investment? Evidence from Formal and Informal
Production in India”, Journal of Development Economics, 151, 1-33.

67



[12]

[13]

[14]

[15]

[16]

[20]

[21]

[22]

Chari, V., A Dovis and P. Kehoe (2020), “On the Optimality of Financial
Repression”, Journal of Political Economy, 128, 710-178.

Coskun, S. (2022), “Informal Employent and Business Cycles in Emerg-
ing Market Economies”, Journal of Macroeconomics, 74, 1-22.

Dabla-Norris, E., R. Townsend and D. Unsal (2015), “Identifying Con-
straints to Financial Inclusion and Their Impact on GDP and In-
equality: A Structural Framework for Policy”, IMF Worling paper NO.
WO/15/22, International Monetary Fund.

Das, S. (2015), “Monetary Policy in India: Transmission to Bank Inter-
est Rates”, IMF Working Papers 15/129, International Monetary Fund,
Washington DC.

Demigruc-Kunt, A. and L. Klapper (2013), “Measuring Financial Inclu-
sion: Explaining Variation in Use of Financial Services across and within
Countries”, Brookings Papers on Economic Activity Spring 2013, 270-
340.

Dhawan, B. D. (1998), Studies in Agricultural Investments and Rural
Savings, Commonwealth Publishers, Delhi.

Fan S., A. Gulati and S.K. Thorat (2008), “Investments, Subsidies and
Pro-Poor Growth in Rural India”, Agricultural Economics, 39, 163-170.

Fan Y., (2020), “Collateralized Borrowing Around the World: Insights
from the World Bank Enterprise Surveys”, International Journal of Fi-
nancial Fconomics, 27, 2420-2437.

Farazi, S. (2014), “Informal Firms and Financial Inclusion: Status and
Determinants”, Policy Research Working Paper 6778, World Bank,
Washington, DC.

Ferndndez, A., M. Klein, A. Rebucci, M. Schindler, and
M  Uribe (2015), “Capital Control Measures: A New
Dataset”, IMF Working Paper WP/15/80 available at https
/Jwww.imf.org/external /pubs/ ft/wp/2015/wpl1580.pdf .

Ferndndez, A. and F. Meza (2015), “Informal Employment and Busi-
ness Cycles in Emerging Economies: The Case of Mexico”, Review of
Economic Dynamics, 18, 381-405.

68



23] Ferndndez-Villaverde, J. (2010), “Fiscal Policy in a Model With Finan-
cial Frictions”, American Economic Review: Papers and Proceedings,
100, 35-40.

[24] Gali, J. and D. Lopez-Salido and J. Valles (2007), “Understanding the
Effects of Government Spending on Consumption”, Journal of the Fu-
ropean Economic Association, 5, 227-270.

[25] Gerali, A., S. Neri, L. Sessa and F. Signoretti (2010), “Credit and Bank-
ing in a DSGE Model of the Euro Area”, Journal of Money, Credit and
Banking, 42, 108-141.

[26] Ghate, C., R. Pandey and I. Patniak (2013), “Has India Emerged? Busi-
ness Cycle Stylized Facts from a Transitioning Economy”, Structural
Change and Economic Dynamics, 24, 157-172.

[27] Ghate, C., P. Gopalkrishnan and S. Tarafdar (2016), “Fiscal Policy in an
Emerging Market Business Cycle Model”, Journal of Economic Asym-
metries, 14, 520-77.

28] Givionni, A. and M. de Melo (1993), “Government Revenue from Fi-
nancial Repression”, American Economic Review, 83, 953-963.

[29] Goyal A. and B. Sharma (2018), “Government Expenditure in India:
Composition and Multipliers”, Journal of Quantitative Economics, 16,
47-85.

[30] GOI  (2012), “Report  of the Committee on  Unor-
ganized Sector Statistics”, National Statistical Com-
mision, Government  of  India, available at  https

//mospi.gov.in/sites/de fault/ files/committee,eports/nsc_report_un_sec_14dmarl2.pdf .

[31] Hory, M. (2016), “Fiscal Multipliers in Emerging Market Economies:
Can We Learn Something from Advanced Countries?”, International
Economics, 146, 59-84.

[32] Hutichinson, M., R. Sengupta and N. Singh (2010), “Estimating a Mon-
etary Policy Rule for India”, Economic and Political Weekly, 45, 18-24.

[33] Ilzetzki, E., E. Mendoza and C. Vegh (2013), “How Big (Small) Are
Fiscal Multipliers?”, Journal of Monetary Economics, 60, 239-254.

69



[34]

[35]

[36]

[37]

[38]

[39]

[40]

[41]

[42]

[43]

[44]

[45]

ILO (2018), Women and Men in the Informal Economy: A Statistical
Picture, Technical Report, ILO.

IMF (2008), World Economic Qutlook - 2008 , International Monetary
Fund, Washington DC.

Kass, R. and A. Raftery (1995), “Bayes Factors”, Journal of the Amer-
ican Statistical Association, 90, 773-795.

Kim, S. , and N. Roubini ( 2008), “Twin Deficit or Twin Divergence?
Fiscal Policy, Current Account, and Real Exchange Rate in the U.S”,
Journal of International Economics, 74, 362-383.

Kiyotaki, N. and J. Moore (1997), “Credit Cycles”, Journal of Political
Economy, 105, 211-248.

Kletzer, K. and R. Kohli (2001), “Financial Repression and Exchange
Rate Management in Developing Countries: Theory and Evidence from

India”, IMF Working Paper: WP/01/103.

Kumar, M. and S. Pandey (2021), “Wage Gap Between Formal and
Informal Regular Workers in India: Evidence from the National Sample
Survey”, Global Journal of Emerging Market Economies, 13, 104-121.

La Porta, R. and A. Shleifer (2014), “Informality and Development”,
Journal of Economic Perspective, 28, 109-126.

Lahiri. A. and U. Patel (2017), “Challenges of Effective Monetary Policy
in Emerging Economies”, in Ed. C. Dave and K. Kletzer Monetary Pol-
icy in India: A Modern Macroeconomic Perspective Chapter 1, Pages
31-58.

Leeper, E., T, Walker and S. Yang (2010), “Government Investment and
Fiscal Stimulus”, Journal of Monetary Economics, 57, 1000-1012.

Leeper, E.; N. Traum and T. Walker (2017), “Clearing Up The Fiscal
Multiplier Morass”, American Economic Review, 107, 2409-54.

Levya, G. and C. Urrutia (2020), “Informaility, Labor market Regula-
tion and the Business Cycle”, Journal of International Economics, 126,
1033-40.

70



[46]

[47]

[48]

[49]

Loayza, N. (2016), “Informality in the Process of Development and
Growth”, The World Economy, 39, 1856-1916.

Mandelman, F (2010), “Business Cycles and Monetary Regimes in
Emerging Economies: A Role for a Monopolistic Banking Sector”, Jour-
nal of International Economics,81, 122-138.

Mohan, R. and P. Ray (2017), “Indian Financial Sector: Structure,
Trends and Turns”, IMF Working paper WP/17/7, The International
Monetary Fund, Washington.

NCEUS (2007a), “Report on Conditions of Work and Promotion of
Livelihoods in the Unorganized Sector”, Government of India, avail-
able at https : / Jwww.imdchange.org/nceus_reports/NCEUS —2007 —
Report — on — conditions — of — work — and — promotion — of —
livelihoods — in — the — unorganised — sector.pdf .

NCEUS (2007b), “Financing of Enterprises in the Unorga-
nized Sector and a Creation of a National Fund for the Un-
organized Sector”, Government of India, available at https

/ Jwww.imdchange.org/nceus_reports/ FINANCING — OF —
ENTERPRISES —IN —THE —UNORGANISED — SECTOR —
CREATION —OF — A— NATIONAL — FUND — FOR—-THE —
UNORGANISED — SECTOR — NAFUS — India.pdf

Pal, R. and U. Rathore (2016), “Estimating Worker’s Bargaining Power
and Firms’ Mark-Up in India: Implications of Reforms and Labour Reg-
ulations”, Journal of Policy Modeling, 38, 1118-1135.

Paul M. (2014), “Import Intensity and its Impact on Exports, Output
and Employment”, Working Paper No. 167, ISID, New Delhi.

Paul M. and R. Kumar (2021), “Import Intensity of India’s Manufac-

tured Exports: An Industry Level Analysis 7, The Indian Economic
Review, 56, 67-90.

Ravn, M., S. Schmitt-Grohé, and M. Uribe (2012), “Consumption, Gov-
ernment Spending, and the Real Exchange Rate”, Journal of Monetary
Economics, 59, 215-234.

71



[55] RBI ~ (2014),  Report of the Ezpert Committee to  Re-
vise and Strengthen the Monetary Policy Frame-

work, Reserve  Bank of India available at  https
//rbidocs.rbi.org.in/rdocs/ Publication Report/Pdf s/ ECOM RF210114_F.pdf .

[56] Reinhart, C. and and M. Belen Sbrancia (2015), “The Liquidation of
Government Debt”, The IMF Working Paper WP 15/7, The Interna-
tional Monetary Fund, Washington.

[57] Shapiro, A. (2015), “Self-Employment and Business Cycle Persistence:
Does the Composition of Employment Matters for Economic Recover-
ies?”, Journal of Economic Dynamics and Control, 46, 200-218.

[58] Singh, B. (2010), “Monetary Policy Behavior in India: Evidence from
Taylor-Type Policy Frameworks”, Reserve Bank of India, Staff Study,
SS(DEAP): 2/2010.

[59] Smets, F. and R. Wouters (2007), “Shocks and Frictions in US Business
Cycles: A Bayesian DSGE Approach”, American Economic Review, 97,
586-606.

[60] Stijn H.P. van Zon and B. Tims (2014), “The Effect of Financial Sector
Size on Fiscal Multipliers”, Working Paper available at file : ///C :
JUsers/kumara/Downloads/SSRN — id2419480%20(1).pdf

[61] Yadav, S., V. Upadhyay and S. Sharma (2012), “Impact of Fiscal Pol-
icy Shocks on the Indian Economy”, Margin-The Journal of Applied
Economic Research, 6, 415-444.

[62] World  Bank  (2022), “The  Long  Shadow  of  Infor-
mality” Ed. F. Ohnsorge and S. Yu available at
https:/ /www.worldbank.org/en/research/publication/informal-economy.

[63] Zsold, D (2020), “Real Effective Exchange Rates for 178 Countries: A
New Database”, available at https : //www.bruegel.org/2012/03/real —
ef fective — exchange — rates — for — 178 — countries — a — new —
database/ .

72



