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Abstract

We study the impact of an increase in permanent labor income inequality on the
transmission of monetary shocks on the real economy. In a Heterogeneous-Agent New-
Keynesian model with standard preferences, we show that the distribution of perma-
nent labor income is neutral with respect to monetary policy shocks. However, this
model cannot account for the observed relationship between permanent income and
consumption-saving behavior. Including a non-homothetic taste for wealth allows us to
match this relationship, and breaks the neutrality result. The direct substitution effect
from a monetary policy shock is weakened while indirect effects are stronger. The rise
in permanent labor income inequality makes households hold wealth more for a present
motive rather than for an intertemporal-substitution motive. As a result, the aggregate
elasticity of intertemporal substitution is weakened while the aggregate static MPC is
strengthened. In a realistic two-asset HANK model, we quantify the change in the
composition of a monetary shock. We observe a rise in the magnitude of a monetary
policy shocks as the increase in indirect effects more than outweighs the fall in the
direct effect.
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Introduction

In the US, labor income inequality has increased steadily since the 1980s, with the share of
pre-tax total labor income earned by the top 1% doubling from 6% in 1980 to 12% in 2020
(Saez & Zucman 2020). Existing empirical literature suggests that the surge in labor income
inequality is predominantly attributable to an increase in the permanent component of labor
income inequality (DeBacker et al. 2011, Bloom et al. 2017, Braxton et al. 2021, Guvenen
et al. 2022)) —a term we use to denote the variance in initial outcomes for new cohorts
entering the labor market (Straub 2019). In this paper, we explore the implications of rising
permanent labor income inequality for monetary policy. We ask two questions. What is
its effect on the strength of a monetary policy shock? How does it change the transmission
channels of monetary policy?

In a simple textbook IS-LM model, an increase in permanent labor income inequality de-
creases the output response to monetary policy, if rich households have a lower marginal
propensity to consume than poorer ones. Indeed, assume two households – a low income and
a high income – with population shares ω and (1 − ω). The low type receives a share 1 − z of
total income and has a high marginal propensity to consume ml while the high type receives
a share z and has a low marginal propensity to consume my

h < my
l . The static Keynesian

cross writes1

dY = 1
1 − ω(1 − z)my

l − (1 − ω)zmy
h

b1dr.

An increase in permanent labor income inequality z will thus redistribute income towards
low MPCs households, decreasing the multiplier, and hence the output response to a mone-
tary policy shock. This simple model is useful to motivate why the distribution of permanent
income might matter for monetary policy, but it misses a few core features of modern macroe-
conomic models: it lacks dynamics and ignores the endogeneity of the consumption-savings
decision to permanent income.

In this paper, we explore this question using a HANK model with rich household-level het-
erogeneity and featuring an intertemporal Keynesian cross à la Auclert et al. (2024). We
introduce a decomposition of the impact of rising permanent labor income inequality on
monetary policy between three channels. First, an increase in permanent income inequality

1b1 is the sensitivity of aggregate consumption to the interest rate.
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Figure 1: Change in equilibrium output in an IS-LM model after a monetary policy shock

Note: The red full line shows the IS curve with low inequality, while the red dashed curve shows the IS curve with high inequality.

redistributes income between households with potentially different responses to income and
interest rate shocks. We call this channel the composition effect, which is the only channel
present in the simple IS-LM model we presented. Secondly, households might further change
their response to shocks as they observe an increase or a decrease in their permanent income.
We call this the policy function effect. Finally, as the behavior of households changes, their
position in the distribution of wealth might change as well, changing the aggregate reaction
to interest and income shocks. We call this channel the wealth distribution effect.

Our paper starts with a neutrality result: in a model with preferences only on consumption,
those three channels are exactly equal to zero. In this setting, consumption is a linear
function of permanent income. As a result, whatever the distribution of permanent income,
the aggregate response of consumption following a monetary shock will remain the same,
consistently with Straub (2019). This neutrality result is useful as a benchmark, but largely
unrealistic. Indeed, a large empirical literature has shown that households with higher levels
of permanent income have a higher marginal propensity to save out of permanent income
than the rest of the distribution (Carroll 1998, Dynan et al. 2004, Kumhof et al. 2015, Straub
2019, Mian et al. 2020).

A growing literature has been solving that issue by adding wealth to the utility function as a
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luxury good (Kumhof et al. 2015, Straub 2019, Mian et al. 2020). By doing so, they are able
to match the relationship between consumption-saving decisions and the level of permanent
income. We show that this type of preference breaks down our neutrality result and ex-ante
heterogeneity in permanent income matters for the output response to a monetary shock.
The rise in permanent labor income inequality observed in the US from 1989 to 2019 changes
the transmission channels of monetary policy and raises the output elasticity to an interest
shock by 12.5%.

We first study the effect of a rise in permanent labor income inequality in a zero-liquidity
HANK model. By doing so, we are able to analytically characterize the contribution of the
composition effect and the policy function effect on the transmission channels of monetary
policy and its aggregate effect. We show that, at the household level, a rise in permanent
labor income raises the sensitivity to an income shock – the marginal propensity to consume
– while it dampens the sensitivity to an interest rate shock – the elasticity of intertemporal
substitution.

In order to capture the wealth distribution effect, we then relax the zero-liquidity assumption.
We show that the rise in permanent labor income inequality decreases the relative share of the
direct effect – the effect of a change in the interest rate on consumption, keeping household
disposable labor income constant – while raising the share of indirect effects – the effect of
the change in household disposable income keeping the path of the interest rate constant.
Indeed, the rise in permanent labor income inequality pushes the equilibrium real interest
down which increases the income share going to hand-to-mouth households. The increase in
the general equilibrium multiplier raises the aggregate effect of a monetary policy shock.

The paper concludes that a simple application of the IS-LM model is misguided: an increase
in permanent labor income inequality increases the output response to a monetary policy
shock through a rise in the general equilibrium multiplier.

Literature. Our paper belongs to the old and large literature that investigates the trans-
mission channels of monetary policy on aggregate variables. Over the last two decades, this
literature has gradually moved away from a representative-agent framework to explore the
interactions between distributions of income and wealth, and monetary policy. The wealth
distribution matters for monetary policy as it determines the share of direct and indirect
effects in the transmission of shocks. Micro survey data on household portfolio reveals that a

3



large portion of households do not hold liquid wealth (Kaplan et al. 2014). Those households
do not react to interest rate changes but are very sensitive to changes in their disposable
income. When including that heterogeneity, Kaplan et al. (2018) shows that most of the
transmission of monetary policy goes through indirect general equilibrium effects (mainly
through the change in labor demand). The composition of a monetary shock matters for
policymakers as Holm et al. (2021) shows that indirect effects take time to materialize. As a
result, if most of the effect of monetary policy goes through indirect effects, monetary policy
is not capable of raising aggregate output in a short time frame.

Monetary policy has also a feedback effect on the wealth and the income distributions
(Coibion et al. 2017, Mumtaz & Theophilopoulou 2017). Those papers show that contrac-
tionary monetary policy is usually procyclical while expansionary monetary policy tends
to dampen income inequality. This feedback effect from the monetary policy on the in-
come distribution not only matters from an equity standpoint but also since it is one of the
transmission channels of monetary policy on aggregate variables. Indeed, by redistributing
income from low-MPC households to high-MPC households, expansionary monetary policy
is amplified compared to the representative-agent benchmark (Auclert 2019).

While the interactions between wealth distribution and monetary policy have been extensively
studied, the way the distribution of labor income shapes monetary policy has remained
partially under the radar. The main reason is that the drivers behind the increase in labor
income inequality were not well understood until recently. The macro implication of a rise
in the variance of shocks over the lifetime is vastly different from the rise in the variance of
initial outcomes. Both Bloom et al. (2017) and Braxton et al. (2021) show that temporary
earning risks have declined. DeBacker et al. (2011) and Guvenen et al. (2022) show that
most of the increase in labor income inequality has come from an increase in the variance of
initial outcomes. Our contribution is to study the implications of that increase on the way
monetary policy shocks are transmitted.

Our paper uses recent theoretical and methodological advances made by Auclert et al. (2024).
They show that modern micro-founded heterogenous-agent New-Keynesian models feature
an ”intertemporal Keynesian cross”, characterized by the sequence-space Jacobian of the
consumption function. Our paper extends this methodology to monetary policy, and we
recover a similar intertemporal Keynesian cross for monetary policy shocks.
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Our paper also belongs to the growing literature that uses a non-homothetic taste for wealth
to solve various puzzles. Carroll (1998) proposes wealth as a source of social status to explain
why rich households have such high saving rates compared to the rest of the population.
Straub (2019) shows that non-homothetic preferences capture the saving behavior along the
distribution of permanent income and explain how variations in permanent labor income
inequality increase wealth inequality and decrease the equilibrium interest rate. Kumhof
et al. (2015) also uses a non-homothetic taste for wealth to match the saving behavior of
richer households, in a model that captures the accumulation of debt in the U.S. in the
years preceding the Great Recession. In their literature review, De Nardi et al. (2016) also
mention non-homothetic bequest motive to explain why a large number of households die
with significant amounts of wealth. Within the New-Keynesian literature, Michau (2018) and
Mian et al. (2021) also include bonds in the utility to study the over-accumulation of savings
in modern economies. Lastly, in Gaillard & Wangner (2021), the non-homothecity in the
taste for wealth allows to match the thicker tail of the income distribution compared to the
consumption distribution. This finding is consistent with the concavity in the consumption
function with respect to permanent income generated by this non-homothecity.

Our emphasis on the interactions between non-homothetic preference in the saving behavior
and monetary policy is shared by Michaillat & Saez (2021) and Melcangi & Sterk (2020).
Consistent with Michaillat & Saez (2021), the presence of bonds-in-the-utility solves the
forward guidance puzzle, even in the absence of idiosyncratic shocks. Melcangi & Sterk
(2020) is also concerned by the change in the policy channels and in the aggregate effect of
monetary policy. The paper also finds out that, in the US since 1980, the power of monetary
policy has strengthened following the rise in the stock market participation channel.

In section 1, we study the impact of an increase in permanent labor income inequality in
a one-asset HANK model. We focus on the limit case of zero-liquidity. By doing so, we
are able to analytically characterize the effect of the permanent income distribution on the
transmission of monetary policy. We then relax that assumption and show that the perma-
nent labor income distribution also changes the transmission of monetary policy through a
wealth distribution effect. In section 2, we calibrate a two-asset HANK model and measure
quantitatively the effect of the change in the labor income distribution on the transmission
of monetary policy and on its aggregate effect.
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1 Permanent income inequality and monetary policy

in HANK

This section studies the impact of a change in the distribution of permanent income in a
heterogenous-agent New-Keynesian model, with and without non-homothetic preferences for
wealth. We first focus on the zero-liquidity case to gain tractability. The stylized nature
of the model allows us to characterize clearly when the distribution of permanent income is
non-neutral with respect to the transmission of monetary policy. In the last section, we then
relax that assumption by having positive liquidity.

1.1 Setup

Households. The economy is composed of a continuum of high-productivity households of
mass 1−ω denoted by h, and a continuum of low-productivity households of mass ω, denoted
l. Households face idiosyncratic productivity shocks. They have access to financial markets
and can smooth their consumption over time by holding government bonds. A household of
permanent type i ∈ {l, h} solves the following maximization problem:

max
{ci,t}t≥0

E0

∞∑
t=0

(
ci,t

1−σ − 1
1 − σ

+ γ
(ai,t+1 + ζ)1−Σ

1 − Σ

)
,

subject to
ci,t + ai,t+1 = (1 − τt)ziei,tNt + (1 + rt)ai,t and ai,t+1 ≥ 0.

ai,t denotes the wealth position of the household at the beginning of period t, ci,t is the
consumption choice, Nt is the labor supply, ei,t is the idiosyncratic productivity type, zi is the
level of permanent productivity, and τt is the linear tax rate. The labor supply of households is
infinitely elastic. In this framework, an increase in labor income inequality means an increase
in zh. We normalize total productivity to 1 which implies that ωzl +(1−ω)zh = 1. Whenever
the level of inequality increases, zl also decreases to keep total productivity constant. The
idiosyncratic productivity shock ei,t follows an AR-(1) process that we discretize using the
Tauchen method.

We define the measure µi,t(a, e) as the mass of household of permanent type i holding wealth
a with idiosyncratic type e at time t and ci,t(a, e) as the policy function for consumption for
an agent holding wealth a with idiosyncratic type e at time t. Aggregate consumption is
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given by:
Ct = ω

∫
cl,t(a, e)dµl,t(a, e) + (1 − ω)

∫
ch,t(a, e)dµh,t(a, e).

Firms. A representative firm uses labor to produce a final good according to the following
production function Yt = (zlω + zh(1 − ω))Nt = Nt. Firms are in perfect competition and
subject to complete rigidity on the real wage (normalized to one). The representative firm
maximizes its profits Yt − Nt subject to the technology and the demand constraint Yt = Ct.

Due to the wage rigidity, the firm is demand-constrained and any variation in effective demand
Ct generates a one-to-one relationship with the labor demand Nt. This wage rigidity thus
translates into a complete price rigidity.

Government. The government funds the service of public debt B with a linear tax rate τt on
labor income so as to keep its budget balanced:

τtNt = rtB.

Central bank. The central bank fixes an exogenous path for the nominal interest rate. As
prices are rigid, any variations in the nominal interest rate translate into variations in the
real interest rate rt.

Definition 1. A competitive equilibrium is defined as policy functions for consumption
{ci,t(a, e)}i,t and savings {ai,t+1(a, e)}i,t; sequences for labor demand {Nt}, the real inter-
est rate {rt}, the linear tax rate {τt}, and output {Yt}; a measure {µi,t(a, e)}i,t such that
:

1. Households solve their problem given prices and labor demand;

2. The representative firm maximizes profits;

3. The government maintains a balanced budget;

4. Markets clear:

(a) The asset market clears:
ω
∫

al,t+1(a, e)dµl,t(a, e) + (1 − ω)
∫

ah,t+1(a, e)dµh,t(a, e) = B, ∀t

(b) The goods market clears:
Yt = ω

∫
cl,t(a, e)dµl,t(a, e) + (1 − ω)

∫
ch,t(a, e), ∀t
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1.2 The intertemporal Keynesian cross and permanent labor in-

come inequality

The output response of this model following a monetary policy shock can be described by an
intertemporal Keynesian cross as in Auclert & Rognlie (2020). Indeed, note that aggregate
consumption at time t = 0 can be written as

C0 ≡ C0({rt, Ñt}t≥0)

where Ñt = (1−τt)Nt is the net labor income and C0({rt, Ñt}t≥0) is the aggregate consumption
policy function that depends on all the future paths of real interest rate and net labor
income. We assume that the function Ct : ℓ∞ × ℓ∞ → ℓ∞ is Fréchet-differentiable. Totally
differentiating the aggregate consumption function, we obtain

dC0({rt, Ñt}t≥0) =
[

∂C0

∂r0
dr0 + ∂C0

∂r1
dr1 + ...

]

+
[

∂C0

∂Ñ0
dÑ0 + ∂C0

∂Ñ1
dÑ1 + ...

]
.

We can rewrite this expression more succinctly by writing it in vector forms

dC({rt, Ñt}t≥0) = Mrdr + MñdÑ,

where Mr and Mñ are aggregate sequence-space Jacobians (infinite-dimensional matrices)
which characterize the reaction of aggregate consumption facing shocks on the real interest
rate and on net labor demand at different periods, as in Auclert et al. (2024, 2021):

Mr ≡


∂C0
∂r0

∂C0
∂r1

...

∂C1
∂r0

∂C1
∂r1

...
... ... . . .

 , and Mñ ≡


∂C0
∂Ñ0

∂C0
∂Ñ1

...

∂C1
∂Ñ0

∂C1
∂Ñ1

...
... ... . . .

 .

Note that we can also define the aggregate consumption function as the sum of the consump-
tion functions for each permanent type by unit of permanent income:

C0 ≡ ωzlCl,0 + (1 − ω)zhCh,0.

The change in aggregate consumption is thus given by

dC = (1 − ω)zhdCh + ωzldCl

= (1 − ω)zh(Mr
hdr + Mn

hdÑ) + ωzl(Mr
l dr + Mn

l dÑ)

= ((1 − ω)zhMr
h + ωzlMr

l )dr︸ ︷︷ ︸
direct effect

+ ((1 − ω)zhMn
h + ωzlMn

l )dÑ︸ ︷︷ ︸
indirect effect from net labor demand

.
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With Mx
i the sequence-space jacobian of permanent type i per unit of permanent income.

The aggregate-level sequence-space Jacobian can thus be written as the following weighted
average:

∀x ∈ {r, ñ}, Mx = ωzlMx
l + (1 − ω)zhMx

h.

Imposing that, in general equilibrium, dY = dN = dC, dτ = Bdr − rBdN, and dÑ =
(1 − τ)dN − dτ , we can compute the aggregate effect of a monetary shock dr which is given
by Proposition 1.

Proposition 1. The aggregate effect of a monetary shock dr is the product of the general
equilibrium multiplier and of the direct effect:

dY = M(Mr − BMñ)dr, (1)

with M = [K(I − Mñ)]−1K, K ≡ −∑∞
t=1(1 + r)−tFt, and F the forward matrix.

Proof. Appendix A.1

Proposition 1 shows the output response in our model as a function of the sequence space
Jacobians. We can recover from this expression the traditional channels of monetary policy.
Mr captures the direct effect of monetary policy, the change in consumption plans induced
by a change in the real interest rate, keeping {Ñt} constant. A change in the path of the
real interest rate has two direct effects: an intertemporal substitution effect and an income
effect. By changing relative prices of consuming at different time periods, the new path of
the real interest rate induces a change in consumption today. The change in the path of
the real interest rate also changes households’ financial income, implying a further change in
consumption.

A change in the path of r also affects the budget constraint of the government, which will
imply a direct change in the path of taxes τ , further changing the consumption path. This
second effect is captured by the −BMñ in the IKC. The total change in the consumption
path of households changes aggregate demand, which changes the firm’s labor demand and
hence the labor income of all households. This second change in consumption, in turn,
has a feedback effect on aggregate demand, which is the traditional Keynesian multiplier
effect. This general equilibrium amplification is the indirect effect from labor demand, and
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is captured in the IKC by the matrix M, which is itself a function of the intertemporal
marginal propensity to consume matrix Mñ.

Using the IKC as an ordering device, we ask: what happens when permanent labor income
inequality goes up? We compare the output response following a monetary shock of two
economies, one characterized by a low level of permanent labor income inequality (z = (zl, zh)
while the other one is characterized by a higher level of permanent labor income inequality
(z′ = (z′

l, z′
h)). A bold z indexes economies with different levels of permanent labor income

inequality. Proposition 2 shows that we can decompose this change in the output response
to a monetary shock between three effects: a composition effect, a Jacobian effect and an
amplification effect.

Proposition 2. The difference in the output response following a monetary policy shock in
two economies with different levels of permanent income inequality can be decomposed between
three terms: (1.) a direct and an indirect composition effect, (2.) a direct and an indirect
Jacobian effect, and (3.) an amplification effect:

dY(z′) − dY(z) =
direct︷ ︸︸ ︷

[(1 − ω)∆z′
hMr

h(z′) + ω∆z′
lMr

l (z′)] dr +

indirect︷ ︸︸ ︷[
(1 − ω)∆z′

hMñ
h(z′) + ω∆z′

lMñ
l (z′)

]
dÑ(z′)︸ ︷︷ ︸

composition effect

+
direct︷ ︸︸ ︷

[(1 − ω)zh∆Mr
h(z′) + ωzl∆Mr

l (z′)] dr +

indirect︷ ︸︸ ︷[
(1 − ω)zh∆Mñ

h(z′) + ωzl∆Mñ
l (z′)

]
dÑ(z′)︸ ︷︷ ︸

Jacobian effect

+ Mñ(z)
(

dÑ(z′) − dÑ(z)
)

︸ ︷︷ ︸
amplification effect

.

With ∆Mx(z′) = Mx(z′) − Mx(z) and ∆z′
i = z′

i − zi.

Noting that dY(z′) − dY(z) = dN(z′) − dN(z), we can write

dY(z′) − dY(z) = M(composition effect + Jacobian effect).

Proof. Appendix A.2

The composition effect captures the fact that even if the response of consumption per unit
of permanent income for each type does not change, the increase in inequality will put more
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weight on the response of the high type compared to the low type.

The Jacobian effect captures the change in the coefficients of our sequences-space Jacobians
keeping the weights on each matrices constant. The change in coefficients comes from three
factors: (1) both types change their consumption-saving decisions as their income increases,
(2) in general equilibrium prices adjust, and this change in prices also affects the consumption-
saving decisions of households, and (3) the distribution of households also changes across the
two economies.

More formally, the change in the type-i Jacobian’s now depends on the change in the policy
function and in the distribution of wealth µi,t. Indeed, the definition of Mx

i,t,j, the element in
line t, column j of the sequence-space Jacobian Mx

i , can be written as2

Mx
i,t,j(z) =

∫ ∂ci,t(a, e; z)
∂xj

dµi,t(a, e; z).

Using this definition of a sequence-space Jacobian we can compute ∆Mx
i , the change in the

Jacobian of an agent of type i in period t following a shock on the aggregate variable x in
period j as

∆Mx
i,t,j(z′) =

∫ (
∂ci,t(a, e; z′)

∂xj

− ∂ci,t(a, e; z)
∂xj

)
dµi,t(a, e; z)︸ ︷︷ ︸

policy-function effect (1)+(2)

+
∫ ∂ci,t(a, e; z)

∂xj

(
dµi,t(a, e; z′) − dµi,t(a, e; z)

)
︸ ︷︷ ︸

wealth-distribution effect (3)

Finally, in general equilibrium, the amplification effect magnifies the first two effects. It acts
a multiplier of the sum of the composition and the Jacobian effect. Thus, even small Jacobian
and composition effect might end up having a large impact on the output response, since
they will be amplified by the general equilibrium matrix M. Both the composition and the
Jacobian effects can be decomposed into a direct and an indirect effect.

1.3 HANK with Zero-Liquidity

In this section, we focus on the particular case of zero-liquidity B = 0 which allows us
to compute analytically our sequence-space Jacobians. Using those analytical forms, we

2Note that the path of distribution dµt(a, e; s) itself depends on the derivative of the policy functions.
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compute the aggregate effect of a monetary policy shock. We also perform a decomposition
between the direct effect of the real interest rate shock and the indirect effect coming from
the change in labor demand. In this framework, we can analytically characterize the effect
of the distribution of permanent labor income as well as the effect of the taste for wealth on
the transmission of a monetary policy shock.

1.3.1 Analytically solving the Sequence-Space Jacobians

We first derive the analytical expressions for the sequence space Jacobians that compose
Equation A.1 under the zero-liquidity assumption. Note that those expressions do not depend
on the particular preferences we assume in the household problem, and thus apply to both
the case with homothetic preferences and non-homothetic preferences. We will distinguish
the impact of those different preferences in the Sub-sections 1.3.3 and 1.3.4.

In the presence of zero liquidity, all households with an idiosyncratic type lower than the
maximum idiosyncratic type ē will be against the borrowing constraint. Those households
behave as hand-to-mouth households and will not react to variations in the real interest
rate, while their consumption will react one-to-one to variations in labor income. Defining
the saving policy function of permanent type i, ai(a, e), we have that, at the steady state,
∂ai

∂a
(0, e) = 0, ∀e < ē3.

At the steady state, households with the highest idiosyncratic type ē are on their Euler equa-
tion, and hence, are indifferent between savings and dissavings. The slope of the steady state
saving function of a permanent type i is given by λi ≡ ∂ai

∂a
(0, ē)/Πēē, with Πēē the probability

of staying a high-idiosyncratic type tomorrow conditional on being a high-idiosyncratic type
today4. For clarity, we define 1 − µ ≡ πēē

Πēē
as the effective share of unconstrained households

within permanent type i.

Proposition 3. a) The sequence-space Jacobian of the consumption response following a
3See appendix B.2 for formal derivation.
4See appendix B.3 for formal derivation.
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labor demand shock of permanent income type i is

Mñ
i = µI + (1 − µ)



1 − λi

1+r
λi

1+r
(1 − βλi) · · ·

λi

(
1 − λi

1+r

) (
1 − λi

1+r

) (
1 − λi (1 − βλi)

)
· · ·

λ2
i

(
1 − λi

1+r

)
λi

(
1 − λi

1+r

) (
1 − λi (1 − βλi)

)
· · ·

... ... . . .


where I is the matrix of intertemporal marginal propensities to consume (iMPCs) of con-
strained households and the second matrix is the iMPCs of unconstrained households of per-
manent type i.

b) The sequence-space Jacobian of the consumption response following an interest rate shock
of permanent income type i is

Mr
i = (1 − µ)βēρ(ē) 1

σ

λ

Πēē



0 − 1
1+r

− βλi

1+r
· · ·

0 1 − λi

1+r
βλi(1 − λi

1+r
) − 1

1+r
· · ·

0 λi(1 − λi

1+r
) (1 + βλ2

i )(1 − λi

1+r
) · · ·

... ... ... . . .

 .

where ρ(ē) = ∑
e′ Πēe′

(
e′

ē

)−σ

Proof. For Mr
i , see Appendix B.5 and for Mn

i , see Appendix B.8

The interpretation of those two sequence-space Jacobian is intuitive.

Jacobian with respect to the labor demand. Starting with the sequence jacobian of the con-
sumption response following a labor demand shock, the first column of Mñ

i gives us the
intertemporal marginal propensity to consume (iMPC) out of a one-time income shock of
households of permanent type i. It is a weighted average of the iMPCs of the constrained
and unconstrained households among a permanent type i. Note that the MPC of constrained
households is 1, and that the MPC of unconstrained households is 1 − λi/(1 + r). In the
absence of a taste for wealth and idiosyncratic shocks, λi = 1 and we recover the standard
MPC in a representative agent model, r/(1 + r).

Aggregating over both permanent types, we obtain the aggregate sequence-space Jacobian
Mñ = ωlzlMñ

l + ωhzhMñ
h, a weighted sum of the Jacobian per permanent-type. The contem-
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poraneous aggregate iMPC5 is given by the first element of the first column of this infinite
matrix:

iMPC0 = 1 − (1 − µ) 1
1 + r

∑
i

ωiziλi

= µ
∑

i

ωizi︸ ︷︷ ︸
income share of constrained

+ (1 − µ)
∑

i

ωizi︸ ︷︷ ︸
income share of unconstrained

(
1 − λi

1 + r

)
.

The rest of the first column gives the path of intertemporal marginal propensity to consume
out of an income shock:

iMPCt = (1 − µ)
∑

i

ωiziλ
t
i

(
1 − λi

1 + r

)
.

The income shock is spent down at a rate λi.

Jacobian with respect to the interest rate. The sequence space Jacobian Mr
i describes the

consumption response to a shock on rt. It is characterized by two different elasticities:
the elasticity of intertemporal substitution and the intertemporal marginal propensity to
consume. The elasticity of intertemporal substitution determines to which extent households
want to exploit differences in relative prices while the intertemporal marginal propensity to
consume determines the speed at which additional incomes are consumed. The strength of
that intertemporal substitution is determined by the EIS6 of the unconstrained household:

EIS = ρ(ē)β
σ

λi

[(
1 − λi

1 + r

)
ē + E[e′|ē]

1 + r

]
1 + r

ēE[e′|ē]Πēē

,

which is an increasing function of λi
7. When r increases in the future, consuming today is

relatively more expensive. Today’s consumption falls while future’s consumption increases.
Households postpone part of their consumption to later periods by increasing their savings,
and then consume a fraction λt

i[1 − λi/(1 + r)] at period t of this additional income8.

Interpretation of λi. The variable λi determines the contemporaneous MPC, the persistence
of the iMPC, and the EIS of unconstrained households. The MPC is a decreasing function of

5The classic MPC in the literature.
6Notice that, in the absence of taste for wealth and idiosyncratic shocks, the formula simplifies to 1/σ.
7Indeed, recall that λi is between 0 and 1. The negative second-order term of this polynomial will thus

be neglectible and dominated by the positive linear term.
8Since there is no wealth in our model, interest rate shocks have no initial income effects and an unexpected

change in r0 has no impact on consumption. The first column of Mr
i is thus zero.
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λi while the EIS is an increasing function of λi. It is thus key in understanding the behavior
of households as in it pins down the degree to which households are forward-looking.

When λi = 1, unconstrained households behave as forward-looking, permanent-income house-
holds in a riskless world. Their consumption response to an income shock is perfectly
smoothed and they consume at every period a fraction r/(1 + r) of that income shock.
In that case, the indirect effect is low as the consumption response of unconstrained house-
holds does not move much with transitory income shocks. Conversely, the consumption of
unconstrained households is very sensitive to changes in the real interest rate as it controls
the relative prices of consumption at different time periods. As households put a large weight
on future consumption, their consumption response is very sensitive to a change in relative
prices of future consumption. As a result, the direct effect of a monetary shock is high.

When λi < 1, households are less forward-looking. There is now an extra discounting of
future consumption flows. Their contemporaneous MPC is higher than future iMPC. In that
case, the indirect effect is high as the consumption response of unconstrained households
largely moves with a contemporaneous income shock. Conversely, the consumption of the
unconstrained household is less sensitive to changes in the real interest rate as the EIS
decreases.

1.3.2 The aggregate effect of a monetary policy shock

Combining Proposition 1 and the analytical solutions for our two sequence-space Jacobians,
we compute the aggregate effect of a monetary policy shock r0 < rss with persistence ρ. We
also compute the direct and the indirect effects.

Proposition 4. The aggregate effect of a monetary policy shock r0 is given by:

dY0 = −βρ(ē) 1
σ

ρ

1 − ρ
dr0. (2)

The direct effect of a monetary policy shock is given by:

Direct effect0 = −(1 − µ)ρ(ē) 1
1 + r

1
σ

∑
i

ωizi
ρλiβ

1 − ρλiβ
dr0.

The indirect effect of a monetary policy shock is given by:

Indirect effect0 = dN0 − (1 − µ) 1
1 + r

(1 − ρ)
∑

i

ωizi
λi

1 − βλiρ
dN0.
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The direct effect is an increasing function of λi while the indirect effect is an decreasing
function of λi.

Proof. Appendix A4

The structure of preferences and the level of ex-ante heterogeneity matter for monetary
policy as they jointly determine the value of λi and the equilibrium r. At the aggregate level,
λi determines the relative weight of the direct and indirect effects of a monetary shock on
output. The larger λi, the higher the direct effect and the lower the indirect effect. This is
consistent with the fact that the static MPC is a decreasing function of λi while the EIS is
an increasing function of λi. In the next section, we are going to study what happens when
ex-ante heterogeneity rises (1) in the absence of a non-homothetic taste for wealth (γ = 0)
and (2) in the presence of a non-homothetic taste for wealth (γ > 0).

1.3.3 Benchmark: monetary policy without a taste for wealth

We first study this model in the benchmark case without a taste for wealth by setting γ to
0.

Proposition 5. In the HANK model with zero-liquidity, when γ = 0 (no preference for
wealth), the Jacobians Mr

i and Mn
i do not depend on z:

∀i ∈ {l, h}, x ∈ {r, n}, ∆Mx
i (z′) = 0 and Mx

l = Mx
h.

1. There is neither a composition effect nor a behavior effect.

2. A change in permanent labor income inequality does not affect the magnitude of a
monetary policy shock.

Proof. Appendix C

Without a taste for wealth, the slope of the steady-state savings function λi does not depend
on the level of permanent income. ∀i, λi ≡ λ. Thus, the share of constrained households
across types is the same, and the sequence-space Jacobians per unit of permanent income
are equal across types. The distribution of permanent income is neutral on the transmission
of monetary policy.
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Indeed, without a non-homothetic taste for wealth, differences in permanent productivity
scale linearly consumption and savings functions across permanent types (Straub 2019). As
the slope of the saving function of the highest idiosyncratic type evaluated at the steady
state is constant across permanent types, the sequence-space Jacobians per unit of perma-
nent income are equal across types. As a result, the total, direct, and indirect effects do
not depend on the distribution of permanent productivity. A change in the distribution of
permanent income thus does not affect the output response to a monetary policy shock, nor
the transmission channel of monetary policy.

1.3.4 Accounting for the non-homotheticity in saving behavior

We now study the impact of an increase in permanent income inequality in the zero-liquidity
model under non-homothetic preferences. In the presence of a taste for wealth, all low
permanent income types are constrained, λl = 0 and λ ≡ λh

9. A rise in permanent labor
income inequality changes the transmission channels of monetary policy, leaving the aggregate
effect constant.

Permanent income and behavior effect. Under non-homothetic preferences, λ decreases with
permanent income because r is itself a decreasing function of permanent income. Thus, an
increase in permanent labor income inequality increases the MPC, decreases the persistence
of the iMPC, and decreases the EIS. In Proposition 2, this change in λ and r determine the
behavior effects ∆Mh which is the change in the coefficients of our sequence-space Jacobians
per unit of permanent income.

When permanent labor income increases under non-homothetic preferences, the Euler equa-
tion is more ”discounted” in the terms of McKay et al. (2017) and Michaillat & Saez (2021).
Indeed, as the high-productivity households become richer, their consumption increases, de-
creasing their marginal utility from consumption. For their Euler equation to hold at the
steady state, the real interest rate has to fall, since

1 + r = 1
βρ(ē)

[
1 − γζ−Σ

(zhē)−σ

]
,

dr

dzh

< 0.

9The Euler equation now depends on zi and the real interest rate will adjust so that the Euler equation
will hold with equality only for the high permanent income type with the highest idiosyncratic type. See
Appendix B.2 for details.
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Outside of the steady state, unconstrained households now put a lower weight β(1+rt+1) < 1
on future consumption since the Euler equation writes

c−σ
t = (1 + rt+1)βE[c−σ

t+1] + γ(at+1 + ζ)−Σ.

As a result, a change in the path of real interest rates, i.e. a change in relative prices
of consuming at different time periods has a lower effect on consumption today (as future
consumptions are more discounted). Unconstrained households would like to hold wealth
relatively more for a present motive due to the non-homothetic nature of the taste for wealth
rather than for an intertemporal substitution motive. At the micro level, unconstrained
households become less sensitive to variations in the real interest rate, their EIS falls. At the
same time, they frontload their consumption reaction to an income shock, their MPC rises.
At the macro level, the direct effect is weakened while the indirect effect is strengthened10.

Composition effect. A change in permanent income also redistributes a higher share of income
towards households with a lower MPC and a higher EIS, since all the constrained households
have a MPC of 1 and an EIS of 0. Formally, it changes the weights on each sequence-space
Jacobian ∆Mi, which increases the direct effect and decreases the indirect effect.

To sum up, an increase in permaneent labor income inequality entails both a composition
and a behavior effect, and both those effects impact the transmission channels of monetary
policy:

dIndirect effect0

dzh

= composition effect0︸ ︷︷ ︸
<0

+ behavior effect0︸ ︷︷ ︸
>0

,

d|Direct effect0|
dzh

= composition effect0︸ ︷︷ ︸
>0

+ behavior effect0︸ ︷︷ ︸
<0

.

Furthermore, with zero liquidity, the change in the permanent labor income distribution has
no effect on the incidence of monetary policy on output11. The ”as-if” result of Werning (2015)
holds in this framework. The change in the income share of constrained and unconstrained
households generates no aggregate amplification since, in the absence of government bonds,
the elasticity of the net income of hand-to-mouth households to aggregate income is one
(Bilbiie 2008). In a simulation exercise done in Section 1.4, the composition effect dominates

10We prove this formally in Appendix XXX
11Note that Equation 2 depends neither on r nor on λ.
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the behavior effect. The rise in permanent labor income inequality hence leads to a rise in
the indirect effect and a fall in the direct effect. The results are displayed in Table 2.

1.4 HANK with positive liquidity

We now relax the zero-liquidity assumption and allow for a realistic level of liquid wealth.
The distribution of wealth is no longer degenerate, with a mass of agents bunched at zero
wealth. An increase in permanent income inequality changes the distribution of wealth, which
in turn impacts the aggregate consumption response to a monetary policy shock.

1.4.1 Calibration

For the distribution of permanent labor income, we set ω to 0.1 and chose zh so as to match
the labor income share held by the top 10% in 1989 and in 2019. We follow Straub (2019) to
calibrate the CRRA parameter on wealth in order to match an elasticity of consumption to
permanent income of 0.7. The last two remaining parameters γ, the strength of the taste for
wealth, and ζ, the Stone-Geary parameter, are calibrated with 2019 level of permanent labor
income inequality so as to match a static aggregate MPC of 0.51 and a one-year intertemporal
MPC of 0.18 as in Auclert et al. (2024). When we decrease the level of permanent labor
income inequality to its 1989 level, we keep the rest of the calibration constant. Table 1
summarizes our calibration.

1.4.2 Results

The introduction of positive liquidity results in a non-degenerate distribution of wealth that
can endogenously vary with the distribution of permanent labor income. This shift in the
distribution of wealth alters the results obtained in the zero-liquidity case. The rise in
permanent labor income inequality increases the size of the indirect effect and decreases
the size of the direct effect (see table 2). The increase in the indirect effect outweighs the
reduction in the direct effect, leading to a larger overall impact of a monetary shock on output
following the rise in permanent labor income inequality.

Indirect effect. The rise in the indirect channel comes from an increase in the aggregate MPC
(see table 3) which ultimately stems from three effects: the change in policy functions, the
change in the wealth distribution, and the composition effect.
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Table 1: Calibration of the one-asset HANK model

Parameter Description Value Source

Household
β Discount factor To match r = 5%
σ CRRA on consumption 1 Auclert & Rognlie (2020)
γ Strength of the taste for wealth 0.03 Internally calibrated
ζ Stone-Geary shifter 0.4 Internally calibrated
Σ CRRA on wealth 0.7 Straub (2019)
Labor income
ρe Autocorrelation productivity shocks 0.92 Straub (2019)
σe s.d. productivity shocks 0.2 Straub (2019)
ω High permanent labor income type 0.1 Internally calibrated
zh High productivity type {2.8, 3.4} Piketty et al. (2018)
Government
rss Steady state interest rate 5%
ρr Autocorrelation of monetary shock 0.15 Kaplan et al. (2018)
σr s.d. of monetary policy shock 0.01 Kaplan et al. (2018)
B Government debt 0.23 Auclert & Rognlie (2020)

First, the rise in permanent labor income inequality leads to a change in policy functions.
For a given level of wealth, high-permanent income households have higher MPC after the
rise in their permanent income (see Section 1.3) which tends to increase the aggregate MPC.
This is shown in the left panel of Figure 2.

Second, the rise in permanent labor income inequality leads to a change in the wealth distri-
bution. In particular, we observe a significant rise in the share of hand-to-mouth households.
Indeed, when permanent labor income inequality rises, high-permanent income households
put a relatively higher weight on the taste for wealth, as wealth is a luxury good. They want
to increase savings everything else equal. For the asset market to clear, the real interest rate
has to fall. However, at the bottom of the income distribution, households put a relatively
lower weight on the taste for wealth. Their savings decision is hence driven mostly by the
precautionary and intertemporal substitution motives so that the decrease in the real interest
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Table 2: Change in total output elasticity and partial effect

Partial effect Total effect
r N Tax Y

Zero liquidity 0.28 -0.27 -0.01 0
Positive liquidity -1.91 2.74 -0.83 7.75

Note: The three first columns of this table describe the change in the percentage of total output explained by the partial effect
in an economy with a high and a low level of permanent labor income inequality in the first period. For example, the first
number means that in the zero liquidity model, the share of output change explained by the direct effect ’r’ decreased by 0.27%.
The last column shows the percentage change in the elasticity of total output to a monetary policy shock.

rate pushes them to dissave. As a result, the share of hand-to-mouth households increases,
as shown in the left panel of 2. This wealth distribution effect tends to increase the aggregate
MPC.

Table 3: Change in the MPC

Low type High type Aggregate

Low inequality 0.38 0.3 0.37
High inequality 0.41 0.3 0.4

Lastly, the composition effect tends to dampen the rise in the aggregate MPC. Indeed,
as the average MPC is higher among low permanent-income households than among high
permanent-income households, the rise in permanent labor income inequality decreases the
aggregate MPC. Quantitatively, the sum of the first two effects largely dominates the last
one leaving the aggregate MPC higher after the rise in permanent labor income inequality.

Direct effect. The change in the direct effect occurs in the opposite direction of the change
in the indirect effect. First, the change in the policy function reduces the EIS, as it decreases
with rising permanent income (see Section 1.3), leading to a lower aggregate EIS. Second, the
change in the wealth distribution further diminishes the direct effect, as a larger proportion of
households are now hand-to-mouth and thus unresponsive to interest rate changes. Finally,
the composition effect reallocates income towards households with a higher EIS (see the first
two columns of Table 4), increasing the aggregate EIS. However, quantitatively, the combined
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Figure 2: MPC and EIS along the wealth distribution

Note: This figure plots the marginal propensity to consume out of a one-time income shock (on the left) and the elasticity of
intertemporal substitution (on the right) for different levels of wealth (x-axis) and for different levels of permanent income (in
orange, the permanent labor income of the top 10% in 1989, in dotted orange the permanent labor income of the top 10% in
2019; in blue, the permanent labor income of the bottom 90% in 1989, in dotted blue the permanent labor income of the bottom
90% in 2019. We also plot the wealth distributions of the two permanent income types normalized (in blue, the low-income
type, and in orange, the high-income type) before and after the rise in permanent labor income inequality (in dark color before
and transparent after the rise).

impact of the first two effects outweighs the third, resulting in a lower aggregate EIS following
the rise in permanent labor income inequality (see the last column of Table 4).

Amplification. The aggregate neutrality of the permanent labor income distribution no longer
holds with a realistic level of wealth. The rise in the share of hand-to-mouth households am-
plifies the output response to a monetary shock. Indeed, the elasticity of hand-to-mouth net
income to aggregate income is greater than one. In the case of a fall in the real interest rate,
the net income of hand-to-mouth households increases both from the rise in labor demand
and from the fall in the labor tax rate (Bilbiie 2008). Moreover, even if the change in policy
functions and distributions might be small quantitatively, the overall impact on the out-
put response to a monetary shock remains economically significant since those composition,
behavior, and wealth effects are amplified by the change in labor income (see Proposition 2).
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Table 4: Change in the EIS

Low type High type Aggregate

Low inequality 0.59 0.68 0.6
High inequality 0.55 0.68 0.57

1.4.3 Impact of an increase in the variance of idiosyncratic shocks

Does the nature of the rise in labor income inequality matter for monetary policy? In other
words, what would have happened if the rise in labor income inequality were to be driven by
an increase in the variance of shocks happening over the lifetime. The results are displayed
in Figure 5 in the appendix.

In the zero-liquidity case, an increase in the variance of shocks decreases λ and raises ρ(ē).
The fall in λ, through a rise in the aggregate MPC, increases the indirect response. At
the same time, the rise in ρ(ē) magnifies the intertemporal substitution effect. As high
idiosyncratic type households earn more, a change in the relative price of consumption has
a higher effect on their aggregate consumption. Combining the rise in indirect and direct
effects, an increase in the variance of shocks unambiguosly increase the effect of monetary
policy in the zero-liquidity case.

This property no longer holds when households have access to a sufficiently-large stock of
government bonds. Indeed, there is now an additional effect. When the variance of shocks
increases, more households end up at or close to the borrowing constraint. The EIS of
those households is low and so the direct effect is weakened. On top of that, there is an
aggregate dampening of a monetary shock as the equilibrium r decreases when labor income
inequality increases12. The lower interest rate means that the equilibrium tax rate is lower
and the elasticity of the disposable income of hand-to-mouth households to aggregate income
decreases (but remains above 1). There is less amplification and a monetary shock has a
lower aggregate effect after the rise in the variance of idiosyncratic shocks.

We see that the predictions of the effect of a rise in the variance in initial outcomes compared
to the effect of a rise in the variance in idiosyncratic shocks are largely reversed. The nature

12As households now want a higher buffer stock of savings, everything else equal.
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of the rise in labor income inequality does matter to understand the change in its aggregate
effect and its composition.

2 A quantitative two-asset HANK model

Our previous model featured only one endogenous variable, Nt. It also abstracted from a
realistic supply side, investment and inflation, in order to represent the entire path of the
economy through an intertemporal-Keynesian cross. In this section, we extend our previous
analysis to a quantitative environment that features a two-asset choice on the household side
and includes the previously omitted elements.

2.1 Environment

Households. The problem of a household of type i in labor union k13 is given by:

Vi,t(ℓt, at, et) = max
ct

c1−σ
t − 1
1 − σ

− φ
n1+ν

kt

1 + ν
+ γ

(at + ℓt + ζ)1−Σ − 1
1 − Σ + βEt[Vi,t+1(at+1, ℓt+1, et+1)|et]

,

subject to the law of motion,

ct + ℓt+1 = λt(zietwktnkt)1−τ + (1 + rℓ
t)ℓt + dt,

at+1 = (1 + ra
t )at − dt(at).

We follow Auclert et al. (2020) and assume that flows from and towards the illiquid are
determined exogenously by the following rule

dt(at) = ra
ss

1 + ra
ss

(1 + ra
t ) at + Ω ((1 + ra

t ) at − (1 + ra
ss) āi)

where āi is a target level of illiquid wealth determined exogenously, and Ω is a number close to
zero. This rule implies that, at the steady state, households receive a fixed income ra

ssāi from
their illiquid account and that the total supply of illiquid assets is ∑i ωiāi. In the transition,
they will transfer the excess or missing returns toward the liquid account. The evolution of
the idiosyncratic productivity shocks follows a log AR(1) process given by

log(et) = ρ log(et−1) + εe
t ,

13See next section.
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with εe
t ∼ N (0, σ2

e). Finally, notice that the number of hours supplied is not a control
variable as it is chosen by the labor union. This household block gives rise to the aggregate
consumption and the aggregate asset supply functions

Lt = Lt({rs, Ns, λs}s≥t, µt),

At = At({rs, Ns, λs}s≥t, µt),

Ct = Ct({rs, Ns, λs}s≥t, µt),

where µt is the distribution of households over idiosyncratic states, asset positions, and
permanent types.

Unions. Every worker belongs to a union k. Each union k aggregates efficient units of work
into a union-specific task Nkt and sells those union-specific tasks at price Wkt to a competitive
labor packer with an elasticity of substitution of ε between union-specific tasks. The problem
of the union is specified in the Appendix. Solving the union problem yields the following
non-linear New-Keynesian Phillips curve on wage inflation:

πw
t = κ

(
φ (Nt)ν − 1

µ
(1 − λt) wt (Ct)−σ

)
+ βπw

t+1

Central bank. The central bank follows a Taylor rule

it = r + ϕππt + εr
t ,

where r is the steady-state interest rate. The innovations to the nominal interest rate set by
the central bank follow an AR(1) process with persistence ρr. The ex-ante real interest rate
is given by the Fisher equation

1 + rt = 1 + it

1 + πt+1
.

Firms. The firm block of our model follows Auclert & Rognlie (2020). The supply side is
composed of two sectors. A final goods producer that uses a basket of intermediate inputs
xi,t with an elasticity of substitution µp/(µp − 1), and a continuum of intermediate firms in
imperfect competition, which produces the intermediate goods using capital and labor with a
Cobb-Douglas technology production function. Intermediate goods are produced by a mass
one of identical monopolistically competitive firms, whose shares vt are traded, with price pt

and dividends dt at time t, and owned by households. Intermediate firms own the stock of
physical capital, make investment decisions subject to convex adjustment, and make pricing
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decisions subject to Rotemberg adjustment costs. The intermediate’s firm problem can be
found in Appendix F.1 This setup yields a standard non-linear New-Keynesian Phillips curve
on final-goods price inflation14:

πt (1 + πt) = κp (µp · mct − 1) + 1
1 + rt

πt+1 (1 + πt+1)
Yt+1

Yt

.

where the marginal cost is given by, mct = 1
1−α

wt
Nt

Yt
, with wt the real wage, κp the parameter

governing the Rotemberg cost, and µp the markup of intermediate firms. The investment
decision is governed by the usual marginal Tobin’s Q equations

Qt = 1 + 1
δϵI

(
Kt

Kt−1
− 1

)
,

(1 + rt−1) Qt−1 = mct · FK (Kt, Nt) −
(

Kt+1

Kt

− (1 − δ)
)

− φ
(

Kt+1

Kt

)
+ Kt

Kt

Qt.

Finally, the price of the firm pt is given by the non-arbitrage condition between owning equity
in the firm and government bonds:

pt = dt+1 + pt+1

rt+1
.

Financial intermediary. There is a financial intermediary that receives liquid and illiquid
deposits from households and invests them in equity and government bonds. It performs
this liquidity transformation at a fixed cost ξ so that rt = ra

t = rb
t − ξ. We assume that the

financial intermediary is in perfect competition so that it makes no profit in equilibrium.

The flow-of-fund constraint at the beginning of period t states that the value of liabilities
must be equal to the liquidation value of the intermediaries portfolio:

(1 + ra
t ) At +

(
1 + rl

t

)
Lt = (1 + rt) Bt + (pt + dt)vt − ξLt.

At the end of period t, new investments in bonds and shares should be equal to intermediary
liabilities (or aggregate savings):

ptvt+1 + Bt+1 = At+1 + Lt+1

Finally, returns on the illiquid assets are subject to capital gains following a one-time un-
expected shock. The return on illiquid assets in period 0 following an unexpected shock is
given by

ra
0 = pss

B + pss

d1 + p1

p0
+ Bss

B + pss

r0.

14Appendix G.1 in Auclert et al. (2024)
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The firm term of this expression captures the fact that following an unexpected shock, the
price of the firm might jump (or fall) unexpectedly, increasing (or decreasing) the real return
on equity compared to what households expected to receive the period before the shock, at
the steady state. Due to perfect foresight, the usual non-arbitrage condition holds for all the
remaining transition periods.

Government. The government imposes a progressive tax on labor income, determined by the
HSV coefficient τ and the rate λt. The budget constraint is

Ntwt = λt

∑
i

ωi

∫
(wtetsiNt)1−τ dµi,t + rtB.

Market clearing. Market clearing implies that

1. Asset market: At = pt + B;

2. Labor market: N s
t = Nd

t ;

3. Goods market: Yt = Ct + It + G + ξLt + φ
(

Kt+1
Kt

)
+ κp

(
Pt+1

Pt
Yt

)
.

2.2 Calibration

Calibration of permanent types

Our quantitative model has four types of households, each belonging to a group of the
distribution of permanent income: the bottom 50%, the next 40%, the next 9% and the
top 1% of the distribution of permanent income. We calibrate the corresponding zi to match
the distribution of labor income described in Piketty et al. (2018). We then associate each
of those groups to a target of illiquid asset āi, as in Auclert et al. (2020). We set those
targets to match the unconditional distribution of illiquid assets in the Survey of Consumer
Finance, and to match a share of liquid assets to output of 0.23, as in Kaplan et al. (2018),
Auclert & Rognlie (2020). The final distribution is described in table XXX. In our main
computational exercise, we compute the impact of a monetary policy shock in an economy
where the (sb5, sn40, sn9, st1) and (ab5, an40, an9, at1) are calibrated to match the distribution
of income in 2019 (high inequality) and 1989 (low inequality).

Calibration of the taste for wealth
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Table 5: Calibration of the quantitative model

Parameters Description Value Source

Preferences
β Discount factor 0.85 Internally calibrated
σ CRRA coefficient on consumption 1 Auclert et al. (2024)
γ Strength of the taste for wealth 0.7 Internally calibrated
Σ CRRA coefficient on wealth 0.7 Straub (2019)
ζ Stone-Geary parameter 0.25 Internally calibrated
Productivity
σz Variance of idiosyncratic productivity shocks 0.2 Straub (2019)
ρz Autocorrelation of shocks 0.91 Straub (2019)
Union
κw Slope of NKPC 0.03 Auclert et al. (2024)
µw Markup of the union 1.01 Auclert et al. (2024)
Firm
α Cobb-Douglas coefficient for capital 1/3
δ Depreciation rate 8% Auclert et al. (2024)
µp Markup of the firms 1.01 Auclert et al. (2024)
εI Investment cost parameter 4 Auclert et al. (2024)
κp Rotemberg cost parameter 0.23 Auclert et al. (2024)
Portfolio choice
Ω Flows from illiquid account 0.005 Auclert et al. (2020)
ζ Illiquidity premium 2% Auclert et al. (2024)
rss Steady-state interest rate 5%
Government
G Government spendings 0.2
τ Progressiveness of labor tax 0.181 Auclert et al. (2024)
B Public debt 0.7 Auclert et al. (2024)
Monetary policy
rss Steady state interest rate 5% Auclert et al. (2024)
ϕπ 1.5
ρr 0.15
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We calibrate internally only two parameters: the strength of the taste for wealth γ and
the Stone-Geary shifter ζ. We set those parameters to match the distribution of wealth in
our model in 2019, given a distribution of permanent labor income (sb5, sn40, sn9, st1) and a
distribution of illiquid wealth (ab5, an40, an9, at1). Table ?? describes the total distribution
of wealth in our economy15. Our model also does a fairly good job at reproducing the
distribution of wealth in 1989, which we do not target in the calibration of the taste for
wealth (overestimating the wealth share of the middle 40% and underestimating the top 10%
wealth share).

Notice that, when calibrating, we do not target the path of iMPC, only the wealth distribu-
tion. However, we do get quite close on the aggregate MPC from Fagereng et al. (2021), but
we undershoot the iMPC one year after the income shock estimated in Auclert et al. (2024)
(from 0.16 to 0.18 depending on the data source).

Due to the two-asset structure, the share of hand-to-mouth aggregates both poor hand-
to-mouth households that have no liquid and illiquid wealth and wealthy hand-to-mouth
households that have no liquid wealth but have positive illiquid wealth. The later are reluc-
tant to dissave their illiquid wealth. As a result, they feature high MPC out of any labor
income shock even if they have positive weealth.

Table 6: Distribution of wealth in the model and the data

Bottom 50% Middle 40% Top 10% Top 1%

Data PSZ 2019 0 28 71 34
Model 2019 1 28 69 38

Data PSE 1989 1 33 64 28
Model 1989 3 37 59 29

2.3 Results

We now investigate the impact of rising permanent labor income inequality in this quantita-
tive framework. In our main experiment, we study the impact of an expansionary monetary

15We use the extended series available on https://gabriel-zucman.eu/.
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policy shock in two different economies: one where the distribution of permanent labor in-
come and illiquid wealth is calibrated on the U.S. economy in 1989, and one where those
distributions are calibrated on 201916.

Table 7: Decomposition of the effect of a monetary policy shock

Low inequality High inequality Change

Elasticity of Y -2.13 -2.4 12.4 %
Elasticity of C -1.46 -1.92 31.4%
Elasticity of I -3.36 -3.19 -4.86%
Elasticity of C, part. eq. -0.5 -0.37 -25.7 %

Component of % change of C due to
Direct effect of rb 36 20 -16 p.p.
Indirect effect of N 28 42 14 p.p.
Indirect effect of taxes 33 36 3p.p.
Indirect effect of p 3 2 -1p.p.

Note: Average response over the first year. The first column reports the number in the economy with low permanent labor
income inequality, calibrated on 1989. The second column reports the number in the economy with high permanent labor income
inequality, calibrated on 2019. The last column reports the % change of the elasticities, and the p.p. for the partial effects.

Table 7 reports the main results of this quantitative exercise. We find that the increase in
permanent labor income inequality increases the output elasticity to a monetary policy shock
by 12.4%, a result in line with our findings in the previous section. This increase is mostly
driven by a higher sensitivity of consumption to changes in labor income, as reported by the
second part of Table 7, and attenuated by a lower sensitivity of consumption to changes in
the interest rate. Indeed, the partial elasticity of consumption decreases by 25% in our model,
while the share of total change in consumption, explained by the indirect effects, increases
significantly.

16We run the same exercise as in Section 2.3, but keep the distribution of illiquid wealth constant. Looking
at Table 9 and 10, we get similar results as before.
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Figure 3: Effect on output of a monetary shock

Note: The left figure plots the output response following a monetary shock. The right figure plots the difference in the
decomposition between the high-inequality economy minus the low-inequality economy.

What are the implications of an increase in permanent labor income inequality on the trans-
mission of monetary policy with a realistic wealth distribution?

Our results remain consistent with the findings from Section 1.4. An increase in labor per-
manent income inequality increases the effect of a monetary shock. Looking at the decompo-
sition in Figure 3 (b.), the contribution of indirect effects (from taxes and the labor demand)
increases while the contribution of the direct effect is slightly lower. Consistently with Sec-
tion 1.4, the rise in indirect effects comes from the increase in the income share going to
hand-to-mouth households as the wealth-distribution effect dominates the composition ef-
fect. The endogeneous rise in the mass of hand-to-mouth among low-permanent income
types dominates the fall in the income share going to low-permanent income households.
The wealth distribution effect is reinforced by the policy function effect. Indeed, the rise in
permanent income increases the marginal propensity to consume of high-permanent income
households. Not surprisingly, in Figure 4 (a.), we see that the aggregate MPC goes up while
the subsequent iMPCs decrease.
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Figure 4: iMPC and decomposition of a monetary shock

Note: The left figure plots the iMPC. The right figure plots the decomposition of a monetary policy shock in the high-inequality
economy.

At the same time, the rise in permanent labor income inequality tends to dampen the ag-
gregate elasticity of intertemporal substitution. Similarly as in Section 1.4, the composition
effect tends to raise the aggregate EIS by giving a higher income share to households that
have on average a higher EIS. However, the composition effect is largely dominated by the
sum of the policy function effect and the wealth distribution effect.

Conclusion

In this paper, we have shown that the rise in permanent labor income inequality changes the
composition of a monetary shock by decreasing the share of direct and increasing the share of
indirect effects. Decomposing the effect of the rise in permanent labor income inequality on
monetary policy, we show that our main result is attributable to the combination of the policy
function effect and the wealth distribution effect which outweigh the composition effect. The
change in the permanent labor income distribution also generates amplification of monetary
policy through the change in the income share going to hand-to-mouth households.
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A Deriving the Intertemporal Keynesian Cross

A.1 Intertemporal Keynesian Cross following a monetary shock

In the goods space:
Y = (1 − ω)Ch({rs, Ñs}) + ωCl({rs, Ñs})

Differentiating:

dY = (1 − ω)zhMñ
hdÑ + (1 − ω)zhMr

hdr + zlωMñ
l dÑ + ωzlMr

l dr

In general equilibrium, dY = dN = dC, dτ = Bdr−rBdN, τ = rB and dÑ = (1−τ)dN−dτ .

Hence, dÑ = (1 − rB)dY − Bdr + rBdY = dY − Bdr

We have that

dY = (1 − ω)zhMñ
h(dY − Bdr) + (1 − ω)zhMr

hdr + zlωMñ
l (dY − Bdr) + ωzlMr

l dr

Solving for dY:
(
I − (1 − ω)zhMñ

h − zlωMñ
l

)
dY =

(
(1 − ω)zhMr

h + ωzlMr
l dr − B(1 − ω)zhMñ

h − BzlωMñ
l

)
dr

Using that ∀x ∈ {r, ñ}, Mx = ωzlMx
l + (1 − ω)zhMx

h,
(
I − Mñ

)
dY =

(
Mr − BMñ

)
dr

Mutiplying by K ≡ −∑∞
t=1(1 + r)−tFt on both sides with F the forward matrix. Then

inverting, we have that:

dY =
(
K
(
I − Mñ

))−1
K
(
Mr − BMñ

)
dr

A.2 Decomposition of the effect of a change in the permanent

labor income distribution

In a economy characterized by a permanent labor income distribution, the effect of a monetary
shock dr is given by

dY(z) = ((1 − ω)zhMr
h(z) + ωzlMr

l (z))dr + ((1 − ω)zhMn
h(z) + ωzlMn

l (z))dÑ(z)
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Taking the difference between the effect of the same monetary shock in two economies char-
acterized by two different permanent income distribution z′ and z:

dY(z′) − dY(z) =((1 − ω)z′
hMr

h(z′) + ωz′
lMr

l (z′))dr + ((1 − ω)z′
hMn

h(z′) + ωz′
lMn

l (z′))dÑ(z′)

− ((1 − ω)zhMr
h(z) + ωzlMr

l (z))dr − ((1 − ω)zhMn
h(z) + ωzlMn

l (z))dÑ(z)

dY(z′) − dY(z) =((1 − ω)(z′
h − zh)Mr

h(z′) + ω(z′
l − zl)Mr

l (z′))dr

+ ((1 − ω)(z′
h − zh)Mn

h(z′) + ω(z′
l − zl)Mn

l (z′))dÑ(z′)

+ ((1 − ω)zh(Mr
h(z′) − Mr

h(z)) + ωzl(Mr
l (z′) − Mr

l (z)))dr

+ ((1 − ω)zh(Mn
h(z′) − Mn

h(z)) + ωzl(Mn
l (z′)) − Mn

l (z)))dÑ(z)

+ Mñ(z)(dÑ(z′) − dÑ(z))

Defining ∆zi ≡ z′
i − zi and ∆Mx(z′) ≡ Mx(z′) − Mx(z), we get

dY(z′) − dY(z) = [(1 − ω)∆z′
hMr

h(z′) + ω∆z′
lMr

l (z′)] dr +
[
(1 − ω)∆z′

hMñ
h(z′) + ω∆z′

lMñ
l (z′)

]
dÑ(z′)

+ [(1 − ω)zh∆Mr
h(z′) + ωzl∆Mr

l (z′)] dr +
[
(1 − ω)zh∆Mñ

h(z′) + ωzl∆Mñ
l (z′)

]
dÑ(z′)

+ Mñ(z)
(

dÑ(z′) − dÑ(z)
)

.

B Appendix to HANK zero-liquidity

Solving the zero-liquidity model

This section shows how to derive analytically the main sequence space Jacobian of the zero-
liquidity model. This proof follows closely the appendix D.4 of Auclert & Rognlie (2020),
but extends it to the case of monetary policy shocks, with different permanent types and a
non-homothetic taste for wealth.

B.1 Notation

Let ci,t(a, e) and ai,t+1(a, e) be the policy functions for consumption and savings at time t of a
permanent income type i. c(a, e) and a(a, e) are the steady-state policy functions. Similarly,
Vi,t(a, e) is the value function at time t of a permanent income type i during a transition
following an aggregate shock, while Vi(a, e) is the steady state value function.

We denote:

37



• c′
i(a, e) and a′

i(a, e) the derivative of the steady state policy functions with respect to a

• dci,t(a, e) = ∂ci,t(a,e)
∂xs

dxs, dai,t(a, e) = ∂ai,t+1(a,e)
∂xs

dxs the change in the policy function at
time t when there is a shock to a variable at time s

• V ′
i (a, e) is the derivative of the steady state value function with respect to a

• dVi,t(a, e) is the change in the value function at t when there is a shock to x at s:
dVt = ∂Vi,t(a,e)

∂xs
dxs

B.2 Solving for the steady-state interest rate

The main idea of the proof is that, in the zero-liquidity limit, all households except the highest
productivity type of the high-permanent type will be constrained. Thus, the equilibrium
interest rate at the steady state will be such that only this high idiosyncratic type, high
permanent productivity type household will be on its Euler equations.

First, recall that the Euler equation in the zero-liquidity model of an agent i with idiosyncratic
productivity et can be written as

(zietNt)−σ ≥ β(1 + rt)
∑
e′

Πee′ (ziet+1Nt+1)−σ + γζ−Σ

Focusing on the steady state, we can write

1 ≥ β(1 + r)ρ(e) + γζ−Σ(zie)σ (3)

where ρ(e) ≡ ∑
e′ Πee′

(
e′

e

)−σ
. We assume that Πee′ is such that ρ(e) is a strictly increasing

function of e, and that ē = arg max ρ(e) is the highest idiosyncratic productivity type17. Let
us first focus on the case with homothetic preferences, when γ = 0. In this case, we have

1 ≥ β(1 + r)ρ(e).

Assume that there exists an ẽ < ē such that

1 = β(1 + r)ρ(ẽ).

Since ρ(ẽ) < ρ(ē), this implies that

1 < β(1 + r)ρ(ē),
17This is the case if Πe′e approximates an AR(1) process.
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which violates 3. Since this holds for all ẽ < ē, if there exists an r such that Equation 3 holds
with equality, it must be that

1 = (1 + r∗)βρ(ē).

However, since there is no liquidity in the economy and we assume that at ≥ 0 for all
households, there exists an infinity of interest rate r < r∗ such all households are constrained
and the asset market clears. However, as shown by Werning (2015), all those equilibria
disappear if we introduce an ε amount of liquidity in the economy. We thus discard them
and focus on a steady-state equilibrium where r = r∗.

When γ > 0, note that Equation 3 is an increasing function of both e and zi. By the same
argument, if there exists an r∗ such that Equation 3 holds, it must be that it holds for e = ē

and i = h. Thus, the equilibrium interest rate is given by

1 + r = 1 − γζ−Σ(zhē)σ

βρ(ē) .

Note that this is a strictly decreasing function of zh, and the steady-state interest rate will
thus decrease when permanent income inequality increases.

B.3 Computing the sequence-space Jacobians Mr and Ar

We now move on to solving for the main object of interest of this paper, the sequence-space
Jacobians for consumption and savings following an interest rate shock Mr, Ar, and an
income shock Mn, and An.

First, recall that the budget constraint of the household can be written in terms of policy
functions as

ci,t(a, e) + ai,t+1(a, e) = Ntzie + (1 + rt)at. (4)

Note that, at the steady state, the market clearing equation implies that we have a = 0 for
all households. Taking the derivative of Equation 4 with respect to a and evaluating it at
the steady state yields

∂ci

∂a
(0, e) + λi,e = 1 + r.

We define as λi,e the slope of the savings policy function of an agent with permanent type i

and idiosyncratic productivity e:
λi,e ≡ ∂ai

∂a
(0, e).
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Note that, for any sequence of shock on rt, we can take the derivative of 4 with respect to
time and evaluate it at zero wealth to obtain

dci,t(0, e) + dai,t+1(0, e) = 0

This means that any change in the policy function for consumption at time t following a
shock on the interest rate must be perfectly compensated by a change in the policy function
for savings. This is intuitive: since there is no wealth in the economy, an interest rate shock
has no income effect. If households want to save more, they will have to consume less.

To characterize the consumption response following a sequence of shock, we will study the
response of the policy function to each shock separately, and aggregate them at the end.

1. First, let us start with a shock that happens at t = s. Since the shock happens only at
t = s, the value function tomorrow will be equal to the steady state value function. Since
an interest rate shock has no income effect, and future wealth is valued at the same rate
(dVi,t(a, e) = 0), we must have

dci,s(0, e) = 0.

This implies that the first column of the Jacobians Mr and Ar will be only zeros.

2. When shock happens in the future, that is, when t < s, the envelope condition is

V ′
i,t(0, e) = (1 + rt)u′(ci,t(0, e))

Totally differentiating this expression and evaluating it at the steady state yields

dV ′
i,t(0, e) = (1 + r)u′′(zie)dci,t(0, e) + u′(zie)drt. (5)

Evaluating this expression at the period of the shock t = s, and since dci,s(0, e) = 0, this
simplies to

dV ′
i,s(0, e) = u′(zie)drs.

Using the fact that (see derivation in appendix D1 in Auclert et al. (2024))

dV ′
i,t(0, e) = βλi,e

∑
e′

Πee′dV ′
i,t+1(0, e′)

We thus have

dci,t(0, e) = βλi,e

∑
e′

Πee′

[
dci,t+1(0, e) + u′(zie

′)
u′′(zie)(1 + r)drt+1

]
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Note that
u′(zie

′)
u′′(zie) = zi

(e′)−σ

−σ(e)−σ−1 .

But since λi,e = 0 (constrained households consume all marginal additional unit of wealth)
for all e ̸= ē, we have

dci,t(0, ē) = βλi,ēdci,t+1(0, ē) + zi

∑
e′

Πēe′
u′(e′)

u′′(ē)(1 + r)drt+1.

Let us define
ρ(ē) ≡

∑
e′

Πēe′

(
e′

ē

)−σ

Note that, when the variance of shocks tends to 0 and the auto-correlation of shock tends to
1, Kr → 1.

We can then write

dci,t(0, ē) = βλi,ēdci,t+1(0, ē) − zi
ē

Πēē

ρ(ē) 1
σ(1 + r)drt+1.

Solving this equation forward, we obtain that for any shock at s > t (using the fact that
drt+1 = 0 except when t + 1 = s):

dci,t(0, ē) = −(βλi,ēΠēē)s−t

(
zi

ē

Πēē

ρ(ē) 1
σ(1 + r)

)
drs for s > t.

Summing for all potential shocks, we get

dci,t(0, ē) = −
∑
s>t

(βλi,ēΠēē)s−t

(
zi

ē

Πēē

ρ(ē) 1
σ(1 + r)

)
drs for s > t

And using the fact that dat+1(0, ē) = −dct(0, ē), we obtain

dai,t+1(0, ē) =
∑
s>t

(βλi,ēΠēē)s−t

(
zi

ē

Πēē

ρ(ē) 1
σ(1 + r)

)
drs for s > t

which we can rewrite as

dai,t+1(0, ē) =
∑
s>t

(βλi)s−t

(
zi

ē

Πēē

ρ(ē) 1
σ(1 + r)

)
drs for s > t

where λi ≡ λi,ēΠēē.

Aggregation.
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We compute the aggregate supply of savings of permanent type i at time t. The savings at
time t for an unconstrained household of permanent type i that has been unconstrained for
the last τ − 1 periods is:

ai,τ,t+1 = ai,t+1(ai,τ−1,t, ē)

Where we define ai,−1,0 = 0 the wealth holdings of all constrained households whatever their
permanent types.

Totally differentiating the expression yields

dai,τ,t+1 = dai,t+1(0, ē)︸ ︷︷ ︸
change in policy function

+λi,ē dai,τ−1,t︸ ︷︷ ︸
change in wealth holdings

Aggregating with weights πē(1 − Πēē)Πτ
ēē and

∞∑
τ=0

πē (1 − Πēē) Πτ
ēēdai,τ,t+1 =

∞∑
τ=0

πē (1 − Πēē) Πτ
ēē(dai,t+1(ē, 0) + λi,ēdai,τ−1,t)

using that Ai,t+1 = ∑∞
τ=0 πē (1 − Πēē) Πτ

ēēai,τ,t+1, we get

dAi,t+1 =
∞∑

τ=0
πē (1 − Πēē) Πτ

ēē(dai,t+1(0, ē) + λi,ēdai,τ−1,t)

dAi,t+1 = dai,t+1(0, ē)
∞∑

τ=0
πē (1 − Πēē) Πτ

ēe +
∞∑

τ=0
πē (1 − Πēē) Πτ

ēēλi,ēdai,τ−1,t

dAi,t+1 = πēdai,t+1(0, ē) +
∞∑

τ=0
πē (1 − Πēē) Πτ

ēeλi,ēdai,τ−1,t

Noting that dai,−1,t = 0, we get

dAi,t+1 = πēdai,t+1(0, ē) +
∞∑

τ=0
πē (1 − Πēē) Πτ

ēeλi,ēdai,τ,t

Note that that second term can be written as
∞∑

τ=0
πē (1 − Πēe) Πτ

ēeλi,ēdai,τ = Πēeλi,ēdAi,t

so that we have

dAi,t+1 = dai,t+1(0, ē)πē + λi,ēΠēēdAi,t

= dai,t+1(0, ē)πē + λidAi,t
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From the previous subsection, we have

dai,t+1(0, ē) =
∑
s>t

(βλi)s−t

(
zi

ē

Πēē

ρ(ē) 1
σ(1 + r)

)
drs for s > t

Combining with the law of motion, we get

dAi,t+1 = πē

∑
s>t

(βλi)s−t

(
zi

ē

Πēē

ρ(ē) 1
σ(1 + r)

)
drs + λidAi,t

Defining the effective share of unconstrained household 1 − µ ≡ πēē
Πēē

,

dAi,t+1 = (1 − µ)
∑
s>t

(βλi)s−t

(
ziρ(ē) 1

σ(1 + r)

)
drs + λidAi,t

For an unexpected shock at s = 0, we have

dAi,t+1 = 0

the first column is only zero.

For a shock at s = 1, we have in t = 0,

dAi,1 = (1 − µ)βλi

(
ρ(ē) 1

σ(1 + r)zi

)
dr1

And,

dA1 =
∑

i

ωidAi,1 = (1 − µ)β
∑

i

ωiλi

(
ρ(ē) 1

σ(1 + r)zi

)
dr1

Ar = (1 − µ)
∑

i

ωiziTr
i (a+)Tr

i (a−)

Tr
i (a+) =



1 0 0 · · ·
λi 1 0 · · ·
λ2

i λi 1 · · ·
... ... ... . . .

 and Tr
i (a−) =



0 βλi

1+r
ρ(ē)

σ
(βλi)2

1+r
ρ(ē)

σ
· · ·

0 0 βλi

1+r
ρ(ē)

σ
· · ·

0 0 0 · · ·
... ... ... . . .



B.4 Solving for λi

The key parameter that determines the behavior of households is λi. To solve for it, we use
the Euler equation of the highest permanent type h with the highest idiosyncratic type ē at
the steady state

ch (a−, ē)−σ = β(1 + r)
∑
e′

Πēe′ (ch (ah (a−, ē) , e′))−σ + γ(ah (a−, ē) + ζ)−Σ
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Differentiating with respect to a− and evaluating at a− = 0:

u′′(zhē) ∂ch

∂a−
(0, ē) = β(1+r)

∑
e′

Πēe′u′′ (zhe′) ∂ch

∂ah

(0, e′) ∂ah

∂a−
(0, ē)−γΣ(ah (0, ē)+ζ)−Σ−1 ∂ah

∂a−
(0, ē)

Using that ∂ch

∂a−
(0, ē) = (1 + r)mh,ē and ∂ah

∂a−
(0, ē) = (1 + r)(1 − mh,ē), at the steady state

ah (0, ē) = 0 and,

u′′(zhē)mh,ē = β(1 + r)2∑
e′

Πēe′u′′ (zhe′) mh,e′ · (1 − mh,ē) − γΣ(1 − mh,ē)ζ−Σ−1

−σ(zhē)−σ−1mh,ē = −σβ(1 + r)2∑
e′

Πēe′(zhe′)−σ−1mh,e′ · (1 − mh,ē) − γΣ(1 − mh,ē)ζ−Σ−1

mh,ē = β(1 + r)2∑
e′

Πēe′

(
e′

ē

)−σ−1

mh,e′ · (1 − mh,ē) + γ
Σ
σ

(1 − mh,ē)ζ−Σ−1(zhē)σ+1

Using that ∀e′ ̸= ē, mh,e′ = 1,

mh,ē = β(1 + r)2

∑
e′ ̸=ē

Πēe′

(
e′

ē

)−σ−1

+ Πēēmh,ē

 · (1 − mh,ē) + γ
Σ
σ

(1 − mh,ē)ζ−Σ−1(zhē)σ+1

mh,ē

1 − mh,ē

= β(1 + r)2

∑
e′ ̸=ē

Πēe′

(
e′

ē

)−σ−1

+ Πēēmh,ē

+ γ
Σ
σ

ζ−Σ−1(zhē)σ+1

This is a quadratic equation that pins down the MPC mh,ē of the highest permanent type
with idiosyncratic type ē. Notice that, when there is no taste for wealth, γ = 0, the equation
no longer depends on zh and ∀i, mi,ē = mē. From mh,ē, we recover λh since:

λh = Πēē(1 + r)(1 − mh,ē)

Since there is always one unique λ whatever the preference, we can drop the type subscript
and have λ ≡ λh.

B.5 Rewritting the sequence-space Jacobians

Writing the sequence-space Jacobian of the savings reponse following an interest rate shock:

Ar = (1 − µ)ρ(ē) βλi

1 + r

1
σ

∑
i

ωiziTr
i (a+)Tr

i (a−)
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Tr
i (a+) =



1 0 0 · · ·
λi 1 0 · · ·
λ2

i λi 1 · · ·
... ... ... . . .

 and Tr
i (a−) =



0 1 βλi · · ·
0 0 1 · · ·
0 0 0 · · ·
... ... ... . . .


When there is no taste for wealth, there is always a unique λ common across permanent
types, we can get rid of the i subscript in the T matrices and: A

Ar = (1 − µ)ρ(ē) βλ

1 + r

1
σ

∑
i

ωiziTr(a+)Tr(a−) = (1 − µ)ρ(ē) βλ

1 + r

1
σ

Tr(a+)Tr(a−)

When there is a taste for wealth, there is still one λ for the highest permanent type, all other
λs are 0, and:

Ar = (1 − µ)ρ(ē) βλ

1 + r

1
σ

zhωhTr(a+)Tr(a−)

Ar = (1 − µ)ρ(ē) βλ

1 + r

1
σ

zhωh



0 1 βλ · · ·
0 λ 1 + βλ2 · · ·
0 λ2 λ2βλ + λ · · ·
... ... ... . . .


da1 = βλdr2, dc0 = −βλdr2

da2 = (1 + βλ)dr2

c2 + a2 = (1 + r)a1 + N ⇐⇒ dc2 = (1 + r)da1 − da2 = (1 + r)βλdr2 − (1 + βλ)dr2

⇐⇒ dc2 = [(1 + r)βλ − (1 + βλ)]dr2

From Ar, we recover Mr using the vectorized budget constraint:

Mr + Ar = (1 + r)LAr ⇐⇒ Mr = ((1 + r)L − I)Ar

Starting from the non-homothetic case:

Mr = (1 − µ)ρ(ē)zhωh
βλ

1 + r

1
σ



−1 0 0 · · ·
1 + r −1 0 · · ·

0 1 + r −1 · · ·
... ... ... . . .





0 1 βλ · · ·
0 λ 1 + βλ2 · · ·
0 λ2 λ2βλ + λ · · ·
... ... ... . . .


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Mr = (1 − µ)ρ(ē)zhωh
βλ

1 + r

1
σ



0 −1 −βλ · · ·
0 1 + r − λ (1 + r)βλ − 1 − βλ · · ·
0 (1 + r)λ − λ2 (1 + r)(1 + βλ2) − λ2βλ − λ · · ·
... ... ... . . .


Finishing with the homothetic case:

Mr = (1 − µ)ρ(ē) βλ

1 + r

1
σ



0 −1 −βλ · · ·
0 1 + r − λ (1 + r)βλ − 1 − βλ · · ·
0 (1 + r)λ − λ2 (1 + r)(1 + βλ) − λ2βλ − λ · · ·
... ... ... . . .



B.6 Computing the sequence-space Jacobians Mn and An

We follow closely Auclert et al. (2024), appendix D4, with the introduction of permanent
types. Differentiating the budget constraint, we have that:

dci,t(0, e) = mezidNt

We have that
dV ′

i,t(0, e) = βλe

∑
e′

Πee′dV ′
i,t+1 (0, e′)

Computing the Envelope condition

V ′
i,t (a−, e) = (1 + r)u′ (ci,t (a−, e))

Differentiating and evaluating it at the steady state,

dV ′
i,t(0, e) = (1 + r)u′′(eziN)dci,t(0, e)

Plugging it in the equation above:

(1 + r)u′′(eziN)dci,t(0, e) = βλe

∑
e′

Πee′(1 + r)u′′(e′ziN)dci,t+1(0, e′)

dci,t(0, e) = βλe

∑
e′

Πee′

(
e′ziN

eziN

)−σ−1

dci,t+1(0, e′)
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dci,t(0, e) = βλe

∑
e′

Πee′

(
e′

e

)−σ−1

dci,t+1(0, e′)

The change in the policy function for consumption of permanent type i at time t due to
shock on Ns

dci,t(0, e) =



(βλēΠēē)s−t
(∑

e′ ̸=ē
Πēe′
Πēē

(
e′

ē

)−(σ+1)
· e′ + mi,ēē

)
zidNs s > t, e = ē

mi,ēēzidNt s = t, e = ē

0 s < t

Adding up across all shocks {Ns},

dci,t(0, ē) = mi,ēēzidNt +
∑

e′ ̸=ē

Πēe′

Πēē

(
e′

ē

)−(σ+1)

· e′ + mi,ēē

 ∞∑
s>t

(βλēΠēē)s−t zidNs

dai,t+1(0, ē) = (1 − mi,ē)ēzidNt − ē

∑
e′ ̸=ē

Πēe′

Πēē

(
e′

ē

)−σ

+ mi,ē

 ∞∑
s>t

(βλēΠēē)s−t zidNs

B.7 Aggregation

As before, we have that,

dAi,t+1 = dai,t+1(0, ē)πē + λidAi,t

Combining the last two equations and defining K ≡ ∑
e′ ̸=ē

Πēe′
Πee

(
e′

ē

)−σ
, we get:

dAi,t+1 = πē(1 − mi,ē)ēzidNt − πēē (K + mi,ē)
∞∑

s>t

(βλēΠēē)s−t zidNs + λidAi,t

Summing across permanent types given that dAt+1 = ∑
i ωidAi,t+1, we get the following

aggregate sequence-space Jacobian:

An = πēē

Πēē

∑
i

ωiziTn
i (a+)Tn

i (a−)

With Tn
i (a+) =



1 0 0 · · ·
λi 1 0 · · ·
λ2

i λi 1 · · ·
... ... ... . . .



and Tn
i (a−) =



λi

1+r
−
(

1
β(1+r) − λi

1+r

)
(βλ) −

(
1

β(1+r) − λi

1+r

)
(βλi)2 · · ·

0 λi

1+r
−
(

1
β(1+r) − λi

1+r

)
(βλi) · · ·

0 0 λi

1+r
· · ·

... ... ... . . .


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B.8 Rewritting the sequence-space Jacobian for income shocks

As before, when there is no preference for wealth, the sequence-space Jacobian is given by:

An = πēē

Πēē

1
1 + r

Tn(a+)Tn(a−).

When we have preference for wealth,

An = πēē

Πēē

ωhzh

1 + r
Tn(a+)Tn(a−).

With Tn(a+) =



1 0 0 · · ·
λ 1 0 · · ·
λ2 λ 1 · · ·
... ... ... . . .



and Tn(a−) =



λ −
(

1
β

− λ
)

(βλ) −
(

1
β

− λ
)

(βλ)2 · · ·
0 λ −

(
1
β

− λ
)

(βλ) · · ·
0 0 λ · · ·
... ... ... . . .



An = πēē

Πēē

ωhzh

1 + r



λ −
(

1
β

− λ
)

(βλ) −
(

1
β

− λ
)

(βλ)2 · · ·
λ2 −λ

(
1
β

− λ
)

(βλ) + λ −λ
(

1
β

− λ
)

(βλ)2 −
(

1
β

− λ
)

(βλ) · · ·
λ3 −λ2

(
1
β

− λ
)

(βλ) + λ2 −λ2
(

1
β

− λ
)

(βλ)2 − λ
(

1
β

− λ
)

(βλ) + λ · · ·
... ... ... . . .

 .

From An
h = An/(ωhzh), we recover Mn

h using the vectorized budget constraint:

Mn
h + An

h = (1 + r)LAn
h + I ⇐⇒ Mn

h = ((1 + r)L − I)An
h + I

Defining

M̃n
h =



−λ
(

1
β

− λ
)

(βλ)
(

1
β

− λ
)

(βλ)2 · · ·
(1 + r)λ − λ2 (λ − (1 + r))

(
1
β

− λ
)

(βλ) − λ (βλ2 − (1 + r)βλ + 1)
(

1
β

− λ
)

(βλ) · · ·
(1 + r)λ2 − λ3 · · · · · · · · ·

... ... ... . . .



Mn
h = πēē

Πēē

1
1 + r

M̃n
h + I
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And:
Mn = ωhzhMn

h + ωlzlI = πēē

Πēē

ωhzh

1 + r
M̃n + I

The first line, first column of Mn
h is the static MPC :

1 − πēē

Πēē

λ

1 + r
= (1 − πēē

Πēē

)︸ ︷︷ ︸
share of constrained within high type

1︸︷︷︸
MPC HtM

+ πēē

Πēē︸︷︷︸
share of Ricardian within high type

(1 − λ

1 + r
)︸ ︷︷ ︸

MPC Ricardian

While the following elements on the first column give us the iMPC:
πēē

Πēē︸︷︷︸
share of Ricardian

λt︸︷︷︸
rate of decay

(1 − λ

1 + r
)︸ ︷︷ ︸

static MPC

B.9 Aggregate Intertemporal Keynesian Cross

Differentiating the goods market clearing condition, we have that:

dY = (1 − ω)zhMn
hdN + (1 − ω)zhMr

hdr + ωzlMr
l dr + zlωMn

l dN

In the non-homothetic case, we have that:

dY = (1 − ω)zhMn
hdN + (1 − ω)zhMr

hdr + zlωIdN

And the IKC is:
(I − (1 − ω)zhMn

h − zlωI)dY = (1 − ω)zhMr
hdr

⇐⇒ dY = [K(I − (1 − ω)zhMn
h − zlωI)]−1K(1 − ω)zhMr

hdr

⇐⇒ dY = [(1 − ω)zhK(I − Mn
h)]−1K︸ ︷︷ ︸

GE amplification

(1 − ω)zhMr
hdr︸ ︷︷ ︸

Direct effect

Notice that, with non-homothetic preferences, an increase in permanent income inequality
increases the direct effect and decreases the indirect effect. However, at the aggregate level,
those two effects cancel out.

⇐⇒ dY = [K(I − Mn
h)]−1KMr

hdr

In the homothetic case, sequence-space Jacobians do not depend on permanent types and we
can drop the subscript for types:

dY = MndN + Mrdr

dY = [K(I − Mn)]−1KMrdr

With homothetic preferences, an increase in permanent income inequality has no effect on
the weight of the direct and indirect effect and so no effect at the aggregate level.
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B.10 Aggregate effect of monetary policy shock (proof 4)

To compute the aggregate effect of a monetary policy shock on output, we need to start from
the vectorized asset market clearing condition:

A({rt, Nt}) = 0.

Totally differentiating the equation, we get that:

Ardr + AndN = 0

In equilibrium, dN = dY and the aggregate effect of a monetary policy shock is given by

dY = −(An)−1Ardr. (6)

Remember that those two aggregate sequence-space Jacobians can be written as the product
of two Toeplitz matrices (all diagonal elements are equal):

An = πēē

Πēē

ωhzh

1 + r
Tn(a+)Tn(a−),

With Tn(a+) =



1 0 0 · · ·
λ 1 0 · · ·
λ2 λ 1 · · ·
... ... ... . . .

 and Tn(a−) =



λ −
(

1
β

− λ
)

(βλ) −
(

1
β

− λ
)

(βλ)2 · · ·
0 λ −

(
1
β

− λ
)

(βλ) · · ·
0 0 λ · · ·
... ... ... . . .

 .

And:
Ar = πēē

Πēē

ρ(ē) βλ

σ(1 + r)ωhzhTr(a+)Tr(a−),

With:

Tr(a+) =



1 0 0 · · ·
λ 1 0 · · ·
λ2 λ 1 · · ·
... ... ... . . .

 and Tr(a−) =



0 1 βλ · · ·
0 0 1 · · ·
0 0 0 · · ·
... ... ... . . .

 .

Using that Toeplitz structure to solve the aggregate effect of a monetary policy shock in
equation 6,

dY = −βλ
1
σ

ρ(ē)Tn(a−)−1Tn(a+)−1Tr(a+)Tr(a−)dr.
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Noticing that Tn(a+) = Tr(a+), we get that,

dY = −βλ
1
σ

ρ(ē)Tn(a−)−1Tr(a−)dr.

Notice that any Toeplitz matrix can be summarised by its symbol. For Tn(a−), its symbol
is given by:

gn(z) = λ −
∞∑

k=1
( 1
β

− λ)(βλz−1)k ⇐⇒ gn(z) = λ − ( 1
β

− λ) βλz−1

1 − βλz−1 .

The symbol associated to Tr(a−) is given by:

gr(z) =
∞∑

k=1
(βλz−1)k = βλz−1

1 − βλz−1 .

Computing the product of the symbols of the two Toeplitz matrices gives us the symbol
associated to the product of those two matrices:

gn(z)−1gr(z) =
(

λ − ( 1
β

− λ) βλz−1

1 − βλz−1

)−1
βλz−1

1 − βλz−1 = βz−1

1 − z−1 = β
∑
k=1

(z−1)k.

Using that symbol, we compute the first element of the dY vector

dY0 = −β
1
σ

ρ(ē) ρ

1 − ρ
dr0 with ρ(ē) =

∑
e′

Πēe′

(
e′

ē

)−σ

.

C Direct and Indirect Effects

C.1 Direct effect

The direct effect of a monetary policy shock is given by:

Direct effect = −Mrdr = −πēē

Πēē

ρ(ē)ωhzh
1
σ

∞∑
t=1

(βλ)t

1 + r
ρtdr0 = −(1−µ)ρ(ē)ωhzh

1
1 + r

1
σ

ρλβ

1 − ρλβ
dr0.

Computing the derivative of the direct effect with respect to the level of inequality,

d|Direct effect|
dzh

= Direct effect
zh︸ ︷︷ ︸

composition effect>0

+ (1 − µ)ρ(ē)ωhzh
1
σ

ρβdr0

 dλ

dzh

1 + ρβ(1 − λ)
(1 − ρλβ)2 −

dr
dzh

(1 + r)2


︸ ︷︷ ︸

behavior effect<0

.

Controlling for the composition effect, the direct effect is negative.
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C.2 EIS high permanent/idiosyncratic type

To compute the EIS, we need to compute the expected ratio of the consumption of the high
p/i (permanent/idiosyncratic) type in t = 1 over the consumption of the high p/i type in
t = 0 conditional on the household being a high p/i type in t = 0 when there is an expected
shock on the real interest rate in t = 1.

Starting with the change in the policy function of the high p/i type in t = 0 given that there
is a real interest rate shock in t = 1:

dch,0(0, ē) = − (βλh,ē)
(

zh
ēρ(ē)

σ(1 + r)

)
dr1

And, given that the shock has just been announced, the consumption at t = 0 is just given
by the change in the policy function in t = 0:

ch,0 = ēzh − (βλh,ē)
(

zh
ēρ(ē)

σ(1 + r)

)
dr1

Computing the savings of the high p/i (permanent/idiosyncratic) type:

ah,1 + ch,0 = (1 + r)ass
h + zhēN0

Which simplifies to:
ah,1 = −ch,0 + zhē = −dch,0(0, ē)

There is no change in policy function at t = 1 since the shock is contemporaneous, and we
thus have

dch,1(0, ē) = 0

However, conditional on staying unconstrained, the actual consumption level of the household
will change since it has accumulated some wealth at the previous period. The increase in
consumption dch,1 will be

dch,1 = mē(1 + r + dr1)dah,1(0, ē) = −mē(1 + r + dr1)dch,0(0, ē).

Taking into account the expectation with respect to idiosyncratic shock, we obtain

E[ch,1|e = ē] = E[e′zh − me′(1 + r + dr1)dch,0(0, ē)]

52



Noting that me′ = 1 if e′ ̸= ē, we can rewrite this as

E[ch,1|e = ē] = zhE[e′|ē] − (1 + r + dr1)
(

Πēēmē + (1 − Πēē)
)

dch,0(0, ē)

We can then compute the ratio of the two consumption levels as

E[ch,1]
ch,0

=
E[e′|ē]zh + (1 + r + dr1)

(
Πēēmē + (1 − Πēē)

)
(βλh,ē)

(
zh

ēρ(ē)
σ(1+r)

)
dr1

ēzh − (βλh,ē)
(
zh

ēρ(ē)
σ(1+r)

)
dr1

Getting rid of the second-order term, we obtain:

E[ch,1]
ch,0

=
E[e′|ē]zh +

(
Πēēmē + (1 − Πēē)

)
(βλh,ē)

(
zh

ēρ(ē)
σ

)
dr1

ēzh − (βλh,ē)
(
zh

ēρ(ē)
σ(1+r)

)
dr1

Taking the derivative with respect to dr1, we obtain

d
E[ch,1]

ch,0

dr1
=

(
Πēēmē + (1 − Πēē)

)
(βλh,ē)

(
zh

ēρ(ē)
σ

)
ch,0 + E[ch,1] (βλh,ē)

(
zh

ēρ(ē)
σ(1+r)

)
(ēzh − (βλh,ē)

(
zh

ēρ(ē)
σ(1+r)

)
dr1)2

.

Which simplifies to

d
E[ch,1]

ch,0

dr1
= (βλh,ē)

(
zh

ēρ(ē)
σ

) (Πēēmē + (1 − Πēē)
)

ch,0 + E[ch,1]/(1 + r)

(ēzh − (βλh,ē)
(
zh

ēρ(ē)
σ(1+r)

)
dr1)2

Now, taking the limit as dr1 → 0, we get

d
E[ch,1]

ch,0

dr1
= (βλh,ē)

(
zh

ēρ(ē)
σ(1 + r)

) (Πēēmē + (1 − Πēē)
)

ch,0 + E[ch,1]/(1 + r)

(ēzh)2

Which simplifies to

d
E[ch,1]

ch,0

dr1
= (βλh,ē)

(
ē
ρ(ē)

σ

) (Πēēmē + (1 − Πēē)
)

ch,0 + E[ch,1]/(1 + r)

ēzh

Computing the EIS:

EIS = 1 + r
E[ch,1]

ch,0

d
E[ch,1]

ch,0

dr1
= (1 + r)βλh,ē

(
ēρ(ē)

σ

) (Πēēmē + (1 − Πēē)
)

ch,0 + E[ch,1]/(1 + r)

ēzhE[e′|ē] .
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Plugging the values for consumptions and given that mē = 1 − λ
Πēē(1+r) ,

EIS = ρ(ē)(1 + r)β λ

Πēē

[(
1 − λ

1 + r

)
ē

E[e′|ē] + 1
1 + r

]
1
σ

.

Notice that, in the absence of taste for wealth and idiosyncratic shocks, the EIS collapses to
1/σ.

The sign of the derivative is given by:

dλ

dzh

{[(
1 − λ

1 + r

)
ē + E[e′|ē]/(1 + r)

]
− λ

1 + r
ē

}
= dλ

dzh︸︷︷︸
<0

[(
1 − λ

1 + r

)
ē + E[e′|ē] − λ

1 + r

]
︸ ︷︷ ︸

>0

< 0.

The elasticity of intertemporal substitution is a decreasing function of permanent labor in-
come.

C.3 Indirect effect

The indirect effect of a labor demand shock is given by :

Indirect effect = MndN.

Taking the first element of the vector:

Indirect effect0 = dN0 − (1 − µ) ωhzh

1 + r

λ(1 − ρ)
1 − βλρ

dN0.

Taking the derivative of the indirect effect with respect to zh:

dIndirect effect0

dzh

= −(1 − µ) ωh

1 + r

dN0

1 − βλρ
λ(1 − ρ)︸ ︷︷ ︸

composition effect<0

− (1 − µ) ωhzh

1 + r
(1 − ρ)dN0

 dλ
dzh

(1 − βλρ) + βρ dλ
dzh

λ

(1 − βλρ)2 − dr

dzh

1
1 + r

1
1 − βλρ

λ


dIndirect effect0

dzh

= −(1 − µ) ωh

1 + r

dN0

1 − βλρ
λ(1 − ρ)︸ ︷︷ ︸

composition effect <0

−(1 − µ) ωhzh

1 + r

1 − ρ

1 − βλρ
dN0

(
dλ

dzh

1
1 − βλρ

− dr

dzh

λ

1 + r

)
︸ ︷︷ ︸

behavior effect >0
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D Matrices Summary

D.1 Sequence-space Jacobians in zero-liquidity HANK

D.1.1 With homothetic preferences and no idiosyncratic risk

The Euler equation holds with equality for all households. The aggregate sequence-space
Jacobians are

Añ = β



1 −(1 − β) −(1 − β)β −(1 − β)β2 · · ·
1 β − (1 − β2) − (1 − β2) β · · ·

1 β β2 − (1 − β3) . . .
... ... ... β3 . . .


and Ar = β

1 + r

1
σ



0 1 β · · ·
0 1 1 + β · · ·
0 1 1 + β · · ·
... ... ... . . .


With element t, s of Añ being ∂at+1

∂(1−τs)ws
and element t, s of Ar being ‘∂at+1

∂rs
.

Mñ =



r
1+r

r
(1+r)2

r
(1+r)3 · · ·

r
1+r

r
(1+r)2

r
(1+r)3 · · ·

r
1+r

· · · · · · · · ·
... ... ... . . .

 and Mr = 1
(1 + r)2

1
σ



0 −1 − 1
1+r

· · ·
0 r − 1

1+r
· · ·

0 r r(2+r)
1+r

· · ·
... ... ... . . .


With element t, s of Mñ being ∂ct

∂(1−τs)ws
and element t, s of Mr being ∂ct

∂rs
.

D.1.2 With non-homothetic preferences and no idiosyncratic risk

The Euler equation holds with equality for all high-permanent type households. The aggre-
gate sequence-space Jacobians are

An = ωhzh

1 + r



λ −
(

1
β

− λ
)

(βλ) −
(

1
β

− λ
)

(βλ)2 · · ·
λ2 −λ

(
1
β

− λ
)

(βλ) + λ −λ
(

1
β

− λ
)

(βλ)2 −
(

1
β

− λ
)

(βλ) · · ·
λ3 −λ2

(
1
β

− λ
)

(βλ) + λ2 −λ2
(

1
β

− λ
)

(βλ)2 − λ
(

1
β

− λ
)

(βλ) + λ · · ·
... ... ... . . .

 .

Mñ = ωhzh

1 + r



−λ
(

1
β − λ

)
(βλ)

(
1
β − λ

)
(βλ)2 · · ·

(1 + r)λ − λ2 (λ − (1 + r))
(

1
β − λ

)
(βλ) − λ (βλ2 − (1 + r)βλ + 1)

(
1
β − λ

)
(βλ) · · ·

(1 + r)λ2 − λ3 · · · · · · · · ·
...

...
... . . .

+ I
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Ar = zhωh
βλ

1 + r

1
σ



0 1 βλ · · ·
0 λ 1 + βλ2 · · ·
0 λ2 λ2βλ + λ · · ·
... ... ... . . .



Mr = zhωh
βλ

1 + r

1
σ



0 −1 −βλ · · ·
0 1 + r − λ (1 + r)βλ − 1 − βλ · · ·
0 (1 + r)λ − λ2 (1 + r)(1 + βλ2) − λ2βλ − λ · · ·
... ... ... . . .


D.1.3 With homothetic preferences and idiosyncratic risk

The Euler equation holds with equality for all high idiosyncratic type households. The
aggregate sequence-space Jacobians are

An = 1 − µ

1 + r



λ −
(

1
β

− λ
)

(βλ) −
(

1
β

− λ
)

(βλ)2 · · ·
λ2 −λ

(
1
β

− λ
)

(βλ) + λ −λ
(

1
β

− λ
)

(βλ)2 −
(

1
β

− λ
)

(βλ) · · ·
λ3 −λ2

(
1
β

− λ
)

(βλ) + λ2 −λ2
(

1
β

− λ
)

(βλ)2 − λ
(

1
β

− λ
)

(βλ) + λ · · ·
... ... ... . . .

 .

Mñ = 1 − µ

1 + r


−λ

(
1
β − λ

)
(βλ)

(
1
β − λ

)
(βλ)2 · · ·

(1 + r)λ − λ2 (λ − (1 + r))
(

1
β − λ

)
(βλ) − λ (βλ2 − (1 + r)βλ + 1)

(
1
β − λ

)
(βλ) · · ·

(1 + r)λ2 − λ3 · · · · · · · · ·
...

...
...

. . .

+ I

Ar = (1 − µ) βλ

σ(1 + r)



0 1 βλ · · ·
0 λ 1 + βλ2 · · ·
0 λ2 λ2βλ + λ · · ·
... ... ... . . .



Mr = (1 − µ) βλ

σ(1 + r)



0 −1 −βλ · · ·
0 1 + r − λ (1 + r)βλ − 1 − βλ · · ·
0 (1 + r)λ − λ2 (1 + r)(1 + βλ2) − λ2βλ − λ · · ·
... ... ... . . .


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D.1.4 With non-homothetic preferences and idiosyncratic risk

The Euler equation holds with equality for the high-idiosyncratic type households that have
the highest permanent-income type. The aggregate sequence-space Jacobians are

An = ωhzh
1 − µ

1 + r



λ −
(

1
β

− λ
)

(βλ) −
(

1
β

− λ
)

(βλ)2 · · ·
λ2 −λ

(
1
β

− λ
)

(βλ) + λ −λ
(

1
β

− λ
)

(βλ)2 −
(

1
β

− λ
)

(βλ) · · ·
λ3 −λ2

(
1
β

− λ
)

(βλ) + λ2 −λ2
(

1
β

− λ
)

(βλ)2 − λ
(

1
β

− λ
)

(βλ) + λ · · ·
... ... ... . . .

 .

Mñ = ωhzh
1 − µ

1 + r


−λ

(
1
β − λ

)
(βλ)

(
1
β − λ

)
(βλ)2 · · ·

(1 + r)λ − λ2 (λ − (1 + r))
(

1
β − λ

)
(βλ) − λ (βλ2 − (1 + r)βλ + 1)

(
1
β − λ

)
(βλ) · · ·

(1 + r)λ2 − λ3 · · · · · · · · ·
...

...
...

. . .

+ I

Ar = (1 − µ)ωhzhρ(ē) βλ

σ(1 + r)



0 1 βλ · · ·
0 λ 1 + βλ2 · · ·
0 λ2 λ2βλ + λ · · ·
... ... ... . . .



Mr = (1 − µ)ωhzhρ(ē) βλ

σ(1 + r)



0 −1 −βλ · · ·
0 1 + r − λ (1 + r)βλ − 1 − βλ · · ·
0 (1 + r)λ − λ2 (1 + r)(1 + βλ2) − λ2βλ − λ · · ·
... ... ... . . .



D.2 Some useful matrices

F =



0 1 0 · · ·
0 0 1 · · ·
0 0 0 · · ·
... . . .

 and L =



0 0 0 · · ·
1 0 0 · · ·
0 1 0 · · ·
... . . .



K = −
∞∑

t=1

Ft

(1 + r)t
= −



0 1/(1 + r) 0 · · ·
0 0 1/(1 + r) · · ·
0 0 0 · · ·
... . . .

−



0 0 1/(1 + r)2 · · ·
0 0 0 · · ·
0 0 0 · · ·
... . . .

− ...
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K = −



0 1/(1 + r) 1/(1 + r)2 1/(1 + r)3 · · ·
0 0 1/(1 + r) 1/(1 + r)2 · · ·
0 0 0 1/(1 + r) · · ·
0 0 0 0 · · ·
... . . .



E Additional Material for One-asset Model

E.1 Decomposition of a monetary policy shock

Figure 5: Decomposition of the effect of a monetary shock on output

Note: This figure plots the aggregate effect and the transmission channels of a monetary policy shock for different levels of
government bonds (from zero on the left, to a low level in the middle, and to high a level on the right). On top, the aggregate
effect and the transmission channels are computed with non-homothetic preferences for wealth while at the bottom they are
computed without non-homothetic preferences for wealth.
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E.2 Rise in permanent labor income inequality with homothetic

preferences

We set γ = 0 and study the effect of permanent labor income inequality on the transmission
of a monetary policy shock. We find that an increase in permanent labor income has almost
no effect on the output response to a monetary policy shock, even in the presence of a
positive supply of liquidity. Indeed, as shown by Straub (2019) in Lemma 1, steady-state
policy functions in a model with homothetic preferences are linear in permanent income.

Figure 6: MPC and EIS along the wealth distribution

Note: This figure plots the marginal propensity to consume out of a one-time income shock (on the left) and the elasticity of
intertemporal substitution (on the right) normalized by the level of permanent income for different levels of wealth (x-axis) and
for different levels of permanent income (in orange, the permanent labor income of the top 10% in 1989, in dotted orange the
permanent labor income of the top 10% in 2019; in blue, the permanent labor income of the bottom 90% in 1989, in dotted blue
the permanent labor income of the bottom 90% in 2019. We also plot the wealth distributions of the two permanent income
types normalized (in blue, the low-income type, and in orange, the high-income type) before and after the rise in permanent
labor income inequality (in dark color before and transparent after the rise). B is fixed at the low-liquidity value (0.23). Notice
that the two normalized distributions are perfectly equal to each other.

Figure 6 gives us a visual representation of this neutrality result. In the presence of ho-
mothetic preferences, the MPC and the EIS are still functions of permanent income. But
they are now linear functions of permanent income. The EIS and the MPC normalized by
permanent income are hence equal across permanent income types. Redistributing perma-
nent income across households leaves the aggregate MPC and the aggregate EIS constant.
Similarly, wealth distributions normalized by the level of permanent income are equal across

59



types.

This neutrality result on both the aggregate effect and the transmission channels of the
permanent labor income distribution is confirmed in Figure 7.

Figure 7: Decomposition of the effect of a monetary shock on output
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E.3 Rise in the variance of idiosyncratic shocks

Figure 8: Decomposition of the effect of a monetary shock on output

F Additional Material for Two-asset Model

F.1 Intermediate firm’s problem in two-asset HANK

Intermediate firms choose prices, labor, and capital next period so as to maximize their

Jt (kt) = max
Pt,kt+1,nt

{
Pt

Pt

F (kt, nt) − Wt

Pt

nt − it − φ

(
kt+1

kt

)
kt − ξ (Pt, Pt−1) Yt + 1

1 + rt+1
Jt+1 (kt+1)

}
,

with investment it = kt+1 − (1 − δ)kt,

subject to the final-goods firm’s demand: F (kt, nt) =
(Pt

Pt

)−µp/(µp−1)
Yt.

Given the Rotemberg adjustment costs: ξ (Pt, Pt−1) ≡ 1
2κp (µp − 1)

(
Pt − Pt−1

Pt−1

)2

,
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Year bottom50 next40 top10 top100

1989 20% 51% 28% 8%
2019 18% 48% 34% 11%

Table 8: Distribution of permanent income used to calibrate the model

Year Bottom 50% Next 40% Next 9% Top 1%

1989 3% 28% 37% 33%
2019 2% 20% 38% 40%

Table 9: Distribution of illiquid wealth in the Survey of Consumer Finance used to calibrate
the model

And the quadratic capital adjustment costs: φ

(
kt+1

kt

)
kt with φ(x) ≡ 1

2δεI

(x − 1)2.

With εI , the sensitivity of gross investment to the Tobin’s Q.

F.2 Distribution of permanent income and illiquid wealth

Tables 8 and 9 describe respectively the distribution of labor income from Piketty et al.
(2018) and the distribution of illiquid wealth in the Survey of Consumer finance that we use
to calibrate our parameters (sb50, sn40, sn9, stop1) and (ab50, an40, an9, atop1). To move from the
labor shares to the parameters s, we divide them by the weight of each household type. For
the illiquid wealth, we divide them by the share of illiquid wealth and multiply them by the
total amount of illiquid wealth in the economy.
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F.3 Two-asset with constant portfolio

Figure 9: Output reponse and Decomposition

Note: The left figure plots the output response following a monetary shock. The right figure plots the difference in the
decomposition between the high-inequality economy minus the low-inequality economy.
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Figure 10: iMPC and decomposition

Note: The left figure plots the iMPC. The right figure plots the decomposition of a monetary policy shock in the high-inequality
economy.

F.4 Computational details

We solve the HANK model of Section 2 and the quantitative model of Section 3 using the
Sequence-Space Jacobian method of Auclert et al. (2021), and their package available online.

To solve for the steady-state, we fix the interest rate at r = 5% and find a β to clear the
asset with a bisection method, using the endogenous-grid method to solve the problem of the
household.

In the one-asset HANK model, we solve the problem of the household on a grid of 500
assets points and discretize the AR(1) process for idiosyncratic shock using the Rouwenhorst
method with 11 points.

In the two-assets HANK model, we solve the problem of the household on a grid of 50
points for the illiquid assets and 50 points for the illiquid assets. The productivity process is
discretized on a grid of 5 points.
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