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Abstract

The aim of this article is to examine consumer behavior regarding Giffen and Veblen goods in
response to monetary shocks. Using the Dynamic Stochastic General Equilibrium (DSGE)
model, the reactions of Iran's macroeconomic variables were analyzed based on seasonal data
from the period 2001-2022. The results of this study showed that following a monetary base
shock, inflation and labor demand increased, while the real interest rate decreased. Investment
initially exhibited a positive short-term reaction but eventually declined. With the rise in
household consumption expenditures, imports of consumer, capital, and intermediate goods
also increased. The monetary base shock affected consumption more significantly than
production and investment. Therefore, this shock had a positive impact on inflation and
consumption, indicating consumer behavior that violates the law of demand but remains
rational. As a result, it is recommended that policymakers focus on identifying Giffen and
Veblen goods based on household income deciles, increasing production to meet societal
needs, implementing stabilization policies particularly for Giffen goods, reducing the impact
of the monetary base through oil revenues, and making appropriate investments in research
and development.
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Introduction

The aim of this article is to examine consumer behavior regarding Giffen and Veblen goods in
response to monetary shocks. Using the Dynamic Stochastic General Equilibrium (DSGE) model,
the reactions of Iran's macroeconomic variables were analyzed based on seasonal data from the
period 2001-2022. The results of this study showed that following a monetary base shock, inflation
and labor demand increased, while the real interest rate decreased. Investment initially exhibited a
positive short-term reaction but eventually declined. With the rise in household consumption
expenditures, imports of consumer, capital, and intermediate goods also increased. The monetary
base shock affected consumption more significantly than production and investment. Therefore, this
shock had a positive impact on inflation and consumption, indicating consumer behavior that
violates the law of demand but remains rational. As a result, it is recommended that policymakers
focus on identifying Giffen and Veblen goods based on household income deciles, increasing
production to meet societal needs, implementing stabilization policies particularly for Giffen goods,
reducing the impact of the monetary base through oil revenues, and making appropriate investments
in research and development.

Methodology

In this study, calibration was used to obtain the model parameters. Based on the equations derived
from the model optimization and the coding of the computable stochastic dynamic general
equilibrium model, it was done using Dynar software. Additionally, the parameters were assigned
using data provided by the Central Bank and the Statistical Center of Iran, as well as existing studies
in the country for some parameters. The obtained curves indicate the instantaneous reaction
functions of the model variables against the monetary base shock. The variables are in the form of
logarithmic deviations from their steady-state values, but the exchange rate growth and inflation rate
show the standard deviation from the steady state. With the entry of a monetary base shock of one
standard deviation, inflation increases by 1.3 percent, and as a result, private consumption (Euler
equation) also increases, since the marginal utility in consumption becomes greater than savings.
Thus, with the increase in the nominal exchange rate and the resulting inflationary conditions, the
real exchange rate initially decreased by 0.48 percent but eventually started to increase. On the other
hand, this shock caused a decrease in the real interest rate and an increase in the demand for labor
from firms. Initially, investment showed a positive short-term reaction but eventually declined and
reached a steady state over three periods. In the mentioned process, with the increase in household
consumption expenditures, imports of consumer goods, capital goods, and intermediate goods also
increased, which largely aligns with the results of Mansour and Taghipour (2015). According to the
stated effects, the monetary base shock affected consumption more than production and investment.
Based on Figure (4), the monetary base shock had a positive effect on inflation and consumption,
and the type of consumer behavior in dealing with Giffen and Veblen goods can be observed
according to the used data. According to the study by Azad et al. (2021), factors such as economic
conditions, market structure, consumption capacity, financial ability, competitive resources, and
economic disruptions have been mentioned as factors creating Giffen goods in Iran, which have
influenced consumer behavior.
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Results and Discussion

The designed model includes utility maximizing households, the labor applicant firm, the
government and the central bank by the type of structure, and revenues from oil sales and taxes.
Calibration was used to obtain the model parameters according to the conditions of market setting
and calibration of the model parameters. In this study, a computable stochastic dynamic general
equilibrium model is presented by coding using Dynar software.

In order to investigate the effect of the monetary base, a standard deviation of one percent was
entered into the model and the graphs of the instantaneous reaction functions show that the
introduction of this effect leads to an increase in inflation and a decrease in the real interest rate, on
the one hand there is an increase in the demand for labor. We will be on the side of the company and
increase investments, which will lead to an increase in non-oil production. On the other hand, we
will see an increase in private consumption, since the marginal utility of consumption is greater than
savings (Euler equation). Finally, in the following periods, investment faces a decline and then
returns to its steady state. Due to the stable demand of the whole economy and the increase in
investments, inflation and interest rates will fall and the incomes of companies will increase as
supply increases in the first period. Moreover, as household consumption expenditures increase
during this period, imports of consumer goods, capital and intermediate goods also increase. It is
worth noting that according to the Phillips curve, there is an inverse relationship between inflation
and the unemployment rate, but according to the output of the model in Iran, it can be assumed that
there is a relationship according to the behavior of Giffen and Veblen goods. The relationship
between inflation and unemployment rate can be positive.

Conclusion

The inability of economic agents to accurately predict the future state of economic activities is one
of the main sources of business cycle fluctuations. According to Lucas's critique, changes in the
behavior of monetary authorities and economic policymakers lead to changes in macroeconomic
parameters. Therefore, considering the flexibility of prices and wages and exogenous shocks such
as the monetary base, how will consumers behave when dealing with Giffen and Veblen goods?
What would be the appropriate policy to implement and create satisfaction? Thus, analyzing this
behavior is important for monetary authorities.

The results of this study showed that with the entry of a monetary base shock, inflation increased,
the real interest rate decreased, and the demand for labor increased. Investment initially reacted
positively in the short term but eventually declined. With the increase in household consumption
expenditures, imports of consumer, capital, and intermediate goods also increased. The important
point is that the monetary base shock affected consumption more than production and investment.
With the increase in consumption, policymakers should identify Giffen and Veblen goods and
understand consumer behavior. For example, to reduce the consumption of a Giffen good, it is not
necessarily effective to increase its price; instead, another policy should be pursued, as increasing
the price will not only fail to reduce consumption but will also create new sectoral inflation in that
good and other goods and services. Additionally, for a Veblen good to emerge, the price of the good
must rise so that a specific consumer will purchase it, even if the good was previously ordinary or
inferior. This price increase can be attributed to improved quality, design, or scarcity of the good.
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It is worth noting that a consumer who is trapped in the consumption of a Giffen good, if a
substitute inferior to the Giffen good is not available to them, will still be forced to use it, even if
the price of the desired good increases. Therefore, the share of this good in the consumer's income
will increase, and the demand for other necessary goods will decrease.

Given the above results, it must be accepted that although Giffen and Veblen goods violate the
law of demand, consumers behave rationally based on microeconomic theories. Therefore, the
following recommendations are presented for policymakers and monetary authorities:

a) ldentifying Giffen and Veblen goods in society based on household income deciles.

b) It can be said that Giffen goods are inferior goods for which consumers cannot find suitable
substitutes, so production of these goods should be planned to meet societal needs.

¢) Price changes of these goods should be supported as a stabilization policy by policymakers
and monetary authorities, considering the level of demand.

d) Reducing the impact of the monetary base with oil revenues and making appropriate
investments in research and development with proper policy and planning by policymakers and
monetary authorities.
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