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Motivation
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▸ Neutral monetary stance (“look-through”) and allow a one-time jump in the CPI?
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inflation rises beyond “mechanical effect”

▸ Wedge between internal and international prices (vs. terms-of-trade shock)

▸ Fiscal externality ⇒ Inefficiently depress imports

Tariffs can lead to an expansion or contraction in output
≠ textbook cost-push shock↓ Trade deficit, even with permanent tariff

Exchange-rate depreciation, unlike conventional view
Weak dollar since April 2nd

Monetary stimulus leads to temporary

rise in output and savings

• Extensions: temporary/anticipated, ex/endogenous TOT, supply chains
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• Analytical results: contractionary/expansionary effects through labor supply channel

• New predictions for exchange rates and trade deficits

Active agenda!
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▸ Two final consumption goods: home-produced (h) and foreign-produced (f)

• No market power in goods or capital markets:

▸ Optimal tariff is zero
▸ Monetary policy does not affect terms of trade

• Monetary authority: sets monetary policy optimally, taking as given tariffs {τt}
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Employment under Look-Through Policy

Definition: A policy of “look-through” targets PPI inflation, πt = 0 for all t

• Closes labor wedge and replicates flex-price allocation

Absent tariffs, this is optimal ⇐ Divine coincidence

Proposition. Assume that βR∗ = 1,τt = τ, b0 = 0. Then, employment is given by

ℓt(τ) = [
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– But may be expansionary if goods are Hicksian substitutes (σ < γ)
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Ramsey Optimal Monetary Policy
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Sticky prices induce costs only from output gap
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Employment Response: Optimal Policy vs. Look-through

Efficient allocation: ℓ⋆ = 1
ω

, ch,⋆ = 1, cf ,⋆ = 1 −ω
ωp

(a) σ = 0.5

(b) σ = 1

(c) σ = 2

output increases (≠ cost-push shock)

Under optimal policy, output is always above the natural level.

If σ < 1, output exceeds both natural and efficient level

Unlike conventional cost-push shock
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Employment under Optimal Policy

Tariffs: Expansionary or Contractionary?

d log ℓopt

dτ
= (Θτ − 1)
(1 + σψ)(1 + τ)(Θτ + τ)Θτ

(1 − σ)γτ

• At τ = 0, planner purely rebalances ch , cf

• For τ > 0 the consumption distortion reduces the marginal return to labor leading to
substitution and income effects

▸ Employment response depends entirely on the IES

– ↑ ℓ ⇐⇒ σ < 1

No first-order effect on ℓ at τ = 0
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Quantitative Analysis

Standard NK assumption: price adjustment costs are not rebated, Υ = 1

• With Υ = 0, optimal policy generates a permanent output boom and inflation

• With Υ > 0, optimal policy remains expansionary:

▸ Starting from π = 0, costs of stimulating are second order, but first-order gains
from mitigating fiscal externality

▸ Stimulus only in the short-run ⇐ inflation in the long-run is too costly
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Calibration

Parameter Description Value

β Discount factor 0.99
γ Elasticity between h and f 4
σ IES 0.5
ψ Inverse Frisch elasticity 1
ε Elasticity of substitution (varieties) 6

• Calibrate φ,ω to match: (i) slope of Phillips Curve =0.0055 (Hazell et al.);
(ii) imports to tradable GDP

• Non-linear impulse response to permanent tariff τt = 0.15 (baseline)



Permanent Tariff: Look-through

vs. Optimal Policy

Home-goods inflation

inflation converges to zero

CPI jumps but PPI constant

Exchange rate

Weaker dollar

Employment

immediate and permanent contraction

higher output

in short-run

Aggregate consumption Trade balance Labor wedge

converge to flex price

Inflation is annualized. Consumption, employment and the exchange rate are expressed in percentage deviation
from the pre-tariff allocation. Trade balance are expressed as a fraction of GDP.
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Tariff on Inputs Only
Home-goods inflation Exchange rate Employment

Aggregate consumption Price Level

PPI = CPI targeting

Trade balance Labor wedge

Calibrate ν,ω to match (i) share of intermediate inputs in total imports; (ii) imports-to-tradable GDP
results w/ tariffs on inputs and consumption



The case with distorted steady state

• Baseline model: labor subsidy is set to offset markup distortion

• Start now from s = 0 and use tariff revenue to subsidize labor P f
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▸ Unambiguous increase in employment
▸ Inflation is mitigated despite larger increases in output

Welfare loss from tariffs

welfare gains for low tariffs
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Welfare

Gains Optimal Policy
Losses from Tariffs

Optimal Policy Look-through

Baseline 0.009 0.99 1.00

Anticipated tariffs 0.008 0.96 0.97

Temporary tariffs 0.001 0.19 0.19

Endogenous TOT 0.007 0.68 0.69

Model w/ imported inputs

Tariffs on c and x 0.32 1.61 1.91

Tariffs on c 0.01 1.00 1.01

Tariffs on x 0.22 0.59 0.80

Note: Welfare corresponds to permanent consumption equivalence (%).



Conclusions

• Optimal monetary policy response to tariffs is to overheat the economy

▸ Monetary stimulus to offset fiscal externality
▸ Let inflation rise above and beyond the direct effects from tariffs

• Reduction in trade deficit in response to permanent tariffs

• Dollar depreciation since April 2 is not puzzling
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