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How should a central bank respond to tariffs?

For the country whose exports face tariffs

Well-understood:

• Equivalent to a negative terms-of-trade shock

• Deflationary absent monetary policy response

• Optimal: ease policy to offset negative demand shock, keep PPI inflation around target

For the country whose competitors face tariffs on exports

• Equivalent to positive terms-of-trade shock ⇒ opposite response
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Policy Rate Changes: April 2025–April 2026

Most countries have eased monetary policy
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Policy Rate Changes and Tariffs

However, little correlation between tariffs and change in rates
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How should a central bank respond to tariffs?

For the country imposing tariffs on imports

Tighten monetary policy to
contain inflationary pressures

? Neutral monetary stance
(“look-through”) and allow a
one-time jump in the CPI
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How should a central bank respond to tariffs?
Bianchi and Coulibaly (2024)

• Optimal monetary policy response to tariffs is expansionary

▸ Wedge between internal and international prices (vs. terms-of-trade shock)
▸ Fiscal externality ⇒ inefficiently depresses imports

• Output may increase or decrease, even absent movements in TOT or MP response
≠ textbook cost-push shock

• Exchange-rate depreciation, unlike the conventional view weaker dollar since April
2nd

• If tariff revenue is used to lower labor taxes, inflation is muted

• Even if tariffs are permanent, net exports increase monetary stimulus raises savings
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Permanent Tariff: Look-through

vs. Optimal Policy

Home-goods inflation

▸ CPI jumps but PPI constant

▸ inflation converges to zero

Exchange rate

▸Weaker dollar

Employment

▸ immediate and permanent contraction

▸ attenuate
▸ output fall

Inflation is annualized. Consumption, employment and the exchange rate are expressed in percentage deviation
from the pre-tariff allocation. Trade balance is expressed as a fraction of GDP.
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How should central banks respond to tariffs?

Is there a role for monetary policy cooperation?

Gains from monetary policy coordination are often perceived to be small, but they are
substantial if large shocks to relative prices (Bianchi-Coulibaly 2025; Fornaro-Romei 2025)

Bianchi and Coulibaly (2026):

• Individual central banks seek to boost tradable output to offset fiscal externality ⇒
rise in net exports

• Collectively, this puts downward pressure on the world real rate

• Cooperation requires less expansionary policy than in the Nash equilibrium
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Who is paying for tariffs?
• A wave of empirical work suggests 90% of tariffs are absorbed by US households

▸ Suggests modest terms-of-trade externality

• Alternative rationales for tariffs?

▸ Current account imbalances (Aguiar-Amador-Arellano; Itskhoki–Mukhin)

▸ Geopolitical considerations (Clayton–Maggiori–Schreger)

• Bianchi (2025): tariffs as a way to extract resources from foreign equity holders

▸ When firms are domestically owned, maximizing value added is efficient ⇒ zero
tariffs on inputs are optimal

▸ However, when firms are foreign-owned, tariffs on intermediate inputs may lead
to higher wages and lower profits

▸ This benefits households at the expense of foreigners

8/10



Who is paying for tariffs?
• A wave of empirical work suggests 90% of tariffs are absorbed by US households

▸ Suggests modest terms-of-trade externality

• Alternative rationales for tariffs?

▸ Current account imbalances (Aguiar-Amador-Arellano; Itskhoki–Mukhin)

▸ Geopolitical considerations (Clayton–Maggiori–Schreger)

• Bianchi (2025): tariffs as a way to extract resources from foreign equity holders

▸ When firms are domestically owned, maximizing value added is efficient ⇒ zero
tariffs on inputs are optimal

▸ However, when firms are foreign-owned, tariffs on intermediate inputs may lead
to higher wages and lower profits

▸ This benefits households at the expense of foreigners

8/10



Who is paying for tariffs?
• A wave of empirical work suggests 90% of tariffs are absorbed by US households

▸ Suggests modest terms-of-trade externality

• Alternative rationales for tariffs?

▸ Current account imbalances (Aguiar-Amador-Arellano; Itskhoki–Mukhin)

▸ Geopolitical considerations (Clayton–Maggiori–Schreger)

• Bianchi (2025): tariffs as a way to extract resources from foreign equity holders

▸ When firms are domestically owned, maximizing value added is efficient ⇒ zero
tariffs on inputs are optimal

▸ However, when firms are foreign-owned, tariffs on intermediate inputs may lead
to higher wages and lower profits

▸ This benefits households at the expense of foreigners

8/10



Who is paying for tariffs?
• A wave of empirical work suggests 90% of tariffs are absorbed by US households

▸ Suggests modest terms-of-trade externality

• Alternative rationales for tariffs?

▸ Current account imbalances (Aguiar-Amador-Arellano; Itskhoki–Mukhin)

▸ Geopolitical considerations (Clayton–Maggiori–Schreger)

• Bianchi (2025): tariffs as a way to extract resources from foreign equity holders

▸ When firms are domestically owned, maximizing value added is efficient ⇒ zero
tariffs on inputs are optimal

▸ However, when firms are foreign-owned, tariffs on intermediate inputs may lead
to higher wages and lower profits

▸ This benefits households at the expense of foreigners
8/10



Foreign Ownership + FDI, OECD

(a) Foreign holdings as % of GDP (b) Foreign holdings as % of listed equity

Bianchi and Van der Ghote (2024). Data source: External Wealth of Nations (EWN) database Lane and
Milesi-Ferretti and the OECD National Accounts Statistics. Back
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Conclusions

• Tariffs generate large changes in relative prices with significant implications for
monetary policy

• External shocks are real, but inflation is ultimately a choice: monetary policy needs to
decide how much to lean against their inflationary effects

• Quantifying the contribution of tariffs and energy-price shocks can help clarify the
policy trade-offs and improve communication with the public
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