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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 AND TARIFFS
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For the country imposing tariffs on imports

Jay Powell pushes back on calls for Federal Top Federal Reserve official calls for rate cuts
Reserve rate cuts as soon as July as soon as July

solid but ariffs

Governor Chris Waler says US has yet o see an inflation ‘shock'from Donald Trump's
could push up prices tarif

Tighten monetary policy to Neutral monetary stance
contain inflationary pressures (“look-through”) and allow a
PY one-time jump in the CPI
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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

Exchange-rate depreciation, unlike the conventional view

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

Even if tariffs are permanent, net exports increase
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e A wave of empirical work suggests 90% of tariffs are absorbed by US households

» Suggests modest terms-of-trade externality

e Alternative rationales for tariffs?
» Current account imbalances (Aguiar-Amador-Arellano; Itskhoki-Mukhin)

» Geopolitical considerations (Clayton—Maggiori-Schreger)

e 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
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FOREIGN OWNERSHIP + FDI, OECD
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Bianchi and Van der Ghote (2024). Data source: External Wealth of Nations (EWN) database Lane and
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CONCLUSIONS

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

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

e 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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PRESENTATION IS BASED ON
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