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Abstract

What is the optimal monetary policy response to a tariff shock? This paper explores
this question in the context of an open economy New Keynesian model. We show
that the optimal monetary policy response to a rise in domestic tariffs is expansionary.
Specifically, the monetary authority should stimulate the economy, allowing inflation
to rise above and beyond the direct effects of tariffs. Our analysis also suggests that
tariffs can significantly exacerbate the time inconsistency problem of monetary policy.
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1 Introduction

The prospect of rising tariffs in the US has sparked a debate about their inflationary
consequences and how the Federal Reserve should respond. A prevalent view is that tariffs
would generate a one-time increase in the price of imported goods and that the Federal
Reserve should “look through,” which implies that it would stay focused on stabilizing

inflation of home produced goods.!

In this paper, we investigate the optimal monetary policy response to a tariff shock. Our
framework is a dynamic, open economy New Keynesian model with home-produced and
importable goods. In contrast to the view outlined above, we argue that the optimal monetary
policy response is expansionary. The logic for this result stems from a fiscal externality created
by tariffs. When a tariff is in place, households perceive a higher cost of importable goods
compared to the social cost; that is, to the extent that tariff revenue is rebated, households’
individual income increases with aggregate imports. Therefore, tariffs lead to an inefficient
reduction of imports relative to home-produced goods. Given that monetary policy cannot
change the price of importable goods relative to home-produced ones, the optimal policy
turns out to be to overheat the economy, which raises total production and income and,

through this channel, increases import consumption.

The optimal monetary response to a tariff shock contrasts with the optimal response to
a terms-of-trade shock, such as a rise in oil prices. As highlighted by Aoki (2001), in an
environment with imported consumption goods, the monetary authority should focus on
stabilizing producer price inflation (PPI). Thus, in response to a shock that raises prices of
imports, the central bank should refrain from tightening; instead, it should let the consumer
price index (CPI) rise and stabilize PPI. However, in the case of tariffs, while the private cost
for households increases, the social cost does not. Hence, our argument is that the optimal
monetary policy response to a tariff is to keep consumption of imports high, which requires

an expansionary monetary policy.

In a nutshell, the idea is that tariffs inefficiently reduce private incentives to consume
imported goods. To counteract this effect, the monetary authority needs to stimulate the

economy, raising aggregate income and leading to higher consumption of imported goods.

In response to a permanent tariff, our simulations show that inflation of home-produced
goods rises initially under the optimal policy, accompanied by a depreciation of the dollar.
However, over time, inflation returns to zero, and the exchange rate stabilizes at a higher

value. Simultaneously, the economy experiences an increase in output and runs a persistent

1See the September 2018 Federal Reserve Tealbook for model simulations under the “look-through policy”.



trade surplus. These results contrast with the “look-through policy” that keeps inflation of

home produced goods at zero where the trade balance remains unchanged.

Literature. This paper contributes to the literature on the macroeconomic implications of
tariffs. Several papers have studied monetary frameworks and analyze the extent to which
tariffs may serve as a macroeconomic stabilization tool (Barattieri, Cacciatore and Ghironi,
2021; Auray, Devereux and Eyquem, 2022, 2024a,b; Jeanne, 2021; Erceg, Prestipino and
Raffo, 2023).? The goal of our paper is different, in that we assess the optimal monetary
response to an exogenous tariff policy. In this regard, the closest paper to ours is Bergin and
Corsetti (2023) who study a two-country model with cooperative monetary policy. Different
from us, they find that optimal policy prescribes a monetary contraction in the country
imposing tariffs (and an expansion in the country whose exports are targeted). The key
distinction is that under optimal cooperative policy, the central bank in the home country
should appreciate the exchange rate to mitigate the fall in imports by the foreign country.
We analyze instead optimal monetary policy from the perspective of a single economy that

imposes tariffs on imports and find that the optimal response is expansionary.?

Our paper is also related to the extensive literature on optimal monetary policy. Specifically,
we share with a subset of studies the implications of steady-state distortions, in particular
because of markups or domestic taxes (see e.g. Gali, 2015 and Woodford, 2010 for textbook
treatments and Afrouzi, Halac, Rogoff and Yared, 2023 for a recent example in the context of
a dynamic non-linear framework). One important distinction here is that the distortion is not
on production decitions but it instead applies to the relative consumption of two goods, one
of which is produced domestically and one abroad. In contrast to existing results on cost-push
shocks, we show that a tariff shock generates both a positive output gap and inflation under
the optimal policy. Moreover, our paper is also related to the literature on post-COVID

inflationary dynamics, in particular papers emphasizing sectoral considerations.* Relative to

2For additional work at the intersection of trade policy and international macroeconomics, see, e.g.,
Barbiero, Farhi, Gopinath and Itskhoki (2017), Lindé and Pescatori (2019), and Costinot and Werning (2019)
for Lerner symmetry, Caldara, Iacoviello, Molligo, Prestipino and Raffo (2020) and Steinberg (2019) for
the implications of trade policy uncertainty, and Ambrosino, Chan and Tenreyro (2024) for the inflationary
consequences of trade fragmentation. On the trade side, see Bagwell and Staiger (2016); Caliendo and Parro
(2022) for surveys of the literature on trade policy.

3Bergin and Corsetti (2023) also present a simple framework with full-risk sharing where the equilibrium
with cooperative monetary policy coincides with the Nash equilibrium. In that framework with full risk-sharing,
home policy responds to foreign tariffs, but not to tariffs levied by the home government.

4See, e.g., Baqaee, Farhi and Sangani (2024); Guerrieri, Lorenzoni, Straub and Werning (2021, 2022);
Woodford (2022); Gagliardone and Gertler (2023); di Giovanni, Kalemli-Ozcan, Silva and Yildirim (2023);
Bernanke and Blanchard (2023); Fornaro and Romei (2023); Bianchi and Coulibaly (2024), and Bianchi,
McKay and Mehrotra (2024).



these papers, we consider the inflationary consequences of trade policy and the implications

for optimal monetary policy.

2 Model

We analyze an open economy framework with home-produced and importable goods, subject
to nominal rigidities. We consider a small open economy (SOE); specifically, we assume that
the relative price of exportable to importable goods and that the foreign interest rate are
exogenous to the small open economy. There is a government in the SOE that sets a policy

for tariffs {7} and a monetary authority that chooses optimally monetary policy.

2.1 Households

There is a continuum of identical households with preferences given by
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Consumption is a composite between home and foreign consumption goods:

0
e = |wle)' T+ (L= w) ()]

where w is the preference weight for home goods, v is the elasticity of substitution between

the two goods and o is the intertemporal elasticity of substitution.

Households can trade bonds denominated in domestic currency and foreign currency.
Domestic currency bonds are denoted by B;.; and yield a nominal return R;, where R, is set
by the central bank. Foreign currency bonds are denoted by b,,; and yield a nominal return
R*, which is exogenous to the SOE.

We use the domestic currency as the numeraire. We denote by e; the price of foreign
currency in terms of domestic currency (with a higher e; indicating a depreciation of the
domestic currency), P! the price of the home good in domestic currency, and Ptf the price

of the foreign good in domestic currency before tariffs. The law of one price holds for the



domestic good, P! = Pth’*et, where Pth”k is the price of the home good in foreign currency,
which we assume is constant and normalized to one. The law of one price also holds for
the foreign good before tariffs, so that Pl = Ptf "e;, where Ptf ™ is the price of the foreign
good in foreign currency, assumed to be constant. Because the country is small in terms of

both production and the consumption of the two goods, the relative price of foreign goods is
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exogenous and given by

The budget constraint is given by
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where D, denotes firms’ profits, 7; denotes the tariff, and 7} represents lump-sum transfers,

both in domestic currency.

The household problem is to choose a sequence {C,’}, c{ Ay, by, Btﬂ} to maximize (1)

subject to (2) and a no-Ponzi-game condition. The first-order conditions yield the following:
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where we use u;, and uy to denote the partial derivatives of the utility function with respect

to ¢ and ¢,

Condition (3) represents the labor supply decision. Condition (4) determines the optimal
split between home goods and foreign goods, by equating the marginal rate of substitution
(MRS) to the relative price after tariffs. Condition (5) determines savings and the intertem-
poral path for consumption. Finally, (6) is the uncovered interest parity condition (UIP) that
equates the expected return on the two bonds expressed in the same currency. We note that
given the absence of uncertainty, the gross asset positions of households across currencies is

undetermined. For simplicity, we assume By = 0 to abstract from initial valuation effects.

5For our purpose, an advantage of this assumption is that we can abstract from terms of trade externalities.



2.2 Firms

There are two types of firms. One set of firms produces the home good with a CES production
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where y;; represents varieties of intermediate inputs and ¢ is the elasticity of substitution.

function,

Final good producers take as given the price of the home good and the prices of intermediate
inputs. Cost minimization implies the following downward sloping demand for intermediate
ph

€ _1
inputs: y;; = (E) yi'. In addition, in equilibrium, we must have that P/ = ([ pj, *dj) ™.

Intermediate goods are produced out of labor according to y;; = 2{;;, with productivity
normalized to z = 1. We assume a quadratic cost from changing prices, as in Rotemberg
(1982). The problem of the intermediate good firm is
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where s is the standard subsidy on the wage bill to correct the markup distortion, and

A1 =p %;Tth is the discount factor for the firm.
t+1

Optimality and using symmetry, P;; = P! for all j, yields the standard NK dynamic
Phillips curve:
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where m; = P/'/ Pl | — 1 represents the inflation rate of home produced goods, which we often

refer as inflation for short.

In addition, total firms’ profits transferred to households are given by

Dy = (P} — Wy(1 + )yl — T%ﬂf. (10)



Notice that in (10), we allow for a fraction of the cost of price changes to be rebated back
to households. In particular, T represents the fraction of price adjustment costs that are
deadweight losses. The benchmark case in the New Keynesian model is T = 1, which will be

our main focus.

2.3 Government

The government collects the tariffs and rebates them lump-sum to households (net of the

wage bill subsidy). That is, the government budget constraint satisfies

TtPth{ = T}/ — Stht. (11)

2.4 Competitive equilibrium

We are now ready to define a competitive equilibrium.

Definition 1. Given initial bonds by, terms of trade p, prices of goods in foreign currency
{Ph7*, Pt ’*}, a goverment policy {7, T; }, and monetary policy { R;}, a competitive equilibrium

; : f h : f h
is a set of allocations § byy1, ¢, ¢y ¢ and prices < P, Py, e, W, ¢ such that

i) households maximize their utility; that is, (3)-(6) hold;
ii) firms maximize profits; that is, (9) holds;
iii) labor markets clear; that is, ¢; = fol Liydj;

iii) the government budget constraint (11) holds.

Combining the households’ and the government’s budget constraints, and the expression

for profits, and using the law of one price, we arrive at a balance of payments condition:

b
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2.5 Efficient allocation

We conclude the description of the model with a characterization of the efficient allocation.

Given by, the planner chooses consumption allocations and bonds to maximize households’



welfare:
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That is, the planner equates the marginal utility benefit from one extra unit of labor to
the marginal utility cost from working, the marginal rate of substitution between home and
foreign goods to the relative international price, and the marginal utility benefits from raising
one unit of foreign good consumption to the marginal benefit from saving in bonds and

consuming one additional unit next period.

Comparing the efficient allocation with the competitive equilibrium, we can see three
distortions introduced by sticky prices and tariffs. First, from (9), nominal rigidities potentially
imply that the wage deviates from the marginal product of labor, which implies a deviation
from (15). Second, the tariff distorts the optimal consumption mix between home and foreign
goods. Finally, to the extent that the tariff varies over time, there is a distortion in the

incentives to save and borrow.

3 Optimal Monetary Policy

We now address the question of how monetary policy should respond when the government

introduces tariffs. We consider first the case with commitment. The Ramsey optimal monetary



policy consists of choosing the competitive equilibrium that maximizes welfare:
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We note that in the absence of tariffs, 7, = 0 for all ¢, a monetary policy that stabilizes
prices achieves the efficient allocation. This can be seen by noting that by setting , = 0
and m; = 0 in the implementability constraints in problem (18), we arrive at (14)-(17), the

conditions characterizing the efficient allocation.

However, in the presence of positive tariffs, the efficient allocation is not feasible. In
particular, (21) indicates that the ratio of home to foreign consumption becomes too high
relative to what the planner for any monetary policy would choose. Implementing m; = 0 for
all ¢ would then imply from (19) and (20) that consumption of home goods would be too
high and consumption of foreign goods be too low. Departing from 7, = 0 for all ¢ leads
to a zero first-order loss of resources, while (20) and (21) suggest that introducing positive
inflation can have a first-order gain in welfare by strictly relaxing (21), thus enabling higher

consumption of imported goods.

Analytical example. To simplify the analysis, let us assume that SR* = 1, T = 0,
¥ = 0,;; = 7 and v = 0 = 1. These assumptions imply, respectively, that (i) domestic
households are as impatient as foreign ones, (ii) price adjustment costs are fully rebated to
households, (iii) the disutility of labor is linear, (iv) tariffs are constant, and (v) the utility
function is separable between home and foreign goods (with unitary elasticities across time

and goods).

Under these conditions, the efficient allocation yields ¢* = 1 and ¢/ = 1;—;”, as can be seen
by replacing these parametric assumptions in (14)- (17). Notice also that if the monetary

authority were to implement m, = 0, we would have ¢ = 1 and ¢/ = and thus an

l1—w
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inefficiently low level of imports. As we will see next, keeping zero inflation will not be

optimal.

To solve for the optimal monetary policy, we can use the fact that T = 0 implies that m,
appears only in the Phillips curve, and thus we can drop constraint (20). Moreover, constant
tariffs and SR* = 1 imply that that home and foreign consumption are constant. Under

these assumptions, we can therefore write the central bank problem as

max B[ log(c") — wiy], (23)
{btﬂ,ft,ch tzt; [ t}
subject to
1+ wr h bt+1 B
(w+m)c Y L (24)

where notice we have replaced ¢/ using (21) in the resource constraint and in the objective

function.

The solution to this problem yields

¢ € wp(l +wr)’ (25)

14wt
which imply total consumption expenditures given by Notice that replacing the solution for
¢ in (20) and substituting ¢» = 0 shows that 7; > 0. Intuitively, given that consumption
exceeds the level associated with the zero inflation allocation, implementing this higher level
of consumption requires higher inflation to stimulate the economy. That is, in this simple
case considered here, the optimal monetary policy response to a constant tariff is to raise

permanently the level of inflation.

Case with inflation costs. A simplifying assumption in the analytical case above is that
inflation does not induce any social costs (i.e., changing prices is only privately costly for
the firms). When Y > 0, however, this is not the case, and the Ramsey planner faces the
Phillips curve as an implementability constraint. Let us set T = 1, while allowing for ¢» > 0
and maintaining the other simplifying assumptions that SR* = 1,73 = 7 and v = ¢. Under

these assumptions, we have that (22) implies that c{ is constant, and thus from (21), we also

10



have that ¢! is constant. We can therefore write the problem as
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with Lagrange multipliers in brackets. We note that while the constraints hold with equality at
the optimum, we express them with inequality to reflect the direction in which the constraint
binds for 7 > 0. That is, we proceed to characterize the results under the presumption that

the Lagrange multipliers \;, 7, and ¢ are positive.’

Optimality with respect to ¢ yields

e—1
2

L4+ &p(L+7)] 5 = A+ (1= 8) > B'tm, (30)
t=0

where we have used that ); is constant given that SR* = 1. Condition (30) equates the
marginal utility benefits from consumption to the marginal costs. The benefits are given by
the sum of the direct utility from one extra unit of home consumption plus the gains from
relaxing the restriction that equates the MRS to the relative price, (29). The costs are given
by the shadow value of resources plus the inflationary cost captured by the marginal effect
on the Phillips curve constraint (28). Optimality with respect to ¢/ yields:

1 — ep(1+ 7))~ ;f" —\ (31)

where now a higher ¢/ tightens (29).

In addition, the first-order condition with respect to {¢;} (and combining with the Phillips

6Notice that if at the optimum (1 + m;)m; > % (Chéz’ - 1) + Bete

consumption and employment, a lower 7; would help relax the country budget constraint (14) at time ¢.

(1 + m¢q1) 741 for some ¢, given

1
t

11



curve) yields
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which equates the marginal cost from one more unit of labor (including the distulity cost and

the cost from tightening the Phillips curve) to the marginal value of the additional resources.

For ¢ > 0, we have the following optimality with respect to {m;}:
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Comparing to (33), this equation shows that the monetary authority perceives a higher cost
from future inflation because through the forward-looking Phillips curve, this generates more

inflation today.

This last condition indicates that if 7y > 0, we then have that ny > 0. Intuitively, for the
central bank to face higher inflation, it must be that the Phillips curve constraint is binding.
To see why deviating from zero inflation is optimal, suppose that m, = 0 for all £. Then from
(28) , I = 1/¢". Then, (31), (32) and the fact that £ > 0, yield ¢ < =%, a contradiction.

3.1 Quantitative Simulations

Calibration. We calibrate the model to the U.S. economy at a quarterly frequency and
solve it non-linearly.” Table 1 presents the values for the parameters. We set the elasticity of
substitution between home and foreign goods equal to v = 2, which is in line with empirical
estimates (see e.g., Boehm, Levchenko and Pandalai-Nayar, 2023). In addition, we assume an
elasticity of intertemporal elasticity such that ¢ =y = 2, which is in the range of empirical
estimates (e.g., Gruber, 2013) and simplifies the numerical solution by having preferences
separable between the two goods. We calibrate the home bias parameter w to 0.80, which
implies a ratio of imports to GDP of 15.5%, which corresponds to the value for the U.S. in
2022. In line with evidence by Kimball and Shapiro (2008), the Frisch elasticity of labor

"Notice that a challenge for local methods is that the economy is non-stationary, implying that any shock
leads to a permanent change in the long-run allocations.
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supply ¢ is set to 1. The discount factor is set to § = 0.995, which implies an annual risk-free
rate of 2%, given that R* = 1/8. As in Gali and Monacelli (2005), we set the elasticity of
substitution between differentiated goods to ¢ = 6, which implies a price markup of 20%.
We normalize the terms-of-trade p to 1. Finally, we calibrate the price adjustment cost
parameter ¢ so that the slope of the linearized Phillips curve corresponds to the one in the
Calvo model. In line with Nakamura and Steinsson (2008), we set the adjustment cost so

that it is consistent with prices adjusting on average every 3 quarters.

Table 1: Calibration

Description Value Source/Target

Discount factor B =10.995 Real rate=2% (annual)

Elasticity of substitution of ¢, ¢/ v =2 Boehm et al. (2023)

IES o=2 Gruber (2013)

Home bias parameter w=10.80 Imports to GDP ratio = 15.5%

Frisch elasticity parameter p=1 Kimball and Shapiro (2008)

Elasticity of subs. varieties =6 Gali and Monacelli (2005)
Price-adjustment cost @ = 872.5 Frequency price adjustment=3 quarters

Results. Figure 1 presents the optimal monetary policy response to a permanent increase
in tariffs. The experiment begins with an initial steady state where by = 0 and 7 = 0 and
introduces a tariff of 7 = 10%, which is the across-the-board tariff proposed by the incoming

Trump administration.®

We evaluate the optimal policy and compare it against the “look-through policy,” which
stabilizes inflation of home-produced goods (i.e., 7, = 0). The look-through policy, represented
by the red-dashed line, shows that while employment, consumption of imports, and the
exchange rate remain at their initial steady-state values, imports fall. Furthermore, CPI

inflation rises immediately due to the increase in the price level of imports.”

Under the optimal policy, home-good inflation and employment both increase on impact,
with 7 increasing by 0.5% and employment by 3% (see panels [a] and [f]). Over time, inflation
returns to zero, and the exchange rate stabilizes at a higher value (panel [c]). Meanwhile,
employment falls below the efficient level in the long-run. This is because tariffs represent a

tax on consumption, which effectively reduces the marginal benefits from working.

8There have been also specific proposals for differential tariffs on Mexico, Canada and China and with
different tariffs across goods. Here we focus on the across-the-board tariff.

1-w
9CPI inflation is given by (1 + ;) (1-1;%) .
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The stimulative monetary policy leads to a larger increase in the CPI than the one
emerging purely from the effect of tariffs on imported goods, as can be seen in panel (b).
Moreover, while imports fall relative to the initial steady state under the optimal policy, they
decrease less than under the look-through policy (panel [c]). Finally, the trade increases on
impact under the optimal policy as output raises more than consumption (panel [h]). On the
other hand, under the look-through policy, exports and imports fall in the same magnitude

and the trade balance therefore remains unchanged.

(a) Home-goods inflation (b) CPI (¢) Exchange rate
1.04
0.6
Optimal —— Optimal 2 Optimal
— ptimal —_— » — ) ptimal
—--Look-through 1 3| Look-through —--Look-through
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0.2 0.4
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1 . s .
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Figure 1: Response to a permanent tariff of 7 = 10%.

Note: The trade balance and the net foreign asset position (NFA), represented by b, are expressed as a
fraction of GDP. Consumption and employment are expressed as percentage deviation from the efficient
allocation. The gray line in panel (b) denotes the normalized CPI in the efficient allocation.
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3.2 Tariffs vs. terms-of-trade shocks

In Figure 2, we compare the responses to a tariff shock and a terms-of-trade (TOT) shock,
both under the assumption of optimal monetary policy. Notably, in the case of the TOT

shock, the optimal policy involves stabilizing home goods inflation at zero.

We assume a permanent increase in the price of imports, specifically that p rises by 1+ 7,
ensuring the relative price of home and foreign goods faced by households is the same under
both shocks. As shown in panel (b), the increase in p leads to a larger decline in imports
under the TOT shock compared to the tariff shock. Similarly, consumption of home goods
decreases more in response to the TOT shock than under the tariff shock. Finally, the TOT
shock leads to a jump in the CPI because of the direct effect on the price of imports, but
after that the CPI remains constant. This contrasts with the tariff shock where the increase

in the price of home-goods contribute to a further and persistent rise in the CPI.

The difference in the response to the two shocks emerges because of the different implica-
tions for of fiscal revenues. Namely, tariffs generate fiscal revenues that are rebated back to
households, whereas a rise in the international price of imports results in a transfer to the
rest of the world. In other words, when the economy faces an adverse TOT shock, the price
of imports rises for both individual households and the economy as a whole. In contrast, with
tariffs, the relative price of imported goods increases for individual households but remains
unchanged for the aggregate economy. As a result, under a TOT shock, the central bank
lets imports fall and keeps home-goods inflation at zero, whereas in in the case of tariffs, the

central bank stimulates the economy to moderate the decline in imports.*’

We note that we have focused our analysis on imported consumption goods. However, the
main insight extends to the case of imported intermediate inputs. For instance, an increase
in the price of intermediate inputs like oil raises marginal costs, prompting the monetary
authority to stabilize the price of domestically produced goods and allow output to fall.
Similarly to our setup involving trade in consumption goods, when tariffs are present, optimal
policy would stimulate the economy more aggressively compared to a terms-of-trade shock,

aiming to mitigate the decline in imports.

0Notice that if tariffs are not rebated the constraint (27) would be modified with an intertemporal budget
constraint by = Y-, B | " +p(1+7)cf — [1 — £72] £, |. One can then see that then this is the only constraint

binding in problem (26), and the solution yields the efficient allocation.
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Figure 2: Tariffs vs. terms-of-trade shock

Note: The figure plots the response to a permanent tariff of 7 = 10% vs. a permanent ToT shock of 10%,
both under the optimal monetary policy. Consumption and employment are expressed as percentage
deviation from the efficient allocation. The trade balance and the net foreign asset position (NFA),

represented by b, are expressed as a fraction of GDP.

3.3 Lack of Commitment

We now examine the problem of the monetary authority when it lacks commitment. We

study a Markov perfect equilibrium (MPE). Given the expectation of future policies, the
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monetary authority at any period t solves the following recursive problem:

Vi(be) = {bmgiﬂm} [w log (cf) + (1 — w) log(cf) — w% + BV (ber1),  (35)
subject to

I+ pel + b]? < b+ [1 - gw,?] 0, (36)

(kg 2 S (e = 1) 4 p ) (4t ) s, (3)

1zw ( ) p(1+7), (38)

7= (157 ooy 39

The difference with problem (18) is that now the monetary authority cannot choose today
future policies, because it cannot credibly promise to follow them in the future. As is standard
in New Keynesian theory, the time inconsistency problem emerges from the forward-looking
Phillips curve. In particular, the monetary authority would like to promise low inflation in
the future so as to prevent costly price increases today. Crucially, this time inconsistency
problem would not emerge in the absence of tariffs. This is because when 7, = 0, the monetary

authority can implement the efficient allocation, and it has no incentives to deviate from this

policy. !t

4 Conclusion

Tariffs are back as an active policy tool. In this paper, we provide a simple model of how a
monetary authority should respond optimally to the introduction of tariffs. We show that
the optimal monetary policy is expansionary, leading to a rise in inflation above and beyond
the direct effects from tariffs on imported goods. In essence, the key idea is that tariffs
inefficiently reduce private incentives to consume imported goods. To counteract this effect, it
is optimal for the monetary authority to stimulate the economy, thereby increasing aggregate

income and boosting the consumption of imported goods.

Let us conclude with a few remarks. Our model is intentionally stylized and abstracts

from several important considerations regarding tariffs. Notably, we have abstracted from

LA future version of this paper will evaluate quantitatively the Markov equilibrium.

17



terms of trade externalities and the potential for trade wars, as well as from strategic and
geopolitical considerations. Integrating these factors, along with enhancing the quantitative

aspects of the model, presents a promising direction for future research.
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