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Abstract

We extend a standard two-country monetary model such that one country can issue import-
tariff threats, which the trading partner can avoid only by paying a lump-sum transfer.
Optimal monetary policy internalizes its effect on the value of these threats, thereby shaping
equilibrium transfers. Dollar pricing limits the ability of both threats and monetary policy
to extract transfers. The transfer equilibrium achieves higher global welfare than a tariff
equilibrium by avoiding efficiency losses, and moves the dollar by less than the tariff it averts.
Calibrated to the 2025 U.S. tariff threats, a 29% threat extracts a transfer of 0.5-0.75% of
the partner’s GDP a year (depending on political costs), the deal appreciates the dollar far
less than the tariff would (3-4% against 22%), and optimal policy is 1.4-3% looser in a deal
year than without a threat.
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1 Introduction

Since April 2025, the U.S. has threatened, negotiated, and imposed tariffs on a number of
its trading partners. This shift in the international policy landscape raises several economic
questions that motivate this paper. First, how does this development change the incentives and
conduct of monetary policy in open economies? While a large literature finds small gains from
international monetary coordination (Obstfeld and Rogoff, 2002; Corsetti and Pesenti, 2005),
we draw on a political science literature which argues that the greatest gains may arise from
cross-instrument interactions (Frieden and Broz, 2006), such as the trade-policy implications
of monetary actions. Second, will the current U.S. stance trigger widespread retaliation or a
collapse in international trade? Evidence from the 2018 trade war suggests that such episodes
carry substantial welfare costs (Fajgelbaum et al., 2020; Amiti et al., 2019). Third, what features
of the U.S. and global economy support or undermine the credibility of these threats? While
the central role of the U.S. dollar as the dominant invoicing currency (Gopinath et al., 2020Db)
may (or may not) confer a strategic advantage, recent work emphasizes geopolitical differences
(Clayton et al., 2025).

To answer these questions, we develop a two-country monetary model with differentiated
tradable goods, building on Corsetti and Pesenti (2001, 2005). Relative to the standard frame-
work, we assume the U.S. makes a take-it-or-leave-it threat to impose an import tariff on the
partner country’s goods, similar to Clayton et al. (2026). The U.S. administration has explicitly
stated that it views the U.S. as a “premium market” and intends to leverage its economic size to
extract concessions from trading partners.! In response, many exporting countries may prefer
to make a transfer to avoid the tariff or exclusion—rather than retaliate and trigger a tariff
war. While we restrict attention to a lump-sum transfer, as in Clayton et al. (2026), this can be
interpreted broadly as capturing real-world concessions such as FDI, preferential trade terms,
or political commitments.

In this paper, we solve for Nash optimal monetary policy, but we explicitly model a channel
through which monetary policy affects the threat value of tariffs. The monetary stance changes
how much the Foreign country earns by trading with the U.S., thereby shifting the Foreign
country’s participation constraint. As a result, monetary policy directly influences the size of
equilibrium transfers needed to avert tariffs. If monetary transmission is positive (negative), an
expansionary (contractionary) stance at Home raises Foreign welfare, so the Foreign country
is willing to make a larger transfer to maintain free trade. In our static model, calibrated to
U.S. trade and invoicing data, a perpetual 20% tariff threat, comparable to the average 17%
‘Liberation Day’ tariff, extracts a transfer of roughly 0.3% of U.S. GDP a year. In a later section,
we extend the model to a repeated game in which threats recur. Absent political costs of paying,
Home’s optimal policy coincides with that of a global planner and resembles the cooperative
allocation; as the partner’s political cost of paying rises, it moves towards the Nash allocation
without threats.

Within our framework, the transmission of monetary policy depends on the pass-through

of exchange rates to prices and on the markup Foreign firms earn on their sales. Without

!Comments by Steve Bannon on the This is Gavin Newsom podcast, Bannon (2025).



markups, the sign of transmission is the sign of Foreign’s terms-of-trade gain from a dollar
depreciation, whatever the elasticity of intertemporal substitution. When pass-through is low
and markups are small, transmission is negative: a Home expansion raises Foreign’s export sales,
but the budget constraint ties Foreign’s export revenue to its import spending, so extra sales are
worth only the profit Foreign earns on them, and the U.S. stance is relatively contractionary in
anticipation of tariff threats. As pass-through rises, a Home expansion improves Foreign’s terms
of trade, transmission becomes positive, and tariff threats make the U.S. stance expansionary,
as under our dollar-pricing calibration. Internalizing the transfer then loosens U.S. policy by
around 1%, against about 7% under producer currency pricing.

Dollar pricing also limits what threats are worth. Under producer currency pricing, a tariff
appreciates the dollar and lowers the dollar price of U.S. imports, so the U.S. gains on its terms
of trade. Under full dollar pricing, foreign exporters keep their dollar prices, so U.S. buyers bear
the tariff, while U.S. exports become dearer abroad, and neither country’s terms of trade move.
The tariff becomes a self-inflicted cost-push shock that lowers U.S. welfare at every rate, even
when monetary policy accommodates it optimally. The threat is then worth only the profit
partners earn on their lost U.S. sales, and the central bank has little leverage over the transfer.

Next, we address why there may not be widespread retaliatory tariffs. We map off-
equilibrium tariff threats, and the resulting transfers, into endogenous Negishi weights: absent
political costs, the allocation is Pareto efficient, because the transfer equilibrium avoids the
efficiency losses associated with tariffs, and any surplus Foreign gains from the cooperative
monetary policy is redistributed to Home via the transfer. When the Foreign decision-maker
faces a utility cost that is convex in the size of the transfer, the allocation is no longer efficient,
but Foreign households strictly prefer the transfer allocation to an equilibrium with tariffs, and
global welfare falls by significantly less than with tariffs: by about thirty percent as much, all
of it the partner’s political cost, so that world household welfare is essentially unchanged by
a deal. As a result, we argue that countries may negotiate and avoid the implementation of
tariffs.

We also investigate whether tariffs are credible, which we define as tariffs being subgame-
perfect: should the trading partner refuse to make the transfer, would the U.S. still go through
with the tariff? In our stylized framework the optimal tariff is positive whenever the tariff
improves U.S. terms of trade, and zero under full dollar pricing. Dollar pricing thus works like
a contract that ties the hegemon’s hands: under full dollar pricing no threat is credible on its
own. Under our dollar-pricing calibration a small terms-of-trade gain survives, and threats of
up to about 33% are credible without reputation. Larger tariffs can nonetheless be supported in
equilibrium by reputation costs, akin to the sovereign debt literature (Cole and Kehoe, 2000). To
illustrate this, we make threats recurrent in a repeated game: each year the U.S. may threaten
its trading partners, and a breach costs it the deals that follow, as for a long-run player facing a
sequence of short-run players (Fudenberg et al., 1990). In such an equilibrium, monetary policy
matters for credibility mainly through the stance if the tariff is levied: by easing, it makes the
tariff cheaper to carry out, while internalizing the transfer raises the value of a deal, and so the
reputation stake, only to second order. This channel of monetary—fiscal interaction is material

under producer currency pricing, but dollar pricing keeps it small, which also protects central



bank independence: a fiscal authority has little to gain from pressuring the central bank.

Deals appreciate the dollar less than tariffs in general. Assuming, for illustration, that
monetary policy is held fixed, a deal appreciates the dollar less than the tariff it averts for every
tariff rate, as long as a stronger dollar lowers the partner’s welfare. A tariff hurts the partner
only through the dollar; a deal hurts it also through the work of producing the exports that earn
the transfer and through the political cost of paying, so less of its burden must come through the
dollar. The two move the dollar equally only if producing the exports costs no work and paying
carries no political cost: the partner then pays exactly the transfer that reproduces the tariff’s
effect on the dollar. In our static model, a deal that averts a 20% tariff appreciates the dollar by
3.3% at date 0 and 1.6% thereafter, against 17.5% and 15.9% if the tariff were levied. Expected
deals cannot, however, explain the 8% depreciation of the dollar in 2025. We detail the case of
a loss of the dollar’s safety premium, in line with Krishnamurthy and Vissing-Jorgensen (2012)
and Jiang et al. (2021).2

Finally, we calibrate the repeated game to the U.S. in 2025: each year a threat may arrive,
prices are fixed within the year, and the threat, the deal and the monetary stance last for that
year. We target the average rate threatened against the partners that struck deals, 29%, the
duration of import prices and, for reputation, the largest tariff the U.S. imposed and kept, 50%.
The results of the static model carry over. Dollar pricing removes almost the entirety of the
U.S. gain from levying the tariff: 0.03% of consumption, against 3.05% under producer currency
pricing. A 29% threat extracts a transfer of 0.5-0.75% of the partner’s GDP a year, depending
on the political cost of paying, and optimal policy is 1.4-3% looser in a deal year than without
a threat. A deal appreciates the dollar by 3-4%, against 22% if the tariff is levied, consistent

with the muted response of the dollar to tariff news in 2025.

Related Literature. Our paper relates to four main strands of the international macroeco-
nomics literature. First, it connects to the classic literature on monetary policy coordination in
open economies (Corsetti and Pesenti (2001, 2005); Obstfeld and Rogoff (2002); Benigno and Be-
nigno (2006), amongst others) as well as more recent contributions (Farhi and Werning (2012);
Korinek (2016); Engel (2016)). We show that once tariff threats and the resulting transfers are
taken into account, the country issuing the threats effectively behaves like a global planner—i.e.,
its Nash monetary policy resembles the cooperative allocation when paying carries no political
cost for the partner. This mechanism speaks directly to arguments in the political science
literature (e.g., Frieden and Broz (2006)) that the economic case for international monetary
coordination is weak unless one considers cross-instrument spillovers.?

Second, our analysis contributes to a growing literature on the interaction of policy instru-
ments (e.g., Gopinath et al. (2020a)). Lloyd and Marin (2024) study the joint determination
of trade policy and capital controls. Auray et al. (2025) and Jeanne (2021) analyze trade wars
and monetary policy in New Keynesian environments, while Bergin and Corsetti (2023) and

Bianchi and Coulibaly (2025) examine optimal policy responses to tariffs, which we find to be

20Other explanations include retaliation (Ostry et al., 2025) and tariff uncertainty (Kalemli-Ozcan et al., 2026;
Merendino and Monacelli, 2026).

3For instance, a sharply depreciated currency in one country may provoke protectionist pressures elsewhere,
making exchange rate policy spill over into trade policy. In our setting, the relevant externality is domestic:
between monetary policy and the tariff authority.



expansionary also in the tariff branch of our model. Our contribution is distinct: we focus on
tariff threats—rather than realized tariffs—and on how monetary policy strategically shapes
their credibility and value.

Third, we contribute to work on dollar pricing and trade policy. Under dollar pricing the
appreciation a tariff induces cannot undo border taxes (Gopinath, 2017; Barbiero et al., 2019),
and U.S. tariffs pass almost fully into U.S. import prices (Amiti et al., 2019; Cavallo et al.,
2021; Gopinath and Neiman, 2026). Dollar dominance is usually read as a source of U.S. power
(Egorov and Mukhin, 2023; Clayton et al., 2025). For trade coercion, we show that it cuts the
other way: dollar pricing makes a threat costly to carry out, worth little to the partner, and
leaves the Fed almost no leverage over the transfer. We relate closely to Auray et al. (2025),
who also point out that dollar pricing removes the terms-of-trade gain from a U.S. tariff, in
Nash tariff wars between two New Keynesian economies.

Finally, we relate to a burgeoning literature on geoeconomics. Clayton et al. (2026) study
how a hegemon can exclude foreign countries from critical inputs (e.g., restricting access to
SWIFT).* Our framework differs in several respects. The nature of the threat is different: in
our setting, the U.S. threatens exclusion from its domestic market. Moreover, our mechanism
centers on how monetary policy manipulates terms of trade and participation constraints, rather

than industrial policy or export controls.

2 Framework

Households We consider a discrete time, infinite horizon framework with no uncertainty.
There are two countries (Home and Foreign). Country H consists of a continuum of identical

households with lifetime utility denoted by:

cle Lt M,
t t
E 5{1_0 Ly +xmlog<Pt)} (1)

where C; denotes aggregate consumption, L; denotes labour supply, and M;/P; are real money

balances. The parameters o,y and x,, denote the inverse intertemporal elasticity of substitution,
inverse Frisch elasticity and preference for money holdings respectively. For our analytical results
we set v = 0 (linear labour), as in Corsetti and Pesenti (2001) and Acharya et al. (2026).

Households consume a combination of Home and Foreign tradable goods (H and F):

ke
CFt

=

1 o1
Cy = ¢o‘§ +(1-0) (2)

where « is the degree of home bias and ¢ is the intra-temporal trade elasticity. The associated

price index is given by:

1
P = [aPy + (1 - a)Pi?| 77 (3)

“Clayton et al. (2025) also use large language models to extract geoeconomic signals from text.



For the remainder of the paper, we focus on ¢ = 1, but allow for any level of o, thus
deviating from the Cole and Obstfeld (1991) parameterization used in Corsetti and Pesenti

(2005), yielding important economic differences.” The relative demand for goods is given by:

5 Cry (4)
The household budget constraint is given by:
P,Cy <TI; + WLy + x4 — qr1@e1 + T + (My—1 — M) (5)

where II; are firm profits reimbursed lump-sum, z,4; is a one-period risk-free bond, T is a lump-
sum transfer (or tax) from the government, and M;_; — M; are changes in money balances.

The first order condition for households with respect to Cy, z1+1 and M; is given by:

C,7 = NP =0, (6)
Atqei1 — B = 0, (7)
Xﬁ”: — A+ A1 =0 (8)

Combining (6) and (7), these imply the household Euler equation:

P g
tCta B Mt (9)
P CYy P41

qtt+1 = B

We define u; as the monetary stance, following Corsetti and Pesenti (2001). Iterating the Euler
equation forward, it can be shown that pu; is the return on a perpetual bond. Combining the
household Euler and the first-order condition for money balances (8), we can derive a mapping
between p; and nominal money balances M;.° Analogous conditions apply abroad, and for

simplicity we assume mirror symmetric preferences a* = 1 — a.

Production and Prices We assume the Home country produces the H good and the Foreign
country produces the F good. In each country there is a continuum of firms indexed by j, which
produce a unique variety of tradable goods and are endowed with linear production technology

which uses only labour,
Vi (i) = AeLe () (10)

5In the Cole and Obstfeld (1991) limit, the budget constraint is not part of the optimal policy problem. Any
path of u, u* will satisfy the budget constraint since prices move to compensate.
5Specifically, the first order condition for M; is given by:

Xm
o= — A A =
M, t+ BAy1=0

where A\t = 1/p:. Combining:
Mt = 7Xm/lt .
-]
Hi+1



where A; is a Home (aggregate) productivity.
Y+ = ALy, Ype = A[L} (11)

Goods are consumed both domestically and exported abroad. If prices are flexible, firm profit

maximization implies:

e Wi
P — _
.t e—1A4,°

(12)

where W; is defined by the optimal labour supply chosen by households. Instead, we assume
prices are perfectly rigid in the domestic currency, and prices on exports adjust to allow for

variable pass-through according to:
Pj &) =Py, Ppy=Ppé&), (13)

The case of A* = A = 1 corresponds to producer currency pricing whereas A* = A = 0 corre-
sponds to local currency pricing. Assuming the Home country is the U.S., the benchmark of
full dollar pricing (close to our calibration; Corsetti and Pesenti, 2009; Gopinath et al., 2020b)

is given by A = 1, A\* = 0. In a symmetric pricing equilibrium where firms choose a markup

over expected marginal costs (Eo[Y ;o mc]), prices satisfy Ppy = —<xEo[>_ o mce], where €

€—

reflects the elasticity of substitution across varieties. In turn, Py, = & )‘iEg D i mel,

whereas P, = & Eo[> 2o me;], and Ppy = & TELEo[Y 2 me;]. Since we abstract from

productivity shocks, we set Py = P} = 1. The wage is W} = v*uf, so each unit a Foreign
firm sells costs it v*uf in labour, and at the no-threat stance its real marginal cost is v*i*.

6*
e*—1

elasticity of substitution between varieties; with €* = 6 prices are 20% above marginal cost, a

Foreign firms preset their price as a markup over this cost, 1 = v*u*, where € > 1 is the

larger markup is a smaller €*, and €* — oo is no markup. Likewise at Home, with elasticity e.
Regardless of pass-through, due to nominal rigidities, production is demand constrained

implying:

Li = Cuy + Clyy, (14)
Ly = Cri + Cpy (15)

Risk-Sharing and Nominal Exchange Rate. Combining the Home and Foreign household

Eulers, risk-sharing (or the law of one price for bonds) implies:

PCy Prcye &
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Iterating forward, we can rewrite this as:
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where k captures the initial conditions and equals 1 in a symmetric equilibrium. However, the
initial equilibrium is not symmetric if there are strategic differences in behaviour (i.e. optimal vs.
passive monetary policy), or transfers (due to threats). An appreciation of the Home currency

corresponds to & | and is the result of contractionary policy u |-

Monetary Policy and Equilibrium Determination Monetary policy is defined as a path
for {p} for the Home country and {u;} abroad. Using the definition Pt(*)Ct(*)U = ug*), we

express:

1-M*(1—a) * X*(1—-a) o
o LK Iz 1
C(Mtalut) = ; [ : ?a F*lt—a K:)\*(l—a)] ) (18)
H F
AMl—a) *x 1-A(1—a) o
* * 1 /’L /"L —Q
C (Mtnut) - ; L Fa ?i*lfoz H)\(l )] (19)
H+ F

where w = a~*(1 — o)==, OQur assumptions facilitate a simple analytical characterization
of equilibrium. Consumption in equilibrium is a Cobb-Douglas function of monetary stances.
Expansionary monetary policy in the Home country u; 1 always corresponds to a higher level
of consumption C; and the same is true for p; if A* > 0. Symmetrically, the same is true for
i, pe and Cf. Note that if \* = 0, C depends only on p, and if A = 0, C* depends only on
wy. Using (4) and (13), we can also construct Cp(uy, uy), Cr (g, pf) and analogously abroad,
as detailed in the Appendix. Consequently, (18), (19) and (14) can be used to express L(u, p*)
and analogously for L*(u, u*) when prices are perfectly rigid. At the PCP limit, normalizing

the rigid prices to 1: C(ue, i) = (up* 1=)Vogla—1/o,

2.1 Tariff Threats

There is a governmental or fiscal authority in the Home country that can threaten to attach

a perpetual tariff ; on imports from the Foreign country, such that relative demand for goods

l-a P
1+6 PFﬂg

country can choose to give a transfer 7p, i.e. send a cheque to the U.S. Treasury. We also allow

becomes Cr; = C;. In exchange for not going through with the threat, the Foreign
for transfers to bear a utility cost —%XTg on the Foreign decision-maker. The participation

constraint for the foreign country is given by:

W* ({15 170,0) = gx78 = W ({7, 11777°3:.0,6) (20)

We assume the transfer is (optimally) chosen by the fiscal authority such that the Foreign
decision-maker is indifferent between an equilibrium with tariffs and one with the transfer but
free trade. W*({us, pti };70,0) is the present discounted welfare of foreign households at their
optimal allocation, taking as given monetary policy stances, a transfer 7y, and in the absence
of tariffs. W ({uf>0, u9>0122,:0,6) is the corresponding welfare in the off-equilibrium (threat)
outcome, evaluated at the sub-game perfect (optimal) monetary stance derived analogously.

We interpret %XT& as a utility cost borne by the Foreign decision-maker, not by Foreign



households. A government that pays a foreign power to lift a threat is seen to concede: lead-
ers who back down are punished by domestic audiences (Fearon, 1994), and agreements must
be ratified at home (Putnam, 1988), as in political-support models of trade policy (Hillman,
1982; Grossman and Helpman, 1995). As x becomes large, only a small transfer satisfies the
participation constraint. The case of x > 0 delivers an intuitive outcome: Foreign households
strictly prefer the equilibrium with a lump-sum transfer to one with tariffs, by %Xf'g . Only the
decision-maker is indifferent.

Key to our contribution is that Home monetary policy, which seeks to maximize equilibrium
welfare, takes the threat as given and adjusts policy to maximize these transfers where optimal.
The size of the transfer depends on the participation constraint of the foreign country, and
thus manipulating this participation constraint is a margin of geopolitical manipulation as in
Clayton et al. (2026).7

2.2 Equilibrium.

Firm profits are given by II; = Py;Yu: — WiL; and subbing in aggregate demand implies
Iy = PusCry + PfChr & — WiLy. Using relative goods demand (static optimization), the
firm profit condition above, and the households’ Euler equation, the present-value consolidated

budget constraint (country level) can be expressed as:

70

- o’ 1)

o0
5 8] Cloua i)'~ = " (a7} <
t=0

where 79 is a transfer received from the Foreign government and we assume xg = 0. The bond

is a dollar bond; with xy = 0 and perfect foresight its denomination is immaterial.

Lemma 1 (Equilibrium) An equilibrium is a sequence {4, pi} from which we can calculate
allocations {Cy,Cry, Cry, Ly, Cf, T Cr Li }, giwen prices {P;, Py, Pry}, {Pt*,P;;t,P;it}
and &, satisfying condition (21).

Proof. See Appendix 8.1.

Within our framework with rigid prices, all allocations and prices in the economy can be
written as a function of the monetary stance. Corsetti and Pesenti (2001) look at the special
case of ¢ = o0 = 1, where any sequence of {u, uj } automatically satisfies equilibrium because
prices adjust just so. Notice that when o > 1, as C} rises, prices move more than proportionally
such that the budget constraint becomes easier to satisfy, so labour disutility is necessary to
deliver an equilibrium with finite consumption. In an equilibrium where the import tariff is

levied, the implementability condition is replaced by:

)1(7

Zﬁt{ Ot & i~} <0, (22)

"We focus on a Stackelberg equilibrium where the Foreign country receiving the threat does not retaliate.
Section 4.1 discusses that if we were to assume retaliation, the credibility of tariffs would be diminished.




3 Optimal Monetary Policy

Within the Home country, there are two distinct actors, the central government and the mone-
tary authority, both of which maximize household utility (are benevolent). At the beginning
of the period the monetary authority chooses a path for {u:}72; (the date-0 stance pg = i is
predetermined), knowing that at the end of the period, the central government threatens the
Foreign country with a perpetual tariff. We assume the Foreign country also chooses monetary
policy optimally and we focus on an open-loop Nash equilibrium. The only asymmetry between
the two countries is the ability of the Home country to levy tariff threats. If the tariff were
levied, Home’s central bank would set the stance that is then optimal, pf.

The consolidated Home planning problem is given by:

max max g ik
oo 7—0

{Nt}tzl

Mt,ut 7 _ ,UL(lu’t Mt)1+’y S t (23)
l—0o Y o

Zﬁt[ (pias 1) =7 = C* (e, 1) ™7 1| <

Y(pt,pf)

W*({e, 15 170,0) = W ({uf™0, 1y 0% 0 9)}

where the planner maximizes the non-monetary component of utility, and x adjusts so that
the budget constraint holds. The inner problem deals with the optimal determination of the
transfer. It is easy to verify that Home welfare is monotonically rising in 7g, so the optimal
transfer is determined where the participation constraint (20) binds.

The outer maximization concerns the optimal monetary policy. We attach multiplier £ to

the present discounted budget constraint and derive the first order condition with respect to

ot

Proposition 1. Optimal monetary policy with tariff threats:

ac, dL d 1 dr
Bt Ct—o' t ’I)int} _ |:1/}t - ¢ =0, (24)
dp du dpe (1= a)po dp
MB of mon. expansion MC of mon. expansion

where Ty is such that (20) binds.

The first term, denoted MB (marginal benefit), captures the utility from an extra unit of
consumption arising due to expansionary monetary policy today u; T, net of labour disutility.
The remaining terms capture the marginal cost associated with u; 7. The next term shows how
monetary policy affects the budget constraint: trading off the incentive to appreciate and have

cheaper imports with the incentive to depreciate and sell more exports, captured by 7 dwt The
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sign of d’t generally depends on o¢; with ¢ = 1, which we maintain, it is governed by ¢ alone.®
Collectlvely, these terms are standard in open economy models and reflect the canonical terms
of trade argument, see e.g. Bagwell and Staiger (1990).

The final term is novel and captures the incentive for monetary policy to internalize its
effects on the size of the lump-sum transfer. In equilibrium, since the participation constraint
binds, the rent extracted 7y exactly reflects the threat value, i.e. how much surplus the Foreign
country derives under free trade relative to under a tariff, which we denote by AW{. The
threat value consists not only of changes in consumption and labour supply patterns, but also
changes in the income earned from selling goods to the U.S., which we denote as the export
premium. We assume that monetary policy off-equilibrium is sub-game perfect (and unrelated
to the equilibrium level), so the threat value is fully determined by the effects of Home monetary

policy on Foreign on-equilibrium welfare.

The Foreign country’s present discounted welfare is given by:

-’ L (e, )
W* *7 . = t l"Lt7lu’t) _ s I 25
({/’Lt7ut}77_07 IE?;XOZB { 1—o v* 1_+_,7 ( )

_ * 1—0'7 < s
§ —~ { N’tnu“t) C(:utv:ut) P } = To(l — a)g()ﬂg?

d)* (Au‘t ,/L:)

and we denote the Foreign multiplier on the budget constraint by £*. Notice that ¢k + ¢y = 0.

If, instead, the Home country levies tariffs then, the budget constraint is replaced by:

- * *\1—0o 1 * —01
Zﬂt{c 0 (g, )7 = O s 1)’ }<o (26)
=0 + o "

¢*(Ntvﬂf)

where 0; > 0 is the Home import tariff, monetary policy would be analogously determined,
and the associated welfare is denoted by W*({uf>?, 179>°};0,6). Foreign monetary policy is
determined according to (25), taking {u:} as given (open-loop Nash). However, in equilibrium
the participation constraint is binding, so the Foreign country is indifferent across its own
monetary policy stances.

The next Lemma summarizes the effect of a Home depreciation on the threat value.

Lemma 2 (Threat Value and Depreciations) The effects of monetary policy on the threat
value AWg = W — W0 are determined by:

dAW™ ‘ _,dC¥ dLy dyf
= CF oL ;7L gL 27
dpy B ! dput bodp ¢ djut (27)

In particular, with linear labour (v = 0) and a unit trade elasticity (¢ = 1), at any allocation,

8Holding & fixed, at the no-threat point dlli:f;t =1=2C"7[1— (1 —a)(A+ X*)], which has the sign of 1 — o
since (1 —a)(A+ A*) < 1: an expansion widens Home’s trade deficit, measured in units of the stance, if and only
if ¢ < 1. This sign concerns Home’s budget term only; the effect of the stance on the transfer, with x adjusting,

does not depend on it (eq. A.3 in the Appendix).
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holding k fized:

dAW™ _nat (1 — Oé))\ *1—0o * (1 — U)(l B OZ))\ * * -0 *
W [P (= (s 1 ) )
dL*: domestic sales dL*: g{ports
* l-o *l—0o * lea
—¢p—= [(1—&))\@1 — (- (=)= }
dy
Proof. See Appendix 8.1. O

Lemma 2 decomposes the effect of a Home expansion on foreign welfare into i) a direct effect
on utility through Foreign consumption (the term converges to 0 when A = 0) and changes
in labour supply, and ii) an indirect effect through the change in the amount of Home goods
the Foreign country can afford, accounting for the change in export revenues and a valuation
effect, weighted by the shadow value of Foreign wealth, £*. The tariff branch does not enter:
Home’s stance there is chosen in that branch, so dAW™*/du, = dW* /du,. With linear labour
and a unit trade elasticity, a Home expansion lowers Foreign’s domestic sales when o > 1, since
Foreign keeps its stance and cheaper imports raise C*, and raises its exports, because Home
spends more and, under dollar pricing, U.S. buyers barely face a higher price. These terms pull
in different directions, so the sign is not determined in general; Corollary 1 signs it in the cases
we focus on.

To solve for the optimal monetary stance, we build on Proposition 1 and account for how
monetary policy internalizes its effects on the lump-sum transfers. Using the envelope theo-

rem, we need only consider the effect of the monetary stance on time ¢ variables, as shown below.

Proposition 2 When the participation constraint for the Foreign country binds (20), the effect

of the monetary policy stance {u} on the transfer is captured by:

o (1—a)Eos ( t [ Lo dL:}
_ - = _ c*r —° — oL ot 2 28
dur &+ (1 — a)éougxTo b duy bduy (28)
acy 1 dcC,
_ Btex(1 — *x—0 t 7070'715
/8 5 ( O‘) |: t d/,ét K t dlut
AAW™* /dps
(1 — a)é’g,uf) de 5 —1
h - — _ )
where &+ (1 — a)SouyxTo ( d7o XTO)
Proof. See Appendix 8.1. O

The implications of endogenous transfers on the behaviour of monetary policy will depend
on whether the monetary policy transmission is positive or negative—in the language of Corsetti
and Pesenti (2001). If monetary policy transmission is positive (negative), expansionary Home
policy (u T) implies a rise (fall) in Foreign welfare. In general, expansionary policy can lead
to higher foreign welfare due to i) higher demand for exports (an income effect) and ii) pos-
itive terms of trade effects abroad, i.e. imports are cheaper for Foreigners due to a Foreign
appreciation. Because the budget constraint (21) ties Foreign’s export revenue to its import

spending, the income effect is worth only the profit 1/€* on each extra unit sold. Because of
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the endogenous transfer, as long as transmission is positive (negative), the monetary authority
has an incentive to loosen (tighten) monetary policy in order to extract a larger transfer. We

discuss this further in Section 4.

3.1 Pass-through, Markups and the Sign of Transmission

Consider the monetary policy stance that does not internalize the transfer (it takes 7y as given),

denoted by uNT, which, by Proposition 1, must satisfy:
MBy(up ") = EMCy(pp' ) = 0 (29)

where M B, is the first term in (24) and MC; = di/dp,. Instead, in the presence of threats
and transfers:
d7o
MB,(u) — EMCy (i) + —5— D0 _g 30
t(:ut ) § t(ut ) (1 _ Oé)Mo d,ut ( )
Assuming (23) is concave, as is standard (see e.g. Costinot et al. (2014)), the relative

monetary stance is determined by the sign of d7y/dp.

Corollary 1 (Pass-through and the sign of transmission) Let v = 0, ¢ = 1, home bias

a > 1. and constant stances. If (23) is concave:

i) Under PCP (A = \* = 1), transmission is positive and u’ > pNT, for any o and any

markup.
it) Under LCP (A = X* = 0), transmission is negative, for any o and any markup.

i11) Under full dollar pricing (A =1, \* = 0), transmission has the sign of (¢* —=1)T' (1 -&) +
1o, withT = o+ 122

Proof. See Appendix 8.1. O

Numerical illustration. We set o = 2 and 8 = 0.96, a 4% interest rate, home bias o = 0.86,
so that U.S. imports of goods and services are 14% of GDP as in 2024, ¢ = 1 and linear labour
(v = 0). Pass-through is A = 0.9 and \* = 0.2, consistent with dollar invoicing (Gopinath et al.,
2020b); we call this our DCP calibration and contrast it throughout with producer currency
pricing (A = A* = 1), full dollar pricing (A = 1, \* = 0) and local currency pricing (A = A\* = 0).
The threat is a perpetual 20% tariff (6 = 0.2), guided by the 17% average Liberation Day tariff,
and the political cost is x = 10, so that the equilibrium transfer, a present value of 8.3% of one
year’s U.S. GDP, is worth 8.3% x (1 — ) =~ 0.33% of GDP a year.” Home’s labour weight v
is set so that g = 1 is its optimal stance absent threats, consistent with prices set under the

expected policy. Foreign firms price at a markup of 20% (e* = 6; Gali, 2015), and Foreign keeps

9This number, while large, is meant to capture the present discounted value of all future transfers, as well as
political concessions.
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Figure 1: Monetary Policy and Transfers

(a) Positive transmission (b) Negative transmission
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Notes: Home’s first-order condition for u:, ¢ > 1, in the transfer equilibrium, § = 0.2. (a) Our DCP
calibration. (b) As (a), with A = 0.72, so that A + \* = 0.92.

* = 1; without a transfer, trade then balances at k = 1, so & = 1 initially. As a comparative

static we also remove the markup (e — o0).

Figure 1 illustrates the two cases, with Home’s first-order condition solved exactly in this
illustration. In panel (a), our dollar-pricing calibration, A + A* = 1.1, transmission is positive
and Home eases to raise the transfer. Panel (b) lowers the pass-through into the Foreign price
of U.S. exports to A = 0.72, so that A + A* = 0.92; transmission is negative and Home tightens.
Both panels keep v and €* at their baseline values. Table 1 quantifies the two cases by pricing

regime.

Under PCP a weaker dollar improves Foreign’s terms of trade, since its import prices fall while its
exporters keep their own-currency prices, so Foreign consumes more for the same work and Home
eases to raise the transfer. Under LCP no price Foreign faces moves: a Home expansion only
makes Foreign ship more goods for the same revenue, so Foreign loses, and Home would tighten
if a deal existed; under LCP none does, because a tariff raises Foreign’s welfare (Section 5).
Under full dollar pricing every traded price is fixed in dollars, so Home’s stance reaches Foreign
only through the volume it sells to the U.S., and the sign has two parts. On the share (¢*—1)/e*
of each extra unit paid for with work, Foreign gains only if it is currently exporting less than it
would choose, which is the case when the dollar is stronger than at the no-threat equilibrium,
as it is after a transfer (£ < 1); on the remaining 1/€* it earns a profit that costs no work. Both
are small, one being proportional to how far the transfer has moved the dollar and the other to
Foreign’s markup, so under dollar pricing the central bank has little leverage over the transfer.
Our calibration, A4+ A\* = 1.1, keeps a small terms-of-trade component: transmission is positive,
and the loosening it induces is about a sixth of that under PCP.!” At ¢ = 1 the special case of
Lemma 2 reduces to the transmission in Corsetti and Pesenti (2005): Foreign consumption rises
with A, Foreign employment with 1 — A*, and the budget term vanishes. Negative transmission

and a binding participation constraint coexist only when A+ A\* is somewhat below one: a tariff

10T the limit where o — 1, maintaining ¢ = 1, the budget constraint becomes 1 — x < %7'0/,1107 so transfers
are absorbed into period-0 exchange rates.
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appreciates the dollar, so if a weaker dollar hurts Foreign a stronger one helps it, and the tariff

bites only through its second-order deadweight loss. Panel (b) of Figure 1 is such a case.

Table 1 reports the stances in our illustration.

Table 1: Monetary policy by pricing regime (6 = 0.2)

pNT T p?  dr/du Transfer at pNT / pT
(PV, % GDP)
PCP (A=X"=1) 1.024 1.094 1.024 0.362 19.8 / 22.0
Our DCP (A =0.9, A* =0.2) 1.006 1.017 1.020 0.139 8.1/83
Full DCP (A=1, A* =0) 1.005 1.011 1.024 0.079 6.6 / 6.6
LCP (A=X*=0) - - 1000 - no deal

The sign of transmission orders the regimes, as Corollary 1 shows. Internalizing the transfer
loosens policy by 6.8% under PCP, by 1.1% under our calibration and by 0.6% under full dollar
pricing, where only the partner’s markup is left to lever, and it raises the transfer from 19.8%
to 22.0% of GDP under PCP but only from 8.1% to 8.3% under our calibration. The PCP deal
is hypothetical, since at x = 10 the U.S. prefers levying the tariff. Internalizing the transfer
is accordingly worth little to the U.S. under dollar pricing: 0.027% of consumption a year in
the calibrated repeated game of Section 6, against 0.81% under PCP. This also limits the scope
for conflict between a fiscal authority that sets tariffs and values the transfer more than the
central bank does, and the central bank itself: under dollar pricing a fiscal authority gains little
from pressuring the central bank (on independence, see Alesina and Summers, 1993; Walsh,
2008; Martin, 2014). If instead the tariff were levied, the U.S. would ease by about 2% in every
regime except LCP, since the tariff is a cost-push shock. Under LCP transmission is negative,
so the U.S. would tighten in a deal, but none exists, and Table 1 reports only the stance under
the tariff: the tariff appreciates the dollar, which under LCP raises the partner’s export revenue
in its own currency while its import prices stay fixed, so the tariff improves the partner’s terms
of trade and raises its welfare; a deal with a tightening arises only for A + A* somewhat below
one (Figure 1b). Finally, the transfer rises with the markup partners earn on their U.S. sales,
from 6.2% of GDP without a markup to 6.8% at a 5% markup (e = 21), 8.3% at our 20% and
9.3% at 33% (¢* = 4), because a Home easing then raises the profits the partner earns on the

extra sales.

4 Efficient Transfers

A large literature has noted that even if tariffs are unilaterally desirable, they lead to global
efficiency losses even absent retaliation, see e.g. Dixit (1985) for a survey and Lloyd and Marin
(2024) for a recent contribution. In the case of tariff threats, the picture is different. We have
already noted that the Home monetary authority has an incentive to raise Foreign welfare,
since this results in a larger transfer in equilibrium. The Proposition below shows that, under
the transfer regime without political costs (y = 0), the Home country acts akin to a global

planner who maximizes a weighted average of Home and Foreign Welfare.
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Proposition 3 (Efficiency of Transfer Equilibrium) i) If x = 0, the optimal monetary path
{p} chosen by the Home country according to (30) coincides with the choice of a benevolent
global planner:
(o.0]
max Yy U+ v U,
(i} ; '
so the allocation is Pareto efficient for some Negishi weight v = mé. it) If x > 0, the allocation

1s not Pareto efficient.
Proof. See Appendix 8.1. O

Put simply, in case i), the ability to levy threats leads only to redistribution, without large
welfare losses associated with inefficient tariffs. The Negishi weight is given by the ratio of
Home to Foreign implementability constraint multipliers, scaled by k, and numerically the
Negishi weight falls monotonically with the size of the off-equilibrium threat. Intuitively, as
transfers become larger, the marginal value of wealth for the Home country falls, and since
&= MB/MC, it follows that v is decreasing in off-equilibrium 6.

In practice, the Home country extracting the full threat value is implausible. This is captured
in case (ii), where we assume the Foreign country (or decision-maker) faces a cost $x7¢ when
making a transfer due to political costs or enforcement penalties, see (20). When x > 0 the
resulting allocation is inefficient. Specifically, the first order condition for the Home monetary

authority is now given by:

U dU* ¢
= 4 I%global —_£MC <1 _ ) =0 31
iy an M &+ (1 = @) X0 (31)

where MCy = dipy/dpy as in (29), &9 = s v, with v the Negishi weight of Proposition 3, and
s=&/(&+ (1 —a)louixmo) € (0,1] is the share of a marginal unit of Foreign’s willingness to

pay that reaches Home as transfer; the rest, 1 — s, is absorbed by the decision-maker’s marginal
cost of paying, x79. Equation (31) is the first-order condition of a planner who weights Foreign
by #9904 — sy rather than v. With x = 0 Home’s policy is the cooperative one (Proposition
3); as x — oo no transfer can be extracted and we get the Nash allocation without threats. In
between, Home is partly cooperative and partly manipulates its terms of trade. Notice that
the Home implementability constraint now matters (i.e. the initial allocation), in contrast to a
planning problem. However, Section 5 shows that while efficiency losses from this channel are
still significant, they are smaller than those in the tariff equilibrium.

Equation (31) is also the first-order condition of a planner who maximizes W + &9/t (W* —
%X’Tg) over both the stance and the transfer, so the deal is efficient between the two decision-
makers. It is not efficient between households: holding Home’s welfare fixed, a slightly larger
transfer combined with a looser Home stance raises Foreign household welfare by x7p per unit

of transfer. Foreign households would accept a larger deal than their decision-maker signs.

4.1 Tariff Threats and Credibility.

What are the welfare implications of a tariff for the Home country? On the one hand, looking

t (22), the tariff tilts the terms of trade in a favorable manner for the Home country making
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imports relatively cheaper. On the other hand, tariffs distort the relative demand for goods (4),
and in the presence of nominal rigidities can result in overworking as well. With prices fixed
in domestic currency, pass-through matters because of the effect of tariffs on exchange rates:
under full dollar pricing the terms-of-trade gain disappears altogether, and the tariff is a loss

for the U.S.; as we detail in the corollary below.

Corollary 2 (Dollar pricing and credibility) Let v =0, ¢ = 1, A = 1 and \* = 0. If
the tariff is levied, Home’s optimal stance is the same at every date, p® = f/h(0) > i with
h(f) = a + %, and Home’s welfare, mazximized over any path of stances, is lower with the
tariff than without it: W90 < WO for every 6 > 0, every o and every a € (0,1). Absent
reputation, no tariff threat is credible.

Proof. See Appendix 8.1. O

The intuition is simple. Under full dollar pricing the dollar value of U.S. exports equals their
volume, so Home’s budget constraint ties the labour it devotes to exports to its own import
spending, whatever the exchange rate and Foreign’s stance do; Home’s welfare then depends
only on its own stance and the tariff, its problem is the same at every date, and its optimal
stance is constant. Foreign exporters keep their dollar prices, so the appreciation a tariff causes
does not lower what the U.S. pays at the border: U.S. buyers pay the whole tariff, consistent
with the near-complete pass-through of the 2018-19 and 2025 tariffs into U.S. import prices
(Amiti et al., 2019; Fajgelbaum et al., 2020; Cavallo et al., 2021; Gopinath and Neiman, 2026).
U.S. exports are also priced in dollars, so the appreciation raises their price abroad one for
one. Neither country’s terms of trade move, and the tariff is only a distortion of the U.S.
consumption basket. The tariff is a cost-push shock, so the central bank eases, by 2.4% at
f = 0.2; easing restores demand but cannot undo the distortion. Under our calibration a small
terms-of-trade gain survives, since A + A* — 1 = 0.1: the tariff raises U.S. welfare by at most
0.09% of consumption (0.08% at # = 0.2), and lowers it for tariffs above 33%.

Nonetheless, even tariffs that would otherwise not be credible, can be supported in equi-
librium by reputation costs. These are costs incurred by the Home country if it reneges on
the threat, denoted by R, similar e.g. to costs of default from the sovereign debt litera-
ture, Cole and Kehoe (2000). Specifically, we denote welfare in the transfer equilibrium by
W ({ g, 15}, 0, 7), while W ({us, pi },0,0) reflects the case of no threat and no transfer, and anal-
ogously W ({pu, pi },0,0) is the off-equilibrium case where the Home country levies a tariff § and
receives no transfer. In all cases, {p, puf} are the optimally chosen paths of monetary policy.

The tariff threat is credible as long as:
W ({11}, 6,0) = W, 1174,0,0) = R

Endogenous Reputation. Reputation costs arise endogenously when the U.S. expects to
make threats again. Suppose that if it reneges, partners no longer believe its threats and refuse

to pay. Then R is the value of the deals it forfeits,

R = P[W({Mn,ﬂ:hoﬂ:) — mnax {W({ut,uf},0,0), W ({15 } 970)}}

17



where p is the expected discounted number of future deals and the bracket is the value of a deal
relative to the best alternative. Section 6 derives p in a repeated game in which threats recur.
In Section 5, we show two important numerical results. First, W9>0 falls below WP for 6 above
about 33% (Figure 2a). Second, the Home country significantly prefers the transfer equilibrium
(Figure 2b), so reputation incentives are strong (W ({ue, i },0,7) — W ({pt, pi },0,0) >> 0).

Monetary policy in a deal changes the stake only through the value of the deal. Internalizing
the transfer raises that value only to second order, because u! maximizes it (the envelope
theorem), so it barely changes which threats are credible (Section 6). What the stake does
deliver is credibility for large threats: because a deal is worth far more to the U.S. than carrying
out one tariff costs it, 0.3 expected further deals make a 50% threat credible in our illustration,
and under full dollar pricing, where no threat is credible on its own, 0.7 further deals make a
20% threat credible.

Trade Wars. The framework can be extended to think about retaliation and trade wars.
For this, W ({u, 7 }, ¢, 0) is replaced by W ({p, p }, 0, —K) where —K is a negative transfer
which could reflect other forms of retaliation (political, military or otherwise) or captures lost
rents due to a trade war in reduced form. It follows that the benefits of tariffs for the Home
country fall in this case and threats are credible for a smaller set of parameters (and smaller
6). Retaliation in kind also removes whatever terms-of-trade gain the U.S. tariff would have
earned through the appreciation: a Foreign tariff is the mirror image of a U.S. tariff, so with
0* = 6 the dollar moves only with the stances (eq. A.1 in the Appendix). In our illustration,
a 20% trade war in kind costs the U.S. 0.21% of consumption, even with an optimal easing,
against a gain of 0.08% if the partner does not retaliate. A threat that is expected to meet
retaliation is therefore credible only through reputation. Off the equilibrium path the partner
could also reduce its exposure to the U.S., for instance through industrial policy (Clayton et al.,
2026); such decoupling lowers the threat value and the transfer, and could deepen international

fragmentation.

5 Additional Results

In this section, we use the numerical illustration of Section 3.1 to assess the implications of the
size of the off-equilibrium tariff on i) the credibility of the threat, ii) the equilibrium welfare
consequences for both countries, iii) the equilibrium transfer and resulting exchange rates, and

iv) how far a deal and a tariff each move the dollar.

Welfare & Credibility of the Threat i) Figure 2a (left panel) illustrates Home, Foreign
and average world welfare in the off-equilibrium path with tariffs, for different values of the tariff

0. Due to terms of trade effects, the tariff improves Home welfare and therefore is credible for
values up to about 33% where W00 = W ({u, i },6,0) > WO = W ({s, i} },0,0)."" World

HThis result is sensitive to the pass-through parameter. In our framework, allowing for higher pass-through
in foreign prices, e.g. PCP, additionally implies cheaper imports for the U.S. due to appreciation effects of tariffs,
improving Home welfare in the off-equilibrium path with tariffs. As a result, larger tariffs are credible under PCP
but not DCP.
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(a) Welfare in off-equilibrium path with tariffs (b) Welfare in equilibrium path with transfers
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Figure 2: Welfare relative to no threat, DCP (% of consumption). (a) Tariff levied; (b)
transfer equilibrium.

welfare is always decreasing in the size of the tariff. By the credibility condition of Section 4.1,
the required size for the reputation cost can be read directly from the graph. For example, a 50%
tariff threat would require a reputation cost of about 0.20% of consumption, about twice the
largest welfare gain from unilateral tariffs (0.09%). Section 6 gives R an endogenous foundation
and calibrates it so that the largest credible threat is 50%, the highest rate the U.S. imposed
and kept in 2025.

ii) Figure 2b instead illustrates how equilibrium welfare varies with the size of the threat 6,
(dashed lines correspond to off-equilibrium values and are included for comparability). Welfare
for Home is monotonically increasing in 6, as Home can extract a larger transfer while incurring
no costs—as long as the threat remains credible (6 < 33%). The interesting findings relate For-
eign and world welfare in the transfer equilibrium to their counterparts in the tariff equilibrium.
World welfare falls by less in the transfer equilibrium than in the tariff equilibrium as 6 grows,
and when y = 0 world welfare is near identical, consistent with Proposition 3. For § = 0.2,
the global welfare loss in the transfer equilibrium is about 30% that of the tariff equilibrium,
and all of it is the political cost %X%g: world household welfare, (W + W*) /2, is essentially un-
changed by the transfer (+0.02% of consumption, against —0.20% under the tariff). As a result,
a global planner would prefer the transfer regime to the tariff equilibrium since it avoids the
inefficiency costs of tariffs. With y > 0, Foreign households also significantly prefer the transfer
equilibrium: only the Foreign decision-maker is indifferent due to the presence of political costs.
Foreign households gain %X%g, about 0.17% of consumption at § = 0.2 (Section 2.1). Under
PCP the deal raises world household welfare above its no-threat level, because the cooperative
U.S. stance removes the terms-of-trade externality of the no-threat equilibrium; under dollar

pricing this gain is negligible, because the U.S. stance has little effect on the partner.

Transfers and Exchange Rates iii) A tariff is a permanent wedge on U.S. import demand;
because trade must balance, U.S. exports must fall as much as U.S. imports, and only a
stronger dollar achieves this. A deal involves no wedge, only a transfer, which appreciates the
dollar through the transfer problem (Keynes, 1929; Ohlin, 1929). The partner is indifferent
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between the two, since its participation constraint binds, yet the deal moves the dollar less.

Proposition 4 (Deals, tariffs and the dollar) Let v =0 and ¢ = 1, and let each country’s
stance be the same at every date, including date 0: py = p and pi = ii* for allt > 0. Home’s
stance p may take any value, including [, and may differ between the deal and the tariff. (Our
baseline also fizes the date-0 stance at i, but lets Home re-optimise from date 1; Figure J shows

the result there.) As long as a stronger dollar lowers the partner’s welfare,

e —1 1A
= ()\+/\*—1)+6—*; >0,
a deal appreciates the dollar less than the tariff it averts, £ < £ for every tariff 6 that
appreciates the dollar and any political cost x > 0. The two appreciations coincide only in the
limit € — 1, where exports cost no work, and with x = 0.
Proof. See Appendix 8.1. O

A tariff hurts the partner only through the dollar: the partner’s welfare depends on the tariff
and on the U.S. stance only through £, which sets the prices it faces and the exports it needs to
pay for its imports. A deal hurts it through the dollar and through the costs of paying: the work
of producing the exports that earn the transfer, (¢* — 1)/€* per unit, and, for its government,
the political cost %XT(? . A transfer that moved the dollar as much as the tariff would leave the
partner with the same prices and consumption as the tariff, plus these costs, and the partner
would refuse it. The transfer it accepts is smaller and moves the dollar less. The more of the
burden that comes through the costs of paying, the less must come through the dollar: the two
move the dollar equally only if exports cost nothing to produce and paying carries no political
cost, in which case the partner pays exactly the transfer that reproduces the tariff’s effect on
the dollar. Under full dollar pricing the dollar hurts the partner only through its markup, so
most of the burden of the deal comes through the costs of paying.

The driving force for the on-equilibrium results is the lump-sum transfer 7y, plotted in Figure
3 (left panel). The transfer is 8.3% of GDP at the 20% threat of the calibration and rises to
about 12% when the threat is 33%, the largest credible threat; without a markup it is 6.2% at
0 = 0.2. The transfer jumps at small § because even a small credible threat lets Home extract
the Foreign gain from making its monetary policy more cooperative (Proposition 3). Figure
3 (RHS) illustrates how exchange rates at time ¢t > 0 vary with the size of the off-equilibrium
threat. The date-0 line reflects the importance of the time-0 appreciation captured by &, see (17),
consistent with the transfer problem (Keynes, 1929; Ohlin, 1929). A larger 6 off-equilibrium
implies a larger transfer and an appreciation at time 0, in line with (17). Specifically, the 20%
perpetual off-equilibrium tariff, delivering 8.3% of a single year’s GDP, would result in a 3.3%
USD appreciation at date 0 and 1.6% thereafter, driven by a time-0 appreciation, only partly
offset by monetary policy u; 1.

In our illustration the tariff would appreciate the dollar by 17.5% at date 0 and 15.9%
thereafter, far more than the deal (Figure 3). Figure 4 shows why, with the political cost and
the stances Home chooses. Panel (a) splits the partner’s loss into the part that comes through

the dollar and the costs of paying. The losses are equal, since the participation constraint binds.
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Figure 3: (a) Transfer, DCP (present value, % of one year’s GDP). (b) Exchange rates in the
deal and under the tariff.

Under the tariff all of the loss comes through the dollar. In the deal only 16% of it does under
PCP, 8% under our DCP and 5% under full dollar pricing; the rest is the work of earning the
transfer and the political cost. Panel (b) shows what this means for the exchange rate: at date
0 the deal appreciates the dollar by 3.3% under our DCP and 2.5% under full dollar pricing,
against 17.5% for the tariff. Under PCP the deal moves the dollar more, 10.9% against 18.7%,
because the partner bears more of the tariff and so pays more. A threat that ends in a deal
therefore moves the dollar by the deal’s amount, not the tariff’s. The tariff’s own appreciation is
about the same under any pricing, so the muted response of the dollar to tariff announcements
in 2025 suggests that markets priced in deals, not tariffs. Daily data bear this out. Over the
two trading days around the eight main threat announcements of 2025 the broad dollar index
moved by —0.13% on average (standard error 0.21), and by 40.04% leaving out Liberation Day,
when it fell 1.4%; around the ten deals it rose by 0.28% (0.12), and by 0.16% leaving out the
three windows with an FOMC statement.'? Threats thus moved the dollar by far less than the
tariff, and less even than the deal predicts, consistent with the loss of safety premium we turn

to next.

When can the dollar fall? Expected deals explain a muted response, but not the 8%
depreciation of the dollar in 2025. The literature offers three explanations. Tariffs met with
retaliation weaken the dollar, while tariffs that go unanswered strengthen it (Ostry et al., 2025).
Tariff uncertainty raises the risk premium on dollar assets (Kalemli-Ozcan et al., 2026), the more
so when it is unclear whether tariffs will last (Merendino and Monacelli, 2026). And a trade
war that isolates U.S. goods markets erodes the dollar’s safety premium (Hassan et al., 2025).
Our model speaks to the first (Section 4.1) and the last; the uncertainty channels lie outside
it, since threats and their outcomes are foreseen. We model the safety premium as follows.

Foreign investors value U.S. safe assets for their liquidity and safety, and hold a stock B} of

12Federal Reserve H.10 noon rates and the nominal broad dollar index, from the last day before each announce-
ment to the second trading day from it. Threats: 1 February (Canada, Mexico, China), 2 April (Liberation Day),
7, 9 and 12 July (letters to Japan and Korea, Brazil, the EU and Mexico), 31 July (reciprocal rates set), 6 August
(India) and 10 October (China). Deals: the U.K. (8 May), China (12 May, 11 August and 30 October), Vietnam
(2 July), Indonesia (15 July), Japan (22 July), the EU (27 July), Korea (30 July) and Switzerland (14 November).
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Figure 4: Why a deal moves the dollar less than the tariff

(a) How the partner is hurt: tariff vs deal (equal losses) (b) The dollar at date 0
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Notes: 8 = 0.2, equilibrium stances. (a) The partner’s loss relative to no threat, split as in the proof of
Proposition 4. The PCP deal is hypothetical: at x = 10 Home prefers levying the tariff.

them at a yield below the world interest rate by the convenience yield ¢ (Krishnamurthy and
Vissing-Jorgensen, 2012; Jiang, 2024). Each period the U.S. earns seigniorage ¢;B;, a receipt
in Home’s budget constraint (21) that is part of k in the no-threat equilibrium. A threat that
erodes the dollar’s safety premium lowers the convenience yield by Ag¢. This is a loss to the

U.S. and a gain to foreign holders, worth

et

s=Y " aq By
t=0

in present value. The loss occurs once the threat is made, whatever its outcome, so Home’s
budget constraint receives 7y — S in the deal and —S if the tariff is levied. & rises, and the dollar
depreciates through the transfer problem. Table 2 reports the results. A loss of 5.3% of one
year’s GDP (0.21% a year) leaves the dollar unchanged in the deal, and losses of 22% and 38%
(0.9% and 1.5% a year) would be needed to depreciate it by 5% and 10%.'® Foreign holdings
of U.S. Treasuries are about 30% of U.S. GDP (Congressional Research Service, 2026). The
loss of 0.21% of GDP a year that leaves the dollar unchanged thus corresponds to a fall in the
convenience yield on these holdings of about 0.7 percentage points, the 0.7 points that Krish-
namurthy and Vissing-Jorgensen (2012) estimate for its level. A depreciation of 5-10% would
require losing several times the whole convenience yield, so it must also reflect the uncertainty
channels above. Because the loss occurs on and off the equilibrium path, it barely changes the
threat value or credibility. The transfer falls from 8.3% to 7.9% of GDP when the dollar is
unchanged (7.0% at a 5% depreciation), and levying the tariff still beats reneging.

130nly the present value of S matters in our model. The budget constraint (21) discounts Home’s net receipts
at Home’s nominal interest rates, and x, and hence the exchange rate given the stances, depends on that present
value alone. A loss spread over time, such as a lower convenience yield on U.S. debt in every period, is therefore
equivalent to the one-off loss with the same present value, whatever its time profile. This holds when the loss is
a pure wealth transfer, i.e. lost seigniorage. If the convenience yield also drives a wedge in the Euler equation, as
in Jiang (2024) and Ding and Jiang (2026), the exchange rate responds to the path of the wedge as well.
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Table 2: A loss of the dollar’s safety premium

Dollar in the deal S S per year Transfer ul JuNT —1
(from date 1) (% of one year’s GDP) (% of GDP) (% of GDP) (%)
Appreciates 1.6% (no loss) 0 0 8.3 1.1
Unchanged 5.3 0.21 7.9 1.3

Notes: 6 = 0.2, DCP.

The loss also changes monetary policy: a poorer U.S. tightens, but values each unit of
transfer more, so internalizing the transfer loosens policy slightly more (Table 2). With stances
fixed, S enters Home’s budget constraint like a negative transfer, so at a given stance the dollar
weakens in a deal only if the loss exceeds the transfer, S > 7. Because the deal stance is
looser than the no-threat stance, the dollar is already flat at S = 5.3%, about two thirds of the

transfer.

5.1 Dollar pricing limits the U.S. ability to levy threats

Corollaries 1 and 2 showed that dollar pricing removes the terms of trade from the monetary
lever and from the U.S. gain from a tariff. Table 3 puts numbers on what this means for the
deal, comparing our calibration with PCP, full dollar pricing and LCP at 8 = 0.2. The first row
repeats the tariff gain behind Corollary 2: 2.23% of consumption under PCP, 0.08% under our
calibration, and a loss under full dollar pricing and LCP.

What can the U.S. extract? What the U.S. can threaten is Foreign’s terms-of-trade loss from
the tariff and the profit it earns on the sales the tariff destroys, plus a second-order deadweight
loss. Under full dollar pricing Foreign’s terms of trade do not move, so the partner loses only
its profit on lost sales. The threat is worth less, so the transfer is smaller: 6.6% of GDP under

full dollar pricing, against 8.3% under our calibration and 22% under PCP.

Table 3: What dollar pricing changes (0 = 0.2)

PCP A=09, A*=0.2 FulDCP LCP

Tariff gain (% cons.) 2.23 0.08 —0.19 —2.50
Stance after the tariff, u%/a  1.024 1.020 1.024 1.000

Transfer (PV, % of GDP) 22.0 8.3 6.6 no deal
Loosening, u” /T —1 (%) 6.8 1.1 0.6 -

Notes: Under LCP the tariff raises the partner’s welfare, so no deal exists. Under PCP the deal is hypothetical:
at x = 10 Home prefers levying the tariff.

Near the no-threat equilibrium, under full dollar pricing Home’s stance moves the transfer
only through that profit. Dollar pricing therefore works like a contract that ties the hegemon’s
hands. It makes tariffs costly to carry out, limits what can be extracted, and makes reputation,
rather than monetary accommodation, the source of credibility. Under the intermediate pricing
of our illustration a small terms-of-trade component and a small credible region survive. This
qualifies the view that the dollar’s central role is a source of U.S. geoeconomic leverage (Clayton

et al., 2025): in our model, it constrains coercion through trade policy.
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6 Repeated Game: Recurring Threats [Under Construction]

The model of Section 2 treats the threat as a one-off and holds prices fixed for good. In 2025, by
contrast, threats were issued, suspended and renegotiated within months. This section makes
three changes to that model and keeps everything else as before: preferences, technology, the
pricing equations (13), and Foreign’s stance i*. First, threats recur. Each year a threat arrives
with probability ¢, and the tariff 6, the transfer 7, and Home’s stance p; last for that year
only. Foreign is, as before, the bloc of U.S. trading partners, which pays or refuses as one, and
it is a one-shot player each year, which pays when its participation constraint binds. Second,
prices are set for a year rather than for good, and trade balances within the year apart from
the transfer,

PpyCry — &P Chy = i, (R.1)

which pins down k; in each year. This rules out borrowing across years: with it, net foreign
assets would become a state variable linking the years. Each year’s allocation is therefore that
of the static model with constant stances, so the closed forms (A.1), Lemma 2, Corollaries 1-2
and Proposition 4 apply year by year, and welfare is per year, w; = C} /(1 — ) — vL;, and
similarly w;. Third, reputation is endogenous. If the U.S. reneges on a threat, partners refuse
to pay until a new administration takes office, which happens with probability 1 — p, each year.

wdeal

The reputation cost of Section 4.1 is then R = pR[ —max{w?, wg}], and the threat in year

t is credible if

w? —w® + pr [wdeal — max{w?, we}} >0, PR = _Bapa_ (R.2)

1= 8pd
where pp is the expected discounted number of future threats the current administration faces.
We look for a stationary subgame-perfect equilibrium with trigger strategies: partners punish
a breach by refusing to pay until the administration changes. Every year is the same stage
game, so the value functions are constant, and (R.2) is the one-shot deviation condition: the
U.S. compares carrying out the threat today, and keeping future deals, with backing down and
facing refusals until the administration changes.

Within a year, events unfold as follows. Firms first set their prices for the year, at the level
of the no-threat equilibrium, and keep them fixed for the year, in line with a median duration of
U.S. import prices of 10.6 months (Gopinath and Rigobon, 2008). They do not price in threats,
a good approximation when threats are rare: at our calibration a threat arrives once every 19
years. A threat then arrives with probability ¢: a tariff 8 on the partner’s goods for the rest of
the year, unless it pays 7+ within the year. The partner pays if the transfer leaves it as well off
as the tariff,

w* (e, ) — $x77 = w*(uf, 0;6), (R-3)

where p is the stance Home would set if the tariff were levied. Home’s central bank then sets
the year’s stance, knowing whether there was a threat and how it was resolved. In a deal year it
sets the stance announced when the deal was struck, u’, to which it is committed for the year,
which internalizes the transfer as in Proposition 2; if the tariff is levied it sets the stance that

is then optimal, u?, so the threat is subgame perfect; without a threat it sets . Finally, trade
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balances, (R.1). Years are linked only through reputation. Each stance lasts exactly as long as
prices are fixed, so its real effects are those of the static model, and the policy rate returns to

its no-threat level the following year.

Table 4: Calibration of the repeated game

Parameter Value Target Data Model

3 0.96 real interest rate 4% 4%

o 2 elasticity of intertemporal substitution 1/2 1/2

1—a 0.14 U.S. imports / GDP, 2024 (BEA) 14.0% 14%

— 1 year  price duration: median import price, 10.6 12
months (Gopinath and Rigobon, 2008)

A, AF 0.9, 0.2 pass-through within the year, dollar in- 0.25 A* =0.2
voicing (Gopinath et al., 2020b, 2010)

v - i = 1 optimal in a year without a threat - -

€* 6 partner’s markup (Gali, 2015) 20% 20%

0 29% average threatened rate, 2025 deal part- 29% 29%
ners

X 0 benchmark: partner pays its full loss - -

PR 0.14 largest tariff imposed and kept (Brazil, In-  50% 50%
dia)

Relative to the illustration of Section 3.1, the calibration adds three targets from the U.S.
in 2025 (Table 4); preferences, home bias, pass-through, the markup and the labour weights are
as there. Prices last a year, close to the median duration of U.S. import prices. The threat is a
tariff of 29%, the average rate threatened against the twelve partners that struck deals in 2025.
Because the transfer is now paid each year rather than once, the political cost is recalibrated: we
set x = 0, so the transfer is the partner’s full loss from the tariff, the most a threat can extract.
Reputation is set so that the largest credible threat is 50%, the highest rate the U.S. imposed
and kept in 2025 (Brazil and India). This requires pr = 0.14; with four-year administrations
(pa = 0.75), a threat arrives with probability ¢ = 0.054 a year. Three further facts about the
episode are not targeted: the effective U.S. tariff rate rose far less than the rates threatened,

U.S. import prices excluding duties did not fall, and the dollar did not appreciate.
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Table 5: Main results in the repeated game (6 = 29%)

U.S. gain from levying the tariff (% of consumption): DCP / PCP 0.03 / 3.05

Share of the tariff borne by the partner (its loss / tariff revenue) 0.25
Easing from internalizing the transfer, u? /uNT — 1: DCP / PCP 3.3% / 21%
U.S. easing if the tariff is levied, p? — 1 2.7%
Largest credible threat: no reputation / with reputation 33% / 50%
Transfer: % of the partner’s GDP per year / share of the tariff revenue ~ 0.75 / 0.24
Dollar appreciation: tariff levied / deal 21.5% / 4.2%
deal, with a loss of safety premium 2.6%

Households’ welfare, world average (% of consumption): tariff / deal —0.35 / 0.04

Notes: DCP unless stated; welfare, stances and the dollar relative to a year without a threat. Safety-premium
loss: a fall of 0.6 percentage points in the convenience yield on foreign holdings of Treasuries of 30% of GDP

(Krishnamurthy and Vissing-Jorgensen, 2012).

Table 5 shows that the results of Sections 3-5 carry over. Dollar pricing removes almost
the entirety of the U.S. gain from levying the tariff (Corollary 2), because the partner bears
only a quarter of the tariff. Transmission is positive but small (Corollary 1): internalizing the
transfer loosens policy by 3.3% in a deal year, against 21% under PCP. If the tariff is levied
the U.S. eases by 2.7%, a policy rate about 2.6 percentage points lower for the year, because
the tariff is a cost-push shock. Threats are credible on their own up to 33%, a bound that
rises with import pass-through (15% at A\* = 0.15, 57% at A\* = 0.25); reputation extends it
to 50%. Internalizing the transfer is worth 0.027% of consumption a year (0.81% under PCP)
and barely changes the largest credible threat (50.0% against 49.5%). The partner pays 0.75%
of its GDP a year, and the deal-year stance is 3.0% looser than without a threat, a policy rate
about 3 percentage points lower for the year; with a political cost that cuts the transfer by a
third, to 0.50% of GDP, the stance is 1.4% looser and the deal appreciates the dollar by 3.1%.
A deal appreciates the dollar by 4.2%, against 21.5% if the tariff is levied (Proposition 4), and
a loss of safety premium close to the size estimated by Krishnamurthy and Vissing-Jorgensen
(2012) cuts this to 2.6%. A tariff year lowers the two countries’ household welfare by 0.35% of
consumption on average; a deal raises it by 0.04%, because the transfer only moves resources
between them and the U.S. easing raises output that markups hold below its efficient level.

Two features of the 2025 deals are not targeted. The pledges are larger than the model
allows. In the model the partner, the bloc of U.S. trading partners, exports 14% of its GDP to
the U.S., and a 29% threat extracts at most about 5% of these exports a year. Japan’s pledge,
$550 billion or about 12% of its GDP to be raised within three years (Chien and Mori, 2025),
is about 4% of its GDP a year, more than its annual exports to the U.S., so the pledges exceed
the economic value of the threats many times over. And the rates agreed averaged 17%, against
29% threatened; matching them requires deals that combine a lower tariff with a transfer, a
natural extension. The model also predicts which partners pay: transfers rise with the markup
partners earn on their U.S. sales and fall with the political cost of paying, so partners that would
be punished at home for a cash payment should pay in kind, through purchase commitments.
The 2025 deals offer only weak support: pledges rise little with partners’ exposure to the U.S.

market, and their enforcement varies widely (Auclair and Mazarei, 2026).
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7 Conclusion

We develop a two-country monetary model in which one country can issue tariff threats that
the trading partner may avoid only by making a lump-sum transfer. The key insight of the
paper is that optimal monetary policy internalizes its effect on the value of these tariff threats.
Through this channel, monetary policy directly shapes the size of equilibrium transfers.

A central result is that, under dollar pricing, the U.S. prefers the deal to the tariff it averts,
the partner is no worse off, and world household welfare is essentially unchanged by a deal while a
tariff destroys resources. Transfers allow the threatening country to extract concessions without
incurring the efficiency losses associated with protection, and they can also imply relatively
higher welfare for the targeted country, once political costs of concessions are taken into account.
This may rationalize why the 2025 Liberation Day tariff threats were met not by widespread
retaliation, but by negotiation. Dollar pricing, however, limits what the hegemon can extract: it
removes the terms-of-trade gains that make tariffs worth levying and threats valuable, so large
threats rest on reputation, and what they extract rests on partners’ markups. The analysis
suggests that tariff threats and the transfers they induce can make international monetary
policy interactions resemble cooperative outcomes.

Our findings highlight a new channel of monetary—fiscal interaction: monetary policy affects
the value of trade threats by altering terms of trade and participation constraints abroad. This
mechanism alters the perceived gains from monetary coordination and reshapes how monetary
policy should be evaluated in a world of geoeconomic pressure. Calibrated to 2025, the model
accounts for three features of the episode, that the tariffs levied fell far short of those threatened,
that U.S. buyers paid the tariffs and that the dollar barely moved on tariff news, though not
its 8% fall. Understanding how trade, geopolitics, and monetary policy jointly determine global

allocations remains a promising avenue for future research.
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8 Appendix

8.1 Proofs.

Proof to Lemma 1. Substituting PtC’t = PH,tCH,t + PF,tCFﬂg and Ht + WtLt = PH,tCH,t +
P};th;ELté’t into the household budget constraint gives Pr;Cr; < P};’tC;LtSt + X — Q41041 +
T, with Ty = 19 and T3 = 0 otherwise. Iterating forward, with x4 oo — 0 and gz 141 =
BPCY [(Pr1CFyy) from (9),

- P CU * *

Zﬁt - 2 [PF,tCF,t - PHtC’Hté't} < 0.
t=0 P S

By (4), PriCrt = (1—)BiCy and Pj; Cjp, = (1—a)P;Cy, and by (17), &P Cr /(P.CY) = &,

so the bracket divided by P,C¢ is (1 — a)[C} ™7 — kC;'~7]. With PyC§ = po this is (21). O

Proof to Lemma 2. Assuming off-equilibrium monetary policy is sub-game perfect,

A * * * *
daw = aw . Then, by the envelope condition, AW = dL

dyu dput duy dpu
rearranging the foreign FOC:

. Moreover, £* is derived from

Bt |:C;< fodcg _ U*L: ’YdL:{:| _ g*dwz —0.
dpg dp dpy
Note that 7 is taken as given since it is optimized (such that PC binds). O

Proof to Proposition 2. First, taking a total derivative of the participation condition yields:

dW* dW* dW* dw*9>0 dw*9>0
Sduﬁ- Sdﬂf+< ! —X7'0>d70= O —dpy + —2—dp; =

du du dTo dyi duf
—— ~
=0 =0
dwy AWy
dro dpe dpu
20 - = . ) 32
At AW — XT0 7§ + X7o0 .
dr 0 (1 — 04)80,%
where d;rf follows from:

dwy _ awy  duy n AWy dpy dY 2 U*() e 1 (33)
dro dpt dTo duy  dmo dTo (1 —a)éopu
~— ~—— N———
=0 (NASH) =0 (FOC) =0

where the only active channel is from the effect of the transfer on the budget constraint. Finally,

we assume that in the off-equilibrium threat allocation, monetary policy is sub-game perfect and
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chosen at {1~ 1 6>0} Combining the above and using the Lemma yields the result. Corollary

1, which signs this expression, is proved below. O

d
Proof to Proposition 3. Consider the FOC given by Proposition 1. Substituting in d—TO

et
yields:
_ dCt st dwt
Cr%—— —oL] —&— 34
ﬂ [ dps d,U«J gd/ﬁt (34)
Eopgy € < t[ _,dC} X dL:f] dwz‘)
+— cy —v*L} 7 -& =0
w e\ i) S g

Next consider the problem faced by a global planner:

rﬁfﬁ( 2 U +v U,
which yields: . .
Aot vt -
Using the fact that d% K+ g dwt = 0, and &puy/po = k, the two equations coincide when v =
£
mg—*. O

The dollar and Foreign welfare. Let v = 0, ¢ = 1, constant stances p and i*, a Home
tariff 8 and a Foreign tariff 6, and let net receipts from Foreign finance the share d of Home’s
import spending each period. With ¢ = 1, P = w[(1 + 0)EN]'~® and P* = w[(1 + 0*)E~A]',
and p = PCY gives PC = p'/7P1=1/7 The allocation is stationary, so trade balances each
period, (1 —d)(1 — a)PC/(14+0) = E(1 — a)P*C*/(1 + 0*). Taking logs, the coefficient of In €
is D=1-(1—-1)(1—a)(A+ A*) and that of In L0 5 T

1+0*

1. u 1+60
Dné=-In——-Tlnh— +1In(1 — d). Al
né anﬂ* n1+9*+n( ) (A.1)

A loss of safety premium acts as a negative transfer. For Foreign with 6* = 0, C} = aP*C*,
and trade balance gives Cp = (1 — )P*C*€""" /(1 — d). With v* " = (¢ — 1)/€* and
P*C* = [_L*C*l_o,

* 1

W* = (fig 1ia_e*eil(a—{—(l_a)il_/\;)}, o _ (/Z))aggc’ = (1—0)21—05))\‘
(A.2)

With a general trade elasticity, the same steps give, to first order, Dy = 1+ (A+X*)[(¢ — 1)ar —
(1 —a)(1 — 1)) in place of D.

Proof of the special case in Lemma 2. Hold k fixed, so that dIn& = dIn ;. By Cfl_“ =
(/LZ‘/Pt*)leU and C} 7 = (Mt/Pt) s ,dInCf/dInp = (1 —a)\/oand dln C/dInp = (1 — (1 —
a)X*)/o. Foreign’s labour is Ck, + Cpy, with Ck, = apiCit 7 and Cpy = (1 —a)mCL o8,
sodlnCr,/dinp = (1-0)(1—a)A/o and dIn Cpy/dInpy = 1— A"+ =2 (1— (1—a)X*). With
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v = 0 the marginal disutility of labour is v*, and ¢} = B*{C;'7 — C}77 /k}. Substituting into
(27), multiplied by pu¢, gives the expression in the Lemma. O

Transmission at the no-threat point. Perturb u; at a single date ¢ > 1. At a stationary
allocation with balanced trade, the budget constraint (21) gives dInx = (1—8)5" (5 —1)d1n p,
sodIlnés; =dlnk for s £t and dIn& = dlnk + d1n ps. Foreign welfare in period s depends on
&s and, through Home’s demand, on pg, with dInCg s = %dln s — A*I'dIn Es. Summing over
s, dW*/dIn py = B(1 — B) dW*/dIn p, the derivative of (A.2) along (A.1) with d = 0:

AW* C*l—a {

05 = T=F)D ﬁu1—an—xw1—vﬂ+«y—gx1—@g}

with labour share s = 1A% A* = a+ (1 — )&, and export share 2* = (1 —a)E17" /A*.

e*

AtE=1,s; =(¢*—1)/e" and 2" =1 -, s0

aw* (1 —a)C*= [e* —1 1 /\]’

T = (1—feD A+ X =1+ 55 (A.3)

€* o

a weighted average of Foreign’s terms-of-trade gain from a weaker dollar, A\ + A\* — 1, and its

consumption gain, A/o. O

Proof of Corollary 1. With constant stances and a transfer share d, differentiating (A.2)
along (A.1) gives

dw=* (1—a)C*t=e
dinp (1 —B)oe*(D — dDy,

){(e* D[+ A —1— (X — 1) +dDyX] + g} (A4)

with X =7V /(1 -d), c=1-X-(1-1)1—-a)dand Dy =1— (1 - 1)(1 — a)X. The

denominator is positive: D > 0 for every ¢ when o > %, and d < D/D, for d < (2a — 1)/«
since D/Dy > (2a—1)/c. i) Under PCP, X = 1/(1—d) and the square bracket equals 1/(1—d),
so the braces are (¢* —1)/(1 —d) +1/o > 0. ii) Under LCP, ¢ = Dy = D =1 and the braces
are —(e* —1)€ < 0. iii) Under full dollar pricing, ¢ = Dy = I, so for any d the braces are

(¢ — 1)I'(1 — &) + 1/o. The ranking of p”" and p™N7 follows from (29)—(30) and concavity. O

Proof of Corollary 2. With A = 1 and \* = 0, P = w(1 + 0)'7, so C; depends only
on (ut,0), and the dollar value of Home’s exports equals their volume. Home’s problem is to
maximize Y, B'F(u, k) subject to Y, 8'G(pu, k) = 0 with the same F and G at every date, so

the optimal stance is constant, trade balances each period, L = pC'~“h(6), and

W:liﬁcgzwuw)“ﬂ“”[l —oph()]. (A.5)

=
o

and g(0) = (1+0) *[a(1 4+ 6) + 1 — ). For any ¢ # 1 (and, by continuity, at o = 1) this is
decreasing in g, and g(f) > 1 = ¢(0) for & > 0 by the weighted AM-GM inequality. O

—m

Maximizing over p gives p’ = fi/h(f) and max, W = m(wv)_mgw) , with m =
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Proof of Proposition 4. With constant stances, compare one period, normalising p* = 1
and C*177 = 1. Foreign’s prices are Pj; = £~ and Pj =1, 80 C*79 = p*C* = EC. Tts
exports pay for its imports plus the annual transfer 7: £¥ Cp = £(1 — a)P*C* + 7. Its welfare

is therefore

6*_1 N _ ¢ 1 . 6*_1 o . 6*_1 CH1-N*
—rEN, €)=t —at = - (1) Y

w’ = f(€) -

€

and neither the tariff nor Home’s stance enters except through £. Differentiating,

i - a)5<[§(1 —(1-0)a

6*—1) e —1
dln& *

6*

(1= X"+

At £ = 1 the bracket is the condition in the Proposition, hence non-negative. For & < 1,
EA <10 if 1 — X 4 ¢ > 0 the second term is smaller in absolute value than at £ = 1, so the
bracket is larger; if 1 — A\* 4+ < 0 the second term is non-negative and the first is positive, since
(1 —o0)a(e* —1)/e" < 1 (and A > 0, as ¢ = 0 otherwise). Either way f is increasing on (0, 1].
The binding participation constraint is f(£4¢a!) — %T(Edeal)_/\* —c¢y = f(EY), with ¢, > 0 the

per-period political cost. Hence f(£9°2!) > f(£9) unless x = 0 and " — 1, and £ > g9, O
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