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Important paper
Good policy draws on good economics

How will trade fragmentation impact on monetary policy?
® Higher imported intermediates prices raise production cost and
create inflationary pressure. They also harm employment, impacting
output negatively.
® But fragmentation also impacts wealth and demand.
® Prevailing wealth effects on demand — low natural rate r},, and low

inflation
® Prevailing supply effects — a stagflationary scenario with high ry,;

on impact
This paper asks this question with a stylised yet sophisticated model,
showing how a classical set of disturbances—terms of trade vs
productivity shocks, contemporaneous vs. anticipated—can be brought
to bear on pressing policy issue.



The international transmission mechanism:
an overview of theoretical foundations

The stylized model has solid the exercise theoretical foundations.
1. In general equilibrium, shocks have both demand and supply effects.

2. With incomplete markets, shocks have significant wealth effects,
driving demand

® via relative price changes, either endogenous—e.g., income effects of
productivity disturbances large with low short-run trade elasticities
(GCV?)—or exogenous—terms of trade shocks.

® reflecting anticipations of falling real income. Here role for higher
long-run elasticities (substituting away from GVC).

3. In models with multiple goods and agents, virtually all shocks create
meaningful policy trade offs
output and inflation, vs. relative price (cross border, cross sector)
misalignment and demand imbalances.
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Building blocks of the model
NK (Rotemberg) economy structured with

1. Two sectors: competitive flex-price tradable sector (producing with
labor only); monopolistic producers of intermediate for
non-tradables, using labor and foreign intermediate in production.
Final NT firms are no value-added intermediate “bundlers”.

® A productivity slowdown in tradables reduces the relative price of
non-tradables via Balassa Samuelson effects
(in the past, useful to explain the pound depreciation after Brexit).
2. Small open economy
® Exogenous terms of trade shocks
3. Two types of agents
® Hand-to-mouth responds to current real income, hence to
adjustment in real wages (reflecting relative prices)
® Unconstrained agents cut demand also in anticipation of a fall in
future real income

Note: RANK/TANK not appropriate outside closed-economy
simplification: Home and Foreign households are different.

T-RANK for Two representative agent at home and abroad, and
T-TANK.



Key building blocks of the model

For refinement/robustness

® Most of the analysis is conditional on a suboptimal policy (Taylor
rule)—final section with Planner. Further insight from core-PPI
inflation targeting, supporting the natural rate allocation.

® Unitary trade elasticity—mutes endogenous relative price
adjustment.

® Intermediates (foreign tradable and domestically produced) inputs
only in nontradable production; nominal rigidities only in one sector.

Distortions
® incomplete markets — natural rate (price stability) not necessarily
efficient
® nominal rigidities in the domestic intermediate (going into
nontradables) sector



Demand supply dynamics in T-Rank

Start with a permanent adverse terms of trade shock (foreign tradable
price), occurring at once
® Flex prices
® Negative wealth effects drive consumption C down, labor supply
up—real wage falls.
® Real price PN/PH rises, driving reallocation in demand and
employment from YN to YH.
® With sticky prices only in domestic intermediates price, targeting
PP in this sector supports the natural allocation:
® prevents domestic producers of intermediate inputs from changing
prices inefficiently.
l.e. keeps the demand for these in line with supply at the existing
nominal price;
® |et positive CPI inflation accommodates relative prices PT/PN.
® | esson: Targeting CPI inflation would be too contractionary:
inefficient (downard) adjustment in sticky prices; excessive fall in
consumption; inefficient adjustment in relative prices, excessive
reallocation of employment and output in the short run.
See figure 5.
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Demand supply dynamics in T-Rank

Anticipated permanent adverse terms of trade shock:
® In anticipation of lower real incomes in the future, negative wealth
effects weigh on demand = deflationary pressure.
® |f monetary policy fails to expand enough, firms starts cutting price
inefficiently — the case shown in Figure 4—with misalignment in
relative price and inefficient excessive reallocation from N to H.
® |f monetary policy expands enough, it delays the fall in consumption
and reallocation (if reallocation is not subject to convex costs, no
reason to move upfront).
In Figure 4

® suboptimal MP lets deflation to phase in upfront—bringing inflation
back to target requires a long phase of inefficiently muted expansion

® |nstead of taking advantage of flexibility of PF and PN, CPI
targeting redresses relative price over time forcing domestic firms to
waste resources adjusting sticky prices downward.



N-TANK

In N-TANK models, real income effects of relative prices adjustment are
key.
® Trade elasticities has strong implications for the eq. relative price
adjustment to relative quantities.
® |n figure 7 and 8, the negative income effects of terms of trade shock
are moderate in the aggregate—HTM cut consumption and raise
labor supply, fostering inter-sectoral allocation—without changing
output and inflation dynamics.
® |n figure 9, HTM consumers moderate the fall in consumption in the
aggregate.

® Future work: exploring specification with low SR and high LR
elasticities—Cooley Quadrini 2003, George Alessandria etc.

® Aucler et al. 2022 set elasticities close to .1!



To conclude

A ‘must read’ paper-'must think about’ project
Two key issues in the stabilisation of macro disruptions from trade
fragmentation.

® To what extent macro dynamics is shaped by the two-way feedback
with heterogeneous dynamics (a) across sectors and (b) demand and
labor supply along income distribution and degree of financial
market participation?

® What is the relevant ‘core’ inflation to monitor and target? What is
the appropriate stance?
See debate around stabilization of tariffs, where macro meets trade
meets public finance.

New agenda ideally bringing forward more evidence and theory about the
dynamic of trade fragmentation with short and long-run elasticity and
changes in market structure (entry exit, variable markups).



