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Summary

* Excellent paper, snapshot of how trade field evaluates tariffs

* rigorous assessment and balanced academic view of tariffs
* using cross-sectional variation in trade values and prices

* Larger than previous tariff shocks, but still a small shock:
* 7.2% tariff * 10.8% imports-to-GDP = 0.8% of GDP shock

* Near-complete pass-through: 90%
 Small welfare effects: approx 0.1% of GDP

* Large redistribution:
* from firms and households to government, 0.8% of GDP

e Determinants of tariffs: China + bilateral deficits + random variation



Methodology

* Cross-sectional variation + partial equilibrium model
* Works well for heterogenous tariffs with a small average tariff

* Aggregate effects go into the intercept (time fixed effects)

* monetary policy

* exchange rate and assets prices

* trade / current account deficit

* investment and FDI (LR adjustment to GVCs)

 Direct versus indirect effects of tariff announcement

* expectations and beliefs
* intangible productivity, e.g., of financial sector — parallel with Brexit



Exchange Rate
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* needed to attain new equilibrium (e.g., trade balance)

* Valuation effect on asset position = wealth transfer abroad:

= USD External Liabilities - Alog RER ~ 175% of GDP - 3.5% = 6% of GDP

e Data: substantial devaluation?
* requires additional shocks



USD Exchange Rate

108.00
106.00
104.00
102.00
100.00

98.00

| | [ | |
November January March May July September

2024 2025



Loss of privilege
(Itskhoki and Mukhin 2026)
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1. tariff leads to a retrenchment of portfolio positions ( B; | )
(endogenous loss of privilege)

2. thisis not enough to cause a USD depreciation

3. if atariff shock triggers a “loss of convenience yield on US
assets” shock (R; | ), this can cause a USD depreciation



US yields and dollar have parted company

Rising US yields typically support the dollar, as do geopolitical tensions (as the
dollar is often seen as a haven asset). Since Donald Trump unleashed his trade
war, however, US yields have soared and the dollar has plunged.

The dollar usually moves in lockstep with US yields... until ‘liberation

day’

US Dollar index 10-year US yield (%)
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Asset Prices and Portfolio Flows

* Melt-down of the stock market, followed by quick recovery
* Also reversal of the increased Treasury yields
* But: no reversion in the USD

* Loss of privilege for the USD, not US assets

* Would this be followed by retrenchment from US assets as well?



US Treasuries are a much larger market than other haven assets

Market size ($tn), by asset
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Hedged ETF flows into US assets now surpass unhedged

Foreign-domiciled ETF inflows into US assets
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Optimal Terms of Trade Manipulation
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~ 66%

e likely long-run o* > 2.5
* why terms-of-trade effects so miniscule in the model?

* GE Tol cannot be picked up from cross-sectional regressions, as it
operates via aggregate relative costs (e.g., real exchange rate)



Deficits

* Wealth transfer via valuation effect and loss of privilege can reduce
trade deficits

* “Mar-a-Lago accord”: dissipate the reserve status of USD
* would it lead to Plaza-accord-like adjustment?

* Effects on aggregate investment and savings
* GE consequences for trade

 Data: return of trade deficits >3% GDP in December 20257
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FRED @ — (Trade Balance: Goods, Balance of Payments Basis/Gross Domestic Product)/100
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Shaded areas indicate U.S. recessions. fred.stlouisfed.org



Manufacturing Employment

* Even if deficit is reduced, manufacturing employment is likely to
decrease

* job created in import-substitution do not offset export jobs lost
* FDI: employment and CA deficit — conflicting goals

* Question: why protectionism now, during a period of lowest
unemployment, and not during jobless recovery after GFC?



FRED Q — All Employees, Manufacturing
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