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A Model of the Euro Area, China and the United States: Trade Links and
Trade Wars

Volha Audzei and Jan Briha *

Abstract

In this paper we develop a dynamic stochastic general equilibrium model featuring the euro area,
the United States and China, with an exogenous rest of the world. The countries in the model
are linked through trade and international bond purchases. Having estimated the model, we study
several scenarios of trade wars between the countries. Our findings suggest that no country benefits
from imposing tariffs in the long run. The degree to which a particular country is hurt depends on
the strength of its import and export links.

Abstrakt

V tomto ¢lanku vyvijime dynamicky stochasticky model v§eobecné rovnovéhy, ktery zahrnuje eu-
rozénu, USA a Cinu, pfi¢em? zbytek svéta je pojat jako exogenni sektor. Zemé zahrnuté do modelu
jsou propojeny prostiednictvim obchodu a ndkupu mezindrodnich dluhopist. Po odhadu modelu
zkoumdme né€kolik scénditi obchodnich valek mezi t€mito zemémi. NaSe zjisténi naznacuji, ze
z uvaleni cel nema v dlouhém obdobi prospéch zZadnd zemé. Mira, v niZ jsou jednotlivé zemé

poskozeny, zavisi na sile jejich dovoznich a vyvoznich vazeb.
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1. Introduction

Modelling international trade links and understanding cross-country spillovers have been relevant
topics in macroeconomics, especially when it comes to models for policy analysis. Recently, the
increasing threat of a trade war has stimulated a debate in the literature on the possible winners and
losers in this war.

We contribute to the literature by developing and estimating a structural (DSGE) three-country
model of the euro area (EA), the United States (US) and China (CH) featuring an exogenous rest of
the world sector (RoW). The countries are linked through bilateral trade and international bond pur-
chases. Foreign goods and oil products enter the consumption basket and are used as intermediate
inputs for production. Exchange rates are then endogenously determined by the uncovered interest
rate parity condition, with restricted flexibility of the Chinese currency. Total goods imports and ex-
ports in each country are modelled as aggregates from the different countries and exogenous RoW
demand. Such a model allows us to consider spillovers of foreign shocks into each economy and
to study the consequences of possible trade war realization. We consider five trade war scenarios
depending on the countries’ responses, and discuss their effect on each country modelled.

Our results indicate that no country benefits from a trade war under any scenario we study. The
degree to which a country is hurt by the tariffs depends on the trade structure. Our simulations show
that imposing a tariff on an important trade partner, such as when the US imposes tariffs on China,
hurts the home country through an increase in production costs and consumption inflation. US
tariffs hurt China in the medium term under all scenarios. Even when the Eurozone is not subject
to tariffs, and US producers and consumers switch towards euro area goods, the decline in US and
Chinese production has a negative impact on the Eurozone. Under a global trade war scenario where
all three countries impose symmetric tariffs on each other, all economies incur significant loses.

We find that if the ECB and the Fed deviate from Taylor-rule based monetary policy and do not raise
interest rates in response to higher inflation, the negative effects of the stimulus can be somewhat
offset in the short to medium run. However, our model does not account for potential caveats of
such policies with devastating long-term effects, such as loss of central bank credibility and currency
wars.

Our paper is related to studies that develop multi-country DSGE models in various central banks
and international organizations, for example, EAGLE (Gomes et al., 2010) and NAWM II (Coenen
etal., 2018) in the European Central Bank, GIMF (Laxton et al., 2010) in the IMF, and the model by
de Walque et al. (2017) in the National Bank of Belgium. Because of the complicated structure of
DSGE models, for the sake of tractability such papers usually consider just two or three countries.
Both Gomes et al. (2010) and de Walque et al. (2017) feature the euro area and the US economy
and incorporate an RoW block to different extents. Razafindrabe (2016) develops a multi-country
DSGE model with incomplete pass-through stemming from price rigidities. The model is calibrated
for several countries, including the euro area, China and the United States. In our framework, while
considering fewer countries, we allow for a richer structure of the economies, with capital in the
production function and endogenous shares of imported goods in a consumption basket. We draw
extensively from the two-country model by de Walque et al. (2017). Our choice of structure is
motivated by relative tractability while delivering reasonable performance. We modify the structure
to incorporate the Chinese economy as a third country, accounting for the specifics of Chinese
monetary policy. Semi-structural approaches to modelling the euro area and studying the impact
of outside shocks include Dieppe et al. (2018), Andrle et al. (2015), Carabenciov et al. (2013) and
Blagrave et al. (2013).
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Adding China to the model requires knowledge of the specifics of its economy. Among the studies
we use are Chang et al. (2018), Ma et al. (2013) and Sun (2013), who document the use of different
policy instruments. In particular, they show extensive use of reserve requirements. Kim and Chen
(2019) discuss the use of various monetary policy tools in China and show that recent monetary
policy there can be viewed as an interest-based framework. Gu et al. (2014), Dai et al. (2015) and
Li and Liu (2017) estimate a DSGE model of the Chinese economy. We use the estimates from
these papers as inspiration for our parameter priors and for the structure of the Chinese block.

When modelling the Chinese economy, we account for the use of reserve requirements as a policy
tool consistent with the aforementioned studies. Similarly to Dieppe et al. (2018) and Blagrave
et al. (2013) we model a change in the reserve requirement ratio as a rule that reacts to deviations
of inflation from the target and to the output gap. The reserve requirement ratio then affects the
lending conditions of households and firms, increasing or decreasing the cost of credit for them.
As documented in Kim and Chen (2019), there are various reserve requirement ratios for different
types of banks in China. When estimating our model, we use the reserve requirements applying
to large banks, as we believe they have the most influence on credit provision on the macro level.
Another challenging Chinese variable to model is the nominal exchange rate against the US dollar.
Because the exchange rate is not flexible and is used as a policy instrument, we model it as only
partially pinned down by the uncovered interest rate parity condition. The rest of the movements in
the exchange rate are attributed to policy interventions, which are exogenous in our linear model. In
the interval we use for the estimation, 1991-2016, there are several structural breaks in the Chinese
variables: reserve requirement ratios started to be used, the exchange rate became more volatile, and
average inflation dropped at the end of the 1990s. We address these changes using the modelling
device from de Walque et al. (2006), who model the time-variable trend in inflation for the euro area
with a non-stationary shock to the inflation target.

Our paper is also related to studies focusing on possible scenarios and outcomes of trade wars.
Among them are Bouet and Laborde Debucquet (2017), in which the authors use a multi-country
computable general equilibrium (CGE) model to study possible trade war scenarios, the empirical
study by Amiti et al. (2019) and the estimates of export and import supply elasticities by Fajgelbaum
et al. (2019). Bolt et al. (2019) use an EAGLE general equilibrium model to study the effect of the
US-China tariff war on the euro area, though they do not model China explicitly but consider it
within the RoW block. Strong empirical evidence against tariffs and trade protectionism can be
found in Furceri et al. (2019). All these studies agree that under all possible responses of its trading
partners, the US economy does not benefit from imposing tariffs.! Lindé and Pescatori (2019)
consider the introduction of import tariffs together with export subsidies and show that such a policy
is not always neutral in the short run. Specifically, price rigidities, slow exchange rate adjustment
and limited exchange rate pass-through generate significant deviations from neutrality. In this paper
we consider a range of trade war scenarios, but through the lens of a large-scale DSGE model.
In particular, we evaluate the consequences of the US imposing tariffs on both the euro area and
China with and without a response, the US imposing tariffs on China only, again with and without
a response, and finally, a global war scenario with the US imposing tariffs on both the euro area and
China with a symmetric response.

The paper is organized as follows. Section 2 describes the model in detail. In section 3 we present
the estimation methodology and the data used, together with the priors and posteriors. In section 4
we study the impulse responses and model properties. In section 5 we consider five trade war

! Fajgelbaum et al. (2019) finds that some sectors of the US economy benefit, but in general the economy loses.
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scenarios and their effect on each country. The last section concludes and sketches extensions and
future work.

2. The Model

The model we use is based on de Walque et al. (2017). We expand their structure to incorporate
China as a third country. The model in de Walque et al. (2017) is an extension of Smets and
Wouters (2007), where two economies — the US and the euro area — are interlinked through trade
and government bond purchases. The structure of each economy resembles the closed economies
in Smets and Wouters (2007) with the standard set of frictions. Foreign goods and oil enter the
production functions and consumers’ baskets. With households investing in foreign bonds, the
euro-US dollar exchange rate is determined by the uncovered interest rate parity condition. The
yuan-US dollar exchange rate is affected by uncovered interest parity and policy adjustments, which
are exogenous in the model.

The trade links among the countries are illustrated in Figure 1. The three countries we model
have symmetric trade links. There is an exogenous rest of the world sector (RoW), which acts as
an exogenous demand shifter to match the data on bilateral trade. Households issue international
bonds and sell them to foreign households. Producers of differentiated intermediate goods export
their goods to foreign goods assembler firms and to the rest of the world and import oil from an
exogenous oil production sector, while the oil price is an exogenous process.> The price of crude
oil is set in US dollars. Distributors of final consumption goods also import oil to make oil products
for consumption purposes. The structure of the production and distribution sectors is illustrated in
Figure 2. The first block consists of monopolistic intermediate goods producers with the Leontief
production function. They combine domestic labour and capital, foreign production goods and
crude oil to produce differentiated intermediate domestic goods. They sell these goods to foreign
and domestic homogeneous goods assemblers. The assemblers are perfectly competitive. They
aggregate their inputs into two types of homogeneous domestic and foreign goods — consumption
and production goods. The production goods are sold back to intermediate goods producers. The
consumption goods are then sold to final goods assemblers, which represent the distribution channel.
We use the modelling device from de Walque et al. (2017) whereby foreign consumption goods and
consumption oil products must be combined with domestic goods for final consumption. This allows
us not to model the non-tradables sector explicitly and introduces a wedge between prices of imports
and prices of products for direct consumption. Thus, prices of crude oil and foreign goods affect
consumption inflation, but this effect is mitigated via the distribution channel. Domestic goods are
distributed to final consumers without additional costs. Consumers use final consumption goods to
consume and invest.

Below we briefly sketch the structure of the model. For a rigorous discussion of the underlying
assumptions, the reader is referred to de Walque et al. (2017) and Smets and Wouters (2007). The
equations are symmetric for all countries unless explicitly specified otherwise. The economies are
described from the point of view of the home country @, with subscripts H and F denoting home
and foreign variables respectively. The star superscript, *, means that the variable is associated with
the foreign market. For example, Y}, , refers to a good produced in the home country @ but exported
abroad.

2 Even though there is oil production in China and the US, both countries are the largest net oil importers in the
world. Therefore, we model oil production as exogenous.
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Figure 1: Trade Links in the Model
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2.1 Households

There is a continuum of households, indexed by 4. Each household consumes a composite good, C,
supplies a differentiated labour service, /, invests in domestic physical capital, 7, and holds positions
in domestic, By, and foreign, Br, bonds. The households own all the firms in the domestic economy.
Each household maximizes the following utility:

1-o,
(C Hipj) o.—1
EzZﬁ’< &l i_(;’) )exp<lc+ ltﬂ-(h)”"l), (1)

where o, is the degree of relative risk aversion, o; is the inverse of the Frisch elasticity of labour
supply and H; is the external habit variable, such that H; = 4;,,,C;_.

The composite consumption good, C, consists of energy consumption good, which we refer to as
oil good, OP, and non-oil good, C. The consumption index and the corresponding price index are:

A
L Hoi =1 L loirl loslll
Ci(h) = [(1 — Qit) il Gy (h) Pt + 5" OP () i ] : (2)
1
1 lm 1=2oi 12501
P(C,t = [( (Pozl) + (Pozl oil t l] ! exp(stp)’ (3)

where stp is the price shock, which is an AR(1) process with i.i.d. normal errors. Pg, P and Pml

stand for the price of the total consumption aggregate, the price of non-oil consumption and the
price of oil products for direct consumption. Superscript D denotes that the good is ready for direct
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Figure 2: Production and Distributional Chain in the Model
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consumption. A, is the price elasticity of demand in total consumption, and ¢,;; is the share of oil
in consumption.

Non-oil consumption is a CES aggregator of domestic, Cy, and foreign, Cr, goods with degree of
intertemporal substitution A:

G = [¢ch,t<h>T+<1—¢H>i[<1—Qc,»cF,,(h)]A , 4
P = [onPB," "+ 0 -ompR T 5)

where ¢ is home bias in consumption. P., P2, and PIQ stand for the consumption price and the
prices of distributed domestic and foreign goods respectively. Q. is the adjustment cost in the use
of foreign good. It captures the limited ability of households to substitute between foreign and
domestic goods in the short run, and replicates the slow adjustment of imports to changes in relative
prices:?

_Qc< Cr/Ci _1>2. ©

Q. =
) Cri-1/Ci-1

Similarly, an investment good, /, is a combination of domestic and foreign goods. It is further
assumed that the price of the investment good equals the price of the non-oil consumption bundle,
P;, and that the same elasticity and home bias apply:

A
1 1 A=l | Z—1

L(h) = |94 I ()T + (1= ) F (1 — Q) () T | 7)

In our model every country has two foreign trade partners and an exogenous RoW trade partner. To
combine bilateral foreign goods into an aggregate foreign good, we use a similar CES aggregator

3 See the references in de Walque et al. (2017).
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with adjustment costs, but allow the adjustment costs and elasticity to differ for different trade
partners.

Cral) = [nim[<1—sz£,t>c{;,,<h>1”i’nf+<1—ﬁmml—ﬂ"ﬁ,)ch,(h)] el K

1
i,D1—m i D1=Ap | T-2m
Pry = [ﬁmPﬁ, (1= BBl , ©)

where f3,,, is share of goods from country j in home country imports, normalized such that (1 — f3,,)
is the share of country i. A, is the degree of substitution between goods from different countries,
capturing the limited ability of countries to start manufacturing new products. The adjustment
costs, QF, reflect the difficulty of switching between suppliers from different countries in the short
to medium term:

; 2

Ql o QF C;?J/CF,I 1

A T (10)
T2\ Gy /Cri

2.2 The International Bond Market and the Nominal Exchange Rate

Following de Walque et al. (2017) and Laxton et al. (2010) we assume that all foreign bonds are
denominated in US dollars and pay the US interest rate. Then, the budget constraint for a domestic
household in country  is:

USD
By 4(h) Stw/ B, (h)
exp(el)Rs exp(elb)lé{

USD

< Wy ()l () +Bra 1 (h) + ;PP B,y ()

+Rfug (M) K1 (h) — y(ur) Ky () +/Div,-(i,h)di. (11)

P (Ce(h) + 1 (h)) +

On the revenue side, there is labour income, W;(h);(h), the return on domestic bonds, By ;_1(h),
and the return on foreign bonds, Bri—1 (h). If the household is a borrower on the bond market, the

return enters with a negative sign. S,w /USP denotes the nominal exchange rate between the home
currency, @, and the US dollar (USD) in indirect quotation: @ per unit of USD. The household
receives a return on the capital stock, R¥u, (h)K,_1(h), minus utilization costs, y(u;)K;_(h), and
dividends from domestic intermediate goods firms, indexed by i: [ Div;(i,h)d;.

On the expenditure side, there is total consumption, including consumption of oil good, C;(h),
investment in physical capital, /;(h), and the positions on the domestic and foreign bond markets.
R, and RF stand for the domestic and foreign gross interest rate, and ” replicates the risk premium
shock from Smets and Wouters (2007). It is assumed that households pay a premium over the
foreign bond return to participate in the international bond market. Thus, the return on foreign
bonds equals R = Rij@),. This wedge between the foreign interest rate and households’ return on
bonds is modelled as the real costs of holding foreign bonds, which are a function of total foreign
bond holdings in the economy and changes in the nominal exchange rate:

®/USD ®/USD\ o/USD
® = exp ) St / BFJ(h) _9 E(Sf-l-l )Sl‘ / -1 +es7w/USD (12)
’ T N W |
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where 7 is the deterministic growth rate of the economy and 6, and 6, are parameters capturing the
persistence in the exchange rate data when the model is estimated. g50/USD g ap autoregressive
process capturing exogenous variations in the foreign bond market. Individual households take
these costs as given in their optimal decisions.

Households optimal bond holdings result in the following conditions:

[0By,(h)] & = exp(el)RBE

Pc
1 ! ] : (13)
Cp+1

w/USD
ESt+1 Py

Sl‘"/USD Peiyr |’

[0Bri(h)] & = exp(e)REBE, |04 (14)

where 9 is the associated Langrage multiplier. Combining these two equations for the euro area, we
get the equation for the corresponding nominal exchange rate — the uncovered interest rate parity
condition.

EUR/USD
S / R[EA RtEA

E | L ==l = . (15)
S[EUR/USD Rf RZUS®l

To reflect the fact that the Chinese economy does not have a flexible exchange rate regime and it
is challenging to determine the rule for its exchange rate policy, we introduce a policy component
into the equation for the Chinese exchange rate, similarly to Dieppe et al. (2018) and Blagrave
et al. (2013). The exchange rate determined by the uncovered interest rate parity condition is then
combined with a policy intervention:

CNY /USD Ourp
£ St+1 _ R[CH (Spol) 1-6yrp (16)
d CNY/USD |\ RF t ’
t

where $P°! is an exogenous shock accounting for the unmodelled exchange rate policy. If 6y;p = 1
the Chinese condition is identical to the usual market determination of the exchange rate, and if
Oy p = 0 the exchange rate is driven by factors exogenous to our model.

The uncovered interest rate parity condition determines the EUR/USD and CNY/USD exchange
rates. The EUR/CNY rate is calculated through the dollar exchange rate.

Households optimal decisions on consumption, investment, capital and utilization rates, as well as
the treatment of the labour market, are standard and replicate the corresponding equations in Smets
and Wouters (2007). Capital adjustment is costly, and there is an investment-specific technology
shock. On the labour market, labour unions represent households with the same type of labour and
decide on wages. A complete set of securities and full consumption risk sharing is assumed, so that
households’ budget constraints are independent of their labour types. Nominal wages demonstrate
rigidities a la Calvo, with only a random share (1 — &) of unions being able to re-negotiate their
wages each period. The rest of the unions adjust their wages by the deterministic growth rate y
and a weighted average of trend inflation, 7, and previous period consumption inflation, 7c;_1,
to be defined below. Those standard mechanisms are described in Appendix A as log-linearized
equations.
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2.3 Intermediate Goods Producers

Intermediate goods producers are monopolistic producers of differentiated intermediate goods. Pro-
ducer i uses Leontief technology:

. . 1 A1 N .
Y,(i) = min sz(t);pmeﬁt(O;p:Of(z) 7, (17)

I = REYL] Y expe?). (18)

where OF is oil used in production and Yp p denotes foreign production goods; p,, and p, are the
respective shares in production and & is a ﬁxed cost of production. L;(i) is the aggregate labour
input of the different types of labour used by the producer, and K& are the effective capital services.
g is an AR(1) process with i.i.d. normal errors. We interpret it as a neutral productivity shock.
There is also labour-augmenting deterministic growth, y, which determines long-term growth in the
economy.

The Leontief production function implies the following relationships:

e (19)
0; (i) Po
Jt() _ 1=pn—po 20)
(l) Pm
‘/VtLt(l) _ l—a. (21)
Ki (i) o
Those relationships result in the following marginal costs of one unit of an intermediate good:
W)
MCr = (1= Pm = Po) (5 1 g C +PmPE  + PoPoil 1 (22)

Foreign production goods from different countries are combined in a similar fashion as consumption
goods, with adjustment costs modelled as in (10):

_Am
Y2 (h) = [MI—Q{;,,)Y}%;"(!@)W+<1—Bm>ﬂ¥1[<1—QF,>Y”’<h>W )
Am
PLL(h) = {Bm[P”% W+ (= B PR e | 24)

The intermediate goods firm sets the prices of the goods produced: domestic intermediate goods,
Yy, exported intermediate goods, Y7y, and exported production goods, Y;;p . When setting the prices,
the firm maximizes its profit and faces Calvo price-setting rigidities:

o5}

4 iPoy .
max Z (BCp)JLC’ [Pr s () 2, jYe1 1+ (0) = MCyy ¥ 44 (0)]

P ()P, (DB G) =0 OPr sy
P
*Y t+] Cyt [o0/W zxy YV yY 25
X ( z<ﬁcF>'*ﬁtPC o [sE VB a0~ MGy ) )
Y7o Jj=0

O/ 5¥Y (o DFY PRy Py
+ SR ALY ) - Me Y 0] ).
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where x is the inflation indexation for each type of goods: y; for domestic goods, x* for foreign

consumption goods and xp for foreign production goods. Foreign indices are computed for each
destination country, 1ndexed by v, and differ by local inflation indexation parameters t* oF and 7y

{1 if j=0, o
Xij = it 1-1, . _ ,
G 7y gy Ty 7 A j=1, 00
. 1 if j=0, o
Xt’j - *17 _*l— [ . . ’
Hé 1”H’zik Jy A j=1,e
1 if j=o0,
p*
Atj = j P _p*l Ur . . . (28)
0 Ty 1 if j=1,..,0

Prices with~denote intermediate goods prices, to distinguish them from final goods prices. Variables
with * are exported variables. The price of domestic goods, PHJ is set in the domestic currency
and the prices of exported consumption and production goods, P;f” and PH 1> are set in the foreign
currency. In our model, producers consider separate export prices for each 1mporting country, which
are indexed by v, and take the exchange rates, Sw/ ¥ into account. Export prices are rigid in the
destination currency. Parameters {,, (.. are the Calvo probabilities of not being able to re-optimize
prices for home and foreign prices respectlvely. Prices that are not optimized are indexed to past
inflation with a weight 1, or l; r for domestic and export prices respectively, and to trend inflation
with a weight 1 —1, or 1 — l;;F. There are three types of trend inflation: domestic inflation, 7y,
exported intermediate goods inflation, 77;, and exported production goods inflation, ﬁfl*.

Note that a manufacturer produces all goods with the same marginal costs, but the distribution costs
are different: production goods are not processed through the distribution channel, and local markets
have different exchange rates and different degrees of price rigidity. Domestic good is then sold to
domestic homogeneous goods assemblers, and export goods are sold to foreign homogeneous goods
assemblers.

2.4 Homogeneous Goods Assemblers

The assemblers are perfectly competitive and produce homogeneous domestic good, Yy ;, and im-
ported goods, Yr; and Y, Ft, out of Yy 4(i), Yr,(i) and Y£ ,(7) respectively. They have Kimball produc-
tion functions: /

o (Yae ()Y
1_/0 G( V.. )dl, (29)
Y (YEAD)Y .
1_/0 G< Yr; )d]’ G0
1 Yﬁt(l)
1:/0 G( 7 )dl, 31)

where G has the following properties: G(1) = 1, G'(x) > 0 and G”(x) < 0 for x > 0.
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Assemblers select the optimal inputs and output levels, taking prices as given. The first-order con-
ditions for domestic good imply:

/ Py (i
Yp,(i) = G| (‘;{iiﬁ,) Y, (32)
1 Y, )\ Y] )
]I[ — / G/ < H,l(l)> H.t(l)dl (33)
0 YH,z YH,t

Similarly for imported goods:

: PLG) o\
Jn '—1 Fi\ o J
Ye,(i) = G gy | Vi (34)
PF,t
. PRI\
Py 1 Fal'/opj pJ
Yiy (i) = G Y HF,t YF,z? 35)
PF,t

where the prices are determined by demand from final goods firms. Note that when importing from
each country, the assembler faces a different demand schedule, where j is the index for foreign
countries.

The homogeneous goods assemblers sell domestic and foreign goods, Yy ; and Yg,, to final goods
producers and production good, Yﬁ , to domestic intermediate goods producers.

2.5 Final Goods Firms

There is a continuum of competitive final goods firms, indexed by m, that produce retail goods
(with superscript D) using homogeneous domestic and foreign goods, Yy ; and Yr,, and taking all
prices as given. They are assumed to have Leontief technology combining homogeneous domestic
and foreign goods with the home product as an input. The home product used in the distribution
channel is labelled as Y¢:

1+6
YR (m) = min [(1 +687)Yh +(m); (SffYﬁ’,,] : (36)
; : 146
Yé’f) (m) = min [(1 +87)Y, (m); (SffY,‘},,] , (37)

where j is the index of the foreign country from which the good was imported, and 67 governs the
share of home goods used in the distribution process. Consequently, it also limits the exchange rate
and foreign inflation pass-through to domestic inflation. As it is optimal to have no unused inputs
at equilibrium, the following conditions arise:

1+6¢
(14 87)Yp1,1(m) = (%J‘Yﬁ,, = YR, (m), (38)

i j,D
(1+8p)Y} (m) = 5, Yf = Y{ (m). (39)
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YIfII ; 1s pinned down by the demand for consumption goods. The demand for inputs is then a linear
function of the distributed goods:

1
Yy :(m) = mYI{I),t (m), (40)
Vi) = g Yo o) (4D

The final goods firms also produce oil product for final consumption using the same technology, but
with an oil-specific distribution parameter:

1+9
OP(m) = min (1+50)Of(m);7—g °vd |, (42)
(o
1 0,
Poe = Tog boite 15, P (43)

where P,;; ; is the oil price in the home currency. That is, for countries other than the United States,
the oil price is given by:

PO, = pUS s0/US (44)

oil t oil t

2.6 International Trade

The model contains three countries trading with each other bilaterally, and the “rest of the world”
(RoW), which is not modelled explicitly and is captured as an exogenous demand shock. Exports
are driven by non-oil demand from foreign countries:

P plle
Xug = MjsoME )P exp(el), (45)

where € is exogenous RoW demand, modelled as an AR(1) process with i.i.d. errors, and M{v. are
imports to country j.

In each economy j, its imports, My, depend on the demand from final goods firms and homogeneous
goods assemblers. The model also allows for transit goods, which are imported to be exported.*
The price of the transit goods is assumed to be equal to the price of foreign consumption goods.
Employing the notation from de Walque et al. (2017), we define total imports as an aggregate of
foreign goods, YIZ , and transit goods, Xg (superscripts @ and j are dropped for convenience):

Am
1 Am—1 1 Am—=1 | Tp—1
My, = [cpnﬁ’ () (1 oy () ] , (46)
T €1 Ap—1 L 5 Ap—1 %
Yp, = [¢F7LF (Ype)  +(L—¢p)* (Yg,) ] , 47)

where YFT stands for total demand for foreign goods. This total demand consists of foreign goods
for consumption and production, with the elasticity of substitution between them denoted as Ag.

4 According to OECD statistics, in 2016 the import content of exports was more than 12.5% for the euro area, more
than 9% for the US and more than 16.6% for China, so re-exports account for a significant proportion of exports.
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Total foreign good is then aggregated with the transit good with elasticity of substitution A,,. Pa-
rameters ¢} and ¢ govern the relative shares of total foreign good and total consumption good in
the corresponding aggregates.

The total exports of a country are then defined in a similar fashion by combining its total exports of
goods for production and consumption with the transit good:

€1 Ax—1 1 -
Xpgp = |07 = (YE5) 0 + (1= o) 2 (Xpy) : (48)

*
N

for a country  is YFT7 , for the counterpart

where A, is the corresponding elasticity of substitution and YhT, are total goods exported to country

*

J,» which are determined symmetrically to (47): ngt

country j.

Constant elasticity of substitution between transit and non-transit goods implies the following price
aggregators:

Pus = |0f(BE)! P (1= 0l ()2 T (49)
oo = o8B R (1= ol e | TR (50)
Py = [0r(Pe)! = 4 (1= 0p) (PR 2| T (51)

Again, Pg* is defined symmetrically to PI,T .

Combining total non-oil imports with oil imports we get the price of total imports:

agit

L Al 1 L Lrikay PV

M s [ A (M) #0 + (1— ) 4 (OILy) 4 ] v (52)
il 1-A21 il 1-201 o

Py = |00 (P! 4 (1= 0p) (o)A | (53)

with 22 being the elasticity of substitution between oil and non-oil imports and ¢2 the relative
share of non-oil imports in total imports. P,; is the price of crude oil in the domestic currency. OIL;
is the total oil imported. Total oil imports consist of oil for consumption and oil for manufacturing
purposes:

OIL; = 0% +0F. (54)

Bilateral imports and exports, together with the corresponding prices, are defined by the same equa-

tions, substituting the total import and export components with the bilateral ones (i.e. YbT,*; with

jT*
Y.
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2.7 Aggregation and Monetary Policy

Final users use distributed goods to invest and consume. It is assumed that government spending
and utilization costs are paid only in terms of domestic goods. In other words:

Y, = Chy+lms+Gr+y(u)k 1, (55)

Z Yé}D = Cri+1py, (56)
J#o

where j indexes the countries of origin of imported goods. Government spending, G;, is not mod-
elled explicitly but is assumed to be an exogenous AR(1) process with i.i.d. shock uf and persis-
tence pg.

Each economy features several New Keynesian Phillips curves capturing the development of prices
of specific products: imported consumption goods, imported production goods, exported consump-
tion goods, exported production goods, bilateral exported and imported consumption and production
goods, home inflation and consumption inflation. To derive the Phillips curves, we first substitute
the demand of final goods producers for final goods (40) and (41) and the demand of foreign pro-
ducers for production good into the demand of homogeneous goods assemblers for intermediate
goods (32), (34) and (35):

. 'y (P g(i) ) 1 . p
Yy, (i) = G122 Y5, 57
1400 () 8 67
. P\ .
. !_ H, D
v i) = ¢ =5 Yl (58)
P, 1+8;
: PPy o\ 1
. ! H,
O e R e e L (59)
) P p
Ft m

Then, from the zero-profit condition of assemblers, the price index for the domestic product is:

1y _1-1,
T 17y, PHi-1

1 _1—1 _ ~ — PH,
Pity =Epmyg 1By " Prg1 G L | +(1=&)Pu, G 1<PH’L)- (60)
5 t

P 4
For exports of consumption and production goods to country j, the price indices are the following:

( *J )l;’(ﬁ;;j)lflsjp*j

xj *j o kj U k1 =1 px ) /—1 Hit—1 Hjt—1 xj
Py = op (Mg, )7 ()~ 7 Py, G P L7+
Ht
B/
*j\ 5¥] ~1—1 gk
(1=&NP6 ) 1)
Ht

( *pJj )l;j(ﬁ;IPj)l—l;jP*Pj

xpj xj o _*pj 1 —kpin1—18 pxpj /—1 Ht—1 Hit—1 xpj
Pup = p' (g, )7 (g ") 7 Py G PP L)+
H .t
N o
*J\ kP J ~1—1 Hpt oxpj
L = (62)

Hi
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If an intermediate firm was last able to optimize its price at time ¢, then its product will be priced in
the distribution channel as:

PI?,;H( )= 1+5fPHz( )Xz,i 1+f5fPHt+1 (63)

Analogously, its export consumption good will be priced via the foreign distribution channel as:

*J
* U e iy OF  pe
PDI{H 1+5*jPH,t(m)Xt,z! + 1+5*jPH’t+i, (64)
f f

where superscript * j means exported to country j. A similar relationship holds for imported goods
for direct consumption:

~ ! 5
ngﬂ(m) 5 P] ((m )Xt,i‘*'@PH,H—ia (65)

1+

where superscript j now means imported from country j. Note again that the distribution parameters
are specific to the country where the product is to be distributed.

The zero-profit condition for final goods producers implies that on aggregation the final prices of
foreign goods are influenced by domestic prices:

1

D f _

Py, = 1+5fPH,t T 5fPH,z =Py, (66)
S . (67)

The New Keynesian Phillips curves are described in Appendix A.
Domestic output in each economy is used for household and government consumption, investment,

utilization of capital and net exports and as distribution channel inputs to create distributed domestic
and foreign goods and oil products. The resource constraint then takes the form:

1 1)
o= <SH,tH—5f+S§I,tl—|—f5f> (Crt+1H+ G+ y(u)K; - 1)+SHtYHz+SHtYHpt

0
S?—I,zYF,t + Sgl,t ?0500?7 (68)

44 2

where terms reflect price dispersion and are calculated as sy = [ G —1 ( P(z )]IxJ).

In each economy there is a central bank that sets the nominal interest rate using the following rule:

o] 1P Vay
Ry (R pr or ’ Yi/Yi : r
M Ll et e (69)

In the rule above, the central bank adjusts the policy rate relative to its steady-state value, R, re-
sponding to deviations of inflation from the target, 7, and to the output gap, where th is output in
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the flexible economy. The strength of the response is governed by parameters ¢ and ¢,. The policy
maker also reacts to the growth rate of output relative to its flexible counterpart with parameter yy,.
The flexible counterfactual economy is defined as an economy without price and wage rigidities and
without mark-up shocks. In the rule, there is a stochastic AR(1) process, €", with i.i.d. shock u/
and persistence p;-.

When considering the implementation of tariffs in section 5, in the baseline scenario we assume
that central banks react to after-tax inflation according to the rule above. In reality, the tariffs
were implemented in a low-inflation environment where a rise in inflation did not necessarily mean
an overshooting of the inflation target. In Appendix F we conduct a hypothetical simulation of
tariff implementation in the situation where the euro area is at the effective lower bound while US
inflation is under the target. Both central banks decide not to raise rates in response to the tariffs,
but do stimulate the economy, the Fed by cutting interest rates and the ECB by committing not to
raise rates in the medium term.

Reserve requirements have become a frequently used policy instrument in China. Following Bla-
grave et al. (2013) we model change in Chinese reserve requirement policy as a reaction to the
output gap and the deviation of inflation from the target:’

rrq rrq

ARRQ; — ARRQP™ [ X1 i L ) (70)
t— t—1 Yf I:[ expl & .

t

Reserve requirements affect the costs of borrowing of households and businesses. In our framework,
we model this effect as feedback in the consumption Euler equation and the price of capital in the
Chinese block in the corresponding equations in Appendix A.

In our model, we allow all countries to buy and sell foreign bonds. Following de Walque et al.
(2017) we keep the assumption that all countries have zero foreign bond positions in the steady
state. Then for country o the net foreign asset position is the difference between acquired foreign
bonds in US dollars and issued bonds sold abroad, also in US dollars:

NFA? = s@/VS

Bp;. (71)

Bp; stands for total net acquisition of foreign bonds — bonds bought minus bonds issued.

Definition 1. Equilibrium. A monopolistically competitive equilibrium for an open economy has
the following properties:

(i) Households maximize utility over consumption of domestic and foreign goods, oil consump-
tion, investment, labour, bond holdings and wages; intermediate goods producers optimize
profits over foreign inputs, oil, labour demand, domestic capital and prices in each market;
and homogeneous goods producers and final goods producers maximize profit over demand
for home and foreign differentiated intermediate goods and home and foreign homogeneous
goods and oil respectively.

3 There are semi-structural models — Dieppe et al. (2018) and Blagrave et al. (2013), among others — that modify
Chinese monetary policy and reserve requirement policy to include exchange rate feedback. Moreover, in Dieppe
et al. (2018) monetary policy innovations enter the reserve requirement rule and vice versa. In our estimation we do
not find any significant correlation between policy innovations and the exchange rate. We interpret this as meaning
that the two rules react to a similar set of factors and there is no need to introduce an additional correlation between
them.
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(ii) Nominal exchange rates are determined by (15) and (16).

(iii) The set of domestic, exported and imported prices of final goods for consumption and produc-
tion and wages clears all markets.

Having described the model, we move to specifying the set-up for the estimation and analysing the
model performance.

3. Estimation

3.1 Data and Measurement Equations

For the US and the euro area we closely follow the data choices of de Walque et al. (2017). For
China we try to use similar data series, subject to availability and quality. In total, there are 29
observation series, including two exchange rate and oil price series. The data are listed in Table B1
in Appendix B. All the Chinese data except for the reserve requirements are from Datastream. The
euro area data are from the euro area-wide model database. The US data are from the Bureau of
Economic Analysis and the US Department of Labour. For the Chinese reserve requirements we
use information from The People’s Bank of China. For US and euro area short-term interest rates
we use information from the Fed and the ECB respectively. We use 101 quarterly observations in
total, running from 1991Q4 to 2016Q4. The time span is limited by the data availability for China.

All real data are divided by the working age population (except for Chinese real GDP, available per
capita) and transformed into quarter-to-quarter growth rates, as in:

AGDP = 100Aln ( Real GDP > .

Population

For the labour supply we use employment divided by the working age population and multiplied by
hours worked. Following Smets and Wouters (2003), for the euro area we construct an employment
variable, e:

_ 1—EBy ,»
ér=¢&_1+PBy(éy1—é)+(1— ée)geﬁy (lk—eér),

e
where ¢é is the number of employed people and [ is the labour supply, featuring Calvo adjustment of
employment with probability &,.

We use the net exports to GDP ratio for the EA series to minimize intra-union trade in the data. The
observables are linked to the model equations as shown in Table 1. Note that the observables have

trends.

Similarly to de Walque et al. (2006) we allow for a time-varying trend in the Chinese inflation target,
7. The variable target is modelled as a non-stationary process:

The variable target is useful for modelling Chinese inflation, which demonstrates a change in trend
during the selected period. We employ a similar mechanism to capture a change in trend in the
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Table 1: Measurement Equations

Name Trend Model Variables
Common equations:

A Real GDP =7 |+ =Pm—po) (Pt —Ii—1)
A GDP deflator =q+7m | +7

A Consumption deflator =T+ |+,

A Real consumption =7 +¢ — ¢

A Real investment =y -

Net exports =nx + Oy (R ¢ — g ;)
Nominal interest rate =47 + 47 + 7y

Country-specific equations

A Import deflator (for US and EA) | =7n +Pm,t= Pms—1+7c

A Real wage (for US and EA) =y +Wr — W

A US labour =] +h -0

A EA labour =1 +é—6,_

A Reserve requirement =ARRQ, | +Arrq,

A EA/US Nominal exchange rate | =£4/US +rAstEA/ us_ fsff‘l/ us_ (frg,s —7Y5)
+(RER — 7EA)

A CH/US Nominal exchange rate | = rAs,CH/ us_ rAsthIl/ us_ (#RYS — U5+ (ftccfi — 7CH)

~CH/US =~CHJUS,

+(7s, —7s_{ ")

A Oil price Tyil + il 1 — Tpilg—1 T ftg,s — 7'r,US

Note: The variable trend in inflation 7, is used only in the equations for China.

. ~CH/US . . R
Chinese real exchange rate, rs / ,6 and a change in the reserve requirement ratio, RRQ.7 For all
of the non-stationary processes mentioned, we estimate the persistence and standard deviations of
innovations.

In our estimation there are 31 observables, with 31 structural shocks and three shocks to variable
trends and a shock to exogenous exchange rate policy. The shocks are described in Table 2.

During the estimation we allow for cross-country correlation of the shocks to productivity, risk
premium, monetary policy and RoW demand. The domestic productivity shock is allowed to affect
government spending and RoW demand. Next, we describe the calibration and estimation strategy.

3.2 Calibration, Priors and Posteriors

Some of the parameters of the model are hard to identify using the available data. We thus fix them
at the calibrated or implied values. We report those parameters in Tables 3—5. The consumption,
investment and imports to GDP ratios are fixed at their historical averages. The capital depreciation
rate is set at 0.025 quarterly, corresponding to 0.01 annually. Following de Walque et al. (2017)
and Smets and Wouters (2007), we fix the wage mark-up parameter, A,,, at 0.25 and the Kimball

 While the shock in 16 is white noise in the nominal exchange rate equation, the trend is an AR(1) process in the
first differences in the real exchange rate equation.

7 Both series were mostly constant for about half of the sample and demonstrate some volatility around a non-zero
constant in other half. Using a time-variable trend helps us to account for the switch in Chinese policy within a
linear model.



A Model of the Euro Area, China and the United States: Trade Links and Trade Wars 19

Table 2: Description of the Shocks

Name Process Shock
Common shocks:

TFP e, AR(1) ué
Risk premium eb, AR(1) ub
Government spending €8, AR(1)+ngyu® | ué
Investment el AR(1) ,LLi
Interest rate e", AR(1) u"
Home price mark-up el  ARMA(1,1) | uPH
Wage mark-up eV, ARMA(1,1) | u"
Consumer prices eP, AR(1) ur
Consumer prices eP, AR(1) ur
RoW demand e, AR(1)+n,u® | u™

Country-specific shocks:
Imported price mark-up (EA and US) | €PF, ARMA(1,1) | uPF

Reserve requirement e, AR(1) u'

Oil price Poitr» ARMA(1) | uoi

Exchange rates eSEA/US AR(1) | pSEA/US
s CH/US AR(1) ‘us,CH/US

Exchange rate policy spol

Shocks to variable trends:

Inflation trend (only China) ,u’ar

Reserve requirement trend u’/ﬁi

CNY/USD exchange rate trend u§

curvature — the curvature of the demand from homogeneous goods assemblers — € at 10. We also
assume that the demand for transit goods moves one-to-one with the demand for exported goods,
and therefore set A, at 0. The oil demand elasticity and the shares in consumption and exports for the
euro area and the US are set in accordance with de Walque et al. (2017). For China the parameters
are set to match the corresponding statistics on gasoline and petroleum products.

The trade matrix calibration is of utmost importance for trade war analysis. For this purpose we fix
the corresponding trade shares at the historical pre-tariff averages. The share of the rest of the world
is then determined as the residual trade share in Table 4.

Some of the parameters of the Chinese monetary policy rule are poorly identified — the parameters
on the lagged interest rate and the reaction to inflation. We therefore fix these values at the estimates
of Dieppe et al. (2018).

The priors for the Bayesian estimation procedure are set in accordance with the long-standing tradi-
tion in the literature and for the euro area and the US closely follow the choices of de Walque et al.
(2017). The standard deviations of the shocks are assumed to follow an inverted gamma distribution
with mean 0.2 and 2 degrees of freedom. The ARMA parameters follow a beta distribution with
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Table 3: Calibrated Parameters: Matched Data and Steady-State Ratios

Table 4:

Name Symbol | EA US China
Common parameters:
Consumption to GDP O 0.564 | 0.645 | 0.5
Investment to GDP Q; 022 |0.173 | 04
Imports to GDP oy, 0.2 0.14 | 0.2
Oil demand elasticity A0 03 |03 |03
Oil share in consumption | ¢° 0.04 | 0.06 | 0.02
Oil share in exports 0il 0.04 | 0.08 | 0.02
Trade Matrix, Historical Averages
Name Symbol | EA US China

Import shares:
in US imports
in CH imports
in EA imports
Export shares:
in US exports
in CH exports

in EA exports
Oil import shares:

in EA oil imports
Oil export shares:

in US oil imports B
in CH oil imports B

in US oil exports B
in CH oil exports B:
in EA oil exports B

JEA | /A | 01
J/us

JCH 011 |01
JEA | N/A | 01

J/US 1015 |NJA |02
J/CH 01 1007 | N/A

0.13

0.13 | N/A | 0.08

9 | N/A
3 10.07

0.12 | N/A | 0.00

j/CH

0~i/l’£j4 0.015 | 0.015 | N/A
j

St IN/A 002 | 0.00

iUS 102 | N/A | 001
001 | 001 |NA
N/A | 024 | 001

5

2

5

6

Table 5: Calibrated Parameters
Name Symbol | EA US China
Common parameters:
Capital depreciation T 0.025 | 0.025 | 0.025
Wage elasticity Aw 025 025 |0.25
Kimball curvature € 10 10 10
Substitution transit goods Ax 0 0 0
Chinese monetary policy rule parameters:
Lagged interest rate pr N/A | N/A | 0.8
Reaction to inflation p" N/A | N/A |25
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mean 0.5 and standard deviation 0.2. For the shock correlations we assume normality around zero
with a standard deviation of 0.3.8

The complete description of the posterior estimates is presented in Tables D1-D5 in Appendix D.

4. Model Assessment

4.1 Impulse Responses

In this section we describe the impulse responses for the selected shocks. The complete list of
impulse responses is presented in Appendix C. We present impulse responses with parameters as
estimated at the posterior mode, but for clarity of the model analysis we report the responses for
uncorrelated shocks. In the impulse response analysis we do not account for the zero lower bound.

4.1.1 Impulse Responses to a Euro Area Productivity Shock

When the euro area experiences a positive productivity shock, its output, consumption and invest-
ment rise, but inflation falls. The rise in productivity spurs European demand for foreign production
inputs, stimulating US and Chinese output growth. While the ECB lowers its policy rate, the euro
depreciates with respect to both the US dollar and the yuan. As a result, prices of foreign inputs and
products rise, and consumption inflation falls slightly short of home inflation. The deterioration of
home prices relative to import prices transfers the effect of the positive productivity shock to the for-
eign economies, although the transmission of the shock is very limited. At the same time, foreign
— US and Chinese — consumers and producers benefit from lower import prices, which addition-
ally increases their production. The demand for foreign investment and consumption goods rises.
With prices of domestic goods falling short of foreign ones, domestic consumption and investment
decline, resulting in a slight decrease of total consumption and investment.

The appreciation of the US dollar and the yuan relative to the euro results in a fall in consumption
inflation in the US and China and a consequent decline in their policy rates. European net exports
rise, reflecting the higher productivity and currency depreciation. The higher demand for foreign
goods in the euro area stimulates net exports in both China and the US.

When we do not impose correlation between the shocks, the spillovers from the euro area to its
trading partners are small but visible. The transmission goes through the exchange rate channel
and prices of domestic relative to foreign products. The lack of flexibility in the yuan-US dollar
exchange rate limits the transmission of European shocks to China.

4.1.2 Impulse Responses to a positive US Monetary Policy Shock

After a positive US monetary policy shock, US output and inflation decline, as do consumption
and investment. With output falling, US demand for foreign goods falls too. A rise in US interest
rates results in the dollar appreciating relative to the euro. US goods become more expensive in
the euro area, but Chinese goods also become expensive in the euro area, as the yuan-euro rate
is determined through the US dollar. The Chinese nominal exchange rate does not respond to
the shock, so the real rate reflects the changes in relative inflation. The response of the Chinese
real exchange rate is very persistent, due to the lack of nominal rate adjustment. Cheap European
goods stimulate Chinese production and consumption, but the strong yuan depresses exports. As

8 The model was estimated using Dynare 4.5 (Adjemian et al., 2011). We used 600,000 draws from the posterior
distribution. The identification and convergence diagnostics were performed using Dynare tools.
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Figure 3: Impulse Responses to a Positive Euro Area Productivity Shock
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Note: The posterior mode is used for the simulation. All responses are reported as percentage deviations
from the steady state, except for the responses of inflation and interest rates, which are annualized
percentage-point deviations from the steady state. An increase in the X-Y exchange rate corresponds
to a depreciation of currency X with respect to currency Y.

a result, Chinese consumption rises but output falls, albeit by only a small amount. As the euro
depreciates, consumption inflation rises in the euro area, and there is a small decline in output and
an increase in home prices due to higher prices of foreign manufacturing inputs. The ECB reacts
by raising interest rates to reduce inflation. While US inflation and monetary policy recover, there
is depreciation pressure on the US dollar from the yuan and the euro.

4.1.3 Impulse Responses to UIRP Shocks

When the euro depreciates with respect to the US dollar (see Figure 5), European net exports rise,
stimulating production. At the same time, prices of imported consumption goods and manufacturing
inputs rise, stimulating an increase in home inflation and, to a larger extent, consumption inflation.
The central bank reacts to the rise in inflation with higher interest rates. The higher borrowing costs
suppress investment and consumption and put downward pressure on output. As the euro-yuan
exchange rate is determined indirectly through the US dollar, the euro depreciates with respect to
the yuan. The US and Chinese economies benefit from cheaper imports. At the same time, the
demand for their goods in Europe falls, as do net exports in both countries.

When the US dollar depreciates with respect to the yuan (see Figure 6), imported inflation rises in
the US, transmitting to higher production and consumption prices.? At the same time, the exchange
rate against the euro is not affected, so the US does not experience the same boost to net exports
as the euro area in Figure 5. The dollar-yuan depreciation spills over to euro-yuan depreciation.
European exports rise, as does imported inflation. China benefits from lower prices. A decline in

 We use posterior mode estimates of the UIRP shock deviation and persistence, and the shock is small and short-
lived, so the responses are also small.
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Figure 4: Impulse Responses to a Positive US Monetary Policy Shock
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Note: The posterior mode is used for the simulation. All responses are reported as percentage deviations
from the steady state, except for the responses of inflation and interest rates, which are annualized
percentage-point deviations from the steady state. An increase in the X-Y exchange rate corresponds
to a depreciation of currency X with respect to currency Y.

the Chinese policy rate stimulates investment and consumption, adding to the increase in Chinese
output growth.

Note that a depreciation is often expected to be expansionary. A real exchange rate depreciation
can have an expansionary effect through increased competitiveness of domestic goods abroad, yet
it has a contractionary effect through an increase in the cost of production and a deterioration of
household balance sheets. As was shown in Lane and Stracca (2018), the contractionary effect
dominates for the euro area, at least for exchange rate and monetary policy shocks. In our model,
where production depends on oil priced in US dollars and on foreign inputs, a depreciation of the
euro results in a slight and short-lived increase in output and net exports, but total consumption falls
due to high prices.
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Figure 5: Impulse Responses to a Positive EA-US UIRP Shock (Euro Depreciates)
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Note: The posterior mode is used for the simulation. All responses are reported as percentage deviations
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to a depreciation of currency X with respect to currency Y.

Figure 6: Impulse Responses to a Positive US-CH UIRP Shock (US Dollar Depreciates)
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to a depreciation of currency X with respect to currency Y.
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4.2 Historical Shock Decomposition

In this section we present a historical shock decomposition for the variables for the period 2007Q1
to 2016Q4.10 All parameters are at the posterior mode, where correlation between the shocks is
allowed. The estimated correlation is reported in Table D4.!! For each variable we show the
contributions of the three most important shocks!? and the contributions of shocks aggregated by
country of origin. The conditional variance decomposition for countries’ output growth, inflation
and exchange rates is presented in Appendix E.

Figure 7 shows the variance decomposition of detrended quarterly output growth for the three coun-
tries. The solid line depicts the detrended value of output growth. Risk premium and demand shocks
are important contributors to the output declines in the US and the euro area, reflecting the tough
credit conditions during and after the crisis. In the euro area, this explains much of the output de-
cline during the sovereign debt crisis. Our model does not account for any global factors that might
have caused the financial crisis. As we allow for correlation between risk premium shocks and
some demand shocks, the model attributes the crisis to domestic shocks. For the euro area and the
US, demand shocks are important contributors (government spending shocks and shocks to demand
from the rest of the world), as are technology and productivity shocks. Chinese output growth is
affected by the domestic demand, monetary policy and home mark-up shocks.!3

Output is mostly driven by domestic shocks, though over the time period under review there is a
visible contribution from shocks to other countries, especially during the recent recession; foreign
shocks (oil price shocks and foreign inflation shocks) and exchange rate shocks have a small but
non-negligible impact on output in all the countries.

In Figure 8 we report the historical variance decomposition for consumption inflation. The domestic
consumption and home price mark-up shocks are the most important drivers of consumption infla-
tion. For the euro area and the US the oil price shock plays an important role, while in the US the
risk premium shock makes a significant contribution.

There are spillovers from US shocks to euro area inflation, and Chinese shocks have a significant
impact on US and Eurozone consumption prices. Exchange rate shocks play an important role
in the euro area, are small in the US, and are negligible in China, which can be explained by its
rigid nominal exchange rate. Oil prices are found to be important in the US and the euro area,
while movements in Chinese inflation are predominantly explained by domestic shocks. The large
contribution of oil price shocks in 2008 is attributed to an extreme, though short-lived, drop in oil
prices due to a combination of demand and supply factors.

The historical decomposition of the euro-dollar and dollar-yuan exchange rates is shown in Figure 9.
For the euro-dollar rate, its own exchange rate shock is important; the other contributors are US and
euro area monetary policy. As for the dollar-yuan rate, which was modelled to be largely determined
by exogenous policy, the decomposition is dominated by Chinese shocks — exchange rate policy,

10'We choose to show only the last ten years of the sample, exclusively for the purposes of visibility in the graphs.
""'When computing the variance decomposition with correlated shocks, it is assumed that all comovements be-
tween EA and US shocks are driven by US shocks, that all comovements between Chinese and EA shocks are
driven by EA shocks, and that all comovements between Chinese and US shocks are driven by US shocks.

12 The shocks were selected according to the sum of the absolute contributions over the whole period.

13 In our model, however, part of Chinese output growth is not explained by any structural shock and is attributed to
the initial conditions. One possible explanation is that Chinese output growth may be overstated, as is repeatedly
claimed by economists, for example Chen et al. (2019). There may also be a persistent component of Chinese
growth that we do not account for.
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Figure 7: Historical Shock Decomposition of Detrended Output Growth
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Note: Posterior mode; the solid line is the detrended variable. Foreign shocks include imported price shocks
and oil shocks. Demand shocks include government spending shocks and demand shocks from the rest
of the world.

change in exchange rate regime and consumption mark-up. This result is straightforward given the
nature of Chinese exchange rate policy and the way we model it.

The conditional variance decomposition of the forecast errors is presented in Appendix E. To con-
clude, similarly to the analogous multi-country models with rational expectations and with no fi-
nancial sector, the model does not generate large international spillovers. Possible solutions to this
include incorporating financial links or relaxing the rational expectations assumption.
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Figure 8: Historical Shock Decomposition of Detrended Consumption Inflation, QoQ Change
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Figure 9: Historical Shock Decomposition of Detrended Nominal Exchange Rate Growth, QoQ
Change
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5. Trade Wars

In this section we consider several alternative trade war scenarios. One set of scenarios implies no
response from trade partners. We consider the cases where the US administration imposes tariffs on
either China only, or both China and the euro area. Another set of scenarios implies a symmetric
response from a trade partner, with China and/or the euro area implementing the same tariffs on
US goods. The last — hopefully unrealistic — scenario is a global trade war, where all three coun-
tries modelled impose tariffs on bilateral imports. That scenario serves to illustrate the individual
countries losses and benefits from engaging in a trade war.

In all the scenarios we abstract from the reaction of the rest of the world. The countries in question
have different effective RoW trade partners, each responding differently to changes in exchange
rates and relative prices. Modelling the effective RoW reaction would thus be equivalent to mod-
elling three other structural blocks. Modelling the RoW reaction would in principle reduce the
impact of tariffs both on the countries imposing them and on those exposed to them by diverting
part of trade. Yet we believe that substitution between goods and redirection of global value chains
is limited in the short and medium term. We therefore choose to keep the rest of the world exoge-
nous, while accounting for its share in the countries’ trade. Thus, how much the countries are hurt
by the tariffs depends on their bilateral trade shares.

In our model, final goods producers and homogeneous goods assemblers are perfectly competitive.
Producers of intermediate goods are monopolistic competitors that face price rigidities a la Calvo.
They price their goods using the price-to-market logic. That is, the price is set separately for each
country and purpose (consumption and production). When import tariffs are imposed, they take
the form of a distortive tax on the intermediate goods producer, who then shares the burden with
consumers when setting its prices.'* More specifically, the price-setting problem of an intermediate
goods producer is modified as:

O iPey s . .
max E; Z (ﬁCp)Jy [PH,z(l)Xt,jYH,tJrj(l) _MCI+jYH,l+j(l)]
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(72)

where Yy and Py stand for domestic intermediate goods and prices, ¥;; and £}, for exported inter-
mediate goods and prices and Y;;p and Pxy for exported production goods and prices respectively,
and TV is the destination country-specific import tax.!> In our linear framework we model a tariff
as a persistent shock that decreases by half in ten periods. We choose the size of the tariff to be 10%
on all imported products from a particular trade partner so as to roughly match the simulations in
Dizioli and van Roye (2018) and Bolt et al. (2019).16

14 A similar approach is used in other studies, for example Bolt et al. (2019).

151t can be argued that tariffs are not imposed on all imported goods, but only on some categories, for example
production goods. In our linear model, imposing tariffs only on production goods has the same effect qualitatively,
but scaled down. In this section we consider the effect of a tariff on all imported goods.

16 Note that, as constantly stated by the US president, tariffs are fiscal revenues. However, even with very opti-
mistic estimates assuming no distortion in imports and no response from trading partners, the revenues constitute
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Figure 10: A Persistent 10% Tariff
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they impose the same tariffs in response, and the under full scenario all three countries impose bi-
lateral tariffs on each other. Under all the scenarios the tariff is 10% and the persistence parameter
0.9. In all the figures the posterior mode is used for the simulation. All responses are reported as per-
centage deviations from the steady state, except for inflation and interest rates, which are annualized
percentage-point deviations from the steady state. An increase in the X-Y exchange rate corresponds
to a depreciation of currency X with respect to currency Y.

The simulation results are presented in Figure 10.!7 We start the discussion with tariffs imposed by
the US on Chinese goods without retaliation from China. We call this the “limited against China”
scenario. While substitution between imports from different countries is limited in the short run,
the more expensive Chinese inputs raise the prices of US producers and distributors of final goods,
driving consumption inflation up overall. US real output falls by about 0.08%, leading to a decrease
in demand for foreign goods — from the euro area and even more so from China — and to a fall in

a negligible share of US spending. Also, it is challenging to assess what share of these revenues would constitute
productive government spending, which is crucial for their effect on the economy.

17 We do not show the response of the Chinese reserve requirements. The change in the reserve requirements acts
in the same direction as the Chinese monetary policy rate and tightens or loosens credit conditions.



30 Volha Audzei and Jan Britha

US real exports. The drop in China’s real exports is more pronounced, resulting in a decline in GDP
comparable to that of the US (0.05%).

As the Fed reacts to inflation by raising interest rates, the US dollar appreciates more with respect to
the euro, as the reaction of the yuan is limited, leading to appreciation of the yuan against the euro
in the medium term. In the very short term, Chinese producers benefit from cheap foreign goods,
which results in an increase in output accompanied by a slight rise in inflation. This effect is short-
lived, and as the yuan depreciates with respect to the euro, Chinese output growth falls almost as
much as in the US (close to 0.05% in the long run). There is a dramatic decline in Chinese exports,
as Chinese goods become more expensive in the US due to the tariffs.

While the euro area is not directly affected by the tariffs, it is affected by the fall in demand from
US and Chinese producers. Euro area output and exports decline, though the fall is less pronounced
than in the other countries. A slight depreciation of the euro against the dollar leads to a small rise
in inflation and the monetary policy rate.

When tariffs are imposed on both Chinese and euro area goods (the “limited against China, euro
area” scenario), there is an even more dramatic decline in US output, as tariffs are now imposed
on 35% of its imports. Given the limited ability of US manufacturers and consumers to switch to
imports from the rest of the world in the short run, US output falls more and inflation rises more.
Similarly to the previous scenario, the US dollar appreciates with respect to the euro, and the euro
depreciates with respect to the yuan. The effect is now stronger due to the stronger initial rise in US
inflation and the following policy rate response. The Eurozone suffers from a fall in US demand,
while China benefits from cheap European imports in the very short term. As time goes by, China
also faces a fall in demand from euro area importers. The euro area experiences a fall in demand
from US firms and high inflation. Also, the US market is quantitatively more important for the euro
area than for China; this results in a larger output drop in the euro area than in China.

When the tariffs are symmetric, similar mechanisms are in place. A country that imposes tariffs
suffers from high inflation and high production costs, which results in a fall in output. The same
holds for a country experiencing strong currency depreciation. As the nominal yuan-US dollar
exchange rate is rigid, the reaction of the real rate is lagged and very persistent. Under a flexible
exchange rate regime, the nominal exchange rate reacts to differences in countries’ interest rates.
This response contributes to bringing the real exchange rate back to the steady state. This feedback
is missing in the yuan-US dollar exchange rate, leading to a pronounced real exchange rate response.

A decline in a country’s output further affects its trade partners negatively through a fall in exports.
However, a country to which export tariffs are applied suffers more from a fall in exports. If the
tariffs are imposed on a very large fraction of exports (i.e. a major trade partner imposes tariffs), the
fall in exports becomes the driving force of the output decline.

This intuition can be applied when all three countries impose tariffs on one another. As for the
Eurozone, tariffs are imposed on 23% of its imports, which makes the first-order increase in inflation
smaller than that in the US. For the US, tariffs are imposed on 35% of its imports, while for China
the figure is 17%. However, the nominal response of the yuan is limited, which, together with a
more dramatic fall in exports, results in a larger fall in output in China than in the other countries.

It can be argued that there is a non-trivial interaction between tariffs and monetary policy. The
impact of tariffs depends on the monetary policy reaction. In the analysis above, we assume that
central banks conduct monetary policy in accordance with their policy rules defined earlier in the
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paper. On the other hand, monetary authorities — for example the Fed have chosen to ease policy
in light of the uncertainty surrounding the implementation of tariffs. To address this interaction we
consider alternative, hypothetical scenarios in Figure F1 in Appendix F. Specifically, we add the
policy easing implemented by the Fed and the continuing forward guidance introduced by the ECB
in response to the tariffs. Due to the limitations of our model — the most important being a missing
financial sector — the results of the simulations must be taken with caution. Also, central banks may
implement a different set of policies, and this decision is difficult to predict ex-ante. However, we
believe the results serve to illustrate how policy easing can offset the negative effects of tariffs at
least in the short term.

To summarize, trade wars — as recently used by the US administration — result in major economic
losses for most of the participants in the short to medium term. Tariffs hurt the imposing country
through a rise in prices. The impact on both sides depends heavily on the importance of bilateral
trade for both countries. If the US imposes tariffs on a country that accounts for a very low share of
its imports, the impact on the US economy is negligible. If, however, a country starts a trade war
with its major trade partners, it loses as much as them or even more.

Our results are in line with the literature. Bouet and Laborde Debucquet (2017) find that the US
economy loses under each of 18 trade war scenarios they consider. While they also find relatively
small losses for China, the estimated loss for Mexico is dramatic. This supports our conclusion
that the impact depends heavily on the strength of the trade links. The estimates by Dizioli and
van Roye (2018) and Deutsche Bundesbank (2017), among others, show that the US economy may
encounter significant losses, while Dizioli and van Roye (2018) find that the Chinese economy may
even benefit in the short term. The first-order effect of tariffs with Chinese retaliation on the US
economy as calculated by International Monetary Fund (2018) is around -0.2%. Our model features
a similar, but somewhat smaller, decline of 0.1%. The difference can be attributed to the fact that we
do not model volatility in the financial markets or changes in productivity, which are addressed by
International Monetary Fund (2018). Bolt et al. (2019) impose a permanent shock to trade, which,
with Chinese retaliation, leads to a much larger drop in US output of 0.8% in the long run.

6. Conclusion

In this paper we develop a multi-country DSGE model that incorporates the euro area, the United
States and China. The model is an extension of the two country model by de Walque et al. (2017),
in which we modify the Chinese Taylor rule and uncovered interest rate parity condition and model
China’s reserve requirement policy. In order to estimate the model, we account for changes in the
Chinese reserve requirements and for China’s exchange rate policy and time-varying inflation target.
Having estimated the model, we find, as is typical in the literature, that the model does not fully
replicate international spillovers unless we allow for correlation of shocks between countries.

We study the properties of the model by computing impulse responses, historical shock decompo-
sitions and conditional variance decompositions for the variables of interest. The model spillovers
occur through changes in relative prices and the exchange rate and through the trade channel.

Within the framework developed, we study the consequences of imposing tariffs on goods imported
from one or all trade partners. We study several scenarios where the US imposes tariffs on either
China only, or both China and the euro area, with and without symmetric responses from those
countries. We find that the US economy suffers under each scenario. Its main trading partners incur
losses too. The magnitude of the losses depends substantially on how deeply the countries are con-
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nected through trade. A country imposing a tariff experiences a rise in prices of both consumption
goods and manufacturing imports. The rise in inflation, combined with tougher monetary policy,
suppresses output growth and investment. A country that faces a tariff from a trade partner suffers
from a decrease in exports. In alternative simulations we allow central banks to deviate from the
Taylor rule and to tolerate high inflation. This helps the economies to offset the devastating effects
of tariffs on output.

We acknowledge the limitations of our model, as it does not include financial links, which are shown
in the literature to be a source of shocks and a shock propagation mechanism. We limit ourselves to
considering three countries in the model, leaving the rest of the world as an exogenous component.
One could model the reaction of the rest of the world as mimicking that of the US or Chinese
economy. However, we are convinced that a combination of the two would be more appropriate, but
we leave this for further research. Another set of limitations in our study arises from modelling the
Chinese economy. The nominal exchange rate is explained mostly by exogenous shocks, as we do
not have a rule for policy interventions. In addition, we are not able to identify all the parameters
given the data limitations. We leave all the limitations as issues to be addressed in future work.
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Appendix A: Log-linearized Equations

In this section we describe the log-linearized equations, where small letters with a hat stand for log
deviations from the steady state: % = log(%). Because the model features deterministic growth,
7, we first detrend the real variables and divide nominal variables by a composite consumer price,
Pc. Below, small letters, p, stand for relative prices — divided by the composite consumer price.
Many of the equations are standard in the DSGE literature and resemble those from de Walque et al.
(2017), but they are adjusted to include a third country in the model. The Chinese UIP and policy
rules are modified as shown below.

To account for changing trends in the Chinese data, we subtract variable trends from the relevant
Chinese variables: the real exchange rate, consumption inflation and the reserve requirements. The
inflation trend is also subtracted from the Chinese monetary policy rate.

A.1 Households

Under the assumption of external habit formation, households’ total real consumption depends on
its past and expected values, expected changes in labour supply, and the expected real interest rate:

A AablY 4 1 A .
= l+h)t:a/b/yc’_1+1+kh E& 1+ |(oc 1)1 (0c(1+ Anap/ )" | (b = Erli 1)

— (1= Db/ V) (O (1 + Dna/ )~ (o = ey + €7), (AD)

where ¢ is the log deviation of total consumption, C, from its steady state and &7 = ﬁct Peyi—118
the corresponding deviation of consumption inflation from its steady state. The term £ 0 stands for
the steady-state ratio of the detrended real wage to labour and total consumption, 7 is the nominal
central bank policy rate and €? is a risk premium AR(1) process with an i.i.d. shock u,b .

For China, the Euler equation is modified to account for the use of the reserve requirements as a
policy instrument, where a rise in the reserve requirements means an increase in borrowing costs.

A o Arhab/’}/ ~ 1 W 1 A A
G = 1+lhab/7ct_l + 1+ 2y E& 1+ |(0c 1)E(Gc(1 + M/ V)| (I — Erlys1)
— (1= R/ ) (O (L + g/ V)~ (B + Ay Arig, — EiRE | + D), (A2)

The first-order conditions with respect to investment and capital result in the following equations:

1 - 5 1 A 1 i
i = 118y <1t1 +BYEi+1+ W(Clt — Pey) + Wd) ; (A3)
g = B(I_T)Et@tﬂ‘f‘(]_[;(]_T>)Elff+1 B(Vk+(1_7))( El”t+1+8t) (A4)

where 7 is the log deviation of investment and § is the log deviation of the real price of capital.
Parameter ¥ is the steady-state second derivative of the investment adjustment cost function,
B =By !and B(*+(1—1)) =1, where 7 is the depreciation rate. Pe, 1s the deviation of the price
of total consumption. As we divide nominal variables by the total consumption price, pes = 0.

The real price of capital for China reflects the change in borrowing costs due to changes in the
reserve requirements:

Gr = B(1 =0 EGrs1 + (1= B(1 = 1) Eiifyy — B+ (1= 7)) (7 + Ay Arig, — EiRfy +€). (AS)
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Capital is accumulated according to the rule:

A 1—7. 1—-7\ 4 :
k[: ¥ kt_1+<1_’y> (l[—|—8tl). (A6)

With 7 = y/(1), capital utilization is determined as:

;’,’((11)) it (A7)

Wages are subject to Calvo stickiness with probability &,, and partial indexation with probability 1,,,.
Real wages then depend on past and future wages, consumption inflation and the wage mark-up:

ﬁ:

R 1 . = . . = N A A
Wy = m (Wt—] +B'}/E[Wt+] +lw7rt_] +ﬁyEt7Tt+] - (1 —|—ﬁ’)/lw)7r,

+ (=) — By(1 — 1)y )

<1—Bv§w)(1—§w)< U iu)
e (1+152a1) [ gy (ot M/ Ver—1) 0l =
+ g s

In the expression above 7 stands for the deviation of the inflation trend from the steady state.

A.2 Producers and Prices

Intermediate goods producers’ optimal conditions for output, demand for capital and the resulting
marginal costs are:

5o = @y (aki+(1- )i+, (A9)
ke = w— 10, (A10)
me; = @y (qu — Pm —p0> (ocff + (1 — o)y — e,“)
D, (Pmﬁﬁ, + Poﬁoil,t) : (Al1)
In the lines above, k= fzk, 1 stands for log-linearized effective capital and Py = TP s the inverse

of the share of the variables’ costs in intermediate goods production. Dividing both sides of (60) by
Pc; we obtain that in the steady state, the relative price of individual manufacturers equals the home
price: py (i) = py. Using that expression, we derive the relative distribution prices of intermediate
products in (63):

1 )

Dy _ £ - _D

= = = . Al
P (i) 155 PH+1 5fI7H PH =PH (A12)

That is, in the steady state, all home goods have the same relative price, and that price equals the
distribution price. We further normalize py = 152 =1and ﬁ? = 1 in each country. From exporters’
point of view, the relative distribution prices of their goods in foreign countries are also unity in the
steady state:

v S N S (A13)
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which results in pr = 1. With home and foreign relative prices equal to unity, the steady-state
relative price of non-oil consumption composite goods is also unity, p. = 1. It must then follow
that the oil price relative to the total consumption price is also unity: p,; = 1, together with relative
import and export prices. Therefore, the normalization implies that all relative prices are unity in
the steady state.

Linearizing the equation for the price of total consumption aggregate, P¢ ;, with pc ; = 0, we obtain
the dependencies between home, foreign and oil prices as:

¢+ 65 1—¢c D
0 = (1—9,) R PH+ 1+5;PF,1 + Goit Py + €7 (A14)

0 = (1—uit)Pes+ Pouply +€. (A15)

When linearizing (60) in relative prices, we use the fact that in the steady state G l=1landI=G (1)
to obtain the New Keynesian Philips curve for home inflation:

RH L (BRg s+1 + R —1)
’ 1+Blp ) 14 )
(1-&)(1-BE)N—1-8 pH _p
; —PH:)+E T —vE . Al6
ép(l"i‘ﬁlp) n+8_1 (mC[ pH,l‘) t VE; ( )
. ) .. . G'(z) _1 [ PhG)
Parameter 7 is the steady-state price elasticity of demand, with n; = — e (lzt) andz; =G ;D I;

Js
where j = H,F. ¢ is the curvature of Kimball’s aggregator G. Following de Walque et al. (2017)
among others, we define the curvature as the steady-state elasticity of the price elasticity of demand
with respect to the relative price. For home prices, it is defined as:

Pr/Pu ONg(zss) ( G'"(U)

= = g =1+n(1+ ) Al7

€= muGss) apm o TR\ G (A1)
(1+0+80GT) n-1+6

(A18)

The domestic inflation New Keynesian Philips curve features two stochastic AR(1) processes, each
with i.i.d. errors: the domestic price mark-up, &’ H, and the feedback from the consumption price
mark-up, &, with a negative sign. The consumption inflation index data contain some elements that
introduce additional volatility into the index, but they are unmodelled here, so we use the feedback
from & to subtract them from home inflation.

b
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The Philips curves for the bilateral imported inflation indices from country j, where superscript *
denotes foreign variables, are derived in a similar fashion:

. 1 . .
TFy = W(ﬁ*”F,t+l+l;FﬂF,z—l>
pF
(1- ;F)(l_ﬁ ;F) 1
;F(1+B*1;F) n+e—1

+elt, (A19)
Y S (ﬁ*n N )
F.t 1+ﬁ*l;F Fit+1 pF " Ft—1

(I-&R(1—-BEY) n-1

¥ | o~ AP
Sr(1+B*Ur) 17+8—1(mcl+m’ Pry)

+elt, (A20)

((mef +73¢) + OrpH — (M —1)pF;)

where 75 and # are imported inflation and imported production goods inflation respectively. For-
eign intermediate goods producers set their export prices directly in the currency of the importing
(destination) country and take into account the destination distribution costs, 8f, and price elastic-
ity, n. Calvo pricing parameters ’Q';F, l; r stand for the probability and degree of price indexation
of imported goods in the destination market. Note that these parameters can be different from those
for goods produced locally in the destination country, &,, 1,, even though they are applied on the
same destination market. The real marginal costs in the foreign currency, mc*, are converted into
the local currency using the real exchange rate, 7s. Because production goods are not processed
through the distribution channel, the distribution costs, 6f, do not enter the corresponding expres-
sion for inflation. Both imported inflation indices are affected by mark-up shocks, which are AR(1)
processes with i.i.d. disturbances. These mark-up processes originate in the local market, but only
affect foreign goods prices.

A.3 Exchange Rates and International Trade

To derive the equation for the real euro-US dollar exchange rate we make use of UIRP condition
(15). We follow de Walque et al. (2017) in assuming that the net foreign asset position is zero in the
steady state. In the equation below, the net foreign asset position, nfa, is linearized, but the rest of
the terms are log-linearized around the steady state:

’%f?uro/USD (1 —95>EtAtE+M1m/USD
~E USD ~ Euro/USD
075 150 S — A — E#lJS + Ectf = puganfal® (A21)
where 75E40/USD s the real exchange rate in indirect quotation (euros per 1 US dollar), 6; is the pa-

rameter on exchange rate persistence obtained from the definition of the risk premium over foreign
bonds (©;) and p,, 7, = @'(0)yy ensures stationarity and is set to be a very small number.

Linearizing the Chinese UIRP condition (16), we pin down the nominal yuan-dollar exchange rate
§USD/CNY .

JUSD/CNY _.USD/CNY FUSD/CNY | cH _ U
1 Ty

- em-p(u 05 ERL) + 6,37

USD/CNY

+(1—6,,)8" + & . (A22)

Sfpnfa”fa )
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Foreign consumption and investment goods from the point of view of the home country are derived
using the expression for the non-oil consumption aggregate (4) and the adjustment costs for foreign
goods consumption (6).

ey = G —APR, — Pes) — QeA(Cry — & — Epp1 +E-1)
+ BQA(CFr41 —Cry1 —CFp + 1), (A23)
iF; = ft—l(ﬁﬁ;—ﬁc,z)—Qil(fF,z—ft—fF,t—1+fz—1)
+ BRA(F 11— kg1 —iFs +ir), (A24)
& = & —AitPes, (A25)

where ¢, and fFJ are, respectively, consumption and investment of foreign goods and & is total
non-oil consumption. The bilateral demand for consumption, investment and production goods is
determined as follows:

. . Dj o« . A .
erji = Crr—Aim(Pry — PF1) = QimAim(CFj ¢ —CFy —CFj 11 +Cry-1)

+ [))lellm(CF] t+1 _C] t+1 _CFJZ+CFI) (A26)
iFji = 1ps— Aim (Pp, — PFr) = QimAim(iF,j ¢ — e —iFj—1 +1F—1)

+  BQunAim(iFj 1 — lFee1 — IF,js +iFs), (A27)

1 i 1 1
N C(ald AP TN ) )
YFjir = p;yt - lzm(pF,t - PFJ) - szlzm(ijJ - P;yt “YFji—1 + pim)’t—l)
N I, P 1
+ ﬁQim)Lim(ijt_,_l _7)7t+l_ijt+7)’t)v (A28)
1J pm 2Jy pm

where we use the fact that total demand for foreign production goods is given by p—lmy}. The log-
linearized demand for transit goods is derived from (48):

fre =20 — Ax(PFr — D) (A29)

Log-linearization of non-oil imports (46) and (47), together with the use of Y 1% =Cf; +1IF;, results
in:

. YF . YF o n
mygy = (Pm <—Ty t+_¥y£[>+(l_¢rg)th
F F
CF . i oy .
— o (L e+ Lo | +2E— 25 ) + (1 9 )2p, (A30)
YF yF yF Vg Pm YE

Employing the trick by de Walque et al. (2017) we express the coefficients in the above expression
as:

eF W myJfgrérEeyr
P2 m iy yh yF 2 ¢ Eyyk
= o, (1—¢"H o 1+ 8, (1 - ) (1 - 92, (A31)
i _ g _ _
L= o (1-egh o) 1+ 87 (1 - 0, (A32)

VP
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where o and ¢; are the steady-state ratios of total consumption to GDP and total investment to
GDP respectively. Then, the expression for imports becomes:

g, = of (0%1(1* Lo T 1+ 8,71 (1 - 9l [(1*¢oi1)05c5F7t+OﬂifF,t]+(1*¢F)y3>

+ (=), (A33)
1— 1—
¢ = <1+§I;((1—¢oi1)%+0€i)>/<1+¢')6I;((1—¢oﬂ)0‘c+0‘i)+9m)- (A34)

Bilateral exports are driven by foreign demand and are then aggregated using the corresponding
export shares:

Sy = Y Blrig, + €. (A35)
J

Total imports, including imports of oil products, are log-linearized as:

A

fiy = (1 — @01y, . + 99" il (A36)

There are bilateral and total equations for m depending on whether bilateral or total imports are
used.

A.4 Resource Constraints and Monetary Policy

Log-linearized around the steady state, the resource constraint (68) looks like:

iz, P

. €. s . Loom, N
=t i St Do 2 (8 —my) + (Do + ). (A37)
y y y Yy y
Note that as SBr = 0 in the steady state, the trade balance is also zero in the steady state and % = %
When log-linearizing (71), we linearize the terms in nfa and log-linearize the rest:
* —1 m I N
B'nfar =y ‘nfa,_y +§(px,t+xF_Pm,l —m). (A33)
The trade balance is then defined as:
thy = Prs+%F — pmg —m. (A39)

Monetary policy is set as the following rule:

Fo=pH 1+ (1= p ) (P R+ P P =) +p G =51 =9/ +5/ ) +el.  (A40)
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Appendix B: List of Data
Table B1: List of Data

Data Series Euro area | US | China
Real GDP + +

Real GDP per capita +
Real individual consumption +

Private consumption, current prices + +
Gross fixed capital formation + +
Private investment, current prices +

Real wage per head +

Hourly compensation +
Hours worked or employment + +
Short-term interest rate, annualized | + + +
Consumption deflator + + +
Import deflator + +
Reserve requirements +
GDP deflator + + +
Net exports + + +
Working age population + +
Exchange rate + +

Oil price +
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Appendix C: Impulse Responses

In all the figures the posterior mode is used for the simulation. All responses are reported as per-
centage deviations from the steady state, except for inflation and interest rates, which are annualized
percentage-point deviations from the steady state. An increase in the X-Y exchange rate corresponds
to a depreciation of currency X with respect to currency Y.

Figure C1: Impulse Responses to a Positive US TFP Shock
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Figure C2: Impulse Responses to a Positive Chinese TFP Shock
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Figure C3: Impulse Responses to a Positive Euro Area Risk Premium Shock
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Figure C4: Impulse Responses to a Positive US Risk Premium Shock
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Figure C5: Impulse Responses to a Positive Chinese Risk Premium Shock
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Figure C6: Impulse Responses to a Positive Euro Area Monetary Policy Shock
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Figure C7: Impulse Responses to a Positive Chinese Monetary Policy Shock
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Figure C8: Impulse Responses to a Positive Chinese Reserve Requirements Shock
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Figure C9: Impulse Responses to a Positive Euro Area Consumption Price Mark-up Shock

Figure C10: Impulse Responses to a Positive US Consumption Price Mark-up Shock
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Figure C11: Impulse Responses to a Positive Chinese Consumption Price Mark-up Shock
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Figure C13: Impulse Responses to a Positive US Home Price Mark-up Shock
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Figure C15: Impulse Responses to a Positive Qil Price Shock
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Appendix D: Priors and Posteriors
Here we present the priors and the estimation results. For the correlation of shocks, we assume a

beta distribution with the parameters (0,0.3). Most of the choices for the priors are in line with
de Walque et al. (2017).

Table D1: Posteriors for Standard Errors of Shocks

Name EA Posteriors US Posteriors CH Posteriors
mode std.error | mode std.error | mode  std.error
Productivity 1.230 0.180 0.437 0.038 0.102 0.051
Risk premium 0.380 0.136 0.239 0.052 0.076  0.024
Gov. spending 0.323 0.025 0.311 0.024 1.181 0.090
Inv. technology 0.438 0.047 0.329 0.061 0.920 0.116
Monetary policy 0.074  0.006 0.101 0.010 0.520 0.068
Home price 0.087 0.014 0.104 0.012 0.383 0.052
Wage mark-up 0.104 0.012 0.491 0.045
Consumer price 0.200 0.015 0.195 0.015 0.830 0.063
Imp. price 0.638 0.049 1.070 0.082
RoW demand 2.084 0.162 1.790 0.144 6.035 0.504
Res. req. 0.038 0.005
Infl. trend dev. 0.215 0.019
Res. req. trend 0.027 0.003
US-CH EXCR trend 0.298 0.026
US-CH EXCR policy 0.084 0.028
Oil price shock 0.144 0.011
US-CH EXCR 0.086 0.031
EA-US EXCR 0.305 0.089

Note: All standard errors are assumed to have a prior inverse gamma distribution with mean 0.2 and two
degrees of freedom. The moments of the posterior distribution are available from the authors on
request.

Table D2: Posteriors for Constant Trends

Name EA Posteriors US Posteriors CH Posteriors
mode  std. error | mode  std. error | mode std. error
mode  std.error | mode  std.error | mode std.error

Imp. price 0.330 0.123 0435 0.127

Labour 0.066 0.013 -0.087 0.015

Net trade 1.987 0.430 -2.017 0.101 1.937 0.473

Inflation 0.408  0.099 0481  0.069 0.4040 0.096

Disc. factor 0.219  0.095 0.189  0.083

Real GDP growth 1.2532  0.4974

Exchange rate | -0.016 0.080

EUR/USD

Note: All trends are assumed to have a normal beta distribution. The moments of the posterior distribution
and detailed priors are available from the authors on request.
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Table D3: Posteriors for the ARMA Parameters of the Stochastic Processes

Name EA Posteriors US Posteriors CH Posteriors
mode std. error | mode std. error | mode  std. error

TFP AR | 0.506 0.123 0.919 0.040 0.492 0.110

Risk premium AR | 0.852 0.041 0.864 0.025 0.546 0.171

Gov. spending AR | 0911 0.030 0.934 0.025

Investment AR | 0.179 0.092 0.659 0.106 0.679 0.145

Monetary policy AR | 0.157 0.078 0.552  0.055 0.425 0.089

Home price mark-up AR | 0.904 0.049 0.811 0.112 0.701 0.074

Cons price mark-up AR | 0.896 0.043 0.969 0.015 0.982 0.005

Wage mark-up AR | 0959 0.021 0.357 0.207

Home price mark-up MA | 0.156 0.074 0.113  0.062 0.437 0.131

Wage mark-up MA | 0.046 0.030 0.056 0.041

Imp. price mark-up AR | 0482 0.136 0.253 0.194

RoW demand AR | 0.876 0.054 0.980 0.012 0.789 0.044

Imp. price mark-up MA | 0.391 0.082 0.223  0.093

Reaction of home inflation to con- 0.393  0.083 0.336 0.078 0.340 0.080

sumption inflation

Reaction of exports to TFP 0.290 0.141 0.700  0.196 0.644 0.280

Reaction of gov. spending to TFP 0.037 0.022 0.541 0.075 0.618 0.106

Reserve requirement trend, first dif- AR 0.153 0.063

ference

Exchange rate trend in USD/CNY, AR 0.650 0.061

first difference

Inflation target trend, first differ- AR 0.268 0.079

ence

Persistence of res. req. 0.252 0.100

Oil price AR | 0.895 0.04

Oil price MA | 0.343 0.091

Exchange rate EUR/USD AR | 0.898 0.032

Exchange rate USD/CNY AR | 0.778 0.149

Note: All ARMA parameters are assumed to have a prior beta distribution with mean 0.5 and standard
deviation 0.2. The moments of the posterior distribution are available from the authors on request.

Table D4: Correlation of Shocks: Posteriors

United States China
Euro Area mode std. error | mode  std. error
TFP 0.13  0.10 0.62 0.25
Risk premium 0.20 0.11 035 024
Monetary policy | 0.51 0.08 0.32  0.06
RoW demand -0.07 0.11 0.14  0.08
Im. Price 0.61 0.07
United States
TFP 033 024
Risk premium 036 0.25
Monetary policy 048  0.07
RoW demand 0.26 0.06

Note: All correlations are assumed to have a prior beta distribution with mean 0 and 0.3 degrees of freedom.
The moments of the posterior distribution are available from the authors on request.
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Table D5: Posteriors for the Domestic and Open Economy Parameters

Name EA Posteriors US Posteriors CH Posteriors
mode std.error | mode std.error | mode = std.error
inv. adj. costs 7.522  1.030 5.116 1.076 3.248 0.506
rel. risk aversion 0912 0.023 1.079 0.151 0.907 0.083
inv. Frisch elast. 1.858 0.207 1.094 0.829 1.642  0.459
habit 0.851 0.025 0.649 0.061 0.222  0.058
fixed costs 1.313  0.086 1.420 0.085 1.447 0.096
Calvo wage 0.783 0.036 0.704 0.051 0.379 0.111
wage index. 0.122  0.057 0481 0.157 0469 0.174
Calvo price 0.780 0.034 0.818 0.033 0.571 0.073
price index. 0.120  0.060 0.193 0.073 0.310 0.107
cap. util. adj. costs 0.138 0.056 0.181 0.075 0.043 0.033
capital share 0.300 0.028 0.272  0.025 0.484 0.066
imp. goods in prod. 0.062 0.016 0.045 0.019 0.287 0.021
oil in production 0.002  0.001 0.004 0.001 0.011 0.007
distrib. in cons. 0.482 0.097 1.059 0.653 0.651 0.094
distrib. in oil 2.259 0.376 3.871 0.485 4.063 0.499
Calvo im. price 0.459 0.097 0.308 0.099 0.479 0.191
im. price index. 0.480 0.167 0.387 0.162 0.377 0.159
elast. of substitution 2.504 0.746 2.047 0.832 4.559 0.966
adj. costs 4.054 0979 3946 1.011 3.814 1.021
im elast. of substitution 3290 1.041 2.211  0.800 1.004 0.336
im. adj. costs 4172  0.968 4324 0973 4116 0.978
Taylor rule parameters
lagged int. rate 0.880 0.015 0.872 0.015
inflation 1.792  0.197 1.553 0.136
output gap 0.055 0.017 0.065 0.026
diff. in output gap 0.049 0.014 0.116 0.021 0.356  0.057
Reserve requirements parame-
ters
parameter in Euler equation 0.114 0.100
parameter in price of capital equa- 0.100 0.010
tion
reaction to output gap 0.001 0.001
reaction to inflation 0.004 0.007
Exchange rate parameters
UIRP EUR/USD smooth. Param 0.244 0.047
UIRP USD/CNY smooth. Param 0.280 0.106
UIRP adj. param. 0.135 0.098
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Appendix E: Conditional Variance Decomposition of the Forecast Errors

In Tables E1-E3 we report the conditional variance decomposition of the forecast errors for coun-
tries” output, consumption inflation and real exchange rates. We show the decomposition for periods
of 1 quarter, 4 quarters and 40 quarters. All parameters are at the posterior mode, with no correlation
between shocks. Foreign shocks in the table stand for foreign demand from the rest of the world and
the foreign inflation mark-up shocks. We only report shocks with a contribution larger than 0.00%.

Table E1: Conditional Variance Decomposition of Real Output Growth, %

EA output US output CH output

Shocks 1Q 4Q 40Q 1Q 4Q 40Q 1Q 4Q 40Q
EA contribution 64.01 6723 68.38 | 0.27 027 027 | 0.08 0.09 0.09
productivity 537 503 522 | 004 004 0.04 | 003 002 0.03
risk premium 20.86 2676 282 | 0.04 0.05 006 | 002 0.02 0.02
gov. spending 26.63 23.14 2186 | 0.14 0.13 0.12 | 0.02 0.03 0.03
inv. technology 813 675 635 | 005 004 004 | 001 0.01 0.01
monetary policy 1.69 231 243 0 0 0 0 0 0
home price 1.02 212 253 0 0 0 0 0 0
wage mark-up 0.24 1.04 1.7 0 0 0 0 0.01 0.01
consumer price 0.08 0.07 0.09 0 0 0 0 0 0
infl. trend dev. 0 0 0 0 0 0 0 0 0
growth trend dev. 0 0 0 0 0 0 0 0 0
US contribution 321 3.05 31 | 8872 89.62 90 027 028 0.32
productivity 0.87 071 0.68 | 23.62 19.89 1898 | 0.08 0.07 0.07
risk premium 077 077 0.86 | 19.81 21.37 2206 | 0.04 0.05 0.07
gov. spending 072 065 062 | 1836 1574 148 | 0.13 0.13 0.13
inv. technology 037 038 039 | 896 976 9.87 | 0.01 001 0.02
monetary policy 045 049 051 | 16.99 20.89 21.94 0 0 0.02
home price 001 002 002 | 062 125 144 0 0 0
wage mark-up 0.01 0.01 0.02 | 0.02 0.4 0.59 0 0.01  0.01
consumer price 0.01 0.01 0.01 033 032 032 0 0 0
infl. trend dev. 0 0 0 0 0 0 0 0 0
growth trend dev. 0 0 0 0 0 0 0 0 0
CH contribution 345 328 323 | 148 142 139 | 775 76.14 76.7
productivity 002 002 001 | 001 o001 0.01 | 029 027 0.27
risk premium 0 0 0 0 0 0 0.11 0.11 0.11
gov. spending 1.71 1.61 1.5 0.81 075 0.71 | 23.01 22.11 21.58
inv. technology 052 049 051 | 019 018 0.19 | 1597 17.06 17.04
monetary policy 0.89 084 084 | 034 033 034 | 2527 2313 2332
home price 022 023 026 | 009 0.09 0.1 732 858  9.67
wage mark-up 0 0 0 0 0 0 0 0 0
consumer price 0.1 0.09  0.09 0.05 0.05 0.04 549 4.8l 4.66
infl. trend dev. 0 0 0 0 0 0 0.05 005 0.05
growth trend dev. 0 0 0 0 0 0 0 0 0
US-CH EXCR policy 0 0 0 0 0 0 0 0 0
res. req. 0 0 0 0 0 0 0 0 0
rrq trend 0 0 0 0 0 0 0 0 0
US-CH EXCR trend 0 0 0 0 0 0 0 0 0
EXCHR contribution 0.02 0.03 0.14 0 0 0 0.07 0.09 0.09
For. shocks contribution | 28.28 252 23.79 | 793 6.78 6.29 | 21.14 224 21.77
Oil price shock 1.02 121 135 1.6 191 2.06 | 0.95 1 1.03
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Table E2: Conditional Variance Decomposition of Quarterly Consumption Inflation, %

EA cons. inflation

US cons. inflation

CH cons. inflation

Shocks 1Q 4Q 40Q 1Q 4Q 40Q 1Q 4Q 40Q
EA contribution 47.01 5158 59.07 | 0.06 015 0.19 | 0.01 0.03 0.04
productivity 218 216 189 | 0.01 0.01 0.01 0 0 0
risk premium 066 3.08 437 | 003 0.09 0.11 0 0 0.01
gov. spending 0.04 0.1 0.12 0 0 0 0 0 0
inv. technology 0.02 015 048 0 0 0 0 0 0
monetary policy 0.85 1.49 1.51 0 0.01 0.01 0 0 0
home price 2096 2233 19.82 0 0 0 0 0 0
wage mark-up 1.62 57 17.07 | 0.01 004 007 | 001 002 0.02
consumer price 20.69 16.58 13.82 0 0 0 0 0 0
infl. trend dev. 0 0 0 0 0 0 0 0 0
growth trend dev. 0 0 0 0 0 0 0 0 0
US contribution 121 146 135 | 57.03 65.16 69.23 | 0.03 0.11 0.21
productivity 005 006 005 | 085 202 241 0 0 0
risk premium 046 069 062 | 1.62 568 847 | 001 0.03 0.07
gov. spending 0.03 0.04 0.04 | 0.07 0.2 0.38 0 0.01  0.01
inv. technology 0 0 0.05 0 0.01 1.2 0 0 0.01
monetary policy 0.62 0.6 052 | 329 10.79 1538 | 0.01 0.06 0.11
home price 0.01 0.01 0.01 |27.13 2472 21.51 0 0 0
wage mark-up 001 003 003 | 269 6.06 6.08 | 001 0.01 001
consumer price 0.02 0.02 002 | 2138 1567 138 0 0 0
infl. trend dev. 0 0 0 0 0 0 0 0 0
growth trend dev. 0 0 0 0 0 0 0 0 0
CH contribution 0.07 0.2 0.26 0.1 024 035 | 9837 98.27 98.2
productivity 0 0 0 0 0 0 0.02 001 0.01
risk premium 0 0 0 0 0 0 0.01 0.02  0.02
gov. spending 0 0.01 0.01 | 001 0.01 0.01 | 055 0.8 0.79
inv. technology 003 008 0.11 | 003 008 0.12 | 298 654 6.84
monetary policy 003 008 009 | 006 0.13 0.18 | 13.69 3298 33.88
home price 0.01 0.01 0.01 0 0.01 0.01 | 3501 2812 29.03
wage mark-up 0 0 0 0 0 0 0 0 0
consumer price 0 0.01 0.03 0 0.01 0.03 | 4583 2959 274
infl. trend dev. 0 0 0 0 0 0 028 021 021
growth trend dev. 0 0 0 0 0 0 0 0 0
US-CH EXCR policy 0 0 0 0 0 0 0 0 0
res. req. 0 0 0 0 0 0 0 0 0
rrq trend 0 0 0 0 0 0 0 0 0
US-CH EXCR trend 0 0 0 0 0 0 0 0 0.01
EXCHR contribution 715 816 6.89 | 025 051 049 | 0.01 0.02 0.02
For. shocks contribution | 0.06 011 0.12 | 003 0.09 024 | 064 086 0.81
Oil price shock 44.5 385 3231 | 42.52 3386 2949 | 095 0.71 0.72
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Table E3: Conditional Variance Decomposition of the Quarterly Difference in the Nominal Ex-
change Rate, %

dollar-yuan euro-dollar

Shocks 1Q 4Q 40Q 1Q 4Q 40Q
EA contribution 0 0 0 6.09 6.3 6.71
productivity 0 0 0 0.12 013 0.15
risk premium 0 0 0 2.18  2.26 2.5
gov. spending 0 0 0 0.06 0.07 0.07
inv. technology 0 0 0 0.07 0.07 0.08
monetary policy 0 0 0 286 286 282
home price 0 0 0 0.2 024 032
wage mark-up 0 0 0 0.52 058 0.67
consumer price 0 0 0 0.08 0.09 0.11
infl. trend dev. 0 0 0 0 0 0
growth trend dev. 0 0 0 0 0 0
US contribution 0.04 003 0.03 | 1444 14.64 14.81
productivity 0 0 0 066 0.68 0.69
risk premium 0.01 0.01  0.01 266 273  3.08
gov. spending 0 0 0 0.13 0.13 0.13
inv. technology 0 0 0 0.03 0.04 0.1
monetary policy 0.02 002 0.02 | 10.89 1097 10.66
home price 0 0 0 0.01 0.02  0.05
wage mark-up 0 0 0 0 0 0.02
consumer price 0 0 0 0.06 0.07 0.08
infl. trend dev. 0 0 0 0 0 0
growth trend dev. 0 0 0 0 0 0
CH contribution 97.5 98.37 9837 | 0.02 0.03 0.02
productivity 0 0 0 0 0 0
risk premium 0 0 0 0 0 0
gov. spending 0.06 004 0.04 0 0 0
inv. technology 0.15 0.13 0.16 0 0 0
monetary policy 0.04 003 003 | 001 0.01 0.01
home price 0.07 0.05 0.06 0 0 0
wage mark-up 0 0 0 0 0 0
consumer price 0.14  0.11 0.1 0 0 0
infl. trend dev. 027 018 0.17 0 0 0
growth trend dev. 0 0 0 0 0 0
US-CH EXCR policy 1.41 1.64 1.59 0 0 0
res. req. 0 0 0 0 0 0
rrq trend 0 0 0 0 0 0
US-CH EXCR trend 95.36 96.19 96.22 | 0.02 0.02 0.02
EXCHR contribution 235 154 153 | 7931 78.89 178.31
For. shocks contribution 0.1 007 0.07 | 014 015 0.14
Qil price shock 0 0 0 0 0 0
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Appendix F: Alternative Monetary Policy and Initial Conditions

The reactions of economies to tariffs are influenced by the reactions of monetary authorities. In
normal times, as tariffs raise inflation, the expected monetary policy response is to raise rates. In
reality, the actual reactions may be different. First, the ECB is currently keeping its rates below
zero for now and giving the market guidance that they will stay negative in the future. The ECB
is unlikely to raise its rates in response to tariffs. In fact, since tariffs negatively affect output, it
would be easier to communicate continued low interest rate policy after an increase in inflation
induced by trade wars. As such, this represents a monetary policy stimulus that can alter the effects
of tariffs. Moreover, other monetary authorities may also be tempted not to raise rates in order to
accommodate the effects of tariffs on their economies. For these reasons, we analyse the effects
of the introduction of tariffs when the euro area economy is in distress and the ECB commits to
forward guidance about the future path of interest rates. We further consider the scenario of the Fed
not raising its rates in addition to the ECB’s low interest rate policy.

In Figure F1 we consider an exercise with initial conditions deviating from the steady state and
an alternative monetary policy. We model the Eurozone subject to an initial positive risk premium
shock of standard deviation equal to unity, which reduces output and inflation. The ECB follows
its policy rule and reduces the interest rate. However, it commits to deviating from the policy rule
by keeping rates low for a finite period of 8 quarters (solid line “Initial conditions (including FG by
ECB)”). The “full trade war scenario” is implemented over this period, at r = 6. We then model two
sets of policy responses to the tariff shock: (1) the ECB honours its initial commitment (dashed line
“Tariff shock, ECB keeps FG”) and the Fed follows its standard reaction function, and (2) the Fed
lowers its policy rate and commits to keeping it low until 7 = 8, while the ECB extends its forward
guidance to r = 12 (dashed and dotted line “Tariff shock, ECB keeps FG + Fed cuts rate”).

From the simulations, it is clear that under this scenario, monetary policy accommodation can tem-
porarily alleviate the negative effects of tariffs on output at the cost of higher inflation. The stimu-
lative effects are clearly limited when the economy is at the effective lower bound, as can be seen
from the euro area responses. The partial effects of the ECB’s extension of its FG and/or the Fed’s
rate cuts on output are positive and are boosted by trade links. In the longer run, the negative effects
of tariffs on output dominate and inflation rates in all countries remain higher than in the baseline
scenario.
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Figure F1: A 10% Tariff with Alternative Initial Conditions and Monetary Policy
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Note: The alternative initial conditions are simulated as a positive risk premium shock in the euro area in
period r = 1 accompanied by forward guidance by the ECB (initial conditions). A tariff of 10% is
imposed bilaterally by all countries at time r = 6 (green dotted line). The alternative policies are: the
ECB commits to forward guidance for 8 periods (tariff shock, ECB keeps FG) and the Fed lowers
the policy rate at + = 6 and does not increase the policy rate for 8 periods and the ECB extends its
commitment to 12 periods (tariff shock, ECB keeps FG + Fed cuts rate). The net policy effect is the
difference between the solid black line and the dashed red line. A positive net effect means a smaller
decline or larger increase as a result of the policy response.
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