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The Paper

• Question: Are energy subsidies to households and firms effective tools to 

combat energy-price driven inflation?

• Answer: It depends. Energy subsidies to firms more effective to curb 

inflation than energy subsidies to households. 

• Framework: Closed and open economy New Keynesian models. 



• Very interesting, intriguing and inspiring paper.

• Lots of great food for thought.



Comments/Questions



Baseline

• Baseline implies very transitory

run-up in headline inflation.

Figure 3: Energy Supply Shock
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Notes: All variables are expressed as percent deviations from the steady state. The responses of inflation, policy rate and

nominal wage growth are in annualized percentage points.

5.2 Can Subsidies Improve the Monetary Tradeo↵s?

We now analyze how subsidies to energy prices could possibly improve the monetary tradeo↵s

during the episodes of energy supply shocks. Our model features two types of subsidies, one

paid to households, the other directed to firms. Whenever we consider simulations with

subsidies, we introduce them such that they eliminate half of the increase in real energy

prices, i.e. we assume ⌧C,t = 0.5pO,t (subsidies to households) or ⌧Y,t = 0.5pO,t (subsidies

to firms). The macroeconomic e↵ects of these subsidies are depicted in Figure 4, where we

use our baseline model specification with non-optimized wages indexed to producer price

inflation.

Energy subsidies to households have a direct mitigating e↵ect on the increase in the

cost of living faced by households due to an increase in energy prices. This shows in the

panel depicting the response of headline inflation. At the same time, the subsidy weakens

households’ incentives to cut their energy consumption. This drives wholesale energy prices

21

• What are the implications of a persistent run-up in headline inflation? 

– Indexation to transitory vs. persistent headline inflation likely to have different effects. 





Monetary Policy

• Model suggests considerable

up-front tightening.

• Data suggests no tightening

for 1-2 years. 

Federal Funds Rate
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Monetary Policy

• What are the effects of a one or two years constant interest rate in 

the wake of energy price surges? 

– How much did monetary policy contribute to the run-up in inflation? 





Wage Indexation

• Wage indexation to headline or core inflation important for results:

• Page 17: ‘‘…indexation mechanisms, proxying for the extent to which 

households and labor unions strive to be compensated for higher prices.’’
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Wage Indexation

• What wage indexation scheme would unions choose in the model?

• If wages would be an outcome of negotiations – say in a search and 

matching labor market – what wage path would be chosen?





Energy subsidies

• Authors study ad-hoc energy subsidies: 

• What are Ramsey-optimal energy subsidies? 

• What are jointly Ramsey-optimal energy subsidies and monetary 

policy?

implemented as in Section 5 that was dealing with the closed economy setup, such that only

half of changes in real energy prices are transmitted to households, i.e., ⌧C,t = 0.5pO,t.

We start with the case when only the Home economy uses the subsidy. As the country is

small, subsidies are quite e↵ective at limiting the fall in consumption and output. Recall that,

in the closed economy case, the main reason why subsidies to households were backfiring was

that they stimulated energy demand by consumers, leading to an increase in energy prices,

which particularly hurt producers. Here, despite world energy prices being una↵ected by

subsidies introduced by the small Home economy, core inflation still goes up. As discussed

before, the exchange rate depreciation plays the key role here, driven by further deterioration

in the economy’s net foreign assets position. Moreover, unlike in the closed economy case,

on account of stronger demand, subsidies to consumers lead to an increase in real producer

wage.

The figure also shows the e↵ect of energy subsidies to households deployed by the rest

of the world. As such policies drive global energy prices up, they exacerbate the negative

consequences of an energy price shock to a Home country that is net energy importer. By

following other economies in implementing the subsidies, the Home country can limit the

contraction in its economic activity, but this comes at a cost of even deeper deterioration of

its net foreign assets position, depreciation of the exchange rate, and further increase in core

inflation.

Recall from the closed economy version of the model that, if all countries introduce energy

subsidies to households, the outcome is very little improvement in economic activity and a

significant and persistent increase in core inflation. As simulations presented in this section

additionally show, the outcome of such globally implemented policy is even worse for net

energy importers. This is because the subsidy-driven increase in global energy prices means a

negative wealth transfer from energy importers to exporters, which also generates additional

inflationary pressure via the exchange rate channel, especially if FX markets are shallow.
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Figure 8: Energy Price Subsidies to Households
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We now turn to the e↵ect of subsidies to firms, which we implement as before by assuming

that they follow ⌧Y,t = 0.5pO,t, and again we first focus on the case of a net energy importer.

Figure 9 confirms that, in contrast to the closed economy implications, the equivalence

between subsidizing households and taxing firms (and vice versa) no longer holds, and that

subsidies to firms and households now share some common features. In particular, both

policies are expansionary when implemented by a small country acting in isolation. The key

di↵erence is that, in contrast to energy subsidies to households, subsidies to firms help achieve

lower core inflation. This happens because they mitigate the energy price-driven increase in

marginal cost of production, which more than o↵sets the e↵ect of increased import prices

due to exchange rate depreciation.

If the rest of the world subsidizes energy use by firms, spillovers to the home economy are

similarly adverse as in the case of consumption subsidies. This is because they result in an

increae in world energy prices, which hurt economic activity and push inflation up. Finally,
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Thank you for your attention.


