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e Wars: Russia—Ukraine, Middle East, China—Taiwan?
* Trade: tariffs, export controls, physical disruptions
e Financial: GFC, US-Treasury stress, de-dollarization

e Research Question

e How does a global fragmentation shock transmit across heterogeneous countries?
e How does it affect heterogeneous households within each country?

e Many dimensions of cross-country heterogeneity

e Inequality Within Countries: income, wealth, income risk
e Economic Signi cance: population, technology, external assets
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Key Results

* Heterogeneity is key in determining:
e Each country’s capital flow response to the shock
e Change in the world interest rate
= New global distribution of external assets

e If the U.S. closes its external position:
< Fall in global interest rate outside the U.S.
e Global output booms due to cheaper capital
e Shift in international distribution of production
* Heterogeneous welfare effects both across and within countries

* Rich transition dynamics:
e Welfare effects differ from simple steady-state comparison
e Transition path matters for the shape of welfare gains and losses



Outline for the Rest of the Talk

World, Heterogeneous-Agent Model: General equilibrium across N countries

Calibration: Matching income and wealth distributions across countries

Steady State Impact: Effects of global fragmentation in the long run

Transition Dynamics: Gradual closure and welfare implications

Welfare: Winners and losers across and within countries
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World Heterogeneous-Agent Model Overview

* N-Countries Aiyagari:
e Each populated by heterogeneous households and a representative firm
e Cross-country differences in patience, income risk, capital intensity, and TFP

* Households:
e Choose consumption and savings
e Earn stochastic labor income ) Income inequality
e Save in risk-free assets subject to a borrowing constraint

}) Wealth inequality

e Ex-ante heterogeneity in discount factors
e Firms:

e Produce output using capital and labor
e Rent capital and hire labor competitively

e Market clearing:
e Homogeneous output good traded internationally
= Aggregate world saving equals aggregate capital stock 6
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e Log-income: persistent and transitory components of labor endowment €;;j-t
log(eij;t) = Zijiit + "iijit
e Transitory shock:
" . 2
i N(0; %)
* Persistent component:
Zijt = Zijit 1t it
= Gaussian mixture shock j;j:t
< :
N( 1; %) wp
-N( 25 %) wp 1

e Higher-order income risk: variance, skewness, kurtosis

IEjE:
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1 2, 1; 2 Means and variances of the frequent/rare persistent shock
. Probability of drawing frequent shock;
. Persistence of the permanent component
- Variance of transitory shock

" Targets: variance, skewness, and kurtosis of 1-year and 5-year log-income

changes fronGlobal Repository of Income Dynamics

Macro parameters
" Country-specic j; j;Z;;country size to match NFA positions, capital{output
ratios, GDP shares, and normalize per-capita output
" Standard real interest rate, depreciation, risk aversion



US Income Process: Data vs Gaussian



Non-Gaussian Income and the Wealth Distribution - United States
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US-Exit Fragmentation Shock
Steady-State Comparison
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Global

Fragmentation Shock: US-Exit

~

US-Exit Shock: The U.S. reduce their (negative) Net Foreign Asset position to
Zero

" Atax on U.S. residents' foreign borrowing induces this fragmentation

~ Alternative: U.S. defaulting on external liabilities??

In the U.S. Rest of the World
~ Interest raterys " " Globalr #
" MPK " " MPK # K; "
" Capital Kys # " Output Y; "
~ Output Yys # " Wagesw "

Next: global distribution of NFAs, welfare across countries, and within countries
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Distribution of NFAs after US-Exit
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Distribution of NFAs after US-Exit { Why?

" Elasticity of countries' NFA to global interest rate idinked to income risk

" Aggregate response of NFAs overall drop in world interest rate
13



Welfare Across Countries - Consumption Equivalent

" Widespread welfare gains around the worldEV < 0)
" Cheaper capital, higher output, wages

" Capital intensity ;: key for strength of output response to fall in interest rate



Capital Intensity and Welfare Across Countries
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Welfare Within Countries: Spain - Germany
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Welfare Within Countries: Argentina - Mexico
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US-Exit Fragmentation Shock
Transition




Transition Dynamics after US-Exit

" Dynamics matter: the economy does not jump directly to the new steady state
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Transition Dynamics after US-Exit

" Dynamics matter: the economy does not jump directly to the new steady state
" Four alternative paths for US NFA adjustment:

1. Immediate(one-year)
2. Front-loaded
3. Linear(even-paced)
4. Back-loaded

" World interest-rate dynamics closely track the NFA path
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Interest Rate Paths and NFA Transitions

e One-period shock: interest rate collapses.
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Interest Rate Paths and NFA Transitions

e One-period shock: interest rate collapses.
e Front-loaded: gradual decline, but still overshoots below the steady state.
e Linear: interest rate declines smoothly.
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Interest Rate Paths and NFA Transitions

e One-period shock: interest rate collapses.

e Front-loaded: gradual decline, but still overshoots below the steady state.
e Linear: interest rate declines smoothly.

* Back-loaded: interest rate stays above steady state for 20 years.

RoW Interest Rate Transitions RoW NFA Transitions
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Welfare Effects Depend on the Transition Path
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Transition Welfare Within One Country - Spain
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e Why such large losses? Big drop in rrow

¥ Asset holders are worse-off 21
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