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Context: International portfolios

US International Financial Position, 1970-2023
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Context: International portfolios

International Financial Positions, 1970-2024
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From globalization to a tariff war

1 Asset positions represent international investment decisions:
e Inter-temporal trade
2 Backed by the ability to move goods internationally:

e Intra-temporal trade

= Can't have the first without the second
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From globalization to a tariff war

1 Asset positions represent international investment decisions:
e Inter-temporal trade
2 Backed by the ability to move goods internationally:

e Intra-temporal trade

= Can't have the first without the second

e Large tariff increases and other trade barriers

e When tariffs increase and the world fragments ...

e What happens with the international financial investments?

3/8



A Trade Model with Financial Positions

e Write down an exchange economy model — a la Samuelson
e Home country has ownership of Foreign assets and vice versa

e Unexpected increase in tariffs (on both sides, not optimal)
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Write down an exchange economy model — a la Samuelson

Home country has ownership of Foreign assets and vice versa

Unexpected increase in tariffs (on both sides, not optimal)

In trade models, relative prices across different goods are key

e They drive comparative advantage and trade flows

With assets, international relative prices

e revalue the financial positions

What do Tariffs do?

e Affect domestic relative prices and distort trade.

e Affect international relative prices (real exchange rate)

4/8



A Simple Example With Gross Positions

e Suppose Home owns Foreign assets: a > 0
e But Foreign owns Homes assets: a* > 0

e Net Foreign Asset position:

NFA=exa—a" <0
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e Suppose Home owns Foreign assets: a > 0
e But Foreign owns Homes assets: a* > 0

e Net Foreign Asset position:

NFA=exa—a" <0

With a sufficiently large tariff war on both sides

a*

e — —
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Given that Home was a debtor, real exchange rate depreciates
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International Financial Arbitrage

e In a dynamic version, result holds:
e Domestic interest rates align to domestic conditions
e Exchange rate balances the financial side

e Interest parity still holds
e Distinction between the level of the exchange rate and the

underlying rate of return

e Result extends to risk, non-traded goods, Ricardian trade, etc.
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What about SOEs?
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trade direction
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What about SOEs?

e US debtor with gross positions = large enough tariff war
forces a dollar depreciation
e SOE impact depends on two margins: USD balance sheet +

trade direction

Three SOE configurations
e USD debt, non-US trade: net winner (?)
— Debt burden falls; no direct tariff hit on exports

e USD debt, US-bound trade: mixed
— Debt benefit offset by tariff hit on exports

e Latent risk: USD debt + trade direction
— If USD appreciates, debt burden rises
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Conclusions

e Gross composition of the external balance sheet, and not just
net debt, determines the behavior of exchange rates in a tariff

war.

e Liabilities in foreign units are a source of instability /

vulnerability.
e Foreign Reserves as a hedging tool? When denominated in

the same units as liabilities, they mitigate the impact of trade

war on the external balance sheet.
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