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ABSTRACT
This paper studies how U.S. fiscal policy transmits internationally and why its effects vary system-
atically across countries and asset classes. I document that country-level asset betas with respect
to U.S. fiscal-military shocks exhibit large cross-sectional heterogeneity across sovereign bonds,
equities, and currencies, and that this heterogeneity is tightly linked to the U.S. military presence.
Countries that are more reliant on US military assistance experience stronger US fiscal transmission,
higher equity and bond risk premia, and currencies that appreciate in adverse U.S. fiscal states. To
interpret these patterns, I develop a multi-country general equilibrium model in which U.S. fiscal
policy transmits through the US security umbrella: the system of security guarantees that the US
extends to allied nations. This system of fiscal insurance links together US military spending, allied
fiscal behavior, sovereign default risk, and international financial wedges. A quantitative extension
shows that the model matches the magnitude and cross-sectional structure of US fiscal betas and
factor-mimicking portfolios across asset classes, highlighting U.S. military insurance as a central

determinant of global risk premia.
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1 Introduction

A central challenge in international macroeconomics and asset pricing is understanding how U.S.
fiscal policy transmits to the rest of the world. U.S. fiscal shocks have global effects on output,
asset prices, and exchange rates (Kim| (2025); Jiang| (2021)). Empirically, some economies exhibit
large and immediate responses of bond yields, equity prices, and exchange rates to U.S. fiscal
news, while others appear comparatively insulated (Kim| (2025)); Jiang (2021)). Explaining this
heterogeneity—and linking it to a unified economic mechanism—remains an open question.

The starting point of the analysis is a new set of empirical facts. Using plausibly exogenous
U.S. fiscal-military news shocks, I estimate country-level fiscal betas for bond returns, equity re-
turns, and exchange rates. I show that these betas are monotonically increasing in U.S. military
presence across countries. Nations hosting a larger share of U.S. troops and security assistance—
such as Japan and Germany—exhibit larger-magnitude asset-price responses to U.S. fiscal shocks,
while more fiscally autonomous or neutral countries—such as Sweden, Switzerland, and Australia—
display much weaker exposure. This relationship is not driven by alternative sources of heterogene-
ity in global risk exposure such as i) economic size (Hassan| (2013)), ii) gravity (Lustig and Richmond
(2020)) and iii) trade network centrality (Richmond| (2019)).

Crucially, the same security-based ordering that explains fiscal betas also maps directly into
return premia and tradable portfolios. Sorting countries by U.S. military exposure generates mono-
tone portfolios in equities and sovereign bonds, with higher exposure associated with higher average
excess returns. In currency markets, the ordering is reversed: high-exposure currencies earn lower
average excess returns and act as hedge currencies, while low-exposure currencies command posi-
tive premia. Factor-mimicking portfolios constructed from these sorts are profitable across all three
asset classes, indicating that U.S. military presence captures an important source of priced global
risk.

To interpret these findings, the paper develops a multi-country general equilibrium model in
which U.S. fiscal-military spending transmits globally through the US security umbrella: the system
of security guarantees that the US extends to allied nations. This system of fiscal insurance links

together US military spending and global risk premia through two complementary channels. Firstly,



there is a moral-hazard channel: higher U.S. military spending that is allocated towards foreign
military insurance relaxes the local defense floor and eases fiscal pressure in allied economies. This
enables fiscal resources to be reallocated from local defense towards i) transfer spending and ii)
productive public investment, reducing fiscal cyclicality in these allied economies. At the same
time, this expanded fiscal capacity unintentionally weakens fiscal discipline ex ante, encouraging
allied countries to take on more fiscal risk by increasing their public debt levels and consequently
their sovereign default risk.

Second, there is a convenience—yield channel: stronger enforcement of the U.S. security umbrella
raises the safety value of dollar assets, strengthens the dollar, and depresses global risky—asset
valuations in dollar terms. In equilibrium, both forces complement each other, driving a tight link
between increased US military spending and higher global risk premia.

Driving cross-sectional dynamics in the US fiscal transmission is the extent of the US military
presence in each country which is the key source of heterogeneity in the model. In equilibrium,
countries with higher exposure exhibit larger macro responses to U.S. fiscal shocks, lower equilib-
rium risk-free rates due to precautionary saving, higher equity and bond risk premia, and currencies
that appreciate in adverse U.S. fiscal states. The model delivers closed-form expressions for cross-
sectional slopes in asset betas that are consistent with my empirical evidence.

The paper then extends the analysis to a quantitative framework that embeds the same mech-
anism in a richer dynamic environment with continuous time, recursive preferences and imperfect
information about U.S. security commitments. This extension allows the model to discipline mag-
nitudes and timing, and to match the joint cross-sectional and time-series behavior of equities,
bonds, and exchange rates. Quantitatively, the model reproduces the observed cross-asset slopes
of fiscal transmission and the monotone structure of factor-mimicking portfolios sorted on military
exposure.

Overall, the paper advances a new view of global fiscal transmission. U.S. fiscal policy does
not propagate uniformly across countries; instead, it travels through a military—industrial network
that links security provision, fiscal behavior, and financial markets. Exposure to the U.S. security
umbrella emerges as a sufficient statistic governing how U.S. fiscal shocks shape global macroeco-

nomic outcomes, asset prices, and risk premia. In this sense, U.S. military presence is not merely



a geopolitical backdrop—it is a central economic channel through which U.S. fiscal policy prices

global risk.

2 Related Literature

Global Financial Cycle and U.S. Monetary Dominance. The paper first relates to the
literature documenting the existence of a global financial cycle (GFC) in risky asset prices. In a
seminal contribution, [Miranda-Agrippino and Rey! (2020) show that global equity returns are driven
by a single dominant factor closely tied to global risk appetite and uncertainty. A large body of
recent work identifies this factor with the international transmission of U.S. monetary policy shocks:
Brusa, Savor, and Wilson| (2019)) and |Miranda-Agrippino, Nenova, and Rey| (2020) document that
U.S. interest-rate innovations generate significant global co-movements in risky asset prices. My
paper complements this literature by showing that the same comovement structure can emerge from
fiscal rather than purely monetary forces. Through its security commitments and fiscal capacity,
the United States anchors the world’s discount rate not only as the issuer of the global reserve

currency but also as the fiscal-military hegemon underwriting global enforcement.

Cross-Sectional Drivers of Global Financial Exposure. A related strand of the liter-
ature studies why countries differ systematically in their exposure to global financial fluctuations.
One influential line of work emphasizes gravity-style forces in international asset pricing. |Lustig
and Richmond, (2020) show that bilateral financial returns and exchange-rate dynamics are shaped
by distance, trade intensity, and economic linkages, mirroring the structure of gravity models in
international trade. Complementary evidence highlights the role of country size: Hassan| (2013))
and subsequent work document that larger economies exhibit lower expected returns and behave
as global hedges, consistent with their disproportionate influence on world consumption risk. More
recent contributions emphasize network centrality, showing that countries’ positions in global trade
and production networks shape their exposure to aggregate shocks and international risk premia
(Richmond, (2019)).

This paper contributes to this literature by introducing a distinct and previously underexplored



dimension of cross-sectional heterogeneity: geopolitical exposure. Rather than trade flows, economic
size, or production centrality, I focus on countries’ integration into the U.S. security umbrella. U.S.
military presence captures a form of enforcement and insurance that is orthogonal to standard
gravity and size measures, yet strongly predictive of how U.S. fiscal shocks transmit into local
macroeconomic outcomes and asset prices. In the data, security exposure organizes cross-country
differences in fiscal betas, risk premia, and currency behavior even after controlling for trade in-
tensity, financial openness, and economic size, suggesting that geopolitical ties represent a separate

and economically meaningful axis of global financial integration.

Fiscal Policy and Risk Premia. The paper also connects to a growing literature studying the
relationship between fiscal policy and asset prices. Existing studies primarily focus on debt—-GDP
ratios as measures of fiscal stance. Liu (2023) shows that country-level debt—GDP ratios predict
future equity returns, while Croce, Nguyen, Raymond, and Schmid| (2019) and Bretscher, Hsu, and
Tamoni| (2023) link government debt to risk premia, the cost of capital, and the term structure of
interest rates. This paper departs from that literature along two dimensions. First, rather than
focusing on fiscal levels such as debt—GDP ratios or long-run sustainability, I study shocks to U.S.
fiscal conditions and their international transmission. The empirical object of interest is not a
country’s own fiscal stance, but its exposure to innovations in U.S. fiscal-military policy, which
generates large and heterogeneous asset-price responses across countries and markets.

Second, existing work largely treats fiscal risk as a domestic or aggregate macroeconomic phe-
nomenon. By contrast, this paper emphasizes the cross-sectional geography of fiscal transmission.
I show that exposure to U.S. fiscal shocks varies systematically with U.S. military presence, and
that this variation jointly prices equities, sovereign bonds, and currencies. Fiscal risk is therefore
transmitted internationally through a security-based channel rather than through balance-sheet
capacity or local debt dynamics alone.

By linking U.S. fiscal shocks to global asset prices through military presence and security de-
pendence, the paper identifies a new mechanism through which fiscal policy generates international
risk premia—one that is orthogonal to standard measures of public debt and operates across asset

classes rather than within a single market.



Geoeconomics, Power, and Asset Prices. This paper connects to an emerging branch of
economics and political economy that links geopolitical power to economic outcomes, commonly
referred to as geoeconomics—the study of how power rivalry and strategic statecraft shape economic
interactions and incentives (Mohr and Trebesch| [2025). Scholars in this area highlight the strategic
use of economic and financial tools such as sanctions, currency dominance, and capital controls,
and examine how geopolitics interacts with international trade, finance, and macroeconomic risk.

While much of the geoeconomic literature has focused on trade flows, supply chains, and conflict
economics, its implications for global asset prices and cross-country financial risk premia remain
underexplored. This paper fills that gap by studying how U.S. military hegemony and the structure
of the U.S. security umbrella shape country-level sensitivities to U.S. fiscal shocks and jointly price
equities, sovereign bonds, and currencies.

The closest contribution to my paper is [Pflueger and Yared (2025) who develop a dynamic
two-country model in which military power and sovereign borrowing capacity reinforce one another
through bond-market expectations, generating the possibility of self-fulfilling hegemonic transitions.
Their analysis emphasizes the fragility of hegemony: rising debt weakens fiscal capacity, which
reduces military investment, further eroding credibility and market confidence.

My contribution is complementary but distinct along three dimensions. First, rather than
studying the emergence or collapse of hegemony, I take U.S. military dominance as a given in-
stitutional feature and ask how it shapes the cross-section of global asset prices. Second, while
Pflueger and Yared| (2025) focus on sovereign bond markets and expectations-driven regime shifts,
this paper shows that military hegemony jointly prices equities, sovereign bonds, and currencies
through a common fiscal-security transmission channel. Third, the mechanism emphasized here
operates through heterogeneous exposure to the U.S. security umbrella across countries, generating
systematic differences in fiscal betas, risk premia, and hedging properties even in the absence of

regime change or hegemonic instability.



3 Motivating Facts

This section documents a set of stylized facts establishing the role that US military presence plays
in driving the cross-sectional exposure of macroeconomic and financial outcomes to US fiscal shocks.
The empirical patterns motivate the mechanism formalized in the next section: U.S. fiscal policy

transmits globally through the military—industrial network operated by U.S. multinational firms.

3.1 U.S. Fiscal-Military Betas

Military News Identification. To link my results to US military spending, I exploit plausibly
exogenous shocks to the current and expected future path of U.S. military spending. I rely on
two complementary identification strategies that have become standard in the empirical macro-
economics literature.

The first approach follows the narrative methodology of |Ramey| (2011)). This method system-
atically analyzes historical sources—including presidential speeches, congressional records, budget
documents, and contemporaneous news reports—to isolate changes in expected government spend-
ing that are driven by military or geopolitical events rather than by endogenous responses to the
business cycle. The resulting quarterly series of military news shocks captures forward—looking
revisions to anticipated defense spending and is widely viewed as plausibly exogenous with respect
to contemporaneous macroeconomic conditions in both the United States and the rest of the world.

The second approach builds on |Ramey and Zubairy| (2018]), who use forecast errors from pro-
fessional surveys to identify fiscal news. Specifically, this strategy measures unexpected changes
in projected government spending using revisions in the Survey of Professional Forecasters (SPF),
thereby isolating fiscal innovations that were not anticipated by private agents. Because these
forecast errors are orthogonal to contemporaneous macroeconomic information sets, they provide

an alternative, expectation-based measure of military-related fiscal shocks.



US Fiscal Betas. Using these military news shocks: u{“, I estimate the US fiscal betas using

the baseline specification:

BIF iscal , Xit =04 + Br iscalug] 9 4+ 4'Monetary Policy Shocks, + &' Macro; + 6'Financial,
+ €t
Xt € {rxftX, rfyt, i} (3.1)
where X; ; denotes either (i) the bilateral currency excess return vis-a-vis the U.S. dollar, rmf X (i)
local sovereign bond returns rf}t, or (iii) local equity returns 7, for country ¢. Country fixed effects
«; absorb time-invariant cross-country heterogeneity, and the coefficient of interest BJUS traces the

impulse response to a one—standard—deviation U.S. military shock.

Monetary Policy Controls: As illustrated by |Campbell and Shiller| (1988), asset prices can
fluctuate due to i) risk-free rates, ii) cash flows or iii) discount rates. Therefore it is important
to control for confounding factors that correlate with these different components. To control for
risk free rates, I follow traditional high frequency methods to identify monetary policy shocks. I
identify two monetary policy shocks per country using these methods:

T

: : o o
Monetary Policy Shocks, = Target;, Path; , Target;, Path; (3.2)
Local Global

To construct the shocks, I use i) all the publicly available data from the entire term structure
of interest rates available via global financial data (GFD) and ii) central bank announcement dates
that I personally hand collect. Using this data, I construct two monetary policy shocks for each
country. The first monetary policy shock is a target shock which is the first principal component of
interest rate changes around central bank announcement dates for that country. This captures the
level and represents transitory monetary policy shocks in the same vein of the |[Romer and Romer
(2004) US monetary policy shock.

The second monetary policy shock is a path shock which is the second principal component of

interest rate changes around the central bank announcements. This captures news about forward



guidance in the same vein as the|Gertler and Karadi (2015)) identified monetary policy shock. To aid
this interpretation, I follow |Giirkaynak, Sack, and Swanson| (2005) and rotate the orthogonalised
bases of the principal component to ensure that the second principal component has zero loading

on the short end of the term structure (1 month rate).

Macro Controls: To address distinct forces driving the cash flow component, I control for
macroeconomic conditions. This is important because governments enact expansionary fiscal poli-
cies during periods of low economic growth. These controls can be either i) local, ii) global or iii)

US macro variables:

_ 9T
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Aci, AGDP! denote realized local consumption and GDP growth rates. Growth rates are defined
as four quarter changes in local consumption and GDP in local currency units. EtAGDPf;,t 1418
the one year (four-quarter) ahead local GDP forecast. Controlling for ez-ante growth expectations
is also important, given that governments also institute expansionary fiscal policies during periods

of low ezpected growth (Liu (2023))).

Financial controls: 1 also control for distinct financial factors that proxy for time varying
global discount rate or global risk premia. These factors can also spuriously drive a link between the
US fiscal condition and global risky asset prices since fiscal policies may also be more expansionary
during periods of heightened risk aversion. To rule this additional possibility out, I include a
financial vector that is known to proxy for global risk premia and is motivated by |Lilley, Maggiori,

Neiman, and Schreger| (2022)):

T
Financial = |ABEX,, AGZ, APremium;, AVIX,, INT, (3.4)



ABEX; is the four-quarter change in the risk-aversion measure from [Bekaert, Engstrom, and Xu
(2022). AGZ; is the four quarter change in the US corporate bond credit spread from |Gilchrist and
Zakrajsek| (2012). APremium; is the four quarter change in the US treasury premium, defined as
average covered interest parity deviation between developed country government bonds and U.S.
Treasuries computed from Du, Im, and Schreger| (2018)). AV IX; is the four quarter change in the
logarithm of the VIX index. Finally INT; is the value-weighted return on a portfolio of NY Fed

primary dealers’ holding companies and is taken from |[He, Kelly, and Manela, (2017)).

3.2 US Military Presence

Hard power: U.S. military presence. Information on U.S. military presence is drawn
from the Hoover Institution’s U.S. Troop Deployments, 1950-2023 dataset compiled by Tim Kane,
which provides an annual census of active—duty U.S. military personnel stationed abroad from 1950
through 2023, disaggregated by host country and service branch. The dataset covers more than 180
countries over seven decades and is based on official Department of Defense and Defense Manpower
Data Center (DMDC) records, harmonized into a consistent cross—country panel.

To express military presence in a common monetary unit, I convert troop deployments into
dollar values using standardized annual cost estimates per active—duty service member drawn from
official Department of Defense budgeting guidelines. This conversion yields an annual dollar value of
U.S. troop presence in each host country that reflects the resource cost of maintaining enforcement

capacity rather than combat intensity.

Soft power: security sector assistance. To capture indirect and soft forms of security
provision, I augment troop-based presence with measures of security sector assistance. Data on
bilateral security sector assistance flows are obtained from the OECD Development Assistance
Committee (DAC) Creditor Reporting System (CRS), which reports dollar-valued aid flows by
donor, recipient, year, and purpose code. I define security sector assistance to include aid classified
under security system management and reform and related peace— and security—oriented categories,
thereby capturing financing, training, and institutional support that enhances a country’s security

capacity without direct troop deployment. These data provide comprehensive coverage of all major
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donors over the modern sample period, allowing construction of both U.S. and non-U.S. security

assistance totals.

Non-U.S. foreign military presence. To obtain comparable information on the presence
of non-U.S. foreign military personnel, I rely on data from the SIPRI Multilateral Peace Opera-
tions Dataset (MPOD), which records annual personnel deployments to all multilateral operations,
including NATO, EU, and UN missions. For NATO members, these figures are cross-checked
against the NATO Defence Manpower Statistics series, which reports allied and partner personnel
stationed on foreign NATO territory. Additional validation is based on regional aggregates from
the IISS Military Balance, which documents force posture and overseas deployments for advanced
economies. In practice, for the developed-country sample considered here, non-U.S. foreign troop

presence is limited and largely concentrated in multilateral or rotational deployments.

U.S. security dominance. For each country 7, I define the U.S. share of the local security

umbrella as

U.S. Troop $; + U.S. Security Assistance $;
Total Foreign Troop $; + Total Foreign Security Assistance $;’

US Security Share; = (3.5)

where each component is averaged over the sample period. This local normalization captures the
degree of U.S. dominance in a country’s external security provision, rather than the country’s

importance in the U.S. global deployment portfolio.
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Figure 1: Fiscal betas and U.S. military presence. Each panel plots the country-level fiscal beta
against a measure of average U.S. military presence. Fiscal betas are estimated using U.S. military spending forecast
errors constructed from the SPF-based narrative shocks of Ramey and Zubairy| (2018)) and the military presence variable is
defined by (3.5). The solid blue line shows the empirical fit. Across the three panels, the data exhibit positive correlations of
0.50, 0.38, and 0.43, respectively. Countries most reliant on U.S. security—notably Japan and Germany—Ilie at the upper end
of the distribution, while fiscally autonomous or neutral states—such as Sweden, Switzerland, and Australia—display lower

BZFlscal

exposures.

3.3 Cross-Country Heterogeneity in Fiscal Transmission

Table 1: U.S. Military Presence and Cross-Asset Fiscal Betas

Dependent Variable: Country-Level U.S. Fiscal Beta

Bonds Equities Currencies
1) (2) (3) 4 (5) (6) ) (®) )
U.S. Military Presence  1.25***  1.18***  1.31***  1.42***  1.36*** 1.48*** 0.98*** 0.91*** 1.05***
(0.32) (0.30) (0.33) (0.35) (0.34) (0.36) (0.25) (0.24) (0.26)
Trade-to-GDP Ratio 0.08 0.05 0.03
(0.21) (0.23) (0.18)
GDP Share 0.11 0.09 0.06
(0.19) (0.20) (0.17)
Network Centrality 0.42** 0.47** 0.38**
(0.19) (0.21) (0.17)
Observations 587 587 587 587 587 587 587 587 587
R? 0.21 0.20 0.23 0.24 0.23 0.26 0.18 0.17 0.20

Notes: The table reports regressions of country-level U.S. fiscal betas estimated separately for bonds, equities, and
currencies. Each specification includes U.S. military presence and one additional control: (i) trade-to-GDP ratio, (ii)
GDP share, or (iii) network centrality. Standard errors (in parentheses) are heteroskedasticity-robust. ***, ** and *
denote significance at the 1%, 5%, and 10% levels, respectively.

Results: Figure 4 plots US fiscal betas against the US military presence measure defined by

(3.5). Fiscal betas are estimated using U.S. military spending forecast errors constructed from the

SPF-based narrative shocks of Ramey and Zubairy (2018)). It highlights a tight and systematic link
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between U.S. fiscal transmission and U.S. military presence. Across all three panels, countries that
receive greater U.S. security assistance exhibit markedly higher U.S. fiscal betas across bond, equity,
and currency markets, with a consistently positive and economically meaningful relationship.

Are these results driven by other well-known cross-sectional determinants of global risk premia?
To assess this possibility, we estimate a set of horse-race regressions that augment U.S. military
presence with standard measures of international economic integration and size, including (i) the
trade-to-GDP ratio, (ii) a country’s share of global GDP, and (iii) global trade network centrality.
The results, reported in Table[l] provide a clear answer: U.S. military presence remains a strong and
statistically significant predictor of U.S. fiscal betas across all asset classes, while the alternative
controls are economically small and statistically insignificant. Network centrality also remains
economically important, but it doesn’t subsume the effect of U.S. military presence.

Taken together, these findings indicate that the cross-country heterogeneity in U.S. fiscal trans-
mission is not simply a byproduct of trade openness, economic size, or generic global connectedness.
Instead, US military presence emerges as an important organizing force shaping the cross-section

of global risk.

3.4 Quasi—Experimental Evidence

Motivation and identification strategy. To complement the cross-sectional evidence above,
this subsection exploits a quasi-experimental episode that generated a sharp, legislated revision to
the expected path of U.S. military spending: the 2013 defense sequester. The identifying idea
is straightforward. If U.S. fiscal shocks transmit internationally through the security umbrella,
then an exogenous contraction in expected U.S. military capacity should produce systematically
larger financial-market responses in countries that are more exposed to U.S. military presence. The
sequester provides an ideal setting to test this prediction because it was triggered by domestic bud-
get rules and political gridlock, rather than by changes in geopolitical threats or global economic
conditions. The empirical design therefore focuses on differential exposure: comparing event-time
responses between countries with high versus low U.S. military presence around a common, exter-

nally imposed shock.
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Military natural experiment: the sequester. The Budget Control Act of 2011 mandated
automatic, across-the-board spending cuts following the failure of the Congressional “super com-
mittee,” with sequestration becoming binding in 2013Q1. While the legislation applied to both
defense and non-defense discretionary spending, it represented a qualitatively distinct shock to core
defense outlays. For the first time in the postwar era, military spending was no longer effectively
insulated from the appropriations process and instead became subject to mechanical cuts. This in-
stitutional change generated a sharp downward revision in the expected future path of U.S. military
spending, affecting readiness, procurement, and overseas operations.

Crucially for identification, the timing and magnitude of the cuts were determined by statute
and driven by domestic fiscal institutions, rather than by contemporaneous changes in international
security conditions. The sequester can therefore be interpreted as a plausibly exogenous negative

shock to U.S. military capacity and, by extension, to the credibility of U.S. security provision.

Exposure groups. Let USMilitary, denote a predetermined measure of exposure to U.S. mili-
tary presence, such as the U.S. security share constructed in Section |3l Countries are partitioned

into two groups:
H = {i : USMilitary; is above the median}, L = {i : USMilitary; is below the median}.

This high-low split isolates cross-country differences in exposure to U.S. military capacity while

holding the fiscal event itself fixed and common across all countries.

Empirical design. For each horizon k£ > 0, I estimate event-time impulse responses using a
panel local-projection specification that allows responses to differ between high- and low-exposure

countries:
J
Yittr = o + Z Gk Yit—j + Br & + (& x 1{i € HY) + X} T + i vk, (3.6)

J=0

where &; is an indicator equal to one in 2013Q1 and zero otherwise. Country fixed effects «; absorb

time-invariant cross-country differences, and standard errors are clustered at the quarter level to
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account for cross-country correlation induced by common shocks. The coefficient 5 traces the
average response for low-exposure countries, while v, captures the differential response of high-
exposure countries relative to low-exposure countries.

The outcomes Y; ; correspond to the same global risk and asset-price variables emphasized in the
motivating facts: global uncertainty, exchange rates, sovereign bond spreads, and equity returns.
The control vector X, ; includes the same fiscal, monetary, macroeconomic, and financial controls

used throughout the baseline analysis.
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Figure 2: Differential financial-market responses to the 2013 defense sequester.
The figure plots event-time impulse responses to the 2013 U.S. defense sequester, comparing countries with high versus low
exposure to U.S. military presence. Each panel shows the estimated differential response (High minus Low) for global uncertainty,
FX excess returns, sovereign bond spreads, and equity returns. Shaded regions denote confidence bands. High-exposure countries
experience larger increases in uncertainty and sovereign spreads, more negative equity returns, and lower FX excess returns,
consistent with their currencies acting as hedges when U.S. military capacity contracts.

Interpretation. Figure|2 provides quasi-experimental confirmation of the cross-sectional mech-
anism documented earlier in the paper. Following an exogenous contraction in expected U.S. mili-
tary spending, countries that are more exposed to U.S. military presence experience systematically
larger financial-market responses: uncertainty rises more, sovereign spreads widen more, equity
prices fall more, and currencies deliver lower excess returns. Low-exposure countries, by contrast,
are comparatively insulated from the shock.

These patterns mirror the cross-sectional fiscal betas reported above and are difficult to reconcile
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with explanations based solely on aggregate fiscal aggregates or global business-cycle forces. Instead,
they point to a common conclusion: U.S. military presence governs how U.S. fiscal shocks are
transmitted internationally and priced across assets. By exploiting an externally imposed, defense-
specific fiscal shock, the sequester evidence strengthens the causal interpretation that exposure to

the U.S. security umbrella is a central driver of global fiscal transmission.

3.5 Factor Mimicking Portfolios

To translate the cross-sectional heterogeneity in U.S. fiscal exposure into tradable risk, I now
construct factor-mimicking portfolios sorted on U.S. military presence. The goal is to assess whether
security dependence not only explains cross-country differences in fiscal betas, but also gives rise

to systematic return premia across asset classes.

Portfolio construction. For each asset class—sovereign bonds, equities, and currencies—I
sort countries into portfolios based on their exposure to the U.S. security umbrella, as measured
by the U.S. security share defined in Section (3| The sorting variable is pre-determined and slow-
moving, and is measured using sample averages (or decade-balanced averages in robustness checks)
to avoid mechanical look-ahead bias.

At the beginning of each period, countries are ranked by their U.S. security exposure and
assigned to tercile portfolios. The High portfolio contains countries in the top tercile of U.S. military
presence, while the Low portfolio contains countries in the bottom tercile. Portfolio membership is

held fixed within the period, and returns are computed using value-weighted averages within each

groupll]

HML security factor. For each asset class, I construct a factor-mimicking portfolio that
captures the return spread associated with differential exposure to the U.S. security umbrella. The
precise definition of the high-minus—-low (HML) security factor differs across asset classes to reflect
the distinct economic role of equity, bond, and currency returns.

For equities and bonds, the HML security factor is defined in the standard way as the return

!'Equal-weighted portfolios yield similar results.
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difference between countries with high and low U.S. military exposure:
HML®X = Rieh _ glow X ¢ {Equities, Bonds}, (3.7)

where R? igh and RV denote the average returns of countries in the top and bottom portfolios
of U.S. military presence, respectively. This construction reflects the fact that greater exposure to
the U.S. security umbrella amplifies transmission of U.S. fiscal risk into local equity and bond risk
premia.

For currencies, the direction of the HML factor is reversed:
HML?EC7 FX — R%ow . R?igh. (38)

This reversal reflects the model implication that currencies of countries more exposed to U.S.
military presence tend to appreciate in response to U.S. fiscal-military shocks. As a result, high—
exposure currencies act as hedge currencies rather than risky ones, earning lower average excess
returns from the perspective of a U.S. investor.

Taken together, these definitions imply that equity and bond risks associated with U.S. fiscal
transmission are inversely related to currency risk in the standard manner. The HML security
factors therefore isolate a common underlying geopolitical risk channel while respecting the distinct

sign conventions and pricing roles of returns across asset classes.
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Figure 3: Factor-mimicking portfolios sorted on U.S. military presence. The figure
plots cumulative log returns of factor-mimicking portfolios constructed by sorting countries on exposure to the U.S. security
umbrella. For each asset class—equities, bonds, and currencies—the factor is defined as a high-minus-low (HML) portfolio that
goes long countries with high U.S. military presence and short countries with low U.S. military presence. Shaded regions denote
major episodes of global financial stress, including the 1987 crash, the 1998 LTCM/Russia crisis, the 2000-02 dot-com bust,
the 2008-09 global financial crisis, the European sovereign debt crisis, and the 2015-16 global slowdown.

Table 2: Summary Statistics of Factor-Mimicking Portfolios Sorted on U.S. Mil-

itary Presence

Equities Bonds Currencies

Mean Std Dev  Sharpe Mean Std Dev  Sharpe Mean  Std Dev  Sharpe
Pr, (Low Exposure) —0.40 14.0 —0.03 —0.20 5.8 —0.03 4.30 8.5 0.51
Py 1.10 13.6 0.08 0.90 5.6 0.16 2.80 8.3 0.34
Ps 2.70 13.9 0.19 2.20 5.7 0.39 1.20 8.2 0.15
Py (High Exposure) 4.40 14.5 0.30 3.80 6.0 0.63 —0.30 8.4 —0.04
HML (Pyg — Pr) 4.80 11.2 0.43 4.00 4.4 0.91 4.60 6.6 —0.70
Observations 432 432 432
Sample 1983-2019

Notes: The table reports annualized summary statistics for factor-mimicking portfolios formed by sorting coun-
tries into four portfolios (Pr, P2, P3, Py) based on exposure to U.S. military presence. Within equities and
bonds, average excess returns increase with exposure, consistent with greater transmission of U.S. fiscal risk into
risk premia. For currencies, average excess returns decline with exposure, consistent with high-exposure curren-
cies appreciating more against the U.S. dollar in response to U.S. fiscal shocks. HML is a zero-cost strategy that
goes long Py and short Py, for equities and bonds. For currencies, it goes short Py and long Pr,. Sharpe ratios
use full-sample standard deviations.

Interpretation. The profitability of the factor-mimicking portfolios provides complementary

time-series evidence that reinforces the cross-sectional results. Across equities, bonds, and curren-

cies, portfolios that load more heavily on U.S. military presence earn persistently higher cumulative
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returns, with pronounced drawdowns during episodes of global financial stress and fiscal uncertainty.
These patterns are consistent with the interpretation that exposure to the U.S. security umbrella
entails systematic exposure to U.S. fiscal risk, which is priced across asset classes.

Importantly, the fact that security-sorted HML portfolios are profitable in all three markets
suggests that U.S. military presence operates as a broad-based risk factor rather than a market-
specific anomaly. Periods of sharp underperformance—most notably during the global financial
crisis and other episodes of heightened geopolitical and fiscal stress—coincide with episodes in
which U.S. fiscal risk becomes particularly salient, leading to synchronous repricing across equities,
sovereign bonds, and currencies.

Taken together with the cross-country fiscal beta evidence, these results indicate that U.S.
military presence is not merely correlated with global asset price comovement, but instead captures
a priced dimension of global risk. Countries more deeply embedded in the U.S. security network
systematically bear greater exposure to U.S. fiscal shocks and earn corresponding risk premia,
consistent with the view that the global footprint of U.S. fiscal policy is mediated through the

security umbrella.

3.6 Identification and Interpretation

This section clarifies how the empirical results should be interpreted and addresses potential con-
cerns regarding endogeneity and omitted-variable bias. The central identifying variation in the
analysis comes from unexpected innovations to U.S. fiscal-military conditions, combined with pre-

determined cross-country heterogeneity in exposure to U.S. security provision.

Predetermined exposure and shock-based identification. The empirical objects of
interest—country-level U.S. fiscal betas and security-sorted portfolio returns—are identified from
responses to fiscal-military news shocks, rather than from levels of fiscal variables. Specifically, fiscal
betas are estimated using innovations to U.S. fiscal conditions that are orthogonal to contempora-
neous macroeconomic information, following established narrative and forecast-based identification
strategies. By construction, these shocks are unexpected at the time they occur and are plausibly

exogenous to foreign economic conditions.
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In contrast, U.S. military presence and security exposure are highly persistent and slow-moving,
reflecting long-run strategic commitments, basing agreements, and alliance structures. As a re-
sult, cross-country differences in exposure are predetermined with respect to the fiscal shocks
used to identify transmission. The empirical strategy therefore exploits the interaction between
high-frequency fiscal innovations and low-frequency geopolitical exposure, rather than variation in

contemporaneous fiscal or security policy.

Ruling out reverse causality. A natural concern is that U.S. military presence may respond
endogenously to economic or financial risk in host countries. Several features of the empirical design
mitigate this concern.

First, military deployments and security assistance are adjusted infrequently and with long
planning horizons, making it unlikely that they respond to short-run fiscal innovations or asset-
price movements. Second, the analysis focuses on differential responses to common U.S. shocks,
rather than on cross-sectional correlations in levels. For reverse causality to explain the results,
U.S. military presence would need to anticipate not only future fiscal shocks, but also the sign and

magnitude of their asset-price transmission across multiple markets, which is implausible.

Controls and residual variation. The results are robust to controlling for a wide range of
observable country characteristics, including trade openness, economic size, and network centrality.
While these variables capture important dimensions of global integration, they do not subsume
the explanatory power of U.S. military presence. This suggests that security exposure captures a
distinct dimension of international linkage that is not reducible to standard measures of trade or

financial integration.

3.7 Interpretation and Motivation

Taken together, the evidence in this section establishes a coherent set of empirical facts about the
global transmission of U.S. fiscal-military policy.
First, U.S. fiscal shocks transmit heterogeneously across countries, and this heterogeneity is

tightly linked to U.S. military presence. Countries that receive a larger share of U.S. security
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provision exhibit systematically larger fiscal betas across macroeconomic outcomes and financial
markets. This relationship is robust across alternative measures of military exposure and holds
consistently across sovereign bonds, equities, and currencies, indicating that U.S. military presence
is a first-order determinant of cross-country differences in exposure to U.S. fiscal risk.

Second, U.S. military presence does not merely predict fiscal transmission in a single market,
but organizes the cross-section of global risk more broadly. The same security-based ordering that
explains fiscal betas also generates systematic return differentials and profitable factor-mimicking
portfolios across asset classes. This cross-asset consistency indicates that military exposure captures
a common underlying source of priced risk, rather than market-specific anomalies or idiosyncratic
country characteristics.

Taken together, these findings point to a unified interpretation: U.S. military presence shapes
how U.S. fiscal shocks propagate into global asset prices. The next section builds a model that
formalises a mechanism to make sense of these findings. At the heart of the mechanism is the
US security umbrella: the system of security guarantees that the US extends to allied nations.
This system of fiscal insurance links together US military spending, allied fiscal behavior, sovereign

default risk, and international financial wedges.

4 Model

Overview. To rationalise the empirical findings in the previous section linking the cross-section
of global risk exposure to U.S. military presence, this section develops a general-equilibrium model in
which global asset prices are driven by the U.S. security umbrella—the system of military guarantees

and enforcement capacity that the United States extends to allied countries.

4.1 Environment

Overview. Time is discrete and infinite, ¢ = 0,1,2,.... The world consists of two blocs, in-
dexed by k € {US, i}, representing the United States and a representative allied economy. Each
country produces output using capital and labor, consumes a non-traded final good, and issues

sovereign debt subject to default risk. Financial markets are incomplete: sovereign default risk and
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enforcement constraints prevent full international risk sharing.

As the global military hegemon, the United States extends security guarantees to allied nations.
A portion of the U.S. federal budget, denoted s, is allocated to external security provision for
allies. Thus the US provides fiscal insurance to its allies via sy, partially providing for the defense
needs of the allied economy (S*) and alleviating the fiscal space of the allied economy.

Through this fiscal insurance scheme, U.S. fiscal-military shocks drive aggregate risk in the
global economy with countries differing in their exposure to the U.S. security umbrella, summarized

by a country-specific parameter ¢;.

4.2 Households and Preferences

Preferences. 1In each country i, a representative household maximizes

EO Z ﬁt IOg Ci,tv B € (07 1)’ (41)

t=0

where C; ; denotes consumption of the final good.
Log utility implies a constant price of risk, allowing the analysis to focus on the cross-section

of exposure to global fiscal-military risk rather than on time variation in risk premia.

4.3 Production

Final-good production. Output in country i is produced competitively using capital K;; and

labor L ;:
Yie= AKSLTY,  ae(0,1), (4.2)

Total factor productivity A; is constant; there are no aggregate civilian productivity shocks.
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Resource constraint. Output is allocated between private consumption, investment, and gov-

ernment spending:

Yie =Cit + Lig + Gi¥° + Iﬁ?b + hig, (4.3)
where Gfgc denotes social transfers, I 5 ?b productive public investment, and h; ¢ local defense outlays.
Capital accumulation. Private capital evolves according to

Kity1=(1—-0)K;s+ L, (4.4)

with depreciation rate ¢ € (0,1).

4.4 Fiscal Policy and the Security Umbrella

U.S. Security Guarantees. The US provides military insurance to allied countries under its
umbrella. This is modelled in a parsimonious way: a portion of the U.S. federal budget, denoted

s¢, is allocated to external security provision for allies. Security provision follows
St = § + KsGt, Ks > 0, (4.5)

where g; is a U.S. fiscal-military mobilization shock. Higher g; corresponds to greater U.S. defense
effort and external security provision, but also to higher fiscal strain associated with sustaining

that effort.

Defense floor (allies). This security provision partially provides for allied defense needs. Each

allied country faces a minimum deterrence requirement S* > 0. Local defense outlays must satisfy

s¢+ hig > S5, (4.6)
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and are chosen at minimum resource cost, yielding a defense floor:
hi+ = max{0, S* — s;}. (4.7)

When U.S. security provision is strong (s; > S*), the deterrence constraint is slack and allies
fully free-ride on the US military insurance. When U.S. security provision is insufficient to meet
the deterrence requirement (s; < S*), local defense becomes inelastic and must rise one-for-one to

close the security gap.

Government budget constraint. The government in country ¢ issues one-period real debt

B;; and faces
Bitt1=(14+7r)B;;+ fge + Iﬁ?b +hiy — 1Y, (4.8)

where 7; is a constant tax rate.

In the short run, non-defense fiscal components are sticky:
_ A
o=@, M=, (4.9)
so increases in defense spending mechanically raise public debt.

Security exposure. Countries differ in their exposure to the U.S. security umbrella through
a fixed parameter ¢; € (0,1). Higher ¢; reflects deeper integration into U.S. military and defense

networks and amplifies the fiscal consequences of security retrenchment.

4.5 Sovereign Stress and Default Risk

Default intensity. Country i is subject to sovereign stress events (default, restructuring, or

severe fiscal crisis). The conditional probability of such an event is governed by a Poisson intensity:
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Aip = exp(ao + a1 By + g — azsy + aady), aq, g, a4 > 0. (4.10)
Substituting the U.S. security-provision rule s; = 5 + kg into (4.10) yields
i = eXID(Oéo —a3s+ 1B + (a2 — azks) g + Oé4¢i)- (4.11)

Equation makes clear that U.S. fiscal-military shocks affect sovereign risk through two
opposing channels. An increase in gy raises default risk directly by worsening fiscal strain and
borrowing needs (the agg; term), but simultaneously lowers default risk by strengthening external
security provision (the —asksg: term). Net default risk therefore rises whenever the fiscal-burden
effect dominates the insurance effect, i.e. when oo > agks.

This formulation captures the model’s moral-hazard mechanism: security guarantees relax fiscal
discipline ex ante, but periods of fiscal strain amplify sovereign risk when the insurance effect is

insufficient to offset higher debt pressure.

4.6 Financial Markets and Security-Driven Pricing Wedges

Domestic pricing kernel. With log preferences, the domestic stochastic discount factor in
country ¢ is
Cit

M1 = ’BO t’+1- (4.12)
i,

Differences in expected returns therefore arise from differences in exposure to aggregate risk and

financial frictions rather than time variation in risk aversion.

Incomplete markets and a security-driven enforcement wedge. International finan-
cial markets are incomplete due to limited contract enforceability and sovereign risk. The credibility
of cross-border financial claims depends both on geopolitical backing and on the solvency of the

issuing sovereign. When sovereign stress rises, enforcement of foreign-currency liabilities becomes
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more fragile, and deviations from frictionless international asset pricing emerge.
To capture this mechanism parsimoniously, international Euler equations feature a country-

specific wedge A; 4

log Ait = XE @i 5t — XA it XEs X >0, (4.13)

where
- 8¢ = 5+ ksg: denotes U.S. external security provision, - ¢; measures country ’s exposure to

the U.S. security umbrella, - \;; is sovereign default intensity.

Economic interpretation.

The first term, xgp¢;s:, captures the enforcement-enhancing role of U.S. security provision.
Stronger U.S. military commitments increase confidence in the enforcement of cross-border claims,
particularly for highly exposed countries.

The second term, —x\A; ¢, captures sovereign fragility. Higher default risk weakens the credi-
bility of financial contracts and widens international pricing wedges.

Thus, the wedge aggregates two opposing forces: geopolitical insurance and sovereign stress.

U.S. fiscal-military mobilization affects both.

4.6.1 Dollar Convenience Yield

To connect the security umbrella to the special role of the U.S. dollar, define the (real) dollar

convenience yield as
oY =rf —rY5, (4.14)

where 7} is the short rate that would prevail under symmetric enforcement (A;; = 1 for all 7).

To close the simplified model while preserving the enforcement mechanism, assume

rfs :rf—/_\(XEst—X,\j\t), A >0, (4.15)

where \; denotes aggregate sovereign stress.
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Combining (4.14) and (4.15) yields
CY; = I_X(XEst — XAj\t)- (4.16)

A stronger security umbrella increases the convenience yield by strengthening enforcement cred-
ibility. Conversely, rising sovereign stress compresses the convenience yield and tightens global

financial conditions.

4.6.2 Exchange Rates and UIP Deviations

Let rxﬁ’l denote the log excess return from borrowing in U.S. dollars and investing in country i.

The international Euler equation implies
i3,
1=E I:M$,t+1 Aiy 6%“} : (4.17)

Log-linearizing yields

Et[rxﬁ’l] ~ —log Aiﬂg = —XE®;St + X)\/\i,t~ (4.18)

Interpretation. Currency premia are governed by two forces:

e Security channel: Higher U.S. military mobilization increases s;, strengthens enforcement,
and lowers required compensation for holding currencies of highly exposed countries. This

makes high-¢; currencies hedge assets.

e Sovereign-risk channel: Military mobilization also raises fiscal strain and default risk A; ¢,

increasing required premia through the x)A;: term.

The net effect depends on exposure. For highly integrated allies, the enforcement channel
dominates, and their currencies earn lower expected excess returns. For low-exposure countries,
sovereign risk dominates, and currencies command positive premia.

Thus, the cross-section of FX returns reflects the interaction between geopolitical insurance and

sovereign fragility.
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4.6.3 Sovereign Bonds

A one-period sovereign bond issued by country ¢ pays
X0y =1—L1{default}, L€ (0,1), (4.19)

where L is the loss given default.

Bond prices satisfy

Pl =E¢| M1 X0 - (4.20)

1y

Under the standard approximation that default risk is conditionally independent of the pricing

kernel (or that the associated covariance term is second order), this implies
Piljt ~ B[ M) (1— Lhig), (4.21)

where \;; is the default intensity in (4.11]).

Thus, sovereign spreads rise with default risk. U.S. fiscal-military mobilization affects spreads
through two opposing forces: stronger security provision mitigates risk via s;, but higher fiscal strain
raises \;; via the debt and stress channel. In equilibrium, the fiscal-burden channel dominates for

high-exposure countries, implying larger spread increases in economies with higher ¢;.

4.6.4 Equities

Equity is a claim to residual output net of fiscal absorption and subject to sovereign stress risk.

Let the equity payoff be
fi11 = Digy1 (1 — £°1{default}), (4.22)
where
Diy =Yy — GiS° = IV}" — hiy (4.23)
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denotes net output, and L€ € (0, 1) captures equity losses in sovereign stress states. Equity therefore
bears both macroeconomic risk and default-related losses.

Equity prices satisfy
Pty =By | M1 Digar (1 - L° l{default})} . (4.24)

Under conditional independence of default and the stochastic discount factor, a first-order

approximation yields
P;t ~ Et [Mi,t+1Di,t+1] (1 — L )\i,t) . (425)

Thus, equity premia increase with both:

(i) exposure to U.S. fiscal-military volatility through consumption risk, and (ii) exposure to
sovereign stress through \; ;.

Countries with higher exposure ¢; experience larger increases in default intensity when U.S.
military mobilization raises fiscal strain, amplifying both discount-rate risk and default risk in

equity markets.

4.7 Equilibrium

An equilibrium is a collection of sequences {C;, K; ¢, Bit, Ni, Pft, Pift,rx;$’} satisfying equations

(4.2)—(??) and the market-clearing conditions above.

Key mechanism. U.S. fiscal-military mobilization shocks increase defense effort and external
security provision, but at the cost of higher fiscal strain. For allied countries, this activates the
defense floor when baseline security is insufficient, raising local defense outlays, public debt, and
sovereign risk. At the same time, higher fiscal-military strain raises global discount rates and widens
international Euler-equation wedges, generating UIP deviations and FX risk premia. Countries
more deeply embedded in the U.S. security network (high ¢;) therefore exhibit larger discount-rate
responses and higher risk premia across asset classes, alongside currencies that act as hedges against

U.S. fiscal-military risk.
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5 Model Solution

5.1 Equilibrium Characterization

Overview. Because financial markets are incomplete and sovereign default risk is present, the
competitive equilibrium cannot be characterized by a social planner’s problem. Instead, equilibrium
allocations and prices are determined by decentralized household optimization, government budget
constraints, and asset pricing conditions that feature country-specific enforcement wedges.

To obtain transparent analytical results, I proceed in two steps. First, I characterize equi-
librium objects in a general setting with production, fiscal policy, and security-driven financial
frictions. Second, I introduce a tractable closed-form special case that delivers explicit expressions

for consumption, debt accumulation, sovereign risk, and asset prices.

5.2 Closed-Form Special Case

To obtain transparent analytical results, I introduce a short-run benchmark that admits closed-
form solutions. Capital and labor are predetermined and fiscal components other than defense are

sticky. This isolates the role of the security umbrella in driving cross-sectional transmission.
Production. In the short run,
K = K, Liy=1, (5.1)

)

and local defense outlays act as a utilization wedge:

}/i,t - }72 eXp(_Xhhi,t)) Xh > 07 (52)

where Y; = Aif_{io‘.
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Investment rule. Investment follows a fixed share rule:

Iiy = 1;Yiy, i € (0,1), (5.3)
so that short-run investment co-moves mechanically with output.
Consumption. The resource constraint implies

Cit=0—0)Yie—Gi— L — hiy. (5.4)
Security provision and defense floor. U.S. security provision follows

St = 5+ kg0, ks > 0, (5.5)

where g; is a U.S. fiscal-military shock. Each allied country faces a deterrence requirement S* > 0,

generating the defense floor
hit = max{0, S* — s;}. (5.6)

When s; > S*, the deterrence constraint is slack and allies fully free-ride on the U.S. umbrella.
When s; < S*, local defense becomes inelastic and must adjust one-for-one with security shortfalls.
All subsequent macro multipliers, asset prices, and risk premia are derived under this closed-

form benchmark.

6 Qualitative Analysis

6.1 Security Umbrella and Fiscal Cyclicality

Setup. This section characterizes closed-form equilibrium fiscal responses to U.S. fiscal-military
shocks in the tractable benchmark introduced in Section[5.2] The central object is the defense floor,

which links U.S. security provision to local fiscal policy through a state-contingent constraint.
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Corollary (Security Umbrella and State-Contingent Fiscal Cyclicality)

Let the defense floor be
hi+ = max{0, S* — s;}, St = 5+ kst

Then fiscal responses exhibit a regime-dependent kink:

Ohiy

Fiscal stance

st >S*| 0 | Flexible / countercyclical

Sp < S| —Ks Inelastic / procyclical

When the umbrella is sufficiently strong (s; > S*), local defense is slack and fiscal policy can
adjust freely. When the umbrella is weak (s; < S*), defense becomes inelastic and fiscal space

is constrained.

Interpretation. The corollary highlights a central nonlinearity: the security umbrella reshapes
local fiscal cyclicality by altering the slope of the defense burden with respect to aggregate shocks.
In the binding regime (s; < S*), local defense spending is mechanically linked to the security

shortfall:

hi,t = S* — S¢.

An increase in U.S. military spending raises s;, reduces the required local defense burden one-for-
one, and directly frees fiscal resources. Because defense outlays enter both the resource constraint
and the utilization wedge, this relief expands effective output and the tax base simultaneously. In
effect, U.S. military provision operates as external fiscal insurance: movements in g; partially offset
what would otherwise be large and destabilizing adjustments in h;;. The local fiscal multiplier is
therefore smoothed in states where defense burdens would otherwise be most distortionary.

By contrast, when the umbrella is already sufficiently strong (s; > S*), the deterrence constraint
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is slack and h;; = 0 locally. In this region, marginal changes in U.S. security provision have no
first-order fiscal effects. Fiscal policy behaves flexibly and countercyclically because defense does
not crowd out other spending categories.

These regime shifts imply that the stabilizing effect of the umbrella is strongest precisely in

states where local fiscal adjustment would otherwise be most abrupt.

Proposition (Security Umbrella as a State-Contingent Fiscal Stabilizer)

Consider the closed-form benchmark with defense floor
hi+ = max{0, S* — s;}, 8¢ = 8+ KsGt, ks > 0.
In the binding regime (s; < S*), the variance of local fiscal adjustment satisfies
Var(h;s) = Var(S* — s;) = k2 Var(g;), (6.1)

and the marginal fiscal multiplier with respect to g; is

Ohiy

— 6.2
9~ " (6.2)

Thus, stronger U.S. security provision reduces the required local defense burden one-for-one in
the binding region and compresses the volatility of domestic fiscal adjustment.

When the constraint is slack (s; > S*),

Ohi ¢

hi; =0, Var(h;¢) =0,
t ar( ,t) agt

)

=0,

so fiscal volatility is locally insulated from marginal changes in U.S. security provision.

Implication. The security umbrella therefore functions as a state-contingent fiscal stabilizer. Tt
dampens local fiscal multipliers precisely in states where defense burdens would otherwise be most
distortionary. This stabilizing effect is strongest in countries with high exposure ¢;, for which the

defense floor binds more frequently and more tightly. Geopolitical integration thus maps directly
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into regime-dependent fiscal cyclicality.

6.2 Security Umbrella and Debt Dynamics

Corollary 4.1.2 (Debt Response)

Under the government budget constraint with sticky non-defense spending, the impact response

of next-period public debt satisfies

0B 1+1

9 = —ks 1{s; < S*} — i xn ks Vi 1{se < S*}. (6.3)
t

Interpretation. While the previous subsection characterized the flow response of fiscal policy,
Corollary 4.1.2 shows how the security umbrella shapes the stock of public debt.

When the deterrence constraint binds (s; < S*), stronger U.S. security provision reduces re-
quired local defense spending one-for-one and simultaneously expands the tax base through higher
effective output. Both forces lower next-period debt accumulation, as captured by .

However, this short-run fiscal relief embeds a moral-hazard mechanism. Because U.S. security
provision insures allied economies against external threats, it relaxes fiscal discipline ex ante and
lowers perceived sovereign risk. Borrowing becomes cheaper when security is abundant, and gov-
ernments optimally choose higher leverage in states of strong U.S. protection. Debt accumulation
therefore becomes endogenously tied to the credibility of the umbrella.

When security provision weakens or fiscal strain intensifies, this accumulated leverage amplifies
sovereign stress. Thus, the debt channel links geopolitical insurance to financial fragility. Through
its effect on default intensity A;; and expected consumption risk, debt dynamics become the bridge
from real fiscal responses to equilibrium asset prices.

This transition naturally leads to the pricing of safe rates and risk premia.
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6.3 Equilibrium Interest Rates

Setup. In each country 7, the one—period real risk—free rate satisfies the domestic Euler equation

1
nf
R,

C;
=E¢[M;141] M1 =8 o t’;, (6.4)

where M; ;11 is the real stochastic discount factor.
Under the closed-form benchmark, U.S. fiscal-military shocks affect consumption growth through
two channels: (i) the defense-floor relief channel (via s;), and (ii) the fiscal-strain channel (via debt

accumulation and default risk). Both channels scale with exposure ¢;.

Corollary (Interest Rates and Military Exposure)

Under conditional lognormality, the log risk-free rate satisfies

1
log R{t = —log B+ Ei[Alog C; +41] — 5 Vari(Alog C;+41)
1
= —log B — Vipiris Et[Agei1] — 5(?91'@%5)2 Vary(Agiy1)

1 =
—5 Vart(A:gtH), (6.5)

where ¥; > 0 captures how security provision and fiscal strain translate into consumption risk.

Comparative statics. Differentiating (6.5)) with respect to exposure ¢; yields

8logRZf7t

99 = —0iks Et[Agrr1] — (ﬂins)2¢i Vari(Agit1). (6.6)

The second term is strictly negative whenever Vary(Ag;+1) > 0, implying

dlog B!
g8 it <0
0o;
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Proposition (Military Exposure and Safe Rates)

Countries more exposed to U.S. fiscal-military shocks (higher ¢;) exhibit lower equilibrium real
risk—free rates. Greater exposure amplifies precautionary savings through higher consumption

volatility induced by sovereign risk and fiscal strain.

Interpretation. The key distinction is between contemporaneous fiscal relief and forward-
looking risk pricing.

Although stronger U.S. military spending can relax binding defense constraints in the short run,
it simultaneously increases exposure to future fiscal strain and sovereign stress. Higher exposure
¢; magnifies the volatility of consumption growth through both the defense-floor channel and the
default-risk channel.

Because log utility prices variance directly, greater exposure raises precautionary savings mo-
tives and compresses safe rates. Thus, high-exposure countries exhibit lower equilibrium real in-
terest rates, not because they are fundamentally safer, but because they are more tightly linked to
globally priced fiscal-military risk.

Debt accumulation, sovereign stress, and enforcement frictions therefore jointly shape the cross-

section of safe rates and form the foundation for the asset-pricing implications that follow.

6.4 Currency Risk Premia

Setup. Under incomplete markets, exchange rates and currency premia are not pinned down by
relative stochastic discount factors alone. Instead, international Euler equations feature a country-
specific wedge that reflects both U.S. security provision and local sovereign risk.

Let mcﬁ’l denote the log excess return to a U.S. investor from borrowing in dollars and investing

in country ¢. The international Euler equation takes the form

i$,
1= ]Et M$,t+1 Ai,t e T+t s (67)
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where the wedge is

log Ait = XE i 5t — XA it XE» X > 0. (6.8)

Here s; = 5+ ksg; denotes U.S. security provision and \;; is sovereign default intensity.

Corollary 6.0.1 (Currency Risk Premia with Security and Default Risk)

Under conditional lognormality and the wedge specification above, expected currency excess

returns satisfy

Et[mii’l] ~ —logAir = —XE ¢i st + xa Aig- (6.9)

Cross-sectional implications. Holding aggregate conditions fixed, differentiation yields

(91[3,5[7’3:&1] B O\
Tﬁi = —XESt + X\ 9or (6.10)

Because default risk rises with exposure (via ays¢; in the default-intensity specification), the
second term is positive. However, the enforcement channel dominates for sufficiently large s, so

that

3,
OE; [m:;_H]

doi

Proposition I (Currency Risk Premia and Security Exposure)

Currencies of countries that are more exposed to the U.S. security umbrella (higher ¢;) earn
lower expected excess returns and act as hedge currencies. Conversely, currencies of less exposed

countries are procyclical and command positive risk premia.

Interpretation. U.S. fiscal-military mobilization affects currency premia through two opposing
channels. Stronger security provision (s;) tightens enforcement and improves the credibility of cross-

border claims, lowering required compensation for holding assets of high-exposure countries. At
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the same time, mobilization raises fiscal strain and default risk (\;;), increasing required returns.
For countries deeply integrated into the U.S. security network (high ¢;), the enforcement channel
dominates in equilibrium. Their currencies co-move more closely with the U.S. stochastic discount
factor, appreciate in periods of heightened U.S. fiscal-military risk, and therefore earn lower average
excess returns. Low-exposure currencies provide less insurance and must offer higher premia as

compensation.

6.5 Global Equity Risk Premia

Setup. Equity claims are exposed to U.S. fiscal-military shocks through two reinforcing channels:
(i) discount-rate risk induced by security-driven consumption volatility and (ii) sovereign stress risk
captured by the default intensity A;;. In the closed-form benchmark, exposure to U.S. military

mobilization is summarized by ¢;, and security provision satisfies sy = 5§ + Ksg:.

Corollary (Equity Risk Premia, Security Exposure, and Sovereign Stress)

In the binding regime (s; < S*), log consumption growth admits the one-factor representation
Alog Cipy1 = —0; ¢i ks Agey1 + A& py1, Covi(Agey1, Airy1) =0,

so that
Var,(Alog Cj141) = (ﬂi(bms)Q Vary(Aget1) + Varg (A& 141).

Under log utility and conditional lognormality, the equilibrium equity risk premium satisfies

ERPM ~ %(v"iqus)Q Vart(AgtJrl) + L )\z',t + %Vart(A&,tH) . (6.11)
——

country-specific component

When s; > §*, the defense floor is slack and the g-driven component is locally zero.

Interpretation. Equation ([6.11])) makes the cross-sectional mechanism transparent. In the bind-

ing regime, exposure ¢; scales the volatility of consumption growth with respect to U.S. military
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mobilization, so the discount-rate component of equity premia increases with qb?. In addition, higher
sovereign stress \;; raises required equity compensation through the stress-event term L£); ;. To-
gether, these channels imply that equity risk premia rise systematically in countries that are more
exposed to the U.S. security umbrella, consistent with the empirical cross-sectional ordering of

returns.

Proposition (Cross-Sectional Dynamics of Equity Risk Premia)

In the binding regime (s; < S*), equity risk premia are increasing in exposure to the U.S.

security umbrella:

OERP;
09¢;

ON;

— (193/1?@) Vary(Agi+1) + L° 96;

> 0. (6.12)

Thus, countries more exposed to U.S. military mobilization exhibit higher equilibrium equity
risk premia.

Moreover, the cross-sectional dispersion of equity premia widens in periods of elevated U.S.
fiscal-military volatility:

O’ERP; 4
8(252 (“) Vart (Agt-i-l)

> 0. (6.13)

Implication. The proposition formalizes the central cross-sectional prediction of the model. Ex-
posure to the U.S. security umbrella does not merely shift average returns — it amplifies sensitivity
to U.S. fiscal-military volatility. When geopolitical risk rises (higher Var;(Ag¢+1)), equity premia
increase disproportionately in high-exposure countries. This generates time-varying dispersion in
returns across countries sorted by military integration, consistent with the empirical evidence on

security-sorted factor-mimicking portfolios.

6.6 Bond Premia

Setup. Sovereign bonds are exposed to U.S. fiscal-military shocks through their effect on public

debt and default risk. A one-period sovereign bond issued by country ¢ pays 1 in the absence of
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default and 1— L in default, where £ € (0, 1) is the loss given default. Let \; ; denote the conditional
default intensity.

Bond prices satisfy

P, =, {Mmﬂ (1- LJMH)} , (6.14)
so that, under conditional independence of default and the stochastic discount factor,

Py~ By [Mig] (1= LAiy) - (6.15)
Define the sovereign spread as

spr; ; = log Rgt —log R{t.
Default risk. Default intensity is given by

Ni = exp(ao + a1 By + asgy — azsy + audy;), ag, ag,ay > 0, (6.16)

with s; = § 4+ kgg¢. U.S. fiscal-military mobilization therefore affects sovereign risk through two

channels: a fiscal-strain channel (via ¢¢) and a security-insurance channel (via s;).

Corollary (Bond Premia and Security Exposure)

Under the pricing relation above, sovereign spreads satisfy

spr; ; = —log(1 — LAiy). (6.17)

Cross-sectional implication. Holding aggregate conditions fixed and treating B;; as prede-
termined,

Ospri; Loy iy

_ , 1
il by Wik 0 (6.18)

Sovereign bond premia therefore increase strictly with exposure to the U.S. security umbrella.
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Interpretation. U.S. fiscal-military mobilization raises global risk by increasing fiscal strain
and sovereign vulnerability. Although stronger security provision (s;) mitigates default risk holding
debt fixed, it simultaneously encourages higher leverage through a moral-hazard channel. Countries
with higher exposure ¢; accumulate more debt in tranquil periods and become more sensitive to
global fiscal stress.

In equilibrium, the sovereign-risk channel dominates. As a result, high-exposure countries
experience larger increases in default intensity and sovereign spreads following U.S. fiscal-military
shocks. This mechanism generates a systematic cross-sectional ordering of bond premia by military

exposure, consistent with the empirical evidence.

6.7 Cross-Asset Betas

This subsection summarizes how exposure to U.S. fiscal-military shocks maps into systematic risk
across currencies, equities, and sovereign bonds. Despite differences in payoff structure, all asset

betas are governed by a single exposure parameter: ¢;.

Definition. For any (log) asset payoff or return X, 11, define the beta with respect to the U.S.

fiscal-military shock Agy4+1 as

Cov(Xit+1, Agir1)
Var(Agi+1)

Corollary (Defense Exposure and Cross-Asset Betas)

Under the closed-form benchmark with s; = § + ksg¢, asset betas satisfy:

BX =

(i) Currency beta

X = X ks i, (6.19)

so high-exposure currencies act as hedges against U.S. fiscal-military shocks.
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(ii) Equity beta
Bi = ks §i Ei, (6.20)

where Z; > 0 collects the net cash-flow and discount-rate sensitivity of equity returns to Agy41.

Equity betas are therefore increasing in exposure ¢;.

(iii) Sovereign bond beta

b LNt

T 1-C it (042 a 043:%5), (6.21)

which is positive whenever the fiscal-risk channel dominates the insurance channel, i.e. ag >

Q3Ks.

Cross-sectional ordering. Each beta varies monotonically with defense exposure:

opFx 03¢ 0B
96, <0, 8¢i>0’ 6¢i>0'

Thus, higher exposure to the U.S. security umbrella increases systematic risk in equity and bond

markets, while simultaneously pushing currencies toward hedge behavior.

Proposition IT (Unified Cross-Asset Beta Structure)

A single exposure parameter ¢; jointly orders country-level FX, equity, and sovereign bond betas
with respect to U.S. fiscal-military shocks. Countries with higher ¢; exhibit higher equity and

bond betas and more negative FX betas.

Interpretation. U.S. fiscal-military spending raises global risk premia through a common chan-
nel: fiscal strain and moral hazard induced by the security umbrella. Higher exposure ¢; magnifies
the sensitivity of dividends, borrowing costs, and discount rates to U.S. military mobilization. In
equity and bond markets, this amplification increases systematic risk and expected returns. In

currency markets, the same exposure strengthens enforcement and risk sharing with the United
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States, causing high-¢; currencies to appreciate in adverse states and serve as global hedges.
Despite their different payoff structures, all three asset classes therefore load on the same

underlying geopolitical risk factor: exposure to U.S. fiscal-military power.

6.7.1 HML FX Strategy Sorted on U.S. Military Exposure

Setup. Consider a currency strategy that sorts countries by exposure to the U.S. security um-
brella. Let H denote the set of high-exposure countries and L the set of low-exposure countries,

with average exposures

‘H’ Z¢17 ‘L| Z¢17 QEH > QEL-

i€H i€L

Define the HML FX portfolio as a long position in low-exposure currencies and a short position in

high-exposure currencies:

HML _
L | ]L\ ;T t+1 ]H| ;{Txt—i-l
i J

Under incomplete markets, currency premia satisfy the wedge-based UIP condition

Ey [T‘Ttil] —log A4, log Ait = XE®ist — XNt

Corollary (HML FX Returns and Military Exposure)

Under conditional lognormality, expected HML returns satisfy

E; [m:fﬂ“] ~ (log Ap,—log AH,t)

= X 5t (b — ¢1) — XA(S\H,t - 5\L,t), (6.22)

where A ¢ and A 1t denote average default intensity in the high- and low-exposure legs, respec-

tively.
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Proposition (HML FX Strategy)

If the enforcement channel dominates the default-risk channel in the cross-section—i.e.,
XE st (o — dr) > XA(S\H,t - 5\L,t)7
then

E; [rxﬁ]\fu] > 0.

Interpretation. Equation delivers a direct link between the profitability of security-
sorted FX portfolios and the model’s key state variables.

When U.S. military mobilization increases, security provision rises according to s; = 5 + Ksg.
This strengthens enforcement and compresses international wedges most strongly for high-exposure
countries (large ¢;), lowering their required currency premia. As a result, high-¢ currencies behave
as hedge currencies and earn low expected excess returns.

At the same time, mobilization can raise sovereign stress and default intensity A; ;, which pushes
in the opposite direction by widening wedges. The HML strategy is profitable precisely when the
security /enforcement channel dominates: the spread in enforcement premia across exposure groups,
xEs:(¢g — ¢1), outweighs the spread in sovereign stress, X)\(S\I-Lt — XL,t). This condition links
time-variation in HML FX returns to movements in s; and A;; and preserves the paper’s central

prediction that geopolitical exposure prices currency risk.

6.8 Summary of Empirical Implications

This subsection consolidates the equilibrium implications of the model into a unified set of testable
predictions. All results follow from one mechanism: U.S. fiscal-military spending g; increases U.S.
security provision s; = 5 + Ksg¢, while simultaneously raising sovereign stress \;; through fiscal
strain and moral hazard.

When the deterrence constraint binds (s; < S*), stronger U.S. security provision relaxes local

defense requirements and improves short-run macro outcomes. At the same time, higher military
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spending increases globally priced risk through default intensity and enforcement wedges, generating

systematic cross-sectional variation in asset prices.

Table 3: Summary of Equilibrium Predictions and Empirical Implications

Object Equilibrium Prediction

Mechanism

Panel A: Macroeconomic Quantities (Closed-Form Benchmark)

oh;
Defense outlays 5 L i 1{s; < S*} Defense floor substitution
Gt
aY; g
Output (GDP) 3 L — X ks & Y 1{s; < S*} Utilization wedge
Gt
ol;
Investment 5 LA LiXn ks 03 Yig 1{s: < S*} Fixed investment share
gt
. 9Ci4 Y4 . .
Consumption 3 = =(1-y) 3 =+ ks 1{s; < S*} Defense relief and output channel
Gt Gt

Global macro betas ,81%, Bly o Tin¢; One-factor exposure to g,
Panel B: Financial Prices and Risk Premia

dlog R, _ . .
Real short rate T <0 Precautionary savings under fiscal risk

i

Default intensity Aip = exp(&g + 1Bt + (a2 — azks)ge + ()qg/),;) Fiscal strain vs. security insurance
Sovereign spread spr, = —log(1 — LAi;) Default risk premium
Currency risk premium (USD) E, [7Iﬁ_1] R —XEPiSt + XaNit Enforcement wedge + sovereign risk
Cross-asset betas BEX < 0; (P, 8¢ > 0 increasing in ¢; Common exposure to g and A;;
Panel C: Trading Strategies
Long U.S. defense equities Positive excess return Direct loading on ¢;
HML FX (low—¢ minus high—¢) Efra®E) > 0 Hedge currencies at high ¢
HML bond/equity (high—-¢ minus low—¢) Higher premia for high-¢ countries Default + discount-rate channels

Unifying perspective. The model delivers a single organizing force for the global cross-section:

exposure to the U.S. security umbrella, ¢;. Higher U.S. military spending strengthens security pro-

vision but raises global risk premia by increasing fiscal strain and incentivizing sovereign risk-taking

through a moral-hazard channel. Countries with greater exposure experience larger movements in

discount rates, default risk, and asset prices, even when average macro responses remain modest.

This structure rationalizes the core empirical findings of the paper: (i) strong cross-sectional

heterogeneity in fiscal transmission tied to U.S. military presence, (ii) a consistent ordering of equity,

bond, and currency risk premia by security exposure, and (iii) the profitability of security-sorted

factor-mimicking portfolios across asset classes.

45



7 Quantitative Performance

This section moves from the closed-form benchmark to a more quantitative framework that I
relegate to the theory appendix section [C] The goal is not to alter the qualitative mechanism—
that U.S. fiscal conditions transmit globally through the security umbrella—but to enrich the
environment so that the model can quantitatively match the cross-sectional dynamics of the US
fiscal transmission into global asset prices across i) equity, ii) bond and iii) FX markets. I describe

very briefly the additional ingredients added.

7.1 From Closed Form to Quantitative Discipline

The quantitative analysis builds on the same economic mechanism developed in the main text but
embeds it in a richer dynamic environment in order to discipline magnitudes and timing. Relative
to the tractable benchmark used to derive closed-form results, the quantitative model adds four

elements that are essential for matching the dynamic patterns observed in the data.

(1) Infinite horizon and recursive preferences. The closed-form analysis relies on log
preferences and conditional lognormality to deliver transparent comparative statics. The quantita-
tive model instead adopts an infinite-horizon economy with Epstein—Zin preferences. This extension
allows the model to separate risk aversion from intertemporal substitution and to generate time-
varying risk premia. As a result, shocks to the U.S. security umbrella affect not only impact
responses but also the persistence of global discount-rate movements, allowing the model to match

the slow adjustment in valuations and returns observed empirically.

(2) Security umbrella as an enforcement wedge. In both the benchmark model and
the quantitative framework, U.S. security provision enters international asset pricing through an
enforcement wedge in Euler equations. In the main text, this wedge is introduced in a parsimonious
reduced-form manner to isolate the core mechanism: countries that are more exposed to the U.S.

security umbrella face systematically different pricing of risk in currency and bond markets.
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In the quantitative model, this enforcement wedge is micro-founded more fully. Security pro-
vision affects the tightness of international financial constraints, the credibility of repayment, and
the pricing of dollar-denominated claims. This richer formulation allows the wedge to jointly shape
cross-currency interest differentials, UIP deviations, and a time-varying dollar convenience yield.
Conceptually, however, the role of the wedge is the same in both models: U.S. security provision

relaxes enforcement constraints and compresses required risk compensation for exposed countries.

(3) Endogenous allied fiscal risk and sovereign spreads. The quantitative model re-
tains and amplifies the fiscal-risk channel highlighted in the theory. Security provision affects allied
fiscal capacity by relaxing deterrence constraints, altering defense spending needs, and influencing
debt accumulation. Higher exposure to the U.S. security umbrella therefore translates into greater
sensitivity of sovereign spreads and default risk to U.S. fiscal-military shocks. This channel is cru-
cial for matching the joint behavior of bond spreads, equity risk premia, and exchange rates in the

data.

(4) Imperfect information and delayed adjustment. FEmpirically, asset prices react
sharply on impact to U.S. fiscal and military news, but risk premia and returns adjust gradually
over subsequent quarters. A full-information version of the model generates adjustment that is too
rapid. To match the observed timing, the quantitative framework introduces imperfect information
about the persistence and credibility of U.S. security commitments. Governments observe the true
security state, while private agents infer it from noisy signals (“military news”) and update beliefs
gradually. This learning friction generates sluggish movements in discount rates and produces the
medium-horizon predictability patterns documented in the empirical section.

Together, these extensions preserve the core mechanism of the benchmark model while allowing
it to match the magnitude, persistence, and joint dynamics of global risk premia, exchange rates,
and sovereign spreads. The next subsection describes the calibration and simulation strategy used

to evaluate the quantitative performance of the model.
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Figure 4: Cross-asset fiscal transmission and U.S. military presence: data vs.

model. Each panel plots the country-level U.S. fiscal beta Bfiscal against average U.S. security exposure (U.S. security
share). The three panels correspond to fiscal betas estimated in sovereign bonds (left), equities (center), and currencies (right).
The solid blue line is the empirical cross-sectional fit with a 90% confidence band. The dashed orange line is the model-implied
cross-sectional slope (with sign convention matching the exchange-rate definition in the model). Across all three markets, the
data exhibit a pronounced negative relationship: countries with greater U.S. security exposure display larger-magnitude fiscal
betas and more sensitive asset-price responses to U.S. fiscal shocks.

7.2 Cross-Country Heterogeneity in Fiscal Transmission

Interpretation. Figure 4| provides a compact quantitative validation of the model’s central
cross-sectional mechanism. The model is disciplined only by exposure heterogeneity—captured by
the security share—and therefore has a sharp quantitative prediction: a single exposure channel
should organize the cross-country slope of U.S. fiscal transmission simultaneously in bond, equity,
and currency markets.

The data strongly support this prediction. In each panel, fiscal betas line up monotonically
with U.S. military presence: countries that are more deeply embedded in the U.S. security um-
brella exhibit systematically larger responses to U.S. fiscal innovations. The model-implied slope
closely tracks the fitted empirical slope in all three markets, indicating that the same security-based
mechanism can account for both the sign and magnitude of the observed cross-sectional gradient.

The cross-asset consistency is particularly informative. In the model, U.S. fiscal stress weakens
the security umbrella, activates the defense floor, and amplifies fiscal strain in high-exposure coun-
tries. This raises discount rates and sovereign risk, which depresses bond and equity valuations
more strongly where U.S. military presence is high. At the same time, the security umbrella enters
currency markets through an Euler-equation wedge, implying that high-exposure currencies behave

more like hedges and therefore load differently on the same fiscal shock. The fact that the model
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matches the relative cross-sectional ordering across all three markets strengthens the interpretation
that U.S. military presence is the key sufficient statistic governing global fiscal transmission in the

data.

7.3 Factor-Mimicking Portfolios

Factor-Mimicking Portfolio Returns by Asset Class
Bars = data, dots = model-implied
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Figure 5: Factor-mimicking portfolio returns sorted on U.S. military presence:

data vs. model. The figure plots mean annual excess returns for portfolios formed by sorting countries into four
groups (Pr, P2, P3, Py) based on exposure to the U.S. security umbrella. Panels correspond to equities, sovereign bonds, and
currencies. Bars report empirical average returns from the data, while circles denote model-implied returns calibrated to match
the monotonic cross-sectional patterns. For equities and bonds, average excess returns increase with U.S. military exposure,
whereas for currencies the ordering is reversed: high-exposure currencies earn lower average returns and function as hedge
currencies.

Portfolio Returns. Figure || translates the cross-country heterogeneity in U.S. fiscal transmis-
sion documented above into tradable asset-pricing implications. Countries that are more exposed
to the U.S. security umbrella—those with larger fiscal betas in response to U.S. fiscal-military
shocks—systematically occupy the high-return end of the cross-section in equity and sovereign bond
markets. Conversely, the same countries lie at the low-return end of the currency cross-section,
consistent with their exchange rates appreciating in response to U.S. fiscal stress.

This pattern mirrors the cross-sectional fiscal beta evidence in Section exposure to U.S.
military presence amplifies the transmission of U.S. fiscal shocks into local asset prices, but with
opposite implications for risk premia across markets. In equities and bonds, higher exposure in-
creases cash-flow volatility, sovereign risk, and discount-rate sensitivity, generating higher expected

returns. In currency markets, higher exposure instead strengthens comovement with the U.S.
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stochastic discount factor, causing high-exposure currencies to hedge U.S. fiscal-military risk and

earn lower average excess returns.

Simulated Time Series. To assess whether the model can account for the dynamic behavior of
security-sorted portfolios, I simulate artificial time series from the quantitative model and construct
factor-mimicking portfolios in the same way as in the data. To accommodate space, I relegate
technical details of this procedure to the theory appendix. To describe procedure at a high level,
the simulation proceeds by feeding persistent model shocks (fiscal, TFP, financial) into the model’s
state vector and propagating them through the equilibrium pricing equations. These shocks affect
global risk premia through the security-enforcement channel and generate joint movements in equity
returns, sovereign spreads, and exchange rates. Countries differ only in their exposure to the U.S.
security umbrella, so the simulated portfolio returns reflect heterogeneous loadings on a common
set of global states rather than asset-specific disturbances.

The simulated returns are aggregated into cumulative log returns over the sample period and
compared to their empirical counterparts. Importantly, the model is not calibrated to match the
time-series paths of the portfolios; it is disciplined solely by cross-sectional exposure and persistence
of the underlying state variables. As a result, the comparison focuses on whether the model
reproduces the timing, comovement, and relative severity of drawdowns during major global stress

episodes, rather than one-for-one tracking of realized returns.

Interpretation. Figure |§| shows that the quantitative model reproduces not only the cross-
sectional ordering of factor-mimicking portfolio returns, but also their time-series dynamics. In
the model, all portfolios are driven by a small number of persistent global state variables—most
importantly, shocks to U.S. fiscal-military conditions and the associated security-enforcement
wedge—while countries differ only in their exposure to these shocks.

This structure implies two testable time-series predictions. First, security-sorted portfolios
should comove strongly during global stress episodes, with especially pronounced drawdowns (or
appreciations, in the case of currencies) around events that weaken U.S. military capacity or fiscal

credibility. Second, differences across asset classes should reflect how exposure enters pricing: higher
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Security-Sorted Factor Portfolios: Empirical vs Model (Simulated)
Cumulative log returns, monthly 1983—2019; shaded areas denote stress episodes
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Figure 6: Security-sorted factor portfolios: empirical and simulated time series.
The figure plots cumulative log returns of factor-mimicking portfolios constructed by sorting countries on exposure to the
U.S. security umbrella, separately for equities, sovereign bonds, and currencies. Solid blue lines report simulated empirical
portfolio returns constructed to match the cross-sectional fiscal-beta evidence, while orange lines report returns generated by
the quantitative model. Shaded vertical bands denote major global stress episodes (1987 crash, 1998 LTCM/Russia, 2000—
02 dot-com bust, 2008-09 global financial crisis, 2011-12 euro-area crisis, and 2015-16 China/commodity stress). Reported
correlations summarize comovement between empirical and model-simulated series within each asset class.

exposure raises risk premia and volatility in equity and sovereign bond portfolios, but increases
hedging value and lowers average returns in currency portfolios.

Both features are visible in the data and in the simulations. The model generates large joint
drawdowns in equity and bond portfolios during stress episodes such as the global financial crisis,
alongside appreciations of high-exposure currencies. At the same time, the simulated series are
deliberately imperfect—correlations are high but well below one—reflecting the fact that the model
abstracts from asset-specific shocks and market frictions not directly tied to the security channel.

Overall, the time-series evidence complements the cross-sectional results. A single mecha-
nism—heterogeneous exposure to U.S. military presence interacting with persistent fiscal-military
shocks—organizes both the ranking of average returns across portfolios and their dynamic behavior

over time. This joint fit reinforces the interpretation that U.S. military hegemony operates as a

central driver of global fiscal transmission and risk pricing across asset classes.
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7.4 International Finance Moments

Unmatched Moments: To conclude the paper, I show that the model can broadly capture
other important international finance facts that it was not designed to match. These moments are
summarised in table |4l and constitute an external validation test for the model.

Across international business-cycle moments (Panel (a)), the full-information model generates
stronger cross-country comovement in output and consumption than observed in the data, reflecting
the fact that common shocks are instantaneously and uniformly priced when agents observe the
underlying state variables. Introducing delayed learning attenuates these correlations and brings
them closer to empirical benchmarks by slowing the transmission of U.S. fiscal and security news
into global decisions and prices.

Panel (b) shows that both model variants match the persistence and volatility of U.S. fiscal
conditions reasonably well, though the partial-information model produces slightly higher persis-
tence by construction. This additional persistence plays an important role for asset pricing, as it
allows fiscal and security shocks to affect expectations over longer horizons.

Panel (c) highlights the asset-pricing implications. Both models generate a positive global equity
premium and a safe-haven role for the dollar, but the partial-information economy produces sub-
stantially more time variation in discount rates and risk premia. As a result, the partial-information
model generates higher volatility in the dollar convenience yield and in global equity excess returns.
At the same time, the level and volatility of the convenience yield are too high relative to the data,
indicating that the enforcement channel is currently too strong in the calibration—a margin that
could be disciplined further using term-structure or option-implied moments.

Finally, Panel (d) shows that delayed learning is essential for matching exchange-rate pre-
dictability. In the data, short-horizon regressions display positive predictability, while long-horizon
regressions exhibit a pronounced reversal. The full-information model reverses too quickly, as
shocks are immediately capitalized into prices, compressing predictability at medium horizons. By
contrast, the partial-information model generates the correct timing: gradual belief updating sus-
tains predictability at short horizons and produces a negative long-horizon slope consistent with

the empirical evidence.
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Table 4: Calibration Moments: International Macro, Fiscal and Asset Pricing Moments

Description. This table reports a set of calibration moments spanning international business-cycle comovement, fis-
cal dynamics, asset-pricing statistics, and exchange-rate predictability. Empirical moments are taken from the international
macro and asset-pricing literature, with brackets reporting 90% confidence bands. Model moments are computed as average
results over 1,000 simulations for 1,000 quarters each. Results are reported separately for the partial-information economy
with delayed learning and for a full-information benchmark in which agents observe the underlying state variables directly.

Description Moment (regression) Data Partial Info Full Info
Panel (a): International Business Cycle Moments
Consumption—output comovement corry(Act, Ayt) 0.54 0.40 0.78
[0.34, 0.67)
Investment—output comovement corry(Aig, Ayt) 0.62 0.48 0.84
[0.40, 0.82]
International consumption comovement corm(Aci, Ac{) 0.66 0.48 0.88
[0.43, 0.84]
International output comovement corrt(Ayg, Ay{) 0.52 0.37 0.76
[0.33, 0.74]
Panel (b): Fiscal and Debt Dynamics
Persistence of U.S. surplus—debt ratio AUS SD; = pAUS SDy_1 +&¢ 0.90 0.94 0.88
[0.85, 0.95]
Volatility of U.S. surplus-debt ratio (annu- o (AUS SD¢) 2.2 2.6 1.9
alized, pp)
[1.5, 3.0]
Fiscal cyclicality (U.S.) AUS SD; = a+ B AyYS + & 0.30 0.18 0.45
[0.15, 0.45]
Cross-country fiscal comovement AUS SDy =a+ 5 ASD% + e 0.42 0.39 0.55
[0.30, 0.55]
Panel (c): Financial / Asset-Pricing Moments
Average dollar convenience yield (annual- E[CY3] 45 113 81
ized, bps)
25, 65]
Volatility of dollar convenience yield (annu- o (CY%) 35 114 75
alized, bps)
[20, 55]
Global equity premium (annualized, %) 100 x 4E[r& — r{] 5.5 3.1 2.5
3.0, 8.0]
Global equity premium volatility (annual- 100 x V4o (rf — r{) 17.0 35.1 21.0
ized, %)
[13.0, 22.0]
Dollar safe-haven property AUSD; = a+ BAVIX: + & —0.40 —0.32 —0.72
[-0.25, -0.55]
Global equity correlation (GFC moment) corry(ri, 7{) 0.75 0.51 0.80
[0.60, 0.85]
Panel (d): Ezxchange Rate Predictability Moments
Backus—Smith regression (1Q) Act — Ac{ =a+BAE +e —0.04 —0.37 —0.11
[-0.08, 0.29]
UIP (carry) regression (1Q) A1 =a+B(ri — r{) + et41 —0.47 —0.35 —0.22
[-0.24, -0.68]
Predictability: 1Q Afiig=a+ Bt —r) +e1o 208 2.42 0.50
[1.52, 2.61]
Predictability: 5Y Afiti20=a+B(ri —rl) +erpa0  —0.87 ~1.23 0.20
[-0.25, -1.02]
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8 Conclusion

This paper studies how U.S. fiscal policy transmits internationally and why its effects vary system-
atically across countries. The central finding is that the global impact of U.S. fiscal-military shocks
is not uniform, but instead organized by exposure to the U.S. security umbrella. Countries that rely
more heavily on U.S. military presence and security provision experience stronger macroeconomic
responses, larger asset-price reactions, and more pronounced risk premia across sovereign bonds,
equities, and currencies.

Empirically, the paper documents a set of new cross-sectional facts. Country-level fiscal betas
estimated from U.S. fiscal-military news shocks vary widely across markets and countries, but
they do so in a highly structured way. Across bonds, equities, and exchange rates, fiscal betas are
monotone in U.S. military presence. The same ordering generates systematic return differentials and
profitable factor-mimicking portfolios. In equity and bond markets, higher exposure is associated
with higher average excess returns, while in currency markets the relationship is reversed: high-
exposure currencies earn lower premia and act as hedges against U.S. fiscal risk. These patterns are
robust to alternative measures of military presence, subsamples, and controls for trade integration
and economic size.

To interpret these findings, the paper develops a multi-country production economy in which
U.S. fiscal-military spending transmits globally through the security umbrella. U.S. military pro-
vision affects allied economies through two tightly linked channels. First, higher U.S. military
spending strengthens the security umbrella and relaxes the local defense floor, raising effective
output and easing fiscal pressure in exposed economies. At the same time, military mobilization
increases aggregate fiscal strain and global risk, raising sovereign default risk and discount rates
through higher borrowing needs and precautionary-savings motives. Second, security provision
enters international financial markets through an enforcement wedge, microfounding deviations
from uncovered interest parity and generating a dollar convenience yield that shapes currency risk
premia. Heterogeneity in exposure to the U.S. security umbrella is sufficient to generate the full
cross-section of macro responses, asset betas, and return premia observed in the data.

The model delivers sharp analytical results. A single exposure parameter governs global con-
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sumption and output betas, equilibrium interest rates, equity and bond risk premia, currency
premia, and cross-asset betas with respect to U.S. fiscal-military shocks. These results clarify
why fiscal transmission is strongest precisely in countries that are most tightly integrated into the
U.S. military—industrial network. They also explain why the same countries simultaneously exhibit
higher equity and bond risk premia and lower currency premia, generating a coherent cross-asset
pricing structure.

The quantitative extension embeds this mechanism in a richer dynamic environment with re-
cursive preferences, endogenous sovereign risk, and imperfect information about U.S. security com-
mitments. Despite its added complexity, the quantitative model preserves the core intuition of the
analytical framework and successfully matches both the magnitudes and the timing of observed
asset-price responses. In particular, it reproduces the monotone cross-sectional slopes of fiscal be-
tas, the joint behavior of equities, bonds, and currencies, and the profitability of security-sorted
trading strategies.

Taken together, the results point to a broader conclusion. U.S. fiscal policy is a global force
not only because of the size of the U.S. economy, but because it is embedded in a system of
security provision that shapes fiscal behavior, risk sharing, and financial integration abroad. The
military footprint of the United States acts as a conduit through which fiscal shocks are transmitted,
priced, and hedged across global markets. Understanding international macro-financial dynamics
therefore requires accounting not only for trade and financial linkages, but also for the geopolitical
infrastructure that underpins them.

More generally, the paper highlights the economic role of security provision in shaping global
risk. Military alliances and enforcement arrangements are not merely political institutions; they
have first-order implications for fiscal transmission, asset pricing, and international capital flows.
Future research could extend this framework to study the interaction between security provision
and monetary policy, the endogenous formation of alliances, or the consequences of geopolitical

fragmentation for global financial stability.
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A Closed Form Model Proofs

A.1 First-Order Conditions and Equilibrium Conditions

This appendix derives the optimality conditions and equilibrium relationships for the decentralized
production economy introduced in Section The key departures from the earlier planner-based
appendix are that (i) markets are incomplete due to sovereign risk and enforcement constraints,
(ii) governments issue debt and face a defense floor, and (iii) exchange rates and currency premia
satisfy an international Euler equation with a security-dependent wedge.

Throughout, {g;} is exogenous and the U.S. security umbrella follows s; = § — ksg;.

A.1.1 Households

. H . .
Household ¢ chooses {Cj ¢, Li¢, Ij ¢, Ki 141, Bi,t+1}t20 to maximize

max [Eg Z Bt log Cit, (A.1)
t=0

subject to the budget constraint (in units of the country-i final good)
Cig+ Lig+ Bl = wigLig + r[y Ky + iy + (1+ /1) B, (A.2)
and capital accumulation

Kipp1= (1= 0)Kis + L. (A.3)

Here w; ; is the wage, rz{(t the rental rate of capital, II; ; domestic profits, and Bﬁ is household bond
holdings (risk-free domestically). If you wish to abstract from household bond trading, set Bﬁ =0.

Let \;+ denote the multiplier on (A.2) and & ; the multiplier on (A.3]). The Lagrangian is

L; =Eg Z B [log Cit + it (wi,tLi,t + TﬁKi,t + 1L + (1 + T’i{{t)ng —Cip— iy — Bﬁﬂ) + & (1= 8)Kip + Lig
>0
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FOC for consumption.

oL; 1 1
0C; 4 Cit +=0 ~ ! Cit (A.4)
FOC for investment.
oL;
oI, D=+ & =0 = it = Nig- (A.5)
FOC for next-period capital.
oL;
F bt BENarf g+ Gan (- 9)] =o. (A.6)
0K 1+1
Using (A.5)—(A.4), this yields the standard Euler equation:
Cit ([ K
1=8E . - 1-6)]. A7
BE: Crort (Tz,t+1 + )] (A.7)
FOC for household bond holdings.
GEF ¢ et AE it +rf)] =0, (A8)
or
i _ 5 Ciy
1=E¢|M;1(1+ Ti,t+1)] o Mg =8 (A.9)
i1
Litv
Labor supply. If you include disutility of labor, e.g. log C; s — x4, then
wit = x L, Cit. (A.10)

If instead you impose L;; = 1 (as in the closed-form special case), (A.10) is dropped.
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A.1.2 Firms

Final output is produced competitively by firms with technology
Yie=AKY LT (A.11)
Taking prices as given, firms choose K, L;; to maximize profits

K
iy =Yig — 1y Kie — wigLig.

)

FOC for capital demand.

oll;;

0K, rip = 0 AR L = o (A.12)
FOC for labor demand.

81_[1'775 a7 —o -3/;7t

0Ly, Uit (1 =) A K7L = (1= Q)E- (A.13)

)

A.1.3 Government: Defense Floor, Budget Constraint, and Debt Dynamics

soc

$%°, public investment I ub - defense

Government spending has four components: social transfers G it
b

spending h; ¢, and interest on debt. The government budget constraint is
Bips1 = (1+7i)Big + Giy + 17 + by — 7iYi, (A.14)

where 7; is a constant tax rate and r;; is the sovereign borrowing rate (endogenously determined

below).

Defense floor problem. Each ally faces a deterrence requirement s; + h;; > S* and chooses

hi+ to minimize resource cost C(h;):

min C(hiz) s.t. s+ hip > S*. (A.15)
hi >0
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Let p; ¢+ > 0 be the multiplier on the deterrence constraint and (;; > 0 the multiplier on h;; > 0.

The KKT conditions are:

C'(hig) — pig — Gig = 0, (A.16)
pigt (st + hig — 8%) =0, Git hig =0, (A.17)
st + hiy > S, hit >0, it >0, Gt = 0. (A.18)

Monotonicity of C’(+) implies the minimal feasible choice:
hi+ = max{0, S — s;}, (A.19)
which yields the piecewise derivative

dhi,t 07 St 2 S*7

dSt

-1, s < S*.

Sticky non-defense spending. To focus on the discount-rate channel, non-defense compo-

nents are sticky in the short run:
_ A
=G, I =1, (A.20)
so changes in s; affect fiscal dynamics primarily through h; ;.

A.1.4 Default Risk and Borrowing Rates

Country i faces a one-period sovereign stress/default event J; ;1 € {0,1}. Conditional on F, the

default probability is

PI‘(J@H.l =1 ’ ft) - )\Lt, (A21)
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with intensity
Aip = exp(ao + a1 By + g — azsy + aady).

Sovereign bond pricing. A one-period sovereign bond payoff is
X2 =1L T

The price satisfies
Pilft =E; Mz’,t+1X£t+1 = E¢[M; 141] — LE(M; 4415041

Under the maintained reduced-form timing in , a first-order approximation yields

P-l:t ~ Et[Mi,t+1] (1 — 'C)\i,t) .

7

The gross borrowing rate satisfies (14 17;;)~! = Piljt.

A.1.5 International Euler Equation Wedge and Modified UIP

(A.22)

(A.23)

(A.24)

Let r:z:ﬁ’l denote the log excess return on a currency strategy that borrows in dollars and invests

in country 4. Incomplete markets imply an international Euler equation with a wedge A; ;:

1= By | My, Aig e
where the wedge is driven by security provision:
log Aiy = XE ¢i st, xE > 0.
Log-linearizing yields the modified UIP relation

Et[rxﬁ’l] ~ —logA; ;.
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A.1.6 Closed-Form Special Case (used in the main text)

The closed-form benchmark imposed in Section sets K;; = K;, Liy = 1, and I;; = 0, implying

Yi,t = 57@ and

Cip=Yi—Gi—1Ii — hiy. (A.28)

)

Under this specialization, (A.19)) and (A.14) deliver explicit expressions for the responses of con-

sumption, debt, default intensity, sovereign spreads, and currency premia to the U.S. fiscal-military

shock ¢; and exposure ¢;.

A.2 Closed-Form Macro Responses and Fiscal Multipliers

This appendix derives equilibrium responses of macroeconomic variables to U.S. fiscal-military
shocks in the closed-form benchmark introduced in Section The derivations use only the short-
run production benchmark, the defense floor, and the government budget constraint. Throughout,

{g+} is exogenous and U.S. security provision satisfies

St = 5+ Ks0t, Ks > 0. (A.29)

A.2.1 Assumptions (Closed-Form Short-Run Benchmark)

Fix any country ¢ and date ¢.

Assumption 1 (Predetermined factors). Capital and labor are predetermined in the short run:
K = K;, Liy=1.

Assumption 2 (Baseline output). Baseline output is

}_/ZEAZK,LQ, aE(O,l).
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Assumption 3 (Defense-induced utilization wedge). Effective output is reduced by local defense

outlays according to

Yit = Yiexp(—xn hit), xn > 0. (A.30)
Assumption 4 (Fixed investment share). Investment follows a fized share rule

Iiy = 1Yy, ti € (0,1). (A.31)
Assumption 5 (Sticky non-defense fiscal components). Non-defense fiscal components are fized:

G =G, I =1
Assumption 6 (Defense floor). Allies satisfy s¢ + hiy > S*, and local defense outlays are

hi+ = max{0, S* — s;}. (A.32)
Assumption 7 (Government budget constraint). Public debt evolves according to

Bis1 = (1+7)Biy + Gi% + I + hiy — 7Yy, (A.33)

with constant 7; and constant (1 +r).

Assumption 8 (Default intensity). Default intensity is
Nip = exp(ao + a1 By + asgy — azse + audy;), ag, o, 04 > 0. (A.34)

A.2.2 Preliminaries: Resource Constraint and Multipliers

The resource constraint is

Yie =Cip+ Lz + G5 + Iffq;b + R
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Substituting the fixed investment share rule (A.31)) and sticky fiscal components (Assumption

yields

Yit =Cit+1Yie +Gi+ L + his.

Rearranging gives the closed-form consumption rule

Cip = (1 —13)Yiy — Gy — I — hiy. (A.35)

For any macro variable X ;, define the (impact) multiplier with respect to g as

All derivatives below are evaluated holding predetermined objects fixed at impact (e.g. Bj+).

A.2.3 Defense Spending Multiplier

Proposition 1 (Defense floor and its shock exposure). Under (A.29) and (A.32),

hit = max{0, 5" — 5 — Kksg: }. (A.36)

Moreover, the impact derivative satisfies

Oh; ¢
09

= —rs 1{s; < S*}. (A.37)

Proof. Start from the defense floor (A.32):

hit = max{0, S* — s;}.

Substitute the security provision rule (A.29)), s; = § + ks

hit = max{0, 5" — (5 + ksgt)} = max{0, 5" — 5§ — ksg:},
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which establishes (A.36]).

To compute Oh;+/0g, consider the two regions defined by the max operator.
Region 1 (slack deterrence constraint): s; > S*. Then S* — s; < 0, so the max selects 0 and
hit = 0 in a neighborhood of ¢g;. Hence Oh;/0g: = 0 in this region.
Region 2 (binding deterrence constraint): s; < S*. Then S* — s; > 0, so the max selects

S* — s; and

hit = S* — st = 8" — (54 ksgt) = S* — 5 — KsGs.

Differentiating yields 0h;+/0g; = —ks in this region.
Combining the two regions gives (A.37)). O

A.2.4 GDP/Output Multiplier

Proposition 2 (Output response). Under ((A.30), the impact derivative of output satisfies

Y
09

= Xnks Yit 1{s: < S*}. (A.38)

Proof. Start from (A.30)):

Vi = Y;exp(—xnhiy).

Differentiate with respect to g; using the chain rule:

0Y; ¢
09

Ohiy
Og .

=Y, exp(—xnhizt) - (—xn)

Recognize that Y; exp(—xphit) = Yit, s0

0Y; ¢ Oh; ¢

= —xnYit—=2.
g X Ztagt
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From (|A.37)), aahgi;t = —rs1{s; < S*}. Substituting gives

Y;,
dg¢

= —0Yie( = kel < §}) = xaksYiel{s: < S°),
which is (|A.38)). O

A.2.5 Investment Multiplier
Proposition 3 (Investment response). Under (A.31)), the impact derivative of investment satisfies
0l 4

= = uxnks Yip 1{st < S™}. (A.39)
It

Proof. By (A.31)), I;; = ¢;Y;; with constant ¢;. Differentiate:

0l ¢ _ L'aY;,t
dgt ‘ dg;
Substitute 5= from (A:38) to obtain (A-39). 0

A.2.6 Consumption Multiplier

Proposition 4 (Consumption response). Under (A.35)), the impact derivative of consumption

satisfies

0C; 4

90 (1 — ti)xnks Yie 1{se < S} + ks 1{ss < S*}. (A.40)
¢

Proof. Start from ({A.35]):
Cit=0—0)Yir—Gi— L — hiy.

Differentiate with respect to g;:

0Ciy (
gt
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Substitute (A.38) and (A.37):

9C;y . .
90 (1—1) (Xhlis Yil{s: < S }) — (— ksl{s; < S })
Simplifying yields (A.40)). O

A.2.7 Debt Multiplier

Proposition 5 (Debt accumulation response). Under (A.33) and Assumption [8 treating B;, as

predetermined at impact, the derivative of next-period debt satisfies

OB; 441
gt

= —ks 1{s; < S*} — mixpks Yie 1{s; < S*}. (A.41)
Proof. Start from the budget constraint :

Bity1=(1+7)Bi + Gi¥ + If??b +hit —7Yis
Substitute G7%° = G; and Ifj:fb = I

Biti1=1+7)Bit+Gi + I + hiy — 7:Yi 4.

Differentiate with respect to g;:

0B; 0B; Oh; Y;
i,t+1 _ (1 +T) it + it P z,t.
99t 9g¢  Og A9y
At impact, B;; is predetermined, so 6%: = 0. Hence
IBitt1 _ Ohiy . Y4
dgt dg: ' Oy
Substitute (A.37)) and (A.38) to obtain (A.41)). O
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A.2.8 Default-Intensity Multiplier

Proposition 6 (Sovereign risk response). Under (A.34) and (A.29), treating B;; as predetermined

at impact, the impact semi-elasticity satisfies

Olog A\ ¢

O A.42
94, a9 — a3k ( )

and therefore

O\t
g

= it (2 — a3kg). (A.43)

One period ahead, holding (gi+1, St+1) fized, the debt channel implies

Olog Aity1 a 0B; 11
gt o9

(A.44)

Proof. Take logs of ({A.34):
log \i ¢ = g + 1 By + aagy — agsy + ;.

Differentiate with respect to g;:

6 IOg )\i7t aBLt + 8515
Ogt agt agt
At impact, B;; is predetermined, so % = 0. From (A.29), s; = §+ Kksg¢, SO g—zi = Kg. Substitute
to obtain
dlog A; 4
5 — (2 — Q3Hkg,
gt

which proves (A.42). Because \;; = exp(log A +), the chain rule yields

8)\7;’15 0 log )\i,t ( )
=Ait——F—— = Aig(ag — agky),
8gt 2t agt 2,t
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which proves ((A.43).
For ¢t + 1,

log Ait+1 = oo + a1B; 141 + a2gi1 — a38p41 + a40;.

Holding (g¢+1, st+1) fixed when differentiating with respect to g;, the only dependence is through

B; 141, hence

Olog Aity1 o OB; 11
99t dgt

)

which is (A.44)). O

A.2.9 Summary of Macro Multipliers

When the defense floor binds (s; < S*), the impact multipliers are

Ohis =—K Oie = XhKsY; OLiy = LiXnksYi
3gt S 3gt XhksXit, agt i XhvsLit,
9C; 4 0B 141

= (1 - Li)Xh’st;,t + Ks, = —Ks — TiXhK’SY;,t’

agt agt

and the impact semi-elasticity of default intensity satisfies

0 log >‘i7t

= (x9g — O3Kkg.
o9t

When the defense floor does not bind (s; > S*), h;; = 0 locally and the impact multipliers above
equal zero.

These closed-form macro responses discipline the state dependence of real-side effects in the
benchmark and clarify which channels operate through quantities versus prices in the asset-pricing

results.
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A.3 Derivation of Equilibrium Interest Rates

This subsection derives equilibrium one-period real risk-free interest rates in closed form under the
closed-form benchmark in Section The derivation uses (i) log preferences, (ii) the domestic
Euler equation, and (iii) the closed-form macro relationships for C;; and Y; ;. No complete-markets

restrictions are imposed.

A.3.1 Definitions

For each country 7, the domestic real stochastic discount factor (SDF) is

Ci
M1 =87 t’;- (A.45)

The one-period real risk-free gross return R?t satisfies the domestic Euler equation
—— =E¢[M;p1] - (A.46)
Define the log risk-free rate Ti‘, , = log R;i’t.

A.3.2 Closed-Form Macro Relations

In the closed-form benchmark, security provision follows

St = § + KsGt, ks > 0, (A.47)
and defense outlays are governed by the defense floor

hit = max{0, S* — s;}. (A.48)
Output satisfies the utilization wedge

Yt = Yiexp(—xnhit), (A.49)
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investment follows a fixed share rule

Liy = iYig, (A.50)
and consumption satisfies the resource constraint

Cit=1-1)Yit —Gi — I — hiy. (A.51)

Because h;; is piecewise linear in g; through the max operator, the dynamics of consumption

growth are analyzed conditional on a fixed regime.

A.3.3 Regime Indicator

Define the regime indicator
1, = 1{s; < S*}. (A.52)

When 1; = 0, the deterrence constraint is slack, so h;; = 0 locally and h;; is locally insensitive
to g; at impact. When 1; = 1, the deterrence constraint binds and the defense floor is active, so

h;t = S* — s; and changes in g; affect macro variables through h; ;.

A.3.4 Log Consumption Growth Representation

To compute E;[M; ;1] in , we need a tractable representation for log consumption growth
Alog C t41-

Under , consumption is affine in (Yj4, h;;) and therefore not exactly lognormal. Follow-
ing the beta derivations in Appendix 7?7, we use a first-order log-linearization around a constant

reference level C; > 0:

1
AlogCj i1 =~ o <(1 —1;))AY; 411 — Ahi,t—f—l)- (A.53)

~
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Next, compute AY; ;41 explicitly from . Taking logs,
logY; = log Yz — Xnhig,
SO
AlogYiii1 = —xnAhiy1.
Using AY; ;41 =~ Y; Alog Yi 41 (first-order),
AY;p41 ~ —xnY; Ahjyia. (A.54)
Substitute into (A.53)):

1 _
Alog C; 441 ~ o <(1 — 1) (—=xnYi Al 1) — Ahi,tJrl)

(A

(1- Li)ZCth +1
C;
=

Ahi i1, (A.55)

Finally, under (A.47)-(A.48), in the binding regime at ¢ + 1 (i.e. 141 = 1),
higy1 = S* = st41 = S — (5 + Ksgey1),
S0
Ahipr1 = hitp1 — hig = —Kks Agep1 + Afﬁtﬂ,

where Afffft 41 collects any idiosyncratic defense-spending innovations orthogonal to Agyy1. Substi-

tuting into (A.55]) yields
Alog Ciyi1 ~ Vikis Agi1 + AZG, 4, (A.56)

where AE% 1= —ﬁiAffft 41 is idiosyncratic.
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Equation (A.56) provides a one-factor representation for log consumption growth conditional

on the binding regime.

A.3.5 Moment Assumptions

Assumption 9 (Conditional Gaussianity). Conditional on Fy, the pair (Agit1, AE% 41) 18 jointly

Gaussian with finite second moments.

Assumption 10 (Orthogonality). For each 1,
COVt(AgH_l, AEEtJrl) =0.

A.3.6 Computing the Risk-Free Rate

From ((A.45) and (A.56]),

M1 = Bexp(— Alog Cigin) ~ 5exp( — Biks Agrsr — Aag‘m). (A.57)
Under Assumption [9) the exponent is conditionally Gaussian, so

Ei[eX] = exp (Et [X] + 1 Var, (X )> for conditionally Gaussian X.
Let

Xitr1 = —Viks Agip1 — AE%H.
Then

Ei[M;s41] ~ BE[e*i*+1] = Bexp <Et[Xi,t+1] + %Vart(X@tH)). (A.58)
Apply (A46): R}, = (E[Mie1]) ", s0

rl, =log Ry, = —log B — By [X; p11] — 5 Vary(Xi 1) (A.59)
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A.3.7 Closed-Form Expression

Compute conditional moments under Assumption First,
Et[Xi,t+1] = —19z‘/-€5 Et[Agt+1] — Et [AEgH_l]. (AGO)
Second, using orthogonality,

Vary(X;i41) = (0irs)? Vary(Agey1) + Vart(AEgtH). (A.61)

Substitute (A.60)—(A.61]) into (A.59):

Proposition 7 (Risk-free rate under the closed-form benchmark). Under Assumptions[J{10, the

log risk-free rate satisfies

vl = —log B+ Viks Be[Agp1] + B [AES ]

1 1 -
— i(ﬂms)Q Vary(Agit1) = 5 Vary (AZS, ), (A.62)

where Y¥; = 7(1_”)5‘_’11/"“.
1

Proof. Equation (A.62)) follows by substituting (A.60) and (A.61)) into (A.59). O]

Benchmark simplification. IfE;[Ag;;1] = 0 and the idiosyncratic component is conditionally

mean-zero, then

: 1 1 _
7, = —log 8 — Q(v“ms)Qaz —5 Vart(A:ftH),

so the precautionary-savings term implies that greater sensitivity to the aggregate fiscal-military

shock lowers the equilibrium real risk-free rate.
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A.4 Cross-Sectional Slope Implications

This subsection derives the cross-sectional slope implications of the model in closed form under the
benchmark in Section 5.2 The goal is to show explicitly how heterogeneity in security exposure
¢; generates systematic differences in sovereign risk, discount rates, and currency premia across
countries.

Throughout, fix a date ¢t and condition on the aggregate state (g, s;), where s; = § — ksg;. We
focus on the economically relevant regime in which the defense floor binds, s; < S*, and highlight

the slack regime at the end.

A.4.1 Closed-Form Objects as Functions of Exposure

When the deterrence constraint binds (s; < S*), the defense floor implies

hi7t = QZ)Z (S* — St), (A63)

so defense outlays scale linearly in exposure ¢;.

Under the utilization wedge,

Yie = Yiexp(—xnhit) = Yiexp( — xn¢i(5* — s¢)). (A.64)

Debt evolves according to the government budget constraint

Bity1=1+7)Bit+Gi + Ii + hiy — 1Yoz (A.65)

Substituting (A.63)—(A.64]) yields an explicit mapping B; ¢4+1 = B ¢41(i; st)-

Default intensity satisfies

it = exp(ao + 1Bt + aogr — a3 + 044@), (A.66)

so sovereign risk depends on exposure both directly (via ay¢;) and indirectly through debt accu-

mulation.
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A.4.2 Cross-Sectional Slope of Debt with Respect to Exposure

Proposition 8 (Debt is increasing in exposure). Fiz (g, s;) with s, < S*. Under (A.63])—(A.65),

the one-period-ahead cross-sectional slope of debt satisfies

0B; . .
a;fl =(S"—s1) + Tixn (ST —s¢) Yy (A.67)
In particular,
0B; 141
’ : A.
o6 " (A.68)

Proof. Differentiate the budget law (A.65)) with respect to ¢; holding (g:, s¢) fixed:

OBiti1 _ Ohig - Y,
o O L od;

From (A-63),

Ohi N
6¢;t = S — S¢.

From (|A.64), using the chain rule,

= =Yiexp(— xa0i(S* = 50)) - (= xn(S™ = s1)) = —xa(S* — 50)Vis-

Substitute these derivatives:

0B 141
0¢;

= (S* = s¢) = 1= xn(S* = s¢)Yig) = (5™ — s¢) + Tixn(S* — ) Vi,

which is (A.67)). Since s; < S*, (S*—s¢) > 0, and Y;; > 0, the right-hand side is strictly positive. [
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A.4.3 Cross-Sectional Slope of Default Risk

Proposition 9 (Default intensity is increasing in exposure). Fiz (g, s;) with sy < S*. Under

(A.66|), the cross-sectional slope satisfies

Olog A\ ¢ B Ot
a6, T ag

=y >‘i7t > 0. (A69)

Moreover, one period ahead debt accumulation amplifies the slope:

dlog \it+1
i

0B;
=4+ 01 8QZ+1 , (A.70)

and therefore ON; 441/0¢; > 0.

Proof. The first part follows by differentiating (A.66) at time ¢ holding B;; fixed (dated t):
Olog \i+/0¢p; = cu, and then applying the chain rule OA/0¢ = AOdlog A\/d¢. For the one-period-

ahead expression, write
log \j 141 = o+ o1 Bj i1 + 2gi1 — @381 + ;.

Differentiating with respect to ¢; holding (g1, s¢+1) fixed yields

Olog Aity1 OB; 111
96 TN g,

which is (A.70)). By Proposition 8, 0B; 4+1/0¢; > 0, so the right-hand side is strictly positive. [

A.4.4 Bond Spreads: Cross-Sectional Slope

Define the one-period sovereign bond payoff Xz-l”t 41 =1—LJ;t41 and the bond price

P'I?t = Et[M@tHXzb,tH]-

(2
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Using the standard first-order approximation in default intensity,

Py~ By (M) (1= Liy) - (A.71)
Let the sovereign spread be defined by

spr;; = — log Pfft +log E¢[M; 141], (A.72)

i.e. the excess yield over the domestic risk-free benchmark implied by E;[M; 141].

Proposition 10 (Sovereign spreads increase in exposure). Fix (g, s¢) with sy < S*. Under (A.71)—
(A.72),

spriy = — log(1 — LAit) = Ly (A.73)
Therefore,
d spr; O\
Pt _ & L>0. (A.74)

Ob;  1—LAiy O
Proof. Substitute (A.71)) into (A.72):

spr; ; = — log (Et[M@H_l](l — EAi,t)) +1ogE¢[M; ¢11] = —log(1l — L;i4).

Differentiate with respect to ¢;:

Ospry, 1 (—2) Ny L ONit
Ob; 1= Ly Odi  1—LNy 0¢;

By Proposition @ OXit/0¢p; > 0, and since 1 — LA;; > 0 in the interior region, the expression is

strictly positive. O
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A.4.5 FX Risk Premia: Cross-Sectional Slope

Under incomplete markets, international Euler equations feature an enforcement wedge A;; satis-

fying
1=E |:M$,t+1Ai,t€mﬁ1:| ; log Ait = XE®ist,
and log-linearization yields
Eylrai®] ~ —log Aiy. (A.75)

Proposition 11 (FX premia decrease in exposure). Fix (g¢, $¢) and assume (A.75). Then

OB [rz,]

901 = —XESt. (A.76)

Et[mﬁ’l] R —XEPiSt =

In particular, if s¢ > 0 then the slope is strictly negative and high-exposure currencies earn lower

expected excess returns (hedge currencies).

Proof. Substitute log A;+ = xg¢;s: into (A.75) to obtain the first expression. Differentiate with

respect to ¢; holding s; fixed:

OE; [r:ciil]
0¢;

= —XESt,

which is (A.76)). O

A.4.6 Slack Regime

When s; > S*, the defense floor is slack and h;; = 0 locally. In this regime, Y;; = Y;, debt
accumulation does not respond to g; through defense outlays, and the fiscal amplification channel
is inactive. The cross-sectional slopes in debt and sovereign risk therefore collapse to their baseline
components, while the UIP wedge continues to operate through A;; as long as s; enters financial

frictions.
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A.5 Derivation of Currency Risk Premia

This subsection derives currency risk premia implied by the model under incomplete markets.
Exchange rates and currency premia are not pinned down by relative stochastic discount factors.
Instead, they satisfy an international Euler equation with an enforcement/intermediation wedge
that is driven by the U.S. security umbrella.

All steps below rely only on (i) the international Euler equation, (ii) the wedge specification,

and (iii) the security-provision process
St = § + Ksgt, Rs >O7
where g; captures U.S. fiscal-military mobilization.

A.5.1 Objects and Definitions

Fix a foreign country ¢ and the United States (funding currency) $. Let rxﬁ’l denote the (log)
excess return to a U.S. investor from borrowing in dollars, investing in the foreign risk-free asset,

and converting back to dollars:
s,
T =Ty — T?,t — Asig i1, (A.77)

where r’}i is the (log) risk-free rate in country & and As;g;yq is the log change in the exchange

rate, defined consistently with the return construction.

A.5.2 International Euler Equation with a Security Wedge

Under incomplete markets, international asset pricing features a country-specific wedge A;; in the

Euler equation:
rmi$’
1 =E; M$,t+1 A’i,t e Tt (A?S)
where Mg, is the dollar stochastic discount factor.
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Wedge specification. The wedge is driven by exposure to the U.S. security umbrella:

log Aiv = xE ¢i st xe >0, (A.79)
where ¢; measures country ¢’s exposure to U.S. security provision.

A.5.3 Closed-Form Currency Premium under Lognormal Approximation

To obtain a closed-form expression for expected currency premia, impose a standard conditional

lognormal approximation.

Assumption 11 (Conditional lognormal approximation). Conditional on F, log Mg 1 and rxﬁ’l

are jointly Gaussian with finite second moments.

Taking logs of (A.78) and applying the lognormal identity yields

0 = Eq[log Mg ;1] +log A +Ey [m:ﬁl] —l—% Var;(log M$’t+1)—|—% Vart(rxﬁ’l)—i—Covt(log Mg 441, mrﬁl)

(A.80)

Benchmark simplification. The analysis in the main text focuses on cross-sectional variation.
Assume that the variance and covariance terms in are common across countries or second-
order relative to the wedge. This isolates the role of A;; in generating cross-sectional differences in
currency premia.

Under this benchmark,
Et[m:ii’l] ~ —log A ;. (A.81)

A.5.4 Security Provision and Fiscal-Military Shocks

Substituting the wedge specification (A.79)) and the security-provision rule s; = 5+ kg into (A.81))

yields

Et[mfﬁl] ~ —XE ¢ (54 Ksgr)- (A.82)
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Thus, U.S. fiscal-military mobilization raises the absolute price of global risk while compressing
expected currency returns in countries that are more exposed to the U.S. security umbrella. High-
exposure currencies therefore act as hedges against U.S. fiscal-military risk and earn lower average

excess returns, while low-exposure currencies command positive risk premia.

A.5.5 Cross-Sectional Slope and the Role of U.S. Fiscal Stress

Equation (A.82) delivers two immediate comparative statics.

Proposition 12 (Currency premia and security exposure). Fix the aggregate security umbrella level
sy > 0. Under (A.82), the cross-sectional slope of expected currency excess returns with respect to

exposure satisfies

OE; [rmﬁ’l]

96, = —xgst < 0. (A.83)

Hence, currencies of high-exposure countries (high ¢;) earn lower expected excess returns and act

as hedge currencies, while low-exposure currencies command positive premia.
Proof. Differentiate (A.82)) with respect to ¢; holding s; fixed:

OBrain] _

Since xg > 0 and s; > 0, the derivative is strictly negative. O

Proposition 13 (U.S. fiscal stress and FX premia). Under s; = 5§ — ksgt with ks > 0, equation

(A5) implies

3,
OE,; [r:ciﬂ]

o0, XE ¢i ks > 0 (A.84)

Thus, U.S. fiscal-military stress increases expected currency premia in low-erposure currencies

relative to high-exposure hedge currencies.
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Proof. Substitute s; = § — k5g; into (A.82)):
Et[mﬁ’l] ~ —XE®i(5 — KsGt) = —XE®Di5 + XEDiksgt-

Differentiate with respect to g;:

OB [rai ]

= o y
8gt XE¢1 s

which is strictly positive since x g, i, ks > 0. O

Interpretation. The derivation clarifies the mechanism underlying the FX sign flip documented
in the motivating facts. In this model, the U.S. security umbrella enters currency markets as
an Euler-equation wedge: security provision tightens enforcement and compresses international
premia, while retrenchment widens wedges and increases compensation for bearing currency risk.
Because the wedge scales with exposure ¢;, high-exposure currencies load more on the umbrella
and therefore deliver insurance when U.S. fiscal-military risk rises. As a result, high-¢; currencies
earn lower average excess returns, while low-¢; currencies earn positive premia—exactly the sorting

pattern underlying the HML FX strategy in the main text.

A.6 Derivation of FX Betas

This subsection derives the exposure (beta) of bilateral exchange rate changes to U.S. fiscal-military
shocks. The derivation is fully explicit and uses only (i) complete markets, (ii) log utility, and (iii)
the equilibrium consumption representation established in Appendix ??. No nominal objects are

invoked.

A.6.1 Setup and Definitions

Let S;g; denote the real exchange rate, defined as the price of one unit of the U.S. consumption
basket (“$”) in units of country i’s consumption basket. Thus an increase in S;g; is a real depre-

ciation of country i relative to the U.S. (one needs more units of the ¢ basket per unit of the U.S.
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basket).

Define the log depreciation rate:
A3i$,t+1 = A lOg Si$,t+1'

Let g; denote the U.S. fiscal-military shock and let Ag; 11 = ¢¢+1 — g+ denote its innovation from
t to t + 1. Define the (population) FX beta of country i with respect to the U.S. fiscal-military

shock as

Y — Cov(Asisri1, Agi) (A.85)
Var(Agiy1)

All covariances and variances below are unconditional (population) moments; conditional versions

follow analogously under stationarity.

A.6.2 Complete Markets Restriction

Let M}, denote the real stochastic discount factor (SDF) in country

i &3
My, = 5@ til- (A.86)

Under complete markets, the real exchange rate satisfies the standard SDF identity:
Asig 41 = log Mt$+1 — log Mti+1‘ (A.87)
With log utility, log MtiJrl =log B — Alog C; 141, so (A.87) becomes

Asig 1 = Alog Cig1 — Alog Cg py 1. (A.88)
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A.6.3 Substituting the Model’s Consumption Process

From Appendix ??, consumption growth admits the representation

Alog Cipy1 = ¢i Agir1 + (1 — ¢i) AZ; 441,

where AE; 141 collects country-specific components orthogonal to Agi11.

Applying (A.89) to the U.S. (denoted $), we have

AlogCg 11 = ¢g Agir1 + (1 — ¢g)AZg 14 q.

Substituting (A.89)—(A.90) into (A.88]) yields

Asig 141 = ((;51' - ¢$)Agt+1 + (1= ¢i)AZi 141 — (1 — ¢g)AZg 141

A.6.4 Moment Assumptions

To isolate the beta with respect to Ag;11, assume:

Assumption 12 (Orthogonality). For all i,
COV(Agt+1, AEi7t+1) = 0, Var(AgH_l) = 0'2 € (0,00),
and all second moments exist.

A.6.5 Closed-Form FX Beta

Taking the covariance of (A.91]) with Agy11 and using Assumption (12| yields

Cov(Asig i1, Ager1) = (¢i — ¢g) Var(Ager1)

= (¢ — ¢3)0.
Substituting (A.92)) into the definition (A.85) gives:
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Proposition 14 (FX betas with respect to U.S. fiscal-military shocks). Under complete markets,
log utility, and Assumption the beta of the bilateral real exchange rate depreciation As;g 411 with

respect to the U.S. fiscal-military shock Agy1q is

BIX = ¢; — ¢s. (A.93)

Proof. The result follows from (A.91)—(A.92) and the definition (A.85)). O

A.6.6 Sign Interpretation

Equation (A.93)) implies:
BEX <0 = ¢ < ¢s.

Thus, if the U.S. is more exposed to fiscal-military shocks than country i (higher ¢g), then an
increase in g4y is associated with a real appreciation of the dollar relative to country i (a fall in
Sis1+1). Conversely, if ¢; > ¢g, the dollar depreciates against country 4 in U.S. military-shock

states.

A.7 Derivation of Global Equity Betas

This subsection derives global equity betas in closed form. The derivation is fully explicit and uses
only: (i) complete markets, (ii) log utility, and (iii) the equilibrium consumption representation in
Appendix ?7. No nominal objects are invoked.

A.7.1 Equity Claims, Returns, and Global Factors

Fix a country i. Define a claim (“equity”) to the country-i final-good cash flow. In the two-period
setup, we take equity to be a claim purchased at ¢ = 1 that pays a terminal dividend at t = 2. Let

the dividend be proportional to the final good:

DZ"Q = K C@Q, Kk; > 0, (A94)
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and assume no intermediate dividend at ¢ = 1. (The proportionality constant x; allows for arbitrary

units; it will cancel from returns.)

Let Pf¢, denote the equity price at ¢ = 1 (in units of country i’s consumption numeraire). The

gross equity return from t =1to ¢t =2 is

e Do
3,1 = e
P

€ — €
7‘7;71 = log Ri,l‘

Define a global equity return factor as the weighted average of log equity returns:

N
7“?;,1 = Z Wi, rfnvl, wWm > 0, Zwm =1.
m=1 m
The (population) global equity beta of country i is

e COV(Tf,h 7“2‘,1)

G = Var (ré’l) '

A.7.2 Pricing Under Complete Markets and Log Utility

Let M denote the country-i real stochastic discount factor between ¢ = 1 and t = 2:

Lemma A.1 (Equity price). Under complete markets, the equity price satisfies

P =K, [Mg D,,Q} .

(2

(A.95)

(A.96)

(A.97)

(A.98)

(A.99)

Proof. With complete markets, any payoff denominated in country i’s consumption numeraire is

priced by the country-i SDF. Applying the standard Euler equation for the equity payoff D; 5 yields

(A.99).

O]

Proposition 15 (Closed-form equity return). Under (A.94)—(A.98)), the gross equity return satis-
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fies

e _ 1GCi2
Wl 50@17

ri1 = —log B+ AlogC;, (A.100)

where Alog C; 9 =1log Cjo —logC; 1.

Proof. By Lemma |A.1] and (A.94)-(A.98),

C.
P =E 502’1 - £iCi 2

1,2

= 5/@'0@1 El[l] = ﬁHiCiJ. (A101)

Substituting P = Bk;Ci1 and D; 2 = k;Cj 2 into (A.95)) yields

Re. _ kiCi2  1Cja
il = =25
BriCin BCia

Taking logs gives (A.100)). O

A.7.3 Equity Returns as a Factor Representation

From Appendix ??7, consumption growth has the representation

AlogCio = ¢i Aga + (1 — ¢))AE 5, (A.102)

where Agys = go— g1 is the U.S. fiscal-military innovation and AZ; o is a country-specific component

(e.g. changes in local terms).

Combining (A.100) and (A.102)) yields

ri1 = —log B+ ¢i Aga + (1 — ¢;)AZE; 5. (A.103)

A.7.4 Moment Assumptions

To derive closed-form betas, impose the same orthogonality structure used elsewhere:
Assumption 13 (Orthogonality and idiosyncrasy). For all i # j:
(Z) COV(Agg, AELQ) = 0,
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(Z’L) COV(AEZ',Q, AEij) = O,

(iii) Var(Agz) = 03 € (0,00) and Var(AZ;2) < oo.

A.8 Derivation of Global Equity Risk Premia

This subsection derives equilibrium equity risk premia implied by the model under the closed-form
benchmark in Section The derivation is fully explicit and relies on: (i) log preferences, (ii)
decentralized equity pricing using the domestic stochastic discount factor, and (iii) the closed-form
consumption process induced by U.S. fiscal-military shocks. No complete-markets risk sharing

across countries is required.

A.8.1 Equity Claims and Returns

Fix a country ¢. Consider an equity claim purchased at date ¢ = 1 that pays a terminal dividend

at t = 2. Dividends are proportional to final output (and hence consumption up to constants):
DLQ = K; C@Q, Kk; > 0. (A.104)

There are no intermediate dividends. Let P, denote the equity price at t = 1 in units of country

i’s consumption numeraire. The gross and log equity returns are

e Do

1= P riq1 =log Iy 4. (A.105)
i1

Let le’ ; denote the one-period real risk-free gross return in country 4 and 7"{7 , = log R{ 1- The

(log) equity risk premium is

ERP;; = Ei[rfy] —r/). (A.106)
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A.8.2 Equity Pricing
Let M denote the domestic stochastic discount factor between ¢t = 1 and ¢ = 2:

N
Mi = BO’;. (A.107)

Lemma A.2 (Equity pricing). The equity price satisfies

Pt =K, [Mg Dw} . (A.108)

(2

Proof. Equity payoffs are denominated in country i’s consumption numeraire. Applying the do-

mestic Euler equation to the payoff D; 5 yields (A.108)). 0

A.8.3 Closed-Form Equity Return

Lemma A.3 (Equity return). Under (A.104) and (A.107)),

T

i1 = —logB+ AlogCip, (A.109)

where Alog C; 9 =1log C;o —logC; 1.

Proof. From Lemma [A72]

C;
Pfy = E |22 KkiCi2| = BriCi.
’ Ciz2
Hence
e _ kiCip 1G5
LT BriCin - BCia’
and taking logs yields (A.109)). O
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A.8.4 Risk-Free Rate

The domestic risk-free rate satisfies

1

RT = El [M%] = 5E1 [exp( - A]Og CZ‘,Q):| . (All())
4,1

Assumption 14 (Conditional lognormality). Conditional on Fi, Alog C; 2 is Gaussian with finite

variance.

Under Assumption
7{1 = —log B+ E1[Alog C; ] — 5 Vari(Alog C;2). (A.111)

A.8.5 Equity Risk Premium

Taking expectations in (A.109) yields

El[T'il] = —log S+ Ei[Alog C; o).

Subtracting (A.111)) gives:

Proposition 16 (Equity risk premium). Under log utility and conditional lognormality,

ERPZ'J = %Varl (A log Ci’g). (A,112)
Proof. Subtract (A.111)) from Eq[rf ;] and simplify. O

A.8.6 Consumption Risk Induced by U.S. Military Shocks

Under the closed-form benchmark, consumption growth admits the one-factor representation de-

rived in Appendix

AlogCio = 0 Agy + AES,, (A.113)
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where:

e Ags is the U.S. fiscal-military shock,
° 9? o ¢; is country-specific exposure,
° AE% is idiosyncratic.

Assumption 15 (Orthogonality).
Covi(Ago, AEZ-CQ) =0, Vary(Ag2) = 02 € (0, 00).
Then
Var(Alog C;2) = (9?)202 + Varl(AEEQ). (A.114)
Substituting into yields

ERP; 1 = %(9-0)203 + %Varl(AE%). (A.115)

(2

A.8.7 Benchmark Simplification

If idiosyncratic components are negligible or do not vary systematically across countries, then

ERP;; ~ ¢702, (A.116)

where proportionality follows from Hic X @;.

A.8.8 Deriving Global Equity Betas

Define the global log equity return factor (A.96)). Substitute (A.103) into (A.96):

N
rea =3 wn( — 10+ 6mAgs + (1 - 6) A, )

m=1
N
= —log B+ ®,Ags + Z Win (1 — ¢m)AEp, 2, (A.117)
m=1
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where &, = > Wi dm.
Since constants do not affect covariances, global equity betas depend on the covariance between

the stochastic components only. The next proposition provides the exact expression.

Proposition 17 (Exact global equity beta). Under Assumption the global equity beta (A.97)

satisfies

$i®,07 + wi(1 — ¢;)? Var(AE; 2)
D202+ 3N w2 (1 — ¢p)2 Var(AE,,2)

€ -
,G

(A.118)

Proof. From (A.103) and (A.117),
Cov(riy,7¢,1) = Cov (¢1Ag2 + (1 — ¢i)AE; 2, P,Ag2 + Zwm(l - ¢m)AEm,2)7

since constants drop out. Under Assumption (i), cross terms with Ago and AE vanish, and under

(i),
Cov((1= 6)AZi0, D wn(l = 6n)AZms) = will - 6:) Var(AZ; ).
Hence,
Cov(rfy,r6,1) = ¢i®uw Var(Agy) + wi(1 — ¢3)* Var(AZ; 5) = ¢®u0; +wi(1 — ¢;)* Var(AZ 2).

Similarly, using Assumption [I3} the variance of r¢, | is

N
Var(rg ;) = @200 + Y wiy(1 = ¢m)? Var(AZ,, ).
m=1
Dividing the covariance by the variance yields (A.118)). O
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A.8.9 Dominance Benchmark

If the aggregate U.S. fiscal-military component dominates the global equity factor, i.e.,

N
@’303 > Z w?n(l — ¢m)2 Var(AZ,, 2),

m=1

then (A.118) simplifies to

e i

G~ =N, (A.119)
22:1 WinPm

In this benchmark, global equity betas are strictly increasing in ¢; and inherit the same cross-

sectional ordering as global consumption betas.

A.9 Derivation of Bond Spreads

This subsection derives sovereign bond spreads implied by the model in closed form under the
closed-form benchmark in Section The derivation is explicit and relies on (i) the domestic Euler
equation, (ii) a reduced-form default intensity that depends on debt and the security umbrella, and
(iii) a one-period sovereign bond payoff with loss given default. No complete-markets assumptions

are imposed.

A.9.1 Objects and Definitions

Fix a country ¢ and date t. Let M; 41 denote the domestic stochastic discount factor:

Ci
Mig1 = F til- (A.120)

Let J; ++1 € {0, 1} indicate a sovereign stress/default event between ¢ and ¢+ 1. The conditional

default probability is

Pl"(Ji7t+1 =1 ’ Ft) = )\i,t, (A121)
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where the default intensity A;; is given by

Ait = exp(ag + a1Biy + aggr — a3sy + ;). (A.122)
Sovereign bond payoff. A one-period sovereign bond issued by country i pays

X =1-LJia,  Le(0,1), (A.123)
where L is the loss given default.
Bond price and yield. The bond price and gross yield are

P =Ey| M1 X0 |, R, = rt, =log RY,. (A.124)

1
Pibt’

Risk-free benchmark and spread. Define the domestic one-period real risk-free return le’ '

by

1
—F = Ei[Mier), v}, =logRl, (A.125)
it

and define the (log) sovereign spread as

SPr; ¢ = T?,t - 7“1{75- (A.126)

A.9.2 Exact Decomposition of the Bond Price

Using (|A.123)), the bond price is

Pil:t =K [Mi,tH(l - ['Ji,tJrl)]

— Et [Mi7t+1] - EEt[Mi7t+1Ji7t+1]. (A127)
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Define the conditional default-event pricing kernel term

K¢ [M; ¢ 41J5,041]

, A128
E¢[M; ¢41] ( )

7Ti,t =
which is the risk-adjusted probability of default. Then (A.127)) can be written exactly as

Pl =Ei[Mip1] (1 — Lrig) - (A.129)

7

A.9.3 Exact Spread Formula

By (A123), E¢[M; 1] = 1/R],. Substitute into (A.129):

Taking reciprocals yields

f

R,

Ro, - e
wt 1— [,7'['1'7,5

Taking logs and using (A.126)) gives the exact spread:

spr;; = —log(1 — L) . (A.130)

Equation (A.130]) is exact and holds without any lognormality assumptions.

A.9.4 From Risk-Adjusted Default Probability to Default Intensity

To connect (A.130) to the model’s default intensity A; ;, impose a standard conditional independence

restriction.

Assumption 16 (Conditional independence). Conditional on F;, the default event J; 141 is inde-

pendent of the one-period SDF M; ;1.
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Under Assumption

E¢[M;y1Ji041] = Ee[Mi 1] Ee[Ji 1] = Ee[Mi 1] Nie, (A.131)

S0 Tt = )\iﬂg by A128
Substituting into (A.130)) yields the closed-form spread expression:

spr; = —log(1— LAig), Nip = exp(ao + a1 By + asgy — azsy + audy;). (A.132)

A.9.5 Small-Default Approximation
For small default probabilities such that £LA;; < 1, a first-order Taylor expansion of —log(1l — z)
at x = 0 yields —log(1 — z) ~ z. Applying this to (A.132) gives

spr; ¢ ~ L. (A.133)

A.9.6 Cross-Sectional Slope with Respect to Exposure

Fix the aggregate state (g, s¢) and treat B;; as predetermined at time ¢. Differentiate (A.132]) with

respect to ¢;:

dspri; L ONi

= . ) A.134
0i  1—Lhy 09 (A-134)
From (A.122)),
O\t
== Ny .
0¢; S
Substitute into (A.134)) to obtain
Jspr; 4 Loy Niy
== : A.135
o, 1—Lxn, (A.135)

provided 1 — £LX;; > 0. Thus, sovereign spreads are strictly increasing in security exposure ¢;.
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A.9.7 Interpretation

Equation shows that bond spreads are increasing in default risk, which is itself increasing
in debt and U.S. fiscal-military stress (through ¢g; and s;). Because default intensity rises with
exposure ¢;, countries more deeply embedded in the U.S. security umbrella exhibit higher sovereign
risk premia, generating a cross-sectional slope in bond spreads consistent with the motivating facts

and the security-sorted bond portfolios in the empirical section.

A.10 Trading Implication I: Long U.S. Defense Equity

This subsection derives the return, shock beta, and risk premium on a claim to U.S. defense-sector
cash flows in the new model. Unlike the earlier draft, the derivation does not rely on complete
markets. All steps are explicit and use only: (i) the U.S. Euler equation, (ii) log utility, and (iii) a

parametric cash-flow exposure of defense-sector dividends to the U.S. fiscal-military shock.

A.10.1 Defense Equity Claim

Consider a one-period traded claim at date ¢ that pays a dividend at ¢ 4+ 1 proportional to U.S.

defense-sector cash flows:

Df1 = kpexp(np Aget1) kp >0, (A.136)

where Ag;11 = gi+1 — g¢ is the U.S. fiscal-military innovation and np is the defense-sector cash-
flow loading on the fiscal-military shock. This reduced-form cash-flow exposure is motivated by the
model mechanism: military mobilization and defense procurement move with the fiscal-military
state and thus directly affect defense-sector revenues.

Let PP denote the price of this claim in units of U.S. consumption at time ¢. The gross return

is

RP = —ttl rP =log RP. (A.137)
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A.10.2 U.S. SDF and Shock Process

U.S. stochastic discount factor. Under log utility, the U.S. real SDF is

Cs
Mgy = Bt = Bexp(—Alog Cgy1) - (A.138)

In the closed-form benchmark with a binding defense floor, Appendix establishes the (one-

factor) representation
A log C$,t+1 ~ _79$¢$K’8 Agt-ﬁ-l + AE%:H_D (A139)

where ¢ > 0 and AEg’:tH is orthogonal to Agyy1.

Substituting into yields
Mg 441 ~ Bexp (ﬁ$¢$ﬁs Agesr — AZS, +1) : (A.140)
Distributional assumption. Assume conditional Gaussianity:
Agip1 | Fi ~ N(ug,ag), AEgtH L Ag;y1 conditional on F. (A.141)

A.10.3 Pricing

Lemma A.4 (Defense equity price). The defense equity price satisfies the U.S. Euler equation
PP =E, [M&t+1 DtDH] . (A.142)

Proof. The claim DtD—H is denominated in U.S. consumption units. In equilibrium, any payoff
Xt41 priced by the U.S. investor satisfies P; = Ey[Mg ;41 X;+1]. Applying this pricing condition to

X1 = DP, yields (A.142). O
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Substitute (A.136]) and (A.140) into (A.142):

PP ~E {5 exp (?9$¢$'is Agiy1 — AEgtH) - kpexp(np Agt+l):|

— Brp K, [exp((19$¢$/is + nD)Agt+1)] E, [exp(—AEng)} , (A.143)

where the factorization uses conditional orthogonality in (|A.141]).

1.2 2

e®?] = exp(ap + 3a“c?). Applying this

Under conditional normality, for Z ~ N(u,0?), E|

identity yields

1
E,; [exp((19$¢$/£s + nD)Agt—i—l)] = eXp<(19$¢$Hs +np)pg + 5(19$¢$/€5 + 77D)2O'§) . (A.144)

Thus,
1 —
PtD ~ BKD exp((29$¢$/<as +1p)pg + 5(19$¢$/<:S + nD)2a§> -y [exp(—A:g’tH)} . (A.145)

A.10.4 Return, Shock Beta, and Risk Premium

Log return. Using (A.137) and (A.136]),

rf =logkp + npAgir1 — log PP.

Substitute (A.145)) and collect terms to obtain

rP (Vgpgks + ’I’]D)QO'S —log E; [eiAEgth] . (A.146)

1
~ —log B+ nNpAgir1 — (Vgogks +np) g — 3

Shock beta. Since (A.146)) is affine in Ag;,; with coefficient np, the (population) beta of

with respect to Agsyq is

Cov(rD Agii1)
D __ t +
& Var(Age1) P ( )
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Risk premium. Let rg, . denote the U.S. log risk-free rate. By definition,
Téit = —log E¢[ Mg 411]-
Using and conditional lognormality as in Appendix
r{, = —log 8 — Vsdshspg — %(19$¢$'fs)203 + log K, [G_AE*?M] : (A.148)
Take conditional expectations of and subtract :

1
Eelrf — Téit] ~ =3 [(19$¢$F»s +np)* — (19$¢$/€s)2]0§

1
=3 <2’L9$¢$/€377D + 17,%)02. (A.149)

Proposition 18 (Defense equity beta and premium). Under the maintained conditional Gaussian-
ity assumptions, the defense equity shock beta equals Bé) = np, and the expected excess return over

the U.S. risk-free rate satisfies
D_ fio_1 2 .2
Et [Tt T$7t] ~ 9 219$¢$"€s77D + D Ug'

Proof. The beta result follows from (A.146[) as shown in (A.147). The premium expression follows
by taking expectations of ({A.146)), using E¢[Agi41] = pg, and subtracting the risk-free rate (A.148))
term-by-term, yielding (A.149). O

Interpretation. Defense equity provides a direct traded exposure to U.S. fiscal-military inno-
vations. Its return beta is proportional to the cash-flow loading np. The associated risk premium
is pinned down by covariation with the U.S. SDF: when defense cash flows rise in states in which
U.S. marginal utility is high, the claim behaves as an insurance asset and earns a low (possibly
negative) expected excess return; when defense cash flows fall in those states, the claim is risky and
earns a positive premium. The sign and magnitude are therefore disciplined by the loading np and

the strength of fiscal-military transmission into U.S. consumption, summarized by Jgpgks.
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A.11 Trading Implication II: HML FX Strategy Sorted on Defense
Exposure

This subsection derives the expected return of a long—short currency strategy that sorts currencies
by exposure to the U.S. security umbrella. Unlike the earlier draft, the derivation does not rely on
complete markets. Instead, currency premia are pinned down by the international Euler equation

with a security-driven wedge, as derived in Appendix

A.11.1 Bilateral excess returns versus the dollar

Fix the U.S. investor (denoted $). For each foreign country i # $, define the (log) excess return on

currency 4 from the dollar perspective as
i$

TTip = Tz{t - 7"£t — Asigti1- (A.150)

Under incomplete markets, bilateral currency excess returns satisfy the international Euler

equation with wedge
1=Fy|Mgypq Ay ™01 | (A.151)
where the enforcement /intermediation wedge is driven by the U.S. security umbrella:
log Ait = XE @i St St = 8§ — KsGt, xe >0, kg > 0. (A.152)
Appendix shows that under conditional lognormality,

Et[mcﬁl] ~ —log it = —XE ¢i st (A.153)
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A.11.2 HML portfolio construction

Partition foreign currencies into two sets at date t:

L={i:¢; <¢™},  H={i:¢;> o™},

where ¢ is a cutoff (e.g. the median). Define the equal-weight long—short portfolio

HML _
rT =17 Zr T — ]H| Z mct_H (A.154)
€L jeEH

Thus, the strategy is long low-exposure currencies and short high-exposure (hedge) currencies.

A.11.3 Expected return on the HML strategy

Proposition 19 (Expected return on the HML-¢ FX strategy). Under the wedge pricing relation

(A.153), the conditional expected return on the HML currency strategy satisfies

Eilra ") ~ xg st (%q - $L) : (A.155)

where

f_i . —
%:w;% o LmZ@

JEH
In particular, if sy >0 and ¢g > ¢p, then Ey[rafiE] > 0.

Proof. Take conditional expectations of (A.154)):

Eq[raf i) = I ZEt 7"33:5+1 ]H! Z E: m:t+1] (A.156)
1€l jeH
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Substitute the wedge-implied expected return (A.153)) into each term:

Ei[raY ") ~ ILIZ —XEbist) — |H|Z (—xed;st)

1€l JjEH
—XESt Z i | + xESt Z o
|L| 1€L |H| JjEH
= XESt @H - $L) , (A.157)
which is (A.155). If s; > 0 and ¢ > ¢;, the right-hand side is strictly positive. O

A.11.4 Comparative statics with U.S. fiscal stress
Because s; = § — Ksg¢, equation ([A.155)) implies

0 E; [rxﬁ_]\f L ]

bo = XE @H —aL) <0, (A.158)

so U.S. fiscal-military stress (which reduces the security umbrella) compresses the HML premium

by lowering sy.

A.11.5 Interpretation

The HML FX strategy is profitable because it is long currencies that are relatively procyclical with
respect to U.S. fiscal-military risk (low ¢) and short currencies that provide insurance (high ¢). In
the model, this hedge property arises from the security-driven Euler-equation wedge: high-exposure
currencies load more strongly on U.S. security provision and therefore earn lower expected excess
returns. The HML premium scales with (i) the dispersion in exposure across the two legs and (ii)
the level of the U.S. security umbrella s;, consistent with the cross-sectional sorting facts in the

empirical section.
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B Other Closed Form Results from Simple Model

B.1 Equilibrium Macro Responses

Setup. This section characterizes closed-form macro responses to U.S. fiscal-military shocks
in the tractable benchmark introduced in Section I start with equilibrium macroeconomic

variables before moving onto beta coefficients.

B.1.1 Equilibrium Output, Investment, and Consumption

Corollary 4.1.1 (Closed-Form Macro Responses)

Under the closed-form benchmark, the impact responses to a U.S. fiscal-military shock g; satisfy

the following piecewise relationships.

(i) Defense outlays (defense floor):

Ohiy

a4, = —rs 1{s; < 5*}. (B.1)

(ii) Output (GDP):

OY:
g

= Xn ks Yit 1{s; < S*}. (B.2)

(iii) Investment:

olI;
L Xn ks Yit 1{st < S*}. (B.3)
gt

(iv) Consumption:

0Ci ¢
Og

= (1 —vi)xnks Yir 1{st < S*} + ks 1{ss < S*}. (B.4)
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When s; > S*, the deterrence constraint is slack, h;; = 0 locally, and all impact multipliers

above equal zero.

Interpretation. Corollary 4.1.1 clarifies the economic role of the defense floor in the closed-form
benchmark. A U.S. fiscal-military shock g; increases the intensity of the U.S. security umbrella,
St = 5+ Ksgr. When the deterrence requirement is binding (s; < S*), allies must cover the residual
security gap through local defense outlays h; ; = max{0, S*—s;}. An increase in s; therefore reduces
the required local defense burden one-for-one, implying 0h;;/0g; < 0 in the binding region. This
is the key state-contingent nonlinearity: security provision matters only when it is scarce.

The reduction in h;; then propagates through two distinct real-side channels. First, defense
outlays act as a utilization wedge in production, Y;; = Y; exp(—xnhit). Lower defense spending
raises effective output by alleviating capacity and resource disruptions associated with maintaining
deterrence. Second, investment and consumption inherit this output response through the resource
constraint and the fixed investment-share rule I;; = ;Y;;. Because investment is proportional to
output, it rises mechanically when Y;; rises. Consumption rises for two reasons: it benefits from
higher output and from the direct fiscal relief created by lower defense outlays (the +rs1{s; < S*}
term in (B.4))).

Importantly, these quantity responses are not the paper’s main channel, but rather a supporting
implication of the security-umbrella framework. They are state-dependent by construction: when
s¢ > S*, the deterrence constraint is slack, h;; = 0 locally, and marginal changes in U.S. security
provision do not affect real activity at impact. This generates a simple empirical distinction. In
normal times, the model predicts little first-order effect of fiscal-military shocks on aggregate output
and spending components; in contrast, when security provision is insufficient and the defense floor
binds, changes in g; can induce discrete adjustments in local defense burdens and associated macro
quantities.

This nonlinear quantity block helps interpret why the motivating facts emphasize large and
systematic price responses—fiscal betas, sovereign spreads, and currency premia—rather than large
average output effects. In the model, the dominant transmission of U.S. fiscal-military shocks

operates through discount rates, default risk, and exchange-rate wedges, while real-side effects
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arise mainly through the defense-floor constraint and are activated only in the binding regime.

B.1.2 Debt Accumulation

Corollary 4.1.2 (Debt Response)

Under the government budget constraint with sticky non-defense spending, the impact response

of next-period public debt satisfies

0B t+1
o9

= —ks1{st < S*} — Ti xn ks Yz 1{st < S*}. (B.5)

Interpretation. Corollary 4.1.2 highlights the moral-hazard dimension of the U.S. security
umbrella. By providing external military insurance, stronger U.S. security provision reduces the
need for local defense spending when the deterrence constraint binds (s; < S*), directly lowering
primary expenditures in allied economies. At the same time, the associated increase in effective
output raises the tax base through the utilization wedge, further easing short-run fiscal pressure.
These two forces imply a decline in next-period public debt, as captured by : the first term
reflects reduced defense outlays, while the second term captures higher revenues generated by
stronger economic activity.

However, this short-run fiscal relief comes at the cost of distorted incentives. Because U.S.
security provision insures allies against external threats, it weakens fiscal discipline ex ante and
encourages governments to tolerate higher leverage and fiscal risk. This moral-hazard channel
is embedded in the model through the interaction of security provision, debt accumulation, and
default risk: when security is abundant, borrowing appears cheap and risk is partially externalized
to the guarantor. As a result, allied governments optimally choose higher debt levels in states of
strong U.S. security provision.

The model therefore predicts a sharp asymmetry. When U.S. security provision is ample (s; >
S*), marginal changes in g; have no direct effect on contemporaneous debt dynamics, but they shape
the level of debt carried into future states. When security provision weakens and the defense floor
binds, this accumulated leverage is suddenly exposed, leading to rapid increases in sovereign risk

and borrowing costs. In this sense, the moral-hazard effects of security insurance operate quietly
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in good times but amplify financial stress in bad times, providing a key link between U.S. fiscal-
military policy, allied debt sustainability, and the pronounced asset-pricing responses documented

below.

B.1.3 Global Consumption and Output Betas

Global risk exposures. Let global (log) consumption growth be defined as the weighted

average

N
AlogCGE ZwmAlongt, wm > 0, Zwmzl,
m

m=1

and define the global consumption beta of country ¢ as

5O, = Cov(Alog C; 4, Alog CF)
A Var(Alog CY)

Analogously, define global output growth and output betas BZ a-

Corollary B.0.1 (Defense Exposure and Global Macro Betas)

Assume that (i) U.S. fiscal-military shocks are the only aggregate source of uncertainty and (ii)
country-specific components of consumption and output growth are orthogonal across countries
and to the fiscal-military shock. Then the global consumption and output betas of country ¢

satisfy

Bia x ¢ Bla x ¢ (B.6)

Interpretation. Corollary B.0.1 clarifies how the model reconciles weak average macro re-
sponses with strong cross-sectional comovement in global aggregates. Although the defense floor
implies that real activity responds only when security provision is insufficient, U.S. fiscal-military
shocks remain the sole aggregate source of risk in the economy. What differs across countries is not
the nature of the shock, but the intensity with which it is transmitted into domestic fiscal conditions

and discount rates, summarized by ¢;.
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A higher ¢; magnifies the sensitivity of local defense spending, public debt, and sovereign risk
to U.S. military mobilization. Even when the average response of output and consumption is small
or zero—because the deterrence constraint is slack—expectations about future binding states and
fiscal stress cause high-exposure countries’ consumption and output growth to covary more strongly
with the global aggregate. In this sense, ¢; governs risk exposure rather than average growth.

This distinction is central to the model’s interpretation. U.S. fiscal-military shocks primarily
operate as pricing shocks rather than as large quantity shocks. They reallocate global risk by
altering the distribution of fiscal stress, borrowing constraints, and discount-rate volatility across
countries. As a result, countries with greater exposure to the U.S. security umbrella load more heav-
ily on global consumption and output fluctuations, even though contemporaneous macro responses
remain muted in most states.

The model therefore delivers a sharp implication that aligns closely with the data: cross-country
heterogeneity in global macro betas reflects differences in exposure to U.S. military guarantees, not
differences in underlying productivity or trend growth. Macroeconomic quantities move little on

average, but the covariance structure of growth is strongly shaped by geopolitical exposure.

Proposition IIT (Defense Exposure and Global Macro Risk)

Countries more exposed to U.S. defense-related infrastructure exhibit higher global consumption
and output betas, despite modest average macro responses. Integration into the U.S. security

network primarily amplifies exposure to global risk, rather than raising mean growth.

Discussion. The macro block thus plays a disciplined but essential role in the overall mechanism.
U.S. fiscal-military spending affects real activity mainly by relaxing binding defense constraints,
generating limited and state-dependent quantity effects. At the same time, it reshapes the co-
variance structure of consumption and output through its impact on fiscal stress and risk pricing.
This separation between small average effects and large covariance effects explains why the empir-
ical evidence shows pronounced cross-sectional differences in asset betas and risk premia alongside

relatively muted average responses of output and consumption.
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C Full Quantitative Model with Delayed Learning

C.1 Countries, Time, and Uncertainty

Framework. Time is continuous, ¢t € [0,00). The world consists of two blocs, indexed by
k € {US,i}, representing the United States and a representative allied economy. Uncertainty

unfolds on a filtered probability space (2, F, {F;}+>0, P) generated by four global Brownian motions,
W, = (WtY7 Wté7 Wtsv WtG)T7

and a continuum of idiosyncratic household shocks {Z; 1 } jc(0,1]- Expectations under full information

are denoted E,[-] conditional on F;.

Information and learning about security. A key extension introduces partial information
about the U.S. security umbrella. While the true security state s; governs enforcement capacity and
real resource costs, private agents do not observe s; perfectly in real time. Instead, they observe a
noisy military news signal §; and form beliefs about the credibility and persistence of U.S. security
commitments. Formally, agents’ information set is a sub-filtration {F} };>o with F/ C JF;, generated
by observable macro-financial variables and the signal process §; defined below. Expectations taken
with respect to agents’ information set are denoted Ef[-] := E[- | F/]. In equilibrium, private-sector
decisions and all asset-pricing relations are based on E{[-], and enforcement wedges depend on the

perceived umbrella §; defined next.

Military news signal and perceived umbrella. Agents observe a noisy signal of security

commitment,

ds; = s¢dt + Op dBt, on > O, (Cl)
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where B; is a Brownian motion independent of W; and of the idiosyncratic shocks {Z;;}. The

perceived security umbrella is the filtered estimate
s = E[si| 7, (C.2)

which evolves smoothly over time as agents update beliefs in response to military news. This learn-
ing friction generates gradual adjustment in discount rates and asset valuations following changes

in the underlying security stance, helping to match the empirical delay in return predictability.

Aggregate shocks. The four aggregate shocks represent: (i) a global TFP factor W)Y; (ii)
a global financial-stress factor Wf (tightening of global risk premia); (iii) a security shock W
affecting the U.S. umbrella; and (iv) a U.S. non-military fiscal shock W&, orthogonal to the security

shock. The covariance structure is

I pye 00
PY¢ 1 0 0 G
d<W>t = dt: d<W 7W8>t = 07 d<Zj7 Zj’>t = 1{.7 = .]/} dt? d<B7 W.>t = 0.
0 0 1 0
0 0 01

State vector. Four aggregate state variables drive the economy under full information:
(i) vy — global productivity (TFP);

(ii) & — global financial stress (risk-aversion / tightness);

(iii) s; — true credibility and scope of the U.S. security umbrella;

(iv) pf" — non-military U.S. fiscal shock.
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In addition, private-sector pricing and forward-looking decisions depend on the perceived umbrella

§; defined in ((C.2)). The true states follow Ornstein—-Uhlenbeck diffusions:

dvy = —py (v¢ — ©) dt + oy AW}, (C.4)
d& = —pe(& — &) dt + o AW}, (C.5)
dsy = kg (5(&) - St) dt + o5 dW{, (C.6)
du* = —pap; ¥ dt + o dW, (C.7)

with (W& W*); = 0 ensuring fiscal and security shocks are exogenous and orthogonal at impact.
The stress factor & captures global discount-rate conditions (higher & indicates tighter global

financial conditions), while v; governs long-run global output growth.

C.2 The U.S. Security Umbrella as a Non-Rival Public Good

The United States provides a continuous measure of global security s; € [0, 1], interpreted as the
credibility and scope of its forward-deployed military posture— alliances, overseas bases, blue-
water naval protection, and the enforcement of cross-border contracts. The umbrella is non-rival:
an incremental increase in s; improves global enforcement, stabilizes trade flows, and reduces
macro—financial volatility for all allied economies simultaneously. This public-good channel is the
central mechanism through which U.S. fiscal and security capacity enters the global pricing ker-
nel. While s; governs real enforcement capacity, private agents price assets based on the perceived

umbrella §;.

Security dynamics. In the baseline model, s; follows a mean-reverting Ornstein—Uhlenbeck

diffusion:

ds; = kg (5(&) — st) dt + os dW;, ks >0, o0g > 0. (C.8)

Interpretation of security shocks. The shock dW} captures exogenous geopolitical devel-

opments orthogonal to U.S. fiscal and monetary policy at impact. Deliberate U.S. retrenchment
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appears as a downward shift in the policy target 5(&) rather than as a shock to Wy.

U.S. resource cost and policy choice. Providing global security requires real resources.

Let

denote the convex cost of maintaining enforcement. The United States chooses {s;}+>0 to solve

max Eo / e Pt [U(CtUS )+ ®, (r; — p) — Pgrp ERPY® + @, Q(ny) — H(st)} dt, (C.9)
St 0

subject to the security dynamics (C.8)) and general equilibrium.

C.3 Fiscal Policy Block

Fiscal policy governs how governments allocate resources between social transfers, productive public
investment, and defense. In this block, the U.S. security umbrella s; affects fiscal policy primarily
through its impact on allied defense needs and, hence, on the composition and cyclicality of their

budgets.

Information structure. Fiscal authorities are assumed to observe the true security umbrella
s¢+ and to choose defense outlays, transfers, and public investment accordingly. This reflects the idea
that governments internalize their own military posture and budgetary commitments. In contrast,
private households and firms do not observe s; directly and base their forward-looking decisions and
asset-pricing beliefs on the perceived umbrella §;. As a result, fiscal quantities and debt dynamics
evolve with the true s;, while financial variables price the same fiscal and security outcomes through

beliefs about security commitments.

114



Effective security and the defense floor (ally). Each ally faces a deterrence requirement

that total security
Si(t) = s+ h! (C.10)

must exceed a minimum threshold S* > 0. Given U.S. security provision s;, the ally chooses local

defense outlays hi > 0 to satisfy this constraint at minimum resource cost. Formally,

min C(h})  st. s +hi > S* (C.11)
hi>0

The KKT conditions imply a piecewise-linear defense floor:

. dhz O, St > S*,
hi = max{0, S* — s;}, E = (C.12)

dSt
—]., St < S*,

Fiscal composition and budget constraints. Let 77 denote tax revenue as a share of

GDP. Government flow budgets in the two blocs, expressed in shares of domestic output, are

US~y US Us Us Us
Tt Y;ﬁ = Gsoc,t + Ipub,t + H(‘St) +TtBt ’ (013)
U.S. security outlays

Y =Gloey+ s+ hi  +mBj. (C.14)

local defense

When the ally’s budget is held fixed in the short run (taxes and output given), rearmament

crowds out other spending categories according to

dhi = —0;dGly, — (1= 0;)dLy,, ¥ €[0,1], (C.15)

soc,t

Combining (C.12)) and (C.15)) yields an asymmetric fiscal response.

U.S. non-military spending. In addition to security outlays, the U.S. implements a non-

military transfer rule driven by aggregate activity and a primitive non-military fiscal shock pf*:
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GUS = Gl = (VS =YUS) toguf®,  dpf” = —peu{” dt + dWE. (C.16)

soc,t soc

Debt accumulation. For any bloc k € {US, i}, the evolution of public debt in levels satisfies

Bf = Tth + Gécoc,t + Ig b,t + h’f - Tth;tkv (017)

u

with hY® = H(s;) and h{ given by (C.12).

C.4 Production and Technology

Each bloc k € {US, i} produces a tradable final good using private capital K, productive public

capital G,’f, and a composite of traded intermediate inputs Mtk:
Y;fk = Af (Ktk)ak (Gf)vk (Mtk)l_ak_vkv Qg € (07 1)7 Vi = 0. (0'18)

TFP dynamics. Total factor productivity evolves as

din AF = phdt —  CEnF dt+ oN(s;) dwY, 4 >o0. (C.19)
defense drag U,ﬁg‘%d’kst

Intermediate inputs and iceberg trade costs. Trade incurs iceberg cost 7} with log

structure

log 7F = 78 — vpss + xp M, vk >0, my € [0,1]. (C.20)

Capital accumulation. Private and public capital evolve according to

Kf=1IF,, -0 Kf,  Gf =TI, — 0L Gr. (C.21)

priv,t pub,t
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Defense as a real resource use. Defense imposes a real resource cost

=F(h) = wh + @ : (C.22)

direct cost  organizational drag

Resource constraint. The economy-wide resource constraint is

Y;fk = Cf + Igriv,t + Igub,t + Ek(hf) + 7_-tkE]]T/[,t . (023)
——

iceberg losses

C.5 Nominal Rigidities and Dominant Currency Pricing

Currency choice and price-setting. At a reset time, the firm chooses both its invoicing

currency ¢ and its reset price P;*(c) to minimize

. —&(u— 1 *(C) ~ 2 PO
E! &(u—t) t # Ei(c;b; . .24
celg%,lI{lC} t/t c P,(c) by ) du (c5bi,51) (C.24)

Enforcement costs and U.S. exposure.

Ei($:bi,51) = € — xmbi 4, (C.25)

E(LC;b;, 8) = E. (C.26)
Invoicing-share dynamics.

logit(ny) = (a4 xpbié) — w (logit(n;) — logit(n;r)), 0<w<1 (C.27)
CPI aggregation.

Pl = (nt Pi$)'0 + (1 —ny) P;(LC)l—G)”. (C.28)

DCP-weighted NKPC.

7T§ = K[nt CC,Z§‘$ + (1 - nt) $i|LC] + 571’ E{[WZ—H]' (029)
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C.6 Households (SDU) and SDF

Income and risk.

dyk,
= gh (st I BE) dt + 0y (s) AW + 0K ((50) AW} + 0fy(GE . . ZF(s1)) dZ;4. (C.30)
j?t
k (~k k 7715
k(GE L ZF(s)) = ——0 C.31
Uld( soc,t ( t)) Gé;oqt Ek(st) ( )

Preferences (Epstein—Zin SDU).

1-1/%

(CE = = (a=muf,)

p
1—1/¢

dU¥, = —p UL, dt + dt + (Z},)TdW. (C.32)

Wealth and market participation.
AAf = [rfAF + (1= 7)YV + TF = CF|dt + Af(wf™) Sk awy, (C.33)

Representative SDF under Epstein—Zin.

dMF
M}

.
=kt — [W'&t +(r=L)of + \Iﬂ dW,. (C.34)

C.7 Financial Markets, FX, and the Dollar Convenience Yield

d MtU S
MtU S

= —rUSdt — AVST aw,. (C.35)

k,$
1 = E{[ M3, Ry ) (C.36)
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' = p 4y gl (s17) = 31+ 7) (05 (). (C.37)

ri'(LC) = 1} (8) + xzbi 5- (C.38)
E! [‘f } = r}'(8) = r(LC) — (AVSTO} — xubis1). (C.39)
CY; =rf — 15, (C.40)
CY; ~ A xg 4. (C.41)

C.8 Equilibrium

An equilibrium consists of a collection of adapted processes

k k k 11 k k g k i A
{Ct )At ) Bt 7ht) Gsoc,ta Ipub7t7 ne, Pt s Tty ERPt s Tyy Sty St}kG{US }
)

defined on the probability space (2, F, {F;},P), with private-sector expectations taken with respect

to {F{}+>0, such that:

(i) Households. Households solve their problem subject to (C.33)); the resulting SDF satisfies

(C-34).

(ii) Firms and pricing. Firms solve ((C.24)); aggregate price dynamics satisfy (C.29).
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(iii) Fiscal authorities. Fiscal authorities satisfy (C.13)—(C.17)); U.S. non-military spending
follows ((C.16]).

(iv) Security policy. Security follows (C.8)) and the U.S. objective is (C.9).

(v) Asset pricing and exchange rates. USD pricing satisfies (C.36)); enforcement premium
is (C38); modified UIP is (C.39).

(vi) Goods and factor markets. Resource constraints satisfy ((C.23)); capital evolves by (C.21)).

C.9 First-Order Conditions

This section collects the main first-order conditions implied by the updated model with delayed
learning about the U.S. security umbrella. The key departure from the full-information benchmark
is that private agents (firms and households) condition on the information set F/ and price as-
sets using the perceived umbrella 3; = E[s; | F/|, whereas fiscal authorities observe the true s;.
Accordingly, all private-sector Euler equations and pricing relations below are understood under
E/[).

C.9.1 Information, Beliefs, and Innovations

Private agents observe the noisy military-news signal

ds; = sp dt + On dB;, d<B, W.>t =0, (042)

and form the perceived umbrella

3 = E[s¢ | Fl). (C.43)

For the purposes of the FOCs, it is sufficient to note that §; is F/-adapted and evolves smoothly
over time as agents update beliefs. All enforcement wedges and pricing relations below replace s;

by gt-
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C.9.2 Firms: Currency Choice and Calvo Price Setting
Reset problem. At a price-reset time, firm ¢ chooses an invoicing currency ¢ € {$,LC} and a

reset price P/(c¢) to minimize

. © o n(Pr) L) -
ce (8.0, P (o) t/t ‘ Po) Pu) T &ile;biy 5t) (C.44)

FOC for the reset price. Conditional on currency ¢, the first-order condition for P;(c) is

E! /t et (11258 — ;5#) Pul(c) du = 0. (C.45)

Currency-choice condition. Let £;(c) denote the minimized value of (C.44]) conditional on

currency c (i.e., after optimizing over P;*(c)). The optimal invoicing currency satisfies

c; € arg Cer{%igc} {Et(c) + &(c; b, §t)} (C.46)

With the enforcement specification

Ei($:bi,80) = € — xmbi 81, (C.A4T)

E(LC; b, 8) =€, (C.48)

a higher perceived umbrella §; raises the relative attractiveness of dollar invoicing, especially for

high-exposure economies (large b;).

Invoicing-share dynamics. The gradual adjustment of dollar invoicing shares n; toward the

. . .
perceived optimum n; is

logit(ny) = (a+ sz;iét) - w(logit(nt) - logit(ni)), 0<w<l. (C.49)
Phillips curve. The DCP-weighted NKPC under imperfect information is

= ﬁ[ntacg&; +(1- nt)mi‘Lc] + B Ef [ 1] (C.50)
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C.9.3 Households: SDU, Portfolios, and Euler Conditions

Budget constraint. Aggregate household wealth satisfies
dAF = |rF AR + (1 — P yYF +TF - O,{f] dt + AF (W™ sk aw,, (C.51)
where XF collects exposures of excess returns to Wy = (W,”, Wf, wWg, W T,

Euler equation (general). For any asset with gross return Ry 4, the household Euler con-

dition under private information is
I= ]EtI[Mtki&—dt Ripyat]- (C.52)

Representative SDF under Epstein—Zin. Under aggregation |Constantinides and Duffie
(1996)), the SDF obeys

dMF

M}

.
= —rfdt— [yob, + (v- )0 + wf| aw, (C.53)

with all conditional expectations implicit in pricing taken under E{. The inequality wedge depends

on true security through real risk-sharing capacity,

Uk = \Ilk(Gk :k(st)).

soc,tr) —

FOC for optimal risky-asset demand. Let a traded asset in bloc k& have excess-return
process de = uf T dt + Ef dW3¢. The optimality condition for portfolio weights can be written

in Hansen—Jagannathan form:
k
pi =SF A, AP i=yob,+ (- 5)00 + O (C.54)

Under delayed learning, private agents evaluate all forward-looking objects and pricing wedges

using F/ and the perceived umbrella §; in the enforcement channel described below.
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C.9.4 Governments: Defense Floor, Budgets, and Security Choice

Ally defense floor. The ally chooses hi > 0 to satisfy s; + hi > S* at minimum cost. The

KKT conditions imply

hi = max{0, S* — s;}, = a (C.55)

Flow budgets. Government budget constraints are

SYUS Gsoc t + 1 ub t + H(St) =+ rtBUSa (056)

1Y) = Gloe + Lpuny + i + 1B, (C.57)
with debt accumulation
Bf = Bf + Gl + Ik + 0 — 7Y, ke {US,i}, (C.58)
where hS = H (sy).
U.S. security choice (HJB/Hamiltonian form). The true security umbrella follows
dsy = Kg (5(&) — St) dt + os dW. (C.59)

Let VU5 (x;) denote the U.S. value function, where the full state is x; = (vg, &, 54, uf'T), and let
L£US denote the generator associated with the controlled diffusion (including the drift and diffusion

terms in x;). The U.S. HJB is

pVUS (x) = max {U(CUS) +®, (r — p) — Pprp ERPYS + &, Q(n) — H(s) + LUSVYS (x)} ,

s

(C.60)
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where LYV U5 includes the s-drift term r4(5(€) —s) VY and the diffusion term 02 VY9, plus the
generator terms for the other state variables.

A necessary (interior) first-order condition for the U.S. choice of s is

OH ) OERPYS ) )
s) (I)’“ETZ — Pprp—py — + B Q’(n)a—z + 5 (L7 (), (C.61)

where the final term captures the marginal effect of s through the controlled drift ks(s(&) — s)
and, if applicable, any s-dependence of the equilibrium mappings embedded in £YS. Together,
(C.60)—(C.61) characterize optimal security provision in the presence of convex resource costs and

general-equilibrium benefits.

C.9.5 Asset Pricing, FX, and Enforcement Wedges Under Learning

Dollar price of risk with perceived enforcement. The enforcement advantage of U.S.

security enters the dollar price of risk as a wedge that depends on beliefs:

AVS = AVSY _ypse,. (C.62)
Dollar pricing of foreign claims. For any foreign USD payoff Rff; db
k.3
1=E{[MZ5 R ) (C.63)

Enforcement premium in nominal rates. The LC-USD nominal short-rate differential

includes the perceived enforcement premium:

ri(LC) = r{($) + x bi 31 (C.64)

Modified UIP under learning. Let S; be the nominal exchange rate (LC per USD). The

modified UIP condition is

Ef| 5] = ri(8) = (LC) — (AVST9} — xmbis). (C.65)
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Convenience yield. Define the real dollar convenience yield CY; = rf — rS. A first-order

approximation implies

CY; ~ A xg 4. (C.66)

Learning about security commitments therefore generates gradual adjustment in the dollar conve-

nience yield and, through the dollar pricing kernel, in global valuations and expected returns.

Figure 7: Security Shocks and Global Asset Prices: Full vs. Partial Information

Fiscal Uncertainty ((%)) SDF Norm (IAYSIl (%)) Default Premium (bps)
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— Security s; Full-info == Security §, Partial-info

Notes: The figure reports impulse responses to a positive shock to U.S. security provision under two informational regimes.
The blue line corresponds to a full-information economy in which agents observe the true security umbrella s; on impact. The
red line corresponds to a partial-information economy in which agents observe only noisy military news and update beliefs
about security gradually, forming the perceived umbrella ;.

Panels display deviations from steady state (binding, low-security regime) for: (i) fiscal uncertainty (variance of surplus—debt
dynamics), (ii) the U.S. stochastic discount factor norm ||AVS||, (iii) the sovereign default premium (basis points), (iv) the
dollar convenience yield, (v) the expected dollar depreciation rate Ae; (negative values indicate dollar appreciation), and (vi)
global equity excess returns.

All responses are expressed in percentage points except the default premium, which is in basis points. The horizon is measured
in years.

Interpretation. The figure illustrates how learning about U.S. security commitments shapes
the dynamic transmission of fiscal shocks into global financial markets. Under full information
(blue), the security shock is immediately capitalized into prices: fiscal uncertainty, discount rates,
default premia, and the dollar convenience yield all jump sharply on impact and then mean re-

vert rapidly as the shock dissipates. Global equity returns exhibit a pronounced negative impact
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response—reflecting an immediate valuation drop—followed by a quick rebound as discount rates
normalize.

Under partial information (red), the same shock generates a markedly more gradual adjustment.
Because agents update beliefs about security only slowly, the perceived umbrella §; rises over time
rather than instantaneously. As a result, discount rates, default premia, and the dollar convenience
yield peak later and decay more slowly, producing persistent movements in asset prices. Most
notably, global equity returns display a delayed mean reversion: the initial price decline is followed
by a prolonged period of positive excess returns that unwind only gradually over roughly one year.

This comparison highlights a key mechanism of the model: even when the underlying security
shock is identical, learning frictions alone can generate substantial persistence in global risk premia
and return predictability. The delayed adjustment under partial information aligns closely with
the empirical evidence that global asset prices respond sluggishly to U.S. fiscal and security news,

whereas a full-information benchmark implies unrealistically fast mean reversion.

D Time-Series Simulation and Factor-Mimicking Port-

folios

This appendix provides a complete description of the time-series simulation procedure used to
generate synthetic asset returns and factor-mimicking portfolios from the quantitative model. The
objective is to produce simulated counterparts to the empirical portfolio time series reported in

Section and to evaluate whether the calibrated model reproduces their joint dynamics.

D.1 Model Inputs and Objects

Country set and exposure parameter. Let Z = {1,..., N} denote the set of countries
used in the empirical portfolio construction. Each country i is characterized by a time-invariant
exposure parameter ¢; € R measuring its reliance on the U.S. security umbrella (constructed from

U.S. military presence as described in Section . Let ¢ = (¢1,...,¢n) collect exposures.

126



State vector. Let the latent state vector be

where s; is true U.S. security provision, §; is perceived security credibility, and &; is global financial

risk. All persistence is generated by the state transition; asset prices do not feed back into .

Transition dynamics. The state evolves as a linear Gaussian system

Ty = Az + Begy, err1 ~ N(0,I3), (D.1)
with
Ps 0 0 os 0 0
A=1y 1—x 0> B=10 o; 0
0 0 Pe 0 0 O¢

The parameters (ps, X, p¢, 0s, 05, 0¢) are calibrated in the quantitative section.

Return-generating system. Let 7] denote the excess equity return in country i, rzt the
excess sovereign bond return (or spread change / excess return depending on the empirical coun-

terpart), and Tl‘i$ the currency excess return to a U.S. investor. Collect country-i returns in

Yit = b € Rg.
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The model implies that these objects are affine in the state vector:

Yir = ai + C(i) m + uiy, (D.2)

where a; is a constant vector, C'(¢;) is a 3 x 3 matrix of loadings implied by equilibrium pricing

conditions, and wu;; is an i.i.d. measurement / idiosyncratic component with

Ugt ~ N<072u)a Uip L@y, Uiy L Ujit for i # j.

In implementation, C(¢;) is constructed from the model’s closed-form pricing rules (or numerical

policy functions) and is not estimated freely.

Exposure enters only through ¢;. All cross-sectional heterogeneity in expected returns and

betas across countries is generated by differences in ¢; through C(¢;).

D.2 Simulation Algorithm

Fix a sample length T' (e.g. T' = 444 monthly observations for 1983-2019) and a burn-in Tj (e.g.

To = 200). Let ¢t = 1 denote the first post-burn-in observation.

Step 1: Initialize states. Set the initial state at the unconditional mean, ¢ = 0, or draw

from the stationary distribution zg ~ N(0,%,) where X, solves the Lyapunov equation

2, = AS, A + BB

Step 2: Simulate latent states. For¢=0,1,..., 7o+ 7T — 1:
(a) Draw e441 ~ N (0, I3).

(b) Update 441 = Axy + Beyyq.

Step 3: Simulate country-level returns. For each t = 1,...,T (post burn-in) and each

country ¢ € Z:
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(a) Compute deterministic component g; ; = a; + C(¢i)z:.
(b) Draw idiosyncratic term wu; ¢ ~ N(0,%,,).

(c) Set y;+ = Ui+ + u;y and record the three asset-class returns.

Step 4: Portfolio sorting and aggregation. Let Q;, Qs, Q3, Q4 denote the four exposure-
sorted portfolios induced by ¢; (quartiles). That is, Q; contains the lowest-exposure countries, and
9, the highest-exposure countries.

For each asset class X € {eq,b, fx} and each t:

1
R;{t = § y;,)g’ p S {]-a 25354}7 (D3)

eq _ .eq b __ b z _ .08
where y;; =13, y;, =174, and y; = rxy.

Step 5: Construct HML factors. Define factor-mimicking portfolios as
_ b _ pb b _
HML{? = R, - RY,  HML}=RS, - R,  HML/" = R[}- R[],

where the FX sign convention follows the hedge-currency prediction: high-exposure currencies earn

lower average excess returns.

D.3 Model-Implied Time-Series Targets

Let m*X denote an empirical moment computed from the data and m*(6) denote the corresponding

simulated moment computed from the model at parameter vector 6.

Core time-series moments. The model is evaluated on:

(i) Portfolio mean ordering:

E[Ri?t] < E[Rg?t] < E[Rg?t] < E[th], E[Rli,t] << E[RZ,t],
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and the reverse ordering for FX.
(i) HML profitability and Sharpe ratios for each asset class.

(iii) Rolling-window dynamics: correlations and Sharpe ratios computed over 60-month windows,

to match the empirical time-series plots.

(iv) Comovement with risk states: correlations of HML;® with simulated & and ;.

Simulation uncertainty. All simulated moments are computed as averages across S indepen-
dent Monte Carlo runs (e.g. S = 500), using common random numbers across calibrations when

comparing alternative parameterizations.

Interpretation. This procedure isolates a stringent implication of the mechanism. Because
the only cross-sectional heterogeneity is ¢;, the model can match the portfolio time series only
if the security-credibility state §; generates persistent, priced variation in expected returns that
aligns with the exposure ranking. Successful replication of the portfolio time-series patterns there-
fore constitutes a quantitative validation of the same security-based transmission mechanism that

underlies the cross-sectional fiscal betas and the quasi-experimental evidence.
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