MACROECONOMICS & INEQUALITY

From Aggregate Abstraction to Heterogeneous Reality

BASED ON "CHAPTER 21: INEQUALITY" BY PER KRUSELL AND VICTOR RIOS-RULL



The Paradigm Shift: Why Macroeconomics Embraced Inequality

The Old Consensus (Representative Agent)
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Focus on Aggregates.
Inequality viewed as a side effect of business cycles.
Assumption that the "average” agent represents the whole.

The New Reality (Heterogeneous Agents)

Inequality dictates outcomes.
Policy propagation hinges on variation in marginal propensities.
General equilibrium interactions drive the macro economy.

“The determination of inequality is, by its nature, a macroeconomic phenomenon.”
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The Anatomy of Income: The Skew and the Tall

Millions of Households
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The Pareto Tail:
Top 1% captures 19.4%

of total earnings
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The “average”
household does not
exist. The
distribution is
defined by a heavy
mass at the

bottom and a

thick tail of super-
stars at the top.

This skew pulls
the Mean
significantly
higher than the
Median.



The Inequality Wedge: Wealth Concentration Outpaces Income
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Bottom 40% Reality: The wealth-poorest 40% hold effectively 0% of net wealth.

Wealth accumulates differently than income due to asset appreciation. - Mot



The Labor Split: The Rise of the Skill Premium
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IS, Capital-Skill Complementarity:
< New equipment (Al, Computers)

10% - requires skilled operators.
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It's Not About Hours. It's About Human Capital.

= Hours Worked Hourly Wage Value

The Myth of Effort: The Reality of Value:
The hardest working 1% Divergence is driven by the price of
contribute only ~8% of total labor (Human Capital), not the
working time. Hours are evenly quantity. High earners leverage
distributed. skills that technology amplifies.
20 40 60 80 90 95 99 100

Wage Percentile (Poorest to Richest)
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The Compounder: Portfolio Heterogeneity and Return Risk

Portfolio Composition by Wealth Percentile Feedback Loop:

' Access to
?Jf&fﬁ —» High-Yield/High-
Risk Assets

Bottom 50% Housing I G T l

Even Higher ¢ Higher
Wealth Returns

The wealthy don’t just have more money;
they play a different game. They hold
assets that compound, while the bottom
50% hold illiquid assets or cash with
negative real returns.

Top 1% Business Equity Financial Assets
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Modeling the Mechanism:
The Heterogeneous-Agent Framework

Aiyagari Model

The Household

Savings Decision
bad luck)
Model Reality Check

e Standard Model Predlctlon Gini ~0.67
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. The Mlssmg Vanable: To match reality, models must add “Superstar” earnings shocks
or “Return Heterogeneity”.
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The Philosophy of Distribution: Choice vs. Luck

l Mechanism ! Implication
DR cotnt Haitr Patience varies. Inequality is a CHOICE.
Heterogenes Some people (High Beta) The rich are the
ey delay consumption. virtuous/patient.
P
Ret Risk / Stochastic Returns. Inequality is UNINSURABLE .
gt s Some get lucky RISK (LUCK). |
g e o (e.g., Crypto, Tech) The rich are lottery winners.

Synthesis: “Random Growth” models (Kesten processes) successfully generate the
Pareto tails observed in real data, suggesting luck plays a massive role at the very top.
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The Bottom Tail: Why the Poor Stay Poor

The Puzzle The Poverty Trap

Standard models predict the Frictions

poor should save aggressively v

to avoid hitting zero assets. | ‘

In reality, they don't. Consumption Floors

Safety nets reduce fear of zero.

In reality, they don't.

Asset Testing

Welfare rules disincentivize savine.
o

Low Returns
Cash holdings lose value.

Result: A savings celling that traps the bottom quintiles.
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The Growth Trade-Off: Incentives vs. Opportunity

Opportunity

ncenti
Incentives Coct

Credit Constraints.
Talented but poor individuals
cannot invest in education.

The promise of wealth drives
innovation and effort.
“Socialism Pure” kills the
growth engine.

The Lost Einstein Effect

High inequality + Imperfect Credit Markets
= Wasted Human Potential.
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The Stimulus Transmission:
Marginal Propensity to Consume (MPC)

Wealthy Hand-to-Mouth.
Illiquid assets (house) but cash poor.

Policy Insight: Stimulus works best here.
Transfers to the liquidity-constrained
have a high multiplier; transfers to the
rich are absorbed into savings.

High MPC (~1.0).
Spends every extra dollar immediately.
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Source: Economic Journal Data Analysis, 2023
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Policy in a Heterogeneous World: The Efficiency-Equity Tension

Direct Effect:
Redistribution &
Insurance.
The “Lucas-Proof”
5P (Positive Equity) Policy Challenge
We must design
Policy Intervention Net Welfare policies understanding
(e.g., Wealth Tax) Change that people will change
their behavior to avoid
taxes.

Behavioral Response: There is no free lunch.

Capital Flight &

Reduced Accumulation.

t@-‘ (Negative Efficiency)

Source: Economic Journal Data Analysis, 2023
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Conclusion: The Economy is the Sum of Its Disparate Parts

Labor Income
(Driven by Skill Premium)

B

The Wedge
(Wealth Accumulation)

/ The Top 1%
(Driven by Luck, Returns, &

Portfolio Heterogeneit
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Poverty Traps
(Frictions)
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The Normal Curve

The “Average Agent” is a myth.
Understanding the distribution is the only way to understand the aggregate.

Source: Economic Journal Data A & NotebookLM
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