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Financial Globalisation

Intertemporal dimensions of macroeconomics
Consumption smoothing
Efficient investment

Risk diversification

[Market for Financial Intermediation/ Financial Services]
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Long-Run Budget Constraint

(Prices flexible: can ignore monetary dimension; focus on real
(inflation-adjusted) variables

SOE (small open economy): world prices exogenous
Fixed world interest rate r*
NUT =0

No valuation effects (assets/liabilities have fixed values - eg bank
deposits / bank loans) [no default risk]

Philip R. Lane, TCD () EC4100: International Capital Markets | February 2010 3/24



Dynamics of External Wealth

@ Dynamic equation
AWy =Wy —Wy_1 = TBy +r"Wy_;

or
Wy = TBy + (1 + r*)WN_l
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Two-Period Case

@ periods 0 and 1
@ inherit initial wealth W_4
@ end of period 1: want zero wealth

@ Dynamics:
WO = (]_ —+ I’*)W,1 —+ TBO

W, = (1—}—[’*)W0+T81
W, = (1+r*)W,1+(1+r*)TBo+T81

o Wi = 0 implies the two-period budget constraint

—(14+ )Wy = (1+r)TB + TB
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Present Value Form

@ Two-period budget constraint
—(1+ )Wy =(1+r)TBy+ TB;

e PV form T8
—(14+rYW_ =TBy+ —
(1+r YW, 0+(1+r*)

@ Infinite-horizon case
B, B, TBs

—(1 IYW_1 =TB
(+r) 1 O+(1—|—r*)+(1+r*)2+(1—|—r*)3+
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Figure 17.12 The Globalization of Cross-Border Finance

Feenstra and Taylor: International Economics, First Edition
Copyright © 2008 by Worth Publishers
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Figure 17.A1 Portfolio Diversification and Capital Income: Undiversifiable Risks
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