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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]
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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 17.7 Why Doesn’t Capital Flow to Poor Countries?
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Outcomes with Financial Globalization

With U.S.
Productivity With Actual
Implied Productivity Level, Ay Productivity, A
Data (Us. =1) Increase in: Increase in:

Country, Group, or Region q k A Capital Output Capital Output

qus kus Aus k q k q

(1) (2) (3) (4) (5) (6) (7
Latin America
Argentina 0.42 0.38 0.58 +163% +139% +15% +5%
Brazil 0.32 0.24 0.51 +311 +214 +50 +15
Chile 0.26 0.26 0.41 +289 +280 +4 +1
Mexico 0.43 0.33 0.63 +207 +131 +53 +15
Asia
China 0.06 0.05 0.17 +2,001 +1,569 +41 +12
India 0.09 0.04 0.24 +2,213 +1,064 +180 +41
Indonesia 0.11 0.09 0.24 +980 +805 +30 +9
Pakistan 0.13 0.04 0.37 +2,202 +679 +408 +72
Africa
Congo 0.12 0.06 0.32 +1,677 +722 +218 +47
Kenya 0.06 0.03 0.18 +3,078 +1,674 +140 +34
Nigeria 0.05 0.04 0.14 +2,259 +1,970 +22 +7
South Africa 0.25 0.23 0.41 +334 +300 +13 +4
Per Capita Income Quintiles
1st (Poorest 20% of countries) 0.04 0.02 0.15 +5,371 +2,474 +210 +46
2nd (2nd Poorest 20%) 0.10 0.07 0.25 +1,426 +907 +86 +23
3rd (Middle 20%) 0.21 0.18 0.38 +463 +368 +32 +10
4th (2nd Richest 20%) 0.40 0.37 0.56 +167 +148 +12 +4
5th (Richest 20%) 0.75 0.85 0.80 +17 +32 -17 -6
Major Groups
Developing 0.15 0.11 0.31 +836 +572 +65 +18
Emerging 0.29 0.23 0.48 +329 +241 +41 +12

Table 17.5 Why Capital Doesn’t Flow to Poor Countries
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Figure 17.8 Risk Premiums in Emerging Markets
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International Risk Diversification

Borrowing/lending — limited value wrt permanent shocks

Limits to borrowing — credit market sentiment

Risk sharing - acquire claim on foreign output in exchange for issuing
claim on domestic output

Consumption volatility reduced without borrowing/lending
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Scope for Risk Sharing

@ Output shocks not perfectly correlated across countries:
Var(Yw) < Var(Y1) = Var(Y2)
e Extreme case I: Correl(Y1,Yy) = —1 = Var(Yw) =0

@ Extreme case Il
Correl(Y1, Y2) = +1 = Var(Yw) = Var(Y1) = Var(Y2)
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Limits to Diversification: Capital versus Labor Income

@ Labor income: limit to tradability
o Correlation between capital income and labor income:

o Correl(Yy, Yk) =1 and Correl(Yy, Y) = —1 =Sell all domestic
capital and hold only foreign capital
o (foreign bias in portfolio)

@ Empirically, home bias has dominated
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Correl (Y1, Yk) <0

Information asymmetries
Behaviourial finance

Tax differences / transactions costs

Nontraded goods - hedge by holding domestic assets?

In decline?
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(a) When Countries Hold 100% Home Portfolios
Each Country Owns 100% of Its Own Capital

COUNTRY A COUNTRY B WORLD
GDP GDP GDP
Capital Labor = Capital Labor =  (Capital Labor =
Income Income GNI Income Income GNI Income Income GNI
State 1 36 54 90 44 66 110 80 120 200
State 2 44 66 110 36 54 90 80 120 200
Variation about mean ¥4 ¥6 F10 *4 +6 +10 0 0 0

(b) When Countries Hold World Portfolios
Each Country Owns 50% A Capital and 50% B Capital with Payoffs as in Panel (a)

COUNTRY A COUNTRY B WORLD
GDP
Capital Labor Capital Labor Capital Labor =
Income Income GNI Income Income GNI Income Income  GNI
State 1 40 54 94 40 66 106 80 120 200
State 2 40 66 106 40 54 94 80 120 200
Variation about mean 0 ¥6 ¥6 0 +6 +6 0 0 0

(c) When Countries Hold 100% Foreign Portfolios
Each Country Owns 100% of the Other Country’s Capital with Payoffs as in Panel (a)

COUNTRY A COUNTRY B WORLD
GDP
Capital Labor Capital Labor Capital Labor =
Income Income GNI Income Income GNI Income Income GNI
State 1 44 54 98 36 66 102 80 120 200
State 2 36 66 102 44 54 98 80 120 200
Variation about mean  *4 ¥6 F2 F4 +6 +2 0 0 0

Table 17.6 Portfolio Diversification Choices: Diversifiable Risks
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Figure 17.9 Portfolio Diversification and Capital Income: Diversifiable Risks
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(a) Asymmetric Output

Shocks: Perfect Negative

Correlation (-1)
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Figure 17.10 Return Correlations and Gains from Diversification
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Figure 17.11 Portfolio Diversification in the United States
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Overseas Investment
(% of Domestic Market Capitalization)

1970 1975 1980 1985 1990 1995 2000 2003

Canada All investments 2% 1.9% 2.1% 2.4% 6% 12.9%  18.7%  14.3%
Equity 3.1 3.2 3.6 3.5 9.6 25.4 29.3 21.2
Germany All investments 4.9 2.4 2.7 5.8 10.2 14.5 30 31.1
Equity S — — — — 16.9 37.8 42.1
Japan All investments — 1.3 2 6.9 10.7 12.1 13.6 16.7
Equity — — — — 2.2 4 8.3 9.9
United Kingdom  All investments 9.5 8.6 11.4 27.5 34 37.1 42.6 48.1
Equity — — — — 33.1 33.5 40.9 52.4
United States All investments 1.5 2.1 2.3 2.2 3.5 6.4 7.8 7.4
Equity 0.8 1.1 1.3 2 5.6 9.3 10.5 12.7

Table 17.7 Financial Globalization and the Reduction in Home Bias
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Figure 17.12 The Globalization of Cross-Border Finance
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Figure 17.A1 Portfolio Diversification and Capital Income: Undiversifiable Risks
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