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Financial Globalisation

Intertemporal dimensions of macroeconomics

Consumption smoothing

E¢ cient investment

Risk diversi�cation

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

(Prices �exible: can ignore monetary dimension; focus on real
(in�ation-adjusted) variables

SOE (small open economy): world prices exogenous

Fixed world interest rate r �

NUT = 0

No valuation e¤ects (assets/liabilities have �xed values - eg bank
deposits / bank loans) [no default risk]
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Dynamics of External Wealth

Dynamic equation

∆WN = WN �WN�1 = TBN + r
�WN�1

or
WN = TBN + (1+ r

�)WN�1
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Two-Period Case

periods 0 and 1

inherit initial wealth W�1

end of period 1: want zero wealth

Dynamics:
W0 = (1+ r �)W�1 + TB0

W1 = (1+ r �)W0 + TB1
W1 = (1+ r �)W�1 + (1+ r �)TB0 + TB1

W1 = 0 implies the two-period budget constraint

�(1+ r �)2W�1 = (1+ r �)TB0 + TB1
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Present Value Form

Two-period budget constraint

�(1+ r �)2W�1 = (1+ r �)TB0 + TB1

PV form

�(1+ r �)W�1 = TB0 +
TB1

(1+ r �)

In�nite-horizon case

�(1+ r �)W�1 = TB0 +
TB1

(1+ r �)
+

TB2
(1+ r �)2

+
TB3

(1+ r �)3
+ ...
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Figure 17.7  Why Doesn’t Capital Flow to Poor Countries? 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Table 17.5  Why Capital Doesn’t Flow to Poor Countries 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Figure 17.8  Risk Premiums in Emerging Markets 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



International Risk Diversi�cation

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)

Extreme case I: Correl(Y1,Y2) = �1 =) Var(YW ) = 0

Extreme case II:
Correl(Y1,Y2) = +1 =) Var(YW ) = Var(Y1) = Var(Y2)
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Limits to Diversi�cation: Capital versus Labor Income

Labor income: limit to tradability

Correlation between capital income and labor income:

Correl(YL,YK ) = 1 and Correl(YK ,Y �K ) = �1 =)Sell all domestic
capital and hold only foreign capital
(foreign bias in portfolio)

Empirically, home bias has dominated
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Home Bias

Correl(YL,YK ) < 0

Information asymmetries

Behaviourial �nance

Tax di¤erences / transactions costs

Nontraded goods - hedge by holding domestic assets?

In decline?
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Table 17.6  Portfolio Diversification Choices: Diversifiable Risks 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Figure 17.9  Portfolio Diversification and Capital Income: Diversifiable Risks 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Figure 17.10  Return Correlations and Gains from Diversification 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Figure 17.11  Portfolio Diversification in the United States 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Table 17.7  Financial Globalization and the Reduction in Home Bias 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Figure 17.12  The Globalization of Cross-Border Finance 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



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




