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Abstract

Whether cross-border financial market integration has raised global insurance, is still
a controversial issue in the literature. If this is so, what should we observe in the data?
The insurance literature emphasizes that efficient risk-sharing requires financial markets to
channel resources to countries that have been made temporarily poorer by some negative
conjuncture, net of physical capital accumulation. This standard condition, which provides
the basis for virtually every test of international insurance, is however derived focusing
on only one of the two channels of cross-border insurance, the financial flows channel,
implicitly assuming no interaction between this and the other channel, international relative
price fluctuations.

This paper shows that testable conditions can only be derived theoretically placing the
interaction between prices and financial flows centerstage in the analysis. Using a two-
country general equilibrium model with endogenous portfolio diversification, | show that
financial flows and relative prices can be either complements or substitutes in providing
insurance. In the case of complementarity, financial inflows raise the international price
of a country’s output. This implies the standard condition. In the case of substitutability
prices and flows transfer purchasing power in opposite directions. This implies a different
condition: efficient financial markets are required to channel resources «upstream», from
relatively poorer to relatively richer countries. The conditions for substitutability appear to be
quantitatively and empirically plausible.

Keywords: International financial flows, risk-sharing, terms of trade.

JEL classification: F3, F4, G1.



Resumen

La pregunta de si la integracion internacional de los mercados financieros ha aumentado la
cobertura del riesgo a nivel global o no, sigue siendo un tema controvertido en la literatura.
Si fuera asi, ¢qué deberiamos observar en los datos? La literatura enfatiza que una
diversificacion eficiente de riesgos requiere que los mercados financieros canalicen recursos
hacia los paises que se han empobrecido temporalmente por alguna coyuntura negativa,
neto de la acumulacion de capital fisico. Esta condicion estandar, que proporciona la base
para casi todos los test estadisticos de cobertura del riesgo en al ambito internacional, ha
sido derivada centrandose sdélo en uno de los dos canales de diversificacion internacional del
riesgo, el canal de los flujos financieros, asumiendo implicitamente que no hay interaccion
entre este y el otro canal, fluctuaciones de precios relativos internacionales.

Este trabajo muestra que sdélo pueden deducirse tedricamente condiciones empiricamente
contrastables colocando la interaccion entre precios vy flujos financieros en el centro del
andlisis. Utilizando un modelo de equilibrio general con dos paises y diversificacion enddgena
de cartera, se muestra que flujos financieros y precios relativos pueden ser complementos
o sustitutos para proporcionar un seguro. En el caso de la complementariedad, los flujos
financieros incrementan el precio internacional de la produccion de un pais. Esto implica
la condicién estandar. En el caso de la sustituibilidad, precios y flujos transfieren poder
adquisitivo en direcciones opuestas. Esto implica una condicion diferente: mercados
financieros eficientes deberian canalizar los recursos desde los paises relativamente mas
pobres a los relativamente mas ricos. Las condiciones para la sustituibilidad parecen ser
plausibles cuantitativa y empiricamente.

Palabras clave: Flujos financieros internacionales, diversificacion del riesgo, términos de
intercambio.



1 Introduction

Over the last decades, most restrictions to cross-border asset trade were removed. Finan-
cial integration increased dramatically the volume of activity in international financial
markets. Lane and Milesi-Ferretti (2003) document that foreign assets and liabilities
as a share of GDP increased by 250% among industrialized countries between 1970 and
2001. Cross-border financial flows due to external borrowing and portfolio returns rose
by 50-100% during the same period. Many of the macroeconomic consequences of these
stronger financial linkages still have to be fully evaluated. One of the crucial, still open
issues is whether these developments in international financial markets actually raised
global insurance.

As it is well-known, international financial markets may insure residents in different
countries against the effects of national business cycle shocks. Local disturbances (af-
fecting productivity, investment, government spending) may temporarily lower national
income. If international financial markets are efficient, households can shed their con-
sumption from national shocks by borrowing from abroad or by getting returns on their
portfolio of foreign assets. A large body of literature has investigated whether financial in-
tegration actually increased cross-border insurance against national income shocks. These
works have confronted with a basic theoretical issue: if international financial markets
have become more efficient in providing insurance, what should we observe in the data?
Several contributions proposed theoretical efficiency conditions for financial markets and
compared them with the data — with mixed results.

What this literature has typically ignored is that international trade in assets is not
the only channel of cross-border insurance. Also relative price fluctuations (terms of
trade movements) may hedge consumers against national income shocks. For instance,
consider a country hit by a fall in productivity that lowers the income of its residents.
If the international price of their output rises, residents can sell it at a higher price in
international good markets and recover some purchasing power. In this sense, relative
price fluctuations can transfer purchasing power across countries.'

The idea behind this paper is that global insurance results from the joint operations of
two channels — international financial markets (cross-border financial flows) and relative
price fluctuations. Its purpose is to reconsider the basic issue in the insurance literature
focusing precisely on the interaction between these two channels: how should we identify
efficient financial markets if financial flows and relative price fluctuations provide insurance
jointly?

The literature has suggested that well-functioning asset markets should channel re-
sources to countries that (absent asset trade) would have been made temporarily poorer
by national disturbances, net of physical capital accumulation. This condition provides
the basis for virtually every test of international insurance (Appendix A describes how
it has been brought to the data by several empirical methods). Yet, this “standard effi-
ciency condition” for financial markets has been derived focusing on only one of the two
channels of cross-border insurance, financial flows. Relative price fluctuations have been
typically ignored or treated as exogenous, at best they have been credited for giving rise
to valuation effects on foreign asset positions.? Is the standard condition still valid if

! This idea has been formalized by Cole and Obstfeld (1991).

2The efficiency benchmark for financial markets has been derived in frameworks with an infinite elas-
ticity of substitution between commodities or with exogenous price fluctuations. One example is the
so-called intertemporal approach to the current account, typically based on one-good models or setups
in which terms of trade movements are treated as exogenous (see Razin (1993) and Obstfeld and Rogoff
(1994)). The same applies to more recent approaches to the current account theory (Ventura (2002)).
The few extensions of this theory to setups with traded and non-traded goods (in which price fluctuations
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prices and flows provide insurance jointly? This paper gives a negative answer. It shows
that endogenous feedbacks between prices and flows may require efficient asset markets
to channel resources “upstream”, from relatively poorer to relatively richer countries (net
of physical capital accumulation). Thus the condition of insurance that has been used so
far by the empirical literature on risk-sharing measurement, provides a partial and po-
tentially misleading picture of the optimal pattern of financial flows. Testable conditions
for cross-border insurance can only be derived placing the interaction between prices and
flows centerstage in the analysis.

To derive these results, I write a two-country two-good DSGE model. Countries are
inhabited by representative consumers and are specialized in the production of different
varieties. National supply shocks create income risk for the representative households.
The assumptions of product specialization and home bias in consumption guarantee that
relative price fluctuations transfer purchasing power across countries. I assume that fi-
nancial markets are efficient. Namely, I analyze the model under two different asset trade
regimes, trade in uncontingent bonds and trade in two equities, representing respectively
two functions through which asset markets may increase cross-border risk-sharing, con-
sumption smoothing (through external borrowing) and ex-ante hedging (through portfolio
diversification).? In both cases, I assume no frictions in international asset trade: agents
optimize over their purchase of securities and have rational expectations; there are no
costs associated to trade in assets. By construction the cross-country financial flows aris-
ing in these setups, provide the highest possible degree of risk-sharing achievable through,
respectively, external borrowing and portfolio diversification. I use the model to study
to which country efficient financial markets channel resources after national shocks. The
first asset structure (trade in uncontingent bonds) allows to analyze the optimal pattern
of flows from external borrowing. The second one (trade in two equities) makes asset
markets effectively complete. I solve for optimal portfolios using the method of Devereux
and Sutherland (2006), and study financial flows from equity returns and the composition
of optimal portfolios.

The results show that the optimal pattern of financial flows depends crucially on the
interaction between the two channels of cross-border insurance.

Consider a country that is hit by a negative conjuncture and gets temporarily poorer
with respect to the rest of the world. The “standard efficiency condition” for financial
markets states that, once asset trade in introduced, efficient financial flows should channel
resources to this country, either through external borrowing or via returns on international
portfolios.

However, receiving an inflow from abroad typically changes the international price
of a country’s output. I show that price fluctuations and financial flows can be either
complements or substitutes in providing insurance. If an inflow from abroad raises the
relative price of a country’s output, the economy benefits twice from the transfer: both
financial flows and price adjustments channel purchasing power to its residents — prices and
flows are complements in providing insurance. Complementarity implies the “standard
condition”: financial markets are efficient if they channel resources to the relatively poorer
country (absent asset trade).

are partially endogenized) have not been used as efficiency benchmarks by the insurance literature. See
Viani (2010a) for a survey of empirical methods.

3 As noted by Cole (1991), well-functioning financial markets play two roles. First, frictionless trade in
uncontingent bonds allows consumers to smooth the effects of national disturbances on their consumption
by borrowing and lending abroad. Second, frictionless trade in contingent assets allows households to form
portfolios that hedge them ex-ante against shocks.
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Yet, receiving an inflow from abroad may lower the international price of a country’s
output. In this case, while financial flows tend to channel purchasing power to this
economy, relative price fluctuations transfer purchasing power abroad — the two channels
of insurance are substitutes. Price swings are so strong that the net effect of an inflow is
to lower the purchasing power of the receiving country. In this case financial markets are
efficient if they transfer resources to the country that (absent asset trade) would have been
made relatively richer by the shock — “upstream”. Upstream flows raise global insurance
and welfare. Yet, they contradict the standard condition of efficiency employed in the
literature.

More specifically, if agents can trade only in uncontingent bonds, flows and prices
being complements or substitutes determines to which economy efficient asset markets
should channel resources through external borrowing, and the optimal cyclicality of the
current account. If consumers can trade in two equities, the same relationship shapes the
pattern of flows due to portfolio returns, and the composition of optimal portfolios. I also
analyze the implications of complementarity and substitutability for equity home bias.

It is important to notice that the effects of upstream flows and the conditions that
generate them are not new to the international literature. In our model the different price
response to financial flows depends on the relative strength of substitution and income
effect of price changes, which, in turn, hinges crucially on the value of the trade elasticity.
In particular, optimal upstream flows arise for a relatively low trade elasticity, around 0.5.
This value is in the range of macro estimates, as documented by Hooper et al. (2000).
Corsetti et al. (2008a) use US data to estimate the trade elasticity to be slightly below 0.5.
This low trade elasticity is essential for their open-macro model to match the empirical
evidence on the so-called Backus-Smith puzzle, the low correlation between relative cross-
country consumption and the real exchange rate observed in the data. In particular,
Corsetti et al. (2008a) show that a trade elasticity around 1/2 is precisely what allows to
reconcile standard international models, driven by business-cycle supply shocks, with the
empirical evidence on consumption-real exchange rate correlations.*

On the other hand, whether financial inflows appreciate or depreciate countries’ terms
of trade in the short-run is still a controversial issue. While most works have estimated the
impact of net foreign assets variations on relative prices in the long-run, Gagnon (1996)
quantifies the short-run impact, the one that is relevant for the issue at handle. He finds
that a deterioration in net foreign assets (which in the short-term can well correspond to
a worsening in the trade deficit and a financial inflow from abroad) is associated with an
impact depreciation of the terms of trade. These findings do not allow to draw conclusions
about the impact of cross-border flows on international prices. Yet, they show that the
data could indeed support the hypothesis of substitutability between flows and prices,
which is necessary for upstream flows to be optimal.

This paper is related to three strands of literature. First, contributions developing
theories of consumption smoothing and portfolio diversification (as Obstfeld and Rogoff
(1994) and Ventura (2000) on, respectively, the intertemporal and the new theory of the
current account). These approaches — mostly grounded in one-good or partial equilibrium
frameworks — abstract from any interaction between financial flows and price fluctuations,
and provide the theoretical basis for the “standard efficiency condition”.

Second, contributions studying the insurance properties of relative price adjustments.
Cole and Obstfeld (1991), the first ones to analyze this issue, abstract from financial

4An alternative would be a much higher trade elasticity (around 4, in line with estimates from the
trade literature) and very persistent productivity shocks in an economy with capital accumulation. See
Corsetti et al. (2008).

BANCO DE ESPANA 1 1 DOCUMENTO DE TRABAJO N.° 1038



markets. Corsetti et al. (2008a) show how standard open-macro models can be reconciled
with the Backus-Smith evidence. They study how the structure of financial markets affects
relative price fluctuations in a model with international trade in uncontingent bonds.

Finally, the empirical literature on risk-sharing measurement. Obstfeld (1993), Sorensen
and Yosha (1998), and Flood et al. (2008) are only some examples of contributions fo-
cusing on the direction of financial flows along the business cycle, and adopting empirical
methods based on the “standard condition”.

To my knowledge, this paper is the first one to study the interaction between financial
flows and price fluctuations and its relevance for the mechanism of cross-border insurance.
It is also the first one to relate the interplay between the two insurance channels to optimal
portfolio composition.

The rest of the paper is organized as follows. The next section presents a measure
of cross-border insurance from macro theory, which will be useful to study the effects of
national shocks and the direction of optimal financial flows. Section 3 describes the two-
country two-good DSGE model. Section 4 analyzes the model under Financial autarky,
to study the impact of national disturbances on the cross-border allocation absent asset
trade. Section 5 and 6 analyze the same model, respectively, under trade in uncontingent
bonds and trade in two equities, to study optimal financial flows from external borrowing
and portfolio returns. Section 7 presents some considerations on complementarity and
substitutability, while 8 draws some conclusions.

2 A measure of cross-border insurance

Assume the world consists of several countries, each inhabited by a representative agent.
Asset markets are complete as agents can trade internationally in a full set of Arrow-
Debreu securities. Focus on two countries, Home and Foreign. In what follows W (s/|s)
denotes the price in state-of-the-world s of an Arrow-Debreu security paying 1 unit of
some numéraire good in the following period if state-of-the-world s/ realizes. Uq (s) and
Uc (s/|s) are the marginal utilities of consumption of the H consumer, respectively, in
state s and in state s/. P (s) and P (s/|s) are the prices of the H consumption good in
state s and s/. [ denotes the discount factor of the H consumer, 7 (s/|s) the conditional
probability of state s/ given s. The Euler Equation of the H consumer, regulating her
purchase in state s of Arrow-Debreu securities paying 1 unit of the numéraire in state s/,
reads

W (st|s) 1
—_— ——— Vs.s/ 1
P(s) P (sls) o S
The H consumer buys securities until the marginal cost of purchasing one more asset (left
hand side in equation (1)) equals its expected marginal benefit (right hand side).
The analogous condition for the F agent is given by

Uc (s) =[B-mw(sts)-Uq (ss)

U (s) m B r (s118) - UL (s1]s) B (Slls)l_ RIS

where starred variables denote Foreign aggregates, and w is the nominal exchange rate
between the H and the F currency.
Combining (1) and (2) gives

, Vs, st (2)

Ue (s118) P(s) _ pUs(sle) P*(s) c(e) _ Wslls) o
Uc(s) Plslls) ~ " Ue(s) Pr(sls)(srls) ~ mlstls)

m(s/|s) m*(s!|s)
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where m (s/|s) and m* (s/|s) are the Stochastic Discount Factors (SDFs) of the H and the
F consumer. Perfect cross-border risk-sharing against national income shocks (given by
construction by complete asset markets) equates the SDFs of the two agents, for every
states-of-the-world s and s/.> Equivalently, in terms of time-dependent notation, perfect
insurance implies

m¢ = m:, vt (3)

On the contrary, if asset markets are not complete, Stochastic Discount Factors need
not be equalized. Uninsurable shocks will drive a wedge between them in some states-of-
the-world

my =1, -mi, 3t (4)

where 7, represents the wedge between H and F SDFs created by uninsurable disturbances.
Taking logarithms on both sides of (4) I define the measure of cross-border insurance, the

gap, as

gapy = log (1) — log (1) = log (m;) — log (m;) (5)

gap; measures the percentage deviation of the wedge between H and F SDF's observed at
time ¢ from the wedge that would be observed if income risk was perfectly shared (n = 1).
In any model, the gap arising in response to national shocks measures by construction
the percentage deviation from the allocation corresponding to complete financial markets
and full insurance against national income shocks.5

In the next sections I will prove that the gap quantifies changes in countries’ relative
wealth created by uninsurable shocks. Namely, the sign of the gap indicates which country
has been made relatively richer (poorer) by national disturbances; its magnitude quantifies
the size of the change in countries’ relative wealth. Appendix B proves that in the DSGE
model used in this paper, the gap is a proxy for the social welfare losses due to the fraction
of country-specific risk that cannot be traded in financial markets. These properties make
the gap a useful instrument for the analysis of optimal financial flows. In particular, it
will be used to study the effects of national income shocks and the direction of financial
flows in the model detailed below.

3 A two-country two-good model

The model is a two-country two-good DSGE framework with endowment shocks and home
bias in consumption. Its core structure is the simplest one that allows to analyze, under
different asset trade regimes, the interaction between real and financial channels of shocks
transmission.” Its simplicity allows to get analytical closed form solutions when trade in
more than one asset is introduced.

The model consists of two countries, Home and Foreign, each inhabited by a rep-
resentative household. Countries are specialized in the production of different goods.
Households in country H receive utility from consuming a bundle made up of the foreign
and the domestic good, according to a CES aggregator

®See also Backus and Smith (1993), Gravelle and Rees (2004), and Cochrane (2005).

6More precisely, the gap is an insurance measure in any model tha features a representative consumer
in each country.

"The model is closely related to frameworks employed in Cole and Obstfeld (1991), Kollmann (2006),

and Corsetti et al (2008).
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7]
19 72—

Co= @ ()T + (=" ()T |05 0,5>1/2 (6)

where Cj; denotes consumption of the good produced in country j and ¢ is a parameter
capturing home bias in consumption. @ is the elasticity of substitution between H and
F-produced goods; in this model it coincides with the trade elasticity, i.e., the elasticity of
the import/export ratio with respect to relative price changes. The F consumption bundle
is analogously defined. Starred variables denote the corresponding quantities consumed
by Foreign agents. Goods are freely tradable but not storable. The period utility of both
agents depends on current consumption only and is a Constant Relative Risk Aversion
function with risk aversion coefficient p.

In each period H and F households receive a stochastic endowment according to the
process

log (Yj¢) = Clog (Yji—1) +€j¢

where Yj; denotes the endowment received by consumer j and &;; ~ #id(0,0°). For
simplicity I assume Cov (g5, ¢5¢) = 0 for ¢ # j.

I assume that the law of one price holds and that the nominal exchange rate is constant
and equal to one for simplicity. Due to home bias in consumption purchasing power parity
does not hold outside a symmetric Steady State, and the two price indexes P, and P} are
tied by the following condition defining the real exchange rate Q

P*
Q: = ?t
t
Terms of trade are defined as the ratio of the price of H imports and exports
P
tot, = Lt
Py

where Py, and Py denote respectively the price of H and F-produced goods.
The relative value of F and H endowments can be written as

= et @
PpiYne Py
Standard cost minimization delivers H households’ demand for the H and the F variety

o Put -’
Che =96 <Pt> Cy

P —0
Cp=(1-96) (ﬁ?) C,

Analogous conditions hold for F agents. Good market clearing conditions read

‘/t*

Yie = Che + C,
Yie=Cp +C}y

The model is loglinearized around a symmetric Steady State in which endogenous
variables are constant and exogenous ones are equal to their mean values.

BANCO DE ESPANA 14 DOCUMENTO DE TRABAJO N.° 1038



In the following sections, I will analyze the model under different asset trade regimes.
Households’ budget constraints will be pinned down by the specific asset structure as-
sumed. More specifically, I will assume the existence of efficient financial markets that
allow agents to borrow from abroad or to diversify their portfolio. In these frameworks I
will simulate a national income shock and study the direction of optimal financial flows.
In all these exercises, the gap arising in the model in response to national disturbances
will be a useful instrument to study the effect of the shocks and the direction of financial
flows. For any possible asset structure, if the system is in Steady State up to time (¢ — 1),
the gap arising at time ¢ in response to shocks is given by

gapt = Ge — p (¢t — ¢7)
where p is the common risk-aversion coefficient and lowercase hatted variables denote
percentage deviations from the Steady State.
As a first step, the next section analyzes the same model in Financial autarky to
study the effect of national income shocks on the cross-country allocation if international
financial markets were shut down.

4 Financial autarky and insurance from relative prices

In this section I analyze the model under Financial autarky, with two purposes. First, to
trace the effects of national disturbances on the cross-country allocation if there were no
financial markets. Second, to study insurance from relative price fluctuations.

As noted by Cole and Obstfeld (1991), if countries are specialized in the production of
heterogenous goods, they may be compensated for negative shocks reducing their output
by increases in the international price of their exports. Terms of trade volatility may
transfer purchasing power across countries and provide some automatic insurance against
national shocks.

Under Financial autarky relative price fluctuations represent the only channel of cross-
border insurance. Households have no means of smoothing consumption over time and
in each period their consumption must equal the value of their income. H and F budget
constraints read

Ci Py = PpyYiy

Cy Pl = PpYp

The relative value of F and H endowments, as defined in equation (7), can be written
in linearized form as®

0 = (Yt — Une) +2(1 = 9) tot,

An exogenous rise in the H endowment represents (in relative terms) a negative income
shock for F consumers as it tends to decrease the relative value of the Foreign endowment,
0f. Price fluctuations can lessen or magnify this effect. If the terms of trade depreciate, F

8The relative value of endowments can be derived by substituting the solution for national CPIs
1175
Po=[6(Pu)" ™! + (1= 8) (Pp) "] "

Py = (=) (Pa)" +5 (Pp)"] 7

in consumers’ budget constraints.
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consumers are partially compensated by a rise in the international price of their output.
Price adjustments provide some automatic insurance to F agents by transferring them
some purchasing power, and limit the fall in ¢}. On the contrary, a terms of trade
appreciation would contribute to hurt F consumers, by reducing the international price
of their exports. In this case terms of trade fluctuations would magnify the fall in 0} that
would have occurred at constant prices.

Following the shock, deviations of relative prices from the Steady State map into
deviations in relative consumption through their impact on relative income. The gap
arising in the model in response to the disturbance measures the deviation from full risk-
sharing created by the shock and quantifies the insurance properties of relative prices.
The response of the gap reflects also changes in the relative wealth of the two countries
created by the disturbance, as the following subsection shows.

4.1 Changes in relative wealth under Financial autarky

Agents’ intra-temporal decisions can be solved through standard expenditure minimiza-
tion. The inter-temporal problem of H consumers may be solved by setting up the La-
grangian

Cy)'
max .: L = L

{Ct»Xt} ]' - p
where x, is the multiplier attached to H agents’ budget constraint, and represents the
shadow value of current income, Pj;Yy;. The first order condition with respect to con-
sumption reads

+ X; (PntYne — P,Cy) Vit

(C)" =x: P, (8)

Its analogue for F consumers is given by

CH " =xip (9)

where x,* is the shadow value of F household’s current income.
Taking the ratio of (8) and (9) gives

AN ><>
<Ct) _Qt<X§

Loglinearizing around the symmetric Steady State yields

e — p (&t — ¢f) = gapr = (X¢ — X7)
The gap arising at time ¢ in response to shocks reflects asymmetric responses of the shadow
value of current income in the two countries. Its sign indicates the new ranking of wealth:
if a shock raises more the shadow value of the F consumer’s income (makes him relatively
poorer), the gap is negative; positive if the disturbance makes the F agent relatively richer.
Thus the gap reflects the change with respect to the Steady State of the relative wealth
of F consumers.

4.2 Insurance from relative prices

From the expenditure minimization problem of F and H consumers, we get their demand
for, respectively, H and F-produced goods, which in their loglinearized version read
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1 . 1
ééZt = (1 — (5) tot; + @é* + th (10)

1, L1
glre = —dtoty + gt (11)

Linearizing the Financial autarky budget constraints we can express Home and Foreign
consumption as

ét = (5 — 1) tOEt —+ ﬁht (12)

é; = (1 — (5) tOLft + gft (13)

Using the price indexes P; and P} derived from the expenditure minimization, the
real exchange rate can be written as

Ge = (26 — 1) tot, (14)

From the balance trade condition, the terms of trade are given by

tOtAt = é;(zt — éft
Substitute for (10), (11), (12), (13), and (14) to get the response of the terms of trade to
shocks to the H and F endowments

1

toty = m “(Gnt — Jgt)

(15)
Assume the system is in Steady State up to time (¢ — 1) and assume a national shock
at time ¢, an exogenous increase in the H endowment.
Combining the solution for the response to the shock of Home and Foreign consumption
and the real exchange rate, the gap arising at time ¢ can be written as a function of the
deep parameters of the model as

gap{* = G —p(&—¢) = (16)
_ (26p0 —p—26+1)
- (200 — 25 +1) Mt

where eg; is the i.i.d.. shock to the H endowment and the second line follows from
substituting (15) in (12), (13), and (14). There are two values of the trade elasticity 6 for
which the terms in parentheses in equation (16) are equal to zero. These values define two
thresholds for the trade elasticity that play a crucial role in shaping the wealth imbalances
created by the shock.”

The first threshold is the value of 6 for which the denominator in (16) is equal to zero

1
20
I will refer to 7 as the transmission threshold, relating to the findings of Corsetti et al.
(2008a) who analyze the behaviour of the same model under Financial autarky. If the trade
elasticity is higher than 7, an increase in the H endowment depreciates the terms of trade.

1

,’7".

9The value of the trade elasticity is key in determining the equilibrium volatility of the terms of trade.
Therefore, analyzing transmission through relative price fluctuations in terms of the trade elasticity seems
a natural choice.
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Foreign consumers benefit from the rise in the international price of their output and the
bonanza in the H country raises consumption abroad — the international transmission of
shocks is positive. For an elasticity lower than 7 the same shock appreciates the terms of
trade. F' consumers are hurt by a fall in the relative price of their output and the windfall
in the H country reduces consumption abroad — international transmission is negative.'?

The second threshold is the value of # for which the numerator in (16) is equal to zero

p+20—1
20p

Since the gap is zero when 6 = 7, I call this value the efficiency threshold. If the trade
elasticity matches 7, full risk-sharing is attained in response to the shock even in the
absence of financial markets.

I simulate a 1% positive shock to the H endowment at time ¢. The following graphs
show the time-¢ response of the terms of trade and the gap, both as a function of the
trade elasticity 6.'!

7

10The reason why relative prices respond differently over the two regions of the elasticity domain is the
following. After the rise in the H endowment, world demand for the H good must increase, which requires
relative prices to adjust. Corsetti et al. (2008) show that a fall in the relative price of the H good tends, on
the one hand, to switch world expenditure towards the H variety, raising its demand (Pareto-Edgeworth
substitution effect). On the other hand, the same fall in the H price lowers the value of the endowment
of H consumers. Since H households are the biggest buyers of the H variety, world demand for the H
commodity tends to fall (Pareto-Edgeworth income effect). When 6 < 7 the degree of substitutability
between goods is so low that the income effect prevails. For the H-good demand to increase, the income
of H consumers must rise, which requires an increase in the relative price of the H variety.

As in Corsetti et al. (2008) strong income effects might give rise to multiple equilibria. It should be
noted that this feature would not affect the main results of the analysis (see also the discussion in Corsetti
et al. (2002) and (2008)).

T assume § = 0.9, 8 = (1/1.01), p = 2. The persistence of the shock does not influence the response
of the gap and the terms of trade under Financial autarky.
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Terms of trade response as a function of 6 (Financial autarky)
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Gap response as a function of f (Financial autarky)

If the two varieties were perfect substitutes (if the trade elasticity 6 was infinite),
relative prices would not react to the shock and the rise in the H endowment would make
Foreign consumers relatively poorer. The gap arising in response to the disturbance — the
change in the relative wealth of F' consumers with respect to the Steady State — would be
negative
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. FA . (20p0 — p—25 + 1)
pmgap =l Ty

As long as the two goods are not perfect substitutes, however, relative price fluctuations
transfer automatically purchasing power across countries. This can lead to a variety of
outcomes.

If the trade elasticity coincides with the efficiency threshold (6 = 77), the shock raises
the international price of the F good (the terms of trade depreciate). F consumers benefit
from higher export prices. The extent of the depreciation is exactly sufficient to pool risk
efficiently and relative wealth is not affected by the shock: the gap is zero. As in Cole
and Obstfeld (1991), price fluctuations guarantee full risk-sharing even in the absence of
financial markets.'?

26pn —p—20+1 . .
sonli =~ L =0 = %=

If the trade elasticity is higher then the efficiency threshold (6 > 7)), the relative
price of the Foreign output rises in response to the shock, but due to the high degree of
substitutability between commodities, only a small depreciation is needed to clear the good
markets after the rise in the supply of the H good. Due to the insufficient terms of trade
volatility, price fluctuations do not transfer enough purchasing power to F consumers.
Their relative wealth falls with respect to the Steady State, as signaled by the negative
gap. From (16)

gapfA <0 = x; < 5(:

For a trade elasticity lower than the efficiency threshold, still higher than the trans-
mission one (7 < 6 < 77), the relatively low degree of substitutability between varieties
requires a strong depreciation of the terms of trade for good markets to absorb the excess
supply of the H good. Due to the strong rise in the relative price of the Foreign output,
the shock makes F' consumers relatively richer (positive gap).

Finally, for a trade elasticity lower than the transmission threshold (6 < 7), the terms
of trade appreciate in equilibrium. Price movements enlarge the wedge between the rela-
tive value of endowments that would have aroused at given prices. F consumers are hurt
both by the relative fall in the quantity of their endowment and by the fall in the price
of their output, and are made relatively poorer by the disturbance.

4.3 The interaction between prices and flows

Absent financial markets, national shocks typically make the real allocation diverge from
the one corresponding to full risk-sharing. Local disturbances alter countries’ relative
wealth and cause aggregate welfare losses.!? If asset trade was introduced, to which
country should financial resources optimally flow after a national shock? As a first step
to answer this question, it is useful to study the interaction between cross-border flows
and price fluctuations. Proposition 1 describes how relative prices react to an exogenous
marginal flow of resources across countries in Financial autarky.!

12The efficiency threshold generalizes specific models used in other contributions. Cole and Obstfeld
(1991) assume a Cobb-Douglas consumption aggregator and no home bias: § =1, § = (1/2). The core
building block of the monetary model of Corsetti and Pesenti (2005) is based on log utility and unitary
trade elasticity, namely p =1 and 6 = 1. In both papers asset markets are shown to be redundant.

13 Appendix B proves that the gap reflects aggregate welfare losses due to imperfect insurance.

14 Appendix C shows the Proofs to all the Propositions.
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Proposition 1 A marginal flow of resources from the H to the F country raises the
price of the F output (depreciates the terms of trade) if the trade elasticity is above the
transmission threshold T — prices and flows are complements; lowers the price of the F
output otherwise — prices and flows are substitutes.

Figure 3 shows the response of the terms of trade to a marginal flow of resources to
Foreign consumers, as a function of the trade elasticity 6.
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FIGURE 3
Terms of trade response to a marginal flow to the F country

The different response of relative prices along the elasticity domain can be explained
as follows. Due to home bias in consumption, a flow of resources to F consumers raises
relative world demand for the Foreign good. Relative prices must adjust to reduce this
demand. As shown by Corsetti et al. (2008a), a rise in the price of the F good has a
twofold effect on its demand. The Pareto-Edgeworth substitution effect tends to shift
expenditure away from Foreign goods, lowering their demand. The Pareto-Edgeworth
income effect raises the value of the endowment of Foreign consumers, the biggest buyers
of the F good. The increase in their purchasing power tends to raise world demand for
the F variety. For 6 < 7, the income effect prevails.!® In this case, reducing the demand
for the Foreign good requires lowering the income of its biggest buyers, F consumers. The
relative price of the F variety must fall in equilibrium.

Thus the threshold 7 defines two areas of the trade elasticity domain, which correspond
to different kinds of interactions between prices and flows. For 6 > T receiving resources
from abroad raises the price of a country’s output on impact: both flows of resources and
price fluctuations transfer purchasing power to F consumers — the insurance channels are
complements. For 6 < 7, when resources flow to the F country, price fluctuations tend to
transfer purchasing power abroad — prices and flows are substitutes.

Proposition 2 describes how relative price fluctuations created by cross-border flows
affect, in turn, the relative wealth of the two countries.

153ee Corsetti et al. (2008) for a formal analysis of the relative strength of Pareto-Edgeworth substi-
tution and income effect in the same model.
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Proposition 2 A marginal flow of resources from the H to the F' country raises the rela-
tive wealth of Foreign consumers if the trade elasticity is above the transmission threshold
7 (if prices and flows are complements); lowers the relative wealth of F' consumers oth-
erwise (if prices and flows are substitutes).

The first statement is not surprising. When flows and prices are complements, F
consumers benefit twice from an inflow of resources from abroad as the relative price of
their exports rises. Thus the inflow increases their relative wealth.

The second statement is less obvious. When flows and prices are substitutes, they
channel purchasing power in opposite directions and the net effect of a transfer on coun-
tries” wealth is in principle ambiguous. Proposition 2 shows that the low trade elasticity
associated with substitutability, generates a high volatility of the terms of trade in response
to a marginal transfer. The negative effect of price fluctuations on Foreign consumers’
wealth prevails over the positive impact of the flow itself. Thus a transfer from abroad
lowers the relative wealth of the receiving country.

5 Efficient financial flows from external borrowing

Given the interaction between cross-border flows of resources and price fluctuations, how
should efficient financial markets be identified?

As noted by Cole (1991), well-functioning financial markets play two roles. First,
frictionless trade in uncontingent bonds allows consumers to smooth the effects of national
disturbances on their consumption by borrowing and lending abroad. Second, frictionless
trade in contingent assets allows households to form a portfolio that can hedge them
ex-ante against shocks.

In this and the next section I analyze the model under two different asset trade regimes,
representing respectively the two functions of efficient financial markets, consumption
smoothing (through external borrowing) and ex-ante hedging (through portfolio diver-
sification). In both cases, I assume no frictions in international asset trade: agents are
allowed to optimize over their purchase of securities and have rational expectations; there
are no costs associated to asset trade. In both setups, price fluctuations and financial
flows will transfer purchasing power across countries. Given the interaction between flows
and prices, I will study to which economy efficient financial markets — allowing consumers
to borrow from abroad or to diversify their portfolio — channel resources after national
shocks.

This section studies optimal financial flows from external borrowing. Consider the
model presented in section 3 under the following asset trade regime: agents can trade
in uncontingent bonds paying 1 unit of the H consumption bundle in every state-of-the-
world.!® The budget constraint of H consumers reads

~ PuY

PEBy, = o Ci + By (17)
t

16Gelf-insurance is typically defined as saving and borrowing activities carried out through a risk-free
asset. In a two-good model that allows for deviations from purchasing power parity every asset, even
an uncontingent one, bears some riskiness as endogenous price movements tend to alter its real returns.
However when the model is approximated to the first order, the expected returns on all assets are equalized.
Choosing a symmetric Steady State with a zero bond position as the approximation point, is sufficient
to ensure that asset returns do not transfer resources across countries in response to shocks. In terms of
allocation and dynamics of the model, it does not matter which particular uncontingent asset we assume
to be used to self-insure. Hence, the assumption that the bond pays in unit of the H consumption bundle
is unconsequential for the results.
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where By denotes bonds purchased in period ¢, PP their unitary price in terms of the
H consumption bundle. Bonds are assumed to be in zero net supply. H households’
inter-temporal problem is given by

o C 1=p
max .:L=E { s [( ) (PuYiu+ PuB, — CoP, — PPPBy )
t

{Ct,Biy1,v¢} =0 1—p
(18)
H agent’s first order conditions read
(C)™" =wnPh (19)
Vit1 Prya
PB = 3E 2
5= o {2l (20

Combining (19) and (20) with their analogues for the F consumer and loglinearizing gives

—pEi{ei1} + pér = —pE {& 1} — By {Gi ) + péf + G

Assuming that at time ¢ the system is in a symmetric Steady State with zero bond holdings
yields

Ei{Gi41—p (41 — 1) } = B {gapes1} =0

The possibility of self-insuring drives to zero the expected risk-sharing inefficiency by
equating the expected Stochastic Discount Factors of the representative agents.

The following Proposition describes optimal financial flows from external borrowing

Proposition 3 If flows and prices are complements, in response to national shocks effi-
cient financial markets channel resources through external borrowing to the country that
(absent asset trade) would have been made relatively poorer by the disturbance (“stan-
dard efficiency condition”). If flows and prices are substitutes, efficient financial markets
transfer resources to the country that (absent asset trade) would have been made relatively
richer by the shock.

Figure 4 gives a graphical representation. I simulate a 1% increase in the H endowment
at time ¢. The graph plots the time-¢ response of the Financial autarky gap (the relative
wealth of F' consumers absent asset trade) and F agents borrowing, —b; (the inflow of

financial resources received by F consumers), both as a function of the trade elasticity
9.17

17T assume a persistent but temporary shock with autoregressive parameter ¢ = 0.95. The model
with trade in uncontigent bonds is non-stationary because of the unit root in wealth accumulation. This
feature does not have any bearings for the main results of the analysis. Indeed, it is easy to verify that
Proposition 3 holds in the same model with stationarity-inducing features @ la Schmitt-Grohé and Uribe
(2003) (e.g. an endogenous discount factor).
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Response of the Financial autarky gap and
F current account deficit as a function of 6

If the trade elasticity is higher than the efficiency threshold 7, absent financial mar-
kets a temporary bonanza in the H country would have made F consumers relatively
poorer; once we introduce efficient external borrowing, F households import resources
from abroad. If the trade elasticity is in between the two thresholds (7 < 6§ < 7), due
to the high terms of trade volatility F consumers would have been relatively richer un-
der Financial autarky; once we allow for asset trade, financial flows channel resources
to the H country. Thus in the region of the elasticity domain in which prices and flows
are complements, in response to the shock efficient financial markets channel resources
to the country that, absent asset trade, would have been made relatively poorer by the
disturbance. Flows from external borrowing are consistent with the predictions of the
“standard efficiency condition” for financial markets.'®

On the contrary, in the area of the elasticity domain in which prices and flows are
substitutes, efficient financial markets transfer resources “upstream”, to the country that
(absent asset trade) would have been relatively richer. Under Financial autarky, F con-
sumers would have been hurt both by the relative fall in the quantity of their endowment
and by the fall in the price of their output; once we introduce asset trade, F households ex-
port resources.!? These flows from external borrowing are optimal by construction: they
are the best possible transactions occurring in a decentralized equilibrium with borrowing
and lending, since I assumed no restrictions, frictions or costs for international asset trade.
Yet, these flows contradict the predictions of the “standard efficiency condition”.

Upstream flows can be explained as follows. Focus on the region of the trade elasticity
domain in which prices and flows are substitutes. Proposition 1 states that for 0 <
7 a marginal flow of resources to the F country would lower the price of the Foreign

18 Notice that the current account is procyclical.
19The current account is countercyclical.
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commodity, moving the terms of trade against F consumers. Proposition 2 shows that if
the F country — the one that would be relatively poorer absent asset trade — imported
resources from abroad, relative prices would move substantially against it due to the low
trade elasticity. Importing resources from abroad would lower so much the relative price of
the F commodity that it would reduce the relative wealth of Foreign consumers. Therefore,
efficient financial markets must transfer resources to the H country — upstream.?’

5.1 External borrowing and equilibrium wealth imbalances

The previous section has derived a simple rule relating the financial flows we should observe
if financial markets were efficient and countries’ relative wealth absent asset trade. Here
I study the relationship between efficient financial flows and realized wealth imbalances.
If financial markets are efficient can we observe a temporarily richer country borrowing?

First, notice that the gap arising in equilibrium in the model with trade in uncontingent
bonds, reflects the change in countries’ relative wealth created by national shocks. To
see this consider the inter-temporal problem described in equation (18). The Lagrange
multiplier v; represents the shadow value of time-¢ income. The income received at time
t (minus current consumption), in turn, equals the present discounted value of wealth

oo j—1
(PutYs + BiPy — PiCy) = Y T[] PR [PiyjCiij — PryiYers] = PDV wealth
0

j=li=

Hence, v; is the shadow value of wealth at time ¢t. Combining H agent’s first order con-
dition with respect to consumption (equation (19)) with its analogue for the F consumer,
and loglinearizing around the symmetric Steady State with zero bond holdings gives

G — p (& —e}) = gap?™ = (04 — D7) (21)
The gap arising in the smoothing economy, gapy™, reflects asymmetric responses in the
shadow value of wealth in the two countries.

In terms of the deep parameters of the model, gaps? arising in response to an increase
in the H endowment can be written as

SM 5—1 20p0 —26 —p+1 B 6—1 A
gapy (Cﬁ—l) < 200 —20 + 1 )'EHt (W) - gapy (22)
—_———

>0

where ( and S denote respectively the persistence of the disturbance and households’
discount factor. Setting the risk-sharing inefficiency to zero in expectations, which is the
result of self-insurance, leaves it exposed to unexpected i.i.d. shocks. The gap arising
in equilibrium in the smoothing economy has the same sign as the one that would have
aroused after the same shock under Financial autarky.?!

Proposition 3 then implies that we could observe a relatively richer country optimally
borrowing from a relatively poorer one — financial resources optimally flowing upstream.

20Propositions 1 and 2 defining complementarity and substitutability are proved in the model under
Financial autarky. It is important to notice that the relationship tying marginal flows of resources and
price fluctuations, is preserved in the model with trade in uncontingent bonds. Propositions 7 and 8 in
Appendix C give a formal proof.

21 Exceptions may arise if households’ discount factor 3 is endogenized or if the shock process is non-
stationary. See Corsetti et al. (2008) for an example with trade in bonds in which the shock increases
the endowment over time, reaching a higher permanent long-run level.
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The following figure illustrates this point graphically by plotting the response to a 1%
temporary rise in the H endowment, of gap®™ (the change in the relative wealth of
Foreign consumers created by the shock) and F agents’ current account deficit, both as a
function of the trade elasticity 6
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FIGURE 5
Response of the Smoothing gap and
F current account deficit as a function of 0

If the trade elasticity is lower than the transmission threshold 7, we could observe a
relatively poorer country, F, lending abroad.

Notice that in this setup the optimality of upstream financial flows and the counter-
cyclicality of the current account are not due to a higher productivity in the temporarily
richer country, as happens, for instance, in the standard Backus-Kehoe-Kydland type of
models.?? As explained in the previous subsection, the optimality of upstream flows is
rather due to the particular kind of interaction between financial flows and price fluctua-
tions.

Notice also that the so-called intertemporal approach to the current account (one of the
theories at the basis of the “standard efficiency condition” for financial markets) developed
traditionally in one-good or partial equilibrium settings, can be recasted as a special case
within our framework. It is characterized by an infinite trade elasticity, which rules out
any interaction between terms of trade adjustments and financial flows. The allocation
it delivers would be on the far right in Figure 5: the country going through a temporary
negative conjuncture would be poorer and borrowing from abroad in equilibrium.

5.2 External borrowing and welfare

Appendix B proves that in this model, under any asset trade regime, the gap is a measure
of the social welfare losses due to imperfect insurance. The higher the welfare losses
created by uninsurable shocks, the higher the gap arising in response to the disturbances.

228ee Backus et al. (1995).
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From equation (22) it is easy to verify that the equilibrium smoothing gap is lower than
the gap that would have aroused after the same shock under Financial autarky.?? Thus
the cross-border flows created by external borrowing provide insurance against shocks,
containing cross-country wealth divergences and reducing the welfare losses created by
national disturbances.

Figure 6 compares the response to the same shock (a 1% increase in the H endow-
ment) of the gap arising under Financial autarky and under trade in uncontingent bonds.
Financial flows from external borrowing are beneficial even if they run upstream, as they
increase cross-border insurance and reduce the welfare losses created by the shock, with
respect to the ones that would have aroused absent asset trade (gap® < gap™™ also for
0 < 7, corresponding to upstream flows).
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Response of the Financial autarky and
the Smoothing gap as a function of 0

6 Efficient financial flows from portfolio returns

In this section I analyze the model presented in section 3 under a different asset trade
regime, representing the second function of efficient financial markets — ex-ante hedging
through portfolio diversification. In particular, I choose an asset structure that allows
agents to be fully insured against national shocks: assets markets are effectively complete
by construction. As for the smoothing case, I assume no frictions in international asset
trade. Given the interaction between flows and prices, I study to which economy efficient
financial flows from portfolio returns channel resources in response to shocks.

Assume households can trade in two equities, H and F, representing respectively a
claim to the H and F country’s endowment. As we will verify in the next subsection, asset

23 Again, exceptions may arise if households’ discount factor 3 is endogenized or if the shock process is
non-stationary.
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markets are effectively complete.?* The total quantity of each equity is normalized to 1.
Sh, S¢, Sy, and S} denote the fraction of H and F equities owned respectively by H and
F consumers. Due to the normalization, the owner of S} equities receives a share S, of
the H endowment. Equities real returns, expressed in terms of the H consumption good,
are given by

(Pnt/Pi)Yne + Zy

R pr—
! Zi1
B — (Prie/P)Yye + Zf
t *
thl

where Z and Z*denote the real price (in terms of the H consumption bundle) of the two
assets.
The budget constraint of H households reads
Y P
NFA, = NFA,_; + % —Cy+ Ry (Sp — 1)+ R:Sp
t
where NFA; = [(Sh41 — 1) - Z¢ + Sfi41 - Z/| denotes H net foreign assets.
Euler equations and asset market clearing conditions are given by

(Co) ™" = BE{(Cr41)"" Reg1} = BEA{(Coy1) ™" Riy 1 } (23)
(Ot*)ip _ 6E (Ct*"rl)ip ‘R _ BE (0:4‘1)7/) L ¥ (24)
Qt ¢ Qt+1 i ! Qt+1 tl
Shi+Sh, =1
Sﬁt -+ S;,t =1

The model is loglinearized around a symmetric Steady State with NFA = NFA* =
0.2 H consumers’ budget constraint can be written as

— 1\ — _ .
nfa, = (ﬁ) nfa, 1 + (6 — 1) toty + gny — & + 720 (25)
&

where 72, = 7, — 7} is the percentage deviation of the realized return differential between
H and F equities from its Steady State value. « denotes H agents’ gross holdings of the
H equity in Steady State. In response to shocks, excess returns rx deviate from their
Steady State value and, combined with asset holdings «, deliver a transfer of resources
in consumers’ budget constraints. &, in equation (25) denotes the financial flows from
portfolio returns received by H consumers.

I find it convenient to derive a solution for the model using the method developed by
Devereux and Sutherland (2006) — DS henceforth — to solve DSGE models with endoge-
nous portfolio choice. Applying this method allows to study in detail how the interaction

24 Also Kollmann (2006) proves that trade in two equities makes asset markets effectively complete in
this model.

25 Even if Steady State net foreign assets are zero, agents may hold a non-zero gross position. Therefore,
they can receive flows of resources from the returns on their gross holdings in response to shocks.
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between flows and prices determines (a) the direction of optimal financial flows via port-
folio returns and (b) the composition of optimal portfolios.2

DS show that in a first-order approximation optimal portfolio choice can be decom-
posed in two steps.?” The first step consists in solving the system linearized to the
first order treating realized portfolio resource transfers (£), as exogenous disturbances.?®
Combine the Euler equations (23) and (24) linearized to the first order and assume that
at time ¢ the system is in a symmetric Steady State to get

Ey{Gis1 —p (¢e41 —¢1y1) } = 0= Ey {gapi11} =0

The solution to this step delivers the same allocation that would arise if agents could only
trade in uncontingent bonds.?’

The second step is based on the macro dynamics of the first-order solution, and
amounts to recover optimal asset holdings « as those satisfying second-order optimality
conditions for portfolio choice.?’ Taking a second-order approximation of the H and F
Euler equations and combining them, DS show that the optimal portfolio must satisfy the
following condition

CO’Ut { [qt—&-l —p (ét+1 - é:—i—l)] ,let+1} =0

Translating this equation in our framework, it is easy to see that it implies

Covi {gapss1,78t41} =0

The wealth asymmetry residual from smoothing decisions can be lowered exploiting move-
ments in asset excess returns. Agents adjust the composition of their portfolio until co-
movements between excess returns and (endogenous) wealth asymmetries are driven to
zero in equilibrium.

Having recovered the optimal portfolio through the second step, the final solution to
the system is

| AR A &
G —_——

smoothing allocation portfolio returns

26Gince asset markets are effectively complete, in principle I could solve for the Pareto optimal real
allocation independently of asset holdings, and retrieve portfolios ex-post, as the ones that replicate a
Social Planner solution to the model. However, by using the DS method we can provide an explanation
for the direction of optimal flows (in Proposition 5). We are also able to provide a rationale for the
composition of optimal portfolios (detailed in the Proof to Proposition 6).

27 Although applying the DS algorithm to a first order approximation of the model allows to retrieve
only the Steady State portfolio (and not its dynamic response to shocks), characterizing the time-invariant
asset holdings that arise in a world of infinitesimally small noise is sufficient to analyse the first order
dynamics of the macro variables of the system.

281n a first order approximation the expected returns on all assets are equalized: the expected return
differential is zero. Therefore, 7Z¢c, the transfer delivered by the Steady State portfolio in response
to shocks, can be treated as a mean-zero i.i.d. random variable (§) and included in the system as an
exogenous disturbance with these characteristics.

29Crucial to this identification is the fact that the system in this section and in the previous one is
linearized around the same approximation point, corresponding to zero net foreign assets.

Notice that in the allocation resulting from this step (which is only a partial solution to the system),
households can invest in assets but do not receive any transfer from their returns after national distur-
bances (€ is exogenous and not responding to endowment shocks). Thus portfolio composition cannot be
exploited to hedge against shocks. Intuitively, what drives households decisions is the desire to smooth
over time the effect of national shocks on consumption.

30 A second-order approximation is needed because assets yield equal expected returns in a first order
approximation. Optimal portfolios would then be indeterminate.
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Matrix A is the solution to the first step. It describes what would be the impact of
national shocks on endogenous variables if agents could only trade in uncontingent bonds,
pinning down dynamics that coincide with the smoothing ones. Matrix B, instead, results
from the solution to the second step of the DS method. It traces the dynamics given only
by resource flows generated by the optimal portfolios. Analogously we can write

gap = [C]- B?j L] [jj (27)

smoothing allocation portfolio returns

where matrices C and D result from combining the appropriate rows of A and B in (26).
The gap arising in equilibrium in response to shocks can be decomposed in two parts.
The first one corresponds to gap®™, the gap that would arise if agents could only smooth
consumption by varying their net foreign assets. The second part reflects the variations
in relative wealth due to optimal portfolio returns. The DS method shows that we can
rationalize optimal portfolio returns as those able to counterbalance the smoothing gap
(the one resulting from the first part of the system), so as to reduce the equilibrium gap
to zero.

6.1 Insurance from portfolio flows

Appendix D proves that when consumers can trade in contingent assets, the gap arising
in equilibrium in response to shocks (the solution to the full system (26)) reflects changes
in relative countries’ wealth created by the disturbances. Clearly, these wealth imbalances
are residual after portfolio returns have transferred resources across countries.

If asset markets are effectively complete, national shocks should not create any risk-
sharing inefficiency, wealth asymmetry, and, in this model, welfare losses: the equilibrium
gap should always be zero. The following figure shows that the asset structure we have
assumed in this section effectively completes the market. The picture compares the gap
arising after a 1% increase in the H endowment in Financial autarky, in the one-bond
economy, and under trade in two equities. In the latter case, financial flows from portfolio
holdings provide full insurance against national shocks. This happens over the whole
elasticity domain, including the region in which flows and prices are substitutes (6 < 7).
In this area of the elasticity domain optimal portfolio returns channel resources upstream,
as shown in the next subsection.
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Financial autarky, Smoothing, and two-equity gap

6.2 The direction of optimal flows

From the solution to the full system (26), it is easy to prove the following Proposition

Proposition 4 If flows and prices are complements, in response to national shocks ef-
ficient financial markets channel resources through portfolio returns to the country that
(absent asset trade) would have been made relatively poorer by the disturbance (“stan-
dard efficiency condition”). If flows and prices are substitutes, efficient financial markets
transfer resources to the country that (absent asset trade) would have been made relatively
richer by the shock.

Figure 8 illustrates this result. I simulate a 1% increase in the H endowment at time
t. The graph plots the time-¢ response of the Financial autarky gap (the relative wealth
of F consumers absent asset trade) and the portfolio returns received by F households,
& (the inflow of financial resources received by F consumers), both as a function of the
trade elasticity 6.3!

31T assume the shock process has an autoregressive parameter ¢ = 0.95.
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As it happens in the case of external borrowing, in the area of the elasticity domain
in which prices and flows are substitutes, efficient financial markets transfer resources
upstream through portfolio returns, to the country that (absent asset trade) would have
been relatively richer. Notice that the flows from portfolio returns are optimal by con-
struction: they are the best possible transfers arising in a decentralized equilibrium with
portfolio diversification, since I assumed no restrictions, frictions or costs for international
asset trade, and an asset structure that delivers full risk-sharing. But clearly these flows
run against the predictions of the “standard efficiency condition” for financial markets.

The following Proposition, based on the first step of the DS method, shows that the
intuition for optimal upstream flows is the same outlined for the smoothing case. The
decomposition in (27) suggests that we can rationalize optimal portfolio flows as those
able to counterbalance the smoothing gap (the one resulting from the first part of the
system), so as to reduce the equilibrium gap to zero. Proposition 5 shows that a marginal
portfolio flow has a different impact on the smoothing gap depending on whether flows

and prices are complements or substitutes.

Proposition 5 Receiving a marginal transfer of resources through portfolio returns raises
the relative wealth of Foreign consumers absent portfolio flows (the smoothing gap) if and
only if the trade elasticity is above the transmission threshold T, that is if and only if

prices and flows are complements.

As it happens for the smoothing case, the different response of relative prices to in-
ternational transfers (here, the position of the trade elasticity relative to the transmission

threshold) is what determines the direction of optimal financial flows.

6.3 The composition of optimal portfolios

Proposition 6 shows that the interaction between price fluctuations and financial flows

has also important implications for the composition of optimal portfolios.
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Proposition 6 If flows and prices are substitutes, optimal portfolios exhibit home bias; if
flows and prices are complements, optimal portfolios may exhibit home bias, “excessive”
home bias, or foreign bias.

Figure 9 represents the share of Home equities held in Steady State by H consumers
as a function of the trade elasticity 6. A degree of home bias in equities consistent with
the empirical evidence, is compatible with efficient financial markets if prices and flows
are substitutes. Complementarity instead is not necessarily consistent with optimal home
bias.??
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FIGURE 9
H consumers’ share of the H equity, as a function of

7 Some remarks on complementarity and substitutabil-
ity

This paper has shown that efficient financial markets can make resources flow from rela-

tively poorer to relatively richer countries. These flows reduce the risk-sharing inefficiency

created by national shocks. Even though upstream flows run against the “standard ef-

ficiency condition” for financial markets, their effects and the conditions that generate

them are not new to the international literature.

In our model the interaction between flows and prices, which determines the optimal
direction of financial flows, has been shown to depend crucially on the trade elasticity. In
particular, optimal upstream flows arise for a relatively low trade elasticity, around 0.5.
In the empirical literature, there is uncertainty regarding the value of this parameter. For
G-7 countries estimates based on aggregate time series data range between 0.1 to 2, as
documented by Hooper et al. (2000). Corsetti et al. (2008a) use US data to estimate the
trade elasticity to be slightly below 0.5 — a value consistent with the existence of optimal
upstream flows. Corsetti et al. (2008a) showed that this low trade elasticity is precisely
what allows to reconcile standard international models, driven by business-cycle supply
shocks, with the empirical evidence on consumption-real exchange rate correlations.

32The Proof to Proposition 6 uses the two steps of the DS method to provide a rationale for the
composition of optimal portfolios in this model.
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On the other hand, whether financial inflows appreciate or depreciate countries’ terms
of trade in the short-run is still a controversial issue. Several contributions have inves-
tigated directly the interaction between international wealth transfers and price fluctua-
tions. While most works dealing with the so-called “transfer problem” have estimated the
impact of net foreign assets variations on relative prices in the long-run, Gagnon (1996)
quantifies the short-run impact, the one that is relevant for the issue at handle.?? 3 Using
panel data for 20 industrial countries for the period 1973-1995, this paper finds that a
deterioration in net foreign assets is associated with an impact depreciation of the terms
of trade. Notice that, contrary to the log-run interpretation, in the short-run a decumu-
lation of net foreign assets can well correspond to a worsening in the trade deficit and a
financial inflow from abroad.?® Although these findings do not allow to draw conclusions
about the impact of cross-border financial flows on international prices, they show that
the data could support the hypothesis of substitutability between flows and prices, which
is necessary for optimal upstream flows.

The model considered in this paper abstracts from capital accumulation. As it is
well-known, cross-border asset trade may play two roles: it can insure residents in differ-
ent countries against national income shocks, and it can transfer physical capital across
countries towards its most productive destination. Tests of international risk-sharing
are clearly focused on the former function of financial markets, and the “standard ef-
ficiency condition” is typically formulated net of physical capital accumulation. This
is why abstracting from capital accumulation in the present analysis seemed a sensible
(and parsimonious) choice. It should be noted, however, that the main theoretical re-
sults concerning complementarity and substitutability between prices and flows extend
to production economies. Corsetti et al. (2008a) show that in a setup featuring capi-
tal accumulation, the income effect of price changes prevails over the substitution effect
for low values of the trade elasticity. The prevalence of the income effect would imply
substitutability between prices and flows and is likely to give rise to optimal “upstream”
flows.

The results on complementarity and substitutability would apply also to frameworks
featuring deviations from the law of one price (LOOP). Yet, the presence of frictions in
goods markets would affect the relative strength of the two effects, changing the relevant
threshold for the trade elasticity (7). For instance, consider a setup in which the LOOP
holds at the producer but not at the consumer level. This would be the case, for instance,
if deviations were due to the presence of distribution services intensive in local inputs.
Consumer prices would respond less to fluctuations in the terms of trade (as measured
at the producer level) with respect to a setup without deviations from the LOOP, so
that the substitution effect is going to be lower. For the same reason, also income effects
would be reduced. The net impact of LOOP deviations on the relative strength of the two
effects would be in principle ambiguous. Therefore, the threshold of the trade elasticity
that determines complementarity and substitutability may be higher or lower due to
deviations from the LOOP.?¢ The same would be true if LOOP deviations were due to
optimal pricing-to-market and applied also at the wholesale level. This would be the case if
variable distribution costs make the markup charged by domestic firms at home differ from
the markup charged in the foreign market. Even absent price rigidities, the expenditure

33The definition of the transfer problem dates back to the 1920s when Keynes argued that the war
reparations imposed on Germany after the First World War would have represented an excessive burden
for the country. At the roots of the argument, there was the worry that transferring resources abroad
would have moved international prices against Germany, raising the real cost of reparations.

34 Contributions focusing on long-run effects comprise Obstfeld and Rogoff (1994), Broner et al. (1998),
and Lane and Milesi-Ferretti (2008).

35This would be the case, for instance, in a model with trade in bonds.

36For a formal derivation of income and substitution effects in this setup, see Corsetti et al. (2008a).
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switching motive of nominal exchange rate changes would be lower with respect to a model
without pricing-to-market. Also in this setup, the effect of deviations from LOOP on the
relative strength of substitution and income effect would be in principle ambiguous. A
rise in the price of the domestic variety would give rise to a lower substitution effect,
as foreign firms would lower the export price of their product less than proportionally to
nominal exchange rate changes. At the same time, the optimal markup charged abroad by
domestic firms would be smaller, which would dampen the income effect of price changes.
Again, the net effect is likely to depend on the structure of the full-fledged model and its
calibration.?” As an aside, it is interesting to notice that in the presence of distribution
costs we would not need to assume strong complementarity among varieties in consumers’
preferences, in order to generate a low trade elasticity and thus substitutability.

Although the present analysis abstracts from nominal price rigidities, the main results
on complementarity and substitutability are likely to go through in frameworks featuring
price stickiness. See Corsetti et al. (2008b) and (2010) for the analysis of a production
economy with trade in uncontingent bonds in which nominal price rigidities make prices
sticky in local currency.®® In this model, a positive productivity shock in either the
tradable or the nontradable goods sector might result in an appreciation of the terms of
trade. For a low trade elasticity this is made possible by an income effect that overcomes
the substitution effect of price changes, implying substitutability between prices and flows.
Whether the relevant threshold for the trade elasticity is increased or decreased relative
to the benchmark case might again be a calibration issue.

8 Concluding remarks

A large body of literature has investigated the impact of financial market integration
on international insurance. These tests are based on the presumption that risk-sharing
requires financial markets to channel resources to countries that (absent asset trade)
would be made relatively poorer by national shocks, net of physical capital accumulation.
This condition of efficiency for financial markets is derived focusing on only one of the
two channels of international insurance, cross-border financial flows, and assuming no
interaction between this and the second channel, relative price fluctuations.

Against this literature, this paper shows that risk-sharing conditions can only be
derived focusing on both channels and accounting for their interaction. In particular,
financial flows and price fluctuations can be complements or substitutes in providing in-
surance, depending on the response of the price of a country’s output to financial inflows
from abroad. While complementarity implies the standard condition of efficiency, sub-
stitutability requires well-functioning financial markets to channel resources “upstream”,
from poorer to richer countries. These results seem to question the validity of existing
empirical methods based on the “standard efficiency condition”.

The results could also be related to the empirical rejection of the intertemporal ap-
proach to the current account. From a theoretical point of view, several works acknowl-
edged the importance that terms of trade fluctuations may have in shaping current account
dynamics (see e.g., Obstfeld and Rogoff (1994)). Yet, most empirical tests of the intertem-
poral theory of the current account abstracted from international price adjustments.?’

37This would be the case if monetary policy has real effects. As long as money is neutral, nominal
exchange rate adjustments would not affect the real allocation. The dynamics would coincide with those
described in the previous paragraph, in which deviations from the LOOP affect substitution and income
effects only through consumer prices. See Corsetti et al. (2008b).

38In that model firms face price adjustment costs d-la Rotemberg (1982).

39 Among the other, Feldstein and Horioka (1980), “present value tests” in the spirit of Cambell and
Shiller (1987) and Ghosh (1995), Glick and Rogoff (1995). Chinn and Prasad (2003) find that the impact
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Our theoretical insights seem to open new challenges for the empirical literature dealing
with current account dynamics and risk-sharing sharing measurement.
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A Standard efficiency condition and empirical meth-
ods

According to the “standard efficiency condition”, international financial markets are effi-
cient if, in response to a national income shock, they channel resources to countries that
(absent asset trade) would be made temporarily poorer by the disturbance. This section
shows that this condition is at the basis of virtually every empirical framework measuring
international insurance.*’

Sorensen and Yosha (1998) (SY henceforth) assume no relative prices and rely on the
following identity*!

C =GDP+ NFI — NSAV (28)

where NF'I and NSAV denote respectively net financial income and net savings. From
(28), full insurance — C' and Y being uncorrelated, according to SY — requires a country
experiencing a negative output shock (getting poorer absent asset trade) to receive income
from abroad (either from portfolio returns or from external borrowing — net of physical
capital accumulation). SY show that the decomposition in (28) allows to quantify the
fraction of output shocks that is absorbed through different risk-sharing channels, by
estimating

—Alog NFI; = (Alog GDP; — Alog GNP;) = ay + B, - Alog GDP; + €4 (29)

Alog NSAV; = (AlogGNP; — Alog Cy) = as + B, - Alog GDP; + 4 (30)

AlogCy = + 8, - Alog GDP; + €4 (31)

where [ is interpreted as the fraction of output shock that is absorbed through factor
income flows, [, is the share absorbed through consumption smoothing, and [, the
fraction left uninsured. In a two-country world (29) — (31) are equivalent to*?

(A log NFI) — Alog NFI;’) —a;+ 8, (A log GDP! — Alog GDPtj) tep (32)

(A log NSAV; — Alog NSAth) =, + 8, (A log GDP! — Alog GDP/ ) +es (33)

(A log C} — Alog C’f) =, + 6, (A log GDP} — Alog GDPtj) + Eut (34)

where superscripts denote different countries (or country aggregates). Under the main-
tained assumption of no relative prices, equations (32) — (34) imply the same view of
optimal financial flows underlying (28) and (29) — (31): efficient financial markets should

40Some tests aim only at verifying the null of full risk-sharing or perfectly integrated capital markets.
In these cases, once the null is rejected, it is not clear how to derive implications for the actual degree of
insurance. Most of these empirical frameworks test the equality of expected Stochastic Discount Factors
across countries (Kollmann (1995), Ravn (2001)), and do not rely directly on the standard efficiency
condition.

41Equation (28) implies that consumption and output have the same composition, hence the same price.

428ee Dedola and De Fiore (2005).
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channel resources to the countries that (absent asset trade) would have been made rela-
tively poorer by national shocks. Estimating slopes in the interval [0, 1) signals a relatively
high degree of insurance. Instead, 8, > 1, 8, <0, and 3, < 0 indicate that financial mar-
kets are highly inefficient, as they channel resources to relatively richer countries. Kalemli-
Ozcan et al. (2004) estimate 3, < 0 among European countries during the Nineties, and
interpret this finding as signaling bad insurance from cross-border ownership of securities.

Under the assumption of no relative price fluctuations Obstfeld (1993) also derive an
empirical framework in the form*3

Alog C! = oz—I—B-Along +7~A10gGDPtj + &t

which underlies the same view of efficient financial markets as the methodology of SY.
Both methods — adopted subsequently by a large body of followers — are based on the
optimal pattern of financial flows described by the “standard efficiency condition”.

This paper questions the validity of the “standard efficiency condition” in a setup in
which relative prices (realistically) fluctuate in response to cross-border financial flows.
It finds that this condition gives only a partial representation of the optimal pattern of
financial flows. The main implications for existing empirical frameworks relying on the
“standard efficiency condition” are the following. First, if relative prices are well-defined,
identity (28) should be modified to take into account price fluctuations. Several refine-
ments to the SY and Obstfeld approach have implemented this change, mainly deflating
national output with the local CPI, so as to express all variables in terms of the coun-
try’s consumption.** However — the second implication — once output is properly deflated,
the theoretical results of the present paper apply: efficient financial markets can make
resources flow “upstream”, from relatively poorer to relatively richer countries. That is,
estimating 3, < 0 in (32) (with output properly deflated, as found by Kalemli-Ozcan et
al. (2004)), or B, > 1 in (34) can indicate an optimal outcome and may signal a high
degree of insurance. Intuitively, a negative GDP shock may optimally lead to an even
larger fall in relative consumption, provided it is compensated by an appreciation of the
real exchange rate. In other words, a country’s wealth may be insulated from GDP fluc-
tuations if a fall in its consumption is compensated by a strengthening of its currency. In
this sense, the proper regression to run would be (see Viani (2010b) for further details
and an empirical application of this method)

 AlogQ; _ gap;’
p p

(Along—Alog@) —a+8- (AlogGDPf—AlogGDPtj)+st

B Measure of insurance and welfare

This section is devoted to prove that in the DSGE model used in this paper, there exists
a monotone relationship between the gap and the social welfare losses due to imperfect

43This regression is analogous to (31) in SY, but does not impose a unitary coefficient on country j
consumption.

44See for example Sorensen and Yosha (1998), Del Negro (2000), and Kalemli-Ozcan et al. (2004).

If relative prices are well-defined, identity (28) becomes

C

P, -GDP
=~ +NFI-NSAV

where P and Py are respectively the prices of consumption and output, and I have assumed that net
financial income and net savings are expressed in terms of real consumption. Kalemli-Ozcan et al. (2004)
motivate the need for this adjustment in footnote (36).
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insurance. I will show that the higher the gap that opens up at time ¢, the higher the
deviation of the time-t allocation from the optimum of a social welfare function that
weights the two countries according to their previous wealth.

Consider the model outlined in section 3. The first-best plan that delivers the max-
imum social welfare attainable in this model can be characterized as the outcome of a
Social Planner maximization. The Social Planner must allocate consumption between the
two countries and weights them symmetrically. She solves the following problem

oo 1—p *\ 1—p
max. : Ey {thfo_t; +(1-Q)p fc_tl } (35)
t=0
st Co= [0 ()T + (1= (C)T] (36)
ci =@ ) + -9 T (37)

Yt = Cht + C}tt

Yt* = Cft + C;t

where Q = (1 — Q). In what follows p, and i} denote the multipliers attached to the CES
bundle constraints (equations (36) and (37)), that is the shadow value of consumption,
respectively, in the H and in the F' country. In the decentralized problem whose solu-

tion coincides with the Social Planner allocation, the ratio (i—:) corresponds to the real
t

exchange rate ;. The first order conditions with respect to C; and C} read

Q- (C) 7 = (38)

1=Q)-(C)"=p} (39)

The sequence of equations (38) and (39) evaluated at ¢ = 0, ..., 0o characterizes the first-
best plan that (by construction) delivers the maximum social welfare attainable in this
economy, that is the sequence of allocations that maximizes the Social Welfare function
in (35). In particular, equations (38) and (39) identify the time-t allocation that is part of
this plan. The first-best allocations may coincide with the ones attained in a decentralized
model with complete asset markets. In particular, in order for the Planner’s solution to
correspond to a complete-markets decentralized allocation, the Planner’s weights Q and
(1 — Q) should represent countries’ relative wealth at time ¢ = —1 determined by the
initial conditions C_q, C*{, u_;, and p*,.%

In economies in which asset markets are incomplete (or effectively incomplete) the
Planner’s first order conditions (38) and (39) need not hold with equality. Assume that
the incomplete market allocations coincide with the first-best plan from ¢ = 0 up to
time (¢t — 1), but at time ¢ an idiosyncratic shock makes the incomplete market allocation
deviate from the benchmark one. In this case

Q- (CIM)" oy = puiM (40)

(1—Q) - (CFM)™F g = ™ (41)

458ee Ljungqvist and Sargent (2004).
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where ¢ and ¢* represent the wedge between marginal utility of consumption and CPI
created by the shock, and the IM superscript denotes the incomplete markets allocation.
Loglinearizing (40) and (41) around a symmetric Steady State with full risk-sharing gives

Ak o~k M AxI M
Pt = My + pci

N ~IM N
O =y T+ PC{ M
Notice that if the shock is purely idiosyncratic, ¢, and ¢} must have opposite signs (if @,
is positive, ¢} must be negative and viceversa).* The incomplete markets gap coincides
with the difference between @} and @,
gap " = ai" = p (M = M) = ¢ — ¢y

The opposite sign of ¢ and ¢, is sufficient to ensure that a higher gap (in absolute value)
must be generated by an incomplete markets allocation implying higher wedges between
marginal utilities of consumption and CPIs, therefore a higher deviation from the Social
Planner’s (logged) optimality conditions (38) and (39). Due to the concavity of the Social
Welfare function in (35) as a sum of concave functions, a higher deviation from the Social
Planner’s focs maps into a lower social welfare. Therefore, the higher the gap that arises
in response to shocks in any incomplete markets setup, the higher the loss in social welfare
caused by the disturbance with respect to the full risk-sharing benchmark.

C Appendix C: Proofs to the Propositions

C.1 Proposition 1

Proof. Introduce an exogenous transfer of resources in H and F budget constraints

P,
CiP, = PuiYn — P T, CrP; = P Ypi + P—iTt (42)
t

The linearized model is solved around the symmetric Steady State in which 7' = 0.47
The response of the terms of trade, the relative price of the F good, tof, to a marginal
flow T} is given by

26 A

tot, = T
T M50 —20+1)

This implies
dtot

a—T>O<:> 0>71

C.2 Proposition 2

Proof. Introduce an exogenous transfer of resources in H and F budget constraints. From
the Proof to Proposition 1

26 -

ol = A=y 1) 1t

46Tf this was not the case, one of the resource constraints would be violated.

47Tn equation (42) T have assumed that the resources transferred are marginal units of the H consumption
bundle. However, this assumption is unconsequential for the results. Since at the approximation point
T =0, it does not matter which good is transferred across countries.
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From the solution to the system linearized around the symmetric Steady State with

T=0 5
Ct:((s_l)tott_Tt:<—2250_26_’_1—1>Tt
Ct:(l_é)tOtt'i_Tt:(QW"'l)Tt

- 26 —1 A
i = (26 — 1) - tof, = — (2 :
G = (26 — 1) - tot, <5(51)(2§925+1)> T

Combining the solution for H and F consumption and the real exchange rate yields

. o 2006 —1)+p(200—26+1)(5—1)—5 (25 —1)
9P =G = p (& — &) = (200 —25+1) (6 — 1) T (43)

For 6 > 7, (260 — 26 4+ 1) > 0. Both numerator and denominator in equation (43) are
negative for 0.5 < § < 1. A marginal transfer to F' consumers raises the gap, their relative
wealth.

For § < 7, the denominator in (43) is positive. The numerator is negative for p >
0,6 > 0,0 > 0. A flow to the F country lowers the relative wealth of its inhabitants. m

C.3 Proposition 3

Proof. Assume the system is in Steady State up to time (¢ — 1) and assume an increase
in the supply of the H good at time t. The bonds purchased by H consumers in response
to the disturbance (coinciding with the borrowing of F agents) are given by

[ (6_1)(§_1) . o o .
be=—bi = (46 — 40% + 46 p0 — 45p0 — 1) (B — 1) (2000 =20~ p 1) -em (44)

>0 <> 6>7

>0

It is easy to verify that the term in square brackets is positive for all 6 < 1,6 > 0,{ < 1.
What determines whether F consumers borrow or lend is the position of the trade elasticity
relative to the efficiency threshold 77 — which pins down the sign of the term in braces.

For 0 > 7, gap™ < 0 (from equation (16) — the relative wealth of Foreign consumers
would fall in Financial autarky) and bf < 0 (from (44)). For 7 < 6 < 7, gap"# > 0 and
lA)t* > 0. Thus, if prices and flows are complements (§ > 7) the F country imports resources
through external borrowing if and only if the shock would have made it relatively poorer
absent asset trade.

For 0 < 7, gap®™ < 0 and 13; > 0. If prices and flows are substitutes, F consumers (the
relatively poorer ones absent asset trade) export resources through financial markets. ®

C.4 Proposition 4

Proof. In the full solution to the system (26), the portfolio flow received by Foreign
consumers (£*) after an exogenous increase in the H endowment is given by

(0—-1)
(8 —1)(46(6 —1)(0p—1) — 1)

(+)

& =—¢ = {20p0 — p— 20+ 1} - epy (45)

>0 <= 6>7
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It is easy to verify that the term in brackets is positive V6 < 1,{ < 1,8 < 1. What
determines if Foreign consumers receive an inflow from optimal portfolio returns after a
windfall in the Home country, is the position of the trade elasticity relative to the efficiency
threshold 7) — which pins down the sign of the term in braces.

For 6 > 7, gap¥™ < 0 (from equation (16) the relative wealth of Foreign consumers
would fall in Financial autarky) and & > 0 (from equation (45)). For 7 < 0 < 7,
gap™™ > 0 and & < 0. Thus, if prices and flows are complements (6 > 7) the F country
receives resources through portfolio returns if and only if the shock would have made it
relatively poorer absent asset trade.

For 6 < 7, gap™ < 0 and & < 0. If prices and flows are substitutes, F consumers
(the relatively poorer ones absent asset trade) export resources through financial markets.
|

C.5 Proposition 5

Proof. From the solution to the first step of the DS method we can retrieve the impact
on the smoothing gap (gap®™, the first element of the right hand side of equation (27))
of a marginal flow of resources to Foreign consumers via portfolio returns (£}, equivalent
to —¢, in equation (25)).4

dgap™ (46(5 — 1)(1—6p) + 1) (8 — 1) 1
aE” (6-1) }'{259—25“
= (200-204+1)>0 <= 0<7T

}>O<:>

Receiving a marginal transfer of resources through portfolio returns raises the relative
wealth of Foreign consumers (the gap) if and only if the trade elasticity is above the
transmission threshold 7, that is if and only if prices and flows are complements.
Optimal portfolio returns should counterbalance gap®™, in order to reduce the equi-
librium gap to zero (from (27)).
For 6 > 7, gap®™ < 0 (from equation (22)) and 2222

DEF
SM
gap®™ > 0 and aggé’* > 0. Thus, if prices and flows are complements (0 > 7) the F

country should receive resources through portfolio returns if and only if the shock would

have made it relatively poorer absent portfolios (in the smoothing allocation).

~ SM dgap*™M ; :
For 0 < 7, gap < 0 and 5 < 0. If prices and flows are substitutes, portfo-

> 0. For 7 < 0 < 7,

lio returns should subtract resources to F consumers (the relatively poorer ones in the
smoothing allocation). m

C.6 Proposition 6

Proof. Consider the second step of the DS method. In equilibrium, optimal cross-border
flows arise endogenously from variations in assets excess returns and Steady State gross
portfolio positions. Namely
§ ==& =T

where « are the gross Steady State holdings of H consumers of the H equity (o = Z -
(1 —Sh), where Z is the H security’s price in Steady State). Notice that, by definition, «
is the share of the H commodity that H consumers buy in excess of what they receive as
endowment. Linearized excess returns of the H equity with respect to the F stock read

73y = (fe—77) = (1= B) (Gne — Gpe) — (1= B) toty + B (2 — 27) — (211 — 51_1)

481n the first step of the DS method £* is an 4.i.d. shock. It is sufficient to combine the appropriate
vectors of the solution to get the impact of a marginal transfer to F consumers on the gap.
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A depreciation of the terms of trade in response to an increase the H endowment, tends
to lower the relative returns from the H equity. If the trade elasticity is low, relative price
volatility is high and offsets the positive impact on excess returns of an increase in the
relative quantity of the H good. In this case excess returns from the H equity tend to fall
after a rise in the H endowment. From the analytical solution for 7z;, it is possible to
show that an increase in the H endowment raises the excess returns on the H equity only
for

45(0—-1)—p+1

40p (6 — 1)

The optimal gross position («) is the one that, combined with the endogenous response
to shocks of asset excess returns (rz;), generates the optimal cross-border flows described
in Proposition 4. The following graph represents along the domain of the trade elasticity,
the response to an increase in the H endowment of the excess returns on the H equity
(rx); the direction of optimal resource transfers (from Proposition 5); and H agents’ gross
holdings of the H equity («, computed through the DS method).

0>¢=

o
1
T

2 T y T
H H = = =y (excess returns on H equities)
1.5k i i = . (gross holdings of H agents)

' | |
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For 6 < 7, following a positive shock to the H endowment, portfolio returns should
channel resources to H consumers. Due to the low degree of substitutability between
varieties, the strong depreciation of the terms of trade lowers the relative return on the
H stock. By selling claims to the H endowment (o < 0) H consumers receive an inflow
of resources if their own endowment increases. For 7 < 6 < &5, portfolio returns should
transfer resources to Foreign agents. Thus, H households should go long on their own
equity, whose relative return falls: o > 0. For 6§ > &5 F consumers should still receive
a transfer of wealth. The high trade elasticity requires only a small depreciation of the
terms of trade and the relative returns on the H equity rise. H consumers should then
hold claims to the Foreign endowment: o < 0.%?

49Notice that 55 represents an asymptot for H gross holdings. When the trade elasticity matches JS
Home and Foreign equities yield the same returns in response to any shock. The closer the elasticity to
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The share of the Home equity optimally held by H consumers (S3) can be easily
computed from their gross holdings «.?"

1
B0 -1 (0 —1)+p—

<0< 0>¢

Sp=14+(1-9) 1 -{26p0 — p —25 + 1} (46)

>0 < 0>7

For 6 < 7, H households sell part of the claims to their own endowment and their portfolio
exhibits home bias (0.5 < Sj, < 1).%! Forfj < 0 < (}5, H agents go long on the Home equity
(Sy, > 1), a counterfactual “excessive” home bias. For 6 > ¢, H consumers hold less than
a half of the claims to their own endowment (S, < 0.5), which gives rise to foreign bias.??
Thus (ES represents a foreign bias threshold.”> m

C.7 Propositions 7 and 8

Proposition 7 Under trade in uncontingent bonds, a marginal flow of resources from
the H to the F country raises the price of the F output (depreciates the terms of trade) if
the trade elasticity is above the transmission threshold T; lowers the price of the F output
otherwise.

Proof. Introduce an exogenous transfer of resources in H and F budget constraints

P Y,
PPBiy1 = 7}1; MG+ BT,
t
BBy PrYye e Bf T

o Py L@ Q

The linearized model is solved around the symmetric Steady State in which B = B* =
T = 0. The response of the terms of trade, the relative price of the F good, tot to a
marginal flow T} is given by

20 - Bo+1

This implies
Otot

— >0 < 0>7
aT> >T

this threshold, the larger the amount of assets agents need to hold.

5ONamely, S, =14+ a (1 —f).

51 The low degree of substitutability between goods implies a high volatility of excess returns. The share
of Foreign equities held by H households does not need to exceed (1/2).

52Tntuitively, Sy, is smaller than (1/2) because the high trade elasticity implies a small depreciation of
the terms of trade and a low volatility of excess returns. H consumers must hold a large share of the
Foreign stock in order to hedge optimally.

53 This model is very similar to the one analysed in Kollmann (2006). As Kollmann (2006) and Coeur-
dacier (2005) notice, in order for this framework — and in general all models reconducing equity home
bias only to biased consumption expenditures — to generate a realistic degree of equity home bias, the
elasticity of substitution between H and F goods should be sufficiently low. Kollmann finds that when
the elasticity is high enough, still below unity in his calibration, the model delivers a counterfactual "ex-
cessive" home bias in equities (S, > 1). For an elasticity sufficently above unity, he finds that this kind
of models generates an equally counterfactual foreign bias (S}, < 0.5).

The interpretation of optimal portfolio formation detailed in the text, provides a rationale for foreign
bias and excessive home bias. It shows that only for an elasticity lower than the efficiency threshold, the
model can generate a realistic degree of equity home bias. Thus when prices and flows are substitutes,
equity home bias is consistent with efficient financial markets. Instead complementarity between flows
and prices may well imply “excessive” home bias or foreign bias.
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Proposition 8 A marginal flow of resources from the H to the F' country raises the rela-
tive wealth of Foreign consumers if the trade elasticity is above the transmission threshold
7; lowers the relative wealth of F' consumers otherwise.

Proof. Combining the solution for the response of Cy, Cf, and Q; to a marginal transfer
to the Foreign country, yields

dgap (46(06 — 1)(1 — 0p) + 1) (ﬂ—l)} { 1
o™ N (6 —1) 200 — 26 + 1
— (200—-20+1)>0 < 0< 7T

}>0<:>

Receiving a marginal transfer of resources through external borrowing raises the relative
wealth of Foreign consumers (the gap) if and only if the trade elasticity is above the
transmission threshold 7. =

D Wealth effects with endogenous portfolios

I write consumers’ utility maximization for a general case in which agents can trade in
multiple contingent securities and form a portfolio that hedges them ex-ante — to some
extent — against national shocks. The formulation of the problem abstracts from the degree
of completeness of asset markets. I leave the characterization of portfolios indeterminate.
This allows for the greatest degree of generality, and is sufficient to show that the gap
maps into changes in countries’ relative wealth. It should be clear that the purpose of this
section is not to find optimal portfolios, nor to derive a full solution to the model, but
rather to show that also in the case of trade in multiple contingent assets, the insurance
measure reflects cross-border wealth imbalances.

Assume agents can trade in n assets with state-contingent payoffs 7{, i = 1,...,n, ex-
pressed in H consumption units. For our purposes, payoffs can be generally characterized
as a function of the realization of national shocks at time ¢. Define «; as the vector of
gross holdings of the first (n — 1) assets purchased by Home consumers at time ¢. Optimal
portfolios o are not specified, and can be thought of as a function of shock realizations.”*
H households’ budget constraint reads

Y P
NFAt :T?NFAt,1+ ht " ht —Ct—i—ozt,lrxt
P; ——
&
where NF'A are net foreign assets, a1 is a function of the realization of shocks Y and

Y* at time (t — 1), 4 = [rL,, ..., '] is the vector of realized excess returns, and 7 is

the n-th asset payoft. £, is the transfer of resources delivered at time ¢ by portfolio returns
in response to shocks.?® Since we are not interested in finding the optimal portfolio, we
can abstract from its composition, and write the inter-temporal problem of H consumers
as

c)'?
@) " + v (PrPNFA,_1 + PyY, + P.£, — P,C; — PLNFA,)

max .:L=F Gt
{t;) 1-p

{C{,NFA, v}

}

541n a full solution to the model and up to a second-order approximation, portfolio composition would
depend both on exogenous shocks and on second and third-order moments. See Devereux and Sutherland
(2006).

55¢, depends on the realization of the shocks at time ¢ (through asset returns) and (¢ — 1) (through
Oétfl).
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where v, is the shadow value of income at time ¢, including endowment income, returns
from previous period net foreign assets, and flows from portfolio holdings. As for the
smoothing case analyzed in the main text, it is easy to show that v; represents the shadow
value of the present discounted value of lifetime income. Following the same steps as in
the smoothing case yields

e — p (¢ = &) = gape = (0 — 17)
The wealth imbalances reflected in (2, — o)) are residual after portfolio returns have
delivered contingent transfers of resources. When asset markets are effectively complete,

the wealth distribution stays constant in response to any shock, and the multipliers v and
v* do not vary over time and states.>®

56 This is clearly the case with a full set of Arrow-Debreu securities. See Ljungqvist and Sargent (2004).

BANCO DEESPARA 48  DOGUMENTO DE TRABAJO N.° 1038



BANCO DE ESPANA PUBLICATIONS

WORKING PAPERS!

0922
0923

0924

0925
0926

0927

0928
0929

0930

0931

0932
0933

0934

0935

1001

1002

1003

1004

1005

1006

1007

1008

1009

1010

1011

1012

1013
1014

1015

GALO NUNO: Technology, convergence and business cycles.

FRANCISCO DE CASTRO AND JOSE LUIS FERNANDEZ: The relationship between public and private saving in
Spain: does Ricardian equivalence hold?

GONZALO FERNANDEZ-DE-CORDOBA, JAVIER J. PEREZ AND JOSE L. TORRES: Public and private sector wages
interactions in a general equilibrium model.

ANGEL ESTRADA AND JOSE MANUEL MONTERO: R&D investment and endogenous growth: a SVAR approach.
JUANA ALEDO, FERNANDO GARCIA-MARTINEZ AND JUAN M. MARIN DIAZARAQUE: Firm-specific factors
influencing the selection of accounting options provided by the IFRS: Empirical evidence from Spanish market.
JAVIER ANDRES, SAMUEL HURTADO, EVA ORTEGA AND CARLOS THOMAS: Spain in the euro: a general
equilibrium analysis.

MAX GILLMAN AND ANTON NAKOV: Monetary effects on nominal oil prices.

JAVIER MENGIA AND ENRIQUE SENTANA: Distributional tests in multivariate dynamic models with Normal and
Student ¢ innovations.

JOAN PAREDES, PABLO BURRIEL, FRANCISCO DE CASTRO, DANIEL GARROTE, ESTHER GORDO AND JAVIER
J. PEREZ: Fiscal policy shocks in the euro area and the US: an empirical assessment.

TERESA LEAL, DIEGO J. PEDREGAL AND JAVIER J. PEREZ: Short-term monitoring of the Spanish Government
balance with mixed-frequencies models.

ANTON NAKOV AND GALO NUNO: Qilgopoly: a general equilibrium model of the oil-macroeconomy nexus.
TERESA LEAL AND JAVIER J. PEREZ: Andlisis de las desviaciones presupuestarias aplicado al caso del presupuesto
del Estado.

JAVIER J. PEREZ AND A. JESUS SANCHEZ: Is there a signalling role for public wages? Evidence for the euro area
based on macro data.

JOAN PAREDES, DIEGO J. PEDREGAL AND JAVIER J. PEREZ: A quarterly fiscal database for the euro area based
on intra-annual fiscal information.

JAVIER ANDRES, OSCAR ARCE AND CARLOS THOMAS: Banking competition, collateral constraints and optimal
monetary policy.

CRISTINA BARCELO AND ERNESTO VILLANUEVA: The response of household wealth to the risk of losing the job:
evidence from differences in firing costs.

ALEXANDER KARAIVANOV, SONIA RUANO, JESUS SAURINA AND ROBERT TOWNSEND: No bank, one bank,
several banks: does it matter for investment?

GABRIEL PEREZ-QUIROS AND HUGO RODRIGUEZ MENDIZABAL: Asymmetric standing facilities: an unexploited
monetary policy tool.

GABRIEL JIMENEZ, JOSE A. LOPEZ AND JESUS SAURINA: How does competition impact bank

risk-taking?

GIUSEPPE BERTOLA, AURELIJUS DABUSINSKAS, MARCO HOEBERICHTS, MARIO IZQUIERDO, CLAUDIA
KWAPIL, JEREMI MONTORNES AND DANIEL RADOWSKI: Price, wage and employment response to shocks:
evidence from the WDN Survey.

JAVIER MENCIA: Testing non-linear dependence in the Hedge Fund industry.

ALFREDO MARTIN-OLIVER: From proximity to distant banking: Spanish banks in the EMU.

GALO NUNO: Optimal research and development expenditure: a general equilibrium approach.

LUIS J. ALVAREZ AND PABLO BURRIEL: Is a Calvo price setting model consistent with micro price data?

JENS HAGENDORFF, IGNACIO HERNANDO, MARIA J. NIETO AND LARRY D. WALL: What do premiums paid for
bank M&As reflect? The case of the European Union.

DAVID DE ANTONIO LIEDO: General equilibrium restrictions for dynamic factor models.

JAMES COSTAIN, JUAN F. JIMENO AND CARLOS THOMAS: Employment fluctuations in a dual labor market.
LUIS M. VICEIRA AND RICARDO GIMENO: The euro as a reserve currency for global investors.

PALOMA LOPEZ-GARCIA AND JOSE MANUEL MONTERO: Understanding the Spanish business innovation gap:

The role of spillovers and firms' absorptive capacity.

1. Previously published Working Papers are listed in the Banco de Espana publications catalogue.



1016

1017
1018

1019

1020
1021

1022

1023

1024

1025

1026

1027

1028

1029
1030

1031
1032

1033

1034

1035
1036
1037

1038

AITOR LACUESTA AND SERGIO PUENTE: El efecto del ciclo econdmico en las entradas y salidas de inmigrantes
en Espafa.

REBEKKA CHRISTOPOULOU, JUAN F. JIMENO AND ANA LAMO: Changes in the wage structure in EU countries.
THOMAS BREUER, MARTIN JANDACKA, JAVIER MENCIA AND MARTIN SUMMER: A systematic approach to
multi-period stress testing of portfolio credit risk.

LUIS J. ALVAREZ AND PABLO BURRIEL: Micro-based estimates of heterogeneous pricing rules: The United States
vs. the euro area.

ALFREDO MARTIN-OLIVER AND VICENTE SALAS-FUMAS: I.T. investment and intangibles: Evidence from banks.
LUISA LAMBERTINI, CATERINA MENDICINO AND MARIA TERESA PUNZI: Expectations-driven cycles

in the housing market.

JULIAN MESSINA, PHILIP DU CAJU, CLAUDIA FILIPA DUARTE, NIELS LYNGGARD HANSEN AND MARIO
1ZQUIERDO: The incidence of nominal and real wage rigidity: an individual-based sectoral approach.

ALESSIO MORO: Development, growth and volatility.

LUIS J. ALVAREZ AND ALBERTO CABRERO: Does housing really lead the business cycle?

JUAN S. MORA-SANGUINETTI: Is judicial inefficiency increasing the house property market weight in Spain?
Evidence at the local level.

MAXIMO CAMACHO, GABRIEL PEREZ-QUIROS AND PILAR PONCELA: Green shoots in the Euro area. A real
time measure.

AITOR ERCE AND JAVIER DIAZ-CASSOU: Creditor discrimination during sovereign debt restructurings.

RAFAEL REPULLO, JESUS SAURINA AND CARLOS TRUCHARTE: Mitigating the pro-cyclicality of Basel .
ISABEL ARGIMON AND JENIFER RUIZ: The effects of national discretions on banks.

GABRIEL JIMENEZ, STEVEN ONGENA, JOSE-LUIS PEYDRO AND JESUS SAURINA: Credit supply: identifying
balance-sheet channels with loan applications and granted loans.

ENRIQUE MORAL-BENITO: Determinants of economic growth: A Bayesian panel data approach.

GABE J. DE BONDT, TUOMAS A. PELTONEN AND DANIEL SANTABARBARA: Booms and busts in China's stock
market: Estimates based on fundamentals.

CARMEN MARTINEZ-CARRASCAL AND JULIAN VON LANDESBERGER: Explaining the demand for money by non-
financial corporations in the euro area: A macro and a micro view.

CARMEN MARTINEZ-CARRASCAL: Cash holdings, firm size and access to external finance. Evidence for

the euro area.

CESAR ALONSO-BORREGO: Firm behavior, market deregulation and productivity in Spain.

OLYMPIA BOVER: Housing purchases and the dynamics of housing wealth.

DAVID DE ANTONIO LIEDO AND ELENA FERNANDEZ MUNOZ: Nowcasting Spanish GDP growth in real time: “One

and a half months earlier”.

FRANCESCA VIANI: International financial flows, real exchange rates and cross-border insurance.

BANCO DEESPANA Alcala, 522; 28027 Madrid

Unidad de Publicaciones

Telephone +34 91 338 6363. Fax +34 91 338 6488
E-mail: publicaciones@bde.es
www.bde.es

Eurosistema




	INTERNATIONAL FINANCIALFLOWS, REAL EXCHANGE RATES AND CROSS-BORDER INSURANCE
	Abstract
	Resumen
	1 Introduction
	2 A measure of cross-border insurance
	3 A two-country two-good model
	4 Financial autarky and insurance from relative prices
	5 Efficient financial flows from external borrowing
	6 Efficient financial flows from portfolio returns
	7 Some remarks on complementarity and substitutability
	8 Concluding remarks
	References
	A Standard efficiency condition and empirical methods
	B Measure of insurance and welfare
	C Appendix C: Proofs to the Propositions
	D Wealth
 effects with endogenous portfolios
	BANCO DE ESPAÑA PUBLICATIONS



