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1 Introduction

There is an extensive economics and finance literature that addresses the potential
benefits of financial liberalization. If on the one hand there is consensus on the sig-
nificant inherent gain that may be attained in terms of portfolio diversification, de-
creased cost of equity capital, and reduced financing constraints, on the other hand,
economics modeling has typically stumbled in the prediction of negligible welfare
gains.!

Cole and Obstfeld (1991), for example, estimate that the incremental loss from a
ban on international portfolio diversification is in the order of 0.20% of output per
year. Tesar (1995) evaluates the utility gains from risk sharing for various market
structure, country size, technology, and preferences, to conclude that the gains from
risksharing range from zero to two percent of lifetime consumption. van Wincoop
(1994) explores the possibility of non-time separability in preferences to conclude
that countries like the United States and the United Kingdom would experience a
permanent increase in lifetime consumption that is in most cases smaller than 1.5%.
Gourinchas and Jeanne (2006) find that the welfare gain is equivalent to a 1% perma-
nent increase in domestic consumption for the typical non-OECD country. The list of

papers on this issue could go on, but the main finding would remain consistent.

Although all these models are able to accurately characterize the joint behavior of a
large set of economic variables, they are typically silent about how closely they can
track stock markets dynamics. Put differently, what are the welfare benefits of finan-
cial integration when one wants to explain simultaneously prices and quantities?

In order to answer this question, we propose a general equilibrium model that is able
to simultaneously explain: (i) the degree of volatility of exchange rate fluctuations
and of stochastic discount factors; and (ii) the volatility of net export and the amount
of cross-country correlation and persistence of consumption growths. We show that
in our setup opening the countries to international financial markets could result in

benefits as large as 10% of lifetime consumption.

We assume that agents have risk-sensitive preferences in the sense of Hansen and
Sargent (1995). This implies that investors have a preference for the timing of the

ISee for example Bekaert, Harvey, and Lundblad (2005) for an extensive review of this literature.



resolution of uncertainty. We conduct our analysis for the case in which consump-
tion is a Cobb-Douglas aggregation of domestic and foreign goods, both of which are
tradable. Furthermore we let the dynamics of the growth rate of the endowments
of the two countries be characterized by the presence of two slowly moving predic-
tive factors. These components, denoted as long-run risks, alter the intertemporal
distribution of income risk, by producing slow swings in the long-run growth of the
endowments.

A growing body of the literature has focused on the relevance of low frequency risk
in international finance. Bansal and Lundblad (2002) and Ammer and Mei (1996)
pointed out that we need long-run highly correlated cash flows to reconcile the high
degree of co-movement of international stock markets with the lack of correlation
of fundamentals. Colacito and Croce (2007) and subsequently Colacito (2008) and
Bansal and Shaliastovich (2006) have documented that the presence of slowly mov-
ing predictable components of consumption growths can help explaining the degree
of volatility of exchange rates movements along with other major puzzles such as
the Backus and Smith (1993) and the forward premium anomaly.? In all these pa-
pers, however, the optimal level of international trade is taken as given, meaning
that all the asset pricing implications are derived working with exogenous post-trade
aggregate consumption. Therefore these models cannot be used to gauge the welfare
benefits of international risk-sharing. Our paper addresses this problem and shows
that in order to correctly measure the benefits, it is important to account for long-run

uncertainty.

The intuition behind our results is that financial integration leads international in-
vestors to benefit from increased risk-sharing opportunities at different frequencies.
When a transitory shock hits one country, marginal utilities are almost unaffected,
leaving little or no room to benefit from international risk-sharing. However when a
long-run shock comes around and agents care about the temporal distribution of risk,
the investors of that country experience a large jump in marginal utility: an impor-
tant opportunity for international risk-sharing opens up, as long as the shock does

not hit the two countries at the same time systematically.

2Alternatively, Verdelhan (2007) explains the uncovered interest rate puzzle in the contest of a
habits model, while Fahri and Gabaix (2008) propose an explanation of international finance puzzles
that relies on rare disasters.



The relevance of the long-run component is twofold. On the one hand it allows us to
better quantify the total benefits of financial integration. On the other hand it allows
us to produce reliable predictions on a wide set of observable variables. As argued
by Baxter (1995), a challenge to existing theory is the volatility of net exports and
exchange rates. In our model, the motive for risk-sharing induced by long-run risks,
is also able to replicate the amount of volatility of net exports and terms of trade that
we observe in the data for United States and United Kingdom. This is an important
contribution of the paper, as we are able to account for all of these facts in the context
of a frictionless complete markets model.

In addition, we show that the model is able to accurately replicate some of the stylized
facts that characterize the transition from financial autarky to financial integration.
Obstfeld (1998) suggests that capital mobility between US and UK accelerated start-
ing in the late 1960s. If we calibrate the model to reflect the increased correlation of
long-run risks after the Bretton-Woods era documented by Colacito and Croce (2007),
we can account for the higher volatility of exchange rates fluctuations, the higher cor-
relation and the lower volatility of consumption growths, during the years of financial
integration.

In terms of economic theory, the use of non-time separable preferences poses a chal-
lenge in deriving the optimal allocations of the complete markets problem. We follow
Kan (1995) and Anderson (2005) in recasting the problem as one in which the Pareto
weights are time-varying. We show in the paper that the dynamics of the Pareto-
weights is a leading force behind the ability of our model to generate results that are
consistent with the data.

The paper is organized as follows. The next section describes the setup of the model
and derives the equilibrium allocation both under the assumption of autarky and
with complete markets. We then discuss the internal transmission mechanism of the
model. Section 5 studies the welfare benefits of financial liberalization. We perform
this exercise in two steps: first we assume that agents have risk-sensitive preferences,
but endowments are only driven by transitory shocks, and then we introduce long-run
risks. The following section documents the performance of the model in describing the
behavior of international prices and quantities. The last section concludes the paper.



2 The economy

2.1 Preferences and endowments

There are two countries that we shall denote as home (2) and foreign (f) and two
goods, whose endowment at each point in time will be denoted as X; and Y, respec-
tively. Agents’ preferences are defined over consumption aggregates of the two goods
at each history. For exposition purposes, we shall focus on the following functional
form.

Assumption 1 (Consumption aggregate). Let o € (0,1). The consumption aggregate
in the home and in the foreign countries are:

o —a 11—« a
Cr=[a]" (] and cf = [of] || )
respectively.

Preferences are recursive, but non-time separable.

Assumption 2 (Preferences). Let v > 1. Preferences in the home and in the foreign

country have the following recursive representation:

U = (1—5)10gCZ+1_vlogEteXp{(1—fy)UtiH} (2)
Vi € {h, f} and for all histories.
In what follows, we will denote # = ——. This is the same class of preferences studied

1—v"

among others by Anderson (2005) and Tallarini (2000) and correspond to a special
case of Epstein and Zin (1989) in which the intertemporal elasticity of substitution
parameter approaches 1.

Endowments follow an integrated process of order one. We also allow for the presence
of explanatory variables.

Assumption 3 (Endowments’ dynamics). Let the logarithm of X; and Y; follow the



processes.

log Xy = pg+log Xy 1+ 2101 + gy (3)
logV, = p,+logY,_ 1+ 2041+ ey,
Zit = PjZt—1 + 5j7t,Vj € {1, 2}

and let ¥ = E[('¢], with £ = [ €1 €2 €z &y

This specification includes those used among others by Colacito and Croce (2007),
Colacito (2008), and Bansal and Shaliastovich (2006).

2.2 The Pareto problem

We compute efficient allocations by solving a Pareto problem. For a given choice of
weights (i, 1 — i), the planner’s problem is:

—+00
choose {:L“,’?, 117{, yfa ?th}
t=0

tomax Q= pUl + (1 — p)UJ
st. a4 :17ic =X
iyl =Y, V20

In characterizing the equilibrium, we follow Anderson (2005) in formulating the prob-
lem in one in which the Pareto weights very over time. This takes into account the
non-separability of the utility functions. We show in appendix that necessary condi-
tions imply the following allocations:

x? = ol Ty = _1 o i (4)
1 —o My + @ Pt
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where

0 exp {%} Mi_q

E; q1exp {%}

7 )

My = Mg

, Vt>1 and i€ {h,f} (5)

and (ug,ug) = (u,1 —p). In the appendix we show that the state variable s, =

log i /ui can be approximated as
St = pssi—1+ Mey (6)

where the autoregressive coefficient p, is smaller than one.

We decentralize the economy by endowing the home country with good X and the
foreign country with good Y, and by using one period state contingent Arrow-Debreu
securities that can be traded in the world market and that are zero in net supply. The
investor of the home country faces the price Q. ,(¢"*!) for the security that delivers
one unit of good X, on the occurrence of state (‘*!. The foreign consumer faces the
price Q/ +1(¢") for the security that delivers one unit of good Y; on the occurrence of

the same state. As a consequence, the two budget constraint are

XPanyle [ AL QL) = A X, @
Ct 1

X v pY! + [ AL (YL = Al +pYs

<t+1

where A! ((') are holdings of the (' contingent security by country i, and p; is the
relative price of goods Y and X. Market clearing implies that A} (¢*)+ A/ (¢') = 0, Vd,.

2.3 Portfolio autarky

We follow Cole and Obstfeld (1991) in assuming that the home country’s income is its
endowment X;, while the foreign country’s income is Y;. Trade is balanced in every
period. Let p; denote the price of good vy in terms of good x. Then portfolio autarky



features the following budget constraints

o +pyl = X, (8)
o + oyl = Y 9)

for the home and the foreign countries, respectively.

Definition 1 (Equilibrium with portfolio autarky). An equilibrium with portfolio au-

tarky is a sequence of allocations {x?,x{ ,yf,ytf } and a price system {p,},-, such
t

that, given prices, agents maximize (2) subject to bu:dget constraints (8) and (9) and all

markets clear.

In appendix we show that the following is an equilibrium:

=aX,, xl=(01-0)X, (10)
y=01-a)Y, yl =ay

and p, = X;/V,.

2.4 Solution of the model

Under the assumption of portfolio autarky, consumption growth evolves over time as
a weighted average of the growths of the two endowments:

AP = alz, + (1 — o)Ay,
Acl™ = (1 —a)Az, + aly,

In the appendix we show that with complete markets, there is an additional term
entering the dynamics of consumption growth in addition to the one impelled by port-

folio autarky:

Ach = Ac?’a“t + N NS N (s
Ac{ = Ac{’am + Afstfl + )\505?—1 + )‘£ (si-1) e



where s, is defined as in (6). This changes the dynamics of consumption in at least
three significant ways. First, it endogenously introduces an additional slowly moving
predictive component of consumption growth, in addition to the two exogenous long-
run risks. Second, it implies that consumption responds immediately to news about
future long-run growth prospects, as opposed to the basic Bansal and Yaron (2004)
model, in which there is only a lagged response. Third, it endogenously introduces a
time-varying volatility term through the non-linear way in which s; enters the optimal
allocations.

In autarky, exchange rates are computed as the relative prices of the consumption
bundles in the two countries. Given our choice of Cobb-Douglas aggregates, exchange
rates are equal to the relative supply of the two goods in the world markets. Hence:

Aet = A.Tt — Ayt (11)

For the case of complete markets, the dynamics of exchange rates is derived by no
arbitrage as the difference of the logarithm of the marginal rates of substitution m/
and m/:

Ae; = m{—m? 12)

where

oU: 10C
= log -t
T

exp {U;/0}
B, 1 exp{U;/0}

= logd — Ac. —log Vi e {h, f}

By definition, net exports are by definition equal to the value of exports minus the
value of imports. With portfolio autarky and Cobb-Douglas consumption aggregates,
the relative price of the two goods adjusts so that the net exports equal zero at each
point in time. We show in the appendix that under the complete market assumptions
the net export-output ratio for the home country is:

NX; 1—pp/pt

= Heibe (13)
Xi L — 2ol




Hence a volatile time-varying ratio of Pareto weights introduce time variation in the
net export-output ratio as well.

The price of the Arrow-Debreu security in the home country is

Uth+1 JFAC£L+1
0

T41)t
{ Uth+1+AC€L+1 } |
0

exp
Qry (¢"1) = dexp {—Ax}y, ) {

Eiexp

and the price faced by the foreign country is pin down by no arbitrage:

n DPt+1
Q{H: t+1
Pt

The international savings of the home country are directly related to the ratio of the
Pareto weights:

AP Wh

X - x {8
_l’_
where @ is the unconditional mean of the wealth-output ratio in the home country

and f(s;) is a function that we characterize in the appendix and that satisfies the
following condition: f(0) = 0; f(s)" > 0.

3 Dynamics of the model

In this section we describe the dynamic response of the model to the various sources of
shock. In figures 1 and 2 we show the response of domestic and foreign consumption
growth and exchange rate depreciation rate both to a short-run (left panels) and a
long-run (right panels) shock to home output. All variables are in log-units and are
initialized at their own steady state values.

Under financial autarky there is no room for intertemporal consumption smoothing.
By assumption, no asset can be traded across country and no debt can be issued. Trad-
ing in the goods market is limited because of the strong home-bias. Pareto weights

are constant and the consumption growth rates implied by the optimal allocations in
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FiG. 1 - Fundamentals and exchange rate in Autarky. This figure shows impulse
response functions for monthly output growth, Az, consumption growth, Ac, and ex-
change rate depreciation, Ae. All the parameters are calibrated to the values reported
in Table 1, pre-1970. The policy functions are computed assuming financial autarky.
Shocks materialize at (and only at) time 4.

(10) are

AC?_H = aAXi1+ (1 —a)Yn
AC{_,'_l = (1 — Oé)AXtJrl + CYA}/;+1,

implying that home consumption growth has an almost one-to-one adjustment after
domestic output shocks. Under financial autarky, exchange rate movements are com-
pletely driven by intratemporal trading in the goods market; because of the strong
home-bias, the exchange rate adjustments are small.

The situation changes significantly when financial markets are complete. In this case,
intertemporal consumption smoothing can be achieved by trading not only goods but
also a state contingent international bond. In figure 3 we plot the response of the
ratio of Pareto weights, the terms of trade and the net export-output ratio after both
a short-run (left panels) and a long-run shock (right panels). Following a positive
short-run shock to domestic income, the marginal utility of the domestic agent falls.
The planner finds it optimal to reduce the relative weight on the home country and

to give more resources to the foreign country, where the marginal utility has been

10



almost unaffected. This adjustment produces an outflow of resources that translates
in a positive adjustment in the net export-output ratio of the domestic country, and in
an increase in foreign consumption. This explains why foreign consumption increases
more than in autarky, while domestic consumption responds less. In the decentralized
economy, the home country, indeed, finds it optimal to increase consumption less than
proportionally and to lend resources to the foreign country. These savings will be used

over time to sustain domestic growth.
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Fi1G. 2 - Fundamentals and exchange rate. This figure shows impulse response func-
tions for monthly output growth, Az, consumption growth, Ac, and exchange rate
depreciation, Ae. All the parameters are calibrated to the values reported in Table 1,
pre-1970. The policy functions are computed numerically. Shocks materialize at (and
only at) time 4.

The planner’s policy optimally smooths both home and foreign consumption growth
over time. By reducing the current weight of the home country, and by promising a
slowly increasing weight in the future, the planner reallocates consumption growth
across countries and dates. Although a positive short-run shock increases home con-
sumption by a smaller amount relative to autarky, its growth rate remains above the
steady state for a very long time. This mechanism introduces a small endogenous and
persistent moving average component in the dynamics of consumption growth, that
resembles the exogenous one that is typically assumed in the long-run risk literature.

Following a long-run shock to the endowment, the consumption smoothing motives
are even stronger for the country that receives the good news. The consumer antici-

11
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F1G. 3 - Net Export and Pareto Weights. This figure shows impulse response functions
for the ratio of the pareto weights, s, the terms of trade, p,|,, and the net-export-output
ratio, NX/Output. All the parameters are calibrated to the values reported in Table
1, post-1970. The policy functions are computed numerically. Shocks materialize at
(and only at) time 4.

pates the long-lasting increase in growth and experiences a significant improvement
in her continuation value. Her current marginal utility drops and generates an in-

centive to consume less today (substitution effect).

The planner finds it optimal to immediately to reallocate resources toward the coun-
try that has not received the long-run shock and in which marginal utility is higher.
The reallocation incentives are so strong that in the country affected by the positive
long-run shock consumption drops more than proportionally. The savings accumu-
lation process that is prompted by the decrease in consumption is used to sustain
long-run consumption growth. Abroad, instead, consumption initially grows and then
decreases over time as the planner starts increasing the Pareto weight of the home
country. In the long-run less resources are being allocated to the foreign country
and for this reason foreign consumption growth is negative while home consumption

growth remains positive and higher than output growth.

In the decentralized economy, after good long-run news, the home country finds it op-
timal to increase its savings in order to sustain higher consumption growth in the
long-run. The marginal utility of current consumption falls significantly and the

agent decides to let her consumption drop.

12



When financial markets are open, exchange rate movements are significantly more
sensitive to both short- and long-run endowment shocks. This can be explained by
the fact that net export and terms of trade are more volatile (see figure 3).

4 'The gains from risk sharing

In this section we investigate the welfare benefits that can be obtained by remov-
ing the portfolio autarky regime. We proceed in three steps. First we document the
methodology that we adopt in order to compute the lifetime discounted utility associ-
ated with the allocations in the previous two sections. Then we quantify the welfare
benefits under the assumption that the laws of motion of the endowments do not in-
clude long run risks. These risks are then added back in the concluding part of this
section.

4.1 Methodology

We follow the literature on welfare costs and quantify the benefits of international
diversification as the constant fraction of consumption that should be granted in every
state and date of the world to make a representative consumer indifferent between
having access or not to international financial markets. Let A be this percentage of
consumption. Then

A

A = logCC—t
t

in every state and every date of the world. By solving the following two recursions:

U = (1—-20)logC;+ d0log E; exp { U1 }

0
A Ut
U~ = (1-96)(logCi+ A) + d6log E; exp 0

13



the amount A can be computed as the difference between the two intercepts of the
utility functions:

A = A2 _ A (14)

4.2 Cole and Obstfeld meet Tallarini

We start our analysis of the welfare gains of financial liberalizations by focusing on
the special case in which the endowments follow pure random walk processes. This
entails setting to zero the variances of the two shocks ¢;; and ¢,; in the system of
equations (3) for all ¢ > 0. This setup corresponds to a two country version of the
model studied by Tallarini (2000). We report the results in figure 4. The benefits are
plotted against two dimensions: the degree of home bias («) and the coefficient of risk
aversion (7). In the figure, we let a range from 0.5 to 1.The results are symmetric
when «a € [0,.5], given our modelling choice for the consumption aggregate. We set
all the other parameters to the values reported in Table 1, pre-1970 calibration. We
ultimately want to measure and characterize the potential benefits that the US and
the UK had when they decided to open their financial markets.

Cole and Obstfeld (1991) pointed out that time-additive preferences would imply a
negligible role for financial liberalization no matter the endowment process. Our
results revisit their conclusion, by introducing a potentially important role for inter-
national financial markets. The benefits are largest for significant amounts of con-
sumption home bias and are increasing in the coefficient of risk aversion. Both facts
are intuitive. The closer is a to 1/2, the more the model resembles a one good world.
In this setup risks would be undiversifiable and hence nothing could be gained by
allowing agents to trade financial assets across countries. On the other hand, when
« is close to unity, agents display almost complete home bias and hence they would
not benefit from exchanging claims on each other’s endowments, because that would
not have any significant impact on their consumption. Anywhere in between these
two extrema, the benefits are positive. The higher +, the more concerned agents are
about the temporal distribution of risk. Hence there is room for international finan-
cial markets to improve on the welfare of the representative consumers of the two
countries.

14
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F1G. 4 - The benefits of international financial markets liberalization with no long run
risks. The benefits are reported against increasing degrees of risk aversion () and of
home bias («). All parameters are set to the values in Table 1, calibration pre-1970.

It is interesting to notice that the highest benefits are obtained for remarkably high
degrees of consumption home bias. The evidence provided, among others, by Lewis
(1999) suggests that this is the most empirically relevant case. It should also be no-
ticed that moderate levels of risk aversion give rise to non negligible welfare benefits
in the order of 2% of lifetime consumption. Hence our explanation is not entirely

driven by implausible levels of risk aversion.

4.3 Cole and Obstfeld meet Bansal and Yaron

If we add slowly moving predictable components to the dynamics of the growth rates
of the endowments, the welfare benefits increase dramatically, as suggested by fig-
ure 5. A ban on international trade of securities could result in a loss of up to 10% of
lifetime consumption, a number significantly higher than what previously reported in

15
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F1G. 5 - The benefits of international financial markets liberalization with long run
risks. The benefits are reported against increasing degrees of risk aversion (v) and
of home bias (a). All the other parameters are set to the values reported in Table 1,

calibration pre-1970.

the literature. Interestingly, the highest benefits lie in the region in which « is close
to one, which is probably the most empirically relevant. The large increase in ben-
efits after the introduction of long-run risks comes from the agents having a strong
preference for the timing of the resolution of the uncertainty. Indeed if v — 1, the
CRRA case attains and the benefits are close to zero. It is important that the sources
of long-run growth fluctuations are not perfectly correlated across countries, as this
would be an uninsurable source of risk and, as such, no further gain would come
from international diversification. Nevertheless, we need these shocks to be highly
correlated across countries to account for the relative smoothness of exchange rates

movements, as documented in the next section.
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5 Reconciling international quantities and prices

5.1 Calibration

Table 1 reports our calibrations. We labeled them as pre- and post-1970, because
we follow Colacito and Croce (2007) in setting p;; to a higher number for the sample
starting in 1970. This reflects the increased correlation of long-run growth perspec-
tive in the post—Bretton-Woods era. Correspondingly, we reduce p,, in order to keep
the international correlation of output growths constant. The coefficient of risk aver-
sion v is set to 7, which is on the down side of the literature on the equity premium
puzzle. The monthly subjective discount factor is equal to 0.998, about .98 in annual
terms. The parameters governing the dynamics of output growth are chosen to repli-
cate as close as possible the first two moments and the autocorrelation functions that
are observed in the data. A comparison of table 1 and table 2 shows that it is indeed
the case that a small degree of autocorrelation cannot be rejected for the US and the
UK.

5.2 Discussion

In table 1 we report the moments produced by simulating the model under both com-
plete markets and financial autarky. We also report the equivalent moments observed
in the data for US and UK in Table 2. The dataset is the same used by Colacito and
Croce (2007), data are annual, and the sample is from 1930 to 2003. We think it
is important to look also at two separate sub-samples: the post-Bretton Woods era
(1971-2003), and the years 1948-1970. The choice of the two sub-samples is moti-
vated by Obstfeld (1998), that suggests that there has been an increasing financial
integration between US and UK, starting in the late 1960s.
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TABLE 1
MODEL PREDICTIONS

Panel A
Calibration L o Og p P12 Py «@ 512 RRA IES
Post-1970 165%  54% 4% 988 .90 .05 98  .988 7 1
Pre-1970 165%  54% 4% 988 50 -50 .98  .988 7 1
Panel B
Post-1970 Pre-1970

No Autarky Autarky No Autarky Autarky
Std[Ay"] 1.92 1.91 1.92 1.92
ACF [ Ay"] 431 431 0.43 0.43
Std[Ac"] 1.78 1.88 2.98 1.88
ACF[AC] .463 436 0.33 0.43
Std[NX" /Y™ .81 0 3.60 0
ACFINX" /Y .847 - 0.80 -
corr[Ayl, Acl] .940 991 0.53 0.99
corr[Ayl, Ayl] 367 360 -0.11 -0.11
corr[Act, Ac] 639 392 0.03 -0.07
E[r"] 2.70 2.72 2.05 2.71
Std[r)] 1.21 1.18 2.25 1.21
corr[rh,,r},] 0.87 0.89 -0.43 0.50
Std[Ae] 145 2.48 23.2 3.28
Std[m"] 36.2 33.5 32.7 38.1
Total Benefits 4.39 8.62
SRR Benefits 2.26 1.91

Panel A shows the benchmark monthly calibrations we employ for the pre-Bretton-Woods
sample (Pre-BW; 1945-1970) and the post-Bretton-Wood sample (Post-BW; 1971-2003). In
panel B, all the statistics are annual and multiplied by 100 (except for correlations and auto-
correlations). The entries are based on 1000 simulations each with 360 monthly observations
that are time-aggregated to an annual frequency.

Output is measured as the sum of local consumption and local net export. We elimi-
nate investment and government expenditure in order to isolate the role of interna-

tional trade on consumption smoothing. We employ total net exports for both US and
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UK.

TABLE 2
US AND UK DATA

1946-2003 1946-1970 1971-2003
US UK US UK US UK
Std[Ay"] 1.91 4.33 2.57 5.98 1.17 2.56
ACF[Ay"] 067 -.047 .087 -.068 .003 042
Std[Ach] 1.30 2.78 1.49 3.35 1.14 2.27
ACF[AC 179 320 057 205 333 459
Std[NX" /Y™ 2.85 3.05 1.62 2.61 2.61 3.43
ACF[NX"/Y™"] 840 617 658 370 805 695
corr[Ayl, Acl] 729 753 901 .902 .635 .510
corr[Ayl, Ayl 485 529 317
corr[Adt, Ac] 435 361 584
E[rh] 694 1.23 911 1.10 1.07 1.52
Std[rh] 1.58 1.12 1.90 858 1.18 1.22
corr[rlt,,r},] 498 279 672
Std[Ae] 10.42 8.12 11.90

All the statistics are annual and multiplied by 100 (except for correlations and autocorrela-
tions). Data are annual, more details can be found in the Appendix.

There are several empirical facts that the model is able to reproduce. Contrary to the
standard time-additive log-preferences case, when markets are complete we are able
to get a volatile and very persistent net export-output ratio without needing any real
or nominal friction. We regard this as one of the main contributions of the paper, as

the literature so far has struggled in producing any net-export dynamics at all.

The data suggests that financial integration should reduce the contemporaneous cor-
relation between domestic output and domestic consumption, while at the same time
increasing the correlation of consumption growth rates across countries. Our model

appears to do a remarkably good job along all these dimensions.
As far as prices are concerned, the model in which markets are complete delivers an
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exchange rate volatility that is in line with the data, while this series is very smooth
in the model with financial autarky. This is an interesting finding, as we can think
of the former as the relatively high volatility during the post—Bretton-Woods era and
the latter as the low volatility that characterized the fixed nominal exchange regime

period.

The mean of the risk free rates is about 1% higher than that observed in the data.
In the long-run risk literature this problem is solved by calibrating the intertempo-
ral elasticity of substitution to a number above one in order to reduce the impact of
growth on the level of the risk-free rate. We regard as an interesting generalization
of this analysis, the case of intertemporal elasticity of substitution different from one.
The model implied volatility of the risk free rate is low and such consistent with what
suggested by the data. The risk free rates in the two countries have a cross-country
correlation slightly higher than what observed in the data. Colacito and Croce (2007)
argue that this due to the use of a symmetric calibration and a more general param-
eterization that takes into account country specific difference would deliver the right

amount of correlation of real risk-free rates.

In addition the model is able to produce a volatility of the stochastic discount factors
that is at least as high as impelled by the Hansen and Jagannathan (1991) bound.
This result generalizes the finding of Bansal and Yaron (2004) to the cross-section of
countries, and was pointed out also by Colacito and Croce (2007) and Colacito (2008).
The interesting addition to the literature is that we are endogenously able to generate

stochastic discount factors that are this volatile.

6 Concluding remarks

In this paper we have developed a general equilibrium model that is able to account

for a number of quantitatively challenging facts of international finance. More pre-
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cisely, the model generated series agree with both international prices and quantities,
a finding new to the international finance literature. We take this model as one in
which we can address the question of how important financial integration is. It turns
out that these benefits can be as large as 10% of lifetime consumption, once the in-
tertemporal distribution of output risk is taken into account. In particular, we show
that an overwhelmingly high share of the benefits has to do with risk-sharing for the

long-run.
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Appendix
Alternative solution algorithm

In this section we develop general results obtained by log-linearizing an asset pric-
ing model with Epstein-Zin preferences and a linear state space representation for

consumption and dividends growth.
Endowment and Consumption Flows

Assume the following linear state space for the growth rates of the two goods in the

economy:
Axy = fig + 2141 + Exy (15)
Ay = py+ 2201+ €y
Zit = PjZjt-1 -+ €j7t,\V/j € {1, 2}
with
€1t
Eat ..
€ = ~ 1idN (04, )
Eaz,t
- €y7t -

Define S; = Z—éfl and k = a/(1 — «). For given S,, the optimal allocation (capital letters

indicate variables in raw units) implies:
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h KJSt f 1

t 1+I€St b t 1+/€St !
Si/kK 1

h t f

148, /s P14 Sk

(16)

Assume the unconditional mean of S, exists and denote it as S. Define the following

parameters:

R VA a7
1+kS (14 KS5)?
Y. VA
* 14+ kS o (1+kS)?
b 1 P S/k
Y 14+ 8/k v (1+S/kK)?
)\5: S/k N S/k

148/ ™ (14 9/k)2

Define s, = log(S;) —log(5). A second order log-expansion of the allocation around the

unconditional mean of S; implies that:

Azl = Az + N Asiy + 5N (Asiyy)?
Ayly = Ayepr + NAsir + .50 (Asyyy)?
Ax{+1 = Argq + )‘£A5t+1 + -5>\£1(A5t+1)2

Aytf—&-l = Ay + )\ZJJAStH + -5)\£y(A3t+1)2

From now on, assume the following growth rate for s;:
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Asppr = (ps — 1)sg + Meg (18)

where M is a 1x4 vector that I will derive later.

Consumption in the two countries is defined as:

Ci = (XY vie {h, f}
ap = «
af = l—-«
In order to simplify the notation, define the following parameters:
o= (@ +(1- a;)Ay)(ps — 1), Vi € {h, [} (19)

Af:c = (Pi — D(aidee + (1 — O‘i)/\yy>

)\i(st) = A+ (1 — )Ny + (0 hep + (1 — a5) Ay ) psse

At this point we can write:

Aci—l—l ~ OziACL’t_H + (1 — ai)Ayt-l-l + )\ist + 5)‘33081% + /\i(St)Mét+1

Value Function
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The recursion for the log of the utility-consumption ratio is:

ui 1 v log (Et [eXp(lﬂ)(uhﬁACiH)]) vieihf}

Let’s guess that:

up = A"+ Bls;+ Bizi; + Bhzay + Bisi Vi€ {h, f}

In order to evaluate the right-hand side of the recursion it is convenient to impose
ul ., +Acd,, = El+ R, Vi € {h, f}. E; contains all the terms that can be predicted

at time ¢ and R}, contains all the terms involving future news. For country i € {h, f}

we have:
E; = A"+ Bipssi+ Bipizis + Bipazay + Bipls; + Aosy + 5AL.s;
+ (aupte + (1 — a)py) + iz + (1 — ag) 20
Riy, = T, (s))err + By(Meyyq)®
Ii(se) = [Bh+As(se) +2Bspesi]M + | Bi By «; 1—ay

According to Jacobson(1978), the recursion can be written as:

up ~ 8 (E; +.5 [(1 — v)F;E(st)Zane(st)’ ~1

— log[det(I —2(1 — 7)2(B§)2MZM’)]D

Notice that I, _(s;)XI'._(s¢)" is a quadratic form in s; and for this reason it is important

to compute it explicitly before matching the value function coefficients.
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According to our assumptions:

2 2
Y12 0y o7 0102012 o O 20y Pay
Y= Yo = gy =
) 12 9 Ty
0, X o0 o2 0.0 o2
2 34 102pP12 2 20y Py Yy

Now, let’s rewrite I'; _(s;) in a more convenient way:

¢11 + wZiSt
. L+ wis
Mosy = | T
P53 + wisy
I d)i + wié’t |
where
o = BoM; + o; + Ms(ay N, + (1 — O‘z‘))\é)
¢y = BoMi+1—a;+ My, + (1 —aq)))

In order to keep the notation compact, define the following scalars:

= [0y G5|Su2(0h O] + [0 O] Euyles 0L (21)
0" = [wi whlSiafw] wy] + [wh Wil Vay[w wi)
O = [¢) G alwr Wil + [0 ]y W] wil'

This implies:
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[ ()T (s0) = @'+ Q's, + O's}

At this point, the coefficients of the value functions can be characterized by the fol-

lowing conditions:

AT = §(A + qupe + (1 — )y + 5(1 —4)@" + ... (22)
- .51 ! log[det(I — 2(1 — v)*(B4)*MIM")])
By, = & (ps Bl+x+ 5(1—7)Q)
B = §(mBj+da)
By = & (mBy+1—a)
(e

By = & (p2B5+ 5(1—7)0"), Vie {h, f}

The Evolution of s,

As derived before:

uh
5}1 exp{ tg_l}
1

U
Ey exp{ t;

Stp1 =5 } (23)

f
U
o exp{ tg'l }
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According to our approximation for the value function:?

Asier ~ (1= )(Rly, = Bfy) = 501 =5 {Th2rY, — 1/ w1/ | (24)

Matching the previous equation with our guess for As;,; implies:

ps ~ 1—.5(1—~)?2Q"— Q] (25)
) s )
(1=7) =1 =[BE =By — (A1 (0)- AL (0))]
Bl —B]
M o= | @ TBE-BI-(k0)-M(0)]
ap—of
(1=7) " =[BE =By —(\1(0)- A (0))]
Qf—op
| (=)= [BL—B{—(\E(0)-A (0)]

Solution Method

All the coefficients can be found by recursively iterating on (23). In particular, guess
B;'. Vi € {h,f} and j € {1,...,4} and p; : 0 < p, < 1, compute all the coefficients and
update the guess according to (17)-(25).

Decentralized Economy

Consumption Pricing Kernel

3Notice that s;; was defined in terms of log deviations of S; from its unconditional mean and for
this reason it is possible to neglect the constant terms.
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The stochastic discount factor with respect to the composite consumption good is:

miH = —Aci+l+Alogui+1

Q

—{&iAZIZ'H_l + (1 — ai)Ayt+1 + )\iSt + 5)‘2085 + )\iM€t+1} + ...
+1log(6") + (1 — ) (T} &1 + Bi(Megs1)?) + ...
—5(1 = )% (P + Q's; + O's)) + ...

+.5logldet( — 2(1 — 7)*(B3)*MEM')]

In a more compact form:

myy o~ AT e w8 T, (s0)ge + (1 —7) By(Mepa)’

where
_ o -
r. = )
’ —AL— .5(1 — )%
|50+ (- 7)) |
Te(se) = XM+ 1= (s)+[0 0 —a; —(1-a)
m = log(6") — (&'py + (1 — a)py) — 5(1 —7)*®" + ...

+.5log[det(] — 2(1 — 7)*(B3)*MEM")]

Risk Free Rate

A Bond that pays a unit of composite consumption after one period will have the

following risk free rate:
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rf’i = —log E, [expmiﬂ}

Using our model:

T,{’i ~ F,{’i + Ffm [Zl,t 22t St 3?]/

Flcl,s = [ai - )‘Zc )\Zc]

T = = — 5L (s) ST, (s¢) + .5logldet(I — 2(1 — 7)*(B5)2MEM')]
Real Exchange Rate

The real exchange rate is defined as the relative price of domestic versus foreign

consumption:

where pf/,,t is the price of a unit of consumption in country i € {h, f} and is computed

as:

th + pyﬂfY;:i
N4 CZ’

ie{h, f}

Q=

We let p,; denote the terms of trade between foreign and domestic goods. We deter-

mine p, ; in the next section.
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If markets are complete, the depreciation of the real exchange rate can also be written

as follows:

— h f
Aegyy = My — My

—h — 271/
m" — !+ Teslzie 200 8¢ 82 4 Tecersn

Q

where
I, = It -T/,

Tee = T -Th.

Net Exports-Output Ratio and terms of trade

According to our model, the Net Exports for the home country are:

1 1 1
h _ xf h _
NX'=X{ —py.Y, = (K_St_2> ﬁ t
This implies that:

NX!  1-5
Xt N 1 +/€St

dN))((h B 1+k <0
S (1+kS)?

The terms of trade can be recovered from the marginal rate of substitution of the

agent in the home country:
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1—aX!

py,t = o }/;h
1 —aXik+ kS
N a Y, 14 kS,

Debt-Output Ratio

The budget constraint for the home country is:

X'+ pyY + /+ AP (L (T = AT + X
Ct 1

where A? is the level of international savings of the home country at time ¢ after
history ¢*; A},,(¢""!) is the number securities paying a unitary payoff at time ¢ + 1
if history ("™ = ('|¢i41 is realized; and Q}',(¢"™) is the time ¢ domestic price of the

correspondent security.

In a similar way, the budget constraint of the foreign country is:
X 4 paY! + [ Al = AL+,
The market clearing condition for the state-contingent securities is:
A} = —Al(¢) ¢

Using the FOCs of the representative agent in the home country:

exp(lfw) (u?+1 +AC€L+1)

h  _ gsh —Azh
Q= 0" exp 1 Ti41]t
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By no arbitrage:

) f . h Pyt+1
t+1 t+1
py,t

exp(l_v) (u{+l +AC{+1)

Ayt
= 6 exp BVin Tet1ft

Notice that all the variables are expressed in terms of home-good units. In the model
h
= Ytt’

there is growth, but the debt-output ratio, a; is stationary:

St h h AQ?t h
(1+ ’{)14_/_{& +/at+1Qt+1 exp™ttt =ay 41

Solving forward the budget constraint implies:

S
"—EPV,((1 ‘) -EPV,(1
a e | ( +’f)1+,€5t ¢ (1)
where EPV stands for Expected Present Value. In order to compute a! in closed form,
it is necessary to compute the two expected present values above. We write them in a
recursive form and we log linearize them. Before continuing, it is convenient to define

the following growth-adjusted discount factor:
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Mern = Qi+ Arg = Apgyy — Ay + Az
~ Apiy = (\iAsipn 4+ 5N AsT )
~ My + Doy sl21t 220 St s + Loy c€t41 + Uy vre(Meri1)?
where
_ . -
r _ 0
o “Ni(ps = 1) = 5(1 =)
— 5N (ps — 1)* = 5(1 —v)*O"
Doe = (L=y)Ih = MM '
Ui e = (1- ’V)B:? - -5/\?:95
m. = log(6") — .5(1 —7)?®" + 5log[det(I — 2(1 —~)*(BL)2MEM)]

Define P! = EPV,(1), then P! is characterized by the following recursion:

P! = Efexp™'(1+ P.))]

Notice that P! represents the value of the tree delivering the home goods normalized
by number of home goods produced. We will refer to P! also as W/, the wealth of the

home country.

Guess that p; = p' + Ay[z1; 22; s s7| and log-linearize the right-hand side. The
following holds:
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sz,s(?)) 11mgc,s(4)

A = [0 0
' L —psko 1 — p2ko

1

P
—1
14+ P

Ko

At this point, s, can be found solving the following non-linear equation:

eXpmz+.5(me e +/€0A1(3) M)E(me e +I€0A1(3) M)/

"~ Jdet(I — 2(koA1(a) + Doyare) 2M ST

Ko

Define P? = EPV, <(1 +R) ) , then P? is characterized by the following recursion:

m 1 St
P} = FE, {exp 25t+ ((1 + n)—l TS, + Pt2+1>}

Guess that p? = p? + As[z1, 22: s s?] and log-linearize the right-hand side. The
following holds:

sz,5(3) + 14,:,1{§p5 I_\mgc,s(4)

Ay, = |0 0
2 1 — pska 1 — p2ko
S
Ky = (1 + Kzl-‘rl’ig .
(1+#r)og + P
F2
Ry = = —2
(14 k) 1+Sn§ + P

At this point, P can be found solving the following non-linear equation:
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g expe 5T PEp

—2 —2
P = 1+k =+ P

<( >1 + kS ) \/det(l — 2(!@2142(4) + Fm$7M5)2MZM/)
Fp = sz,s -+ /€2A2(3)M + KlM/(l + K/g)

At the equilibrium:

h
CL? — _(€A2[Z1,t z2,t St sf/_ez‘h[zu zat St sf}’)

Define:

f(St) — €A2[21,t 22t St St}/ _ eAl[Zl,t 22t St sf]/
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