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Abstract

This paper presents a dynamic three-country endowment model, with
both traded and non-traded goods. The main innovation of the model is
the introduction of evolutive dynamic preferences that explain consump-
tion patterns and international portfolio composition. The model departs
from a home-biased state of the world that decreases through time creat-
ing a rebalancing effect on the international portfolio, raising the demand
for the high-income country assets. The model sheds light on the behav-
ior of the current accounts and the bilateral current accounts of the three
countries. Results of the simulations are presented and the significant
implications on what at is the current account sustainability of the U.S.
and its future path are analyzed.

During the late nineties and the first part of this decade there has been an
extensive discussion of the causes and consequences of the U.S. current account
deficit. Figure 1 describes the U.S. current account defiict from 1980 to 2009.
According to the IMF’s World Economic Outlook data (April 2009), the U.S.
current account deficit has been growing since the early nineties. In 2006 the
deficit reached its peak of around 6% of the GDP ( around $800 billions).
The trend reverses in 2007 and following the downturn of 2008 the deficit has
subsided even more. The persistent negative trend of the deficit during the
last decade shows a possible disconnection between the current account and
business cycles. This idea is suppported by the fact that during this period
the U.S. economy has experienced three recessions without having a significant
effect on the current account deficit. One would expect that during downturns

in the U.S. economy the current account deficit should have subsided.
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Figure 1
This figure presents the behavior of the US current account in absolute terms

Previous literature regarding the current account deficit of the U.S. has
addresed the need for equilibrated fiscal policy and exchange rate adjustment.

Reduction of U.S. fiscal deficit has been one of the policy recommendations
to reduce the current account imbalance of the U.S. but as Mussa (2007) state
"it is also important to emphasize that U.S. fiscal consolidation is not the be-all
and end-all of policies to address the U.S. external deficit." Furthermore "the
fact is that the U.S. current account deficit disappeared between 1987 and 1991
as the fiscal deficit expanded to a postwar peak (as a share of U.S. GDP). Then
the current account deficit widened to a new record of over 4 percent of U.S.
GDP in 2000 as the fiscal deficit moved from large deficit to significant surplus".

Another important stream of literature explores the behavior of the interna-
tional portfolio and its implications for the U.S.current account. The increase
in the U.S. demand for foreign goods and the increase in the foreign demand for
U.S. assets have been thought to drive the U.S. account deficit (Blanchard et.al,
2005). Macroeconomic imbalances reflect mostly private saving and investment
decisions, and fiscal deficits often play a marginal role (Blanchard, 2007). At
the same time, it is accepted that large current account imbalances could be
corrected by a depreciation of the dollar, and that this depreciation would have
an effect on the trade patterns (Blanchard, Giavazzi and Sa, 2005)

Sustained rise in the U.S. current account deficit, decline of long run real
interest rates and the rise in the share of U.S. assets in global portfolio could
be rationalized as an equilibrium outcome of two observed forces: the poten-
tial growth differentials among different regions of the world and, also to the
heterogeneity in these regions’ capacity to generate financial assets from real in-



vestments(Caballero et al., 2006). Thus, while it is generally accepted that the
international portfolio composition has an effect on the current account deficit,
the dynamic behavior between the two is not clear yet.

In this paper I use a dynamic extension of the three-country model by Ob-
stfeld and Rogoff (2005) with imperfect substitute assets to explain wether the
portfolio growth and portfolio rebalancing effects combined could have affected
the behavior of the current account deficit of the U.S. in the last three decades.
With the model I try to answer the question of why large U.S. current account
deficits have not had a large effect on the exchange rate? And probably the
most important question, how long does this situation could hold?.

The predictions of the model regarding international portfolio composition
adjust to the observed pattern of the US current account during the last decades.
The model also gives insight into the behavior of the bilateral current account
of the three countries involved.

The remainder of this paper is organized as follows. Section I summarize
previous work on current account deficit, portfolio theory and home bias in
portfolios. Section II describes the model proposed in the paper. Section III
presents the simulations and empirical analysis of the model, and Section IV
concludes the paper.

1 Literature review

1.1 Current Account

Previous literature regarding the current account deficit of the U.S. has addresed
the need for equilibrated fiscal policy and exchange rate adjustment.
Reduction of U.S. fiscal deficit has been one of the policy recommendations
to reduce the current account imbalance of the U.S. but as Mussa (2007) state
"it is also important to emphasize that U.S. fiscal consolidation is not the be-all
and end-all of policies to address the U.S. external deficit." Furthermore "the
fact is that the U.S. current account deficit disappeared between 1987 and 1991
as the fiscal deficit expanded to a postwar peak (as a share of U.S. GDP). Then
the current account deficit widened to a new record of over 4 percent of U.S.
GDP in 2000 as the fiscal deficit moved from large deficit to significant surplus".
Kim and Roubini (2007) collect literature arguing in favour of budget deficit,
current account deficit and real exchange rate appreciation "General equilibrium
endowment economy models of small open economy with optimizing individu-
als and no capital account restrictions (Sachs, 1982, for a one-good model and
Frenkel and Razin, 1996, for both one and two-goods models), standard Keyne-
sian models such as the Mundell-Fleming model and its rational expectations
variants such as Dornbusch (1976), and calibrated international real business cy-
cle models with investment such as Baxter (1995), Kollmann (1998), and Erceg,
Guerrieri, and Gust (2005) tend to provide such predictions in most cases"



This paper is in the spirit of Caballero, Farhi and Gourinchas (2006) which
states that “sustained rise in the U.S. current account deficit, decline of long
run real interest rates and the rise in the share of U.S. assets in global port-
folio” could be rationalize “as an equilibrium outcome of two observed forces:
a) potential growth differentials among different regions of the world and, b)
heterogeneity in these regions’ capacity to generate financial assets from real
investments”.

Blanchard (2007) comments that macroeconomic imbalances “reflect mostly
private saving and investment decisions, and fiscal deficits often play a marginal
role; and the deficits are financed mostly through equity, FDI, and own-currency
bonds rather than through bank lending.” This argument suggests that the
imbalances come from private decisions, therefore subject to macroeconomic
modeling.

Obstfeld and Rogoff (2005) note that their "baseline simulation, in which
Asia’s, Europe’s, and the United States’ current accounts all go to zero, implies
that the dollar needs to depreciate in real effective terms by 33 percent". The
authors also simulate a softer adjustment, "a halving of the U.S. deficit, with
counterpart surplus reductions shared by Asia and Europe in the same propor-
tions as in the first simulation (arguably a more likely scenario over the short
term) of complete current account adjustment, would lead to a depreciation of
the real effective dollar of 17 percent."

The large current account imbalances could be corrected by a depreciation of
the dollar, but this depreciation will have an effect on the trade patterns as argue
by Blanchard, Giavazzi and Sa (2005) “A large fall in the dollar is not by itself
a catastrophy for the United States. By itself, it leads to higher demand and
higher output, and it offers the opportunity to reduce budget deficits without
triggering a recession. The danger is much more serious for Japan and Western
Europe.”

Figure 2
This figure presents the behavior of the US Dollar

The lack of exchange rate adjustment comes as a surprise for many authors
that have predicted large depreciations. “Our practical conclusions are that
substantially more depreciation is to come, surely against the yen and the ren-
minbi, and probably against the euro.” As noted by Blanchard, Giavazzi and
Sa (2005). Most of the previous papers have focused on the real exchange rate
but as Edwards (2005) puts it “the actual adjustment will depend on the pass
through coefficient, as well as on exchange rate policies followed by some impor-
tant U.S. trade partners, including China, Japan and other Asian countries.” He
also state in his 2007 paper that “a realignment of global growth - with Japan
and the Euro Zone growing faster, and the U.S. moderating its growth - would
only make a modest contribution towards the resolution of global imbalances”.
To actually reduce the global imbalances “a reduction in China’s (very) large
surplus will be needed if global imbalances are to be resolved.”
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1.2 Portfolio Theory and Home Bias in Portfolios

Another important stream of literature explores the behavior of the interna-
tional portfolio and its implications for the U.S.current account. The increase
in the U.S. demand for foreign goods and the increase in the foreign demand
for U.S. assets have been tought to drive the U.S. account deficit (Blanchard
et.al, 2005). In a world with free capital markets, capital should ideally flow
from richer to poorer countries. Nevertheless “the classical Heckscher-Ohlin-
Mundell paradigm states that trade and capital mobility are substitutes, in the
sense that trade integration reduces the incentives for capital to flow to capital
scarce countries. it has been demonstrated that in a world with heterogeneous
financial development, the classic conclusion does not hold. In particular, in less
financially developed economies trade and capital mobility are complements and
not substitutes (Antras and Caballero, 2007).

International portfolio diversification has increase in recent years; however
portfolios remain greatly biased towards domestic assets. There seems to be a
correlation between home bias in consumption and home bias in portfolio as
mentioned by Obstfeld and Rogoff (2000). Home bias in consumption can be
explained in part by the existence of non traded goods and the assumption that
country’s residents have relative preference towards the traded good that is pro-
duced at home (Obstfeld and Rogoff, 2005). Some authors have link bilateral
trade and openness to assets holdings. Portes and Rey (2005) use gravity model
to cross-border equity flows and found that distance, which proxies’ informa-
tion asymmetries, is a surprisingly very large barrier to cross-border asset trade.
Whereas Aviat and Coeurdacier (2005) show that there exist “complementar-
ity between bilateral trade in goods and bilateral asset holdings”; where the
“distance affects asset holdings mainly through its impact on trade in goods”.



They prove “that a 10% increase in bilateral trade raises bilateral asset hold-
ings by 6% to 7%.” The system they estimated shows that distance affects asset
holdings mainly through its impact on trade in goods".

According to Coeurdacier, Kollamann and Martin (2008), there are “two fa-
miliar explanations of equity home bias: transaction costs that impede interna-
tional diversification, and terms of trade responses to supply shocks that provide
risk sharing”. Coeurdacier (2008) in his model shows that “the larger the home
bias in consumption, the larger the home bias in portfolios” this explains the
empirical relation between openness to trade and international diversification in
portfolios.

Collard, Dellas Diba, and Stockman (2007) demonstrate “that international
trade in goods is the main determinant of international equity portfolios”. Their
model entail “that investors can achieve full international risk diversification if
the share of wealth invested in foreign equity matches their country’s degree of
openness (the imports to GDP share)”.

Baxter, Jermann and King (1995) argue that the presence of non traded
goods do not explain the presence of home bias in portfolio under free interna-
tional trade of financial assets. Home bias arraises only when there is a very
low degree of substitution between traded and non trade goods. Baxter and
Jermann (1997) argue that hedging for human capital risk should reduce even
more the home bias in portfolio. Also Michaelides (2001) state that “optimal
portfolios are internationally diversified while positive correlation between do-
mestic stock market returns and permanent labour income shocks can worsen
the home equity bias puzzle”. But he also argue that “small costs associated
with investing abroad” is “sufficient to either deter households from participat-
ing in a foreign market or generate a substantial bias for home equities.”

The paper by Milesi-Ferretti (2003) makes a review of the main factors that
could affect the level of home bias in portfolio. Such as:

- Liberalization of the capital account can increase the level of international
assets hold.

- Openness in good markets can reduce portfolio home bias by increasing
the willingness to conduct international financial transactions.

- Higher income per capita is associated with lower risk aversion. Given that
international transactions are perceived as riskier than domestic transactions,
this may also raise international assets hold.

- Higher income per capita can reduce home bias in portfolio if participation
in foreign assets markets involves fixed costs.

- Underdeveloped domestic financial sector will push domestic agents to
invest on foreign markets.

- Local financial intermediaries that distribute international assets increase
agent exposure to foreign financial markets, increasing the desire for interna-
tional diversification.

The change in the composition of the portfolio is due to an increase in the
wealth of the rest of the World, especially in low-income countries. As noted
by Caballero, Farhi and Gourinchas (2006) “The importance of US assets in
global portfolios has increased throughout the period and now amounts to over



17 percent of the rest of the world’s financial wealth, which is equivalent to 43
percent oftheir annual output.” Contrary to what Ventura (2001) argue that the
U.S. deficit is caused “by the spectacular increase in U.S. wealth experienced
in the 1990s” , it is possible to argue that the portfolio growth effect and the
portfolio rebalancing effect of the rest of the World does have an effect on the
current account deficit of the U.S.

All the above literature leads me to conclude that portfolio theory can be
helpful explaining current account deficits without significant exchange rate ad-
justments.

Previous literature has treated home bias in consumption as an exogenous
ad-hoc feature of the model. Nevertheless, this shouldn’t be the case. Assuming
path dependent preferences, it is possible to show, that home bias arises from
costly trade and from the fact that the level of international integration in the
goods markets is incomplete. The degree of home bias that appear in the data
today, will probably disappear, and the portfolio reallocation at international
level will have important implications for stability of international finance and is
likely to produce important macroeconomic imbalances as the one experimented
by the U.S. in the last decade.

In the next section I present a dynamic three-country endowment model,
with both traded and non-traded goods. The main innovation of the model
is the introduction of evolutive dynamic preferences that explain consumption
patterns and international portfolio composition. The model departs from a
home-biased state of the world that decreases through time creating a rebalanc-
ing effect on the international portfolio, raising the demand for the high-income
country assets. The model sheds light on the behavior of the current accounts
and the bilateral current accounts of the three countries.

2 The Model

Before developing the model, it is usefull to build a framework for the recent
evolution of the world economy in the last decades.

During the last two decades there has been an accelerated increase in the
income and wealth of poor -and to least extent medium income- countries. Poor
countries have also experienced the development of a middle class within their
population. At the same time. growth of exports and imports have outpaced
GDP growth, implying a greater diversification of the consumption bundle of the
average consumer in the world. This latter change in the consumption bundle
has a corresponding effect on the portfolio composition as Obstefeld and Rogoff
(2000) argue.

Simulteanously, the increased financial markets integration has allowed the
average investor to access (directly or indirectly) the international financial mar-
kets. U.S. assets are attractive because the are characterized by high liquidity;
low risk; traded in an efficient and transparent financial market and within a
stable economy (Lane and Milesi-Ferretti, 2003) .



As people become richer, their portfolio composition tends to change towards
a more diversified one. This probably comes from the fact that gains from
diversification increases, and or the marginal cost of doing it decreases. This
can be interpreted as a fix cost per transaction. As the volume of the transaction
increases, the marginal cost will decrease.

Under the circumstance of a relative increase in the share of U.S. assets in
the world’s portfolio, the recent U.S. current account deficit and its sustain-
ability has to be review. The main reason for this is the expectation that the
standard correction channel, meaning the exchange rate, will not correct these
large deficits. This has two possible implications, one that a large depreciation
of the dollar will not reduce the current account deficit, but instead could cre-
ate a large distortion in the international markets, making artificially cheaper
the U.S. assets and therefore increasing the demand for them, it will also mean
higher inflation (because of the pass-through) in the U.S. without closing the
gap of the current account. And second, large current account deficits in the
U.S. could be seen has a situation that could last more than previously thought.

The “run” towards US assets that has helped finance large current account
deficits could come to an abrupt end for three reasons: Sudden stop of income
growth in developing countries; a swift in preferences towards another economy;
loss of confidence in the US financial system.

The large accumulation of foreign reserves by developing countries, (espe-
cially Asian countries) is related to the rebalancing of the desired portfolio
composition towards more diversification, that would help secure the purchase
power. Excess foreign reserves may in some cases be a reflection of incomplete
diversification of the portfolio of the representative agent.

In the following subsections I develop a model with imperfect substitute as-
sets that explains how as income grows, home bias in consuption falls, generating
also a fall in the home bias portfolio. The latter fall of the home bias portfolio
leads me to the conclusion that international portfolio rebalancing finances the
current account deficit in the U.S.

2.1 Core Model

I start my model from the a reduced version of the three-country endowment
model as in Obstfeld and Rogoff (2005). In the first part I reduce the number
of countries to two. Then the third country is added.

I then introduce evolving dynamic preferences in which the home and U.S.
bias changes when the relative income changes. The model is thus a two-country
model, with non-traded goods and three traded goods, with an infinitely living
representative agent, preferences across countries are not symmetric but mirror
like. The model also assumes imperfect substitutability of assets.The equilib-
rium terms of trade and the relative price of traded and non-traded goods (and
thus both bilateral and effective real exchange rates) are determined endoge-
nously

Another assumption is that countries differ in the initial level of income, and
there is no population growth in any of the countries. Where by the income



difference it is possible to differentiate the countries into high, middle and low
income. For simplicity purposes I use a representative agent for each country'.

For notational purposes the three countries will be named as follows: ¢, and
j. In the three-country model I will add a country k. Countries will not be
equal, one country is associated to the high-income country; j is the low-income
country. I normalize the income of each representative agent with respect to
that of country i, which in the paper is associated to the high-income country
(U.S.). Thus,

7}/7, = yl = ]_7 71_ = y-] (1)
Where by assumption we have that 3/ < ¢’ =1

2.1.1 Preferences

Following the common practice in open economy litearture, individual prefer-
ences are CES as follows:

(Cmt)' ™%
U(CTTL,t) = :,lrhi form:z',j,k (2)
—¢
Where ¢ is the intertemporal elasticity of subsititution?. Note that the
intertemporal elasticiy of subtitution is equal across countries.
Consumers in the three countries allocate their spending between traded and
non trade goods as follows:

9
0—17]0-1

CWL,t = 'Y% (Cg;,t)% + (1 - 7)% (Cﬁ,t) ’ form = ivj, k (3)

Parameter 0 is the (constant) elasticity of substitution between traded and
nontraded goods. The proportion of consumption of traded (v) and non-traded
(1 —~) goods remains constant throughout the model. I assume that the
consumption of traded and non-traded goods is independent from the level of
income of the agent. Preferences over traded goods differ accross countries and
according to the level of income in each of them, arising an heterogeneity among
countries that hasn’t been previously studied.

Following Obstfeld and Rogoff (2005), the utility of consumption of traded
goods is:

1Without changing the basic results of the model, the model can also be generalized to
a model with heterogeneous agents, where each country has a distribution of agents who
consume different baskets of traded goods according to their relative income.

2Note that when ¢ = 1 the individual’s preferences become a logarithmic function. Thus
U (Cm,t) = log (Cm,t)
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Parameter 7 is the (constant) elasticity of substitution between domestically
produced traded goods and imports from either foreign country.Coefficient &y ,
is not constant. This coefficient depend on the relative income of each country,
and their underlying coefficient «. The functions of these underlying coefficients

are®:

a+(1—a)(y)”

~i
Q=

()

Where 1 > a > 0 %; p > 0 is the velocity of adjustment to the long run
value. In simpler terms, the higher the value of p, the slower the adjustment of
the coefficient to its long run value.

The changing coeficient &; can be interpreted as if the foreign traded good is
a form superior good. So when income rises the desired level of consumption of
the boundle of foreign traded goods increase, more than the level of income. This
increased desire to consume foreign traded goods is limited by the underlying
coefficient «.

Table 1 summarizes the diversification pattern of the consumption bundles
according to the level of normalized income. If the value of the normalized
income is close to zero, the representative agent will devote most ofher income
associated with traded goods in home-produced ones. This means a complete
home-bias, and is equivalent to autarky.On the other hand, if the value of the
normalized income is close to one, the representative agent will diversify her
consumption matching the values of «.

The model still applies when there is no ad hoc home bias in the coefficient
«, it ensures that for low levels of normalized income the value of & is almost
one. Furthermore the model still gives logical weights for values of y superior
to one.

Table 1: Consumption bundles according to the level income
This table summarizes the diversification pattern of the consumption bundles
according to the level of normalized income.y’is defined as%
yy— 0] a=1|1—-a=0
yy—lla=a|l—-a=«

For better understanding of the model, Table 2 shows the distribution of the
coefficients of the preferences for each country.It is possible to observe that for
the case of the high-income country. the value of & is equal to the value of « .

3 Appendix A addresses the mathematical derivation of the function of & and E

4Note that if B =lorifa= B, the model transforms itself into a two-country model, in
which at low levels of income there will be home bias, and as income grows the bias will be
toward the high-income country (US).
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Table 2: Distribution of coefﬁc_ients across countries

Goods/Country 7 J
i a; 1—a;
J l-—a; | a

Where a represent the desired proportion of spending in locally produced
traded good.

2.1.2 Demands for traded and non-traded goods and the CBPI

Optimizing the utility function of equation (2) subject to the budget constraint,
I obtain the demand for the traded and non traded goods.

0

1 T 6-1 1 N e
{cglacxzv} 77 (Cl) T A=) (C) 7

it

s.t. C,Z; + pi,tC’% S Zi,t~ (7)

PN
Where p; s = 57

it

The first order conditions for this problem are:

T o 1Ty T N o 0—-1 1+ 7\F
C’L,t . m 75 (Ci,t) + (]. — ’Y) (Ci,t) 9 '79 (Ci,t) —)\ = 0 s and
(8)
N, 1T 1Ny = 0—-1 1Ny
Ci,t 91 e (Ci,t) + (1 -7) (Ci,t) 0 (1 - ’7) (Ci,t) —Apis =0
9)
Which implies that
'y%@,t (C'i,t)iTl = ), and (10)
(1=7)7 Cie (CN) T = Api (11)
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Combining the latter conditions I obtain the relationship between consump-
tion of traded and non-traded goods and the relative price as follows:

(Cz‘Tt)Tpi,t (12)

Thus I obtain the following relative demand of non-traded goods with respect
to the traded ones:

/N
—_
2|
2
N~
|~
N
QIQ
LN =
N~
=
—
&

A
() () -
it

Substituting the consumption of traded goods (C’Zt) in the budget constraint
defined in equation (9), I obtain the demand for non-traded goods in country i:

B C'J\Q 0

1 —

2 = pi 15
<1—7> (Zi,t_pi,tcijxg> 7t (15)

= CN=0-pilZis— 1 —-y)pi°CH (16)

(1—7)p;

= Chi=—"—""
Y+ (1 =7)piy

Ziy (17)

Using again the budget constraiant of equation (9), I now obtain the demand
for traded goods in country ¢ as:

ch=(1- — 2"t )z 18
it ( ’Y‘f’(l_’}/)p}’te) )t ( )
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Consumer Based Price Index

I obtain the consumer-based price index as:

Pt:CBPIt

6—1

o1 01
[v+1=p P =+ A =7)p%) 7

Which implies that

_1
Po=(+0—-vp ")

13
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2.1.3 Demands for each traded good and the corresponding CPBI

In this case Z], is the available income intended for the consumption of traded
goods. Thus, departing from equation (4) and optimizing the preferences for
traded goods of the individual, subject to the budget constraint.

max {(&i)é (c“t)n;:1 + (1 — ai)% (Czjt)nlli| " (25)

{cii,t:Cij,tsCik,t }

s.t. Pii,tcii,t + Pij,tcij,t S Z;I:t (26)

The first order conditions of this problem are:

1
~i\ 7 =1 —=
Ciit - (at) (C“"t) n C;ljt = )\P“"t (27)

1
~i\7 -1
Cijt - (1 - at) (ciju) ™ CF, = APy (28)

Where Cgt = (at) (ciig) ™ + (1 — at> (Cije) ™
Combining the first order conditions of ¢;; ;and ¢4 :

1 1
. = —1 A\ -1 —
~1 n —_ T ~1 n —_— T
(at) (ciie) ™ Ciy (1 - at) (cije) ™ Ciy
Pt Pijq

1

4 N
AN 1—a; \" P

()" = (") @0)
Cijt a; Pij

a [P\
Ciit = t (PN) Cijt (31)
it

or

1—a, (Pus\"
Cijt = ——— (“t) Ciit (32)
(07

I define the terms of trade of country ¢ with respect to countries j and k.as:

14



Tijt = 7’ (33)

Using the budget constraint of the traded goods optimization (equation 28),
I obtain the demand of country ¢ for good j:

~i Pi' n

i ( J’t) Ciji + Pijacije = 24 (34)

1—a; \ Pt '

al (P \""

1+ — < Jv) Pyjicije = ZF 35
( 1— 51 Pnyt J,tig,t )t ( )

o p.o AT\ Z7
=1 t 2t it 36
Ciat < * 1—a; <Pii,t Py (36)

Expresing the relative prices as terms of trade, the demand of country ¢ for
good j:

o N2
citr= |1+ t_(r i m b 37
75t 1— 5[; ( J 7t) Pij,t ( )

Once more using the budget constraint (equation 28) it is possible to obtain
the demand of country i for good i expresing the relative prices as terms of
trade:

. ~1
1—a _ z}
Ciit = (1 + Tt (Tize)" 1) —nt (38)

To obtain the Consumer Based Price Index of the traded goods, I do the
same exercise as in the general CBPI (equation 22):

. —1 n
i\ 7 1-a - Pl
p= (@) [ () B
a; Py
1 —

1 ~1 T

+<1_5‘§) T ()™ i

1—a Pij
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Which implies that

1

Pl = @ (P ™" + (1-&) (Py) "] (39)

To obtain the final demands of each of the two traded goods remember

)pl?
that ZZ, = PL,CT, and that Cf, = <1 - W) Ziy and Z;, = Py Y.

Where Y; ; is the available income.

Demand for traded good produced in 7 and consumed in 7 :

P, -
Py W Pi,tY:i,t

Citt = 1-al — (40)

L+ = (Tij)
Demand for traded good produced in j and consumed in i :

PiTt Y
Pijt |:'Y+(1_'Y)Pllt9:| Pi,tYYi,t

Cigt = (41)

1+ 12 (rj5)" "

=3
ay

2.2 Real Exchange Rate

The real exchange rate is defined as the price of foreign goods relative to do-
mestic goods

Py
1: — 2 2
TTip = - (42)

Again, the international prices, are a weighted average of prices of each
traded good, and is represented as follows:.

Py = Piju (43)

16



The domestic prices are obtained as the CBPI of equiation (26)

1

Pu=(v(PL)" -y ()" (44)

Where the domestic traded-good price is:.
PhL =& (Pus) "+ (1 - 513) (Pije) ™" (45)

Bilateral real exchange rate
Combining the price index of traded and non trade good it is possible to
obtain a bilateral real exchange rate as follows for countries ¢ and j.

(46)

Thus changes in bilateral exchange rates replicate movements in relative
prices of traded and non traded goods and changes in the relative prices of
imported and exported goods.

2.3 Portfolio Choice

The present document describe the portfolio decision process of the represen-
tative agent in the model of the paper “International Portfolios and the U.S.
Current Account”.
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2.3.1 Saving Decision

Each period the representative agent has to decide the amount he would con-
sume of the endowment and how much he will save.

The representative agent budget constraint is the following.

P Ciy— (Yip + Sit—1) = Siy (48)

Where P; ; is the consumer based price index, C; ; is the total consumption,
Y; ¢ is the endowment in period ¢, and S; ; is total savings in period t.

The amount of savings are given by the Euler Equation.

OU, ¢

= 49
aUc,H»l ﬂ ( )

The question is how does the agent will diversify his portfolio across home
and foreign assets to minimize his future exposure to price volatility.

Sit = (Nt + Xijt) Sit (50)

Where \;;+ represents the proportion of the savings portfolio that will be
held on country ¢ assets. Where the constraint A; ; = 1 — X;;,; applies.

The question of the portfolio composition will be analized in the next section.

2.3.2 Desired Portfolio Composition

The hypothesis regarding the portfolio composition, is that he will choose a
portfolio composition that matches his future consumption bundle. The agent
is risk averse, therefore her optimal position is the one in wich changes in future
prices do not affect her purchasing power.

At time ¢, the agent will have already choose S;;. But he knows how his
next period (¢ + 1) budget constraint will look like.

18



Sit+ E{Pss1Yitt1} = B {Pi141C; 141 + Sit+1} (51)

If the agent position himself at time ¢ + 1, the budget constraint will be as
follows:

(Pis1diit + Pividije) Siz + Pigy1Yipyr =

52
Pi111Cii 041 + Pji+1C55,041 + Sijt1 (52)

Where Aj;+, Aij: and S;+ where already chosen on period ¢.

In order to simplify the analysis I divided everything by the income (endow-
ment) of period ¢ + 1 (Y; ;+1). By doing this I obtain the following expression:

(Pig1Niig + Pg t+1 N4, t) -+ P11 =

Yi it
P, Ciit41 + P Clij,t+1 + Sit41 (53)
L1V 1Y Yi t+1
(Pig1diig + PiiviXije) Sip + Pigr1 = (54)

P yr1ciiit1 + PyiyiCijit1 + Pigr18i41

Where the small letters represent the proportion relative to the income (en-
dowment).

Furthermore dividing everything by price of good 7 at period t + 1.

P g1 Pj i1 Pigy1
(P g Aiit + P t+1)\”’5Jr Sit P o B (55)

S; Jg+1

P7 t+1 + Cii i+l + P f+1 Cij,t+1 T+ P t+1

(Nt + Pijaridije) Sie +1 =

56
Ciijt+1 + Dij,t+1Cijt+1 + Sit+1 (56)

The expected returns of the portfolio
Ey[Rep1] = By [Niiye + pijie1Nije] = Er Z Dim,t+1Nim, t (57)

m=1,j
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2.3.3 Portfolio Variance

The decision by the agent on the portfolio composition is determined by her
desired to mantain the purchase power in the future given her expected con-
sumption. This mean that there should be a correlation equal to one, between
the consumption boundle composition and the portafolio composition.

To this reduced form of the budget constraint now I will apply the variance
(VAR) function. Assuming that the covariances are zero.

VAR [(Niit + Pijit+1Xije) Sie + 1) =

58
VAR [Cii t4+1 + Dijt+1Cij,t41 + Sijt+1] (58)
VAR (Niigsit) + VAR (pijer1hijesie) + VAR(1) = (59)
VAR (ciij1) + VAR (pijis1cije1) + VAR (si41)
Assumptions:
VAR ()\“"tsi’t) = 0, VAR(l) =0 (60)

Noting that A;j¢, si¢ is already given at time ¢ + 1. And ¢;j 441, is decided
on by the representative agent, therefore their variance is equal to zero.

Simplifying, I obtain:

(Nijasie)’ VAR (pije) = (cijas1)” VAR (pije) (61)
[usasia)® = (cijasn)| VAR (i) = 0 (62)

This last equation has only one possible equilibrium given that VAR (p;; )
will always be a positive number and greater than zero.
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Equilibrium The equilibrium is where ()\ij,tsi’t)Q — (Cij’tJ’,l)z = 0.This equi-

librium implies the following conditions:

Cip i1
(Nijesie)” = (cijus1)? =0 = AijtSit = Cijit41 = Nijy = —2— (63)
Sit

Using the equation above the value of Aj; ; is obtain residually Aj; ¢ = 1—X;; ¢
The agent uses backward induction, he knows that at time ¢+ 1, the optimal

portfolio will be the one above. Therefore at time ¢ he will choose Aj; ; and Ayj ¢
assuming rational expectations:

Ny = Deleiin] (64)
Sit
Nijp = 1= Nijp = 1 — =20 i) (65)

Sit

In order to obtain the values for the lambdas, the agent knows the expected
demands for goods.

2.3.4 Expected Future Demand of Goods

The expected future demand for each good is obtain from the preferences:

T
P;yiq v
Pijet1 | y+(1—1)p 5

] Piy1Yii11

E, [Cij,t+1] =E,

a;+1 n
1+ 5 (Tjit+1)

The expected demand for the goods depend on the expected values on
prices and relative prices: E; [Pi:{;+1]; Ei[Piji+1); Ei[pit+1]; B [Piyya]; and
By [7jie41]-
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In order to simplify the notation, let Il;; 1 be the vector of prices and relative
prices at time ¢ + 1, and F; [II;1] is the expectation at time ¢ of the vector of
prices at time t + 1.

The other expected values needed to obtain the expected demand are the
coefficients F; [5[2 +1} and Ej [Ez +1} that depend also on the expected value of

the future endowment. E, [Y; ;4+1] and one the long-run values o and S.
Note that E, [a;’ +1} = By [fa (o, Yies1))-

If we assume that the agent has an expectation on Fy [Y; 141, I1;41], he could
choose a portfolio accordingly.

2.3.5 Expected Prices

The expectation on prices E; [II;11] can be inferred if the agent not only has an
expectation on his future endowment, but also on the future endowment of the
representative agents of the other country.

Ey[Mit1] = Ey (7 (Yi i1, Yje41)] (67)

A simple assumption about the law of motion of the three endowments, could
help us understand the expectation of the endowments in each country.

EiYiit1] = Ey [Yie + €ig) (68)

Ey[Yj 1] = By [Yie + €54 (69)

Where €, = &, + €; also &, > &, =0, 0¢, =0, and € ~ N(0,0?); for
m=1,J,k.

The condition §; > §; = 0 simply states that the expected endowment of the
rich country () is equal to its previews one E; [Y; 1+1] = E¢ [Yii +€it] = Yis.
And the expected endowments for country j : Ey[Yj;41] = Ei [V + €] =
Yiet§; -
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To wrap up, we have that under this conditions:

Et [Yi,t-‘rl] = }/i,t (70)

E Y] =Y +§; (71)

Plugging this expectations into the demands for each of the goods by each
of the representative agents in each country it is possible to infer the vector of
prices Fy [II;41] at time ¢ + 1

2.3.6 Growth

Defining the expected endowment growth as g, for m =i, 5, k we have that:

E; [gi,t+1] =F [Yi,t+1 - Yi,t] =0 (72)

Eelgior) = Be [Vien = Yiel =& (73)

Which means that E [g; ++1] < Et [gj,¢41]

2.4 Demand for Assets

From the previous section it is possible to infer the demands for assets of each
county are:

D= )\f\ftsi,t + NistSi + Nji, e S (74)

Dy = NYSie + NjjeSie + NijieSi (75)
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Where S ; is the total savings the country .

In this specification de global demand for country i assets grow when income
growth. But the key assumption, is that the proportion demanded by country
j for country 7 assets grow as its relative income growth.

0)\jit
— >0 76
i (76)

The proportion demanded stabilizes to the steady state level when each
country reaches the income of the high-income country.
2.5 Current Account

The straight forward definition of a bilateral current accunt is the change in

the net demand for the country’s assets. From this definition it is possible to

extract from the model the bilateral current accounts of each country.
Defining the bilateral current account of each country as:

CAl'jﬂg == A [)\ij)tSi,t] - A [Aji,tSj,t] (77)

Where A is the time-difference operator.

Stock market clearing requires:

)\i\])t + /\ii,t + /\ji7t =1 (79)
AN =

gt A A =1 (80)
At + At + Aikye = 1 (81)

For equilibrium, the global current account must be equal to zero -by defin-
ition,. Thus

CAiy+CAjy =0 (82)

The model, eventhoug is algebraically complex gives an intuitive and simple
explanation of the interaction between the international portfolio composition,
and therefore demand for international assets on the current account behavior.
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2.6 Three-Country Model

For this extension the three countries will be named as follows: i, j and k°.
Where i is associated to the high-income country (U.S.); j is the middle-income
country (Europe) and k is the low-income country (China). I normalize the
income of each representative agent with respect to that of country i, which in
the paper is associated to the high-income country (U.S.). Thus,

yioo, yi o vk,

7':1:1 [T _— =
vi =Y v i =Y (83)

bl Y7 -
2.6.1 Preferences

Preferences are equal to the two-country model.

Crt)' 7
U(Cpy) = (Cm) " form =1,k (84)
L=y
Again consumers in the three countries allocate their spending between
traded and non trade goods as follows:

6—1

_0
Cyt = {’Yé (C;:,Cyt)g% +(1- 'y)% (C’,]xyt) 0 } ' form =1,j,k (85)

Following Obstfeld and Rogoff (2005), the utility of consumption of traded
goods is:

1 , 1 1 T
~i\ M n—1 ~1 i n—1 ~1 n—1]"
cl = [(ai) et T+ (Bi—a) (eun) T+ (1-51)" () }
(86)
Parameter 7 is the (constant) elasticity of substitution between domestically
produced traded goods and imports from either foreign country.Coefficients ay

, Ez are not constant. These coeflicients depend on the relative income of each
country, and their underlying coefficients o and 5. The functions of these un-
derlying coefficients areS:
~i [0
Qp = S 2p (87)
a+(1—a) (yz)

- AN B—a
Gem) =5 (L-a) (4i)* -

5Where by assumption we have that y¥ < ¢/ < y? =1
6 Appendix A addresses the mathematical derivation of the function of & and £.
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T —ﬁoo (w))” "

Where 1 >8>a>07

Table 1 summarizes the diversification pattern of the consumption bundles
according to the level of normalized income. If the value of the normalized
income is close to zero, the representative agent will devote most ofher income
associated with traded goods in home-produced ones. This means a complete
home-bias, and is equivalent to autarky.On the other hand, if the value of the
normalized income is close to one, the representative agent will diversify her
consumption matching the values of « and

The model still applies when there is no ad hoc home bias in the coefficient
«, it ensures that for low levels of normalized income the value of & is almost
one. Furthermore the model still gives logical weights for values of y superior
to one.

Table 1: Consumption bundles according to the level income
This table summarizes the diversification pattern of the consumption bundles
Yi
Yi

according to the level of normalized income.y’is defined as
yi—0 | a=1 B—a=0 1-8=0
yy—l|la=a|f-—a=p—-a|1-0=1-0

For better understanding of the model, Table 2 shows the distribution of the
coefficients of the preferences for each country.It is possible to observe that for
the case of the high-income country (U.S.). the value of & is equal to the value
of a .

Table 2: Distribution of gzoefﬁcients across countries

Goods/Country i j k
J 1-5; @ B, —q;
k 1—08, | B — ax ay

Where a represent the desired proportion of spending in locally produced
traded good.

"Note that if B =lorifa= E, the model transforms itself into a two-country model, in
which at low levels of income there will be home bias, and as income grows the bias will be
toward the high-income country (US).
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2.6.2 Demands for each traded good and the corresponding CPBI

Define the terms of trade of country ¢ with respect to countries j and k.as:

P+ P+ Pijy
= Tikt = 5 Tjk,t = (90)
Py Pt

Tijt =

Expresing the relative prices as terms of trade, the demand of country ¢ for
good j:

-1

& L, 1-B B Z7,
Cijt = (1 + = tNi (rji)" "+ = :l (Tjme)" ! Pi“‘ (91)
B — By —ay ot

Expresing the relative prices as terms of trade the demand of country ¢ for
country k is:

-1

ay vt Bi—d 1) Zi
Cikt = | 1+ —= (Thit) + — (Tkjit) on (92)
ik,t

1-6, 1-6,

Once more using the budget constraint (equation 28) it is possible to obtain
the demand of country ¢ for good i expresing the relative prices as terms of
trade:

-1

Bi - ai 1 Ez 1 ZTt
ciig =14+ =L (ri50)" " + ——L (Tixr)"” PZ’ (93)
ay ay it

The Consumer Based Price Index of the traded goods, I do the same exercise
as in the general CBPI.

1

Pl = |a; (Piy) "+ (31 - 541) (Py)' ™"+ (1 - Bi) (Pz'k,t)lfn] (94

To obtain the final demands of each of the three traded goods remember

R
that 27, = PL,CT, and that C7, = (1 - “”“’) Ziy and Ziy = PV,

Y+(1=)p, ;"
Where Y; ; is the available income.

Demand for traded good produced in ¢ and consumed in 7 :
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1 __|p.y
Pt |:7+(1A/)pit9] (Rl

Cint = Bi—ai n—-1, 1-B. n—1
1+ =t (1) + & (Tik,t)

: a

Demand for traded good produced in j and consumed in % :

T
Pt | 2| PYiy
Pijt | v+(1=7)p; 7 b
~i 1 1_Ei n
1 + # Tiit n + L (7 ikt
ﬁ:_&i ( JT, ) ﬁ;—&i ( IR, )

Cij,t =

Demand for traded good produced in k£ and consumed in % :

T
P,

i v
Pike | v+0=7)p;,°
& 1, gi-a n—1
14+ 2 (Trie)™  + 225t (15
-5 ( kz,t) -3 ( k]yt)

} P Yy

Cik,t =

2.7 Real Exchange Rate

The real exchange rate is defined as the price of foreign goods relative to do-
mestic goods

rap, = —2t (98)

Again, the international prices, are a weighted average of prices of each
traded good, and is represented as follows:.

i 17
P = th P+ Aﬁ,f Pt (99)
1—ay 1—oy
The domestic prices are obtained as the CBPI of equiation (26)
1-6 1-60\ 750
Pa=(v(PL) "+ - (RN (100)
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Where the domestic traded-good price is:.
Pl = @ (P " + (B, — &) (P ™"+ (1-5,) (Pa) ™" (101)

Bilateral real exchange rate
Combining the price index of traded and non trade good it is possible to

obtain a bilateral real exchange rate as follows for countries ¢ and j.

(102)

N ['07? (Pjje) "+ (E - &g) (Pire) "+ (1 - Ei) (sz‘,t)lfn] (v+1=p")"°
Ut T - =i - ~i - =
(@ (Pae) ™"+ (B, = 1) (P ™"+ (1= 5,) (P ™"] (v + (1= 1)ply®) ™

(103)

For countries 7 and k:
e
pr, (v A-mn")
Tkt ( h ) (104)

1

TTik,t =
’ PT - 1—6
it (y+ (1= pr ")

1

[ (B =) R (1) ] (3 0=
v & (Pii) " + (E; - ai) (Pi)' "+ (1 - Bz) (pik’t)lfn} (v+1—7) pi;e)ﬁ
(105)

And for countries j and k:
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1
1-06

Pz, (v+ (=257

T P
it (y+ (A=) pi )T

TTjk = (106)

1
-0

[ (Pue) ™+ (By =) (Py) ™+ (1= B,) (Pee) "] (7 + (1= ) p")

e & () ™+ (B =) (P "+ (1=5) (Pa)' ™) (v+ (L=l ™7
(107)

Thus changes in bilateral exchange rates replicate movements in relative
prices of traded and non traded goods and changes in the relative prices of
imported and exported goods.

2.8 Portfolio Choice
2.8.1 Desired Portfolio Composition

The hypothesis regarding the portfolio composition, is that he will choose a
portfolio composition that matches his future consumption bundle.

At time ¢, the agent will have already choose S;;. But he knows how his

next period (¢ + 1) budget constraint will look like.

Sit+ E{P;111Yitt1} = B {Pi141Ci 141 + Sit+1} (108)

If the agent position himself at time ¢ + 1, the budget constraint will be as
follows:

(Piig1diig + Piatidije + Poir1Nikt) Sip + Pigr1Yiir =

109
Pi+11Cs.041 + Pj141C55,041 + Prt+1Cike41 + Sit+1 (109)

Where A ¢, Aije, Aik,e and S; ¢ where already chosen on period ¢.

In order to simplify the analysis I divided everything by the income (endow-
ment) of period ¢ + 1 (Y; ;+1). By doing this I obtain the following expression:
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) Cijit+
i1 Yi 11 + P,

S’.
(P t41Niit + Pjir1Nije + Pry1iNikt) 73@-,111 + P =
Clis i1
P, At ALY

1 Cikt+1 ] Sit+1 (110)
~+ Poniv oo+t Pinay

it

(Pig41Xiit + Piat1Xije + Prridikt) Sip + Pigg1 =

Piyviciiir1 + Pjip1Cijet1 + Prp1Cii+1 + Pi156, 041

(111)
dowment).

Where the small letters represent the proportion relative to the income (en-

Furthermore dividing everything by price of good i at period t + 1.

P41y Pjt+1
(Pi,t+1 )\7.2,15 +

g Prit1y _ Py

g Piyfll;_l )\th + P,;Yt_*_}:))\lk’t Si,t + Pij;+l - (112)
i+l Gl o, kot+1 (RES I

Py Ciit+1 T By Cigtrl T o Ciktrl + B Sigt

(Niiyt + Pijit1Nij,e + Pikyi+1Aike) Sie +1 =

Ciit+1 t Dijt+1Cijt+1 + Pik,t+1Cik,t+1 T Sijt+1

(113)
The expected returns of the portfolio

Ei[Re1] = Er it + Dijer1Nije + Dik i1 Nikt) = Et

E Dim,t+1Nim, t

m=ti,j,k

(114)
2.8.2 Portfolio Variance

To this reduced form of the budget constraint now I will apply the variance
(VAR) function. Assuming that the covariances are zero.

VAR [(Niit + Dijt+1Nijit + Dikt+1Nike) Sie + 1] =
VAR [ciit+1 + Pijt+1Cij t+1 + Dik,t+1Cik,t+1 + Sit+1)

(115)
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VAR (Niigsit) + VAR (piji+1Xijesit) + VAR (Dikt+1Aik i) + VAR(1) =
VAR (Ciit+1) + VAR (Dijt+1€iji+1) + VAR (Pikg+1Cikt+1) + VAR (Si141)
(116)

Assumptions:

VAR (Misgsi4) =0, VAR(1) =0 (117)

Noting that X\ij ¢, Aik ¢, si¢ is already given at time ¢ +1. And ¢;j¢41, Cik,t+1
are decided on by the representative agent, therefore their variance is equal to
zZero.

Simplifying, I obtain:

()\ij,tsi,t)2 VAR (pij) + ()\ik,tsi,t)2 VAR (pir,:) =

118
(Cij,t+1)2 VAR (pij:) + (Cik,t-i-l)z VAR (pig,t) (118)

()\ij,tsi,t)2 - (Cij,t+1)2 VAR (piji) + |:()\ik,t3i,t)2 - (Cik,t+1)2 VAR (pirs) =0
(119)

Nijesie)? = (cijas1)?| VAR (pije) = — | (Ninesie)” — (Cik,t+1)2:| VAR (pi,t)
(120)

This last equation has multiple equilibriums.
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2.8.3 Equilibrium Analysis

The following subsection is a short equilibrium analysis of the equation in the
previous section. Where I identify every possible equilibrium.

If we assume that VAR (p;j:) > 0, VAR (pir) > 0; and VAR (pije) S
VAR (pik,t)

()\ij,tSi,t)Q - (Cij,t+1)2 ; 0 and ()\ik,tsi,f,)Q — (Cik,t+1)2 § 0

The possible equilibriums are:

Ninesin)” — (Cinerr)’ >0 <0 =0
()\ij,tSi,t)Q — (Cij,t+1)2
>0 7 Equi. Could 3 Equi. | # Equi.
<0 Could 3 Equi. | # Equi. A Equi.
=0 7 Equi. 7 Equi. 3 Equilibrium

Equilibrium The equilibrium I am interested is the one where ()\Z—jytsi,t)2 —

(Cij,t+1)2 =0 and (Aik,tsi,t)Q - (Cik,t+1)2 =0:

This equilibrium implies the following conditions:

cir
()\ij,ts¢,t)2*(cij7t+1)2 =0 = AijtSit = Cijit41 = Aijit = ?H (121)
it
s
()\ik,ytsi,t)2 — (Cik,t+1)2 =0 = )\ik,tsi,t = Cik,t+1 = )\ik,t = %
it
(122)

Aiie 1s obtain residually Aj; ¢ =1 — Ajje — ikt

The agent uses backward induction, he knows that at time ¢+ 1, the optimal
portfolio will be the one above. Therefore at time ¢ he will choose Aj; ¢, Aijt,
Aik,¢ assuming rational expectations:

Ky [Cij,tJrl]
Sit

s

Aijt = (123)
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(124)

E, [Cij,t+1] _ E, [Cik,tJrl]

Xigg =1 = XNijt — Aige =1 —
Sit Sit

(125)

In order to obtain the values for the lambdas, the agent knows the expected
demands for goods.

2.8.4 Expected Future Demand of Goods

The expected future demand for each good is obtain from the preferences:

T
Piiq v
Pijet1 | y+(1—v)p 154

} P i1Yii4

Ey[ciji] = By p P - (126)
14+ =—— (74 = L (7 =
T (Tji+1) T (Tjk+1)
Pz‘q:t+1 v P Y
Pirs1 [+ (1—mpr,o, |- bEFLT6EHL
Ei[cik+1]) = By (127)

& 1, B —a n—1
+1 n +1 +1 7
L+ —22 (Thigr1) + = (Trj)
1-Bi41 1-Bi41

The expected demand for the goods depend on the expected values on prices
and relative prices: Et []DZ;Jrl], Et [Hj,t-&-l]; Et [pi,t+1]; Et [Pi,t+l]; Et [Tji,t+1];
E, [Tjk,t+1]; E, [Pik,t+1]; E, [Tki,t+1]§ and E} [Tkj,t+1]~

In order to simplify the notation, let Il;; 1 be the vector of prices and relative
prices at time ¢ + 1, and F [II;;1] is the expectation at time ¢ of the vector of
prices at time ¢ + 1.

The other expected values needed to obtain the expected demand are the
coefficients E [Evi +1} and E, [Bl +1} that depend also on the expected value of

the future endowment. E; [Y;+41] and one the long-run values a and 3.
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Note that E, [5‘3‘:—5-1} =E; [fo (0,Y; 141)], and E; [B:.H] = Ei[fp (B, Yits1)]

If we assume that the agent has an expectation on Fy [Y; 141, I1;41], he could
choose a portfolio accordingly.

2.8.5 Expected Prices

The expectation on prices E; [II;1;] can be inferred if the agent not only has an
expectation on his future endowment, but also on the future endowment of the
representative agents of the other two countries.

E, [Ht+1] =FE; [7T (Yi,t+1, Yj,t+17 Yk,t+1)] (128)

A simple assumption about the law of motion of the three endowments, could
help us understand the expectation of the endowments in each country.

Ei[Yiit1] = Ey [Yie + €ig) (129)
Ei Y41 = B¢ Yt + €n 4 (130)
Et [Yk,t+1] = Et [Yk’t + Ek’t] (131)

Where €, =&, + € also &, > &, > €&, =0,0¢ =0, and e ~ N(0,0?);
for m =1, 75, k.

The condition £, > &; > §; = 0 simply states that the expected endowment
of the rich country () is equal to its previews one E; [Y; 411] = E¢ [V + €i4) =
Y+ And the expected endowments for countries j and k are respectively:
Ei Y1) = By [Yie +end] = Yje +& and By [Yi 1] = B [Yir +€rt] = Vi +
&k

To wrap up, we have that under this conditions:

By [Yit41] = Yis (132)
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Ei[Yj41] =Y +&; (133)

By [Yi 1] = Y + & (134)

Plugging this expectations into the demands for each of the goods by each
of the representative agents in each country it is possible to infer the vector of
prices Fy [[I;41] at time ¢ + 1

2.8.6 Growth

Defining the expected endowment growth as g,, for m = i, j, k we have that:

E, [gi,t+1] =E, [Yi,t+1 - Yz’,t] =0 (135)
Ey [9j,t+1] = L, [Y;',t+1 - Y]t] = fj (136)
Bt [grtv1] = Bt Y1 — Yail = &g (137)

Which means that E; [g;+4+1] < E¢ [gj,¢41] < Et [gk,t+1]-
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2.9 Demand for Assets

From the previous section it is possible to infer the demands for assets of each
county are:

D= )\%Si,t + Xii,tSit + Ajie S+ Akt Skt (138)
D = )\%Sz‘,t + XS + AijeSie + AkjtSk e (139)
Dy = )\ﬁtSi,t + Akk,t it + Nik,tSie + Nkt Skt (140)

Where S, ; is the total savings the country 7.

In this specification de global demand for country i assets grow when income
growth. But the key assumption, is that the proportion demanded by countries
j and k for country ¢ assets grow as their relative income growth.

8>\ﬂ t 8/\kL t
——=— >0 and =~ >0 141
Oyj,t OYk,t (141)

But not only that, it is possible to make inference about the order of mag-
nitude:

OAji OAki
Ji,t < kit

0< —_—
0y OYp,t

(142)

The proportion demanded stabilizes to the steady state level when each
country reaches the income of the high-income country.
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2.10 Current Account

The straight forward definition of a bilateral current accunt is the change in

the net demand for the country’s assets. From this definition it is possible to

extract from the model the bilateral current accounts of each country.
Defining the bilateral current account of each country as:

CAiji = ANijiSia] — ANjieSi (143)
CAikt = ANkt Sit] — A [Akit Skt (144)
CAjit = ANk eSje] — A[AkjeSk i) (145)
CAjiy = —CAjj, (146)
Clpiy = —CAis (147)
CApjr = —CAjiy (148)

Where A is the time-difference operator.

The multilateral current account for every country is:

CAjy =CAj +CAjiy (149)
CAj,t = CAji,t + CAjk,t (150)
CAk7t - CA]”',t + CAkj,t (151)

Stock market clearing requires:

Ai\,[t + Nt F N F Ay =1 (152)
AN+ Njjt + Nije + Mg = 1 (153)
Ay + Nkt + Xkt + Ajpe =1 (154)

For equilibrium, the global current account must be equal to zero -by defin-
ition,. Thus

CAi,t + OA]',t + CAkﬂg =0 (155)

38



The model, eventhoug is algebraically complex gives an intuitive and simple
explanation of the interaction between the international portfolio composition,
and therefore demand for international assets on the current account behavior.

3 Simulations and empirical analysis

3.1 Simulation of the theoretical model

To test the model I performed a simulation using MATLAB. The coefficients
for the baseline model are presented in Table 3.

Table 3: Coefficients of Simulation
This table presents the results of the coefficients obtained from the baseline model.

Coefficient / Country 7 J k
« 04 1] 04 0.4
15} 0.5 1] 0.5 0.5
~ 05| 05 | 05
n 15| 15 | 15
P 1.1 ] 1.1 1.1
0 1.1 ] 1.1 1.1

P 1.1 1.1 1.1
Productivity gains 0.0 | 0.01 | 0.017
Velocity of convergence | 1.0 | 0.6 0.7
1.0 | 0.7 0.3
1.0 | 1.0 1.0
1.0 | 1.0 1.0
0.5 ] 0.5 0.5
200

o | | x|

Figure 4 illustrates the evolution of income of the high, middle and low-
income countries (y*,y7and y* respectively):

Fig 4. Evolution of the Income

Figure 5 shows the evolution of the coefficients of preferences in the three
countries. As expected the coefficients remain constant for country ¢. And they
converge to the equilibrium value for the j and k countries.
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Fig 5. Evolution of the preferences
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Figure 6 shows the results obtained from the modelation of the evolution
of the multilateral current account for each country. The current account for
country ¢ is negative throughout the sample. It becomes more negative in the
middle of the sample, and as the income of the other countries converge it
becomes less and less negative until converges to zero. Countries j and k have
surplus in their current account throughout the sample. But note that country
k (the low-income country) has greater surpluses than country j (the middle-
income country). Both converge to zero as their income catch-up with the
high-income country.

Fig 6. Multilateral Current Account
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155 10° Current Account
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We can anhance our analysis by looking at the behavior of the bilateral
current accounts in Figure 7.

Fig 7. Bilateral Current Account
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The model described the evolution of the real exchange rate for both coun-
tries as shown in Figure 8.

Fig 8. Multilateral Real Exchange Rate

Real Exchange Rate
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The next section presents the empirical estimation of the model.

3.2 Empirical estimation of the model

I performed the empirical analysis of the model collecting publicly available
data from Penn World Tables, the Federal Reserve of St. Louis and the World
Economic Outlook (IMF).

3.2.1 Change in the consumption bundle

The first part of the analysis tests the change in the consumption bundle of the
representative agent. Equation XX proofs that consumption diversification as
income increases.

X} + M} X; o+ M ; Y,/ Pop; .
lo H) = a+f <“,“>+5 log(Y;)+53, lo (*f ++ By Popi4pit
g ( }/f,z 1 }/tl—l 2 g( t ) 1 g Y;USA/POP?SA 2 t :U’t

(156)
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I use the measurement of openness of the economy as an indicator of the
consumption bundle diversification. I then regress this variable using panel data
it with respect to its lagged value and the lagged GDP (lcgdpl), controlling for
the size of the economy and population. I found a positive and significant
relationship between openness and GDP (0.01). This result tells that the richer
the country, the more diversified its consumption bundle will be. The following
table shows the results obtained from the regression:

Table 4: Regression output from equation (XX)
Variable  Coefficient t P>|t]
lopenk1 0.9676577  370.60  0.000

legdpl 0.0097674 5.77  0.000
y -0.0001623  -2.38  0.017
Ipop -0.003088  -3.19  0.001
__cons 0.0986463 5.77  0.000
N 7146
Prob>F 0.0000
R-Squared 0.9702

One robustness test that I performed was spliting my sample in two (before
and after 1980). The effect of GDP in Openness increases dramatically for the
sample AFTER/BEFORE 1980. This result means that part of the effect that
income has on the diversification of the consumption bundle has been stronger
in the last 28 years.

Table 5: Regression output from equation (XX) for observations after1980
Variable  Coefficient t P>t
lopenk1 0.9574378  222.21 0.000

legdpl 0.0226943 5.77  0.000
y -0.0004997 -3.31  0.001
Ipop -0.0029669 -2.14  0.032
__cons 0.0415058 1.23  0.220
N 3991
Prob>F 0.0000
R-Squared 0.9530

Table 6: Regression output from equation (XX)for observations before1980
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—o— USA_IMP_GDP
—+— EU_IMP_GDP
30| —=— CHINA_IMP_GDP

Variable  Coefficient t P>t
lopenk1 0.9734565 321.54 0.000

legdpl 0.0037851 1.20  0.230
y -0.0000624  -0.62  0.535
lpop -0.004979  -3.71  0.000
_cons 0.132374 4.93  0.000
N 3000
Prob>F 0.0000
R-Squared 0.9826

Another way to measure the diversification of the consumption bundle is
to graph total imports for the selected countries as percentage of their income.
Figure 9 presents the results of this test.

Figure 9:Total imports relative to the income for the U.S., Europe and China

The three series have a positive trend. The high and middle-income countries
(U.S. and Europe) now import a little more than 15% of their income. While
the low-income country (China) has followed a faster pace. Chinese imports
now represent around 40% of the country’s income.

Figure 10: Relative Imports of the U.S. by Origin
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From the above figure it is possible to observe the increasing importance of
imports from China. In 1980 almost all imports to the U.S. came from Europe,
but by 2006 the total imports where almost equally divided by Europe and
China.

Figurell: Relative Imports of Europe by Origin

The story repeats itself for the figure regarding the imports of Europe.
Again, at the beginning almost all imports came from the U.S. and only a
small proportion of them came from China. But in 2006 the predominant part
of the European imports came from China.

Figure 12: Relative Imports of China by Origin

Relative importance of imports to China has been quite stable during the
period. Maybe the only interesting point is the fact that China imports more
from Europe than from the U.S.

3.2.2 Calculation of the Demand for International Assets

The model stated that the demand of assets depends on the changes on income,
income distribution and the preference’s coefficients. Thus,

ADA, = [ (Ly;, Dvi, Aa, B)) (157)
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Change in the Estimated coefficients A\(«, 3)
The coefficients where estimated according with the following formulas:

) M}

al=1- -t (158)
t 5/;2

g oi = Mi M (159)

S 77

) Mi o MBI
1-p8=—t ¢ 160
B Y, * M (160)

Where Y} is the total level of income; M} is total imports to country i from
country j; MtZk is total imports to country i from country k; and M} is total
imports to country i.

Figure 13: Behavior of Consumption of the U.S.

Home bias in consumption has gone down a little bit in the U.S. But this
change is not so apparent. The consumption of Chinese goods has increase from
almost null to around 8%.

Figure 14: Behavior of Consumption of Europe
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Again home bias in consumption for FEurope has been reduced, but only
around 10%. Again the relative importance of China has increase.

Figure 15: Behavior of Consumption of China

Home bias in consumption for China has been dramatically reduced, if we
compare it with the home bias of the U.S. or Europe.
Estimated Demand of U.S. assets by origin

DARY =yt w dyf « A(BP - o) (161)

DALY = yF s dyf « DB — oF) (162)

Figure 16: Estimated Demand of U.S. assets by origin

48



A —o— CHINA_ALFA
—+— CHINA_BETA_ALFA
4 —e— CHINA_ONE_BETA

0,010

0,005 -

-0,005 -

-0,010

T T ———————~..

Demand for European assets by origin:
A
DAPY =yl xdy « A1 - B7)

DA?’E = th * dyg * A(ﬂtU - a?)

Figure 17: Estimated Demand Europe assets by origin
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Demand for Chinese assets by origin:

DAEA = 4P wayf « A(1 - BE) (165)

DATA =yl wdyl « 01— BY) (166)

Figure 18: Estimated Demand China assets by origin
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Total demands are estimated simply by adding the corresponding demands

for each country.

DAL = DAY + DAb (167)
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Figure 19: Total Demand of Assets for each country
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3.2.3 Regressions of the Current Account

In this section I introduce the estimated demand for assets as an explanatory
variable of the current account. Using a yearly sample from 1980 to 2007. With
data from the IFS of the International Monetary Fund.

Remember that according to the model:

CA’ij,t == A [)\ij,tWi,t] - A [)\ji,th,t} (168)
CAigt = A Nig Wi t] — A Aki t Wi o] (169)
CAjk,t = A [)\jk,th,t} - A [)\kj,th,t] (170)

Therefore the sign for the change in the demand for foreign assets is expected
to be negative.

I use a simple regression, where the current account as percentage of the
GDP depends on the lagged value of the dependent variable, the real exchange
rate and the change in the estimated demand.

CAi . , S
=a+ ﬁl# + B, ADAY 4+ B, ADAP + B,RER! + i (171)
t

-1

CA:
}/ti

The results for the current account of the U.S. are shown in the next table.
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Table 7: Regression output from equation (XX)

Sample from1980 to 2007

Variable Coefficient t P>t

i 0.9704065 17.70  0.000
t—1

ADAFUROPEUSA 3998573 -1.76  0.093
ADASHINAUSA 5008142  -1.00 0.328
RER! -0.0006923 -1.66  0.111
Prob>F 0.0000
R-Squared 0.9648

Table 8: Regression output from equation (XX)

Sample from1980 to 2007

Variable Coefficient t P>|t]

CAL_,

0.9707246 17.92 0.000

Y7
ADZtTOTAL -4.081381  -1.92  0.068
RER! -0.0006915 -1.69  0.104
Prob>F 0.0000
R-Squared 0.9648

The main result from these two regressions is that the effect of the estimated
demand for U.S. assets has indeed an effect on the current account of the U.S.
Which makes the theoretical model more trustworthy. The effect has the ex-
pected negative sign; which means that if the demand for assets increases there
is going to be deterioration in the current account. And the effect is statistically
significant at 10%.

Using the same specification for the cases of Europe and China, the results
are shown in the next two tables.

Table 9: Regression output from equation (XX)

Sample from1980 to 2007

Variable Coeflicient t P>t

Clios 0.8385842  4.18  0.000
t—1

ADAUSACHINA -8.522072 -1.36  0.188
ADAPUROPECHINA 3365956  -0.09 0.932
RER; 0.0011201  1.02  0.320
Prob>F 0.0001
R-Squared 0.6291
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Again the coefficients of the demands for Chinese assets by U.S. and Europe
have the expected sign. Except that in this case none of the coefficients are
statistically significant. This particular result even if it is not very encouraging
at least provides some support to the theoretical model.



Table 10: Regression output from equation (XX)
Sample from1980 to 2007

Variable Coefficient t P>t

Cais 0.4914303  2.36  0.100
t—1

ADAVSAEUROPE 7.703498 244 0.092
ADASHINABUROPE 353369 _0.35 0.751
RER! 0.0003197  0.60  0.593
Prob>F 1.1768
R-Squared 0.6671

Finally, the estimation using European data does not provide information,
since the sample is too short to obtain any results.

An important extension for these estimations is the use of quarterly data,
but the quarterly data for all the required variables is not available.

4 Discussion and conclusions

A sudden change in the desired portfolio composition of the low-income country,
towards a third country (say Europe in the model), will have a direct positive
effect on the bilateral current account of the U.S., but this could be partly
compensated by an raise of the current account deficit of Europe with the U.S.
Given the three-country model, the effect of changes in the portfolio composition
from one country to another will be mitigated by the redistribution of savings. In
this model the imbalance originate from the growth of the low-income country,
and would not disappear due to changes in the portfolio composition but will
redistributed in a more balance way. In this case there is going to be significant
effect on exchange rates, not only for a depreciation of the dollar, but also for an
appreciation of the euro. This model argues that the macroeconomic imbalance
come from a saving glut, that originates from the economic growth of the low-
income country and the financial integration that allows for a more diversified
portfolio, and is not related to a particular characteristic of the country that
receive the savings flow.

An abrupt fall in income growth from the poor or middle-income countries
will also have cause a reduction in the current account deficit of the U.S., without
a rebalancing of the saving glut, because it has disappeared due to the stop in
growth. But in this case the effect on exchange rates will not be significant.

Finally if income not only stop growing but it reduces, it is possible to argue
that there is going to be a reverse in the decline of home bias. This reverse will
have a far greater effect than the previous two scenarios, since it will eliminate
the current account deficit, but it will have a significant effect on the exchange
rate.
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Under this model the policy recommendation of how to treat the saving
glut in the rich-country (U.S.) would be a greater diversification of its inter-
national portfolio, channeling savings to one country to another to redistribute
the imbalance in a more equilibrated way.

Even though the interest rate of the base country (U.S.) is the lowest, the
demands for its assets by the other countries will growth, as long as their income
growth.

As much as a 25% of the current account deficit of the U.S. can be financed
by the increase in the demand for its assets. Depending on the coefficients and
the initial relative income of the other countries.

The results and analysis in the present paper have an important repercussion
in what is the current account sustainability of the U.S.

The model also projects a current account surplus in the middle-income
country, and an initial current account surplus for the low-income country, but
it will transform in a deficit in the late periods.

An important insight is that the model helps explain why low-income coun-
tries that are growing fast have current account surpluses instead of deficit.

The push in demand for U.S. assets would hold the exchange rate more or
less constant, even as the current account deficit is mounting.

5 Appendix A

5.1 Home bias in consumption

One of the main contributions of this paper is the introduction of dynamic
preferences of traded goods consumption, dependent on the relative income of
the representative agent. I use the relative income as a proxy for other variables
that can affect the consumption bundle of the individual such as exposure to
publicity, inherited preferences from parents, peer pressure, credit availability
and at country level such as trade costs, tariffs, distance, openness. Individuals
prefer consumption smoothing therefore including path dependency (a lagged
coefficient) helps soft the evolution of the coefficient. The «;coefficient would
thus be:

thziboét,l—f—BZt 0<w<1

Where Z; are the variables above mentioned, and B is the vector of coeffi-
cients.
Assuming that income could be used as a proxy for Z; (BZ; = f (y;)) then:

ar =ar_1 + f(ye)
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Furthermore, if income follows an autoregressive process y; = vy;_1, with
¥ < v, and f (y;) is a homogenous function of degree one. I obtain that

oy = Ui’wf(yt)

The coefficient of traded goods consumption preference depends only on the
present level of income.
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