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Abstract

The real exchange rate is very volatile relative to major macroeconomic aggregates
and its correlation with the ratio of domestic over foreign consumption is negative
(Backus-Smith puzzle). These two observations constitute a puzzle to standard inter-
national macroeconomic theory. This paper develops a two country model with com-
plete asset markets and limited enforcement for international financial contracts that
provides a possible explanation of these two puzzles. The model performs poorly with
respect to asset pricing. However, with limited enforcement for both domestic and in-
ternational financial contracts, the model’s asset pricing implications are brought into
line with the empirical evidence, albeit at the expense of raising real exchange rate
volatility.
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1 Introduction

This paper analyses the interplay of three classic puzzles about the real exchange rate and
asset prices:

1. the high volatility of the real exchange rate relative to the volatility of consumption
(real exchange rate volatility puzzle),

2. the negative correlation of the real exchange rate with the ratio of domestic over foreign
consumption (Backus-Smith puzzle),

3. the volatility of asset prices and the associated volatility of the intertemporal marginal
rate of substitution (equity premium puzzle).

In their simplest form the first two puzzles can be stated as follows.! If preferences over
consumption are given by the power utility function and all financial markets are complete,
the real exchange rate between two countries is driven by the ratio of domestic and foreign
consumption. Since there are no wealth effects under complete markets, consumption is
highly correlated across countries. Therefore, the real exchange rate hardly fluctuates. Fur-
thermore, the correlation between the real exchange rate and relative consumption equals
unity, as the real exchange rate is solely a function of relative consumption.

Given this apparent contradiction with the data, most international macroeconomists
have concluded that international financial risk sharing is not complete. Although it is
nowadays standard to assume that international financial markets are limited to one non-
state-contingent bond, there has been only little progress in explaining the first two puzzles.
Two notable exceptions are Corsetti, Dedola and Leduc (2005) and Benigno and Thoenissen
(2006).2

Brandt, Cochrane and Santa-Clara (2006) have recently challenged the view that interna-
tional consumption risk sharing is very limited. Their analysis draws on the high volatility of
asset prices and the implied high volatility of the intertemporal marginal rate of substitution.
Real exchange rates between industrialized economies fluctuate by as much as 10% per an-
num. However, the intertemporal marginal rate of substitution estimated using asset returns
varies by 40%. As the real exchange rate depreciates by the difference between the domestic
and foreign intertemporal marginal rates of substitution, these estimated volatilities imply
that the intertemporal marginal rates of substitution are highly correlated between countries.

ISee Obstfeld and Rogoff (1996, 2000) for the volatility puzzle and Backus and Smith (1993) for the
consumption-real exchange rate correlation puzzle.
2Lewis (1996) performs an econometric test on complete risk sharing, but finds little support for it.



Brandt et al interpret their findings as clear evidence, that international risk sharing is very
good.

This paper attempts to clarify these contradictory conclusions about international risk
sharing. I first follow Kehoe and Levine (1993) in assuming that international financial mar-
kets are complete but enforcement of international financial contracts is limited. Contracts
are sustainable only to the extent that they can be enforced by the threat of permanent ex-
clusion from trade in international financial markets if an agent reneges on her obligations.?

The production/trade side of the economy is modelled as in Corsetti at al (2005). The
distinguishing feature of their model is that the implied elasticity of substitution between
traded goods is low since non-traded goods have to be used for the distribution of traded
goods. This feature implies that if there were no international financial markets at all the
real exchange rate is very volatile and the correlation between the real exchange rate and
relative consumption is negative.

The key finding of my paper is that the model with complete asset markets and enforce-
ment constraints can resolve the real exchange rate volatility puzzle and the Backus-Smith
puzzle provided that agents are sufficiently impatient. If agents are impatient, only limited
risk sharing can be sustained and the model behaves close to a model without international
financial markets. If agents are very patient, contract enforcement works well and agents
can share risk efficiently across countries. In this case consumption is highly correlated
across countries. The real exchange rate is very smooth and the correlation between the real
exchange rate and relative consumption is close to unity.

Because I follow the international finance literature in assuming complete and frictionless
domestic asset markets and standard preferences, the model inherits all the puzzles of do-
mestic asset pricing. In particular all asset prices are very smooth and the equity premium
is too low.* One potential resolution of the equity premium puzzles in a closed economy
is offered by Alvarez and Jermann (2001). In line with empirical findings, these authors
assume that agents’ idiosyncratic incomes are volatile relative to aggregate income. Also,
asset markets are assumed to be complete but enforcement of financial contracts is limited.

Following the ideas in Alvarez and Jermann (2001), I subsequently enrich my model by
assuming that contract enforcement is also limited for domestic financial contracts. My main
findings are: first, as in the data, the intertemporal marginal rates of substitution are volatile
and so are asset prices. The standard deviation of the marginal rate of substitution is about
40%. Second, the model can still explain the Backus-Smith puzzle. Third, in sharp contrast
to the original model, the real exchange rate is too volatile. The standard deviation of the

3Kehoe and Perri (2002) analyze a two country model with limited contract enforcement. However, since
there is only one good in their model all trade is intertemporal and the real exchange rate is constant and
equal to 1.

4See in particular Mehra and Prescott (1985) and Hansen and Jagannathan (1991).
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real exchange jumps from 7% to 60%.

What explains this drastic increase? Note that the change in the real exchange rate equals
the difference between the log of the foreign and the domestic intertemporal marginal rates
of substitution. In the original model, the volatility of the marginal rates of substitution is
determined by the low volatility of aggregate consumption. However, the marginal rates of
substitution are volatile enough to imply exchange rates that are roughly as volatile as in
the data.

In the extended model, the high volatility of the marginal rates of substitution stems from
high idiosyncratic income risk that cannot be insured efficiently due to limited enforcement
in domestic asset markets. Highly volatile marginal rates of substitution with a standard
deviation of roughly 40% can only be reconciled with an exchange rate volatility of around
7% if the correlation between the foreign and the domestic marginal rates of substitution
is larger than 0.9. However, a correlation of 0.9 cannot arise in the model with limited
enforcement. This class of models implies volatile marginal rates of substitution only if risk
is not shared efficiently both domestically and internationally. Consequently, the correlation
of the marginal rates of substitution implied by the model is 0.16.

This paper is closely related to the works of Corsetti et al (2005) and Brandt et al
(2006). Corsetti et al address the exchange rate volatility puzzle and the Backus-Smith
puzzle in a model similar to mine. However, they assume that international financial markets
are exogenously incomplete: the only asset that is traded internationally is one non-state-
contingent bond. This assumption, although widely used, is very strong from an empirical
perspective. I show in this paper how their results extend to an environment with a larger
set of available assets.

Based on the Backus-Smith puzzle, Corsetti et al (2005) conclude like many others before
that international risk sharing is very limited.> This conclusion stands in sharp contrast to
Brandt et al (2006) who argue the opposite based on asset return data. This contradiction
arises since each group of authors considers only two out of the three puzzles mentioned
above. In line with the international finance literature Corsetti et al are silent with respect
to the volatility of asset prices (3. puzzle). Brandt et al do not relate their findings to the
Backus-Smith puzzle (2. puzzle).

Colacito and Croce (2006) and Verdelhan (2006) also provide insight into the work of
Brandt et al. They suggest modelling frameworks that are consistent with the observed
volatility of the real exchange rate and the volatility of asset returns (1. and 3. puzzle).
Unfortunately, neither approach provides a satisfying answer to the Backus-Smith puzzle.
The correlation between the real exchange rate and relative consumption is close to or equal
to unity in both papers.

See Lewis (1999) for a summary of the literature on international risk sharing.



The remainder of the paper is organized as follows. Section 2 provides a deeper intro-
duction to the puzzles that are analysed in this paper. In Section 3, I present a two country
model with complete international financial markets and enforcement constraints. Section
4 presents and discusses the qualitative and quantitative implications of the benchmark
model. In order to address the evidence provided in Brandt et al (2006), Section 5 extends
the benchmark model to a two country model with heterogenous agents. Section 6 concludes.

2 Real exchange rate puzzles

Under complete markets, the real exchange rate between two countries is given by the ratio
of marginal utilities

M M
q = KMUl:t, with k = go—-r (1)

or equivalently the change of the real exchange rate equals the difference of marginal utility
growth between two countries

lo 9i+1 _ log MUZ,t+1 . log MUl,t+1’ (2)
qt MU2,t MUl,t
where
G is the real exchange rate defined as the price level in country 2

over the price level in country 1 (P:/Pi4),
MU;,; is the marginal utility in country .

Backus, Foresi and Telmer (1996) and Appendix A provide a derivation of these expres-
sions using the law of one price and the no-arbitrage condition.

2.1 The correlation puzzle

Assume that agents have preferences described by the power utility function, u (¢) = 011:;,

where ¢ is consumption and ~ is the coefficient of relative risk aversion. The predicted
correlation between the real exchange rate and relative consumption for a given country pair
equals unity, i.e.,

. 1 Cit 1 Cit\ 1
Pg e = corr | —vylog —,log— | = 1.
2 Cot Cot

However, Backus and Smith (1993) find that the actual correlation between exchange rates
and relative consumption is low and often negative. Chari, Kehoe and McGrattan (2002),
Corsetti, Dedola and Leduc (2004) confirm these findings. The latter report an average
estimate of —0.25.



2.2 The volatility of the real exchange rate

Testing the implications of equations (1) and (2) for the volatility of the real exchange rate
requires data on marginal utility. Unfortunately, marginal utility cannot be observed directly
in the data. One way to get around this problem is by assuming a particular utility function
and measure marginal utility as a function of consumption.

When equation (1) is embedded into a general equilibrium model of the international
business cycle, the predicted volatility of the real exchange rate (o) relative to consumption
(0, ) is too low for reasonable levels of risk aversion (). In the data, the real exchange rate is
roughly four times as volatile as consumption. However, models with complete international
financial markets typically predict a very high correlation of consumption across countries

(pcm). With p,, ., close to 1,
o
o = W2 = pae),

one can match a volatility ratio of 2%+ ~ 4 only if v is implausibly large. Of course, the
€1

model’s implication of p. ., being close to unity is already unrealistic, as the data suggests
a value of 0.33.

2.2.1 The volatility of asset prices

Another way to evaluate equation (2) is through estimating the intertemporal marginal rate
%’il, which can be done using asset prices. As shown in Appendix A,
the IM RS can be estimated directly from the data using only asset prices. Although my
estimates for the standard deviation of the IM RS are lower than in the literature, the
annualized standard deviation of the IM RS is still about 40% and therefore much higher
than the roughly 6% of the real exchange rate.5 From equation (2), this implies that the
IMRS for the U.S. and the aggregate of the remaining G7 countries must be very highly
correlated with a correlation coefficient of more than 0.98!

Using equity and bond returns for the G7, the correlation between the I M RSy s and the
IMRSgnys varies between 0.9908 and 0.9916 depending on the aggregation method. For
more details on the data and the aggregation, the interested reader is referred to Appendix
A. To see that this high correlation is not simply an artefact of aggregation, I also report
correlations of the IM RS for each country pair

of substitution,

6The general consensus is that the MRS varies by at least 50% for US stock market data. In my case
the standard deviations are lower since I have to use a more volatile proxy for the risk free rate to calculate
excess returns for equity for the reason of data availability.



CAN FRA GER ITA JAP UK USA
CAN 1.0000 0.9730 0.9843 0.9580 0.9384 0.9665 0.9961

FRA 1.0000 0.9995 0.9929 0.9842 0.9800 0.9828

GER 1.0000 0.9971 0.9399 0.9942 0.9841

ITA 1.0000 0.9643 0.9781 0.9766

JAP 1.0000 0.9635 0.9651

UK 1.0000 0.9763

USA 1.0000
Table 1

These results are comparable to Brandt, Cochrane and Santa-Clara (2006), who compare
the behavior of the IM RS for the U.S. with the UK, Germany and Japan respectively.
Brandt et al interpret the high correlation as an indication of substantial risk sharing between
countries.

3 Setup

3.1 Financial Markets

Each period ¢ the economy experiences one of finitely many events s € S. Let the transition
probability from state s to s’ follow a Markov chain denoted by 7 (s|s). s' = (so, $1, ...5¢)
denotes the history of events up through and including period t. The probability, as of
period 0, of any history s’ is 7 (s"). With the initial realization s, the Markov transition
probabilities induce the probability distribution

7 (s') =7 (se]si-1) T (se-1]8e-2) ... (s1]50) - (3)

There are two countries, ¢ = 1,2, each of which is populated by a large number of iden-
tical, infinitely lived households. At the beginning of each period, households are endowed
with 4 (s;) units of a tradable good and ¥ (s;) units of a non-tradable good. The domestic
and foreign tradable good are imperfect substitutes. Let y (s;) = (y{, v, 41, y2’) be the en-
dowment vector in state s;. The endowment vector depends solely on the current realization
s;. Final consumption in country 7 in history s', ¢; (s'), is a function of the consumption of
the two tradables and the non-tradable good. A more explicit structure of the goods market
is introduced in section 3.5. For now, all that is assumed, is that the endowment vector at
time ¢ can be mapped into an aggregate international resource constraint

F (c1,02,9) < 0. (4)
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The set of feasible consumption allocations {(cl, ) |F (c1,¢0,y) < O} is non-empty, bounded,

and strictly convex for each realization of the endowment vector. The latter is an imme-

diate implication of the imperfect substitutability of the domestic and the foreign tradable

good. The function F'(-), defined as F'(cy,cq,y) = 0, is differentiable with respect to its

first two arguments. Since the real exchange rate is defined as the price of the consumption

basket in Co)untry 2 relative to country 1, the real exchange rate is linked to F' (-) through
_ Ih(ayey) . de

1= Filoresy) = de F; is the derivative of F' with respect to its ith argument.

Households in country i rank consumption streams {¢; (s')},~, according to

oo

So>Aw(s) ules ()] (5)

t=0 st

u(c) is strictly increasing, strictly concave and continuously differentiable. The budget
constraint of the agent is given by

P (St) ci (St) + Z Qz (8t+1|8t) a; (St+1|st) (6)

St+1|8t
< ai (') + B () ol () + BN (") u (1)

where P; is the (currency) price of one unit of the final consumption good in country i, ]55
is the price of tradable good 4 in country j, and P} is the price of the non-tradable good in
country .

In this economy, financial markets are complete, i.e., agents have access to a complete
set of one-period state-contingent claims. The holdings of such claims by the representative
agent in country i are denoted by a; (s'™|s!). Each claim pays one unit of country s
currency in period t + 1 if the particular state s;;; occurs and 0 otherwise. Q; (s'™!|s?) is
the price of such a claim in country ¢’s currency.

Building on the seminal work of Kehoe and Levine (1993) and Kocherlakota (1996)
international loans are assumed to be sustainable to the extent that they can be enforced
by the threat of exclusion from future trade in asset markets.” The enforcement constraint
is therefore given by

Y 5w (s ) ule (5] = Vi (s, (7)
r=t sr|st

where V; (s') is the value for agent i in financial autarchy from s onwards. Notice that like
in the original paper by Kehoe and Levine (1993) but unlike in the one-good models of

"Fitzgerald (2006) reports empirical evidence that is in line with the assumption of limited contract
enforceability at the international level.



Alvarez and Jermann (2000) or Kehoe and Perri (2002), I assume that agents can still trade
in the international goods markets after default. Exclusion applies to financial markets only.

In Kehoe and Perri (2002), the decision to default is made by the government. In this
case the value of financial autarchy, V; (s'), is given by the discounted present value at the
prices that actually occur in autarchy. If the default decision is made by the individual agent,
however, each agent assumes that her decision to default will not affect prices in the goods
market. The agent does not take into account that other agents might default, as well.

In any case, the value of financial autarchy is determined from

Vi(s') = [hax, Z Z B (s7]s") wle (s7)] (8)
‘ r=t s7|st

s.t.

Pi(s") i (s) < Bi (") wi () + BN (") " () (9)

where the perceived prices P; (s!), P (s!), PN (s') depend on who decides whether to default.
The maximization problem of each agent can now be stated as

max f; Zﬂtw (st) u [ci (st)}

{ei(s)} &

subject to (6) and (7).

3.2 Equilibrium

Definition 1 (Competitive Equilibrium) An equilibrium in the economy with enforce-
ment constraints is a collection of allocations ¢; (s'), a; (s*), i = 1,2 and prices P;(s'),
PL(sh), PN (s"), Qi (s"™™[s"), i = 1,2 and j = 1,2 such that (1) the consumer allocations
solve the consumers’ problem in both countries, and in particular the enforcement constraints
are satisfied; (2) the resource constraint holds for all s*, F (c1(s'),c2(s"),y(s:)) = 0; and
(3) asset markets clear, ay (s™7]s?) + ay (s™7Ys?) = 0.

Since I consider a real economy, the nominal exchange rate is fixed at 1. Furthermore, the

price of the final consumption good in each country is normalized to 1 and the real exchange
rate is defined to be ¢ (s') = Py (s*) /P (sY).
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3.3 Solution

Let 3w (s') u; (s') denote the Lagrangian multipliers on the enforcement constraints in the
optimization problem of the representative agent in country . Using the "partial summation
formula of Abel" this problem can be written as

i Zﬁtﬂ (s) ufei (s")] +m ( Z Z Bt ule; (s7)] = Vi ()

t=0 st r—= tsr|st

—ZZBW M () e (9] + (9 {u e (8] = Vi ()},

t=0 st
where
M; (s') = M; (s"1) + p; (), (10)
and M; (sg) = 1. p; (s*) > 0 if the enforcement constraint (7) is binding for country ¢ and

zero otherwise. Note that at each point in time, at most one country can be constrained.®
The first order conditions of the representative agent in country ¢ are summarized by

() Bi(s) = [M () 4 i (9] e [ ()] (11)

Qs (3t+1|5t) = 67(3t+1|5t)%1:))7 (12)

where ); (s') is the Lagrangian multiplier on the budget constraint of an agent located in
country i. Define the following variables

S = T s L
?}z(St) = ]'l\z((st)),z:l,Q

Equation (10) implies a law of motion for z (-)
11— (")

2 (s') = (St)z(s’ ). (13)

8Messner and Pavano (2004) have recently hinted to some pitfalls of this approach. However, for an
endowment economy their criticism does not apply.




Absent arbitrage opportunities, Q; (s'1|s') = Qs (s**!|s'), and I obtain an explicit expres-
sion for the real exchange rate

g (™) _ 2(s") uefea (s ue[ea (s7)]

q(s)  2(s) uclea(sN)] uelen (s

Iterating on this expression, delivers

(14)

g () = = (51) wiel2 )] 15)

where Kk =

3.4 Interpretation

Computing equilibria in economies with limited enforcement involves finding the correct
relative weights z. For a given sequence of Pareto weights {z (s')},2,, the problem of the
planner can be thought of as

maxu (1 (s")) + 2 (s*) u (cz (")) (16)

C1,C2

s.t.
Fer(s) 2 (s') ,y(se)) =0.

For given z, the planner’s problem at time ¢ resembles the static optimal allocation problem.

3.4.1 Partial risk sharing

Why is the relative weight time-varying? In the economy with enforcement constraints, full
risk sharing is achieved only if z (s") = 1 for all s*. However, full risk sharing cannot be
implemented if agents are sufficiently impatient.

To understand the forces that operate in the economy with enforcement constraints, it
is helpful to compare the allocations under full risk sharing with the allocations in financial
autarchy. Due to the concavity of u (-), consumption in country i varies less across states
of the world under complete markets than in financial autarchy. Consequently, there is at
least one realization § € S, such that in this particular state the agent in country ¢ receives
higher consumption in financial autarchy than under full risk sharing. Obviously, full risk
sharing cannot be implemented if the discount factor S is close to zero. If § is realized, the
utility loss from giving up the ability to share risk efficiently in the future is lower than the
utility gain due to higher current consumption.

12



However, partial risk sharing might still be feasible. For simplicity, assume that at
time ¢ — 1 the realized relative weight is z (s*!) = 1. Now, suppose that the enforcement
constraint binds for country 1 at s’. To obtain partial risk sharing, the consumption of agent
1 has to be less than under financial autarchy but higher than under full risk sharing. To
compensate agent 1 for lower contemporary consumption relative to financial autarchy, her
future consumption must increase relative to full risk sharing. From equations (13) and (16)
this means that the weight on country 1 has to increase, i.e., z (s'"!) < 1 which implies an
appreciation of the real exchange rate in the decentralized economy.

3.4.2 Consumption-real exchange rate correlation

Equation (15) reveals, how the model with enforcement constraints breaks the tight link
between the real exchange rate and relative consumption that arises under frictionless and
complete markets.

Let o () be the standard deviation of variable 2 and let p (x, %) denote the correlation

between variable z and the relative consumption £ with u(c) = 611:; The correlation

between the real exchange rate and relative consumption can be expressed as

(EpGa) )

c2

(e 0ot

In the standard complete market framework without enforcement constraint z is constant

(17)

and o (z) = 0. Hence, p (q, E—;) = 1. In the economy with enforcement constraints z is
not constant and the correlation between z and relative consumption £ is negative. If the
enforcement constraint binds for country 1, the planner increases the weight on country 1

and increases current consumption in country 1 relative to country 2 as described previously.
Equation (17) then implies that p (q, §—1> < 1.
2

3.5 Goods markets

The aggregate resource constraint of the global economy, F'(¢1, ¢a,y (s¢)) < 0, is derived from
the underlying endowments with traded and non-traded goods. One possible specification
that allows me to address the real exchange rate volatility puzzle and the consumption real
exchange rate puzzle has been proposed by Corsetti et al (2005). There are four key features:
imperfect substitutability between the domestic and the foreign tradable good, non-traded

13



goods, distribution costs, and purchasing power parity for tradable goods at the producer
level.”

3.5.1 Deriving the international resource constraint

The final consumption good ¢; is an aggregate of tradable and non-tradable goods:
1
= [ )+ (@) (@)]7 o<1 ol ol =1, (1)

where ¢! is the consumption of an aggregate of the tradable goods and ¢! is the consumption
of the non-traded good in country .
The consumption index ¢! is determined by

= [l () +als (¢B))7 p <1, an+am =1, (19)

where cg;- denotes country ¢’s consumption of the tradable good that originates in country j.
For p < 1, the domestic and the foreign tradable goods are imperfect substitutes. If ay; > %,
there is home-bias in consumption.

Following Erceg and Levin (1996), Burstein, Neves and Rebelo (2003) I assume that
brining one unit of any traded good to consumers in country ¢ requires 7 units of country #’s
non-traded good. Any allocation of tradable and non-tradable goods therefore has to satisfy

ch4+ck <yl i=1,2 (20)
and
o +nch +nch <yl i=1,2. (21)

Let P;‘jp denote the consumer price of the tradable good that originates in country j and
is consumed in country 1. ]55 denotes this price at the producer level. If the distribution
sector is assumed to be perfectly competitive, the consumer price and the producer price are
related by

Pj = Pj+nbf,

where P! is the price of one unit of the non-traded good in country i. Under the assumption
that purchasing power parity holds for nominal prices at the producer level, Pf? is equal to
ng“.. Given prices and the total income of an agent in country i, NI;, the consumption

9See Betts and Kehoe (2001) and Burstein, Eichenbaum and Rebelo (2002) for supportive evidence.
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choices, ¢}, ¢k, ¢V, can be determined from a standard static utility maximization program:

max [(aF)' 7 ()" + () ()] (22)

T T
Ci1:Ci2:C4

s.t.
NI; = Pich + Pycp + B e}

and ¢! is defined by equation (19).
For the purpose of this paper it is convenient to summarize the allocations of the final
good in terms of an international resource constraint {(cl, ) Ia (c1,02,y) < 0}. The efficient

frontier F' (c1,cq,y) = 0 is obtained by

1
max o1 = | ()™ () + ()77 (1)°]
6{1’0?27
Clengz

s.t.
o= [(@) (&) + (o) ()]

and equations (19)-(21). Given an allocation (ci,ce) that satisfies F' (¢, cq,y) = 0, the

remaining consumption allocations (cf,ch, ¢!, ¢V), i = 1,2 are uniquely determined. The
prices for tradables and non-tradables that support such an allocation can be found from the
first order conditions of (22).!° Furthermore, the real exchange rate is given by ¢ = %

3.5.2 Discussion

Figure 1 shows how the shape of the international resource constraint changes with the
introduction of non-traded goods and distribution costs for a given endowment vector y.
The elasticity of substitution is set equal to 4. The solid line characterizes the allocations for
a state with 47 = yI and y)¥ = y&. In the economy with only traded goods, the boundary
of the consumption set is almost linear. Adding non-traded goods to the model increases
the curvature and introducing distribution costs increases the curvature even more.

The curvature of the consumption set is key to understanding the volatility of the real
exchange rate. Consider an increase in yi . For reasonable parameterizations of the model
and the shock, the international resource constraint hardly changes. In Figure 1, the dotted

100ne important assumption in the derivation of the function F (-), is that agents have access to free
disposal. Since consumption of traded goods requires n units of the non-traded good, there is an interior
optimum for the consumption of the traded goods for a given endowment with the non-traded good.
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Figure 1: Set of Feasible Consumption Allocations

line (y{ > yd) hardly differs from the solid line (y{ = y3 ). Remember that ¢ = %

Due to the low curvature of the resource constraint in the economy with only traded goods,
large swings in £ are needed across states to generate substantial real exchange rate volatil-
ity.!! Although adding non-traded goods increases the curvature of the resource constraint,
the increase is not large enough quantitatively. Only with distribution costs small variations
in ¢1/cy cause large swings in the real exchange rate. Put differently, in accord with the
stylized facts, large movements in the real exchange rate have little impact on the actual

HHeathcote and Perri (2002) examine such a model for the case of complete markets, exogenously incom-
plete markets with one non-state-contingent bond and financial autarchy. They find little real exchange rate
volatility since consumption turns out to be highly correlated across countries. Chari, Kehoe and McGrattan
(2002) show that with nominal rigidities the simple model with only traded goods can generate substantial
real exchange rate volatility.
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allocations. The real exchange rate is disconnected from macroeconomic fundamentals.

4 Calibration and results

4.1 Calibration

The values of the benchmark parameters and the endowment process are listed in tables (2)
and (3).

Parameter values

risk aversion y=2
discount factor 5 =0.95
elasticity of substitution:
— domestic and foreign tradables %p =4.00
— tradables and non-tradables 1% =0.74
distribution costs n=1.09
share of domestic tradables a1 = Qigp = 0.72
share of non-tradables ol =0.45

Table 2

Preferences are represented by the power utility function, u (¢) = Cll_ﬂ. In the benchmark
calibration the coefficient of relative risk aversion = is set equal to 2. This value lies well
within the range of other studies where v is usually assumed to be between 1 and 6. Two
comments are in place to explain the choice of 5. First, the model is calibrated to annual
data. Second and more important, partial risk sharing as an equilibrium phenomenon only
arises if agents are sufficiently impatient. Otherwise, the equilibrium outcome is close to or
identical to the full risk sharing scenario. In terms of the economics it is the value of the
risk free rate that matters, which turns out to be around 2%.'?

The remaining parameter values are taken from Corsetti et al (2005) except for the
elasticity of substitution between the domestic and the foreign tradables, (1 — p)fl, which T
choose to set equal to 4. The quantitative literature has proposed a variety of values for the
elasticity of substitution between traded goods. For instance, Backus, Kydland and Kehoe
(1995) set it equal to 1.5, whereas Heathcote and Perri (2002) estimate its value to be 0.9.
Using disaggregate data Broda and Weinstein (2006) find a mean estimate for the elasticity
of substitution of 6.

12See Alvarez and Jermann (2001) for a discussion about the time discount factor 8 in models with
enforcement constraints.
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Mendoza (1991) estimates the value of ¢ to be 0.74 in a sample of industrialized countries.
According to the evidence presented in Burstein, Neves and Rebelo (2003), the share of the
retail price of traded goods accounted for by local distribution services ranges from 40% to
50% for the U.S. The value of n = 1.09 implies a share of roughly 50% in my setup.

The weights of the domestic and foreign tradables, a;; and «;;, have been chosen to be
0.72 and 0.28 respectively. Depending on the exact choices for the remaining parameters,
these values imply imports of 5% — 9% of total income. The average ratio of U.S. imports
from Europe, Canada and Japan to U.S. GDP between 1960-2002 is 5%. However, due to
the enormous growth in international trade since 1960, this value is substantially larger than
5% towards the end of the sample. Stockman and Tesar (1995) suggest that the share of
tradables in the consumption basket of the seven largest OECD countries is roughly 50%.
This motivates the choice of af = 0.55 and ¥ = 0.45.

Endowment process

data (annualized)
standard deviations

o (yhg) = 0.0285 o (Y& us ) = 0.0161

o (yds) = 0.0082 o (Yénus ) = 0.0043

o0 (GDPyg) = 0.0121 GDPm\US = 0.0070
correlations

p Vs yg?\US = 0.5166 P\ Yis yg?\US = 0.4049
p(ylls, yg?\US = 0.6488 P Yilss yg?\US = 0.6818

P (GDPUS, GDPG7\US) =0.3741

calibration
endowment vector
y! (h) = 1.0257 yl' (1) = 0.9743
yN (h) = 2.4684 yN (1) = 2.4316
properties of VAR
o (yi) = 0.0254 o (y3) = 0.0254
o 2 V) = 0.0074 o gygv) = 0.0074
p (yE, ) = 0.4500 p (vE,yY) = 0.6400
p Eyl ,ya) = 0.7600 P Ey{V , ygg = 0.6400
Table 3
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The endowment process for tradable and non-tradable goods is calibrated as follows. Consis-
tent with the literature and the evidence provided in Betts and Kehoe (2001), non-tradables
are identified in the data as service output and tradables as manufacturing output. Using
annual data for manufacturing and services from the OECD STAN database for the G7
countries, I obtain an estimate for the relative size of the two sectors. The estimates for
the ratio of sectorial GDP, PIyl /PNyN range from 0.2 to 0.45. In the baseline calibration
I target a value of 0.36. Given the benchmark calibration this value translates into y! /y~
= 1/2.45.

The endowment vector y = (y{,y3,yl,yd) is assumed to follow a Markov chain with
transition matrix II. Each element of the endowment vector can take on two values. Hence,
there are 16 exogenous states of the aggregate economy. To calibrate the transition matrix,
I generate artificial data from a VAR with time series properties similar to the data (see
Table 3). The transition probabilities are then estimated from the artificial data using sample
averages. Table 3 also shows properties of the actual data. The U.S. time series are more
volatile than the series for the aggregate of the remaining G7 countries.!®> This is partly due
to aggregation. Also, manufacturing output is more volatile than service output and the
volatility of total output lies in between the two. Given the symmetric nature of the model,
the endowment process is calibrated to match closer the behavior of the U.S. data than of
the remaining G7.

4.2 Results and interpretation
4.2.1 Benchmark calibration

Appendix B provides the details on the computational procedure that is used in order to
find the policy functions. The economy is simulated 200 times over 500 periods. Unless
mentioned otherwise the artificial data is HP-filtered and the relevant statistics are computed
for each simulation. The reported numbers are the averages over the 200 simulations. Table
4 reports data from the U.S. and the remaining G7 countries along with the results for
the benchmark calibration for three different arrangements of the international financial
markets: complete markets with enforcement constraints (LC), complete markets without
enforcement constraints (CM) and financial autarchy (FA). In this section, it is assumed
that the government is responsible for the default decision. As it is shown in section 5.2.2

13The aggregation method follows Chari, Kehoe and McGrattan (2002). Countries are weighted by GDP
in U.S. dollars. Purchasing power parities for a given baseline year are used in order to convert national
currencies into U.S. dollars.
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the qualitative results do not depend on this choice.*

The poor performance of the model with complete markets (CM) restates the exchange
rate disconnect puzzle and the Backus-Smith puzzle: the real exchange rate is barely more
volatile than consumption and its correlation with relative consumption equals 1. These two
failures have their common cause in the very high correlation of cross country consumption
under complete markets. The model with enforcement constraints (LC) does reasonably
well in comparison with the data both qualitatively and quantitatively. The real exchange
rate is considerably more volatile than consumption and it is negatively correlated with
relative consumption. In addition, consumption across countries is positively correlated,
but far from perfect. Comparing the economy with enforcement constraint to the financial
autarchy model (FA) reveals why the model is so successful in replicating the data. Although
the quantitative effects are somewhat too strong under financial autarchy, the qualitative
behavior is in line with the data: real exchange rates are volatile and negatively correlated
with relative consumption. Depending on the impatience of the agents, risk sharing in
the economy with enforcement constraints can be very limited and the economy behaves
qualitatively like under financial autarchy.'®

Business cycle statistics: benchmark calibration with g = 0.95, p = 0.75

v=2 v=4
Data LC CM FA LC CM FA

HP-filtered statistics

o (Ch) 0.0150 0.0100 0.0096 0.0100 0.0100 0.0095 0.0100
o (q) 0.0504 0.0700 0.0117 0.0728 0.0687 0.0205 0.0728
p(C1,Cy) 0.4300 0.6808 0.8166 0.6737 0.6873 0.8563 0.6737
p(q,C1/Cy) -0.3500 -0.5503 1.0000 -0.5672 -0.5370 1.0000 -0.5672
Non-filtered variables

E (Ml) 0.9919 0.9872 0.9503 0.9503 0.9908 0.9513 0.9514
o (log ]\7[1) 0.4509 0.0641 0.0263 0.0273 0.0798 0.0519 0.0545
P (log M, log Mz) 0.9920 -0.0010 0.0117  0.0097 0.0045 0.0118 0.0097

Table 4

14 Changes in the default decision change the value of financial autarchy. By adjusting the discount factor
B the behavior of the model can be brought in line with the data.

15 As shown in Bodenstein (2005) the differences between the model of financial autarchy and the model
with enforcement constraints become more pronounced in a production economy with labor.
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4.2.2 Interpretation

How does the model generate the negative correlation between the real exchange rate and
relative consumption? Consider the two extreme cases of complete markets and financial
autarchy. In both cases the allocations do not depend on the time discount factor 5. However,
these two economies are the limits of the model with limited enforcement as the time discount
factor varies: if § approaches 1, agents are patient and full risk sharing becomes feasible. In
contrast, if 5 is sufficiently small, agents have a strong incentive to default. As a result, risk
sharing is severely limited and the economy behaves like under financial autarchy:.

For ease of exposition, denote the two countries U.S. and Europe. Each period the U.S.
receives an endowment of meat and Europe receives an endowment of vegetables. Meat and
vegetables are the two (imperfectly substitutable) tradable goods. In order to consume a
meal (a combination of meat and vegetables), cooking services are needed. Each period the
two countries also receive an endowment of these non-tradable cooking services.

Consider first an increase of the meat endowment in the U.S. under financial autarchy.
As meat becomes relatively abundant, the price of meat relative to vegetables declines. If
there is home bias in consumption, this effect acts towards a decline of the U.S. price level
relative to the European price level, i.e., a depreciation of the real exchange rate. However,
because of the wealth effect demand for cooking services rises in the U.S. and drives up its
price in the U.S. This second effect acts towards an increase of the U.S. price level relative
to the European price level, i.e., an appreciation of the real exchange rate. If this second
effect is strong enough to overcome the first effect, the model can account for the observation
of Backus and Smith (1993): the real exchange rate appreciates while U.S. consumption of
meals increases relative to European consumption.!¢

Under complete markets, however, there is no wealth effect. The extra endowment of
meat is shared more equally between the two countries.!” Hence, the price of cooking services
increases in both countries and the aforementioned second effect on the real exchange rate
is weak. In contrast with the data, the real exchange rate now depreciates while U.S.
consumption of meals increases relative to European consumption.

It is crucial to note, that the explanation of the Backus-Smith puzzle depends on the pres-
ence of shocks in the tradable goods sector. Shocks to the non-tradable goods sector induce
a positive correlation between the real exchange rate and relative consumption irrespective

16The simple endowment economy in this paper implies that the terms of trades and the real exchange
rate move in opposite directions. FEmpirical evidence suggests, however, that these two variables move in
the same direction over the business cycle. As shown in Bodenstein (2006) and Corsetti et al (2005) this
problem is overcome in a production economy. Furthermore, shocks to non-traded goods and consumption
taste shocks (not considered here) induce comovement of the terms of trade and the real exchange rate.

I"Due to home bias in consumption US consumption of meals still increases relative to European con-
sumption of meals.
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of the financial market structure.

4.2.3 Sensitivity analysis

Table 4 also shows the simulation results for v = 4. Higher risk aversion means, that agents
have a stronger taste for smooth consumption. Therefore, more risk sharing is feasible at
higher values of v for a given value of 5. The quantitative effects of an increase in v are,
however, small. The results are almost identical for the two different values of ~.

Changes in 3 have a stronger impact on the results. Table 5 summarizes the simulation
results for several values of 3. For 8 > B.,,, full risk sharing is feasible in the economy with
enforcement constraints. As under frictionless complete markets, the real exchange rate is
very smooth and the correlation between the real exchange rate and relative consumption
is 1. Lowering 3, brings the model in line with the data. For values as high as g = 0.975,
the correlation of the real exchange rate with relative consumption is significantly below 1
and the real exchange rate volatility is higher than the volatility of consumption. Also, if
agents become very impatient, 5 < [5,,, the economy with enforcement constraints behaves
identical to the economy without international financial markets.

Business cycle statistics: sensitivity wrt § with v =2, p = 0.75

B > By 09750 0.9600  0.9500  0.9400 < By,
HP-filtered statistics

o (Ch) 0.0096 0.0097  0.0100 0.0100 0.0100  0.0100
o (q) 0.0117 0.0312 0.0646 0.0700 0.0713  0.0728
p(Cy,Cy) 0.8166 0.8002 0.6937 0.6808 0.6776 0.6737
p(q,C1/Cs) 1.0000 0.0706 -0.5165 -0.5503 -0.5582 -0.5672
Non-filtered variables

E (M) 0.9603 0.9862 0.9934 0.9872 0.9779  0.9604
o (log M) 0.0263 0.0340  0.0595 0.0641 0.0652 0.0273
p (log My, log M) 0.0117 0.0096 -0.0001 -0.0010 -0.0012  0.0097

Table 5

5 A closer look at asset prices

The benchmark model with limited contract enforcement can account both for the volatility
of the real exchange rate and the observed low or even negative correlation between the real
exchange rate and relative consumption (Backus-Smith puzzle).
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Brandt, Cochrane and Santa-Clara (2006) emphasize, that real exchange rate volatility is
tightly linked to the volatility of asset prices. As shown in equation (2) the growth rate of the
real exchange rate equals the difference in the intertemporal marginal rates of substitution
(IMRS) between the two countries when markets are complete.

Both the benchmark model with enforcement constraints and the model of Corsetti et al
(2005) imply that asset prices (other than the real exchange rate) are smooth and the equity
premium is too low. In Tables 4 and 5 the volatility of the IM RS, o (log ]\_41), is at least
5 times smaller in the model than in the data. Under the benchmark calibration, the real
exchange rate is also more volatile than the IM RS. This finding is hardly surprising as I
have merely extended the equity premium puzzle to its international dimension. As shown
by Mehra and Prescott (1985) for a closed economy, standard preferences and complete
frictionless domestic financial markets imply little volatility of the IM RS since aggregate
endowment shocks are small. In the benchmark model domestic financial markets are com-
plete and frictionless and the calibrated endowment shocks — which can even be smoothed
to some extent in international financial markets — are relatively small.

One potential resolution to the equity premium puzzle in a closed economy is offered
by Alvarez and Jermann (2001). In line with empirical findings, these authors assume that
agents’ idiosyncratic incomes are volatile relative to aggregate income. In addition, they
assume that asset markets are complete, but enforcement of financial contracts is limited.

In this section, I extend the simple two country model along the lines of Alvarez and
Jermann in order to simultaneously address the three puzzles mentioned in the introduction:
the volatility of the real exchange rate, the consumption real exchange rate puzzle and the
volatility of (other) asset prices. From now on I assume that both domestic and interna-
tional financial contracts can only be enforced by the threat of permanent exclusion from all
financial markets.

5.1 The extended model

There are two groups of agents in country 1 which are denoted by 1 and 2. The agents
in country 2 are labeled agents 3 and 4. Each agent i in country j faces a maximization
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problem similar to the one of the representative agents in section 3.1:

s S ) [0 () )] ) o e ()] =V )]
spt

i (") i (') + D Qi (s")s") i (s"1]s")

st+1|st

ai (') + & (') [P () w7 (") + B} (") ' ()]

Mi (St) = Mz (Stil) + M (St) .
&, (s') is the share of agent i in the aggregate income of her home country. The outside
option, V; (s'), is defined by

= max ZZBT t e (s7)]

IN

and

s.t.
BT N
P (s') ei (s") < & (") [P (") wy (") + B () s’ ()] -
In this version of the model, I assume that the default decision is made by each agent
individually. Therefore she ignores the effect of her behavior on goods market prices. An
agent who defaults on any contract is banned from all financial markets, but she can still

trade in the spot markets for goods.
The solution of the model is fully characterized by the first order conditions

0 (St) _ My (s') _ My (s"71) + p () _ Ue (c1(5")
' Mi(sh)  Mi(s™1) 4+ p () ue(cz(s))’
() = M) M () e ()
’ M (s') Mz (s'™) +ps(s)  uc(ca(s))’
. (St) _ M; (s") _ M; (s"1) + pz () _ Ue (c1 (St))q (St)
My(s')  My(s'™) 4 pi (s ue(es(s')) ’
Hi (St) > 0,
the resource constraints
Ch (st) = ¢ (s') +e(s ) ,
Cy(s") = es(s') +ea(s),



B(C ,C: , .
q (st) = ;1( 51( st) Cz(st yést DR and the enforcement constraints. C; denotes aggregate con-
he

sumption in Country 7. solution of this model is found by followmg the same steps as in
the benchmark model with the additional complication that the system now contains three
endogenous state variables (1, 7, and z). The relevant asset pricing kernels are given by

t+1) _ 5 U [Cz’ (5t+1)]
L—p; (s") uelei(sh)]

m; (S

(ot
with ¢, (s'™1) = % The price of a contingent claim is given by the MRS of the
unconstrained agents. Within a country the pricing kernels satisfy m; (s1) = my (s**!) and

similarly for agents 3 and 4. The IM RS across countries are related by

q(StJrl) _ ms (stﬂ) _ ]\:42 (St+1)
q(St) my (St—l—l) Ml (St+1)’

(23)
where M; is the marginal rate of substitution for country 4.

5.2 A numerical example

5.2.1 Calibration

As in the benchmark model, the endowment with traded goods can be either high or low in
each country. However, the endowment with non-traded goods is assumed to be constant
in this part of the analysis in order to keep the state space manageable.!® T calibrate the
Markov process for the agents’ income in each country following Heaton and Lucas (1996):'°

€8 =0.3772 and € = 0.6228, i =1,2,3,4
where ; (s') is the share of agent i in the aggregate income of her home country. Obviously,

(8N +& () = 1
&3 (St)+€4 (St) = 1,

18The 4 state endowment process is calibrated to match the business cycle statistics of the manufacturing
sectors in the U.S. and the remaining G7 countries reported in table 3.

9Based on a large sample from the PSID, Heaton and Lucas (1996) find that the log of an agent’s income,
relative to the aggregate is stationary with a first order serial correlation of 0.5 and a standard deviation of
0.29 for annual data. Alvarez and Jermann (2001) and Lustig (2004) also calibrate their models based on
the estimates in Heaton and Lucas (1996).

25



for all st. The transition matrix for the income distribution in country 1 is given by

(er.&) (&h.€)
(¢r,€) 07423 0.2577
(e, €5)  0.2577  0.7423

and similarly for country 2. These income processes for the agents are assumed to be
independent across countries. The remaining parameters are taken from Table 2 unless
explicitly noted otherwise in Table 6.

5.2.2 Results and interpretation

The model is simulated 200 times over 500 periods. The artificial data is HP-filtered and the
relevant business cycle statistics are computed. The moments for the /M RS are calculated
from non-filtered data. Table 2.4 summarizes the results for the for § = 0.70 and 3 = 0.95.
I will refer to these to scenarios as low and high risk sharing, respectively. The model
generates volatile /M RS only in the low risk sharing scenario. Since individual income is
very volatile, the gains from risk sharing are potentially very high. Hence, agents need to be
fairly impatient (5 = 0.70) for enforcement constraints to matter.

For v = 2, the model predicts that the IM RS in the two countries M; are volatile and
reasonably close to the data (40% in the model compared to my estimates of 45%) in the
low risk sharing scenario. In addition, the implied risk-free rate is 2%. Also, the model
predicts a negative correlation between the relative consumption and the real exchange rate.
However, the real exchange rate moves too much now: its volatility is about 53 times the
volatility of consumption for the HP-filtered time series, whereas this ratio is less than 4 in
the data. Similarly, the growth rate of ¢ fluctuates too much.

In the high risk sharing scenario, income heterogeneity within a country does not matter.
Agents make efficient use of the domestic financial markets and individual consumption
behaves similar to aggregate consumption. While the model correctly predicts the real
exchange volatility and the negative correlation between the real exchange rate and relative
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consumption, it fails to generate volatile asset prices. The IM RS varies about only 7%.

Business cycle statistics: extended vs benchmark model with p = 0.75

Extension 5 = 0.70 Benchmark g = 0.95
v 2 3 4 2 3 4
HP-filtered statistics
o (C) 0.0117  0.0083 0.0056  0.0063 0.0063 0.0063
o (q) 0.6203 0.2604 0.0103  0.0703 0.0699 0.0690
p(Ch,C) -0.4625 -0.0023 0.9876  0.6667 0.6701  0.6756
p(q,C1/Cs) -0.3345 -0.6125 -0.2216  -1.0000 -1.0000 -1.0000
Non-filtered variables
E (M) 0.9795 0.8035 0.7007  0.9884 0.9907  0.9929
o (log (My)) 0.3949  0.1283 0.0236  0.0698 0.0730  0.0769
p (log (M) ,log (Mz)) 0.1673  0.2579  0.9413  -0.0001  0.0013  0.0027
o (log (q1/@)) 0.5033  0.1593 0.0091  0.0106 0.0100  0.0092

Table 6

Remember that the real exchange rate depreciates by the difference between the log of the
foreign and the domestic /M RS

qt+1

log — = log M2,t+1 — log Ml,t-H-

Gt
For 5 = 0.70, risk sharing between agents within each country and across countries is severely
limited and the correlation between the stochastic discount factors for the two countries is
low (0.1673).2° Given the volatility of the stochastic discount factors, the real exchange rate
fluctuates too much.

By assuming higher values of the coefficient of relative risk aversion, more risk sharing
becomes sustainable in equilibrium. For v = 3, the volatility of aggregate consumption
declines and cross-country consumption correlations increase. The real exchange rate is
smoother, although it is still 31 times more volatile than aggregate consumption. The
stochastic discount factors become smoother and more correlated. The extended model
falls short of explaining asset pricing behavior for v > 2 given g = 0.70.

Although the correlation between the IM RS is even lower for § = 0.95, this parameter-
ization of the model does not imply too much volatility in the real exchange rate. With low
volatility of the I M RS, the low correlation does not pose any problems for the real exchange

20The low degree of international risk sharing is also reflected in the negative correlation of cross country
consumption.

27



rate. Hence, the model of limited enforcement presented in this paper cannot simultaneously
account for the observed volatility in the real exchange rate, asset prices and the Backus-
Smith puzzle. It either fails with respect to the volatility of the real exchange rate or of the
asset, prices.

6 Conclusions

Most international macroeconomists believe that international risk sharing is limited by fi-
nancial market frictions and that these frictions are key to understanding the international
business cycle. This paper examines the extent to which models with endogenous incomplete
markets can resolve the exchange rate volatility puzzle and the real exchange rate correlation
puzzle (Backus-Smith puzzle). A model with complete markets and enforcement constraints
for international financial contracts but frictionless domestic asset markets provides a candi-
date explanation of these two puzzles if agents are not too patient. For sufficiently impatient
agents, international risk sharing is very limited. As a result the correlation between cross
country consumption levels is low and real exchange rates are volatile and negatively corre-
lated with relative consumption across countries.

However, since asset markets are complete within each country and aggregate income
fluctuations are low, the model inherits all the standard asset pricing puzzles. In particular,
it implies stochastic discount factors that are too smooth vis-a-vis the data. Once I extend
the benchmark model by introducing enforcement constraints also into each country’s local
financial markets, the model delivers more volatile asset prices. However, it now fails to
deliver the right amount of real exchange rate volatility. As risk sharing is low both within
and across countries, the marginal rates of substitution in the two countries are not very
correlated and the real exchange rate is too volatile in comparison to the data. It seems that
models that severely restrict the amount of international risk sharing for all agents will be
subject to this failure, once it has been enriched to deliver realistic asset pricing behavior.
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A International stochastic discount factors

In this appendix, I show how to estimate stochastic discount factors using only asset prices
and real exchange rate data. This section builds heavily on Cochrane (2001) and Brandt et
al (2006).

A.1 Basic relations

There is a strictly positive discount factor m, such that p, = E; (m;112.,1) if and only if
there are no arbitrage opportunities, i.e., a positive payoff has a positive price. In complete
markets, no arbitrage implies that there exists a unique m; > 0 such that p; = E; (my12441)-
This fundamental equation of asset pricing can also be written as

Et (mt+1Rt+1) =1 (24)

for any return series. Suppose that there is free trade in international assets. Consider an
agent in country 1 who buys a foreign asset at price pe;. Equation (24) implies that

P2iqe = Ei(mig1qiaro441)

- E di+1
Dot = t ml,t+1—q Tot4+1 |,
t

where ¢ is the real exchange rate defined as e, P/ P, + where P, is the price level in country
1 and e; is the nominal exchange rate. For an agent in country 2 who buys the same asset
(24) implies,

P2t = By (Mog122441) -
Hence,

qt+1
E, <m1,t+1tq—+R2,t+1) = Fy (m2,t+1R2,t+1) .

t
If markets are complete Backus et al (1996) show that

qt

If markets are not complete, the (positive) stochastic discount factor is not unique. If m; is
positive and satisfies (24) so does m; + ¢; with E (¢,R;) = 0. However, if m, satisfies (25),
my + &; will usually not satisfy this relation.
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A.2 Calculating discount factors

Following Hansen and Jagannathan (1991) and Cochrane (2001), the minimum variance
stochastic discount factor can be calculated using only asset returns:

M = E(my)— [E (m1) E (R1> - 1}'2;1 [le ~E (}?1)]

so= e([f- e (R)] [7- 2 (R)]).

where E' () denotes the unconditional expectation. From the perspective of the agent in

country 1 the return series are Ru = [Pq,t, qgle,t]. > and F <J:21> can be estimated

directly from the data. Note that the above formula holds for any E (m;). The risk free
rate satisfies E'(m;) = 1/R; y. The minimum variance stochastic discount factors satisfy the
fundamental equation (25), whether markets are complete or not

qt+1
log o logma 11 — logmy i1
t

To see this,

Mo = 1Ray—1/Raoy [E(R) - Rg,f}'Z;l [Rovin— B ()]

= URoy—1/Roy [E (R:) - Rg,f]'@

a4t
(B2} Ry, - 6 (7)) 2
i7”'”&2,1t+1
dt+1
1 1 . '

- &R 2 (R) - Ryl

([ () (= (1)) [Fren = ()
= M1+l

Brandt et al (2006) have an explicit formal and quantitative analysis for the case of market
incompleteness.
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A.3 Estimation results

In order to estimate stochastic discount factors, I use country stock market indices, interest
rates, nominal exchange rates and inflation rates for the G7 countries. All the results reported
in this appendix are based on quarterly data for the period Q4 1978-Q4 2003. However, the
results do not depend on the frequency of the data or the exact time window. The stock
indices are total market returns from Datastream and the interest rates are for one-month
Eurocurrency deposits. Nominal exchange rates are taken from the OECD database and
CPI data comes from the International Monetary Fund’s IFS database.

When I construct an aggregate of the G7 countries excluding the U.S., I use market cap-
italization from Datastream, real output data and trade shares from the OECD to construct
the country weights in the index.

A.3.1 Summary statistics

Table A1 summarizes the estimates for the equity premium, R¢ — R/, in the G7 countries.

CAN FRA GER ITA JAP UK U.S.

mean 4.47 7.66 464 683 3.78 6.06 6.88
std 16.98 23.60 21.41 29.81 21.55 17.50 16.54

Table Al

As in Brandt et al (2003), who only consider the U.S., the UK, Germany and Japan, equity

premia are high and volatile. Also, excess stock market returns are strongly correlated within
the G7. These correlations range from 0.39 for Italy and Japan to 0.89 for Canada and the
US. For comparison, the correlation of U.S. GDP with the aggregate of the remaining G7
countries is about 0.65.

CAN FRA GER ITA JAP UK USA
CAN 100 064 062 048 048 0.69 0.84

FRA 1.00 0.76 0.62 042 0.63 0.69

GER 1.00 0.59 042 0.65 0.69

ITA 1.00 0.39 0.54 0.52

JAP 1.00 0.55 0.50

UK 1.00 0.77

USA 1.00
Table A2
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To obtain an empirical analogue for the two country model, I constructed an aggregate index
for stock market returns and interest rates for the G7 countries excluding the U.S. Results
for the following indices are reported:

1.

value weighted stock market index (market capitalization) and the same weights for
interest rates,

. equally weighted stock market index and the same weights for interest rates,

. real GDP weighted stock market index (1990 real GDP) and the same weights for

interest rates,

real GDP weighted stock market index (2000 real GDP) and the same weights for
interest rates,

value weighted stock market index (market capitalization) and equally weighted inter-
est rates,

. value weighted stock market index (market capitalization) and real GDP weighted

interest rates (1990 real GDP),

value weighted stock market index (market capitalization) and real GDP weighted
interest rates (2000 real GDP).

The correlation of each country’s excess returns with any of the seven aggregate indices
is very high:

CAN FRA GER ITA JAP UK
Index1 0.68 0.64 0.65 058 0.92 0.77
Index2 0.78 0.86 0.83 0.80 0.66 0.82
Index3 0.73 083 0.82 0.79 0.73 0.80
Index4 0.74 082 0.82 0.75 0.77 0.80
Index5 0.68 0.62 0.61 059 091 0.74
Index6 0.68 0.63 0.62 059 091 0.75
Index 7 0.68 0.64 0.62 059 091 0.76

Table A3

Weighting excess return series by GDP (Index 3 and 4) results in uniformly high correlations.
For value weighted indices (1, 5, 6 and 7), Japan’s excess returns are clearly more correlated
with the index than the returns of the remaining countries. This is simply an artefact of the
relatively high market capitalization of the Japanese stock market.
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The correlation of the U.S. return series with any of the indices is very similar to the
correlation of U.S. returns with any individual country:

Correlation of U.S. excess returns with aggregate indices for G7\U.S.

Index 1 Index2 Index3 Index4 Indexb Index6 Index?7
0.66 0.75 0.72 0.72 0.66 0.66 0.66

Table A4

A.3.2 Estimates

Table A5 reports the (annualized) standard deviations of the minimum variance stochastic
discount factors for country pairs. The first row denotes the "home" country and the first
column denotes the "foreign" country in the estimation.

CAN FRA GER ITA JAP UK USA
CAN 0.3833 0.4163 0.3192 0.3362 0.3656 0.4513
FRA 0.4150 1.1516 0.3581 0.4893 0.4029 0.5136
GER 0.3386 1.1699 0.7280 0.2586 0.5386 0.4595
ITA 0.3472 0.3459 0.7845 0.3964 0.3563 0.4792
JAP 02734 0.4223 0.3046 0.3173 0.3753 0.4222
UK  0.3841 0.3903 0.6037 0.3547 0.4390 0.4656
USA 0.4402 0.4823 0.5065 0.4516 0.4552 0.4402
Table A5

Similar to stochastic discount factors, that are calculated from only domestic data, the

international stochastic discount factors are very volatile, too. In addition, they are highly
correlated.

CAN FRA GER ITA JAP UK USA
CAN 1.0000 0.9730 0.9843 0.9580 0.9384 0.9665 0.9961

FRA 1.0000 0.9995 0.9929 0.9842 0.9800 0.9828

GER 1.0000 0.9971 0.9399 0.9942 0.9841

ITA 1.0000 0.9643 0.9781 0.9766

JAP 1.0000 0.9635 0.9651

UK 1.0000 0.9763

USA 1.0000
Table A6
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The correlations in Table A6 are much higher than the correlation of stock market returns in
Table A3. These results confirm the findings of Brandt et al (2006) who estimate stochastic
discount factors for the three country pairs U.S.-Japan, U.S.-UK and U.S.-Germany. Using
any index for the G7 excluding the U.S. reveals that these properties also carry over in the
aggregate.

Correlation of U.S. sdf with G7\U.S. sdf using aggregate indices

Index 1 Index 2 Index3 Index4 Indexb Index6 Index?7
0.9913 0.9911 0.9908 0.9908 0.9921 0.9916  0.9915

Table A7
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B Computations

The computations of the solution of the model has two parts. First, given the endowment
process I solve for the set of feasible allocations of the aggregate consumption good. Given
the consumption set, the optimal allocations for the economy with enforcement constraints
are then determined using a policy function iteration algorithm.

B.1 The consumption set

The set of feasible allocations is found by solving the following problem:

1
max e = |(af)'™ ()" + (o) 7 ()°]7

€115€12:C1

ClengzvcéV

s.t.

yr > o + ety + ety

yév > Cév + 77051 + 7702T2

where
T

ci = o’ (ch)" + o’ (ch)"]
Define a grid C, on the space of country 2 consumption. For each ¢, € Cj the above
program is solved to find the corresponding value of ¢;. This provides an approximation of
F (c1,c2,y) = 0 on the grid Cy. Using cubic splines, I obtain a continuous approximation of
the boundary of the consumption set.

Continuous approximations for goods prices and the real exchange rate as functions of
(c1,¢o) are easily found by solving (22) in section 3.5 and using cubic spline interpolation.

=

, p<lag+as=1 1=1,2.

B.2 Policy functions

The computational procedure used to solve for the policy functions in an economy with
enforcement constraints is based on the work of Kehoe and Perri (2002) and Marcet and
Marimon (1999). If the default decision is made at the aggregate level, V; (-) can be directly
calculated from the allocations that arise absent international financial markets. I discuss
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the additional complications that arise when each household makes her own decision about
quitting the risk sharing arrangement at the end of this appendix.

Let © = (z,s) be the state of the economy. Each s € S corresponds to one particular
realization of the endowment vector y = (y{,vs,y1',y3'). The goal is to find policy func-
tions for current consumption, ¢; (x), the real exchange rate, ¢ (), the multipliers on the
enforcement constraints, v; (x), and the future relative weight 2’ (x). For convenience, I also
define the functions W; (x) that satisfy

Wi () = ule; (2)] + 8w (s/]s) Wi (a'). (26)
s'|s

A solution has to satisfy the following set of equations

uc (2 (z))  Fy(er(x),ce0(),5)

1) =@ @) T Fla @), @).s) @)
F(ci(x),co(x),s) =0, (28)
/ o 1- U1 (x)z
2() == (@) (29)
ules ()] + 83w (5]3) Wi (') > Vi (a) (30)

s'|s

and v; (z) > 0 with v; () = 0 whenever (30) holds as a strict inequality. In practice, I define
a grid X on the state space and restrict the search to within the class of functions that take
arbitrary values for every x € X and are equal to the cubic spline interpolation of those
values for every ¢ X. These functions are completely characterized over the state space
by specifying their value for every = € X.

The initial guess is taken to be the policy and value functions under full risk sharing.
Denote this initial guess by (¢ (z), ) (z), W? (z),4° (z)) for every z € X. Given the above
equations a new set of values is found as follows. Under the assumption that neither enforce-
ment constraint is binding, ¢; (z), ¢z (z) and ¢ (z) can easily be calculated from (27) and
(28), since vy () = vy () = 0 and 2’ (z) = 2. Remains to check whether the enforcement
constraints are indeed not binding, i.e. whether (30) is satisfied. If (30) is satisfied, full risk
sharing is possible in state x.

Now, suppose that the enforcement constraint is violated for agent 1. Find ¢; () such
that the enforcement constraint is just binding given the current guess of the value functions
Wi (+). Equations (26)-(28) deliver the new values for ¢y (z), ¢ (z) and 2’ (x). vy (x) is found
from equation (29). The new values of the value function at z are Wi (z) = Vi (z) for
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country 1 and W (z) = ulea (z)] + B3 ., 7 (s'|s) Wa (2') for country 2. Similarly, if the the
enforcement constraint for country 2 is binding. Clearly, it cannot be that both countries are
constrained simultaneously. This procedure is repeated for every x € X until convergence is
reached.

If the default decision is made by each agent individually, the computation V; () depends
on the current guess of the policy and value functions. In her decision to quit the risk sharing
agreement, the agent does not take into account that the remaining agents in her country face
the same decision problem. Therefore, she will assume that prices remain unchanged after
her default. In this case the values for (¢; (z),v; (z),W;(x),q(z),V;(x)) for each x € X
are computed simultaneously. Given the current guess for (¢; (z),v; (z), W, (x),q(x)) for all
x € X, V;(+) is found by solving the dynamic programming problem of an agent in financial
autarchy given the policy function for prices which can be derived from the policy functions
for ¢; (z) and the solution to (22).
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