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@ Endogenous time-varying second moments

@ International Asset Pricing

© Small probability of large endowment drop

@ Qualitative implications of the model
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Agents have risk-sensitive preferences

U4
U = (1—8)IogC,-’,+89IogEtexp{ "éﬂ}, Vie {h,f}

where 6 =1/(1—7).

Preferences are defined over the consumption aggregate
Cht = (Xnt)* (}/h,t)Fu and Cr;= (Xf,t)FOL (ve)®

Consumption bias: ot > 1/2.

Complete markets.

Endowments are i.i.d. homoscedastic

Conclusion

@ Two states: HL={X =103,Y =100} and LH = {X =100, Y = 103}

@ Introduce rare events
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PI ’
anner’s problem

Efficient allocations are the solution to the planner’s problem

choose  {Xnt Xrts Vit Vit i
tomax Q= upUno+urUsp
st Xnet X=X
Yot +Yie=Y:, Vt>0

@ up and yy correspond to an initial distribution of assets.

@ Notation: S = pp/uy.

Conclusion
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@ How does S; evolve over time?
@ Why does S; move?
© What is S;?

— Decentralized Economy.
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Pareto weights: expected growth and distribution
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Pareto weights: expected growth and distribution

x10® Expected Pareto weight change x10° Asymptotic Distribution

T 9 T T T
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— Mean Reversion — Symmetric Distribution
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Decentralized equilibrium

@ Home is endowed with good X;

@ Foreign is endowed with good Y;

Complete set of one period ahead state contingent securities;

Budget constraints:

Xp,t + PtYnt+ Z Qi1(St41) A1 (St41) < Xe + A [Home]

St41

X+ Py — Y, Qeet(Ser1)Amr (St1) < pr Ve — peAr [Foreign]

St+1

@ Use welfare theorems to find state prices and asset holdings.
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— Savings are increasing in Pareto weight
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Conclusion
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— State prices reflect continuation utilities:

LH HL LH HL
Qrfy _ Xpit " {Uh‘HrWUh‘HH }

0

— Time varying volatility of utilities

Conclusion
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Risk Sharing Scheme:

Endogenously time-varying volatilities and
correlations
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Utilities’ correlations
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tilities’ correlations
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4.250 1 4.250 1

— Time additive preferences:

— Home utility is high (low) when foreign utility is low (high)

21/31



Introduction The Economy Risk-Sharing Scheme International Pricing Qualitative implications

Utilities’ correlations

4.55 4.55
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4.45 1 4.45 ]
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4.35 1 4.35 1
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4.250 1 4.250 1

— Risk-sensitive preferences:

— Must take into account international redistribution of wealth

Conclusion
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— If wealth is similar:

— Home utility is high (low) when foreign utility is low (high)
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— If wealth is not similar:

— Home utility is high (low) when foreign utility is high (low)
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Utilities’ correlations
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Correlation of utilities increases with wealth inequality

Conclusion
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Stochastic Discount Factors

@ International Stochastic Discount Factors:

Cit exp{U+1/6}
log M; = log&+I LU :
09 Mt 090+ l0g Citr1 Tlog Erexp{U;t+1/0}’

Vie {h,f}

@ Properties:

@ \Volatility is high = Equity Sharpe ratios are high

@ \Volatility is time-varying = Equity risk-premia are time-varying

© Correlation is high = Volatility of FX growth is “low”

© Correlation is time-varying = Volatility of FX growth is time-varying
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Conditional volatility of SDF
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— Average Volatility ~ 30%
— Equity risk-premia

Gt (Mnt+1)
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are time varying and counter-cyclical.
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Conditional Correlations
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— Low, time-varying correlation of consumption

— High, time-varying correlation of marginal utilities
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Conditional volatility of FX growth
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— Average Volatility ~ 14%
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Conditional volatility of FX growth

Vt[Aet+1] = Vt[mf,t+1] + Vt[mh,t+1] —2p¢- \/Vt[mf,t+1] : \/Vt[mh,t+1]
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— Average Volatility ~ 14%

— Time-varying exchange rate volatility

27/ 31



Introduction The Economy Risk-Sharing Scheme International Pricing Qualitative implicati C |

Qualitative implications

)128/31]-




Introduction The Economy Risk-Sharing Scheme International Pricing Conclusion
Qualitative implications

@ Inverse relationship between

@ Volatility of exchange rate
@ Absolute level of savings

29 /31



Introduction

The Economy

Risk-Sharing Scheme

International Pricing

Qualitative implications

Qualitative implications

@ Inverse relationship between

@ Volatility of exchange rate
@ Absolute level of savings

Conclusion

O Kor

0N

% CHANGE in o, ,

AN

4o
EHA
© ger O ESP Bl

0 10 o 10 20
9% CHANGE in ABS(NFA/OUTPUT)

30

]

29 /31



Introduction The Economy Risk-Sharing Scheme International Pricing Conclusion
Qualitative implications

o Kor

@ Inverse relationship between .

2 4
\ o

AN

A s o

@ Volatility of exchange rate
@ Absolute level of savings

% CHANGE in o, ,

2 o der OEsp 4

0 10 o 10 E)
9% CHANGE in ABS(NFA/OUTPUT)

@ Positive relationship between

@ Volatility of consumption
@ Level of savings

29 /31



Introduction The Economy Risk-Sharing Scheme International Pricing Qualitative implications

Qualitative implications

Conclusion

o Kor

0N

@ Inverse relationship between B
@ Volatility of exchange rate 8.
@ Absolute level of savings 5

>
PR o

BR

OEsp

0 aus.

ofn

0 10 o 10 E)
9% CHANGE in ABS(NFA/OUTPUT)

@ Positive relationship between

@ Volatility of consumption
@ Level of savings

29 /31



Introduction The Economy Risk-Sharing Scheme International Pricing Conclusion
Qualitative implications

@ Inverse relationship between B |
@ \olatility of exchange rate 8, i
. H
@ Absolute level of savings 5
. SR s 0 ]
“ 30 ’ % CH]ADNGE in AOBS(NFAI(;ZTPuT) “ * “
40 © NOR =
@ Positive relationship between L o kor |
Em® o e 1
- . g
@ Volatility of consumption gw oo e ]
o Level of savings & e
Q 19 O AUT 4
£ © BFuspsp |
B O NLD
-30 o AUS b
_a0k © FIN N
70‘5 0 Y ‘1 l.‘S

05
% CHANGE in o(A c)

29 /31



Introduction The Economy Risk-Sharing Scheme International Pricing Conclusion
- . . - . 5
Qualitative implications (cont’d)

© Inverse relationship between

30/31



Introduction The Economy Risk-Sharing Scheme International Pricing Conclusion
- - . - - ]
Qualitative implications (cont’d)
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© Inverse relationship between

@ Volatility of exchange rate
@ Correlation of returns
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Qualitative implications (cont’d)
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Concluding remarks

A two-countries model with:
@ complete markets
@ two goods
@ i.i.d. endowments

@ risk-sensitive preferences

@ generates

@ dynamic risk-sharing scheme
@ endogenously time varying second moments

@ replicates a number of international finance facts

© introduce frictions and investments
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