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Abstract

The overwhelming consensus in the theoretical literature is that access to international risk
sharing in the presence of uninsured total factor productivity (TFP) shocks induces a country to
specialize more in its comparative advantage industries. This paper demonstrates that the effect
of financial integration on production patterns depends on preferences and on the structure of
the variance-covariance matrix of TFP shocks present in the economy. Using a variant of the
standard 2 x 2 Ricardian model with TFP shocks by Helpman and Razin (1978), I show that if
TFP shocks affect each industry in all countries the same way, the standard assumption, then
financial integration indeed leads to a more specialized production structure. However, if shocks
are not correlated across countries and affect all industries in a country the same way, then the
effect of financial integration is ambiguous. I also show that in the absence of international risk
sharing the Helpman-Razin model generally has (discrete) multiple equilibria — an overlooked
phenomenon. I build a framework with a continuum of goods in the spirit of Eaton-Kortum
and show how the multiple equilibria can be numerically bounded. Using this framework I
show that the gains from financial integration can very large — up to several hundred percent
in expected welfare. This is in sharp contrast with the small gains from financial integration
traditionally obtained in the literature on international risk sharing. This paper can be seen as
a first attempt to bring together the discussion of international risk sharing and trade in the
context of quantitative trade models of comparative advantage.
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1 Introduction

This paper analyses the interaction between comparative advantage and financial integration (i.e.,
access to international risk sharing) in the presence of uninsured total factor productivity (TFP)
shocks. The central question of this paper is whether financial integration leads to more spe-
cialization in production. The first attempt to understand the link between financial integration
and production dates back to the work of Helpman and Razin (1978a). Since then, a consensus
has formed that financial integration unambiguously induces specialization of production.! The
logic behind this view is simple: in the absence of access to international risk sharing countries
hedge their risks through diversification of production. If perfect international risk sharing can be
achieved, countries will insure their risks through financial markets and specialize more in their
comparative advantage industries.

This paper demonstrates that, contrary to the conventional view, financial integration does not
necessarily lead to more specialization in production. The outcome of financial integration depends
on preferences and the structure of TFP shocks prevailing in the economy. A common assumption
about the structure of TFP shocks made in the previous literature is that shocks are industry-
specific, i.e., shocks affect one industry in all countries the same way.” I show that financial
integration indeed leads to more specialized production under this assumption. However, if shocks
are country-specific, i.e., if shocks affect all industries in one country the same way, then financial
integration can lead to a more diversified production structure.

The assumption that shocks are industry-specific might not reflect well the observed shocks in the
data. Recent evidence by Koren and Tenreyro (2007) shows that country-specific shocks — i.e.,
shocks that affect all industries in a country the same way — are as important as industry-specific
shocks in explaining overall output volatility across countries.

To study the effects of financial integration, I use the standard 2 x 2 Ricardian model of compar-
ative advantage with TFP shocks, a variant of the model by Helpman and Razin (1978a) often
cited in the literature as unambiguously predicting that financial integration induces specializa-
tion. In this model consumers are risk-averse and factors of production are allocated before TFP
shocks are realized. Expected comparative advantage is defined through comparison of the ratios
of expected productivities for different goods across countries. International risk sharing can either
be unrestricted or absent. A very important feature of this model is that production structure is
endogenous. This is different from traditional assumptions in the international finance literature,
which usually considers either endowment economies or economies where each country produces a
unique tradeable good.

The main mechanism that drives the outcomes with country-specific shocks is insurance through
prices of goods.? To understand this mechanism, consider an example with two countries, the U.S.
and Brazil, producing two goods, planes and coffee, with the U.S. having comparative advantage
in production of planes. Imagine that the U.S. has no shocks to productivity, while Brazil can

'For example, in Imbs (2004) “...financial integration may decrease (or increase) synchronization [of business cy-
cles], but will also unambiguously induce specialization.” (Section I, p. 723). And in Kalemli-Ozcan et al. (2003) “The
theoretical foundations for the effect of risk sharing on industrial specialization are well established...” (Section I,
p. 904)

2Helpman and Razin (1978a) and Koren (2003) are examples of papers that study the effects of financial integration
and that assume industry-specific shocks.

3Newbery and Stiglitz (1981) studied this mechanism in the context of partial equilibrium models of trade. Cole
and Obstfeld (1991) and Heathcote and Perri (2013) are examples of papers from the international finance literature
that studied insurance through prices in the context of models with exogenous production structure.



have either a low or a high productivity shock affecting production of coffee and planes the same
way. Both countries allocate factors (labor) to domestic production before the shock to Brazil is
realized. After the shock is realized, the countries can freely trade.

If international risk sharing is not allowed, Brazil is an exporter of coffee, because the shock to
Brazil does not change Brazil’s comparative advantage. Then, since Brazil is the world supplier of
coffee, when output of coffee in Brazil is low, the world price of coffee relative to the price of planes
is high. In that sense Brazil is insured from the low productivity in its comparative advantage good
through prices. At the same time, the fall in the relative price of planes acts as counter-insurance
for the production of planes in Brazil. Since prices insure the production of coffee in Brazil and
do the opposite for the production of planes, Brazil has an incentive to allocate more labor to
the production of its insured good — coffee. At the same time, there is a similar and competing
effect creating an incentive for Brazil to allocate more labor to the production of planes: when
productivity in Brazil is high, Brazil might be producing too much coffee and so the relative price
of coffee will be low. In this state, the world wants more planes and that is reflected in higher
relative prices for planes. Under financial autarky, consumers get income only from their domestic
production. Since consumers are risk-averse, they care more about what happens in the bad state
of the world. Hence, Brazil will tend to put more labor into the production of coffee to exploit
insurance of income through prices. After financial integration, the U.S. might provide insurance
to Brazil from the low productivity outcome. In this case insurance through prices becomes less
important for Brazil, and Brazil will put more resources into the production of planes, so that
there is no “oversupply” of coffee when productivity in Brazil is high. As a result, we can see Brazil
diversifying its production structure after financial integration.

Financial integration might also make a less volatile country more diversified — the U.S. in our
example. Without international risk sharing, the U.S. earns income only from the domestic produc-
tion. This income (measured in terms of coffee) is volatile only because the price of planes relative
to the price of coffee is volatile. After financial integration, the U.S. invests in the production of
coffee in Brazil, because this investment offers a high mean return. But this investment might also
make the U.S. income more volatile, if the volatility of pre-integration prices was small relative to
the volatility of shocks to Brazil. The U.S. might be willing to reduce the increased volatility of its
income by producing more coffee. When output of coffee in Brazil is low, its price is high, while
its output in the U.S. is stable, and, so, the U.S. earns more if it is committed to produce coffee
instead of planes. Of course, the situation is the opposite when output of coffee in Brazil is high: its
price is low and the U.S. earns less by producing coffee instead of planes. Hence, by moving at least
some labor into the production of coffee, the U.S. reduces its income volatility. Alternatively, we
can interpret the reallocation of labor in the U.S. into the production of coffee as the U.S. getting
income insurance through the price of coffee.

This paper also shows that under the assumption of no international risk sharing and country-
specific shocks the Helpman-Razin model generally has multiple equilibria — an earlier overlooked
phenomenon. Again, insurance through prices plays an important role in generating multiple
equilibria. To deal with the multiplicity, I bring the Helpman-Razin model into the framework of
Eaton and Kortum (2002) with two countries, multiple industries with a continuum of goods in
each industry, and free trade. Similar to the model with two goods, the resulting framework with
a continuum of goods has two versions corresponding to financial markets structure: unrestricted
international risk sharing or no risk sharing.

I show how any solution of the version of the model with a continuum of goods and no international
risk sharing can be characterized using only aggregate quantities (aggregate labor allocations, trade



shares, etc). In this version of the model each good is either produced by only one country in any
equilibrium or is a disputed good. There is a continuum of equilibria each of which corresponds
to some split of the set of disputed goods between the countries. The set of disputed goods can
be bounded quantitatively. In this sense the multiple equilibria from the original Helpman-Razin
model become manageable.

The second version of the model — with a continuum of goods and unrestricted international risk
sharing — has a unique equilibrium, but it is very difficult to characterize the aggregate outcomes
in this model for a general set of parameters. The particular values of parameters determine the
set of aggregate expressions that characterize equilibrium. To solve the model I propose a solution
approach that is of independent value and that can be applied in a much broader set of economic
models.

I show that the model with a continuum of goods preserves the effects of financial integration
from the model with two goods. The welfare analysis of the model with a continuum of goods
reveals that the gains from international risk-sharing can be very large — up to several hundred
percent in terms of expected welfare — if countries are subject to country-specific shocks. This
is in contrast with the literature on international risk-sharing, which usually finds tiny gains from
financial integration.* The reason for the large gains in my framework is that I explicitly model
an endogenous feedback of production structure on the changes in the financial markets structure.
Intuitively, under no international risk-sharing countries rely on insurance through prices and make
very inefficient production choices comparing to the situation with unrestricted access to inter-
national risk-sharing: countries might become more specialized in the risky industries under no
international risk-sharing. At the same time, the fact that countries might be more diversified un-
der financial integration means that the countries have an option to produce a wide range of goods
if they happen to be productive in all of them. When one country receives a positive country-wide
productivity shock, the whole world can benefit a lot if this country produces a wide range of goods.

The rest of the paper is organized as follows. Section 2 reviews the literature. Section 3 presents the
model in the general case with a continuum of goods and describes the solution approach. Section 4
provides analysis of the Helpman-Razin model and Section 5 provides analysis of the model with a
continuum of goods. Section 6 concludes.

2 Literature Review

The role of productivity uncertainty in the trade models is a classic topic in the international trade
literature. Pomery (1984) provides a good overview of challenges and theoretical results in that
literature. The current paper is most closely related to Turnovsky (1974), Helpman and Razin
(1978a), Eaton (1979), and Grossman and Razin (1985). These papers address whether countries
specialize according to their comparative advantage in the presence of uncertainty of productivity.
It was recognized in that literature that Ricardian comparative advantage ceases to be the sole
determinant of specialization patterns: risk-aversion of agents and the structure of productivity
shocks play an important role as well. Naturally, the literature devoted a lot of attention to
seeking a set of assumptions that guarantee specialization according to comparative advantage.
For example, Helpman and Razin (1978b) show that, if shocks to industries affect all countries in
the same way, and if international trade in firm shares is allowed, then countries will specialize
according to comparative advantage. So international trade in securities could make trade flow in

“See, for example, Lucas (1987) and Cole and Obstfeld (1991).



the “right” direction. However, as Grossman and Razin (1985) demonstrated, if country-specific
shocks are allowed, then expected trade flows might go in the direction opposite to that predicted
by expected comparative advantage. In the current paper, I start off by recognizing that both
production and trade patterns can be changed in a non-trivial way, if we introduce uncertainty.
The assumption that each industry has a continuum of goods allows me to get away from the
problems associated with the knife-edge predictions of directions of trade flows and patterns of
specialization.

A classical example in the international trade literature studying the link between financial inte-
gration and specialization patterns is the book by Helpman and Razin (1978a) mentioned in the
previous paragraph. In their work, Helpman and Razin (1978a) not only show what set of as-
sumptions is needed to make countries specialize according to their comparative advantage, but
they also compare the outcomes of the models with and without financial integration. The authors
show theoretically that, no matter what is the production structure in the absence of international
risk sharing, if production risk can be insured through financial markets, a country would spe-
cialize in its comparative advantage industry. The critical assumption which drives this result is
that shocks are industry-specific. Three other classical examples coming from the macroeconomics
literature are papers by Saint-Paul (1992), Obstfeld (1994), and Acemoglu and Zilibotti (1997),
in which the authors explicitly built in a trade off between diversification of risks through pro-
duction versus diversification through financial markets. As a logical outcome, all of these papers
find that better financial markets are associated with more specialization in production. The most
recent and closely related to the current paper are the papers by Koren (2003) and Islamaj (2014)
which present Ricardian models with uncertainty of production and varying degrees of financial
markets incompleteness. Both of these papers study the relationship between financial openness
and industrial specialization, and both of these papers come to the same conclusion that financial
integration leads to a more specialized production structure. Koren (2003) assumes only industry-
specific shocks, which drives his results. At the same time, even though Islamaj (2014) assumes
that industry shocks within countries can be correlated, he never analyses the cases with strong
correlation between the shocks within a country and, as a consequence, he only gets that financial
integration induces specialization.

The current paper is also distantly related to another strand of the “old” literature on trade
and uncertainty represented by Newbery and Stiglitz (1984), Eaton and Grossman (1986), Dixit
(1987), Dixit (1989b), and Dixit (1989a). In these papers the authors were mostly concerned
with the question of optimality of trade in the presence of uncertainty. Newbery and Stiglitz
(1984) and Eaton and Grossman (1986) are classical papers showing the trade in the presence of
uncertainty might not be optimal and, thus, some form of government intervention (e.g., tariffs)
might be justified. The main assumption driving such an outcome was that insurance markets
were not functioning properly in the analyzed economies. The above cited papers by Avinash
Dixit came as a response to Newbery and Stiglitz (1984) and Eaton and Grossman (1986). Dixit
showed that for many conceivable reasons of failures of insurance markets, if these failures are
modeled explicitly, then free trade is constrained-Pareto optimal. Hence, there is no role for the
government intervention. In the model presented here, multiple equilibria in the case of financial
autarky can be ordered in terms of welfare from the point of view of a particular country. Then,
the government in this country might be willing to purse some policies which move this country
in a better equilibrium. On top of that, some of the equilibria can be Pareto-dominated for both

countries. So, both countries can potentially purse a joint policy which will make them both better
off.

Besides the papers by Koren (2003) and Islamaj (2014) mentioned above, the most recent papers



directly descending from the “old” literature on trade and uncertainty also include the papers by
Di Giovanni and Levchenko (2010) and Caselli et al. (2014). Di Giovanni and Levchenko (2010)
analyze what determines how risky is the structure of country exports. The paper by Caselli et al.
(2014) has a motivation similar to the current work. They show that — contrary to the common
view — openness to trade can lead to less volatile output.

The role of prices as an insurance mechanism is a recognized phenomenon in both international
trade and international finance literature. Among the first works that analyzed the insurance role of
prices in the context of international trade was the book by Newbery and Stiglitz (1981). A classical
example in the international finance literature is the paper by Cole and Obstfeld (1991), which
shows how insurance through financial markets can be substituted with insurance through prices.
The international finance literature traditionally abstracts away from comparative advantage in
production and considers either endowment economies, as in Cole and Obstfeld (1991), or economies
where each country produces a unique tradeable good, as in Heathcote and Perri (2013), who also
talk about the effect of insurance through prices. As the analysis of the current paper reveals, by
bringing the price insurance mechanism into an economy with an endogenous production structure,
we can get a variety of interesting effects, which might help us in analyzing the consequences of
financial integration in the real world.

The international finance literature traditionally finds small gains from international risk sharing.
For example, Cole and Obstfeld (1991) find that the gains from financial integration in the model
calibrated to the moments of the U.S. and Japanese data are about 0.2 percent of output per year.
Another example is Lucas (1987), who also finds small gains from international risk sharing. In
these studies gains come from consumption smoothing only, while a potential feedback of production
structure on welfare is ignored. Also, in Cole and Obstfeld (1991) prices act as an insurance
mechanism and reduce the role of financial markets, which results in small gains from international
risk-sharing.

There are several studies which take into account the effect of international risk sharing on pro-
duction structure. Among them are Obstfeld (1994) and Acemoglu and Zilibotti (1997), who find
that gains from international risk-sharing can be substantial. These papers explicitly model the
trade off between investing in high return but risky activities versus investing in low return but
safer activities. In such environment countries use financial markets to insure their risks and, thus,
are able to specialize in risky production technologies. However, these studies ignore the effect of
insurance through prices, which — in view of the paper by Cole and Obstfeld (1991) — rises a
natural question about whether their results survive if we take into account the price effects. As I
show in the current paper, the feedback of production structure on welfare can be even larger than
what Obstfeld (1994) and Acemoglu and Zilibotti (1997) obtain.

The empirical assessment of the relationship between financial integration and degree of specializa-
tion was performed by Koren (2003), Kalemli-Ozcan et al. (2003), Imbs (2004), Basile and Girardi
(2010), and Bos et al. (2011). In all of these papers authors run regressions of various measures
of risk sharing on indices of industrial specialization and find a positive relationship between these
quantities. These results suggest that out of all effects of financial integration the ones which lead
to more specialization might be the strongest in data. Nevertheless, as I discussed it in the intro-
duction, there are several different reasons why financial integration can induce specialization. The
evidence from these papers does not tell us which of the effects is most likely to be in action and
what is the contribution of other effects in the data. So, there is still a lot of room for an empirical
work in this area.



3 The Framework

The economy consists of N = 2 countries. Country 1 is labeled as “Home” and country 2 is labeled
as “Foreign”. Labor is the only factor of production. Country n is endowed with L,, units of labor,
which are inelastically supplied. Labor is immobile across counties, but perfectly mobile across
industries of one country at the stage when employment decisions are made. Each country can
potentially produce a continuum of goods in each of the GG industries, where G is a finite number.
Goods are indexed by w € Q = [0, 1] and industries are indexed by g =1,...,G.

Uncertainty The only sources of uncertainty in the economy are aggregate supply shocks: shocks
which proportionally affect all efficiencies of production on the country-industry level. The state
space of the international economy is denoted by S, which is assumed to be discrete. The probability
of state of the world s € S is given by h(s) > 0, such that }___sh(s) = 1.

Each state s € S of the world is described by the set of country-industry specific productivity
shocks A;, 4(s) for g =1,...,G and n = H,F. When uncertainty is resolved, the realized state of
the world is common knowledge.

The economy has two stages: before and after uncertainty is resolved. In the first stage financial
markets are active, while in the second stage physical goods markets are active. Firms hire labor
in the first stage by paying wages, which are not state contingent and cannot be carried over to
the second stage. To pay the wages, firms sell claims on their output in the financial market.
Consumers in the first stage sell their labor endowment to firms and use wage income to buy claims
on endowments of physical goods in different states of the world in the second stage. When the
second stage comes, firms use exactly the amount of labor they hired at the first stage. Actual
production, international trade, and consumption of goods happen at the second stage.

I consider two cases of financial markets: complete markets and financial autarky. In the complete
markets case countries are financially integrated, and consumers buy state-contingent goods for all
states of the world. In the financial autarky case consumers can only buy claims on their domestic
firms’ output (in other words, there is no international risk sharing in this case). In the rest of the
paper, when I talk about the effects of financial integration, I formally mean the effects of switching
the financial markets structure from financial autarky to complete markets.

Production technology and expected comparative advantage. Technology of production is
linear and stochastic: one unit of labor in industry g of country n can produce Ay, 4(s)z;; , > 0 units
of good w in state s. Here z; ; is the deterministic component of technology. It is convenient to
assume that E [A, 4(s)] = 1, so that 2,  is the expected efficiency of country n in producing good
w from industry g. The deterministic parts of technology, 2/ /, are independently (across goods,
industries, and countries) drawn from a Fréchet distribution F;, 4(z) with parameters T;, ; > 0 and
0>1:

Fg(z) = e Tror™,

In the certainty case (e.g., in the Eaton-Kortum model), T}, ,/7T},» 4 defines comparative advantage
of country n’ relative to country n” in producing goods from industry g. There are at least four
different ways to extend this definition to the uncertainty case. We can say that country n’ has
expected comparative advantage in production of goods from industry ¢’ relative to industry ¢”, if

(i) Tnlvgl > Tn/7g” ; or

Tnll7gl Tn”,g"
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(iii) is a mean-preserving spread of
I follow the previous literature on trade and uncertainty and choose the first definition — in terms
of the ratios of the means of productivities. Apart from staying as close as possible to the previous
literature, the advantage of using this definition is that with this definition expected comparative
advantage does not depend on the structure of shocks. So, we can talk about riskiness (i.e., volatility
of shocks) and expected comparative advantage separately.

International trade. International trade is free.

Preferences. Denote by c‘,;g(s) country m representative consumer’s consumption of good w
from industry ¢ in state s. For any two countries n and ¢, good w from industry g produced by
country n in state s is a perfect substitute of good w from industry ¢ produced by country ¢ in
state s. Country n’s consumer combines consumption of goods w into an industry-level consumption
aggregate, Cp, 4(s), by the CES function with elasticity of substitution o4 > 0:

og
og—1
Cng(s) = [/ Qcﬁ,g(s) 79 dw} n
we

Industry-level consumption aggregates are combined into a final consumption aggregate by the CES
function with elasticity of substitution n > 0:

n—1
n—1

G 1
Cn(s) = Zaé’Cny(s) " ,
g=1

where ay > 0. In terms of this consumption aggregate, country n’s consumer utility is given by the
CRRA utility function:
1

U [Cn(s)] = ipcn(s)l_pa

where p > 0 is the coefficient of relative risk aversion.

Market structure. It is assumed that firms are perfectly competitive, which implies that their
expected profits are zero. Since goods w from industry g produced by any two countries in state s
are perfect substitutes, and since trade is free, price in state s of good w from industry g is the same
in any country. Denote this price by p/(s). Next, denote by v,,(s) the pricing kernel in country n.
This pricing kernel is an unknown which is derived later.” Country-n-producer hires the amount
of labor, [¥ , which maximizes its expected profit:

’ 'n,g?
S
w w w w
max Z wn(s)pg (s)Anyg(s)zn,gln’g — Wl -
ln79 =1
s=
5Since I focus on only two extreme cases — complete markets and financial autarky — the pricing kernel is

uniquely defined on a country level.



Labor is hired ez ante at the cost of unit wage w,. Wages are paid before uncertainty is realized.
The firm’s problem results in the following complementary slackness condition:®

S
ly 4 = 0 complementary to w, — an(s)p;(s)An,g(s)zﬁvg > 0.

s=1

Denote by I,,(s) country-n-consumer’s second stage income, which comes from collecting all the
dividends from the firm shares held by the country-n-consumer. Then the second-stage expenditure

on individual goods is given by:
1—0o
pg(s)\ 7
0= () Xt
7 Py(s) I
Py(s)\' ™"
Xmg(s) - <]3g(8) ) Otg]n(s),

The indirect utility function is given by:
1 [I(s)\'”
V (In(s), P(s) = —— ( > .

I continue this section with the formal description of the complete financial markets case. After
that I formally describe the financial autarky case.

3.1 Complete Markets

The consumer in country n maximizes her expected utility by choosing state-contingent income:

max Es [V (I,(s), P(s))]

In(s)

S.t.
S
S Gn()In(s) = wnLn.
s=1

In the case of complete financial markets the pricing kernel, 1, (s), is the same in all countries and
can be normalized to 1. Then the consumer’s problem implies

p—1

I(s) = h(s)” <P](j)> 7wl

= (= {lia] ")

SVariable a > 0 is complementary to variable b > 0, if ab = 0.




It is also useful to have an expression of the expected utility:

w 1=r
BV () PO = 1, (M5)

In the case of logarithmic utility (p = 1) we have:
I,(s) = h(s)wp Ly,
P(s)
pP= E |1 :
sagliel)

B[V (In(s), P(s))] = In <“”}f“) .

3.2 Financial Autarky

Denote by ¢ (s) country-n-consumer’s income in state s from the domestic firm producing good

w from industry g. In equilibrium, (3 (s) = p(s)Ang(s)2n gl ;- The total state-s income of

country-n consumer is given by
G
Io(s) EZ/ ¢ () dw.
g=1"%

Consumer in country n maximizes her expected utility by choosing her incomes from different goods
produced by domestic firms:

max  Ey [V (I,(s), P(s
ax ) BV Tu(s), Pls)))

s.t.

D Un(8)In(s) = wpLn,

s=1
G
Lngé%@m

By normalizing the Lagrange multiplier of the first budget constraint to 1, the consumer problem
gives the expression for the pricing kernel:

3.3 Equilibrium System of Equations

Since the financial autarky and complete market cases have many similar model components, the
systems of equations that we need to solve to find equilibria in these cases — the equilibrium systems
of equations — share many equations. Therefore, it is instructive to write the equilibrium systems
of equations for these cases simultaneously.
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To solve the model, we need to find pi/(s), Py(s), P(s), s5; ,(5), ¢ (), Xng(s), In(s)

ni,g
which satisfy the following system of equations:

N N
D (5) =) Angls)zigle,, g=1,....G, weQ, sES;
n=1

n=1

I, >0 complementary to w; — E; [1i(s)p% (s)Aig(s)zf,] >0,

i=1,....N, g=1,....G, we,

G
Z/l;‘jgdw:Li, i=1,...,N.
g=1"9

Demand for individual goods, ¢ (s), is given by

) = P X o)
Xoal6) = (B0 o),
Py(s) = /Q P ()77 dw

In the case of financial autarky:

Yn(s) =

m )

I,(s) = Z/QPZJ(S)Anvg(S)Zﬁ,gligdw‘
g=1

Q

W,

3.4 Assumptions on the Structure of Shocks and Overview of Theoretical Im-

plications

The main theoretical result of this paper is that financial integration can lead to a more diversified
production structure. This result is in contrast with the conventional view that financial integration
necessarily induces specialization. In this paper I show that the effect of financial integration
actually depends on the structure of the variance-covariance matrix of TFP shocks affecting the
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economy. All interesting effects of financial integration can be described by focusing on two types
of shocks: industry-specific and country-specific shocks. We can formally define these shocks in
terms of the variance-covariance matrix. Figure 1 shows the general variance-covariance matrix
of TFP shocks for the economy with 2 industries. The elements of this matrix are v,y prgr =
Cov [Ay g(5), Apr g7 (s)]. Figure 2 shows the variance-covariance matrices for industry-specific
and country-specific shocks. In the case of industry-specific shocks, each shock affects one industry
in each country the same way, and shocks to different industries are not correlated with each other.
An example of this type of shock is a new banana virus hitting production of bananas in Africa and
Latin America. Alternatively, industry-specific shocks can be thought of and modeled as world-wide
demand shocks in industries. In the case of country-specific shocks, each shock affects all industries
in one country the same way, and shocks to different countries are not correlated with each other.
An example of this type of shock is a labor strike in Argentina.

Home Foreign
Industry 1 Industry 2 Industry 1 Industry 2

Industry 1 VH1,H1 VH1,H2 VH1,F1 VH1,F2

Home
Industry 2 VH2 H1 VH2 H2

. Industry 1 VF1,H1 VF1,H2 1 VF1,F1 VF1,F2
Foreign !
|
|

Industry 2 VF2,H1 Vp2,H2

Figure 1: General variance-covariance matrix of TFP shocks,
Vn/g/m//g// = CO’U [An’7g’ (S), An",g"(s)]

Home Foreign
Industry 1 Industry 2 Industry 1 Industry 2
|
Industry 1 V1 0 ! 121 0
Home |
Industry 2 0 V2 | 0 V2
. Industry 1 141 0 : 121 0
Foreign w
Industry 2 0 12 ! 0 Vo
(a) Industry-specific shocks, vy is the variance of shocks in indus-
try g=1,2
Home Foreign
Industry 1 Industry 2 Industry 1 Industry 2
|
Industry 1 vy vy ! 0 0
Home ‘
Industry 2 vy vy ! 0 0
. Industry 1 0 0 : vp vp
Foreign ‘
Industry 2 0 0 ! VR VR

(b) Country-specific shocks, v, is the variance of shocks in coun-
tryn=H,F

Figure 2: Special cases of the variance-covariance matrix of TFP shocks

In the rest of this paper I assume that there are only either industry-specific or country-specific
shocks. I show by way of numerical examples, that in the case of industry-specific shocks financial
integration induces specialization, while in the case of country-specific shocks financial integration
can lead to a more diversified production structure. All the effects of financial integration can be
demonstrated using the standard 2-good Ricardian model of Helpman and Razin (1978a) — these
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effects remain the same in the full model with a continuum of goods. Introduction of a continuum of
goods into the Helpman-Razin model allows us to get smoothness of the model outcomes in response
to changes in parameters, which, in turn, makes it possible to bring the Helpman-Razin model to
data. One can think about the Helpman-Razin model as a special case of the framework presented
in this paper, where each industry has just one good instead of a continuum of goods. Helpman
and Razin (1978a) originally assumed only industry-specific shocks, and, as a consequence, came
to a conclusion that financial integration necessarily induces specialization. I devote Section 4 to
the analysis of the model by Helpman and Razin (1978a) with both industry-specific and country-
specific shocks.

In the case of financial autarky with country-specific shocks the model presented here has multiple
equilibria. The multiplicity of equilibria does not arise because we introduced a continuum of
goods. Even the original framework by Helpman and Razin (1978a) has multiple equilibria, which
was overlooked in the previous literature. In Section 4 I give an example with multiple equilibria in
the Helpman-Razin model and provide intuition behind the multiplicity. Since the Helpman-Razin
model has just 2 goods, it has a finite number of equilibria, and it is generally hard to find all
the equilibria in this model. This is one reason why the multiplicity of equilibria in the Helpman-
Razin model was not discovered up to this point. Once we introduce a continuum of goods into
each industry, we get a continuum of equilibria. In Section 5 I show that these equilibria can be
elegantly characterized and become “manageable” in the framework of this paper, which is another
advantage — apart from “smoothness” — of introducing the continuum assumption.

3.5 Solution Approach

As I mentioned above, in Section 4 I analyze the Helpman-Razin model for both financial autarky
and complete market cases with both industry- and country-specific shocks. In Section 5 I look at
the model with a continuum of goods. I use different approaches to solve different variants of the
model, because none of the approaches is suitable for all situations. Apart from the fact the model
generally has multiple equilibria, the main complication with solving the model is that it is very
difficult to find explicit expressions for prices of individual goods in different states of the world.
The reason for that is that, contrary to the certainty case, state-specific prices are not equal to
state-specific marginal costs:

Un(p5(s) #

n (S)Z%,g .
We only have equivalence in expectation:

Wn,

Ey [tn(s)p(s)Ang(s)] =

w
Zn7g

if good w from industry g is produced in country n. That means that we have to explicitly include
the complimentary slackness conditions (1):
[y > 0 complementary to w; — E [@bi(s)p;(s)Ai,g(s)z‘{fg] >0,

into the equilibrium system of equations. Solving such systems of equations is a challenging task.
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To solve the Helpman-Razin model for the cases which have a unique equilibrium, I use the com-
plementary slackness solver PATH.” To solve the Helpman-Razin model in the cases where it can
potentially have multiple equilibria — the case of financial autarky with country-specific shocks,
— I use a grid search on labor allocations to find all possible equilibria.

Next, in some cases with a continuum of goods it is possible to collapse the equilibrium system into
a nonlinear system, which involves only aggregate quantities (aggregate labor allocations) and no
complimentary slackness conditions. These are the cases of financial autarky with either industry-
or country-specific shocks and the case of complete markets with industry-specific shocks. In these
cases we can solve the model by the fixed point iteration on the aggregate quantities.

Unfortunately, a similar aggregation is very difficult — although possible in theory — in the case of
complete financial markets with country-specific shocks. The difficulty with aggregating the model
in this case is that we get a different set of expressions depending on particular values of model
parameters. I explain this in detail in Section 5. To solve the model in this case, I use a completely
different approach. I modify the model by artificially making it an Armington economy.® Namely,
I introduce an artificial requirement that each country n buys each good w from all countries.
Varieties of good w produced by different countries are combined by the CES utility function
with elasticity o’. The equilibrium system of the modified model does not involve complementary
slackness conditions. As elasticity ¢’ goes to infinity, the artificial requirement disappears, and the
modified model converges to the original model. Presumably, the solution of the modified model
also converges to the solution of the original model. T assume that it is true. This solution approach
can be applied in a broader context of trade models of comparative advantage and it is described
in detail in Appendix A.

4 Effects of Financial Integration and Increased Riskiness in the
Helpman-Razin Model

In this section I analyze numerical examples with the Helpman-Razin model for the cases of
industry- and country-specific shocks. The purpose of these examples is to demonstrate the ef-
fects of financial integration and increased riskiness (i.e., volatility of shocks) as well as to show
multiplicity of equilibria in the simple environment of the Helpman-Razin model. Understanding
the intuition behind these effects in the standard 2-good Ricardian model will lay the foundation
for understanding the effects in the model with a continuum of goods.

The Helpman-Razin model can thought of as a special case of the framework presented in this
paper with 2 industries and one good in each industry instead of a continuum, i.e., with G = 2 and
) = 1. Since both industries have just one good, for the purposes of the current section we can
use the words “industry” and “good” interchangeably to refer to an industry. Since there is only
one good in each industry, the elasticity of substitution between goods from an industry, o4, does
not play any role. So, we can forget about this parameter of the purposes of the current section.

"See Ferris and Munson (1999) for a description of the PATH solver. The corresponding programs — written in
AMPL — are available on my web page, http://wuw.personal.psu.edu/kzk145/. One reason of why the Helpman-
Razin model has not been carefully analyzed until now is that there were no tools to solve this model in the general
case. PATH is one of the first nonlinear complementary slackness solvers which is able to solve the equilibrium
systems of equations arising in the Helpman-Razin model. To the best of my knowledge, this paper is one of the first
in the economics literature in general and in the international trade literature in particular to apply PATH to solve
an economic model.

81 thank Michael Fabinger for giving me this idea.
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Also, let us now interpret T}, , — the parameter of the Fréchet distribution from the model with a
continuum of goods — as expected productivity, i.e., as the expected amount of good g which can
be produced in country n with one unit of labor. For all examples below, each country is assumed
to be endowed with one unit of labor, i.e., L, =1 for n = H, F.

Home Foreign

Good 1 2 3

Good 2 1 3

Table 1: Expected productivities
for Sections 4.1 and 4.2, T;, ,

In Section 4.1 below I analyze the case of industry-specific shocks, and Section 4.2 I analyze the
case of country-specific shocks. In both sections I use the same parametrization for expected
productivities, T}, 4, which is given in Table 1. With this parametrization, Home has comparative
advantage in good 1 and completely specializes in this good in the certainty case, while Foreign
has absolute advantage in both goods and incompletely specializes in good 2 in the certainty case.
This parametrization is chosen such that there is always a unique equilibrium for different values
of preference parameters and different volatilities of shocks at which I look in Sections 4.1 and 4.2.
At the same time, with this parametrization we can see all interesting effects of financial integration
and increased riskiness. I look at the case with multiple equilibria in Section 4.3.

4.1 Industry-Specific Shocks

Let good 1 be a “safe” good, i.e., not subject to any shocks. Let good 2 be subject to a shock that
can take a high or a low value with equal probabilities:

l1—a, ifs=1
A S — M M
2(s) {1+a, if s =2,

where a € [0,1). The volatility of shock to good 2 is equal to a?. So, the higher is a, the larger is
the volatility of shock to good 2, and the riskier is production of this good.

Figure 3 depicts labor allocations to good 1 as functions of parameter a for different values of pa-
rameters n and p. Each of the graphs in Figure 3 captures two important aspects of the framework.
The first aspect concerns the effects of changing the financial market structure: the graphs show
what happens to labor allocations as we go from financial autarky to complete financial markets.
The second aspect concerns the effects of increasing volatility of shock to good 2 (i.e., riskiness of
production of good 2). Particular values of 7 and p are not of as much interest as their relation
to 1: there are qualitative changes in effects of increased riskiness depending on whether 7 and/or
p are smaller or greater than 1.

As it is clear from Figure 3, the effect of financial integration is qualitatively the same for all
combinations of 7 and p. As we go from financial autarky to complete financial markets, countries
become more specialized: the solid curves are either outside of the dashed curves or coincide with
the dashed curves on all graphs. This is exactly the effect predicted by the conventional view about
the role of financial integration. The intuition behind the effect of financial integration in this
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Figure 3: Labor allocations to good 1 under industry-specific shocks

case is standard. If countries are shut out from international risk-sharing, they hedge their risks
by diversifying production. Once international risk-sharing is allowed, countries hedge their risks
through financial markets and specialize more in their comparative advantage industries.

Let us now discuss the effects of increased riskiness in production of good 2. Let us start with
Figure 3a, which shows labor allocation to good 1 when > 1 and p > 1. In this case goods 1
and 2 are substitutes and risk-aversion is “high”. As we increase volatility of production of good
2, Foreign diverts labor from production of this good to production of good 1. Intuitively, as good
2 becomes riskier, it makes sense to substitute it with the safer good 1. Next, as Figure 3c shows,

16



when risk-aversion is “low” and goods are substitutes (p < 1 and n > 1), the effect of increased
riskiness is the same as in the case of “high” risk-aversion, although it is less pronounced.

When goods are complements, i.e., when 7 < 1, increased riskiness in good 2 can have the opposite
effect on labor allocations compared to the case with n > 1. With n < 1, we have two competing
effects. On the one hand, since good 2 is important for consuming good 1, as good 2 becomes
riskier, it is important to invest even more into this good, to make sure there is enough output in
bad times. On the other hand, since production of good 2 is high in good times, there no need
to devote much labor to this good. Then, depending on the level of risk-aversion, one effect can
dominate the other. When risk-aversion is “high”, consumers care about bad outcomes much more
than about good outcomes. So, as Figure 3b shows, as we increase volatility of shock to good 2,
Foreign devotes even more labor to the production of this good. However, when risk-aversion is
“low”, consumers do not care as much about bad outcomes. Then, as Figure 3d shows, the second
effect can start dominating the first effect at some point. We see from Figure 3d that, up to
some level of volatility, labor allocation to good 1 in Foreign falls only slightly, and then it starts
increasing with increase in riskiness in good 2.

It is also important to mention that when preferences over goods are Cobb-Douglas, i.e., when

= 1, increased riskiness has no impact on labor allocations. In this case labor allocations are
the same as in the certainty case under both complete financial markets and financial autarky for
any distribution of shocks to goods 1 and 2. With Cobb-Douglas preferences and industry-specific
shocks, the price ratio of goods 1 and 2 is inversely proportional to the ratio shocks to goods 1 and 2.
Also, the expenditure share on each good does not depend on the state of the world. Therefore,
prices just adjust in each state of the world, leaving the spending shares unchanged and, so, labor
allocations are the same as in the certainty case.

The outcomes of labor allocations described in the current subsection are not entirely new and can
mostly be found in other works. This subsection can be seen as the first comprehensive overview of
the effects of financial integration and increased riskiness in the Helpman-Razin model. The rest of
the paper is devoted to the results which, to the best of my knowledge, cannot be found elsewhere.
Therefore, before we proceed, it is instructive to pause and briefly talk about how the above results
relate to the existing literature.

Rothschild and Stiglitz (1971) were the first who coherently analyzed effects of increased riskiness
in a set of standard economic examples: investing into risky versus safe assets; saving more for
tomorrow versus consuming more today; choosing the amount of capital today to complement or
substitute labor tomorrow; and several other examples. All of these examples have a common
theme: the effect of increased riskiness can switch from one direction to the other depending on
preference parameters. In particular, Rothschild and Stiglitz (1971) showed that the effect of
increased riskiness on portfolio allocation between safe and risky assets depends on whether the
coefficient of relative risk aversion is smaller or greater than 1. In the same manner, Rothschild
and Stiglitz (1971) showed that in a situation, where a firm faces uncertainty in productivity and
needs to employ capital ex ante and labor ez post, the effect of increase in riskiness depends on
whether capital and labor are complements or substitutes. Even though none of the examples from
Rothschild and Stiglitz (1971) can directly be related to the Helpman-Razin model, the effects we
observed in the current subsection are similar to the effects described in Rothschild and Stiglitz
(1971).

Next, the effects of financial liberalization on labor allocations in a Ricardian model with uncertainty
can be found in Helpman and Razin (1978a), Koren (2003), and Islamaj (2014). All of these papers
have a conclusion that financial liberalization results in more specialized production structure. This
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is not surprising, because the assumptions made in these papers do not deviate enough from the
assumption that countries are subject to only industry-specific shocks. For example, Helpman
and Razin (1978a) and Koren (2003) literally work with only industry-specific shocks. Similarly,
despite the fact that Islamaj (2014) introduces correlations between industry shocks, he only looks
at examples where all industries in all countries are affected by shocks with the same or very
similar volatilities. These assumptions are not enough to get more diversified production structure
in response to financial liberalization. As we shall see in Section 4.2, such an outcome is possible
under the assumption that shocks are country-specific and the volatility of shocks in one country
is higher than in the other.

4.2 Country-Specific Shocks

Let us now look at examples of labor allocations similar to the ones we saw in the case of industry-
specific shocks with the difference that now only Foreign is subject to a country-specific shock,
while Home is a safe country. The shock to Foreign country can take one of two values — low or
high — with equal probability:

l—a, ifs=1
A S: b b
r(s) {1+a, ifs =2,

where a € [0,1). The larger is a, the larger is the volatility of shock to Foreign, the riskier Foreign
is.

Figure 4 depicts labor allocations to good 1 as functions of parameter a for different values of
parameters 7 and p. A quick look at Figure 4 should convince us that the effect of financial
integration on production patterns is ambiguous. On graphs (a), (¢), and (d) of Figure 4, the solid
curves are always either inside of the dashed curves or coincide with them. This means that in
these particular cases financial integration leads to a weakly more diversified production structure.
At the same time, as it can be seen from graph (b), corresponding to n < 1 and p > 1, financial
integration can also lead to more specialization even under country-specific shocks: there is a region
on graph (b), where the solid curves are outside of the dashed curves. However, as I discuss it below,
the reason for more specialization in this case is totally different from the case of industry-specific
shocks, and the logic of the conventional view about the role of financial markets does not apply
in this case.

Overall, there are two separate effects which can lead to more diversification under financial integra-
tion. One effect concerns production in Home, and the other effect concerns production in Foreign.
In essence, these effects can be described as follows. First, after financial integration, Home be-
comes exposed to the Foreign risk by investing into production in Foreign. As a result, Home might
be willing to reduce this risk by diversifying domestic production. Second, in the good state of the
world Foreign can have so strong an absolute advantage in its comparative disadvantage good, that it
might make sense for Foreign to allocate labor to production of this good. However, under financial
autarky, Foreign’s terms of trade insure the risk in production of its comparative advantage good
and act as a counter-insurance for its comparative disadvantage good. This counter-acts Foreign’s
willingness to produce its comparative disadvantage good. Under financial integration, production of
the comparative disadvantage good in Foreign is insured through financial markets, and so Foreign
might be willing to produce more of this good.

It is best first to talk about the effects of increased riskiness, before we turn to the detailed discussion
of the effects of financial integration.
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Figure 4: Labor allocations to good 1 under country-specific shocks

Effects of increased riskiness. Let us start with the extreme case in which the volatility of
output in Foreign is very high. To have a particular image in mind, look at the parts of the graphs
in Figure 4 close to a = 1. In the good state of the world Foreign is very productive in both goods
— it turns into a “big” economy which can potentially supply the world with both goods. But if the
bad state of the world realizes, Foreign turns into a “small” economy. In this state Home dominates
the world. What is the best labor allocation in this uncertain world under financial integration?
The best labor allocation should somewhat resemble the trade autarky outcome! Indeed, with
such production structure, Foreign will supply the world with both goods if it happens to be very
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productive, and Home will be just a “small” part of this world. Otherwise, Home will supply the
world with both goods, and Foreign will be a “small” part of this world. The role of financial
integration here is very straightforward: Foreign gets insurance in the bad state of the world and
pays for that insurance in the good state of the world. Of course, Home and Foreign can still trade
and neither of them is truly a small open economy. So, their labor allocations would not go the
full way to the trade autarky outcome. Nevertheless, both Home and Foreign production structure
under financial integration would be diversified. This is what we observe in all graphs (a)-(d) in
Figure 4: the solid curves for Home and Foreign are close to each other and to the 0.5 level on the
vertical axis when a is close to 1.

Can a similar labor allocation pattern happen under financial autarky? Surely it can if, for exam-
ple, agents are risk-neutral. In this extreme case there will be no difference at all between labor
allocations under financial autarky and complete financial markets. Obviously then, if agents are
not very risk averse, the financial autarky outcomes will still resemble the complete financial mar-
kets outcomes. This is what we observe on graphs (c¢) and (d) in Figure 4: on these graphs the
dashed curves have a similar pattern to the solid curves when a is close to 1 (and, actually, for
other values of a as well).

However, the picture is different, if agents are very risk-averse. Looking at the dashed curves on
graphs (a) and (b) in Figure 4, we see that Home and Foreign differ in the way they response to
increased risk in financial autarky for high values of a. Home diversifies its production structure,
while Foreign specializes in its comparative advantage good 2. To understand the difference in the
outcomes, we need to understand three things, which follow one from another. First, productivity
shocks to Foreign do not change its comparative advantage, and under financial autarky each
country exports its comparative advantage good and imports the other good in any state of the
world. At the same time, this two-way trade does not necessarily happen in each state of the world
under financial integration. As we discussed it above, when volatility in Foreign is high, Home can
be exporting both goods in the state with low output in Foreign and importing both goods in the
other state under financial integration. Second, in our example — with no shocks to Home — the
low output in Foreign hurts both countries. In other words, the bad state for Foreign is also bad
for Home. Indeed, when Foreign’s output is low, Foreign is obviously worse off relative to the state
with high output. But Home is worse off as well, because it faces a higher price of the importing
good relative to the state with high output in Foreign. Finally, in the bad state of the world Home
and Foreign are in an unequal situation. Home faces adverse terms of trade, while Foreign faces
favorable terms of trade.? Indeed, when output of good 2 in Foreign is low, the price of good 2
relative to the price of good 1 is high, because Foreign is the exporter of good 2. So, the price of
good 2 relative to price of good 1 insures production of good 2 and acts as a counter-insurance for
production of good 1 in both countries.

Then, if agents from the two countries are very risk-averse, they care more about the bad state of
the world. To mitigate the adverse effect of the terms of trade in the bad state, Home diversifies
production. At the same time, the terms of trade insure Foreign’s production of good 2, and so
Foreign puts even more resources into this good.

Up to this point we were discussing the effects of increased riskiness in extreme cases with very high
volatility in Foreign. Let us now look at the cases with low volatility in Foreign, i.e., at the cases
with parameter a being close to 0. For low values of output volatility Foreign remains the exporter
of good 2 in any state of the world under both financial autarky and complete markets. Therefore,
similar to the situation with high volatility of shocks, Foreign is insured by the terms of trade

9Terms of trade of country n are defined as the price of its export good relative to the price of its import good.
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from low productivity. This force pushes Foreign to put more resources into production of good 2.
However, there is another force, pushing Foreign to put more resources into production of good 1.
In the good state of the world Foreign has absolute advantage in good 1. And the higher is the
volatility of output in Foreign, the stronger the absolute advantage in the good state of the world
is. Therefore, Foreign can potentially benefit more from putting more resources into the production
of good 1. Then, if Foreign is very risk-averse, the first force dominates and labor allocation to
good 1 decreases in response to increased riskiness. This effect can be seen in Figures 4a and 4b for
dashed curves before vertical line A under financial autarky and for solid curves before vertical line
B under complete markets. If, on the other hand, Foreign is not so risk-averse, the second force
dominates and labor allocation to good 1 increases in response to increased riskiness. This effect
can be seen in Figures 4c and 4d for dashed curves before vertical line B under financial autarky
and for solid curves before vertical line A under complete markets.

For intermediate values of shocks to Foreign, as a increases, we first see the same effect as with low
shocks, and after some point we see the same effect as with extremely high shocks. For example,
on Figure 4a the effect with low shocks explains the parts of dashed curves (corresponding to
financial autarky) before the vertical line E, and the effect with high shocks starts kicking in after
that. Similarly, on the same figure the effect with low shocks applies to the parts of solid curves
(corresponding to complete markets) before the vertical line C, and the effect with high shocks
starts being relevant after that.

Effects of financial integration. Now we are ready to proceed with a detailed discussion of the
effects of financial integration using our examples in Figure 4. In order to understand the effects of
financial integration in the case of country-specific shocks, it helps to start with a trivial observation
that the aggregate risk in our economy is always present under any structure of financial markets.
Indeed, financial markets do not magically eliminate shocks. The role of financial markets is to
allow countries to share risks. This means that one country can insure the other country from
bad outcomes. In our example Home is not affected by any shocks, while Foreign can have a low
or a high productivity. Nevertheless, as we discussed it above, low productivity in Foreign hurts
both countries. And it is actually not obvious, which country is in a worse situation in the bad
state of the world: Home or Foreign. As a matter of fact, Foreign can potentially be in a relatively
(to Home) better position, when Foreign’s output is low, because Foreign faces favorable terms
of trade, which insure Foreign to at least some extent. This argument brings us to an important
conclusion that Foreign might be providing insurance to Home in the bad state under financial
integration, even though Foreign experiences low productivity in this state. Of course, the opposite
might happen as well: Home might be insuring Foreign from the bad state of the world.

Knowing which country provides insurance is the key to understanding in which direction the
production structure of both countries changes after financial integration. When we observe the
behavior of countries under financial integration, we can easily check which country provides in-
surance by looking at trade balance in the bad state of the world. The country with trade surplus
in the bad state of the world (i.e., the country for which the value of exports exceeds the value of
imports) provides insurance. There is also a straightforward way to check which country is going to
provide insurance under financial integration by looking at the volatility of mean-normalized con-
sumption under financial autarky, where the volatility of mean-normalized consumption in country
n is defined as

v, = Var [ Cnls) } )

E [Cn(s)]

The volatility of mean-normalized consumption represents the amount of risk a country is exposed
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to. The country with a lower v,, under financial autarky is in a relatively better position, and it is
going to provide insurance to the other country under financial integration. Indeed, under complete
markets, vy = vp. Since the aggregate risk is present under any structure of financial markets,
as we go from financial autarky to complete markets, the aggregate risk does not disappear but
is “reallocated” between the two countries. One country is going to “take” risk — by providing
insurance — to the other country. Clearly, the country with higher v,, is in more need for insurance,
and it is going to get it from the other country. As a result, v, of the insured country is going to
fall and v,, of the other country is going to rise after financial integration.
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Figure 5: Volatility of mean-normalized consumption under country-specific shocks
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Figure 5 depicts the volatilities of mean-normalized consumption for the four combinations of
parameters we consider in this section. As we can see from Figure 5, in cases (a), (c¢), and (d)
Foreign is riskier (in the sense of having higher v, ) than Home for all values of parameter a. And
after financial integration Home “takes” some of the Foreign’s risk in these cases. In case (b) there
is a region around a = 0.6 where Home is actually riskier than Foreign. In that region Foreign
provides insurance to Home after financial integration. The reason for Home being riskier in case
(b) is that Home faces unfavorable terms of trade in the bad state of the world, and Home cannot
substitute away consumption of good 2 with consumption of good 1, because n < 1 and so goods 1
and 2 are complements.

Having figured out the exact role of financial markets in our environment, we should now easily be
able to understand the effects of financial integration on production structure. In cases (a), (c), and
(d) from Figure 5 Home “takes” risk from Foreign after financial integration. As a result, Home
becomes weakly more diversified: to establish this, we apply exactly the same logic which we used
to understand the effects of increased riskiness on Home’s production structure. At the same time,
Foreign “off-loads” some of its risk to Home and becomes a less riskier country. Therefore, Foreign
can exploit more the absolute advantage in good 1 in the good state of the world by devoting more
resources to production of this good. As a consequence, Foreign also becomes more diversified in
these cases. Again, this is exactly the same logic as we used earlier to understand the effects of
increased riskiness on Foreign’s production structure — with the only difference that now we apply
this logic in the direction of reducing riskiness.

In case (b) from Figure 5 Foreign “takes” Home’s risk in the region of values of a around 0.6. In
that region both countries become more specialized after financial integration (see the corresponding
region in Figure 4b). The logic behind this outcome is totally different from the standard logic
behind the conventional view of financial integration. The conventional view might mistakenly
attribute increased specialization in Foreign to Home insuring Foreign so that Foreign can focus on
production of its comparative advantage good. As we now understand, the effect is actually quite
the opposite. Foreign specializes more in its comparative advantage good, because Foreign insures
Home and needs to absorb Home’s risk by relying on the insurance through the terms of trade,
which pushes Foreign to produce more of its insured good 2.

Let us close this subsection with some thoughts on the generality of the above results. Although I
do not provide any mathematical proofs, some of the results above seem to be general. For example,
when volatility of shocks to Foreign is high enough, financial integration shall always lead to a more
diversified production structure, as long as there is a unique equilibrium under financial autarky.
On the other hand, for low shocks the effect is certainly ambiguous for 7 < 1 and any value of p (it
is just happened so that in case (d) from Figure 4 financial integration induces diversification for all
values of a; it is possible to construct examples where financial integration induces specialization
for low enough values of a and p < 1 and 1 < 1). But even if the effect of financial integration is
ambiguous and the conventional view can sometimes make correct predictions, there is a certain
value in the analysis we have done: as we saw, the conventional view might be making its correct
predictions for the wrong reasons.

4.3 Multiple Equilibria in the Case of Financial Autarky with Country-Specific
Shocks

To the best of my knowledge, this paper is the first one to point out that the Helpman-Razin model
can have multiple equilibria in the case of financial autarky. The analysis of Section 4.2 should
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convince us that multiple equilibria do not appear for every set of parameters. As we shall see in
the following examples, the multiplicity occurs when the comparative advantage of countries is not
“strong”, where the notion of “strong” depends on parameters (preferences, productivities, shocks)
of the model.

Example 1. Let us consider an example with preference parameters n = 2 and p = 2. As in the
previous subsection imagine that Foreign is subject to a low or a high shock with equal probabilities.
Expected and state-specific productivities are provided in Table 2. The low shock is equal to 0.1,
while the high shock is equal to 1.9 (a = 0.9 in terms of the parametrization from Section 4.2). With
this parametrization Home has comparative advantage in good 1, but this comparative advantage

is “weak”.
Home Foreign

1.2{--------0.21--- State 1

Good 1 l.é 21
"1.2{-------'3.8{-- State 2
I P -0.21--- State 1

Good 2 1 2
A I '3.81--- State 2

Table 2: Expected and state-specific productivities in
Example 1 from Section 4.3, T, 4 and Ay, 4(s)Th.g

Labor allocations

Financial autarky

. . ... Complete
Equilib-  Equilib- Equilib- markets
rium 1 rium 2 rium
Home Good 1 0.85 0.39 0.26 0.60
Good 2 0.15 0.61 0.74 0.40
Foreign Good 1 0.0 0.77 1.0 0.36
Good 2 1.0 0.23 0.0 0.64

Table 3: Labor allocations in different equilibria in Ex-
ample 1 from Section 4.3

There are three equilibria under financial autarky in this economy and a unique equilibrium under
complete markets. Labor allocations in all equilibria are provided in Table 3. Let us first look at
equilibria under financial autarky. Equilibrium 1 is the “standard” equilibrium — similar to the
ones we saw in Section 4.2, in which Foreign takes advantage of the terms of trade insurance by
specializing in its comparative advantage good 2. Equilibrium 3 is similar to equilibrium 1 in the
sense that in equilibrium 3 Foreign also exploits the terms of trade insurance. The difference is that
in equilibrium 3 Foreign captures production of its comparative disadvantage good 1 and leaves
little place for Home to produce good 1. In equilibrium 3 Foreign will not move more resources into
production of good 2 because its terms of trade act as a counter-insurance for this good, and Home
will not move more resources into production of good 1, because the relative price of this good is
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very low when Foreign’s productivity is high. Equilibrium 2 is an “intermediate” equilibrium, where
both countries rely on diversification of production instead of terms of trade to insure themselves
from low productivity in Foreign. In this equilibrium countries almost do not trade with each other
in the bad state of the world and rely on their domestic production.

Let us now briefly discuss the complete markets equilibrium. In this equilibrium both countries
diversify their production more than in all financial autarky equilibria. Nevertheless, we can directly
compare only financial autarky equilibrium 1 with the complete markets equilibrium. In both of
these equilbria countries incompletely specialize in their comparative advantage goods. At the same
time, in financial autarky equilibria 2 and 3 countries incompletely specialize in their comparative
disadvantage goods, and it is actually possible to find examples where in these kinds of equilibria
under financial autarky countries diversify their production more than under financial integration.

Example 2. The multiplicity of equilibria under financial autarky arises because firms’ expected
revenues from production of different goods are non-convex functions of labor allocations, if con-
sumers are risk-averse. The simplest way to see the non-convexity is to look at an example with
symmetric countries which are subject to i.i.d. shocks with the same variance.

Revenue from goods at Home, 7 ,()

Revenue from goods at Home, g 4(1)

0 0.5 1 0 0.5 1
Labor allocation to good 1, [ Labor allocation to good 1, [
- --Revenue from good 1 - --Revenue from good 1
—— Revenue from good 2 —— Revenue from good 2
(a)a=0 (b) a=0.9

Figure 6: Expected revenues from production of goods 1 and 2

Suppose that preferences over goods are Cobb-Douglas with equal expenditure shares (i.e., n =1
and a1 = ap = 1/2). Expected productivities are given by Ty = Tro =T and Ty = Tpy = 1.
There are two independent shocks: one affects production of both goods in Home only, and the
other affects Foreign only. Each of the shocks can take a low or a high value with equal probability.
The low value is equal to 1 —a and the high value is equal to 1+ a for both shocks, where a € [0,1).
Since shocks are independent, there are four equally probable states of the world corresponding to
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the four combinations of values of Home and Foreign shocks:

(1-a,1—a), ifs=1,
(I1-a,1+a), ifs=2,
Ap(s), Ap(s)) =
(An(s), Ar(s)) (1+a,1—a), ifs=23,
(1+a,14+a), ifs=4.

Let us search for symmetric equilibria only, i.e., for equilibria in which Home labor allocation
to good 1 is equal to Foreign labor allocation to good 2, Iy = lp2. Consider any symmetric
labor allocation in Home and Foreign such that g1 = lp2 = [ and lgs = g1 = 1 — [, where
[ € [0,1] (assuming that each country is endowed with one unit of labor). The goods market
clearing conditions imply that prices as functions of [ are given by:

p1(s;l) . Ag(s) (1 =1)+ Ap(s)TI
pa(s;l)  Ag(s)Tl+ Ap(s)(1—1)

Income in state s in Home as a function of [ is given by
I (s;l) = A (s)pi(s; DTL+ Ap(s)p2(s; 1)(1 —1),

and the expected revenues from production of goods 1 and 2 in Home as functions of [ are given by
raa(l) =Y h(s)An(s)Iu(s;1) P P(s; 1) ' Tpi(s; 1),

ru2(l) = Z h(s)Ag(s)Ig(s;1) PP (s;1)P tpa(s;1),

where P(s;1) is the Cobb-Douglas price index.

Suppose that p = 5 and T" = 1.2. Figure 6 depicts expected revenues rpg1(l) and rga(l) as
functions of [ for two parametrizations of shocks: ¢ = 0 and a = 0.9. The case with a = 0, depicted
in Figure 6a, corresponds to the certainty case. In this case the revenue functions are convex, and
the function for good 1 is always larger than the function for good 2. There is a unique equilibrium
in this case with [ = 1: since revenue from good 1 is always larger than the revenue from good 2,
Home allocates all labor to production of good 1. In the case with a = 0.9, depicted in Figure 6b,
the revenue functions are non-convex and intersect two times, resulting in three equilibria denoted
by points A, B, and C. The first two equilibria occur at the points of intersection of curves rg g1 (1)
and 7g,41(1). The third equilibrium is the same as in the certainty case with Home completely
specializing in good 1.

5 Theoretical Predictions for the Model with a Continuum of
Goods

In this section I analyze the model with a continuum of goods. As I discussed it earlier, in the
case of financial autarky with country-specific shocks the model presented here has a continuum of
equilibria. I first use the variant of the model with only one industry to show how the continuum
of equilibria arises and how it can be characterized. I also analyze of the variant of the model with
one industry for the case of complete financial markets and provide welfare comparisons of gains
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from financial integration on top of gains from trade. After that I move to the analysis of the model
with two industries.

Before we move on, it is useful to have the following Claim which applies to any structure of shocks,
either case of financial markets, and which is true regardless of how many equilibria exist in the
model:

Claim 1. Consider any country i = H, F and any industry g. Suppose that goods w',w" € Q from
industry g are produced by country i only. Then, in both cases of financial markets and for an
arbitrary structure of shocks,

(JJ/ UJ, —1 UJ, wl O'g —1
Dy (3) “i,g ll}g “ig

OJI/ ( ) - UJ” a’nd lw// - LU// b
pg (8 Fig 1,9 Fig

where s is any state of the world.

For proof see the Algebra Appendix. This claim says that for any goods, in which countries com-
pletely specialize, all prices and labor allocations are the same up to a good-specific normalization.
This property is the same as in the certainty case, and it is going to be the key property which
allows us to find expressions for aggregate quantities.

5.1 One Industry and Country-Specific Shocks

For the purposes of this subsection we can drop industry index g to keep notation simple. Then
shocks to countries are denoted by Ap(s) and Ap(s). Also, as usual, it is convenient to assume
that goods within each industry are ordered so that comparative advantage of Home falls with good
index w, i.e., 2§/2% is an increasing function of index w.

5.1.1 Financial Autarky

We can guess and verify that there exists a class of equilibria where goods are split into those
produced by Home only and those produced by Foreign only (see the Algebra Appendix for all
derivations). We focus only on these equilbira. Generally this framework results in equilibria
where the chain of comparative advantage in the goods produced by one country breaks. I do not
consider these equilibria. Let B be the threshold dividing goods produced by Home and Foreign,
so that goods w, such that 2%/2% < B are produced by Home. We need to find the conditions
which determine this threshold.

It follows from Claim 1 that prices are given by

P (s) = {AH(S) [zl"fl]:ll , ?f w 15 produced by Hom.e;
Ap(s)[2%] ", if w is produced by Foreign;
where Ap(s) and Ap(s) are some unknowns, which are part of the equilibrium solution. The
analogs of Ag(s) and Ap(s) in the certainty case are Home and Foreign wages. It is important
to note here that the above expressions for prices do not give us “out of equilibrium” prices: if a
country does not produce some good w in equilibrium, these expressions do not tell us what is the
price of this good that would make this country willing to produce good w.
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The ratio Ap(s)/Ap(s) defines the state-specific competitiveness of Foreign relative to Home in
the same manner as how in the certainty case the ratio of wages wr/wpy defines Foreign’s relative
competitiveness. We can show that for any two states s’ and s”:

Ap(s)/An(s) _ (AF<s'>/AH<s">>‘i
Ap(s")/Au(s") Ar(s')/An(s") '

Hence, the Foreign’s relative competitiveness changes from state to state. In the certainty case
Foreign’s competitiveness level is the supply side of the condition which determines the threshold
between goods produces by Home and Foreign. Since in the uncertainty case Foreign’s competitive-
ness changes across states, while the threshold B is determined ex ante, the link between Foreign’s
competitiveness and the threshold B is indirect. It can be expressed through the following quantity:
Ag(s)B

Ap(s)

In the certainty case the corresponding quantity is just 1.

A(s)

Next, in the certainty case, the equilibrium on the goods market is the demand side of the condition
which determines the threshold between goods produced by Home and Foreign. In the uncertainty
case, the equilibrium on the goods market pins down the link A(s) between competitiveness level
and the threshold:

B AH(S)LHT_l —o— 7%
A<S>—(MB ) ’ .

while the threshold itself remains undetermined. This gives rise to the indeterminacy of equilibria.
The link A(s) is directly related to Home’s terms of trade:

toty (s) m — A(s) <B—T£{TF> s (3)

where Ppp(s) and Ppp(s) are the price indices of goods produced by Home and Foreign. By the
definition of threshold B, the higher is B, the more goods are produced by Home. Hence, as we can
see from equations (2) and (3), the measure of goods produced by Home influences Home’s terms
of trade. The multiplicity of equilibria arises because, by capturing some measure of goods on the
margin for production, Home gets insurance for these goods through the terms of trade, leaving
no place for Foreign to produce these goods. This is exactly the same channel that gives rise to
multiplicity of equilibria in the case with two goods.

Using the Home and Foreign firms’ problems, we can find the conditions which put bounds on the
threshold B. Recall that the Home and Foreign firms’ problems result in the following complemen-
tary slackness condition (1):

S
) > 0 complementary to w, — Z U (8)p?(s)An(s)z: > 0.

s=1

Let us look at any good w which Home does not produce in equilibrium, i.e., {¥; = 0. The Home’s
firm complementary slackness condition implies that

S
S G (s)p°(s) An ()25 < wpr.
s=1
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Since good w is produced by Foreign, its price is p“(s) = Ap(s) [z}";]fl. Substituting this price into
the above inequality, we get:

w S

> Yu(s)An(s)Ap(s) < wy.

s=1

Similarly, by looking at any good w which Foreign does not produce in equilibrium, we get

w S
j% 3 wr(s)Ar(s)Ar(s) < wp.
H =1

Since 2%/2%; is a continuous function of index w, the above two inequalities for Home and Foreign
hold for the threshold good wp as well. Since B = 237 / z72 . we can combine the inequalities for
Home and Foreign to get the conditions for the threshold

Y1) An(9Ar(s) _ p wr |
wi S 1 e () AR (9)An (s)

The conditions for the threshold B are complex expressions, which involve endogenous quantities.
We can derive that

/ N Am () Ir(s)\’ _ ol
ZlewH(s)AH(s)AF(S):LiH.Zs/h(S)WFF<3)AF(SI)AH(S) (1+ H(S’)) B ()]
) P

wi Le S b () s () (A ()] (1 T

wp B Li . Zs’ h(s ) mrr (8') AH(S’)lfp <1 +

L v ArOAG) L gy () ﬁ;égz‘lms/)w (”IH(S/) Nt

where

|
LS
+
’_“

1 __o_
EH(S) = LHTI_O}FHH (S) ol my
is a short-cut introduced for convenience, m(s) is the expenditure share of Home on Home’s
goods, and mp is the measure of goods produced by Home. Contrary to the certainty case,
mrH(s) # mp, as can be seen from the corresponding expressions:

T
Mg = ——— 5>
B Ty v TeB0
TrB~Y
Mp = —————
E Ty ¥ TrB0
and
)\(S)ligTH
mrn(s) = mr(s) = Ns)'=eTy +TpB~9’
TrB~Y

mir(s) = mre(s) = A()1=oTy + TrB0
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Intuitively, since relative competitiveness of countries varies across states, the trade shares are
different, while the share of goods produced by each country is determined ex ante.

It is convenient to introduce notation for bounds on B:

b e Yr(s)An(s)Ar(s)
H =

WH
wp

S Ur(s)Ap(s)Am(s)

Expressions for by and bp are relatively simple when n =1, 0 =1, and p = 1:
-1
LF TH 0 / AH (5/)
by=—-—-B"" h
H LH TF (Z (5 ) AF(S/) 3
S

_Lr Th nAF ()
bp = B §h(s)AH(S,).

)

bp =

Note that, when there is no uncertainty, we get the familiar expression by = bp = ﬁ—F : ?—H - BY.
H 1F

As it should be clear from the above discussion, by and bp are endogenous quantities and they are
different across different equilibria. The smallest value for by is achieved in an equilibrium with
B = by, while the largest value for b is achieved in an equilibrium with B = bp. Let us denote
the corresponding values by by and bp. Then, in any equilibrium, goods w such that 25 /2% < by
are produced by Home, and goods w such that 2%/2% > br are produced by Foreign. The set of
goods between by and by can be labeled as a “set of disputed goods”. Each particular value of B
determines the split in the set of disputed goods between Home and Foreign: goods w such that
by < 2%./2% < B are produced by Home, and the rest is produced by Foreign. Each equilibrium
from the continuum can be associated with the percentage of disputed goods produced by Home
given by k = (B — EH) / (EF — BH) . Having this notation for k gives us a way to compare equilibria
for different values of volatility of shocks corresponding to the same value of k. In what follows, I
will call k-equilibrium an equilibrium corresponding to a particular value of k.

Let us now look at gains from trade. In any equilibrium they are given by:

1 L

GTy(8) = mun(s) a=1m, ° 7",

There is an interesting economic intuition behind this expression.'” Let us focus on some particular
equilibrium of our economy. Let us label the economy with this equilibrium by O (“original”).
Economy O is described by the threshold B dividing goods produced by Home and Foreign, by
trade shares m,,(s), and by the measure of goods produced by country n, m,. Now imagine an
Armington economy, where each country is forced to produce their measures my and mg of goods.
In other words, in this economy each country is exogenously assigned to produce exactly the goods
they produce in the economy O. Let us label this Armington economy by A. By the definition
of economy A, in the trade autarky of economy A countries produce their exogenously assigned
measures of goods mp and mp. Consequently, when in the economy A countries open up to trade,
the measures of goods they produce do not change, but the measures of goods they consume expand
to the full set of goods of the economy O. Hence, the gains from trade in economy A come from

the love for variety and are given by mp,(s) o—1.

107 thank Andrés Rodriguez-Clare for sharing with me this intuition.
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Next, let us look at the welfare gains from going from the trade autarky of economy O to the trade

autarky of economy A. These welfare gains come from two components. On the one hand, as we go

from the trade autarky in O to the trade autarky in A, we shrink the set of the consumed goods,
1

and, therefore, suffer a welfare loss of m,; ', which, again, comes from the love for variety. On the

other hand, there is now more labor available to produce each good. This gives as a welfare gain of
1
my ?. Therefore, the overall welfare gain from going from the trade autarky of economy O to the
1 1

0T o1

trade autarky of economy A, is given by m,, °

Finally, the welfare gains from going from the trade autarky of economy O to the free trade

in economy O, can be decomposed into (i) welfare gains from going from the trade autarky of

economy O to the trade autarky of economy A; (ii) welfare gains from going from the trade autarky

of economy A to the free trade in economy A (which is the same as the free trade in economy O).
1 -+t

Hence, the overall gains from trade in economy O are given by T, (s) ot my? 7!

5.1.2 Complete Financial Markets
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Figure 7: Labor allocations across individual goods

In the case of complete financial markets, there are regions of incomplete specialization even if trade
is free. Figure 7a shows how labor is allocated to individual goods when there is no uncertainty or in
the case of financial autarky. In these cases production of goods is split between Home and Foreign.
Figure 7b shows labor allocations to individual goods in the case of complete financial markets.
There is a region of incomplete specialization in the middle. Countries export (or import) different
sets of goods within that region in different states of the world. As the volatility of country-specific
shocks increases, that region becomes wider. The intuition behind why this region of incomplete
specialization occurs comes directly from the case of two goods. First, as countries financially
integrate, they take some part of each others risk, and need to reduce that risk by diversifying their
production. Second, after financial integration countries do not have to rely on the terms of trade
insurance. Hence, they can exploit their absolute advantage in the marginal goods in the states
when their productivity is high and rely on financial markets to insure from the states with low

productivity.

Because of the regions of incomplete specialization, it is hard to get analytic expressions (price
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indices, the share of goods produced by each country, welfare, etc.) in the case of complete financial
markets. These expressions have to be derived for each value of 6 separately, and they have very
different forms for different values of 6. In the regions of incomplete specialization price of any
good w is a function of both Home and Foreign efficiencies, 2%, and 2%. For example, if there are
no shocks to Home and the shock to Foreign can take only two values, prices in states 1 and 2 are
given by:

P (1) = (Ar()22 — 25 (Ap(2) - Ap()"
H F

P 2) = (45— 4r()22 ) (Ap(2) - Ap(1) .
F H

Expressions for price indices of such prices involve taking integrals of rational polynomial functions
having € in the powers of polynomials. While it is possible to find closed-form expressions for such
integrals, these expressions have very different forms depending on the value of . Therefore, to
solve the complete financial markets case in the most general form, I use the algorithm described
in Appendix A.

5.1.3 A Numerical Example

Parameter | Value

o 4
p 2
0 5
T, 1

Table 4: Parameter values for
the example with one industry

Let us now look at a numerical example which illustrates the effect of financial integration and
increased riskiness on the measure of goods produced in Home and Foreign as well as on welfare.
The elasticity of substitution between goods from different industries, 7, is irrelevant for this section,
because we have only one industry. The values of other parameters are provided in Table 4. The
uncertainty in the world is described by one shock, which applies to Foreign only, while Home has
no shocks. The shock to Foreign can take either a high or a low value with equal probabilities and
is parametrized by the number a € [0,1) in the following way:

l1—a, ifs=1
Ap(s) = ’
F(s) {1+a, if s = 2.

Below I show the measure of goods produced by each country and welfare as functions of the
volatility of shock to Foreign. It is more revealing to look at the measures of goods and welfare as
functions of log-volatility. I calculate this volatility as the variance of log deviation from the mean:

v [ars)] = B |(4es) - £ [4r )] )]
where

Ap(s) = log Ap(s) —log E[Ap(s)] .
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Such way of calculating volatilities in the static framework presented here corresponds to the volatil-
ity of growth rates (i.e., volatility of log deviations from a trend) in a truly dynamic framework.

Share of goods produced by Foreign, mp

Share of goods produced by Home, mpy

0.5 N
\\\ -
\\ -
N > ~
N -
NS S~
0 \ \ T \ 0 \ \ \ ——== T
1 3 5 7 1 3 5 7
Volatility of shocks to Foreign Volatility of shocks to Foreign
- --Fin autarky, by ---Fin autarky, bp - --Fin autarky, by ---Fin autarky, bg
—— Complete —— Complete
(a) Share of goods produced by Home, mzg (b) Share of goods produced by Foreign, mp

Figure 8: Shares of goods produced by Home and Foreign

Given the parametrization described above, there is a continuum of equilibria in the case of financial
autarky. Each of these equilibria is characterized by the threshold B and the corresponding value
of k. Each value of the threshold B defines the share of goods produced by Home and Foreign, m g
and mp. These shares are depicted in Figure 8 in the gray area between the dashed lines, which
correspond to the bounds by and bp within which the threshold B varies.

In the case of complete financial markets there is a unique equilibrium for each value of volatility
in Foreign. The solid red lines in Figure 8 depict the shares of goods produced by Home and
Foreign. These shares are calculated as part of the solution of the problem, and they include all
goods produced by Home and Foreign — not only the goods in which Home and Foreign completely
specialize. For example, in Figure 7b, the share of goods produced by Home is equal to the percent
of goods from [0, 1] for which the solid red line is above level zero. Among those goods, there is a
large share of goods in which Home incompletely specializes.

Not surprisingly, Figure 8 reveals that the measures of goods produced by Home and Foreign in
the model with a continuum of goods follow the same pattern as the amount of labor allocated to
goods in the framework with two goods (compare Figure 8 to Figure 4a). In the case of financial
autarky, increasing volatility in Foreign results in a smaller share of goods produced in Foreign
and a bigger share of goods produced in Home in any x-equilibrium. Intuitively, Foreign moves
resources into production of its best goods because these goods are insured by the terms of trade.
In the case of complete financial markets, increasing volatility in Foreign results in a bigger share of
goods produced in both countries. In this case both countries can benefit from the state with high
aggregate productivity in Foreign, if Foreign produces a wider range of goods. And both countries
rely on production in Home when aggregate productivity in Foreign is low.

Also, as Figure 8 demonstrates, for any x-equilibrium, financial integration leads to more diversified
production in Home and Foreign in terms of the share of goods produced by the countries: the
solid red lines are above the gray regions in Figures 8a and 8b. In this case the terms of trade
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insurance becomes not so important for Foreign, and Foreign exploits the comparative advantage in
a wide range of goods when its productivity is high. At the same time, Home insures Foreign from
the state with low productivity and, so, Home needs to absorb that additional risk by producing a
wider range of goods.
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Figure 9: Expected gains from trade for Home and Foreign

Figure 9 shows the gains from trade under financial autarky and complete financial markets. These
gains are calculated in the following way:

EUCe)] |
—_— , ifp>1
GT, = [[ ((Ccn(s))>)]] (4)
A0

where Cf(s) is country n’s aggregate consumption in the trade autarky and C,(s) is country n’s
aggregate consumption in the case of free trade with either complete markets or financial autarky.'!
So, the expected gains from trade measure the expected welfare increase resulting from going from
trade autarky to free trade.

Figure 9 demonstrates several things. First, there are always gains from trade: for any value of
volatility in Foreign and under both complete markets and financial autarky. Second, gains from
trade under complete markets are much larger than gains from trade under financial autarky for
both countries. Third, Foreign gains much more from trade than Home. Gains from trade under
complete markets are especially large for Foreign: in the extreme case, when the level of volatility
in Foreign is high, Foreign can gain as much as 800% from trade. And even for moderate values of
volatility in Foreign these gains are still large. Such large differences between gains from trade under
complete financial markets relative to financial autarky come from the fact that both countries can
exploit Foreign’s comparative advantage in production of a wide range of goods when aggregate

""Recall that if p > 1, then U (Cn(s)) = 125Cn(5)'™” < 0, and so the larger absolute value of U (Ci(s)) means the
lower utility in this case.
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productivity in Foreign is high, and can rely on Home’s production when aggregate productivity in
Foreign is low.

Next, Figure 9 demonstrates that, for each level of volatility in Foreign, the multiple equilibira
existing under financial autarky can be ordered in terms of welfare from the point of view of a
particular country. For example, the welfare in Foreign is the highest when it produces all disputed
goods, i.e., when B = by, which correspond to the green dashed line in Figure 9b. Intuitively, on
the one hand, when Foreign’s aggregate productivity is low, the disputed goods produced by Foreign
are insured through the terms of trade. On the other hand, when Foreign’s aggregate productivity
is high, Foreign has comparative advantage in the disputed goods, and, hence, Foreign benefits
from the fact that it produces these goods with productivities which are higher relative to Home’s
productivities in these goods. Note that for any level of volatility in Foreign, Foreign is always
better off from capturing production of all disputed goods. For Home the situation is different.
When volatility in Foreign is low, Home benefits from producing all disputed goods: the dashed
blue line is above the dashed green line in Figure 9a. In this case Home produces the disputed
goods with a safe technology and does not face high prices on these goods in the bad state of the
world (which happens if Foreign produces the disputed goods). However, if volatility in Foreign is
high, Home benefits more if it does not produce the disputed goods: the dashed blue line is below
the dashed green when volatility in Foreign is higher than 5. This happens because, by allowing
Foreign to produce the disputed goods, Home benefits from high aggregate productivity in Foreign
in the good state of the world, and this benefit offsets the losses from high prices on the disputed
goods in the bad state of the world.

The welfare analysis we have just done reveals that countries might be willing to pursue industrial
policies to move to a better equilibrium. Moreover, sometimes both countries can benefit from such
industrial policies. Nevertheless, all these gains happen on the margin, and the biggest benefit is
reaped when the countries open financially.

The potentially large gains from financial integration obtained in the framework of this paper
are in sharp contrast with the small gains from financial integration traditionally found in the
international finance literature. For example, in the classical paper by Cole and Obstfeld (1991)
the gains from financial integration in the model calibrated to the moments of the U.S. and Japanese
data are reported to be about 0.2 percent of output per year. The big difference in the gains from
financial integration is due to the fact that the international finance literature usually focuses on
consumption smoothing in endowment economies, and ignores the channels through which financial
integration can interact with comparative advantage and impact the production structure.

5.2 Multiple Industries and Industry-Specific Shocks

Let us now consider the case with multiple industries and industry-specific shocks only.!? This case
is very different from what we have just seen. One important distinction is that under industry-
specific shocks the equilibrium is unique for any structure of financial markets. The purpose of this
section is to demonstrate that the main effects from the model with 2 goods are in action on the
aggregate level in the model with a continuum of goods. So, we are interested to look at the effects
of increased riskiness and financial integration on aggregate labor allocations. Also, we will look
at welfare to compare the outcomes with the previously considered case of a single industry with
country-specific shocks.

12566 the Algebra Appendix for all derivations.
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Since there are only industry-specific shocks, we can drop country index from the notation for
shocks: A, 4(s) = Agy(s). One can show that in this case there is a unique equilibrium in which
goods in each industry are split into those produced only by Home and those produced only by
Foreign. Suppose that goods within each industry are ordered so that comparative advantage of
Home falls with good index w. Let B, be a threshold dividing goods produced by Home and Foreign

in industry g, so that goods w, such that 2% / 214 < Bg, are produced by Home. Then for both

cases of international risk sharing

B — Tva . LFvg 714"»#9
! Trg Lug '

The same expression is true for the certainty case as well. The difference between the certainty
case, complete financial markets, and financial autarky will be in the amount of labor, L,, 4, devoted
to each industry.

Let us now look at trade shares and labor allocations. Trade shares are the same for all states of
the world:

e
Tig+ TrgBy?
TryB,"°
Thy+ TryBy"
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This is the same expression as in the certainty case. The difference is in the value of threshold, Bj.
Allocation of Home labor for the case of complete financial markets is given by the expression:
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Similarly, for the case of financial autarky:
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where Z(s) is given by the same expression as in the case of complete financial markets. Note
that the expressions for labor allocation in the case of complete financial markets and financial
autarky differ only in the term (1 + I (s") /Iy (s'))”, which enters the sums in the case of financial
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autarky. If consumers are risk-neutral, p = 0, then the financial markets structure has no impact
on labor allocations across industries (but the allocations are different from the certainty case). If
preferences over industries are Cobb-Douglas, n = 1, then in both cases of financial markets:

Luy oy mong

LH,g" ag// ﬂ-HH,g" ’

which does not depend on the shocks and is the same as in the certainty case.

Let us now look at the examples of labor allocations for the case of two industries, which are
mirror images of each other in terms of parameters 1" of Fréhet distribution: T 1 = Tpp = 1 and
Tho = Tr1 = 2. With this parametrization Home has comparative advantage in industry 2, while
Foreign has comparative advantage in industry 1. All other parameters are identical for the two
countries: p = 2, 0 =5, 01 = 02 = 4, n = 0.8 or 2. Let industry 1 be a safe industry, while
industry 2 be subject to a shock which can take a high or a low value with equal probabilities:

l1—a, ifs=0
As(s) = ’
2() {1+a, ifs=1,

where a € [0,1).
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Figure 10: Aggregate employment in the risky industry

Figure 10 demonstrates that the patterns of aggregate labor allocations in the model with a con-
tinuum of goods are similar to the patterns of labor allocation in the model with two goods (the
only difference is that having continuum of goods allows us to achieve smoothness of the outcomes).
First, financial integration makes both countries more specialized in their comparative advantage
industries: the solid lines are outside of the dashed lines in both Figures 10a and 10b. Second, as
volatility of shocks to industry 2 increases, both countries pull labor out of this industry if n > 1,
and put even more labor into this industry if 7 < 1. Intuitively, similar to the case with 2 goods, if
n > 1 and industry 2 becomes riskier, then it makes sense to substitute its goods with goods from
the safer industry 1. On the other hand, if n < 1, industry 2 goods are important for consuming
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Figure 11: Expected gains from trade

goods from industry 1. And so, as industry 2 becomes riskier, it is important to invest even more
into this industry, to make sure there is enough output in bad times.

Figure 11 shows the expected gains from trade calculated using formula (4). As we can see from
Figure 11, the expected gains from trade do not change much as volatility of shocks to industry 2
increases. The gains from financial integration on top of the gains from trade (measured as increase
in welfare resulting from allowing international risk sharing) are small in this case as well. These
small gains are related to the fact that in case with 7 = 1 both cases of financial markets for any
level of volatility in industry 2 result in the labor allocations and trade shares the same as in the
certainty case. Hence, if n = 1, the expected gains from trade for any level of volatility and any
structure of financial markets are just the same as in the certainty case. Then, as we vary 7 around
1, the gains from trade do not change much.

5.3 Multiple Industries and Country-Specific Shocks

In this section we focus on the country-specific shocks and shut down the industry-specific shocks:
Apg(s) = An(s).!® Formal analysis of the economy with multiple industries is similar to analysis
of the economy with a single industry, which we have already done. So, in this section we start
right away with a numerical example.

Let us look at aggregate labor allocations and gains from trade in an example similar to the one
we analyzed in the case of industry-specific shocks. All parameter values are the same as in the
example with industry-specific shocks. The only difference is that now only Foreign is subject to a
country-specific shock, while Home is a safe country. The shock to Foreign country can take one
of two values — low or high — with equal probabilities:

l1—a, ifs=0
Ap(s) = ’
r(s) {1+a, ifs=1,

where a € [0,1).

Figure 12 depicts aggregate labor allocations in industry 2 for n = 2 and n = 0.8. Let us first
look at Figure 12a corresponding to n = 2. The two green dashed curves in Figure 12a bound
labor allocations in Foreign for all possible k-equilibria. As we can see, these curves are very close

13See the Algebra Appendix for all derivations.
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Figure 12: Aggregate employment in the risky industry

to each other, meaning that there is not much variation in aggregate labor allocations in Foreign
across different k-equilibria. The variation in aggregate labor allocations across x-equilibria is even
smaller (almost non-existent) for Home: the blue dashed curves in Figure 12a basically coincide
with each other. The situation is similar for the case with n = 0.8 depicted in Figure 12b.

Similar to the case with two goods, we see from Figure 12 that financial integration leads to more
diversified production structure in terms of aggregate labor allocations: the solid curves are outside
of the dashed curves on both Figures 12a and 12b. An increase in riskiness makes Foreign devote
more labor to its comparative advantage industry 1 under financial autarky, because this industry
is insured by the terms of trade: the green dashed curves are decreasing on both Figures 12a
and 12b. In the case of n = 2, Home also devotes more resources to industry 1, to diversify its
risks of possible adverse terms of trade in the state with low aggregate productivity in Foreign.
In the case of n = 0.8, the response of aggregate labor allocations in Home to increased riskiness
is non-monotonic. For small levels of volatility in Foreign, Home puts more labor into industry 2
in response to increased riskiness. This happens because, as riskiness increases, Foreign produces
less of goods from industry 2, but both countries need these goods because they complement
consumption of goods from industry 1. So, Home starts producing more of goods from industry 2.
At the same time, Home faces adverse terms of trade in industry 2. So, Home has incentives to
move labor out of this industry. As riskiness in Foreign becomes too large, the terms of trade effect
dominates, and the aggregate labor allocation in industry 2 in Home falls.

Under complete financial markets both countries diversify their aggregate labor allocations in re-
sponse to increased riskiness: Home allocates more labor to industry 1 and Foreign allocates more
labor to industry 2. Again, this is driven by the same effect, which we saw in the case of two
goods: by diversifying production both countries can benefit from the state with high aggregate
productivity in Foreign, and both countries rely on production in Home to hedge the risk of low
aggregate productivity in Foreign.

The patterns of gains from trade in the case with two industries — depicted in Figure 13 — are
very similar to the corresponding patterns in the case with one industry. The only difference is
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Figure 13: Expected gains from trade for Home and Foreign for n = 2 and n = 0.8

that now the gains from trade in the case of complete financial markets are even bigger for Foreign:
they can go as high as 1200% in the case with two industries versus 800% in the case with one
industry.

6 Conclusions

This papers provides careful analysis of the standard 2 x 2 Ricardian model with uncertainty — a
variant of the Helpman-Razin model. This analysis reveals that — contrary to the prevailing view
— the effect of financial integration on production structure of countries is ambiguous: this effect
depends on the structure of TFP shocks and preferences. Under industry-specific shocks coun-
tries can become more specialized after financial integration, while under country-specific shocks
countries can become more diversified after financial integration. The analysis also shows that
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the Helpman-Razin model generally has multiple equilibria, which was overlooked in the earlier
literature.

Introduction of the continuum of goods into the Helpman-Razin model preserves all interesting
effects and makes the multiple equilibria “manageable”. Building the model with a continuum
of goods is a critical step towards quantifying with data the effects of financial integration and
increased riskiness as well as measuring the welfare gains from financial integration on top of the
gains from trade. The international finance literature traditionally finds small gains from financial
integration. Preliminary welfare analysis of the framework with a continuum of goods presented in
this paper shows that the gains from financial integration can be significant: up to several hundred
percent in terms of welfare. The next natural step in research on the topic of the current paper
will be to bring the presented framework to data.
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Appendix A: Solution Algorithm

A.1 System of Equations for the Modified Model

Let p‘;{n,g(s) be the price of the good w produced by country n in industry ¢ in state s. We have
to find p‘;in,g(s)a p‘;(s), Pg(8)7 P(S)’ JZU,,;’Q(S), Xn,g(s)v In(s)7 H%,g(s)’ H?L),gv l%,ga Wn, which solve the
following system of equations:
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A.2 Discretization Scheme

The most straightforward way to solve the model in the general case is to discretize the continuum
of goods, i.e., randomly draw a finite number of efficiencies 2}, from corresponding Fréchet dis-
tributions.'* This is the strategy I follow in the current paper. However, the discretization brings
two related problems, which we should be aware of.

First, the Fréchet distribution has infinite support and a fat tail. Any discretization scheme will
necessarily truncate the support, throwing away some part of the tail. This introduces a truncation
error into the solution, which can be substantial. To get a sense of this problem, imagine that we
have a Dornbush-Fisher-Samuelson economy (Dornbusch et al. (1977)) with the underlying Fréchet
distribution of efficiencies of production and totally identical countries. Suppose that we take 1000
random draws of efficiencies for each country. There is a big chance that one of the countries
(say, Home) will get a draw much further down the tail than the other country (Foreign). If that
happens, Home becomes a much more technologically advanced economy. As a result, the trade
shares and wages will be significantly altered.

Second, as it is well known, the standard error of an integral computed by Monte Carlo integration
is inversely proportional to v/M, where M is the number of draws.'® In other words, to get one
more digit of accuracy in aggregate values, we need to take 100 times more draws. This exponential
growth of the number of points needed to get accurate solutions can be a limiting factor in solving
the model.

Clearly, the two problems mentioned above are not specific to the model presented here. Any model
with a fat-tail distribution, which needs to be solved by discretization, suffers from these problems.
A natural question to ask here is why would we want choose the Fréchet distribution in the current
paper, if we solve the model numerically anyway? One reason for choosing the Fréchet distribution
is to stay as close as possible to the existing trade models of comparative advantage (Eaton and
Kortum (2002) and Costinot et al. (2012)). Another reason is that with the Fréchet distribution
we can actually go a long way in charaterizing the solution in the special cases (free trade and only
country- or industry-specific shocks).

To mitigate the discretization errors, I propose the following approach. Suppose we choose M
discretization points. Then for every country-industry we first construct a non-random sample of
efficiencies z)") by taking M equidistant points on the interval [0,1] and translating them into the
Fréchet distribution:

zm 1 m _%
Zng = —mlnu )

m— 0.5
u=—— m=1,...,M.
M
After that we make the sample pseudo-random by shuffling indices of goods for each country-
industry, i.e., for each country-industry, we take a random permutation (wi,...,wys) of indices
(1,..., M) and reassign efficiencies:
Zng = Zng

The sample obtained this way has two advantages over the regular Monte Carlo sampling. First,
it gives stable solutions: it preserves the order of countries in terms of their levels of technology.

14 An alternative approach can be to approximate price distributions with some basis functions.
15See, for example, Section 8.2 in Judd (1998).
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Second, it reduces the variance of numerical errors. Thus, we need fewer points to achieve the same
level accuracy comparing to the regular Monte Carlo sampling. In the current work, I was able
to achieve much better results by using this discretization scheme over the regular Monte Carlo
sampling.

A.3 Coping with Complementary Slackness Conditions

Solving the above equilibrium system of equations is a non-trivial task, because it involves comple-
mentary slackness conditions. A direct way to cope with them is to use a complementary slackness
solver. As of today, the best complementary slackness solver is PATH described in Ferris and
Munson (1999). When applied to the above problem with a small number of discrete points (e.g.,
M = 500), it gives great results. However, to get accurate aggregate solutions, we need at least
10,000 points. As we increase the number points, we increase the number of complementary slack-
ness conditions. With 10,000 points the memory requirements for PATH and the time of solution
become too restrictive to use PATH on, say, desktop computers, or laptops, or even on bigger
machines.

In the current paper I use an indirect approach to cope with complementary slackness conditions.
I modify the model by introducing an artificial requirement that each country n buys each good w
from all countries. Varieties of good w produced by different countries are combined by the CES
utility function with elasticity o’. The equilibrium system of the modified model does not involve
complementary slackness conditions. As elasticity o’ goes to infinity, the artificial requirement
disappears, and the modified model converges to the original model. Presumably, the solution of
the modified model also converges to the solution of the original model. I assume that it is true.

We can find an approximate solution of the original model by solving a sequence of modified models
corresponding to an increasing sequence of elasticities {U&}dDzl and using the solution of the model
with o/, as a starting point for the system of equations corresponding to o7, +1- The value of o’
should be large enough so that the change in the aggregate outcomes from o/, ; to o7, is small. In
my calculations I always use o, = 217 = 131,072. In practice, most of the time of the algorithm
is spend in computing powers of ¢’ and 1/0¢’. Since we are free to choose any increasing sequence
of {aé}dDzl, it is best to use powers of 2: o = 29, d = 1,...,D. Taking any number to power
o’ generally requires at least log, o’ multiplications, with exactly log, o/ multiplications when o’ is
a power of 2. So, if we choose o/, = 2¢, we need to make the least theoretically possible number
of multiplications each time when we take powers of ¢/,. The reduction in solving time can be
significant: several times faster comparing to a random sequence of o’.

The nonlinear system for the modified model can and must be solved by the fixed point iteration.
The reason for this is that for large values of ¢’ the gradients of the equations are numerically
unstable. So, the regular Newton’s method cannot be applied here. When using the fixed point
iteration, we also need to use damping.

There is one more crucial detail which is important to know when using the suggested approach
with increasing elasticities. Solving the equilibrium system requires evaluating expressions of the
following kind:

1
l1—0o

!/

N ’
=1
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As o’ becomes large, it is likely that the direct evaluation of such expression will result in arithmetic
overflow. Instead, one has to evaluate the following (theoretically equivalent) expression:

/

N p 1—o’ ﬁ
P = Pmin [Z( : > ] )

i=1 pmln

with
Pmin = ml.in {pz} .

Only with transformations of this kind we are able to use elasticities o’ as large as 2'7.
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