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Introduction

® Tremendous rise in cross-border capital flows since 1970
® Reallocation of capital has profound implications for

- world output
- the distribution of individuals’ income across and within countries

Question:

Who wins and who loses from financial globalization?
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This Paper

@ Start from international investment gravity model (Pellegrino,
Spolaore, and Wacziarg, 2021)

® Wedge accounting framework to estimate barriers to asset trade
since 1970

® Use model to quantify effects of financial globalization on world
output, cross section of wages and returns on portfolios
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An International Investment Gravity Model

® World:  countries
® Three factors

® Immobile: labor and natural resources
® Imperfectly mobile: capital
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An International Investment Gravity Model

® World:  countries
® Three factors

® Immobile: labor and natural resources
® Imperfectly mobile: capital

® Returns to capital vary by destinations
=> a gravity equation for foreign assets demand
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A Wedge Accounting to Estimate Barriers to Asset Trade

® Use panel of external assets, liabilities and domestic share of
portfolio 77j;.

4/8



A Wedge Accounting to Estimate Barriers to Asset Trade

® Use panel of external assets, liabilities and domestic share of
portfolio 77j;.

® Assume T; = 7" - T

(.

4/8



A Wedge Accounting to Estimate Barriers to Asset Trade

® Use panel of external assets, liabilities and domestic share of
portfolio 77j;.

® Assume T; = 7" - T
- barriers on incoming flows at destination
- barriers on outgoing flows at origin

- Ex: capital controls, dividend taxes, risk of expropriation, ...

4/8



A Wedge Accounting to Estimate Barriers to Asset Trade

® Use panel of external assets, liabilities and domestic share of
portfolio 77j;.
® Assume T; = 7" - T
- barriers on incoming flows at

- barriers on outgoing flows at origin
- Ex: capital controls, dividend taxes, risk of expropriation, ...

® [dentify Tii“ with worldwide capital market clearing
External Liability = TI1° ( ) x External Asset
® [dentify Tj"”‘ with domestic share of portfolio 7
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Falling Barriers to Asset Trade and Correlates

® Average implicit tax has fallen
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Falling Barriers to Asset Trade and Correlates

® Average implicit tax has fallen
® Significantly correlates with

- capital controls (origin, destination)
- corporate tax (destination)
- investment safety (destination)
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Winners and Losers: Counterfactual

We compare two equilibria:
® with financial globalization: actual barriers

® without financial globalization: barriers fixed at 1970 level
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Financial globalization leads to

(I) Lower world output by 4%

7/8



Winners and Losers: Counterfactuals

Financial globalization leads to

(I) Lower world output by 4%

® Capital flow from capital-scarce to capital-rich countries

7/8



Winners and Losers: Counterfactuals
Financial globalization leads to

(I) Lower world output by 4%
® Capital flow from capital-scarce to capital-rich countries

=

o -

L=

@cy

=]

=

=+
@«

oW ,

%8 il us 19 M
=g
Q
o
(=]
-l

o

8 NG uy

ol 1]
§ T
3 PE
T T T T
6 10 12

log(GDP per Capita)
7/8



Winners and Losers: Counterfactuals

Financial globalization leads to

(I) Lower world output by 4%
® Capital flow from capital-scarce to capital-rich countries

® Explanation 1: Financial Globalization has been uneven

7/8



Winners and Losers: Counterfactuals

Financial globalization leads to

(I) Lower world output by 4%
® Capital flow from capital-scarce to capital-rich countries
® Explanation 1: Financial Globalization has been uneven

® Explanation 2: Size effect in portfolios

7/8



Winners and Losers: Counterfactuals

Financial globalization leads to

(I) Lower world output by 4%
® Capital flow from capital-scarce to capital-rich countries
® Explanation 1: Financial Globalization has been uneven

® Explanation 2: Size effect in portfolios

(IT) Increase in inequality of output per capita across countries

7/8



Winners and Losers: Counterfactuals

Financial globalization leads to

(I) Lower world output by 4%
® Capital flow from capital-scarce to capital-rich countries
® Explanation 1: Financial Globalization has been uneven

® Explanation 2: Size effect in portfolios

(IT) Increase in inequality of output per capita across countries

(IIT) Within high-income countries,

® Wages 1: Influx of capital raises marginal product of labor
e Portfolio returns |

@ Decline in returns on local assets + Home bias
@ Partially mitigated by diversification of portfolio
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Conclusion - Contributions

@ Develop wedge accounting in an international investment gravity
model to assess financial globalization

® Find that financial globalization has led to lower output, higher
inequality across countries, and lower inequality within
high-income countries.
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Correlates of Fin. Glob. Wedges

(e)) (@) 3

VARIABLES log(T;j) log(T;) log ()
Capital Controls - i (JW) -0.386%***

(0.108)
Capital Controls - j JW) -1.528%%*

(0.147)
Capital Controls - i (CI) -0.070%**

(0.018)
Capital Controls - j (CI) -0.737%%*
(0.027)
Capital Controls - i (FKRSU) - 437w
(0.108)
Capital Controls - j (FKRSU) -0.549%**
(0.154)

Corporate Tax - i -LOT1**x 1 5T8EE ] 1T70%**

(0.418) (0.280) (0.409)
Investment Safety - i 0.156%*%* 0.115%%* 0.142%%**

(0.022) (0.016) (0.019)
Observations 221,337 483,065 174,154
R-squared 0.056 0.116 0.021
Year FE Y Y Y
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Output Gains with Financial Globalization

Gains in Percentages
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Figure: Output Gains due to Financial Globalization
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Capital account liberalization
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Figure: Chinn-Ito Index for High and Low-Income Countries
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First, Second and Third Quartiles of Implicit Tax
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Output per capita
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Figure: (Log) change in output per capita due to financial globalization



Wages
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Figure: (Log) change in wages due to financial globalization



Returns to capital
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Figure: (Log) change in returns to capital due to financial globalization
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Portfolios gross returns

=]

=

=

@PFE
@NG

21 oRU
Fit) [+] IQJIR
g B KR
g oN S25R ot -

o Al r @24 HR

g ég @8y °'s %‘W . an
— opL REE F

S ouG @O

OKE g T L
RO 3
LAY N e = bl e 5. 9
o \.5TRO HU @ MT §$t oo Ly
PT
v 84z @ . J\;g =
oW b
& @R
2 | ®GE
2
ecy
T T T T
6 10 12
log(GDP per Capita)

Figure: (Log) change in portfolio returns due to financial globalization
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