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The Macroeconomic Effects of World Trade

Unlike the United States, which has placed very few re-
strictions on the ability of domestic residents to invest
abroad or foreigners to invest domestically, most countries
have in the past chosen to substantially restrict internation-
al capital flows. Recently, though, there has been move-
ment toward more open financial markets. The interna-
tional component of this recent liberalization of financial
markets has included reduced restrictions not only on bor-
rowing and lending internationally, but also on the trade
of more sophisticated assets, such as stocks, and the hold-
ing of deposits denominated in foreign currencies. The ex-
tensive international portfolio diversification which more
integrated international financial markets would allow has
not as yet materialized (French and Poterba 1991, Tesar
and Werner 1992). However, since such a diversification
would enable countries to mitigate the risk associated with
fluctuations in domestic output by reducing their impact
on domestic wealth and thus raise welfare, the degree of
international diversification is likely to increase in the near
future as transaction costs decline and information about
the various opportunities becomes more widespread. (See
Svensson 1988 for a discussion of the motivations for
trade in risky assets.)

As world financial markets become more integrated
and people more internationally diversified and hence
more insulated from domestic economic shocks, they are
at the same time more exposed to foreign shocks. As a re-
sult, the extent to which events in foreign countries, such

as the recent decline in the Tokyo stock market, affect the
United States and other economies will probably increase.
This may substantially alter the response of a country’s
economy to normal business cycle shocks. Economists
have not as yet developed models which can provide
much insight as to the potential effects of an increase in
international diversification on the volatility of key macro-
economic aggregates. This article develops a very simple
model in which output fluctuations are induced by pro-
ductivity shocks. I use this model to examine the likely
impact of increased financial integration.

The article focuses on the impact of the increasing
trade of sophisticated financial assets. With such assets,
the payoff on an asset is state-dependent or -contingent;
hence, these assets can induce large ex post income or
wealth transfers. While such assets can be particularly ef-
fective in helping to diversify risk, they also induce an ad-
ditional channel through which economic events in one
country can impact on another country. Without these as-
sets, the only channel for a country’s productivity shocks
to affect the agents in another country is changes in rel-
ative prices, such as the world real rate of interest. With
free trade in state-contingent assets, there is an additional

*This is a revised version of a paper published in the International Economic Re-
view (May 1988, vol. 29, no. 2, pp. 237-59): “Financial Structure and Intemational
Trade” by Harold Cole. The article appears here with the permission of the University
of Pennsylvania. © All rights reserved.






