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A  Model Details

A.1 Households and Governments

Let V7 (V") denote the nominal price of shares in home (foreign) firm z (z*) during period t,
D7 (Dj") denote nominal dividends issued by the firm, and z7,; (27, ) denote the representative
household’s holdings of shares in home firm z (foreign firm z*) entering period ¢ + 1. The budget

constraint of the representative home household is:
a 1 .
/ Viai, dz + St/ VE xfdz" + PCy + BTy
0
a ’ 1 * * *
- / (V7 + Df) widz + 5t/ (V" + 0§ ) ' d* + WL, (36)
0 a

where T} is lump-sum taxation, & is the nominal exchange rate (units of home currency per unit
of foreign), and W; is the nominal wage. The foreign household’s budget constraint is similar.
Equation (1) follows from (36) by imposing the balanced budget constraint of the government
(T; = Gy, where G is aggregate per capita home government spending), symmetry of firm behavior
in equilibrium (implying equal share prices and dividends across firms in each country), dividing by

the price level and denoting real variables by lower case letters, and using PPP and the following

definitions:
a
/ r{,1dz = ax{, ;= x4y1 = share of home equity held by the representative home household,
0
1
/ xf_?ldz* = (1-a) mtzjrl = x;,, = share of foreign equity held by the representative home household.
a

Equation (2) follows similarly from the foreign household’s budget constraint, defining:
a
/0 x5 1dz = awxl 1 = T«q1 = share of home equity held by the representative foreign household,

1
/ a? qd2* = (1—a)a? 4 =a%,,, = share of foreign equity held by the representative foreign household.
a
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A.2 Firms

Home firm z produces output with linear technology using labor as the only input:
Y;SZ = Z f7

where Z; is aggregate home productivity.

Home firm z faces demand for its output given by:

—0 —w
2 Pe(2) Py 2 —0 0—w
v = < Py > ( P, > Y= (RP T (RR)TYE,

where RP? = p;(z)/ P, is the price of good z in units of the world consumption basket, RP;, = Pp/ P,
is the price of the home sub-basket of goods in units of the world consumption basket, and Y,V is
aggregate world demand of the consumption basket.

Firm profit maximization results in the pricing equation:

0 Wt
Pf=———.
BB 0—12%

Since RP7 = RP; at an optimum, labor demand is determined by

Li =1L, =RP7“~—

B Model Solution

We solve the model by using the technique developed by Devereux and Sutherland (2011) and Tille
and van Wincoop (2010). The technique combines a second-order approximation of the portfolio
optimality conditions with first-order approximation of the rest of the model to obtain the optimal
steady-state portfolio composition. Since we impose no cost of adjusting the net foreign asset
position or other stationarity inducing device for transparency of results, there is no restriction
in the model to pin down endogenously the steady-state level of overall net foreign assets. As
customary in this situation, we assume an initial, symmetric steady state with zero net foreign
assets. In this steady state, RP = RP* =1, and y = y* = L = L* = 1 by appropriate choice of x.
With nfa = 0 and RP = 0, it follows immediately that steady-state consumption is C = C* = 1—-G.
Income distribution is such that: d = d* = 1/0 and wL = w*L* = w = w* = (0 — 1) /6. Hence,
Euler equations for equity holdings imply v = v* = 3/ [(1 — () §].
Now, log-linearizing (10) around the symmetric steady state with zero net foreign assets, we
have:
1

~ ~ ~ l—a ~
nfat+1=6nfat+§t+ P—(1-a)CP -

(1-a)G
71—Gyt 4~

~D
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where:
N o

— D
“EEI-o

From equation (14), it follows that GDP and consumption differentials are related by:

p_(Q+p)w=1),p ¢lw-1)
yf) w—WZtD - mCtD- (38)

Hence, (37) becomes:

S 1 (—at=1)
nfa’t+1 — B ft+£t+ (1_G)((JJ+(’D) Zt
pw=1) A (1—a)G »
SRl B s Yo | K wrea (39)

Log-linear versions of Euler equations for home and foreign consumption imply that the con-
sumption differential is such that:
ECE, =CP. (40)

Since we are introducing no adjustment cost in net foreign assets or other stationarity-inducing
device, the consumption differential is subject to familiar random walk behavior.
Equations (39) and (40) have solution:

CA’tD = nepgnfar +ncpzp Zf) + nngDG',P + nepeys (41)
nfagyr = nfag+n,zp ZAtD + NaD étD + Mgt (42)

where we guess that the elasticity of net foreign assets entering ¢ + 1 to net foreign assets at the
start of period t is n,, = 1 because the model features no mechanism to generate stationarity of
net foreign assets. (A convex cost of adjusting net foreign assets, or other stationarity-inducing
devices, would pin down a unique, deterministic steady-state level of net foreign assets by making
expected growth of the marginal utility of consumption a function of net foreign assets in the Euler
equations. This would also imply 0 < 7n,, < 1, ensuring stationary net foreign asset dynamics in
response to temporary shocks. See Ghironi, 2006, for more details.)

The elasticities 7 in (41) and (42) can be obtained with the method of undetermined coeffi-
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cients. This yields:
c(1-p1-G)(w+v)

TePa = BA-a)e(1-G)(w+e) +ew—1)]
vy — o(1—B)(w—1)(1+¢)

s (1-Boz) e (1-G)(w+¢) +pw-1)]
neven = — c(1-p5)G(w+y)

(1=Bpg)c(1-G)(w+e¢)+¢ow-1)]

I c(1-8)(1-G)(w+y)

T 1-a)e(1-G)(wte) +ew-1)]
oy = Bl -a)w-1(1+y)

7 (1-Boz)(1-G)(w+p)

ey — _BU=06)G(-a)

“c (1 Bog)(1—-G) "

Nae = B.

Now, log-linearizing the Euler equations for holdings of home and foreign shares in each country

and taking the difference yields:

0P = B, [BoB1 + (1 - B)d . (43)

Recall that income distribution with Dixit-Stiglitz preferences is such that dividends are a propor-

tion 1/6 of GDP in each country. Therefore, d:/df = y:/y;, and equation (38) determines also the

dividend differential in log-linear form. It follows that:

¢Z(1_5)<1+w)<w_1)2t[)—(p(w_l)(l_ﬁ)CA'tD. (44)
W+ o(w+p)

The solution for 9 then takes the form in equation (30). Substituting the guess (30) and

of = BE, Vit

its t + 1 version into (44), using the solutions for Ct and n fat+1, and applying the method of

undetermined coefficients yields the elasticities in (30):

plw—-1)1-p5)1-G)

TP Bl-a)o(l-G)(w+e) +ew-1)
oy — =1+ @ =100, (1= C) @ +¢) —pw—1)(1-6y)]
v (1= Bo7) @+ ¢) [0(1—G)(w+¢)+¢w—1) ’
N Gp(w—1)(1- )

v (1—Boc) [0 (1-G)(w+p) +ow—1)

e plw—1)(1-8)(1-G) |

v I-a)[0(1-G)(w+¢)+¢w—1)

Given the solution for C” and the log-linear equation for dP implied by (38) and dP = §P,

we also have the solution for dP:

AP = ngoanfas + 070 ZP +ngpeoGP + UdDgét» (45)
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with:
plw—-1)(1-p5)1-G)

Ta = TRA- ) 0(1-G) (Wt +pw—1] @
pn — (@)@ =D B —1) (1= 65) 0 (1= 6) (1-G) (w +)
vz (1= Boz) @+ 9) [0(1—G) (w+9)+¢w—1)] ’

Gew—-1)1-7)

Ngpgp = (1—ﬁ¢0) [U(l_G)(w+<P)+<P(w—1)] = NyDaD,
nape = — plw=—1)(1-p)(1-0) s
dP¢ (1—a)fo(l1-G)(w+ @) +¢(w-—1)] wDe-

The next step in solving for the steady-state portfolio consists of showing that the excess return
f?tD is a linear function of innovations to relative productivity and government spending. For this

purpose, recall that
RP = —pop — (1= B)dP + o2, = — |BoP + (1 - B)dP | + 0P,

However, the following results hold:

by o ele-DO-AO-G)

P B (-G @+ e) +elw—1)
c(1-f)w-1)(1+9) (-G

(1= 8670 (1= ) (w+¢) +o(w—1)

Gy (w=1)(1-5)
Feoge (L= PhavGe = 6P = 1 5o 3o (1- ) (w + 9) + p(@— ]
by P18 (1-0)

P T (-G) et w1

anDa + (1 - 6) Ngbgq —

Bnyozo + (1= B)ngpzp =

Bnyoe + (1 = B)ngpe =

Hence,

5D P c(1-8)(w—11+¢)(1-G) p D R
o = e S G o (1= G) w )+ p(w— 1)) ¢ erar G T Theee FOm
Or:

A 2 1-— -1)(1 1-G - A A
REPI = _nvDanfat+1_ (1 _(;EZSZ) [f)(iw_ G))(EJJ __1_‘_:0)0))_('_ © (w)_ 1)] Zte—l_nvDGDGEFI_nUDEStJrl—'_@tD'

Taking (30) into account, it follows that:
c(1-B)w=-1)1+¢)(1-G)
1=B¢7)[0(1-G)(w+ ) +ew-1)
e GtD-&-l + NybGD GtD - UngftJrl + nuDgft
_ ;o a Yy o(1=8) w11+ (1-G)
= o (nfaess =nfu) G 6 o)+ e =T
ocn (6P~ GP) —nyne (6~ &)

Zt[—)H + nUDZDZtD

Rt[—)‘rl = _nvDanfat-i-l + nvDanfat - (

5D )
Ziiq +nyp g0 2]
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Now, use the solution for net foreign assets (42) and the assumptions

t+1 ¢ZZ +€t+l7 Gt+1 quG +€t+1

Then:
5D 5D AD P oc(1-B)(w—-1)1+¢)(1-G) 7D
Rt+1 - _nvDa(naZDZt + naGDGt + nagft) - (1 — /B¢Z) [O’ (1 — G) (w + QO) + o (w — 1)]€t+1
c(1-B)(w-1)01+¢)(1-G)¢z .p 5D
_ Z Dy
080 01— G @t tolw-D] " " Wzs
—MNybGP [5grD1 - (1-9¢¢) éﬂ — TMyD¢ <£t+1 - ét) .
Next, straightforward algebra shows that:
) o= B -1+ (1-C)éy
ToPallez? T I022 T G N e (-G w4 ¢) +pw—D]
—NyDgMNaGP + MyDGD (1 - ¢G) = 0,
“MwDPaTlag + MyDe = 0,
leaving us with:
AD c(1-B)w-11+¢)(1-G) 7P GP :
o = 86,010 (1 - Q) (wt 9) g — D] ! 6P Er T et
or:
pp _ _ o(-A-1(+)(1-GC)
tH (1-Bo) e (1-G)(w+9) +ew—-1)] "
B Gow—-1)(1-5) e
(1—Boa) o (1—C) (w+ @) +ow—1)]
s ew-10-901-6
1-a)e(1-G)(w+e) +ew—-1)]"""
But now recall that
ét-&-l = ﬁéﬁr
Hence, we can solve for the excess return Rﬂl as:
RE&—I = nRDsZDStZ—i-DI + nRDEGDstCiDl) (46)
with
o - fo(l-a)(1-B)(w-1D(1+¢)(1-C)
five (1-B9){8(1-a)[c(1-G)(w+e)+tpw-1]-ap(w-1)1-0F)}
e 5Ge (1=a) (1 = §) (@~ 1)
five (1=B9c){B1-a)[c(1-G)(w+¢)+pw-D]—-ap(w-1)(1-0F)}
Note:
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1. The solution for RtDH is such that Et}?,ﬂl = 0, as expected from Devereux and Sutherland
(2011).

2. The elasticities npp.zp and npp.cp depend on the steady-state portfolio holding «, which

we aim to solve for.

3. If labor supply is inelastic (¢ = 0), npp.ep = 0 and

R (Y )[R
fite (1=PBoz)w

The excess return does not depend on government spending when labor supply is inelastic

because government spending does not affect equilibrium profits in this case.

Now recall the no-arbitrage condition between home and foreign equity for home households:

_1
a

_1
Ey <Ct+01Rt+1> = E <Ot+1RI+1> .
A similar condition holds for foreign households:
>l<7l *7l *
E; < i1 Rt+1> =F; < t+1URt+1) .
Taking second-order approximations to these conditions and considering the difference of the re-
sulting equations yields:
Et (ét+1R3_1) — Et (CA?_;’_le_l) = 0,

or:

E (CRARD,) =0. (47)
Using (41) at ¢ + 1 and (46), this becomes:
s S A A D D
E; [(UcDa”fatH + Nepzp Zte-l + Nepgp GtD—&-l + UcDg§t+1) (URDEZD51;2+1 + URDEGDgtCiﬂﬂ =0,
or, using (42) and the assumptions on Zt[}rl and G’Brl:

zD zb Gb GP
WCDZD5t+1(77RDsZD5t+1) + UCDGD5t+1(77RDaGD5t+1)

t @ 7D aP

+77€D§ B(1-G) NRDeZDE¢ 11 + NRDeGDELL

(6% (0%
nchDnRD€ZDUgZD + nCDGDnRDacDUzGD + mncDngépgnggzp + m?’]cDgT]%DchUgGD

where we used the assumption that stZ+jjl is distributed independently from 8&_’31.
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Substituting the solutions for the elasticities obtained above into (48) and rearranging yields

the solution for the steady-state portfolio discussed in the main text:

Q:M 1 G (w+¢) (1 —Bdy) 0%

1-3 o(w=1)(1+¢)°1=G)(1-Bog)’ 0%

£

B.1 The Determinants of the Steady-State Portfolio

Define
g G wre)p B0z ok
B o(w—1)(1+ @)2 1-G)(1- Bd)G)Z Jgzp '
Then,
a= Bil_—ﬁa) (1-9).

Assume w > 1 unless otherwise noted. The results below follow immediately from inspection
of Q and a:
Oa Oa fJe e e Oa

9 o, sy <0, 2% <o 0, %~
9a = 90 " C Beg O B0%, 0 9e

The derivative of a with respect to G is negatively proportional to the derivative of G2/ (1 — G).
It is:

2
90Zap

G2/ (1-G) G(2-G)
= 5 >0,
oG (1-G)
since 0 < G < 1. Hence, da/0G < 0.
The derivative of o with respect to § is determined by:
Do 98/ (1 -p) AR
— = (1- ———(1-Q) - ——
7 = 0o [Pt e R
1-0Q B 89]
( )&1—m2 1-pop
Plausible parameter values imply 2 < 1. Note also that the derivative of €2 with respect to (3 is
proportional to the derivative of (1 — ¢,)* / (1 — Bpg)?. Tt is:

O(1=89,)" /(1= Bda)* _ _2(dg — ) [1 =Bz (1~ Bec)]
9B - (1- Boe)*
under the plausible assumption ¢, > ¢,. Therefore, under plausible assumptions on parameter
values, 02/08 < 0, and da/0f > 0.
The derivative of o with respect to ¢ is negatively proportional to the derivative of (w + ¢) ¢/ (1 + ¢)

It is:

<0

2

dw+e)e/(1+¢)° _ 20-w(p-1)
dp (14 )3
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which is positive if 2¢/ (¢ — 1) > w. This restriction is satisfied for plausible parameter values,
implying that da/d¢ < 0 for values of ¢ that do not violate the restriction.
Finally, the derivative of a with respect to w is negatively proportional to the derivative of

(w4 )/ (w—1). It is:
ote)/w=1)__(+g) _,
Ow (w-17%

Hence, 0a/0w > 0.

B.2 The Labor Effort Differential

The solution for relative labor effort can be recovered easily from L = g° — TOT; — ZP by using
gP = dP, the solution for dP in (45), the log-linear version of (17):
L+¢sp 4

TOT, = — zb + cP,
t w4+ ¢ o(w+p) t

and the solution for C’tD in (41). Tedious but straightforward algebra yields:

IAJtD = nLDanfat + ULDZDZ15D + ULDGDGtD + nLDgéta

with:
o — we(1-8)(1-G)
LPa BAl-a)o(1-G)(w+¢) +ew-1)]
‘P(W_D{ U(l_G)(W+¢)(1_B¢Z) }
B Hw =1L +9) 1 —dz) — (1 - By — (1+9)(1-B)

Toze = 1 Bo7)w+p)o(l—G)(w+¢) +ow—1) ’
Dben = Guwe (1 - P)

Lha 1= Bc) 01— (Wt +ow—1)]

Dioe = we (1-p)(1-G)

Lo¢ I-a)fo(l-G)(wt+e) +ew-1)]

C Steady-State Equity Holdings

The symmetric steady state described above is such that v = v* = 5/ [(1 — ) 0]. Given o = v*zx*
and the solution for «, it follows that * = a (1 — ) 0/, and «} is determined by az*+(1 — a) z} =
1—a. Next, combining nfa = 0 in steady state with nfa = v*z*—[(1 — a) /a] va., @ = v*z*, and the
solution for v = v*, we have z, = aa (1 — ) 0/ [(1 — a) ], and z is determined by ax+ (1 — a) z, =
a.

If G =0 or ¢ =0, these steady-state equity holdings reduce to:
¥ = (1—-a)f, z=a—(1—a)(@—-1),
e = ab, zi=1-—ab. (49)

A-9



The smaller the share of income distributed as profit (the higher #), the smaller the share of home
equity that home households should hold under this allocation, and the larger the share of foreign
equity. Given # > 1, > 0 if and only if § <1+ a/ (1 —a). If a = 1/2 (symmetric country size),
the planner’s equity allocation implies going short in domestic equity whenever 6§ > 2 (that is,
whenever less than half of income is distributed as profit). The planner’s allocation always requires

holding a positive amount of foreign equity (6/2 if a = 1/2).

D Productivity Insurance

To verify that the constant portfolio @« = S(1 —a) /(1 — /) (or the constant equity holdings in
(49)) provide perfect insurance against productivity shocks, observe that, using equity market
equilibrium and the proportionality of dividends and labor incomes to GDP, we can write the

difference between the home and foreign budget constraints (1) and (2) as:

*

Ut % * *
1_a(l‘t+1 —ﬂft)+fta (70 — ;) +CP +GP

— Lt _L 1_1_0;1 + xlt —1 E_E *
T \1Ze 1-4/)0 " e |* 1-a 9 o |

Straightforward substitutions show that ;11 = #y = a — (1 —a)(0 — 1) and =z}, = 2} =

(1 —a)@ (that is, the equity allocation in (49)) imply CP = 0 for every possible realization of y;
and y; (that is, for every possible realization of Z; and Z}) if GP = 0. Thus, (49) is the allocation
of equity that ensures perfect risk sharing in response to productivity shocks. As we showed in the
main text, this is the allocation of equity chosen by households if labor supply is inelastic and/or

steady-state government spending is zero.

E Obtaining Equation (31)
First-differencing (30) and using the lagged version of (42) yields:

AP = 0opa (Mazn 221 + 1aarGPL + Nagbi1) + 1up 20 AZP + 1,060 AGP + 0,
= 771)DZDZtD + nvDGDGtD + nvDﬁgt - (nvDZD - nvDanaZD) Ztlil

- (nvDGD - nvDanaGD) Gﬁl - (%Dg - %Da%g) §t1- (50)

It is possible to verify that the following equalities hold:

NMyDe = MyDallags
NuDGD (1_¢G) = MyDPaMlaGD>
NyDzD — NyDgNgzD = 1-Bw=-1)A+¢)(1=-G)ogy
e el (1= Bo) 0 (1-G)(w+9) +pw—1)]
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Using these results and our assumption on the relative government spending process, we can rewrite
(50) as:

(1-pB)(w=1)1+¢)(1—-G)ody,
(1=B¢z) [0 (1 =G)(w+¢)+¢(w—1)

Next, note that (33) implies:

~ 5 ~ D ~
AvtD:nvDZDZtD* ZtlzlJrnvDGDstG +77’L)D§§t' (51)

ét _ NRDeZDO _zD | TRD.GDO D (52)

“31-0)% Tra-o"

Using this result and the assumption on the relative productivity process, equation (51) becomes:

ADf = |mu0zp + Mypgiigpezn M—G)] i
1-=B)(0+¢)(w=-1)¢z(1—¢z),p o GP
_ (w n SD) (1 — BQSZ) thl + |:nngD + nng'I’]RDEGD m Er

that is, equation (31), where

o (%
= 21 M d = B1-G)
NAyDeZD NyD 7D —+ nngT]RD€ZDl8 (1 — G) aln TN AyDPeGD NybGD + nngnRDsGD B (1 — G)

Finally, substituting the expressions for o and the elasticities n’s obtained above in the defin-

itions of Na,p.zp and na,p.cp yields:

2G2(w _ _ 2,2
<1—mu+wﬂw—nﬁwzu—eﬂw+w—¢j;;$1@“lwﬂfw}
(

1_G)(1_B¢G)2U§ZD
nA’UDEZD = 2,712 2 2
©2G?(wtp)(1-Bd ) 9.GD
(w + 30) (1 - 5¢Z) |:0- (1 - G) (w + 30) + 0(1+¢)2(1—G)(1—B¢G)2‘7§ZD:|
and
e o0 (1-F) (1) . !
fure (1=B¢c)o(1-G)(w+¢)+ew-—1) 1— o(1=G)(wie)telw=1)

G2(wtp)p(1—Bez)% o2
plw-1)|1 (-poz) “ep

B o'(wfl)(1+tp)2(lfG)(lfthbG)zo'iZD

F Obtaining Equation (28)

Given equations (23) and (31), and the solution for net foreign assets in (42), we can obtain the

solution for portfolio rebalancing from:

. . 1-G,
Awﬁl = AP + TAnfatH.
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It is:

D _ o z0 (1=B)0+¢)(w-1)¢;(1—¢z) ,p
Aty = {%DZD + NyDelpD 2D /B(l—G)} & - @+ ) (1—Boy) Ziy

«
+ |:77UDGD + UUDgnRDsGDﬂ(T

: .

A A i )
L [”aZDZtD *nacDGtDmg("RDs” 2P | Mpecoa GD)],

31-0) Tau-g

where we used (52). Using 7,¢ = 8 and rearranging this equation yields:

~D zP 5D GP D
A:Ct_H = NAgDeZDE;  + NazP zP, Z;21 +nagp.cpel  + nAnggth_l,

where:
« (1 —=G)nyyo
NAzPezD = Nypzp + nngnRDEZDﬂ 1-G) + o a2 + NRDezD,
Napgp = (1 =G)nagrdy; (1-8)1+¢)(w-1)¢5(1—¢yz)
S a (w+¢) (1-Bo7) ’
(0] (]. - G) NoGgD
NAzPGD = NyDGD T NyDel|RDGD B(1-Q) + o . + NgpecD,
— (1 — G) NagP Pc
nAxDGE)l = o .

Tedious algebra shows that:

NAzPzP, = PzNaxPezp and Na,pgD = PGNALPCD;

with:
_ BA=-a)(d-9¢x)(w=-1(1+¢) [ (1—5)01]
NAgzD:ZD = 1-— y
a(l=poz)(w+¢) p(1—a)
beon - _GU=00)B1—a)
o a(l—Bog)
Hence,
A~ D ~ D A~
ALy = Nagpesn (5tZ + ¢ZZ£1) + NagpeaD <5tG + ¢GG£1)
= Naerzn 2 + NagnarGr,
that is, equation (28), where we conveniently redefined na,pzp = Nayp.zp and Naypep =
NAzDeGD -
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Finally, substituting the expressions for o and the elasticities n’s obtained above in the defin-

itions of na,pzp and npa,pep yields:

G2 (wte)p(1-Bd7) 0 p
(1 =9)0-8)10+¢)(w—-1) o(w=1)(14¢)”(1-G)(1-Béc) 0%,
NazDzZD = (W) (1= pFoy) L @ (wt0)e(1-Bo 76
o(w=1)(1+¢)*(1-G)(1-dc) 02,

and
G(l—9¢g)(1-5)
Gz(w+so)<p(l—5¢z)2‘7§GD
(1=5%6) |1 = S D areP 010 Boe 750

NAzPGD = —

G The Determinants of the Valuation Share
G.1 Productivity Shocks

We begin by studying the determinants of the valuation share for periods that follow the impact
period of a shock, that is, U&ZtSZl.

Recall the definition of §2 in the steady-state portfolio « obtained in Appendix B:

G2 (w+ )¢ (1—Bdy) o%ap
o(w=1)(1+¢)?(1-G)(1-Bdg)’ 0%

Q

Then,
e 12021 =B)(1+¢) =10
e (WHe)(1=Boz)(1-Q)

and it is straightforward to verify that:

(1-B)a
B(l—a)

Assuming w > 1 throughout, the results on the steady-state portfolio in Appendix B imply
that:

dvals dvals dval?. dvals dvals
t>1 ’ 2t21 <0, 21 _ 0, 21‘21 >0, t>1
do aaacD ofre aUEZD 00y
ovali, ovali, oval, | ovali, |
= = >0 = 0 d = 0
BlE <0, 86 >0, &p < U, an >0,

where the last three results hold for plausible parameter values.
Next, we prove that the share of valuation in net foreign asset adjustment in the impact period

(vals) is smaller if substitutability between home and foreign goods (w) rises.
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Recall that vals = (1 — na,pz0/Maypezp) . Using the definition of Q and the expressions

for np,pzp and Na,p.zp, We can write:

T/A:EDZD — FA,
NAvDeZD
where:
r = Q1 —¢yz)
(1-Q) ¢y’
A c(1-G)(w+¢)+pw-—1)0

a(l—G)(w%—cp)—ga(w—l)Q%'

Tedious algebra shows that JA/Jw = 0. (To verify this, we use the result from Appendix B that
the derivative of  with respect to w is proportional to — (1 + ¢) /(w — 1)?, and, in particular,
00w =—-Q(1+¢)/[(w—1)(w+¢)].) It follows that:

NAzD zD
M - A@l _AMQQ
Ow T dw by (1— Q)Q Ow

A1 -95)00+9)
67 (1-Q7 (w—1)(w+p)
Hence, assuming w > 1 and Q # 1, A > 0 is necessary and sufficient for 9 (na,p zp /MAypezD) [Ow <
0. Given w > 1, the condition A > 0 is satisfied if and only if:
c(1-G)(w+yp) oy
pw—1)(1—-¢z)

This holds for plausible parameter values (for instance, with the parameters in our numerical

> Q.

exercise, 2 = .084 and the left-hand side of the inequality is equal to 11.4). Hence, for parameters
in a plausible range, 0 (Na.0 70 /Mappezp) /0w < 0. Therefore, dvaly /Ow < 0.

G.2 Government Spending Shocks

The share of valuation in net foreign adjustment to government spending shocks is zero in all
periods but the impact one. We verify here that the share in the impact period is an increasing
function of substitutability between home and foreign goods (w).

Recall that, in response to a relative government spending shock, val§ = (1 — na,pen /Nappecp)
Using the definition of {2 and the expressions for na,pgp and na,p.cp, we can write:

U&ZS — G(l _¢G) (1 _‘IJ)

g

)

where:
c(1-G)(w+¢)+¢w-1)

p(1-9Q)(w-1)

v
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Tedious but straightforward algebra shows that:

U (1= (1= (1+¢)+ T o (1-G) (@t +ow-1)

ow [P (1—-Q) (w— 1))

The assumptions w > 1 and ©Q < 1 (satisfied for all parameter values we experimented with) are
sufficient for 0 /0w < 0. Tt follows that O (na,paD /Mappecp) /Ow > 0 and, therefore, dvals /ow >

0 when we consider adjustment to relative government spending shocks.
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