Enrique G. Mendoza Fall 2023

EcoNomics 8200-001
TOPICS IN ADVANCED MACROECONOMICS
FINANCIAL GLOBALIZATION: WHAT HAVE WE LEARNED?
International Macroeconomics with Incomplete Markets & Heterogeneous Agents

MONDAYS, 3:30-6:30PM, RooM 625 PCPE

This course studies the positive and normative implications of the process of global financial
integration of the last 30 years through the lens of quantitative dynamic macroeconomic models with
incomplete markets and heterogenous agents. The course blends elements of International Finance, Asset
Pricing Theory and Recursive Macroeconomic Theory. A thorough understanding of first-year Ph.D.
Macro and Micro material, particularly stochastic dynamic programming, general equilibrium analysis,
and Bewley models of heterogeneous agents is critical. Knowledge of computational methods used in
Macro modeling is also useful, particularly global methods for solving nonlinear models and models with
incomplete markets. Familiarity with the principles of International Macro is helpful but not required.

The course starts with a review of two workhorse models in International Macroeconomics,
namely an endowment economy model of a small open economy with non-state-contingent assets and an
extension to an RBC model. We examine key economic implications of market incompleteness for the
analysis of wealth dynamics and capital flows in open economies and study the critical tradeoffs they
create in the use of local v. global methods for solving open-economy models with incomplete markets.
The course explores then models of financial crises and sudden reversals of capital inflows, or Sudden
Stops, in economies that are fully integrated to world financial markets, including a discussion of an
accurate and easy to use global solution method. We study optimal policies to tackle inefficiencies present
in Sudden Stop models with credit constraints linked to market prices and models in which financial
innovation interacts with Bayesian learning to produce credit booms and busts. Next, we study
reputational models of sovereign default, focusing on their interaction with business cycles. Then we
move to examine open-economy models with heterogeneous agents. We start with a two-country Bewley
model that yields key insights on the role that domestic financial development plays in determining the
positive and normative effects of financial globalization. Then we examine a dynamic Melitz-OLG model
that shows the large unintended effects of capital controls on factor misallocation, inequality, and social
welfare. Finally, we introduce defaultable public debt into an otherwise standard Bewley economy and
examine the interaction between sovereign default and the roles of public debt as the asset use for
liquidity-provision, self-insurance, risk-sharing.

Grading: The course is graded with a final exam (40%), a term paper (35%), and two components of in-
class participation (25%), which include (i) a presentation of the work related to the term paper, (ii) and
class attendance/participation. The term paper is required, without it the final grade defaults to a D.

Term paper: The paper must be original research and must apply numerical methods. It is highly
recommended that the paper be original research on an open-economy macro topic, but other macro
topics may be acceptable, and it may also be possible to combine the term paper for this class with other
term papers for graduate courses. The paper may be a straightforward extension of an existing model
applied to an already known question, may propose a completely new model and/or a new question, or
somewhere in between, with the understanding that more original work will carry a premium. A two-page
(maximum) proposal must be submitted for approval no later than October 11, 2023. Presentations of
term papers will take place at dates to be determined near the end of the term. These presentations should
include a discussion of the paper’s motivation and its contributions, the model itself and its analytic




properties, and any preliminary quantitative findings. The final draft must not exceed 20 double-spaced
pages in a 12-point font and 1.5-inch margins (no exceptions). The papers’ due date will be extended
beyond the end of the term. Papers are due on March 15, 2024. Following department guidelines, initial
course grades will be posted as B- in lieu of “incomplete,” but this B- should be interpreted as identical to
an “incomplete,” and not conveying information about the final grade. Final grades will be issued after
the papers are graded.

Reading List

Suggested reference texts:
SL  Ljungqvist, L. & Sargent, T. J., Recursive Macroeconomic Theory, MIT Press, 2012.
CV Végh, C.A. Open Economy Macroeconomics in Developing Countries, MIT Press, 2013
US Uribe, M. and Schmitt-Grohe, S. Open Economy Macroeconomics, Princeton Univ. Press, 2017
OR Opbstfeld, M. & Rogoft, K. Foundations of Intnl. Macroeconomics, MIT Press 1996.
RR Reinhart, C. M. & Rogoft, K., This Time is Different: Eight Centuries of Fin. Folly, Princeton U. Press.

I.- Workhorse Models & Solution Methods

de Groot, O., C.B Durdu, and E. G. Mendoza, 2019 , “Approximately Right?: Global v. Local Methods for Open-
Economy Models with Incomplete Markets,” NBER Working Paper WP26426,
https://www.sas.upenn.edu/~egme/wp/w26426.pdf , appendix at https://data.nber.org/data-
appendix/w26426/Appendix_UpdateforNBER.pdf .
Mendoza, E. G., and S. Villalvazo, “FiPIt: A Simple, Fast Global Method for Solving Models with Two
Endogenous States & Occasionally Binding Constraints,” Review of Economic Dynamics, 2020, available at
https://www.sas.upenn.edu/~egme/pp/MendozaVillRED.pdf

Users guide: https://www.sas.upenn.edu/~egme/econ712/files/FPI_Appendix_v6.pdf

Matlab codes: https://www.sas.upenn.edu/~egme/econ712/files/MendozaVillalvazoFiPItCode.zip

NBER WP version: https://www.nber.org/papers/w26310

Reference: SL chs. 8, 16, 17 (2™ edition) CV Chs. 1,3,4 US Chs. 1-8 OR1.1,1.2,1.3,2.1,2.2, and ch. 5

IIL.- Financial Crises, Sudden Stops and Macroprudential Policy

Bianchi, J. and E.G. Mendoza, 2018, “Optimal, Time-Consistent Macroprudential Policy,” Journal of Political
Economy, https://www.sas.upenn.edu/~egme/pp/JPE2018.pdf, see also the Appendix included in the working
paper version available here http://www.sas.upenn.edu/~egme/wp/w19704.pdf

Bianchi, J. and E.G. Mendoza, 2015, “Phases of Global Liquidity, Fundamentals News, and the Design of
Macroprudential Policy,” BIS Working Paper No. 505 (http://www.sas.upenn.edu/~egme/wp/work505.pdf ).
Bianchi, J. and E.G. Mendoza, 2020, “A Fisherian Approach to Financial Crises: Lessons from the Sudden Stops
Literature,” Review of Economic Dynamics, https://www.sas.upenn.edu/~egme/pp/BianMendozaRED.pdf

Boz. E. and E.G. Mendoza, 2014, “Financial Innovation, the Discovery of Risk, and the U.S. Credit Crisis,”
Journal of Monetary Economics, (http://www.sas.upenn.edu/~egme/pp/BozMendoza]ME.pdf).

Mendoza, E.G. and V. Quadrini, 2023, “Unstable Prosperity: How Globalization Made the World Economy More
Volatile,” NBER WP w30832, https://www.sas.upenn.edu/~egme/wp/NBERw30832.pdf

Mendoza, E.G. and E. Rojas, 2019, “Positive and Normative Implications of Liability Dollarization for Sudden
Stops Models of Macroprudential Policy,” IMF Economic Review,
https://www.sas.upenn.edu/~egme/pp/MendozaRojas.pdf

Mendoza, E.G. and K. Smith, 2006, “Quantitative Implications of a Debt-Deflation Theory of Sudden Stops and
Asset Prices,” Journal of International Economics, 2006. http://www.sas.upenn.edu/~egme/pp/JIEQO6smith.pdf
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Mendoza, E.G., 2008, “Sudden Stops, Financial Crises and Leverage,” Admerican Economic Review, Dec. 2010,
http://www.sas.upenn.edu/~egme/pp/CompletePaperRevforDistribution.pdf

Reference texts: US Ch. 12 CV Ch. 2, 16,17, RR

III.-  Sovereign Default

Arellano, C., 2008, “Default Risk and Income Fluctuations in Emerging Economies,” 4ER.

Eaton, Jonathan, and Mark Gersovitz, 1981, “Debt with Potential Repudiation: Theoretical and Empirical
Analysis,” Review of Economic Studies, v. XLVIII, 289-309.
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Sovereign Risk in Emerging Economies: A Curse and a Blessing,” NBER WP No. 31058,
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Mendoza, E. and Z. V. Yue, 2012 “A General Equilibrium Model of Sovereign Default and Business Cycles,”
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IV.- International Macroeconomics with Heterogeneous Agents

Andreasen, E., S. Bauducco, E. Dardati and E. Mendoza, 2023, “Beware the Side Effects: Capital Controls
Misallocation and Welfare,” NBER WP 30963, https://www.sas.upenn.edu/~egme/wp/w30963.pdf (appendix at:
https://www.sas.upenn.edu/~egme/wp/w30963app.pdf’)

D’Erasmo, P. and E. Mendoza, 2021, “History Remembered: Optimal Sovereign Default on Domestic and
External Debt,” Journal of Monetary Economics, also available as NBER WP 25073,
https://www.sas.upenn.edu/~egme/wp/w25073.pdf

D’Erasmo, P. and E. Mendoza, 2016, “Distributional Incentives in an Equilibrium Model of Domestic Sovereign
Default,” Journal of the Eur. Ec. Assoc, http://www.sas.upenn.edu/~egme/pp/D%27ErasmoMenoza] EEA.pdf
Mendoza, E., V. Quadrini, and J. V. Rios-Rull, 2009, “Financial Integration, Financial Development and Global
Imbalances,” Journal of Pol. Econ., at http://www.sas.upenn.edu/~egme/pp/JPEreprint.pdf

Mendoza, E., V. Quadrini, and J. V. Rios-Rull, 2007 “On the Welfare Implications of Financial Globalization
without Financial Development,” International Seminar on Macroeconomics, R. Clarida & F. G Giavazzi, eds.
available at: http://www.sas.upenn.edu/~egme/pp/Welfarefinancialintegration.pdf

Mendoza, E. and V. Quadrini, 2010, “Financial Globalization, Financial Crises and Contagion,” Journal of
Monetary Economics, http://www.sas.upenn.edu/~egme/pp/JME2010.pdf .
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Mendoza, E., G. "The Robustness of Macroeconomic Indicators of Capital Mobility," in Capital Mobility, L.
Leiderman and A. Razin eds., Cambridge Univ. Press., 1994. http://www.sas.upenn.edu/~egme/pp/sapir.pdf
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Calvo, G. and Mendoza, E.G. “Capital Markets Crises and Economic Collapse in Emerging Markets: An
Informational Frictions Approach,” American Economic Review, May 2000.
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Choi, W. G. and D. Cook, “Liability Dollarization and the Bank Balance Sheet Channel,” JIE, 2003.

Cook, D. and M. Devereux, “Accounting for the East Asian Crisis: A Quantitative Model of Capital Outflows in
Small Open Economies,” JIE 2006.
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