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Abstract
The business cycles of advanced economies are synchronized. Standard macro models 
fail to explain that fact. This paper presents a simple model of a two-country, two-traded-
good, complete-financial-markets world in which country-specific productivity shocks 
generate business cycles that are highly correlated internationally. The model assumes 
recursive intertemporal preferences (Epstein-Zin-Weil), and a muted response of labor 
hours to household wealth changes (due to Greenwood-Hercowitz-Huffman period utility 
and demand-determined employment under rigid wages). Recursive intertemporal 
preferences magnify the terms of trade response to country-specific shocks. Hence, a 
productivity (and GDP) increase in a given country triggers a strong improvement of the 
foreign country’s terms of trade, which raises foreign labor demand. With a muted labor 
wealth effect, foreign labor and GDP rise, i.e. domestic and foreign real activity 
commove positively.
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2. A two-country model  

2.1. Preferences, technologies, shock process, risk sharing 









2.2. Numerical solution method 



2.3. Calibration 



3. Stylized facts about international business cycles



4. Model predictions 



4.1. Flex-wage model variants (Table 2, Cols. (1)-(6); Table 3, Panel (a)) 
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4.2. Predetermined-wage model variants (Table 2, Cols. (7)-(12); Table 3, Panel (b)) 
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5. Conclusion 
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Table 1. Historical statistics (1973-2013) 

Standard deviations (in %)  

Standard deviations relative to GDP

Correlations with domestic GDP 

Cross-country correlations 

Note:



Table 2. Predicted moments: model variants with flexible & predetermined consumption wage 
rate, KPR & GHH period utility, different value of risk aversion coefficient ( )  

Flexible consumption wage rate Predetermined consumption wage rate 

Data

Standard deviations (in %)   

Standard deviations relative to GDP

Correlations with domestic GDP 

Cross-country correlations  

Hansen-Jagannathan bound 

Note:



Table 3. Dynamic responses to a Home country productivity innovation (1 standard dev.) 

(a) Flexible consumption wage rate  
(a1) KPR period utility; risk aversion =1/IES 

(a2) KPR period utility; risk aversion =50

(a3) GHH period utility; risk aversion =1/IES 

(a4) GHH period utility; risk aversion =50 

(b) Predetermined consumption wage rate 
(b1) KPR period utility; risk aversion =1/IES 

(b2) KPR period utility; risk aversion =50

(b3) GHH period utility; risk aversion =1/IES 

(b4) GHH period utility; risk aversion =50

Note: 

 : risk aversion; IES: intertemporal elasticity of substitution.




