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e Conventional view

o International trade important in transmission of business cycles

o Tighter trade relations between countries lead to more synchronized
business cycles

e Intuition: Demand complementarities cause shock spill-over in proportion
to the initial trade share

e Vast interest in the literature due to direct relation to optimal currency
area criteria (Frankel & Rose (1998))



Evidence for Positive Link Confirmed by Data

e Cross-country regressions (GDP and TFP)
Frankel & Rose (1998), Calderon et al. (2002), Baxter and Kouparitsas
(2005), Kose and Yi (2006)

e Horserace between various factors using within- and cross-country data

(Europe and US)
Clark & van Wincoop (2001)



Magnitudes

e Regression
corr(x;,x;) = o + Bytrade;; » + €5 -

o trade;; ; is log of the sum of imports over sum of GDPs

e Doubling trade increases correlation of output by 0.043 and TFP by 0.023
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e Search and matching

o to sell, producers need to match with retailers in each country (build
market share)

o up to one unit per period traded in each match
o matches are long-lasting
e Marketing friction

o costly to build market share quickly

o in equilibrium, expanding sales (market shares) takes time
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Marketing capital evolves according to the law
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Formalization: Retailers

e In each country there is an endogenous measure h; of searching retailers
e Retailers search at cost yv;

o with probability m; meet producer from country i = D, F, W

o m; determined in equilibrium by marketing capitals





