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Despite all
the talk of
globalization,
business
cycles seem to
be becoming
more regional

HE inexorable forces of
globalization and region-
alization have reshaped
the world economic land-
scape over the past quarter century. While
international trade flows have been grow-
ing at a much faster rate than global output,
trade flows within regions of countries have
been playing an even more prominent role
in world trade. Economic linkages within re-
gions have also become much stronger with
the proliferation of regional trade agree-
ments. Moreover, while the volume of global
financial flows has reached unprecedented
levels since the mid-1980s, overshadowing
the increase in global trade over the same
period, financial flows within regions have
also been on the rise for the past 15 years,
especially in Europe and Asia.

These developments appear to have
affected the evolution of global and regional
business cycles in unexpected ways. For
example, despite the presence of strong
global trade and financial linkages, there
has been significant variation in growth per-
formance across different regions since the
2008-09 financial crisis (Kose and Prasad,
2010). Some regions—such as Asia, Latin
America, the Middle East and North Africa,
and sub-Saharan Africa—exhibited surpris-
ing resilience during the worst of the finan-
cial crisis and rapidly returned to growth,
whereas others—mainly North America and
Europe—experienced deep and prolonged
contractions that were followed by sluggish
recoveries or double-dip recessions.

This behavior has raised the question of
whether regional factors have become more
important in driving business cycles in an
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era of globalization. On the one hand, glo-
balization of trade and finance is expected to
translate into stronger linkages across national
business cycles and eventually lead to a situ-
ation in which business cycles move together
simultaneously across the world. On the
other hand, if the effects of regional linkages
are stronger than those of global linkages and
regionwide shocks—that is, unexpected events
affecting an entire region—influence activity
more than global ones, then one would expect
business cycles to be increasingly regional.

Economic theory is unable to provide
definitive guidance concerning the impact
of increased international trade and financial
linkages on the degree of synchronization
of global and regional cycles. As a result, we
turn to a novel empirical approach that has
the potential to provide a comprehensive
perspective on the importance of global and
regional business cycles (Hirata, Kose, and
Otrok, forthcoming).

Specifically, we employed a newly devel-
oped methodology to study the roles played by
global and regional factors in driving national
business cycles. We end up with the surprising
conclusion that regional, rather than global,
factors play an increasingly prominent role in
explaining national business cycles.

Studying regional cycles

The methodology allowed us to consider
fluctuations in three major macroeconomic
variables for each country: output, consump-
tion, and investment. It is critical to isolate
business cycle fluctuations that are accounted
for by regional factors (for example, common
regional cyclical movements due to regional
trade and financial linkages, regional shocks,



Where they are
The study included 106 countries that were divided into 7 regions.

Region Countries
North America (3)
Europe (19)

Canada, Mexico, United States

Austria, Belgium, Denmark, Finland, France, Germany,
Greece, Iceland, Ireland, Italy, Luxembourg, Netherlands,
Norway, Portugal, Spain, Sweden, Switzerland, Turkey,

United Kingdom
Oceania (2) Australia, New Zealand.

Latin America and the
Caribbean (22)

Argentina, Barbados, Bolivia, Brazil, Chile, Colombia,
Costa Rica, Dominican Republic, Ecuador, EI Salvador,
Guatemala, Guyana, Haiti, Honduras, Jamaica,
Nicaragua, Panama, Paraguay, Peru, Trinidad and
Tobago, Uruguay, Venezuela

Bangladesh, China, Korea, Hong Kong SAR, India,
Indonesia, Japan, Malaysia, Nepal, Pakistan, Philippines,
Singapore, Sri Lanka, Taiwan Province of China, Thailand

Asia (15)

Sub-Saharan Africa (37) Benin, Botswana, Burkina Faso, Burundi, Cameroon,

Cape Verde, Chad, Comoros, Dem. Rep. of Congo, Rep.
of Congo, Cote d’Ivoire, Equatorial Guinea, Ethiopia,
Gabon, The Gambia, Ghana, Guinea, Guinea-Bissau,
Kenya, Lesotho, Madagascar, Malawi, Mali, Mauritania,
Mauritius, Mozambique, Niger, Nigeria, Rwanda,
Senegal, Seychelles, South Africa, Tanzania, Togo,
Uganda, Zambia, Zimbabwe

Middle East and North Algeria, Egypt, Iran, Israel, Jordan, Morocco, Syria,
Africa (8) Tunisia

Note: The number of countries in each region is in parentheses.

and regionwide policies) or by global factors (that are world-
wide cyclical movements due to global linkages or worldwide
shocks). Our methodology separates out the factors driving
national business cycles into global, regional, and country-
specific factors. The global factor represents fluctuations that
are common to all countries and to all three variables in each
country. The regional factor captures fluctuations that are
common to a particular region of countries. The country-
specific factor accounts for the fluctuations that are common
across all three variables in a given country.

We used this methodology on a data set that contains 106
countries and covers the period 1960-2010. We divided our
sample of countries into seven regions (see table): North
America, Europe, Oceania, Asia, Latin America and the
Caribbean, Middle East and North Africa, and sub-Saharan
Africa. The groupings of countries by region are especially
useful in identifying the regional factors, because countries
that are geographically close to one another tend to have
stronger economic linkages and, therefore, are likely to be
affected by similar types of (region-specific) shocks. The
relatively long time span of the data enabled us to consider
distinct subperiods and to analyze the changes in business
cycles that took place during the recent era of globalization
(1985-2010) relative to the earlier period.

Sources of business cycles

We first explored the relative importance of different fac-
tors for business cycle fluctuations over the period 1960-
2010. Rather than showing the results separately for each
country, we show the averages for each region or, when we
looked at a specific variable, the average across all coun-
tries for that variable.

The common factors—the global factor and the respec-
tive region-specific factors—account for a significant share
of business cycle fluctuations (see Chart 1). Together, on
average, they account for about 25 percent of output fluctua-
tions. The global factor, on average, accounts for 10 percent
of output growth variation among all countries in the sample,
while the regional factor, on average, plays a slightly more
important role than the global factor. The global and regional
factors also explain roughly 15 percent of the volatility in the
growth rates of consumption and investment.

To examine how global and regional cycles have evolved, we
divided our sample into two periods: 1960-84 and 1985-2010.
There are roughly equal numbers of observations in each
period, but there was a substantial increase in global trade and
financial flows in the latter period. In addition, regional link-
ages became much stronger during the second period—as evi-
denced by the rapid increase in the number of regional trade
agreements (from 5 in 1985 to more than 200 in 2010). The
beginning of the second period also coincides with a structural
decline in the volatility of business cycles in both advanced
and developing economies (the so-called Great Moderation
era) that lasted until the financial crisis of 2008-09.

The average contribution of the global factor to output
fluctuations declined sizably in the second period—from 13
percent to 9 percent for the full sample of countries. The same
pattern held for consumption fluctuations, while the impor-
tance of the global factor’s role in explaining fluctuations in
investment slightly increased (see Chart 2, top panel). These
patterns also held up and were, in fact, stronger in most cases
when we evaluated the contributions of different factors in
explaining business cycles in different regions (see Chart 2,
bottom panel). The global factor appeared to play a smaller
role in explaining business cycles in the second period in five
out of seven regions.

In contrast to the global factor, the regional factor, on aver-
age, played an increasingly important role in explaining busi-

Chart 1

Sources of cycles

Regional and global factors account for a substantial portion of
business cycles—including fluctuations in output, investment
and consumption.
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Source: Hirata, Kose, and Otrok (2013).
Note: The global factor is associated with common cyclical movements due to global
linkages or worldwide shocks.
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ness cycles over time (see Chart 3, top panel). For example,
in the earlier period the regional factor accounted for about
11 percent of output fluctuations and rose to about 19 per-
cent during the second period. This result was more pro-
nounced in North America, Europe, Oceania, and Asia (see
Chart 3, bottom panel). In particular, in the second period,

The level at which business cycles
occurred simultaneously has shifted
from the global to the regional level.

the regional factor accounted for roughly one-third of out-
put fluctuations in North America and Asia, 40 percent in
Europe, and 20 percent in Oceania. The regional factor
also played a more important role in the second period for
the sub-Saharan Africa and Middle East and North Africa
regions, but the increase in the fluctuation attributed to the
regional factor is much smaller.

Have the global and regional factors together become
more important? A useful measure of the extent of business
cycle synchronization around the world is the combined con-
tributions of the global and region-specific factors to busi-
ness cycles. The overall importance of these two common
factors in explaining output variation increased only slightly.
However, even this small change was the consequence of a
substantial increase in the relative importance of the regional
factor. These findings imply that the level at which business
cycles occurred simultaneously has shifted from the global to
the regional level.

We conducted a wide range of experiments to check the
sensitivity of our results. First, we arrived at very similar
conclusions with respect to business cycles in consump-
tion and investment. Second, we analyzed the sensitivity
of our results to make sure that they were not driven by
episodes of crises (such as the 1997 Asian financial crisis
or the 2008-09 global financial crisis) that could tempo-
rarily amplify the roles played by different types of fac-
tors. We also experimented with alternative break points
for the two periods of the sample. In addition, we checked
individual country results to ensure that the averages we
presented also reflected the sources of business cycle vari-
ation at the country level.

The evolution of cycles

To explain the results, we looked at the changes in the roles
played by both global and regional factors.

First, there has been, on average, a decline in the impor-
tance of the global factor. This change supports the inter-
pretation that the strong business cycle synchronization
observed during the 1970s and early 1980s reflected large
common disturbances—the two oil price shocks—and the
effects of correlated disturbances in the major advanced
economies, notably the disinflationary monetary policy
stance of the early 1980s.
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Although the latest financial crisis was also a mas-
sive global shock, its full impact on the contribution of the
global factor has probably yet to be fully realized—we have
only three years of observations associated with the crisis.
However, when we extended our sample to 2015 using fore-
cast values of the three macroeconomic variables, we ended
up with similar conclusions that supported our key findings.
We also checked the sensitivity of our findings by consider-
ing a sample that ended in 2007. Those results were also in
line with our key findings.

Second, there has been, on average, an increase in the
importance of regional factors in explaining business cycles
in the latter period. This is an intuitively appealing finding
because regional linkages have become much more signifi-
cant in areas in which intraregional trade and financial flows
have increased substantially since the mid-1980s: North
America, Europe, Oceania, and Asia.

These regions took substantial steps to strengthen intrare-
gional economic linkages during the second period. For exam-
ple, intraregional trade and financial linkages grew significantly
over the past quarter century in North America, where the pro-
cess of economic integration started in the mid-1980s and cul-
minated with the ratification of the North American Free Trade
Agreement (NAFTA) in 1994. During the past decade, intrare-
gional trade flows accounted, on average, for nearly 55 percent

Chart 2

Global factors retreat

Global factors have become less important in explaining
business cycles overall . . .

(aveage share of business cycle fluctuations, percent)

20

18
16

14
12

10

1 1 I 1 I 1

Output Consumption Investment

I 1960-84
[ 1985-2010

oN O

... and in five of the seven regions we have identified.

(average output variance explained by global factor, percent)

45
40
35 I 1960-84
[ 1985-2010
30
25
20
15
5 I I I
; 1l
0 1 1 1 l 1 1 I 1 . 1
NA EUR OCE ASIA LAC SSA MENA

Source: Hirata, Kose, and Otrok (2013).

Note: NA = North America, EUR = Europe, OCE = Oceania, LAC = Latin America and the
Caribbean, SSA = Sub-Saharan Africa, MENA = Middle East and North Africa. See
accompanying table for more details.



of total trade, while intraregional financial assets were about 20
percent of total assets in the North American region.

One of the greatest regional integration projects of history,
of course, took place in Europe, with the eventual establish-
ment of the European Union and the creation of the euro
area. Intraregional trade flows constituted roughly 75 percent
of total trade in Europe during the past decade. Intraregional
asset holdings rose from 55 percent to roughly 75 percent of
total assets over the same period.

Regional integration in Asia has been driven largely by
the Association of South East Asian Nations but has also
been complemented by a number of bilateral regional
arrangements. The region has seen a rapid increase in intra-
regional trade and financial flows, especially over the past
decade. For instance, the share of intraregional trade flows
has been about 55 percent over the past decade.

The nature of trade has also changed in these four
regions. One of the major driving forces of the rapid
growth in regional trade flows has been the acceleration of
trade within industries, which often makes business cycles
more synchronized. During the second period, countries
in these regions also increased the pace of diversifica-
tion of their industrial and trade bases. This facilitated an

Chart 3

Regional factors reigns
Regional factors have become more important in explaining
business cycles . . .
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increase in the degree of sectoral similarity across coun-
tries within regions, further contributing to the conver-
gence of business cycles.

Regional business cycles can occur because of correlated
shocks—such as those associated with the implementation
of similar policies, or cross-border spillovers of shocks that
originate in a large economy. It is easy to see how these types
of shocks and spillovers have been influential in some of the
regions that have experienced more pronounced regional
cycles. For example, the implementation of similar poli-
cies has contributed greatly to the convergence of national
cycles in Europe since 1985. Cross-border spillovers origi-
nating in the United States and China have probably been
important in explaining regional cycles in North America
and Asia, respectively.

Regionalization rises

Our results indicate that regional business cycles have
increasingly become more pronounced, especially in those
regions where intraregional trade and financial link-
ages have registered rapid growth since the mid-1980s.
Surprisingly, the importance of the global factor has
declined over time.

These results present a different interpretation of the
impact of globalization on the degree of synchronization of
business cycles. Most commentators argue that the globaliza-
tion of trade and finance has led to the globalization of busi-
ness cycles. We find to the contrary that regional factors have
become increasingly more important as the driving forces
of business cycles during the recent era of globalization—
leading to the emergence of regional business cycles.

The number of regional arrangements with the objective of
greater trade and financial integration is likely to increase in
the coming years. These arrangements can generate economic
benefits, but, as recent developments in Europe have clearly
demonstrated, regionwide policies can also have serious con-
sequences for growth and stability at the country level. These
developments, along with the emergence of regional business
cycles we documented here, call for a better understanding of
the design and implications of regional policies.
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