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Abstract 
 

This Working Paper should not be reported as representing views of the IMF. 
The views expressed in this Working Paper are those of the author(s) and do not necessarily 
represent those of the IMF or IMF policy. Working Papers describe research in progress by 
the author(s) and are published to elicit comments and to further debate. 

 
This paper analyzes the evolution of volatility and cross-country comovement in output, 
consumption, and investment fluctuations using two distinct datasets. The results suggest that 
there has been a significant decline in the volatility of business cycle fluctuations and a slight 
increase in the degree of cyclical comovement among industrialized countries over time. 
However, for emerging market economies, financial globalization appears to have been 
associated, on average, with an increase in macroeconomic volatility as well as declines in the 
degree of comovement of output and consumption growth with their corresponding world 
aggregates.  
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C.   A Globalized World Economy 

There has been a substantial increase in the volume of international trade and financial flows 
during the past four decades. This subsection first documents the major trends associated 
with this increase using the data from our large sample which includes both industrialized 
and developing countries. Then, increased global linkages among the G-7 countries are 
analyzed. 

Growing Economic Linkages Around the World 

There has been a dramatic increase in the overall volume of international trade over the last 
three decades (Figure 1d). For example, the growth rate of world trade has been larger than 
that of world income in almost all years since 1970. The average growth rate of trade, 
measured by the sum of exports and imports, has been more than two times larger than that 
of GDP in the groups of industrial and MFI countries during the period of globalization 
(Figure 2a). Reductions in trade barriers and declines in transport and communications costs 
have both played important roles in driving the rapid growth in trade. In particular, both MFI 
and LFI countries reduced average tariff rates from around 30 percent in the 1980s to about 
18 percent in the late 1990s.  

MFI countries have been much more successful in diversifying their export base and 
increasing their exports. While both MFI and LFI countries have increased the share of 
manufactured goods exports in their total exports, the average share of exports of primary 
goods in total exports is still much higher for LFIs (49 percent) compared with the MFIs 
(19 percent). This implies that LFIs have remained more vulnerable to the volatility in world 
commodity prices.  

Another major change in trade patterns is the phenomenon of vertical specialization, wherein 
countries specialize in particular stages of a good’s production sequence, rather than the 
entire product. There is more “back-and-forth” trade, in which a product crosses multiple 
borders while in-process. This generates a vertical trading chain that stretches across many 
countries. The increasing interconnectedness of production processes in this vertical trading 
chain has resulted in the “internationalization of production.” Recent research shows that 
vertical specialization rose almost 30 percent from the 1970s to the 1990s and it accounts for 
more than 20 percent of exports in several industrialized and MFI countries (see Hummels, 
Ishii, and Yi (2001) and Chen and Yi (2003)). More importantly, vertical specialization 
accounted for 30 percent of the growth in those countries’ exports.  

Gross private capital flows have also increased dramatically during the period of 
globalization (Figure 2b). While MFI countries have been able to register a substantial 
increase in the volume of gross private capital flows in the globalization period, the increase 
in the volume of flows to LFI countries has been relatively small. The main increase in gross 
capital flows to developing countries has been in terms of FDI and portfolio flows, while the 
relative importance of bank lending and official flows (including loans and grants) has 
declined over time (Figures 1a and 1b). Net portfolio flows also show a similar pattern, 
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