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Abstract

This paper incorporates home production into a real business cycle (RBC) model
of small open economies to explain the different empirical patterns of international
business cycles between developed economies and emerging markets. It is well
known in the literature that in order for the RBC model to replicate quantita-
tively plausible empirical moments of small open economies, the model needs to
feature counterfactually a small income effect on labor supply. This paper consid-
ers home production that introduces substitutability between market consumption
and home consumption, which in turn generates a high volatility in market con-
sumption in accordance with the data, even in the presence of a sizable income
effect on labor supply. Furthermore, the model with estimated parameter values
based on the simulated method of moments is able to match other empirical mo-
ments, such as the standard deviations of output, investment and the trade balance
and the correlations between output and other macroeconomic variables. Given
that home production is more prevalent in emerging markets than in developed
economies, the model is able to replicate empirical differences between emerging
markets and developed economies in the volatility of market consumption and the
volatility/countercyclicality of the trade balance.
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