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Abstract
Cross-country variation in production costs encourages the relocation of production facilities to other countries, a process known as offshoring through vertical foreign direct investment. I examine the effect of offshoring on the international transmission of business cycles. Unlike the existing macroeconomic literature, I distinguish between fluctuations in the number of offshoring firms (the extensive margin) and in the value added per offshoring firm (the intensive margin) as separate transmission mechanisms. In the model, firms are heterogeneous in labor productivity. They face a sunk entry cost in the domestic market and an additional fixed cost to produce offshore.

Offshoring increases with the difference between the domestic and foreign cost of effective labor and with firm-specific productivity. The key results are: (1) The model replicates the procyclical pattern of offshoring and the extensive and intensive margin dynamics that I document using data

from Mexico.s maquiladora sector; (2) Offshoring enhances the comovement of output between the countries involved; and (3) Offshoring reduces price dispersion across countries, because it dampens the real exchange rate appreciation that follows a productivity increase in the parent country (the Harrod-Balassa-Samuelson effect). The results are relevant for the study of macroeconomic interdependence between countries separated by persistent wage differences, such as the U.S. and Mexico or the original and new EU members.
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