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Abstract

A key feature of the business cycle data is that output, employment and investment move
up and down together in different sectors of the economy. However, standard business cycle
models fail to generate this business cycle sectoral co-movement. In this paper we propose a
two-sector business cycle model that generates the sectoral cycle co-movement in response to
both contemporaneous shocks and news shocks about fundamentals. The key elements to the
model’s success are frictions in intersectoral labor mobility and non-separable preferences in con-

sumption and leisure, along with adjustment costs to investment and variable capital utilization.
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1 Introduction

Recently, there has been a revival of the idea that economic fluctuations are not driven only by con-
temporaneous shocks but often influenced by changes in expectations about future fundamentals
(hereafter, news shocks). However, as Beaudry and Portier (2004) point out, changes in expecta-
tions cannot generate the observed strong business cycle co-movement in output, hours worked,
and investment across sectors of the economy in standard multi-sector neoclassical business cycle
models.

Several papers propose a multi-sector model that generates the business cycle sectoral co-
movement in simple neoclassical settings. For example, Jaimovich and Rebelo (2009) demonstrate
that along with variable capital utilization and investment adjustment costs, it is essential to use
preferences exhibiting very small labor supply wealth effects in order to generate the sectoral co-
movement. Beaudry and Portier (2004) show that a strong complementarity between nondurable
and durable goods in the utility function can overcome the sectoral co-movement problem. Beaudry
and Portier (2007) identify the multi-sector setting, where intermediate goods firms supplying
different inputs to different sectors of the economy exhibit cost complementarity (i.e., economies of
scope), as being necessary for obtaining the sectoral co-movement.

However, the features proposed in the literature to overcome the sectoral co-movement prob-
lem seem to be at odds with the data or lack of empirical evidence. Kimball and Shapiro (2008)
provide empirical evidence suggesting that there are sizable wealth effects on labor supply. While
Beaudry and Portier (2004) argue that it is reasonable to assume the complementarity between
nondurable goods and infrastructure, the existing empirical studies seem to suggest that, in gen-
eral, nondurable and durable goods consumption are not complements. Ogaki and Reinhart (1998)
estimate the intratemporal elasticity of substitution between nondurable consumption and durable
goods consumption and find that this elasticity is greater than one, implying that nondurable goods
and consumer durable goods are substitutes. Piazzesi et al. (2007) also find that nondurables and
housing are substitutes. Finally, there is not much convincing empirical support on the magnitude
of the economies of scope. Hence, it seems difficult to evaluate whether the degree of economies of
scope necessary to support the expectation driven business cycles in Beaudry and Portier (2007) is

empirically plausible or not.



This paper presents a simple two-sector neoclassical business cycle model that generates the co-
movement without assuming very small wealth effects on labor supply and multi-product producers
experiencing cost complementarity, and without taking a direct stand on whether nondurable
and durable goods are complements or substitutes. The key characteristics which we identify as
producing the sectoral co-movement are the non-separable preferences in consumption and labor
supply and limited labor mobility across sectors, in combination with investment adjustment costs
and variable capital utilization. Of course, previous papers have considered limited inter-sectoral
labor mobility and non-separable preferences in neoclassical models with contemporaneous shocks,
but to our knowledge none of them have explored the implications that these features have in the
context of news shocks. Investment adjustment costs and variable capital utilization are common
ingredients of models that incorporate news shocks.

Compared to Jaimovich and Rebelo (2009), and Beaudry and Portier (2004, 2007), the strength of
this paper is that it embeds more empirically realistic features to resolve questions of co-movement.
Basu and Kimball (2002), Guerron-Quintana (2008), and Kim and Katayama (2010) present com-
pelling evidence that the data reject additively separable preferences against non-separable prefer-
ences. Regarding labor mobility, Phelan and Trejos (2000) provide evidence that even very small
search-and-matching costs may substantially slow down intersectoral labor movements after a sec-
toral shift in demand. Davis and Haltiwanger (2001) find limited labor mobility across sectors
in response to monetary and oil shocks. Horvath (2000) reports a relatively low estimate for the
elasticity of substitution of labor across sectors.

While we focus on the sectoral co-movement in output, investment and hours worked, another
strand of literature on the news shocks has examined a different form of co-movement, aggregate co-
movement, using one-sector business cycle models. Jaimovich and Rebelo (2009) refer to aggregate
co-movement as the co-movement among the major aggregate macroeconomic variable such as
output, consumption, investment, and hours worked. It is also difficult for a standard one-sector
neoclassical model to generate the aggregate co-movement in response to news shocks. Several
recent papers propose a one-sector model that produces the aggregate co-movement. Exemplary
papers are Christiano et al. (2008), Den Haan and Kaltenbrunner (2009), Eusepi and Preston (2009)
and Jaimovich and Rebelo (2009), among others.

The remainder of the paper is organized as follows. Section 2 presents our two-sector busi-



ness cycle model. Section 3 presents an analytical characterization on the condition for the sectoral
co-movement in hours worked. In Section 4, we calibrate and simulate the model to show that
the business cycle co-movement can be obtained without assuming very small labor supply wealth
effects. We also discuss the role that each element in our model plays in generating the co-movement
and study the sensitivity of our results. Section 5 examines different specifications of labor adjust-
ment costs considered in the literature. In Section 6, we incorporate consumer durable goods into
our model and show that our model’s success does not depend on the degree of complementarity

of nondurable and durable goods. Section 7 concludes.

2 The Model

Our model adopts the basic structure of the two-sector model of Jaimovich and Rebelo (2009)
but differs from their model in two respects. Jaimovich and Rebelo (2009) use the preferences
parameterizing the strength of wealth effects on the labor supply. These preferences nest the class
of the King-Plosser-Rebelo utility function and the utility function proposed by Greenwood et al.
(1988), which eliminates the wealth effects on labor supply, as special cases. In contrast, we restrict
our focus on the King-Plosser-Rebelo utility function to show that our model is capable of generating
the business cycle co-movement without assuming very low wealth effects on the labor supply. We
introduce costs of adjusting labor across sectors, whereas Jaimovich and Rebelo (2009) assume that

labor can flow freely across sectors.

2.1 Households

The economy is populated by a constant number of identical and infinitely-lived households. The
representative household receives utility from consumption and incurs disutility from providing
labor hours to the consumption and investment goods sectors. Let C; and N; respectively denote
period t consumption and an aggregate labor index. Households maximize the expected lifetime
utility as given by

, 1)

t=0

Uy = Eo [Z BU(CL, Ny)

where 8 € (0,1) is the subjective discount factor.



The specific form of the King-Plosser-Rebelo utility function adopted in this paper is
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where v(N;) = (p%N t#. This class of the King-Plosser-Rebelo utility function is used in Basu and
Kimball (2002) and Shimer (2009). v(N;) measures the disutility incurred from hours worked with
v > 0,0” > 0. 7 is the Frisch elasticity of aggregate labor supply, measuring the intertemporal
elasticity of aggregate labor supply.! For lower values of 7, agents are unwilling to substitute
aggregate labor supply over time.

Our formulation of monetary utility function nests the non-separable and separable preferences
in consumption and leisure. In (2), the degree of non-separability is controlled by the parameter
for intertemporal elasticity of substitution for consumption, 0. The non-separable cases arise when
o < 1, which implies that consumption and leisure are substitutes as predicted by theory of time
allocation (Becker, 1965). In other words, the marginal utility of consumption is decreasing in
leisure. The lower this parameter is, the larger the substitutability between consumption and leisure

displayed by the utility function. The separable case corresponds to the limiting case 0 — 1,
liﬁ} U(Ct, Nt) = 1og(Ct) — v(Ny).
g—

This separable preference is used in most business cycle models.
We assume that the representative household is endowed with one unit of time in each period
one and the aggregate leisure index L; takes the following form:

0

0+1 0+1 7 o+1
Lt:1—Nt:1—[ch +Nif] , 60 (3)

Here N; is an aggregate labor hours index, and N.; and N;; respectively denote labor hours devoted

to the consumption and investment sector. This specification is considered by Huffman and Wynne

1t can be easily shown that the inverse Frisch elasticity of labor supply (i.e., the marginal utility of consumption (1)
constant elasticity) is
( dlogW

dlogN

where A is the marginal utility of consumption and W is the real wage. After some algebra, one can show that the inverse
Frisch elasticity reduces to 1/7.

) = [UNN - (uCN)z/uCC] [Un,
A=const.



(1999) and Horvath (2000) to capture some degree of sector specificity to labor, while not deviating
from the representative worker assumption. The degree to which labor can move across sectors is
controlled by the elasticity of intratemporal substitution in labor supply, 8. As 6 — oo, labor hours
become perfect substitutes for the worker, implying that the worker would devote all time to the
sector paying the highest wage. Hence, at the margin, all sectors pay the same hourly wage. For
0 < oo, hours worked are not perfect substitutes for the worker. The worker has a preference for
diversity of labor, and hence would prefer working positive hours in each sector, even when the
wages are different among sectors. In the limit as O — 0, it is impossible to alter the composition of
labor hours. In other words, there is an infinite cost of doing so and consequently the labor hours
in two different sectors will be perfectly correlated. Below, we will derive the threshold level of 6
needed for producing the sectoral co-movement of hours worked.

When building models with non-separable preferences to analyze business cycle fluctuations,
Bilbiie (2009) emphasizes that one needs to check the conditions for the overall concavity of momen-
tary utility function and the normality of consumption and leisure. Itis straightforward to show that
if 0 <1, the overall concavity of U(-) is guaranteed, i.e., Ucc <0, Urr <0, and UccUpr — (Ucp)? > 0.
To ensure that consumption and leisure are normal goods, the constant-consumption labor supply

needs to be upward sloping,? i.e., the following restriction to U(-) needs to hold:

+——>0, (4)
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where wy = ((” Jo V) and lim,_,; wy = 0. It can be shown that wy can be expressed as
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To be more precise, Bilbiie (2009) shows that both consumption and leisure are normal goods if

(Ucp/Ur) = (Ucc/Uc) <0
(Ure/UL) = (Ucr/Uc) ’

It is straightforward to show that the numerator is always positive in our momentary utility function. Hence, to ensure
the normality of consumption and leisure, the denominator, constant-consumption labor supply, should be positive.




The household faces a standard budget constraint

P;; Wi,
Do+ L)< Y (52N + Y
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where the subscripts ¢ and i denote variables that are specific to the consumption and investment
sector, respectively. P;; is the nominal price of goods produced in sector j = ¢, i; I;; represents newly
purchased capital for sector j; W;; is the nominal wage rate paid by firms in sector j. In addition,
Kj; is a productive capital stock in sector j, and u;; denotes the capital utilization rate in sector j.
Hence, u;:K;; represents the capital services and R;; is the rental rates of capital services in sector j.
The capital stock in each sector j = ¢, i evolves according to
I

Kip1 =1 |1 — ¢k (It_tl)] +[1-06(u;)IK;r, j=c,i. (6)
it

Here ¢k(-) represents adjustment costs incurred by the household, when the level of investment
changes over time. We assume that ¢x(1) = 0, ¢}<(1) = 0, so that there are no adjustment costs in
the steady state, and that cp;;(l) > 0. The function 6(-) represents the variable depreciation rate. We

assume that the depreciation rate is convex in the rate of utilization: 5" > 0, 5" >0.

2.2 Firms

The two types of final goods produced in the economy are consumption goods, produced in the
consumption sector, and capital goods, produced in the investment sector. Firms in the investment
sector provide new investment goods to both sectors. Output in each sector is produced by perfectly

competitive firms with the Cobb-Douglas production function

Ct = Asze (e iKe ) (N, (7)

L= Iy + Ly = Agzig(ui 1K ) (N1 )2, (8)

where A; is the level of aggregate total factor productivity (TFP) and z; is the level of sectoral TFP
in the sector j = c,i. Unlike Beaudry and Portier (2007), we do not incorporate a multi-product good

producer that sells potentially different intermediate goods to the consumption and investment



sector. Hence, our setup does not allow for the property that the marginal cost of producing an
intermediate good for one sector decreases with the production of a different intermediate good for
another sector, generally referred to as a cost complementarity.

The driving processes for A; and z;; are given by

—

At = pA\t—l + éa,t—p + &ty (9)

Zjp = pzZjp—1 + Ejpp + Ejt, J =G, (10)

where a circumflex (“hat”) over a variable represents proportionate deviations of that variable from
its steady state. & and &, for k = a,c, i, are i.i.d disturbances with E[e; &k s—p] = 0. The shock &
represents a conventional contemporaneous TFP shock or a sectoral TFP shock to the consumption
and investment sectors, and & ; represents the shock that affects the aggregate TFP or the sectoral
TFP p-periods later. The shock & ; does not affect the current aggregate TFP or the sectoral TFP but

provides information about its future evolution.

3 Employment co-movement

Before numerically solving the model, it is useful to provide analytical characterization on the
condition for the model economy to display the co-movement in hours worked across sectors. For
that purpose, we derive the equilibrium condition for employment in the consumption sector. This
is obtained from equating the labor demand in the consumption sector determined by the marginal
product of labor with labor supply determined by the marginal rate of substitution between leisure

and consumption:

au JL 1
SAN 2 = oN; (N%)H - (-t (11)
L o1+ (L-1)ovy) N Ne

In contrast with a conventional equilibrium condition with perfect labor substitutability (i.e., 0 = o),

1
there is an additional term, (NTL:) ? which makes the sectoral co-movement of hours worked possible.

L
To see this, let us define aggregate nominal wage as W; = [Wg:re + W}:H] 1 3 Using this, it is easy

=

3The expression for W; is obtained from using the following two conditions: W;N; = W;N,;+ W;;N;;, and VV\\/,(: = (ZL; ) .



1

L )E is equal to the relative wage in the consumption sector, WWC; Suppose now that

N;

to show that (
aggregate hours worked rise because of an expansion in the investment sector and thus the marginal
disutility of aggregate hours worked increases. Then, aggregate nominal wage and nominal wage
in the investment sector increase relative to nominal wage in the consumption sector. In case of
perfect labor substitutability, labor flows from the consumption sector toward the investment sector
until nominal wage rates are equalized across sectors (i.e. W.; = W;; = W;). Hence, hours worked
in the consumption sector move countercyclically, and the general co-movement problem that most
multi-sector neoclassical models experience arises. In contrast, if hours worked are not perfect
substitutes, workers are reluctant to substitute labor across sectors. Thus, nominal wage rates will
not be equalized across sectors, and the relative wage in the consumption sector remains low. This
low relative wage in the consumption sector makes consumption-good producing firms demand
more labor, which mitigates the co-movement problem.

To derive the condition for the sectoral labor co-movement, we log-linearize (11) around steady
state and obtain

1\ = 1 1\=
(1 + E)Nclt = (5 + wN — E)Nt, (12)

N\ W, .
) - Note that (12) holds for all . Therefore, our model displays

where wy = (1 — 0) (m PC -
sectoral labor co-movement without preferences exhibiting no wealth effects on the labor supply or

intermediate goods sectors exhibiting the cost complementarity, if the following condition holds

1 1
5 > —wN t+ ﬁ (13)

In contrast, when preferences are additively separable and labor is perfectly mobile (i.e., wn = 0
and 0 = o0), which most neoclassical business cycle models assume, this condition does not hold. As
discussed above, labor hours in the consumption sector move in the opposite direction of aggregate
hours in this case. Again, this is the general co-movement problem that has a lot of attention in the
literature. The condition, (13) has some interesting implications that deserve further comments.

First, notice that (13) is obtained by using a temporal equilibrium condition. In other words,
we derive it using the current market clearing condition for the labor. Hence, (13) guarantees a

sectoral co-movement of labor in response to a change in expectation about future fundamentals,



irrespective of whether it is correctly forecasted or whether it is based on false perceptions. Further,
since (13) does not depend on the nature of shocks, it is not specific to the case of a news shock. (13)
ensures a sectoral co-movement in response to any type of shocks that might be a source of business
cycles, including the contemporaneous aggregate TFP shock and the sectoral TFP shocks.

Second, the non-separability in itself does not generate the sectoral employment co-movement
without imperfect labor mobility. The reason is that the condition for the model to generate the co-
movement when there is perfect labor mobility violates the normality of consumption and leisure.

To see this, note that when 6 — oo, (13) reduces to
1
-wn + = <0.

This condition contradicts the normality of consumption and leisure.

Third, even though the non-separability alone cannot contribute to the co-movement, it expands
the threshold level of the intratemporal elasticity of labor supply, 0, needed for generating the
sectoral employment co-movement.

Fourth, when the intertemporal elasticity of aggregate labor supply (the Frisch elasticity) is equal

0+1

to the intratemporal elasticity of labor supply (i.e., 1 = 0), v(IN;) takes the form of v(N;) = Nz?l +N 1tT .
This effectively isolates each sector’s labor supply pool, which insulates sectors from rising costs in
other areas of the economy. In this case, it is essential to have the non-separability in consumption
and labor supply for the model to generate the co-movement. The economic intuition is simple:
The non-separability in consumption and leisure implies that consumption and aggregate labor are
complements, so that it is likely that hours worked in the consumption sector move together with
aggregate hours worked. This special case is particularly important because, as will be discussed
later, the empirical evidence suggests that n ~ 0.

Finally, it should be noted that while (13) would produce the employment co-movement, it is
silentabout whether it would guarantee the “right” co-movement. If aggregate labor falls in response
to a positive news shock because of wealth effects, then (13) would imply the co-movement of the
wrong kind: it would imply a drop in employment in the consumption sector and thus consumption

as well! In the simulations below, we show that investment adjustment costs induce substitution

effects, which increase aggregate labor and investment on receipt of a positive news shock, so that

10



(13) generates the “right” co-movement in our model.

4 Simulations

In this section, we simulate our model to show that our model successfully generates the sectoral
co-movement. We provide insights into the underlying mechanism, through which each element
in our model contributes to our model’s success in generating the co-movement. We also study the

robustness of our quantitative results.

4.1 Parameterization

To be comparable, we adapt the following parameter values used in Jaimovich and Rebelo (2009)
for our benchmark model. We set the discount factor () to 0.985, and the capital share (@) to
0.36. We assume that the depreciation rate at the steady state is the same across sectors and set to
0.025. We choose the second derivative of the investment-adjustment costs function evaluated at
the steady state, qb;;(l), to equal 1.3. We assume that the elasticity of 6 (-) evaluated in the steady
state (k = 0" (u uj/ 5 (u ), where u; is the level of utilization in the sector j = ¢, i in the steady state)
is the same across sectors and is set to 0.15. Because there is little guidance in the literature about
appropriate values for ¢)"(1) and k = 8" (u)u/5 (1), we discuss below the robustness of our results to
these parameters.

Following Basu and Kimball (2002), we set the intertemporal elasticity of substitution in con-
sumption (o) to 0.5, which implies that consumption and labor are complements in the utility
function. Using the same utility function as (2), Basu and Kimball (2002) show that the data reject
additively separable preferences and the estimated elasticity of intertemporal substitution is around
0.5. The parameter 0, which determines the elasticity of substitution between hours worked in
different sectors, is set to one based on the empirical work by Horvath (2000). He uses the fact that
relative labor hour percentage changes in one sector are related to relative labor’s share percentage
changes in that sector by the elasticity /(6 +1).* He estimates this elasticity from an Ordinary Least

Square regression of the change in the relative labor supply on the change in the relative labor share

“To see this relationship, recall that - W” = (%' b . Multiplying both sides by N,;/N;, the elasticity of the relative labor

hours in the consumption sector, N, t/N,, w1th respect to the relative labor share, W.N.;/W;N;, is given by /(0 + 1).

11



using sectoral U.S. data and finds 6 = 0.9996 with standard error of 0.0027. We set Frisch elasticity
of aggregate labor supply (1) to 1. This value is a lower bound on the Frisch elasticity used in the

literature.® Finally, we assume that the ratio of consumption to investment in the steady state is 3.

4.2 Results

Here we present simulations of the model. The timing of the news shock we consider is as follows.
At time zero, the economy is in the steady state. At time one, unanticipated news arrives. Agents
learn that there will be a one-percent temporary increase in A; or z;; beginning two periods later, in
period three (i.e., p = 3) with a persistent parameter p equal to 0.95. Figure 1 depicts the responses
of the economy to this news shock. There is an expansion in periods one and two in response to
both positive news about aggregate TFP (A;) and sectoral TFP in the investment sector (z; ;). Output,
employment and investment in the consumption and investment sectors rise together in periods
one and two, even though the positive shock only materializes in period three. Therefore, our model
successfully produces the business cycle co-movement in response to news about future values of
At and z;;.

Furthermore, in our model, output, employment, and investment in the consumption and
investment sectors continue to move together even after the shock is materialized (in period three).
This implies that our model can also generate the sectoral co-movement in those variables in response
to contemporaneous aggregate TFP shocks and sectoral shocks to TFP in the investment sector.
Figure 2 depicts the responses of our model economy to a temporary, contemporaneous one-percent
shock to A; or z;;. Figure 2 confirms that our model also generates the sectoral co-movement in
response to these two contemporaneous shocks. This is another important contribution of our paper
because it has been considered difficult for a standard two-sector neoclassical model to generate the
sectoral co-movement of investment and hours worked in response to contemporaneous aggregate
TFP shocks. Christiano and Fitzgerald (1998) suggest several modifications to generate the sectoral
co-movement in response to contemporaneous aggregate TFP shocks. However, the elements in

our model are outside the set of specifications that they consider.

*Note that Jaimovich and Rebelo (2009) assume a relatively elastic labor supply. They set 7 to 2.5. As (13) shows,
setting 1 to 2.5 would be favorable to our results because it would expand the range of 6 consistent with sectoral labor
co-movement.

12
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Figure 1: Responses to the News about A; and z; ¢

Note: Horizontal axes take model periods and vertical axes measure percentage deviations from the steady-state values.

Solid lines and dashed lines represent responses to a 1-percentage increase in A; and z;;, respectively at period three.
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Figure 2: Responses to A; and z;; Contemporaneous Shocks

Note: Horizontal axes take model periods and vertical axes measure percentage deviations from the steady-state values.
Solid lines and dashed lines represent responses to an immediate 1-percentage increase in A; and z;;, respectively at

period one.
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4.3 Anatomy of the model

We now illustrate the role played by the four features of our model — investment adjustment costs,
variable capital utilization, frictions in labor mobility, and non-separable preferences —in generating
the business cycle sectoral co-movement in response to good news about future productivity. Toward
this end, let us start considering a standard two-sector RBC model, where all of these features are
shut down. We will then introduce each feature of our model to this standard RBC model one by
one.

Figure 3 shows the responses of the economy to a positive news shock in a standard two-sector
RBC model. On receipt of a positive new shock, consumption rises, but aggregate investment and
labor decline. The good news about future productivity induces a strong wealth effect, increasing
consumption and leisure at the expense of aggregate investment. To meet the increase in the demand
for consumption goods, productive resources must be shifted out of the production of investment
goods into the production of consumption goods. Because of this, N, in period one and two and
I+ in period one rise, but N;; in period one and two and I;; in period one fall.

We then introduce investment adjustment costs to the two-sector RBC model, leaving other
features of our model shut down. Figure 4 displays the responses of the economy to the positive news
shock only with the investment adjustment costs. While consumption declines following the positive
news shock, adjustment costs to investment in each sector generate a positive response in aggregate
hours worked and investment. As Jaimovich and Rebelo (2009) clearly explain, adjustment costs
to investment make it optimal to smooth investment over time and thus provide a reduced-form
representation of the economic mechanism that would operate immediately in response to the
positive news shock. With high enough adjustment costs, the intertemporal substitution effect
might dominate the wealth effect, so that aggregate hours worked and investment might rise in
response to the positive news shock. In fact, this is exactly what is happening in Figure 4 and they
respond positively to the news shocks in the first two periods. However, the sectoral co-movement
problem still exists. That is, hours worked and investment in each sector move in the opposite
direction. However, adjustment costs to investment in each sector seem to alleviate the problem of
sectoral co-movement in investment. Even though I.; and I;; do not move together in response to

the news shock, the difference between these two is substantially reduced compared to the standard
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Figure 3: Responses to A; and z;; News Shocks in the Standard Two-Sector RBC Model

Note: Horizontal axes take model periods and vertical axes measure percentage deviations from the steady-state values.
Solid lines and dashed lines represent responses to a 1-percentage increase in A; and z;;, respectively at period three.
These impulse response functions are obtained from the standard two-sector RBC model.
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RBC model.

In addition to the investment adjustment costs, we now allow the rate of capital utilization in
each sector to vary, maintaining the assumption of perfect labor mobility and separable preferences.
Figure 5 depicts the responses of the economy with the investment adjustment costs and the variable
capital utilization. The most significant change in the reaction of the economy is that the variable
capital utilization combined with the investment adjustment costs generates the co-movement in
sectoral investment. Both I.; and I;; rise in response to the positive news shock. However, the
investment adjustment costs and the variable capital utilization do not solve the problem of co-
movement in hours worked across consumption and investment sectors. N.; and Nj; still move in the
opposite direction. Further, even though the variable capital utilization induces a positive response
in consumption in period one, consumption falls in period two and yet aggregate investment
increases in periods one and two. Hence, the model still fails to generate the strong co-movement
in output across two sectors.

Along with variable capital utilization and investment adjustment costs, frictions in labor
reallocation are now introduced, maintaining the separable preferences. Figure 6 portrays the
responses of the economy with the separable preferences. It clearly shows that frictions in labor
mobility significantly alleviate the problem of co-movement in hours worked across sectors. N
has declined before frictions in labor mobility are introduced, but now it does not respond to a
positive news shock. This invariant response of hours worked in the consumptions sector is already
anticipated by (13). Given our parameterization that 0 = n=1and o = 1, (13) implies that N.; does
not change in response to the news shock. Due to this acyclical response of N.;, consumption in
period two does not fall any longer and stays the same as in period one.

Finally, the feature of our model that we have not considered thus far is the non-separability
between consumption and labor in the utility function. To understand the role of non-separable
preferences, let us compare the responses of our model economy with (Figure 1) and without
(Figure 6) non-separability. It is straightforward to see that the non-separability enables the model
to generate a positive response in hours worked in the consumption sector and consumption in
periods one and two. Under our calibration that 6 = n = 1, therefore, non-separable preferences
play an important role in generating the co-movement in output and hours worked across sectors. As

discussed before, this is due to the fact that the non-separable preferences imply the complementarity
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Figure 4: Responses to A; and z;; News Shocks with Investment Adjustment Costs

Note: Horizontal axes take model periods and vertical axes measure percentage deviations from the steady-state values.
Solid lines and dashed lines represent responses to a 1-percentage increase in A; and z;;, respectively at period 3. These
impulse response functions are obtained when investment adjustment costs are introduced to the standard two-sector
RBC model.

18



T T
—0— A; Shock
-0 =z Shock

(a) Aggregate Output

(b) Hours

-0 -0

- o a-a-o

-
"¢ g-g-p-m o070

02 I I
1 3 5 7 9 1 13 15 17 19

(c) Consumption

3 5 7 9 1 13 15 17 19
(d) Investment

(f) Employment in Investment Sector

1 3 5 7 9 11 13 15 17 19

(g) Investment to Consumption Sector

3 5 7 9 1 13 15 17 19

(h) Investment to Investment Sector
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introduced.
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20



between consumption and aggregate hours worked. When hours worked increase, agents also wish

to increase their consumption, implying that labor in the consumption sector also increases.

4.4 Robustness

’”

o (wu

TG ! since

We study the sensitivity of our quantitative results to variations in ¢ (1) and «
there is little guidance in the literature about appropriate values for these parameters. We use our
benchmark calibration and change the values of ¢” (1) and x one by one.

Figure 7 portrays the responses of the economy to the positive news shock in A; and z;; with
different values of ¢"'(1). The left two columns of Figure 7 represent responses to the A; news shock
and the right two columns of Figure 7 correspond to results with the z;; news shock. As the figure
shows, if the size of the investment adjustment costs are not large enough, the model fails to generate
the sectoral co-movement in investment and results in the “wrong” kind of sectoral co-movement
in labor. While moderate investment adjustment costs can produce the sectoral co-movement in
response to news about z;; (¢”(1) > 0.9), non-negligible investment adjustment costs are necessary
to obtain the sectoral co-movement in response to news about A; (¢”'(1) > 1.3).

Figure 8 displays how the economy reacts to the news shocks with different values of k. As the
tigure shows, varying «x does not significantly affect the ability of the model to generate the sectoral
co-movement in labor, but it does its ability to generate the sectoral co-movement in investment. To
obtain the sectoral co-movement in response to A; news shock, the elasticity of the cost of utilization
with respect to the rate of utilization needs to be relatively low (x < 0.15), implying that varying
utilization does not induce a significant cost. In contrast, our model generates the sectoral co-
movement in response to z;; news shock in a broader range of x, implying that varying utilization

can be relatively costly.

4.5 Caveat

While our model generates the business cycle co-movement in response to positive news about the
aggregate TFP (A;) and the sectoral TFP in the investment sector (z;;), it also has some anomalies.
Our model fails to generate the co-movement in response to positive news about sectoral TFP in

the consumption sector (z.). Figure 9 depicts the responses of our model economy to the positive
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news about z.; with the same timing and persistence of the shock as before. For the case of the
news shock about z.;, the intertemporal substitution effect due to investment adjustment costs
seems to be dominated by the wealth effect of the news shock. Therefore, aggregate hours worked
and investment fall in response to the positive news about z.; even in the presence of investment
adjustment costs. Because of the decline in aggregate hours worked, (13) implies that our model
produces the sectoral co-movement of hours worked, but of the wrong kind: both N and N; fall
in response to the positive news shock z .

Below, we demonstrate that this anomaly disappears once we introduce consumer durable

goods into the utility function, with adjustment costs in purchasing consumer durable goods.

5 Different specifications of labor adjustment cost

We investigate whether different approaches to capture costs of adjusting labor can also produce the
sectoral co-movement of hours worked in response to the news shocks. First, we assume that N,
Nct, Nt are determined before unanticipated news arrives, following Boldrin et al. (2001). In other
words, this approach assumes that there is a one-time infinite cost of reallocating labor across the
sectors at period one, when agents learn news shocks, and labor becomes fully mobile from period
two on. In contrast, our model assumes that there are persistent frictions in reallocating labor across
the sectors over time. Figure 10 shows the responses of the economy to the positive news shock
about A; and z;; under this new labor adjustment cost specification. The timing of the shock is the
same as before. It is clear from Figure 10 that the one-time infinite cost of adjusting labor across the
sectors does not help generate the sectoral labor co-movement in response to news shocks.

Second, we consider a version of our model that replaces intratemporal labor adjustment cost
with intertemporal labor adjustment cost, considered in Sargent (1978) and Cogley and Nason
(1995). We assume that there are no intratemporal labor adjustment costs (i.e., 0 = o) and instead
replace equations (7) and (8) with the following two equations to capture the intertemporal labor

adjustment cost:

Ct = Arze (et Ke ) *(Nes) ™ = Nesp(Net/Nei-1), (14)

Iy = It + Iy = Aszip(ui 1K ) (N; ) ™% = Nisp(Ni /N 1), (15)
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where ¢(-) is a function such that p(1) = ¢'(1) = 0, ¢'(-) > 0, and ¢"(-) > 0. Figure 11 shows the
responses of the economy to a positive news shock about A; and z;; with ¢ (1) = 1.5.° The timing of
the shock is the same as before. Figure 11 reproduces the finding of Jaimovich and Rebelo (2009) that
intertemporal labor adjustment costs do not help with generating the sectoral labor co-movement

in response to the news shocks.

6 The role of durable consumption goods

In this section, we extend our model to incorporate consumer durable goods. Our purpose of
doing so is twofold. First, we wish to investigate whether the ability of our model to generate the
co-movement in response to news shocks depends crucially on whether nondurable and durable
goods are complements or substitutes in the utility function. Second, we also want to examine the
consequence of introducing additional investment adjustment costs (i.e., adjustment costs associated

with purchasing new consumer durable goods).

6.1 Environment

Households The representative household now receives utility from durable consumption (S;), in
addition to nondurable consumption (C;). The household has preferences defined over aggregate

consumption (Z;) and aggregate labor supply (N¢). The household’s objective is to maximize:

Uy = Eo [}: pUZ;, N»}, (16)

t=0
where

(14 (- 1)) -1

1-1

o

Z.
U(Zt, Ny) =

(17)

Aggregate consumption (Z) is a quantity index that aggregates two goods, namely, consumption

of nondurable goods, C;, and consumption of the service flow from the durable goods, S;:

1

1-1 1-1\p1T
Zy E(gbCCt "+ 148, p) , (18)

—

®We have tried with different values of ¢” (1) and it turns out that the results are insensitive to the value we use here.
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where p represents the intratemporal elasticity of substitution between nondurable goods and
service flow from durable goods. The service flow from the durable consumption goods is assumed
to be proportional to the stock of durable goods, so that S; = aDy, a > 0.

Beaudry and Portier (2004) restrict their attention to cases where p is no greater than one,
implying that nondurable and durable goods are complements. However, empirical evidence
suggests that p is greater than one, implying that the two goods are substitutes. For instance,
Ogaki and Reinhart (1998), who estimate p with aggregate data on durable consumption, obtain
[1.04,1.43] as a 95 percent confidence interval. Piazzesi et al. (2007) estimate the intratemporal
elasticity of substitution between nondurable consumption and housing consumption and find that
pis 1.27.7 We do not intend to take a particular stand on the value for p. Rather, we show that our
model is capable of generating the sectoral co-movement in response to news shocks, irrespective
of whether nondurable and durable consumption are complements or substitutes.

As before, v(N;) and N; are defined as follows:

n+1

NtT, Nt = [N

v(Nt) =(p1+n

Maximization occurs subject to the budget constraint

Pi; Wi Ry
Ci + (Pc,t) X+ Iep +1i4) < Z (Pc,t Nj: + Z Pos u;j Kt (19)

j=cji j=ci

where the subscript ¢ and i denote variables that are specific to the consumption and investment
sector, respectively. X; represents purchases of new consumer durable goods and other variables
have the same definition as before.

The stock of durable goods and the stock of productive capital in each sector j = c,i evolve

according to

X
Dy = X; [1 - ¢x (X—t)] + (1 = 64)Ds (20)
and

I]',t
It

Kj,t+l = Ij,t [1 - ¢K( )] + [1 - 6(uj,t)]Kj,t/ ] = i/ (21)

"Papers in the home production literature also estimate p to be above one. For example, Benhabib et al. (1991) obtain
p = 2.5 and McGrattan et al. (1997) get 1.75.
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respectively. Notice that there are additional investment adjustment costs. ¢x(-) represents ad-
justment costs that are incurred by the household, when the level of spending on new consumer
durables changes over time. As before, we assume that ¢x(1) = 0, (p'X(l) = 0, so that there are no

adjustment costs in the steady state, and that qb;;(l) > 0.

Firms Output in each sector is produced by perfectly competitive firms with the Cobb-Douglas

production function

Ct = Asze (e iKe ) (Ne) ™, (22)

I = Xp + Loy + Ly = Az (i K ) *(N; )1, (23)

where A; is the level of aggregate total factor productivity (TFP) shock and z; is the level of sectoral
TFP in the sector j = c,i. The consumption sector produces nondurable consumption goods as
before. However, the investment sector now not only provides new investment goods to both
sectors, but also produces the consumer durable goods. The driving processes for A; and zj; are the

same as before.

6.2 Employment co-movement revisited

In order to investigate whether the inclusion of consumer durable goods changes the condition for
the economy to display the sectoral labor co-movement, we revisit the equilibrium condition for
employment in the consumption sector. When consumer durable goods are introduced to the utility

function, the analogous equation to (13) is:

1 1
1 o L Ne\?
Yz PeC @N] ( ”) - (1)t (24)
o (1+ (L -1)o) N Nei
Log-linearizing (24) around steady state, we get
1\ = = 1\ 1 1\ =
(1_5)(Zt_ct)+(l+5)Nc,t =(5+wN_ﬁ)Nt/ (25)

L_1DoN)N
where wy = ((” o)

—o - To focus on the effects of news shocks, let us assume that there are no
1+(1-1)o(N))
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contemporaneous shocks. Substituting a = aue + (1 - a)I’\]\C,t and Z = a)ca +(1- wc)ﬁt, where

,’bccl—l/p
lpccl—]/p_'_lpdD]—]/p

[(1 - %)(wc ~ 1)1 - a) +(1 + é)

0<wcs= < 1 into (25) yields

— 1 = 1 1)\ = 1 —
Nc,t+(1 — —) (1—wc)Dt = (— + wN — —)Nt+a (1 - —) (1 —a)c)uclt.
P g n P
(26)
Note that the coefficient on ﬁc,t is positive for all values of p and ﬁ = 0 when the news hits the
economy since Dy is a state variable.
Suppose now that a positive news shock increases aggregate hours and capital utilization be-
cause of the presence of investment adjustment costs. (26) shows that it is possible that hours worked
in the consumption sector also increase at the impact period, implying a sectoral co-movement in

hours worked, as long as our previous condition is satisfied:

1 1
5 > —wN t+ ﬁ (27)

To begin with, when nondurable and durable goods are not complements, it is easy to see from
(26) that the condition, (27), ensures a positive response of hours worked in the consumption sector
for any p > 1. When the two goods are complements, (27) does not guarantee a positive response
of hours worked in the consumption sector for all values of 0 < p < 1, but it is likely to induce a
positive response unless p is significantly lower than 1. Put differently, (27) works as a necessary
condition for generating a sectoral labor co-movement when p < 1. If (27) is not satisfied, hours
worked in the consumption sector fall in response to a positive news shock for any p < 1. Hence,
our model can generate the sectoral co-movement of labor, irrespective of whether nondurable and
durable goods are complements or substitutes. All that is required is that the complementarity
between nondurable and durable consumption goods is not too strong.

Our result stands in contrast with Beaudry and Portier (2004). They demonstrate that a com-
plementarity between nondurable and durable goods is necessary to generate the sectoral labor
co-movement in response to news shocks. They do so in a model with perfect labor mobility and
separable preferences in aggregate consumption and leisure. Here we show that imperfect inter-
sectoral labor mobility and non-separable preferences enable the economy to produce the sectoral

labor co-movement, regardless of whether the two goods are complements or substitutes.
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6.3 Simulations

We simulate our model with consumer durables to examine whether it generates the co-movement
in output and investment across the sectors as well as hours worked. To numerically solve the
model, we assign the following additional parameter values. The expenditure share of nondurable
consumption in aggregate consumption in the steady state, wc, is set to 0.785, following Baxter
(1996). We assume that the depreciation rate for home capital (consumer durable goods) is the same
as the depreciation rate for capital. We also assume that the second derivative of adjustment cost
function is the same across types of investments (i.e., cp;{(l) = qb};(l) = 1.3). Based on the estimate
from Ogaki and Reinhart (1998), we set p = 1.17. However, we do not intend to take a strong
stand on the value of p. Our robustness exercise below reveals that results are insensitive for the
reasonable values of p. We use the same values for the remaining parameters as before.

Figure 12 presents responses of the model to the same positive news about future values of
At, zep and z;y. The timing of the shock is the same as before. These plots clearly show that our
model can generate the sectoral co-movement in response to news about all three shocks. Even
though the version of the model without consumer durable goods is not able to do so, our model
with consumer durable goods can now generate the sectoral co-movement in response to good news
about future sectoral TFP in the consumption sector (z.+). This result seems to be related to the effects
of introducing another investment adjustment cost. Additional adjustment costs associated with
purchasing new consumer durable goods induce stronger intertemporal substitution effects. This
in turn amplifies the response of aggregate investment and hours worked to news shocks, helping
generate the co-movement in investment and labor across the sectors. This is why responses to news
shocks are much more amplified with durable goods consumption, compared with the benchmark

case without durable goods consumption in Figure 1 and Figure 9.

6.4 Robustness

We study the sensitivity of our quantitative results to variations in investment adjustment costs
(1)”(1) and the elasticity of capital utilization x = 8" (u)u/d (u) for different values of p. In general,
different values of p do not change the qualitative behavior of the model much. The only exceptions

are responses of the economy to the news about z.; with low values of p. When nondurable and
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durable goods become more complementary, the model fails to generate the sectoral co-movement
in employment.®

Table 1 summarizes the range of parameter values that are necessary for obtaining the sectoral
co-movement. In particular, Table 1 indicates the minimum investment adjustment cost ¢”’(1) and
the maximum elasticity of capital utilization «x for different values of p. Generating co-movement
in employment does not depend much on the choice of parameter values when we are concerned
about the A; and z;; news shocks. With a reasonable choice of parameter values, the model with
durable goods consumption can generate the co-movement. However, obtaining the co-movement
with the z.; news shock is more subject to the choice of parameters. As the table shows, when p is
very small, there is no way to obtain the sectoral co-movement in response to the z.; news shock.

This table summarizes what factors are necessary to generate the sectoral co-movement in
employment, output, and investment. We have to have the certain amount of investment adjustment
costs and the moderate amount of capital utilization cost, but not too much. Whether nondurable
and durable goods consumption are complements or substitutes is not so important, at least for a
reasonable set of parameter values.

As p increases, the required minimum value of ¢”(1) for the co-movement is reduced. The
reason is that higher values of p imply that the marginal utility of nondurable goods consumption
does not change much when nondurable consumption changes. As a result, more incentive for
intertemporal substitution, and thus less values of ¢’(1), is required to increase hours worked in
response to a positive news shock.

Furthermore, as long as p is not too low, including durable goods consumption substantially
reduces the minimum investment adjustment costs (¢"'(1)) needed for the sectoral co-movement.
For the A; news shock, while ¢” (1) needs to be higher than 1.3 without consumer durable goods, the
sectoral co-movement in employment with consumer durable goods just requires ¢"'(1) to higher
than 0.87 when p = 1.1. Similarly, for the z;; news shock, the minimum investment adjustment costs

for the co-movement reduces from 0.9 to 0.76 by including durable goods consumption.

8Output and investment in each sector still show co-movement in response to the z.; news shock, even with low values
of p.
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Table 1: Robustness Check in the Model with Durable Goods

A; News Shock z¢t News Shock zi+ News Shock

p Min ¢”(1) Maxx Min@”(1) Maxx Min¢”(1) Maxxk
0.3 1.33 0.12 n.a. n.a. 1.15 0.8
0.5 1.12 0.36 1.56 0.02 1 1.32
0.7 1 0.6 1.38 0.11 0.89 2.46
0.9 0.91 0.85 1.29 0.16 0.80 3.58
1.0 0.87 0.97 1.26 0.17 0.77 4.05
1.1 0.87 0.98 1.26 0.18 0.76 4
1.3 0.86 0.98 1.25 0.18 0.76 3.94
1.5 0.86 0.99 1.25 0.18 0.75 3.9
1.7 0.85 0.99 1.25 0.18 0.74 3.87
1.9 0.85 0.99 1.25 0.18 0.74 3.84

Note: For each value of p, columns labeled as Min ¢ (1) present the minimum investment ad-

justment costs necessary to generate positive co-movement in employment in both consumption
and investment sectors, in response to respective news shocks. Similarly, Max x columns repre-
sent the maximum elasticity of utilization. n.a. indicates that with the corresponding value of
p, the model cannot generate the positive co-movement in employment in both sectors. In the
benchmark case, we have used p = 1.17, ¢"(1) = 1.3, and « = 0.15. Other parameter values are
held unchanged.

7 Conclusion

This paper tackles the sectoral co-movement problem in response to news shocks. We propose a
two-sector model that generates the sectoral co-movement to contemporaneous and news shocks.
We derive a condition for the sectoral co-movement in employment. It reveals that the key elements
to the model’s success are frictions in intersectoral labor mobility and non-separable preferences in
consumption and leisure, together with investment adjustment costs and variable capital utilization.

More interestingly, our model produces the co-movement in response to news shocks even
without assuming very small wealth effects on labor supply, strong complementarity between
nondurable and durable goods, or economies of scope. While these features are shown to produce
the co-movement in response to news shocks, they are typically at odds with the data. In contrast,
the elements of our model are closely tied to empirical evidence.

We also show that extending the model by incorporating durable goods consumption further
improves the model’s capability. With our setup, we do not need to assume strong complementarity

between nondurable and durable goods in order to generate the sectoral co-movement.
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