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Introduction

Economic globalization and economic reforms have been the major fascinations of
my intellectual life so far. This book collects my thinking on various issues associated
with them. It is divided into four parts: (1) globalization of financial markets; (2)
globalization and regionalization of trade in goods and services; (3) strategies of eco-
nomic reforms, and (4) integration of China into the world economy. This introduc-

tion offers a brief overview of the content and the background of the papers.

Part 1 Globalization of Financial Markets

This part of the book contains six chapters, discussing a range of new issues re-
lated to international capital flows, exchange rate dynamics, and financial market
volatility.

Corruption, like cockroaches, has been with human societies for a long time.
Whether it is beneficial or harmful to economic development is a subject of intense de-
bate. The first chapter in the book, “How Taxing is Corruption on International In-
vestors?” examines whether corruption in a host country actually reduces its ability in
attracting foreign investment, and if so, by how much? There are two novelties in the
paper. First, it used a data set on a matrix of bilateral foreign direct investment from
fourteen major source countries to forty-some host countries in the world, which was
the first time such a data matrix was used. Second, it used an econometric technique
and derived its estimator that allowed zero-FDI observations to be used. I found that
both corruption and taxes reduce inward FDI. The effect of corruption is negative,
statistically significant, and quantitatively large. For example, an increase in corrup-
tion from a level that prevails in Singapore (i.e., very low) to a level that prevails in
Mexico (i.e., high) has the same negative effect on inward FDI as raising the host

country’ s marginal corporate tax rate by forty percentage points (say from 20% to
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60% ). Many developing countries want to attract foreign investment by offering tax
give-aways. This study would suggest that corruption may have discouraged foreign
investment far more than a typical tax reduction can bring in [A more recent paper of
mine, not in this book, shows that China is not an exception]. The result of this pa-
per contributes to a clearer estimate of the economic consequence of corruption. Be-
cause of this, it has been reported in the Economist magazine, Business Week maga-
zine, Financial Times, (London) Times, Asian Wall Street Journal, and other
newspapers, and has been used in the Website by the Transparency International, an
international non-governmental organization dedicated to fight corruption.

The second chapter, “Currency Hedging and Goods Trade,” examines a connec-
tion between international finance and trade. It has been observed that exchange rate
volatility may have negatively affected international trade in goods and services, but
this effect has declined over time. One may conjecture that the development of finan-
cial hedging instruments on foreign exchange may have contributed to this decline.
Such a hypothesis had not been formally examined before this paper. Using a large
cross-section of bilateral trade, and allowing for imperfect information on the available
hedging instruments, this paper concluded that the hypothesis, while nice and sim-
ple, was not supported by the data.

Chapter 3, “Convergence to the Law of One Price Without Trade Barriers or
Currency Fluctuations, ” re-examines the failure of law of one price. Purchasing Pow-
er Parity (PPP)

in two countries

the same basket of goods should cost the same amount of money

is one of the most basic propositions in international finance /
open-economy macroeconornics. It is assumed in most models of open-economies. The
only problem is that it does not hold. In the data, there are wide and persistent devia-
tions from PPP. It has been estimated that a given deviation ( say 20% ) only shrinks
by half (say 10% ) every two to five years, which is remarkably slow. Why is the
convergence to PPP so slow internationally? Primary suspects are barriers to interna-
tional trade, volatility of exchange rates, and stickiness of goods prices. It is not al-
ways easy to tell which explanation is more important. The contribution of Chapter 3
is to make use of a “natural” experiment to separate the competing hypotheses. The
foundation of PPP is the law of one price (LOP), which states that the prices of the
same good in two locations should be the same. We collected prices on individual
goods in a large number of US cities over 88 quarters. We can then perform estima-

tion in a similar way to what one would have done for national CPI indexes across
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countries and times. Qur estimation is insightful because, by design, there is no poli-
cy barriers to trade among US cities, and there is no exchange rate fluctuations as all
cities use the same currency. Without these impediments, we found indeed that the
convergence to LOP is much faster than what can be found in international data.

Chapter 4, “Insignificant and Inconsequential Hysteresis: The Case of U.S. Bi-
lateral Trade,” examines another popular theory in international finance: the hystere-
sis hypothesis. The theory, developed by Paul Krugman, Richard Baldwin and
Avinash Dixit, was motivated by their observations on the large and growing U.S.
trade deficit throughtout 1980s. If the U.S. trade deficit in the first part of the 1980s
was caused by the sharp appreciation of the U.S. dollar, why didn’ t the deficit
shrink after 1985 to where it was in 1980 as the value of the US dollar against other
major currencies had declined sharply? The hysteresis theory argues that when the
value of the dollar went up by a sufficient amount in the first part of the 1980s, it
caused a structural change in the relationship between the US imports and the ex-
change rate - more foreign exporting firms started to set up marketing and advertising
networks in the U.S. Because of the fixed costs involved, foreign exporters would not
stop exporting to the US abruptly even when the value of the dollar declined to its o-
riginal level. This is a very appealing theory, except that it is not supported by the
aggregate trade data that these authors used to test it. Rather than relying on aggre-
gate data, David Parsley and I took a different tack by using dis-aggregated product-
by-product level data on volume and prices of imports from Japan or Canada to the
US. The products were chosen so that they were homogeneous, and had sizable fixed
costs on a prior ground. To our surprise, there was no significant support for the the-
ory either even at our product-level data. While our study was the first to use dis-ag-
gregated data to test the theory, it may not be the last word on the subject. My guess
is that future research using other innovative ideas and data sets can still find support
for the theory.

Chapter 5, “Yen Bloc or Dollar Bloc: Exchange Rate Policies of the East Asian
Economies, ” was first written in 1992, five years before the recent Asian financial
crisis. Many observers casually labeled East Asian economies as having a fixed ex-
change rate pegged to the U.S. dollar. In fact, most of them officially either had a
basket peg (with secretive weights attached to different major currencies), or had a
managed float system. This chapter suggests that the implicit weights that each coun-

try attached to the major currencies can be estimated econometrically. The estimation
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reveals that most of these countries, de facto, did peg their exchange rates relatively
rigidly to the U.S. dollar, despite of their official pronouncements. Furthermore, the
results suggests that a much-talked-about emerging yen bloc in Asia was not supported
by the evidence.

Chapter 6, “Price Volatility Without News about Fundamentals,” is a small
model that attempts to address the following puzzle: nominal exchange rates, stock
prices, or other financial prices often appear to be too volatile to be explained by their
underlying fundamentals. Using chaos theory, the chapter provides a simple story in
which high volatility can be a natural outcome of the trading process of the financial

markets.

Part 2 Globalization and Regionalization of Trade

This part of the book has six chapters, dealing with international trade in goods
and services. A key focus of these chapters is on regional trade blocs, motivated by
the formation of the North America Free Trade Agreement (NAFTA), the greater e-
conomic integration of the West Europe, and the talk of a possible trade bloc in East
Asia.

Chapter 7, “Regional Trading Arrangements: Natural or Supernatural?” sum-
marizes the research work that Jeffrey Frankel, Ernesto Stein and I had done on the
subject. This short and non-technical article provides a reader-friendly overview of the
issues. Chapter 8, “Open Regionalism in a World of Continental Trade Blocs, ” stud-
ies when regional trade blocs would provide welfare improvement in the world. Chap-
ter 9, “Trading Blocs and the Americas: The Natural, the Unnatural, and the Super-
natural?” was one of our earlier studies on the subject. The chapter offers a formal
model that assesses when regional trade blocs can be good and when they can be bad.
It also uses data to assess how the current pattern of regional trade blocs should be
judged against the theoretic model.

One of the concerns about the regional trade blocs is that they may act as impedi-
ments to global free trade. Chapter 10, “Can Regional Trade Blocs be a Stepping
Stone to Global Free Trade?” is very different from the previous chapters. Instead of
discussing the effects of the regional blocs purely in terms of economic efficiency, it
examines what are called political economy considerations, namely, whether regional

blocs can provide incentives (stepping stones) or dis-incentives (stumbling blocks) for
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countries to engage in further trade liberalization once they are already members of a
regional bloc.

Chapter 11, “Open versus Closed Trade Blocs,” extends the earlier empirical
studies that Frankel and I had done. In previous empirical work, we (and others) as-
sumed that regional blocs remove trade barriers among the members but maintain the
barriers against the non-members. Of course, as Chapter 10 suggests, the formation
of regional blocs could also motivate members to undertake trade liberalization that in-
clude reducing barriers on the imports from non-member countries. In Chapter 11,
we explicitly allow for this possibility by estimating how member countries of regional
trade blocs trade with non-member countries as well as among themselves. We found
that several blocs have indeed undertaken external liberalization, qualifying as “open
trade blocs. ”

Chapter 12, “Regionalization of World Trade and Currencies: Economics and
Politics, ” provides further estimation on a number of questions that were first raised

in the previous five chapters.

Part 3 Political Economy Issues of Reform Strategies

This part contains three chapters on economic reforms.

There has been an intense debate about whether gradualist reform (a la China) is
more or less efficient than a big bang approach (a la Poland, Czech Republic, and
some would argue, Russia). Chapter 13, “Gradualism versus Big Bang: Speed and
Sustainability of Reforms, ” asks a somewhat different question: namely the effect of
the reform strategy on the probability that it will be carried out, a so-called political e-
conomy question. There are times when big bang reform is simply not workable polit-
ically because too many interest groups would block it. In that case, I showed that a
sequential or gradual reform can often help to overcome this political impasse. Thus,
on a political economy ground, gradualist reform can be very useful.

Chapter 14, “To Shock or Not to Shock: Economics and Political Economy of
Large-scale Reforms,” also compares different reform strategies, but utilizes a very
different theoretical model. In this chapter, Peng Lian and 1 choose to look at the
possibility that a big bang reform may disrupt the “production chain” between up-
stream and down-stream firms, thus creating efficiency losses. We show that the

more technically sophisticated an economy, the greater the potential efficiency loss for
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a big bang approach. We also entertain the possibility that different people may be
different in terms of their discount rates. We show, on a political economy ground, a
gradualist reform strategy is often preferred to a big bang approach if people are al-
lowed to vote on the reform strategy. This may have provided an explanation for why
the big bang reform was difficult to push through in Russia, and apparently has
caused a big drop in the output.

Chapter 15, “Corruption and Economic Development in Asia,” is a survey of re-
cent empirical studies on corruption. It discusses how corruption levels may be com-
pared across countries, what the consequences of corruption in the economy have been

estimated to be, and what the possible ways are to control corruption.

Part 4 China in the World Economy

The five chapters in this part examine various aspects of the Chinese economy,
particularly issues related to its integration in the world economy.

Foreign Direct Investment into China looks impressive in terms of the reported
volumes. But of course, China is a large, low-wage, and fast-growing economy,
which normally would attract lots of FDI. Has China reached its potential as a host of
FDI? Chapter 16 provided the first estimation on the question. It reaches a somewhat
surprising conclusion, namely, China can do far better.

Chapter 17, “The Open Door Policy and China’s Rapid Growth: Evidence from
City-level Data, " was the first paper in the literature that utilized the Chinese city-
level data to evaluate the open-door policy. The central question addressed in the
chapter is the role of international trade and foreign investment in China’s economic
growth. The chapter concludes that both have played a statistically and economically
significant role. Chapter 18, “Foreign Direct Investment in China: Source and Conse-
quences, " provides an update to the previous two chapters.

Chapter 19, “Noise Trading in the Chinese Stock Market,” assesses the role of
noise trading in the Chinese stock market. The most striking finding is that the stock
returns on the same Chinese company (e.g., Qinghai Brewery) traded in Shanghai
and Hong Kong are almost unrelated to each other, whereas the stock returns on un-
related companies (e.g. Qinghai Brewery and a sewing machine company) in Shang-
hai can be extremely highly correlated. This suggests that economic fundamentals

probably have played a very small role in the stock trading in China.
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Chapter 20, “The Siamese Twins: Do State-owned Banks Favor State-owned
Enterprises in China?” estimates how much bias there is in the state-owned banks’
lending in favor of state-owned firms. The engine of growth in China has been the
firms outside the state sector. Yet, most of the bank credits appear to have gone to
less efficient state-owned firms. This suggests that the quality and the level of the
Chinese economic development can be made better if appropriate bank reforms are un-

dertaken and the financial resource allocation are improved.

Beyond the Chapters

With hindsight, many of the chapters in the book can be substantially improved
upon. Some of the reflections and insights have been incorporated into newer papers
that are not collected in this book. Readers may have many more comments and criti-
cisms which | will be happy to hear about.

Several chapters in the book are co-authored. So I would like to take this oppor-
tunity to thank my friends and co-authors, Jeffrey Frankel, David Parsley, Peng
Lian, Ernesto Stein and Tao Wang for their indispensible contributions. Jeffrey
Frankel deserves my special thanks. He is a great economist and a great person. I was
fortunate to have him as my doctoral thesis adviser in 1992. And he remains a con-
stant inspiration for me to pursue rigorous and real-world relevant research questions.
Second, I would like to thank the editor-in-chief, Hengfu Zou, for his tireless effort
without which this book would not have come into existence. Third, I would like to
thank various publishers for granting permission to reprint these chapters from their
journals or books. Finally, I would like to thank my parents, Xingbang Wei and
Huaxue Chen for their enduring love and support. This book is dedicated to my par-

ents.
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