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Topic 1: National Income Accounting in Open Economy 

The Economist – Figures to Fret About (1998) 

➢ Mexico 1994 (consumption bubble); Thailand 1997 (property price bubble)  Big CA 

deficits 

➢ The CA is a popular indicator, but it is not so simple to interpret! 

➢ Usual Definition: Trade Balance + Net Investment Income + Net Transfers 

➢ Another Definition: Difference between a country’s savings and investment! 

➢ If I > S  country needs a CA deficit to finance it! 

➢ A Third Definition: The addition (or reduction) of a county’s claims on the rest of the 

world 

➢ CA Surplus  country acquiring foreign assets 

➢ Best model for understanding the CA: The Mundell-Fleming Model 

➢ Analyzes gov’t policies, interest rates, output, and CA 

➢ Static model  not helpful in understanding dynamics over time! 

➢ Depends on free capital movements and the ER regime 

➢ Problem for policy-making  no single theoretical framework explains all changes in the 

current account 

➢ Just looking at the size of the CA is not too instructive! Need to consider other factors 

as well (e.g. savings rate; growth rate; investor attitude; risk) 

 

The Economist – In Defense of Deficits (1995) 

➢ Argues that the common conception of deficits as bad is wrong 

➢ First of all, it is impossible for everyone to have CA surpluses! 

➢ Pitfall: A CA deficit does not mean a country is exporting too little because of trade 

restrictions!!! 

➢ CA involves many other things besides the trade balance of goods 

➢ CA: The change in a country’s net external financing position 

➢ All that a CA deficit means is that a country is becoming more indebted to foreigners 

➢ The key question is: Why is the increased indebtedness occurring? 

➢ The fear of CA deficits stems from an era when economies were relatively closed 

➢ Under Bretton Woods for example, borrowing from abroad was difficult and could 

lead to a BoP crisis 

➢ This is not the case anymore 

➢ A large CA surplus is not necessarily a good thing  could mean a lack of investment 

opportunities at home; could mean excessive savings 

➢ At the same time, it makes sense for developing countries to have CA deficits 

➢ “Theory of Balance of Payments Stages” 

➢ US broadly conformed to this view up until the 1980s 

➢ It is crucial that a CA deficit must be used to finance profitable investment 

➢ NB: The CA and budget balance are closely linked! A larger budget deficit, ceteris 

paribus, will lead to a current account deficit 

➢ Some would argue that this is dangerous 

➢ “Lawson Doctrine”  CA deficit from private decisions is OK 
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➢ Another crucial test for the CA is that the form and maturity of the financial flows into 

a country are healthy 

➢ The key is to look beyond the bottom line of what the CA is! 

 

The Economist - Sustaining the Unsustainable (2007) 

➢ Current Account Deficit in 2006  6.5% of  GDP for the US 

➢ Why is nobody paying attention to this?! 

➢ The dollar has fallen by 16% from its 2002 peak in real terms! 

➢ Economists have recently been saying that capital should flow from rich to poor countries 

 empirics suggest CA deficits >5% of GDP are problematic (rule of thumb!) 

➢  Recent papers arguing that imbalances may be more persistent and less perverse than 

once thought 

➢ Bernanke: It is a glut of savings abroad, not a shortfall of savings at home that is 

responsible for the US capital inflow! 

➢ Another through: Because financial instruments in emerging countries are unreliable, 

many people may save more as a precautionary measure! 

➢ Since financial systems mature slowly, the US is safe for a while longer! 

➢ Overall, it seems investors believe the US’ CA deficit is sustainable for the medium-run, 

and are not worrying much about it. 

 

The Economist – The Price of Profligacy (2003) 

➢ Paul O’Neill: “I just think it [CA deficit] is a meaningless concept” 

➢ As we know, the CA can be viewed/interpreted in several different ways 

➢ Just a counterpart to the capital account 

➢ How people are borrowing to finance today’s spending and yesterday’s debt 

➢ At the time of writing, the CA deficit in the US was 5% of GDP 

➢ Empirical studies have shown that ~5% is an important threshold! 

➢ Argument: Do not worry! America has strong productivity growth, which will compensate 

for the deficit 

➢ But, the CA has continued to deteriorate even after the 1990s investment boom 

➢ Argument: Do not worry! America is different. 

➢ The USD is the global reserve currency; the US can borrow in USD 

➢ Stock of debt is still relatively modest (this refers to 2003!) 

➢ Of course, the amount of indebtedness will depend a lot on the interest rate US must pay! 

➢ Difference in returns on FDI helps US benefit 

➢ Falling borrowing costs have masked the rising external debt 

➢ Be Careful! America’s debt stock could quickly become unsustainable if it is allowed to 

grow at the same rates! 

➢ Also, keep in mind that foreign investors’ appetite for American assets could well dry 

out before this happens 

➢ There have been indications already that this is happening! 

➢ Overall, foreign debt is a two way street: not only do you need to be able to afford it; 

somebody has to be willing to hold it! 
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Topic 2: Intertemporal Approach to the Current Account 

The Economist – Anatomy of Thrift (2005) 

➢ What causes people to save and invest? 

➢ “To use the language of economics, saving and investment are an  ‘ex-post’ identity, but 

the world’s ‘ex-ante’ appetite to save and invest may well be out of balance” 

➢ Classical theory tells us the interest rate mechanism and the exchange rate mechanisms are 

important for balancing savings and investment 

➢ But, Keynesianism  misalignment between S&I  too much saving  paradox of 

thrift  there may be lower output! 

➢ Both theories are ‘true’, but in different temporal contexts – SR vs. LR 

➢ So, what theories do we have to explain investment and savings? 

1. Modigliani’s “Life-Cycle Hypothesis”  emphasizes demographic shifts and 

economic growth 

2. Precautionary Reasons  variability of income 

3. Leaving assets for children; “Bequest theory of thrift” 

4. Ricardian Equivalence  saving responds to government actions 

➢ The debates are ongoing about which theory is best, but the following factors certainly 

matter 

➢ Demographics – aging populations… 

➢ Economic growth – savings rates rise as economies grow 

➢ Terms of trade shocks – if a country’s exports suddenly go up in price, for example – 

this is key in emerging markets 

➢ Financial developments – credit constraints 

➢ Capital gains – stock market or house price rises can lower savings***; key in 

developed countries 

➢ Fiscal Policy – adjustment is not perfect as RE would suggest 

➢ These opposite movements in developed vs. developing countries have been evident in the 

data  glut of savings in emerging economies & oil-exporting countries 

➢ However, it is even more difficult to predict investment behavior 

➢ In the SR, it will depend on overall demand 

➢ In the LR, it will depend on capital stock, productivity, growth, etc. 

➢ Some empirical evidence that investment rises when economies grow 

➢ However, the saving glut we were seeing around 2005 is due to unexpectedly low rates 

of investment! 

➢ This can be explained by several “structural” explanations: 

1. Demographics – world moving into high-saving phase 

2. Declining capital intensity – share of capital-intensive industries shrinking in 

developed countries 

3. Deflation of capital-goods prices  fallen sharply relative to prices of other goods; 

cheaper PCs; however, don’t forget that PCs depreciate faster! 

4. The rise of China  could be important, but it is not enough; it is more about location 

of investment rather than changes in global level! 

➢ Best place to start investigating is with the biggest net saver of all – Japan! 
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Topic 3: Exchange Rates and the ForEx Market 

The Economist – Better than Guesswork? (1999) 

➢ One of the key variables any CB would like to predict is the path of ERs 

➢ This has proven to be incredibly difficult 

➢ Still, there are four approaches to forecasting ERs 

1. Random Walk Hypothesis 

➢ Best prediction for tomorrow’s exchange rate is today’s exchange rate 

2. Efficient Financial Markets 

➢ Exchange rates will adjust in order to achieve uncovered interest parity (UIP) 

➢ Makes a lot of sense. It is even worse at prediction than random walk! 

3. Fundamental Equilibrium Exchange Rate (FEER) – asks what the change in ERs will be 

required to move the economy to a sustainable BoP 

➢ Poor forecasts, in any case 

4. Exchange rates should move to equalize prices in different currency areas 

➢ Purchasing Power Parity (PPP) 

➢ Works tolerably well, only in the very long run 

5. Intermediate-term model-based equilibrium exchange rate (ITMEER) 

➢ ERs move to reflect interest differentials plus a risk premium 

➢ Combines UIP and FEER approaches 

➢ Overall, ITMEER does quite well  also claims that unemployment is a very 

important direct determinant 

 

The Economist – Carry on Speculating (2007) 

➢ Carry Trade – borrowing or selling of currencies with low IRs and purchase of ones with 

high IRs 

➢ In theory, carry trade shouldn’t work, as long as we assume a state of covered interest 

parity  arbitrage opportunities would automatically be adjusted for 

➢ Clearly not the case 

➢ Its “cousin”, uncovered interest parity, has fared even more poorly! 

➢ In fact, high IR currencies have tended to appreciate 

➢ Academics have struggled to explain this discrepancy 

➢ Maybe investors demand a “separate” risk premium, not captured by ERs 

➢ Maybe its behavioral factors  self-fulfilling prophecy phenomenon 

➢ Inflation may be important here as well: 

➢ From the Fisher effect, we know that NERs should be higher in countries with higher 

inflation rates  this should give support to UIP 

➢ But, it has not been successful over the past decade; for example, the deflation-prone 

yen has declined against the dollar 

➢ Perhaps the carry trade biases have built up during the inflationary 1970s and 1980s, 

where you have high inflation and high interest rates 

➢ Reasons for success of carry trade are still a mystery! 

➢ However, it has been shown that carry trade tends to break down when markets 

become more turbulent! 
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Topic 4: Price Levels and Exchange Rates in the Long Run 

The Economist – Sandwiched (2008) 

➢ Article regarding the Economist’s Big Mac Index – based on the theory of LOOP 

➢ Ideally, adjusted for exchange rates, the McDonald’s Big Mac should cost the same in 

every country 

➢ Evidence shows that in 2008, after the crisis, the world’s currencies were nowhere close to 

their fair values! 

➢ Of course, care needs to be taken when drawing conclusions from fast-food prices 

➢ Local costs vary – rents and wages; prices of ingredients 

 

The Economist – The Perils of Convergence (2003) 

➢ As 10 mostly ex-communist countries prepare to join the EU in 2004, they are preparing 

for the next big challenge: adopting the euro 

➢ Conditions: low inflation; low IRs, budget deficits <3%, debt <60% of GDP; at least two 

years in the EU’s ERM2 (currencies kept close to the euro) 

➢ Financial markets expect the new members to join  spreads over German government 

bond-yields have fallen dramatically 

➢ However, the ERM2 does have its critics: 

➢ Claiming that this period of soft ER peg could make the countries excessively 

vulnerable 

➢ May be best to go to adopt the euro (euroization) straight away, without joining the 

euro area! 

➢ One problem is that accession countries can expect large capital inflows – upward 

pressure on ERs; then, when the inflows are reversed, ERs go down again 

➢ There is also the Balassa-Samuelson effect  causes RERs of fast-growing countries to 

appreciate 

➢ Another possible option is to just let the exchange rate float – wait and see! 
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Engel & Rogers AER 1996 – How Wide is the Border? 

➢ Examine the nature of deviations from LOOP using CPI data for US/Canadian cities for 

14 categories of consumer goods 

➢ Data is monthly or bimonthly and covers the period June 1978 – December 1994 

➢ Debreu (1959): “Again, a good at a certain location and the same good at a different  

location are different economic objects, and the specification of the location at which it 

will be available is essential” (p.29-30) 

➢ However, segmentation of markets by physical distance may not be the only factor 

➢ Recent evidence suggests that failures of the LOOP play a dominant role in the behavior 

of RERs 

➢ Particularly the movement of goods prices across borders ; see Engel (1993, 1995); 

Rogers & Jenkins (1995) 

➢ Hypothesis: The volatility of price of similar goods between cities should be positively 

related to distance; but, holding distance constant, volatility should be higher between two 

cities separated by a national border 

➢ A general framework that emphasizes price variation: 

➢ Consider all final goods to be nontraded  composed of tradable intermediate 

component (q) and nontraded “service” (w), mark-up over MC, and productivity 

   
1i ii i i i i

j j j j jp w q
 

 


   

➢ Geographical separation may drive differences in productivity, price of nontraded and 

of traded goods  see Krugman (1991), for example 

➢ However, over and above distance, national borders may matter as well! Why? 

➢ Pricing to market  markups may be different cross locations 

➢ Markets of nontraded good may be more integrated on national basis than 

international basis (also, these services are usually labor intensive – nature of labor 

market mobility is crucial) 

➢ Direct costs of crossing borders because of tariffs or other restrictions 

➢ Less homogeneity of relative productivity shocks across countries 

➢ Important explanation of border significance  sticky nominal prices in the country 

➢ Cross border prices would fluctuate across countries, but be stable within 

➢ May be dependent upon market segmentation 

➢ Main regression specification is: 

 , 1 , 2 , ,

1

n
i i i i

j k j k j k m m j k

m

V P r B D u  


      

➢ Outcome variable is the volatility of the relative price of good i between locations j 

and k, across the time series. 

➢ Regressed on distance, border dummy, and dummies for each city (i.e. allow the level 

of the standard deviation to vary from city to city) 

➢ Results Significant positive effect of distance on volatility in 10 of 14 goods; 

coefficient on border dummy is positive and significant in every good category 

➢ Test for robustness: check period before vs. after 1990 (Canada-US Free Trade 

Agreement)  results are consistent! 
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➢ Interpretation – the ‘width’ of the border? 

➢ Using the 95% CI to measure the impact of the border, then crossing the border is 

equivalent to 1780 miles of distance between cities 

➢ Distance has an independent, positive and significant effect in most specifications as 

well 

➢ Why does the Border matter so much? 

➢ Formal trade barriers cannot account for much (see FTA), but informal ones may… 

➢ Try to account for relative wage dispersion  significant, but does not affect border 

coefficient by much.  

➢ Investigate the sticky-price explanation of the importance of border power 

➢ Again, according to this, border will be significant because it picks up the effect of 

the fluctuating exchange rate 

➢ Use relative real intercity price in order to exclude effect of nominal price 

stickiness: 

 
 

*

*

f

f

P

P

P

P

  

➢ Even doing this, the effect of distance is positive, and the effect of border is still 

positive and highly significant 

➢ However, the effect of the border on price volatility falls from 33% of overall 

standard deviation to 18.9% of the SD 

➢ Therefore, the sticky-nominal-price story can explain about 30% of the border size 

➢ Conclusion: 

➢ “To the extent that our results indicate sticky nominal prices, they also shed some light 

on the price-setting process…A reasonable model of price stickiness must take into 

account isolated the market is for the product of the price setter. There appears to be 

potential for a marriage of the new-Keynesian literature on menu cots and the new 

trade literature emphasizing the role of geography” (1123) 
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Haskel & Wolf CEPR (1999) – Why Does the LOOP Fail? A Case Study 

➢ LOOP  all identical traded goods should sell at the same price in all locations 

➢ Use catalogue prices in 25 countries of 199 goods sold by IKEA; 1995-1998 

➢ Benefits of this dataset: 

➢ Actual local currency transactions  allows testing of absolute & relative PPP 

➢ Household furnishings are both highly tradable  

➢ Three dimensional dataset  country, product, time dimensions 

➢ “It seems reasonable to classify the products being considered here as 

differentiated products with reasonably close substitutes sold in an imperfect 

competition environment, and thus being representative of much of intra-OECD 

trade” (7) 

➢ How Does IKEA Set Prices? 

➢ Prices are determined by country managers, subject to a shared low price business 

strategy 

➢ Prices are guaranteed for a year. Exchange rates have a big effect on profitability, but 

very little on the pricing process 

➢ Apparently, direct international retail arbitrage does not constitute a serious constraint 

➢ Price divergences of 20%-50% are common across country pairs or products! 

➢ Illustrative example of three types of mirrors 

➢ Price differences are sufficient to alter the ranking of international relative prices! 

➢ The retail price of item k produced in country j and sold in country i reflects 

production costs, local distribution costs (pi), tariffs/other costs(gamma), markups 

    1 1 1k j k k k

i ij i i iP S C       
 

  

➢ Deviations from LOOP may reflect differences in markups or differences in 

distribution costs or tariffs 

➢ If distribution costs are the driving forces behind differences in retail prices, 

relative prices for a country pair should be bunched above or below unity 

➢ Data shows these differences do not suffice to explain price divergences 

➢ Attempt to eliminate the local ‘nontraded’ component of prices by computing relative 

prices of very similar goods  however, divergences persist 

➢ Double relative prices of items k1 and k2 in countries i1 and i2 
1

1

2
1, 2 1
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➢ The null hypothesis is that this should be equal to 1 

➢ Finding: for almost all product groups, more than half of the double relative prices 

differ by more than 20% across country pairs 

➢ Are differences related to country-pair characteristics (distance, language, market size)? 

➢ Evidence suggests some of this is possible (especially market size) 

 

 

 



10 

 

➢ Are such differences undone over time, or do they persist? 

➢ Find evidence of mean reversion, especially if the differences are large! 

➢ Estimate a threshold mean reversion equation: 

       1 1 2 1 3 1ln ln ln lnt t U t L tD R R D R D R               

➢ Where D(L) and D(U) are dummies for whether the lagged relative price falls below 

(above) a specified threshold (use -0.75 and 0.95) 

➢ For prices outside these thresholds, mean reversion is quite fast (half lives of less 

than 3 months! 
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Topic 5: Exchange Rate Determination: The Monetary Model 

Financial Times – Swiss Face up to Cost of Franc Defense (2012) 

➢ As investors demand the Swiss franc as a safe haven, the country is fighting to keep the 

currency week  accumulating massive reserves 

➢ At the time of writing, it was the 6th biggest holder of foreign reserves in the world 

➢ There is a cost to this  the Swiss National Bank (SNB) is accumulating euros so rapidly, 

it is unable to offload them fast enough 

➢ The proportion of reserves that are euros are rising in the SNB 

➢ SNB is also creating a headache for other CBS, faced with rising demand for their 

currencies as Switzerland embarks on its rebalancing act. 

 

Topic 6: Exchange Rate Determination – The Mundell-Fleming Model 

The Economist – Man of the Hour (1999) 

➢ This year’s Nobel prize in Economics is awarded to Robert Mundell 

➢ Work on capital flows, exchange rates, optimal currency areas – over 30 years ago! 

➢ Mundell was the one to “invent” open-economy macroeconomics in the modern form 

➢ The MF model integrated int’l capital flows with other forces driving demand and 

output 

➢ Work on optimal currency areas  criteria that should decide whether ERs among a 

group of countries should be fixed 

➢ It is commonly understood that a common currency should b for areas within which 

factors of production were mobile 

➢ Big argument over whether Europe is an OCA. Many disagree, but, it is impressive 

that Mundell himself is a big believer that Europe is an OCA 

➢ Mundell argues that  a movable exchange rate is only any use if shocks are felt across 

entire currency areas 

➢ In reality, floating currencies are more trouble than they are worth! 
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Topic 8: Analysis of Bilateral Trade Flows 

McCallum 1995 AER – National Borders Matter: Canada-US Regional Trade Patterns 

➢ The US-Canada case is interesting, because the two countries are so similar in terms of 

language, institutions, culture 

➢ Use gravity-type equation  trade between two countries is a function of each country’s 

GDP, distance between them, and other variables 

➢ This paper: Data for 1988 

➢ Imports and exports for each pair of Canadian provinces and between each province 

and each of the 50 states (use only 30 states in final data)  683 non-zero obs. 

➢ Finds the estimated coefficient on distance is much larger than that in other 

international studies (land transport is more expensive than water transport) 

➢ Most importantly, finds that, other things equal, trade between provinces is more than 

20 times larger than trade between a province and a state 

➢ Show that in a borderless world, inter-provincial trade and trade with US should be of 

similar magnitude – very different from what the data actually show 

 

Chen 2004 JIE – Intra-National versus International Trade in EU 

➢ McCallum (1995) – Using Canadian provinces and US states-level data in 1988  trade 

flows between provinces 22x larger than their trade with US states! 

➢ Research has explored the likely causes of these huge border effects 

➢ National trade barriers (e.g. ER volatility; tariffs; transaction costs; different standards; 

regulatory differences) 

➢ Wei (1996); Hillberry (1999); Head & Mayer (2000) 

➢ Wolf (1997) shows that border effects also extend to their level of sub-national units, 

using data on US states  agglomeration hypothesis to avoid trade costs 

➢ Understanding the causes of border effects is important because it would enable a better 

evaluation of their welfare implications 

➢ If border effects are endogenous and appear as a consequence of the optimal location 

choices of producers, the welfare implications would be small! 

➢ This paper: 

➢ Focuses on 7 countries and 78 industries in 1996 

➢ Firstly, examine the size of the border effect  

➢ Investigate the role of various border related trade barriers in explaining the border 

effects across manufacturing industries  

➢ Main Conclusions 

➢ Controlling for relative prices significantly decreases the size of border effects 

➢ The way distances are measured is also important 

➢ Technical barriers and product-specific information costs turn out to be important 

➢ Non-tariff barriers are not significant 

➢ Elasticity of substitution among varieties is not driving the cross-industry variance in 

border effects! 

➢ Informal barriers to trade important as well as spatial clustering of firms  suggests 

some endogeneity of border effects 
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Evans 2003 AER – The Economic Significance of National Border Effects 

➢ Two fundamental questions addressed: 

➢ Do larger border effects arise because of high perceived price edges between foreign 

and domestic producers, or because imports and domestic goods are very close 

substitutes? 

➢ If price wedges are important, do they reflect distortionary barriers to trade or do they 

arise from non-distortionary factors, such as differences in transaction costs or product 

characteristics? 

➢ A myriad of factors could explain why volumes of domestic trade exceed those of 

international trade  

➢ The volume measure does not provide enough information to assess these 

➢ The same magnitude of the border effect could be explained by any of the three following 

scenarios 

➢ Low tariff environment but very high elasticity of substitution 

➢ Imperfect substitutes but high information costs for foreign goods 

➢ Imperfect substitutes but high tariff environment 

➢ Only in this case are there adverse welfare consequences and potential policy role 

➢ This paper: explores the economic significance of border effects through four exercises 

1. Do goods with lower elasticities have higher border effects? The result allows Evans 

to infer the relative importance of the price wedges, as opposed to elasticities 

a. In fact, border effects are lower for less elastic products  substitutability is an 

important factor in explaining the border effect 

2. Under the assumption of any reasonable elasticity of substitution, implied price 

wedges between imports and domestic goods are far higher than recognized tariff 

barriers 

3. Does the border, in and of itself, create a barrier to trade (“location”), or do imports 

inherently differ from domestic products so that consumers purchase them less readily 

(“nationality”)? 

a. Comparison of imports from the US and sales of US foreign affiliates isolates 

the location effect, controlling for nationality 

b. Comparison of foreign affiliate sales versus those of domestic goods highlights 

nationality, controlling for location  

c. Finds that borders per se rather than an inherent nationality difference is more 

important\ 

4. Explores whether the importance of the border reflects differences in transaction costs 

(language, networks, social capital) or some distortionary barriers to trade 

a. Finds that both play a role 

b. Any distortions are probably not as substantial as initial border results suggest 

➢ Main Conclusions 

➢ Elasticity of substitutions provides at best a partial explanation of the border 

phenomenon 

➢ Transactions-cost differences could explain around 46% of the effects of borders 

➢ Policy distortions may explain around 34% 
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Wolf 1997 – Patterns of Intra- and Inter-State Trade 

➢ Using a dataset of trade between and within contiguous states of the US, examine whether 

home bias is also present at the sub-national level 

➢ If national factors are the core cause of the home-bias puzzle, we should not observe 

such a bias for sub-national unit 

➢ Finds that home bias does extend downward to the sub-national level  informal and 

formal trade barriers are an insufficient explanation 

➢ This subnational home bias may reflect spatial non-linearities in transaction costs  

spatial spillovers on demand or supply side; spatial clustering of immobile factors; 

uneven spatial distribution of demand 

➢ Most of these explanations suggests spatial externality occurs within sectors – high 

spatial concentration of production stages  

➢ Data suggest three additional stylized facts: 

➢ Shipment distances are shorter for intermediate than for final goods 

➢ States located close to each other tend to have similar production patterns 

➢ Trade flows are higher among states with similar production patterns 

➢ These are facts are consistent with a complementary explanation of home bias 

resulting from a spatial clustering of production driven by natural and created 

comparative advantage 

➢ Trade barriers with spatial externalities can explain the phenomena observed 

➢ Trade barriers will lead clusters to locate within political boundaries 

➢ To the extent that trade patters display hysteresis, the presence of sizable barriers at 

some past time suffices to explain this concentration 

➢ To the extent that such clusters primarily occur within sectors, aggregate home bias in 

trade would be observed even if final goods are not subject to excessive local trade 

➢ This is a possibility suggested by longer average shipment distance for final 

compared to intermediate goods  

 

Wei 1996 – Intra-National versus International Trade – How Stubborn Are Nations? 

➢ Examines the home country bias in the goods market among OECD countries 1982-1994 

➢ Alarmingly high degree of home bias suggested by studies such as McCallum (1995) and 

Helliwell (1996)  Both study USA and Canada 

➢ Objectives of Paper 

➢ Checking the robustness of McCallum-Helliwell estimates 

➢ Provide a welfare interpretation of estimates  

➢ Examine the importance of possible causes of the home country bias, such as 

exchange rate volatility 

➢ Investigate the evolution of the home bias for OECD and members of EC 

➢ Defines home bias as a country’s import from itself in excess of its import from other 

countries, controlling for various factors 

➢ A country’s trade with itself is calculated as the difference between its total production 

and its total exports to foreign countries (this is not GDP!) 
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➢ Main Conclusions: 

➢ Average country imports 2.5x as much from itself as from an otherwise identical 

foreign country 

➢ If one believes that the substitutability among goods is high, the observed bias implies 

relatively small non-tariff barriers  

➢ Therefore, the welfare consequences of the home bias are likely to be small 

➢ For OECD as a group, there has been a slow but steady decline in home bias; even 

lower for countries within the European Community 

➢ Strange measure of distance  “when a country has at least one neighbor sharing a land 

border, then it is a quarter of the distance to that nearest neighbor  

 

Rauch 1999 JIE – Networks versus Markets in International Trade 

➢ Finds support for the view that proximity and common language/colonial ties are more 

important for differentiated products than those traded in organized exchanges 

➢ Differentiated products have higher search barriers to trade  

➢ Very few manufacturing goods are traded on organized markets – prevents “globally 

scanning” traders from easily substituting differentiated products 

➢ Connections are made through a search process that is costly  strongly conditioned 

by proximity and preexisting ties and results in trading networks rather than markets 

➢ This paper: 

➢ Explores the consequences of this network/search view at a macro level by examining 

world trade flows 

➢ Divided internationally traded commodities into three groups 

➢ Traded on organized exchanges 

➢ Not traded on organized exchanges but possessing “reference prices” 

➢ All other commodities 

➢ Conclusions 

➢ Differences in proximity and links effects across different goods types, while in the 

direction predicted by the network/search view, were quantitatively small 

➢ Effects of pricing on the extent of trade were present only within a two-digit industry 

➢ However, these results could be due to networks/links being important for 

homogeneous as well as differentiated goods (there is evidence for this) 
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