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A long time ago came a man on a track

(...)

and he put down his load where he thought it was the best
he made a home in the wilderness

(...)

and the other travellers came riding down the track
and they never went further and they never went back
then came the churches then came the schools

then came the lawyers then came the rules

then came the trains and the trucks with their loads
and the dirty old track was the telegraph road

Dire Straits, Telegraph Road



Chapter 1

Motivation

1.1  Gains from trade

International trade raises economic efficiency in the trading countries. Nations differ in terms
of their relative productivity in different industries. Moreover, they differ in the availability of
productive factors, such as specific types of labour (skilled and unskilled, for example) and
physical capital goods, which are needed in differing proportions across the various
industries. In the absence of international trade, each country would produce some goods
relatively expensively and some goods relatively cheaply compared to other countries,
depending on which industries it can produce relatively more efficiently in. Trade between
countries enables consumers to buy products cheaply from around the world. In this way,
trade allows a country to import those goods that it can only make relatively expensively and
enables it to export those products that can be produced relatively cheaply domestically. This
raises economic efficiency, because each country can concentrate its resources in those
industries in which it is relatively more efficient, or (as economists say), in those industries

where it has a comparative advantage (see, e.g., Baldwin and Wyplosz, 2004)." As a result,

! The notion of comparative advantage due to differences in productivity has been introduced by the classical
economist David Ricardo in his work ‘On the Principles of Political Economy, and Taxation’ (1817).
Comparative advantage related to differences in relative factor endowments is known as ‘Heckscher-Ohlin’

comparative advantage, after the two economists who developed the theory.
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consumers across the world are better off than in a situation of autarky, in which each country
would have to produce all products itself.?

The gains from trade are not only based on comparative advantage. The larger market
opened up by international trade also generates gains from an increased scale of production,
from more intense competition and from the availability of an increased diversity of products
to consumers. Perhaps the most obvious advantage of trade is that countries gain access to
products that they cannot produce at home. Most notably, this applies to natural resources
such as oil and mineral ores, which not many countries are richly endowed with. However, a
similar argument extends to the introduction of new product innovations, developed abroad
(see Romer, 1994). These products embody ‘state-of-the-art’ technological developments that
yield many benefits to consumers.

The opportunity to exploit scale economies in a larger market has been noted already by
Adam Smith in his classical work ‘An Inquiry into the Nature and Causes of the Wealth of
Nations’ (1776). Production at a larger scale involves an increased division of labour, in
which workers specialize in a specific part of the production process. This leads to higher
productivity and lower production costs. The presence of scale economies also motivated the
development of so-called ‘new trade theory’ (e.g., Krugman, 1979; Helpman and Krugman,
1985). If countries start to trade, scale effects in production imply that each country will
specialize in certain industries or specific varieties of products. International trade increases
competition between producers, because consumers across the world are spreading their

expenditure over a wider variety of goods. As a result, prices are forced downward, as

? These gains may not occur immediately upon opening up to trade with the rest of the world. Shifting resources
from one sector to another takes time, during which workers may be unemployed and production capital may lay
idle. Apart from structural adjustment, groups may loose, because they represent production factors that were
relatively scarce before ‘liberalization’ of trade, but are not relatively scarce anymore after trade has opened up,
because the sector in which they had been employed shrinks in response to increased import competition.
However, as explained, the nation as a whole gains in terms of output and consumption, because the production
factors are allocated across industries more efficiently. Thus, the winners can compensate the losers of trade.
This can be achieved by redistributive policy, subsidies for retraining, etc. Moreover, we will see that gains from

trade do not exclusively arise from comparative advantages, but also from other factors that benefit all.
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producers try to steal away customers from competitors. To survive, firms need to operate at a
larger scale to drive down production costs by exploiting scale economies. This forces some
firms out of the market, while the remaining firms will produce more than initially, at lower
prices. To consumers, this means that they can choose from a wider variety of products and
benefit from lower prices. Wider choice increases consumer welfare, because of their ‘love of
variety’ (cf. Dixit and Stiglitz, 1977; Romer, 1994), as do lower prices.

Finally, international trade also generates technology spillovers between countries (e.g.,
see Coe and Helpman, 1995; Lejour and Nahuis, 2005), and — as already mentioned above —
introduces new foreign products (e.g., Romer, 1994). These trade effects contribute to a
higher long-run economic growth and increased welfare over time (e.g., Frankel and Romer,

1999; Lewer and Van den Berg, 2003).

1.2  Growth in trade: past and present
Barriers related to physical geography, culture and politics have traditionally obstructed trade
between countries. However, the potential benefits of trade have resulted in many examples of
trading routes and expansion of civilisations in space, in order to acquire scarce or new
products. Since the Industrial Revolution in the late 18" and 19" century, which gave birth to
modern (industrial) economies and capitalism, international trade has grown rapidly as
compared to world output (see Table 1.1).3

The growth in trade was stimulated by advances in transport and communication
technologies (such as, the introduction of steamships, railroads, canal systems, telegraph,
etc.), and by policy changes toward more openness in many countries. At the end of the 19"
century, this led to the first wave of globalization (e.g., Crafts and Venables, 2001). In the
first half of the 20" century, though, the Great Depression and both World Wars caused a

slowdown in trade, as protectionism revived and countries became more inward looking.

3 Because world GDP has started growing at a historically unprecedented rate at around the same time, this
implies that growth in trade was even more unprecedented, as it outpaced the growth of national economies (see
Maddison, 2001).
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Since the second half of the 20™ century, a renewed acceleration in the growth of world trade

has occurred (see Table 1.1).

Table 1.1 World merchandize exports as share of world GDP

Year Exports/GDP (%)
1820 1.0
1870 4.6
1913 7.9
1929 9.0
1950 5.5
1973 10.5
1998 17.2

Source: Maddison (2001); based on Table F-5 (p. 363).

Growth in world trade has consistently outpaced worldwide growth in GDP over the past
decades (e.g., Baier and Bergstrand, 2001). For the European Union (EU), trade with
countries in the rest of the world has risen by 730% in real terms over the period 1960-2000,
whereas intra-EU trade even rose by 1200% over that period (CPB, 2005, p. 152).

This wave of international integration is related to several factors. First, the post-war
period has been characterized by extensive trade liberalization (reducing tariff protection and
non-tariff barriers), spurred by multilateral agreements and organizations such as the General
Agreement on Tariffs and Trade (GATT) and its successor organization, the World Trade
Organization (WTO).* Furthermore, additional improvements in transportation technology
and infrastructure and the advent of modern Information and Communication Technology
(ICT) have contributed substantially as well. Baier and Bergstrand (2001) show that, apart
from the growth in GDP, which explains most of the growth in world trade, the reduction in
tariffs is mostly responsible for trade growth, followed by declines in transport costs. The

effect of ICT-driven reductions in trade costs has not been directly measured in their paper

* The process of multilateral liberalization has co-existed with many initiatives for closer regional economic
integration, which has resulted in many preferential trade agreements, free trade areas (such as the North
American Free Trade Agreement, NAFTA) and customs unions (like the EU, that has progressed further into a
single market — this implies free movement of labour, capital and services as well). For an overview, see Frankel
(1997).
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and could be captured by either the transport costs term or in the coefficient on GDP growth.
Trade growth in recent decades has also been related to increased outsourcing of production
processes (vertical specialization, or fragmentation of production) across borders, a change in
the organization of production that is linked to reductions in transport costs, communication
costs and tariffs (e.g., Yi, 2003).

The rapid growth in world trade has resulted in substantial efficiency gains in those
countries that have been able to participate in this development. To express this in monetary
terms, consider Hufbauer and Grieco (2005), who state that an average American household
enjoys annual benefits worth about US$10,000 from ‘shrinking distances’ (due to ICT and
advances in shipping) and declining policy barriers to trade and investment over the past
decades. Similarly, Badinger (2005) estimates that the EU-15 countries would have had 20%
lower incomes per capita, on average, in the absence of post-war international economic
integration (cit. in CPB, 2005).

Despite the fast pace of growth in world trade during the past decades, Table 1.1 still
suggests that trade remains surprisingly low, compared to world GDP. When confronting the
theoretical expectations with actually observed trade patterns, it becomes clear that countries
trade far less than would be justified by the potential scale effects to be exploited and by
differences in resource endowments and technology (Trefler, 1995; Loungani et al., 2002). On
the basis of an empirical analysis of trade patterns, Eaton and Kortum (2002) argue that trade
would be five times as large as presently observed volumes, if trade were frictionless. This
‘mystery of missing trade’ (cf. Trefler, 1995) illustrates that trade barriers are persistent and
have remained important determinants of the volume and patterns of trade across countries.’
For one, there still is a lot of work to be done within WTO negotiations on further

liberalization of worldwide trade. However, trade policy is not the only determinant of the

As a result, countries that are skilled in reducing the transaction costs of international trade can gain a

competitive edge in trading, as a transport hub or, in general, as a country of traders (see, e.g., WRR, 2003).
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resistance to international trade. The next section discusses how barriers to trade affect trade

patterns, and identifies two types of trade barriers that can be distinguished.

1.3 Tangible versus intangible barriers to trade

Given the large potential benefits of trade, the persistent resistance to international trade
indicates that trade costs are high as well. To explain trade costs, we have to look at the
barriers that lead to these costs. Trade barriers can be defined as obstacles in space or time
that impede a smooth, frictionless transaction of information or products (cf. Nijkamp et al.,
1990, cited in Van Houtum, 1998, p. 20).6

Geographic distance is the most obvious candidate to explain the resistance to trade.
Because of distance, transport costs have to be incurred to deliver traded goods from the
exporting country to the importer. Despite technological improvements in transport and ICT,
we observe an almost ‘immutable effect of physical distance’ on trade (cf. Poot, 2004).
Geographic distance between countries strongly affects trade, and the influence of distance
does not appear to have diminished over time (e.g., Berthelon and Freund, 2004).

As an illustration of the importance of distance barriers to trade, consider how distance
affects the typical export pattern for The Netherlands. For a set of selected countries, Figure
1.1 plots Dutch bilateral exports (corrected for the destination-country level of GDP)’ against
the geographic distance to each country. The results clearly show that trade falls sharply with
distance, after correcting for country size, and illustrate the importance of physical distance
for explaining the observed intensity of bilateral trade between countries. This brings us to the
conclusion that nations remain stubbornly apart in economic terms (cf. Wei, 1996; Loungani

et al., 2002).

% We slightly amend the definition by Nijkamp et al., who focus on barriers, other than the normal average
distance friction in spatial interaction (Van Houtum, 1998). We intend to view physical distance as such as a
barrier to trade, including its implications in terms of the need to transport in order to conduct exchange of
goods.

7" We scale bilateral trade by the GDP of the importing country, because the potential for trade between The

Netherlands and a bigger foreign economy is higher.
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Figure 1.1 The Netherlands: bilateral exports and geographic distance
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Apart from geographic distance, there are more factors that drive countries apart in
international trade, and raise ‘economic distance’ between them (Ghemawat, 2001). The
multidimensional concept of economic distance incorporates all barriers to trade that raise the
effective distance between countries and impose trade costs on bilateral trade. Examples of
these barriers to trade are tariff barriers, incompleteness of information on foreign markets,
differences in the institutional environment and cultural differences between countries.

Two types of barriers to trade can be distinguished. First, trade is obstructed by rangible
barriers. These barriers are directly observable in terms of the effect on the costs or quantity
of trade. Examples are transport barriers, trade policy barriers and currency exchange barriers.
These barriers lead to transport costs, tariff duties, quota’s, currency conversion costs and risk
premia on exchange rates. Second, we can identify intangible barriers to trade, which cannot
be observed directly in terms of a monetary or quantitative restriction. Oftentimes, physical
distance is interpreted as partly an intangible barrier to trade (see Frankel, 1997). In fact,

distance is related to various intangible trade barriers and generates much more than transport
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costs; it also increases the costs of face-to-face communication, interaction and coordination
costs and other information costs. In general, intangible barriers to trade include incomplete
information barriers, cultural barriers and institutional barriers (also see Poot, 2004 and
Brocker and Rohweder, 1990).8

Both tangible and intangible barriers to trade are important for understanding the variation
in trade patterns. However, as noted by Anderson (1999), the traditionally considered tangible
trade barriers, such as transport barriers and tariffs, are not sufficient to explain the resistance
to trade, especially given the fall in the costs associated with transport, communication and
tariff protection. Moreover, intangible barriers to trade, such as those generated by cross-
country variation in institutional quality, are important because they are ‘likely to affect the
amount of trade generated by trade liberalization’ as well, ‘with implicit consequences for the
welfare and growth effects of trade liberalization” (WTO, 2004, p. 176).

Recently, Anderson and Van Wincoop (2004) summarized the empirical evidence on the
effect of trade barriers by indirectly generating quantitative estimates of average trade costs
from the empirical results. They found an average 44% mark-up on production costs of
border-related trade barriers (excluding transport costs) for a typical developed country, of
which only a 5% mark-up is due to average tariffs. Deardorff (2004) thus argues that
international trade patterns substantially depend on mostly unobservable trade costs, related to
intangible barriers to trade. Furthermore, Obstfeld and Rogoff (2000) highlight the possible
role of these unobserved trade costs in sorting out some of the apparent puzzles in
international economics, such as the ‘mystery of missing trade’ referred to earlier. Hence,

closer inquiry into intangible barriers to trade is needed.

Institutional barriers are identified as intangible barriers to trade. Although in principle some of the costs
related to institutions are observable (e.g., legal costs), most of the transaction costs are not directly observable
on the market (contracting costs, monitoring costs, regulatory costs, expropriation risks and other uncertainties,

and adjustment costs related to differences in the [quality of the] institutional setting).
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1.4 Research questions and setup of the thesis

This thesis aims to contribute to the understanding of the determinants of variation in trade
patterns. As argued before, the observed patterns of trade reflect the importance of economic
distance between countries. Economic distance between countries represents all barriers that
increase the resistance to bilateral trade. The economic distance between countries has
traditionally been associated with physical distance (raising transport costs) and with import
protection (leading to import tariffs and quantitative restrictions on trade). The effect of
physical distance on trade has received much attention in the literature on bilateral trade.
Improvements in transportation and communication technology have reduced the costs to
interaction and trade generated by the physical distance barrier. Still, the relevance of physical
distance in conditioning bilateral trade shows that it remains an important barrier to trade.
Both the size of the decay of trade over geographic distance and its development over time are
subjects of interest in this respect. Given the variation in distance-decay estimates across the
literature, a meta-analytic approach is chosen to investigate these issues. Thus, the first

research question in the thesis asks,

1. What explains the variation across the literature in the effect of physical distance on
bilateral trade and has the effect decreased over time as a consequence of falling costs of

transport and communication?

The persistence of the distance effect in trade suggests that physical distance is also associated
with intangible barriers between countries, related to information incompleteness and cultural
unfamiliarity (e.g., Grossman, 1998). This illustrates the importance of intangible barriers to
trade for understanding the underlying mechanisms that explain variation in trade patterns.
The purpose of the thesis is to assess the relevance and importance of these barriers, in terms

of their effect on trade. This leads to the second research question investigated in this thesis.



10 Chapter 1

2. What are the relevant intangible dimensions of economic distance between countries that

affect the intensity of trade?

Moreover, the relevance and impact of intangible barriers may vary at a more disaggregate

level, depending on the type of product traded. This motivates the third research question.

3. Does the importance of intangible barriers to trade at a more disaggregate level depend on

market conditions, in particular the degree of product differentiation?

Figure 1.2 depicts the organization of the thesis, which is divided in three parts. Part I
presents the background for the analysis of intangible barriers to trade. Part II consists of the
primary empirical analysis of the intangible barriers emphasized in this thesis, viz.
institutional and cultural barriers to trade. Part III concludes, looking back at the findings and
considering their implications and possibilities for further research.

In Part I (Chapters 2 and 3), we provide the conceptual and theoretical framework for the
empirical analysis in Part II and discuss the relevance of intangible barriers for understanding
the prominent effect of geographic distance on trade patterns. In Chapter 2, the intangible
barriers to trade that add to economic distance are identified and discussed, and the gravity
model, used for the analysis of bilateral trade, is introduced. In theoretical respect, Chapter 2
contributes to the understanding of economic distance by considering the relation between the
institutional environment and international trade. The effect on trade of differences in cultural
values and codes of conduct is explicitly addressed as well (separately from the commonly
considered aspect of cultural familiarity, such as common language and colonial history). In
other words, Chapter 2 investigates the intangible trade barriers that are proposed to answer
the second research question. Chapter 3 focuses on the size and development over time of the

geographic-distance effect on trade.



Motivation 11
Figure 1.2 Outline of the thesis
Motivation
(Chapter 1)
\ 4 \ 4
Part I: Background Part II: Institutions, Culture and Trade:

Theoretical framework
- intangible barriers to trade
- gravity model

(Chapter 2)

Empirical Analysis

Barriers to Trade

Meta-analysis

distance decay in trade:
- size and variation

- development over time

(Chapter 3)

A 4

(Chapter 4)

Institutional barriers to trade

- institutional quality

- institutional distance

- GDP per capita: omitted variable bias

A 4

(Chapter 5)

Institutional barriers and product type
- disaggregate trade and zero flows

- product differentiation

- networks and institutions

A

A 4

(Chapter 6)

Cultural distance and trade

- values and norms

- transaction and adjustment costs
- FDI versus exports

Part III: Retrospect and Prospect
(Chapter 7)

The application of meta-analysis methodologically contributes to the debate on the high and

persistent importance of geographic distance for bilateral trade. The analysis enables us to

infer statistical generalizations from the existing literature to provide insight in the causes of

variation in estimated distance decay across the literature and in the size and development of
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distance-related trade barriers. Thus, Chapter 3 serves to answer the first research question
introduced above.

Part II (Chapters 4 to 6) contains the empirical analysis of the relation between institutional
and cultural barriers to trade and patterns of bilateral trade, using the gravity model. The
questions that guide the analysis in Part II serve as an empirical operationalization for
answering the research questions 2 and 3. The significance of the barriers, in terms of their
effect on bilateral trade and contribution to the explanation of the variation in trade flows
across countries, is addressed. More specifically, the investigations in Chapter 4 focus on the
impact of institutional quality and institutional distance barriers on aggregate bilateral trade.
The contribution of Chapter 5 is of a theoretical as well as empirical nature. The chapter deals
with the relation between institutional barriers and trade at a disaggregate level, classified by
product type, and also pays attention to the occurrence of zero-valued bilateral trade flows.
Chapter 6 investigates the effect of cultural distance, in terms of values and work-related
norms, on bilateral trade. Moreover, the chapter presents a further discussion on the
contribution of various trade barriers to the explanation of the variation in trade flows. For a
more elaborate discussion on the content of Chapter 3 and the empirical chapters in Part II —
Chapters 4 to 6 —, the reader is referred to the next chapter, in which we first develop the

conceptual framework in more detail.



Part I

Background






Chapter 2

Barriers to Trade and the Gravity
Model

2.1 Introduction

Trade patterns to a considerable degree depend on intangible barriers to trade (Obstfeld and
Rogoff, 2000; Deardorff, 2004), which are related to incomplete information, cultural
differences and institutional differences across countries. These barriers appear to be very
large even between adjacent, relatively similar countries. The existence of national borders as
such seriously reduces trade, as shown by the decrease in interregional trade flows once they
cross country borders (e.g., Brocker, 1984; McCallum, 1995; Feenstra, 2004). Furthermore,
the size of distance decay in trade is too large to be attributed exclusively to the effect of
transport costs (Wonnacott, 1998). Illustratively, recent evidence shows that geographic
distance reduces trade in financial assets to an extent that is at least comparable to
merchandize trade, even though transport costs are not an issue in the exchange of financial
claims (e.g., Portes et al., 2001). In this respect, geographic distance is a proxy of various
intangible barriers that are related to incomplete information and cultural unfamiliarity (see,
e.g., Frankel, 1997; Loungani et al., 2002). The distance effect in trade hence provides an

indication for the importance of intangible trade barriers.

! This chapter is partly based on De Groot et al. (2004); Linders et al. (2005a); and Linders et al. (2005c).
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In this chapter, we explore the dimensions of intangible barriers to trade more closely,
focusing on institutional and cultural variation across countries. Because of incomplete and
asymmetric information, cultural differences and variation in the institutional environment, it
is more costly to engage in successful cooperative behaviour across national boundaries. In a
setting of imperfectly competitive markets, imperfect insight, uncertainty and asset
specificity, in which many transactions are conducted over time and repeated with some
frequency, cooperative behaviour matters. Granovetter (1985) argues that under such
circumstances the discipline of competition is insufficient to safeguard mutual interests in
transactions and prevent opportunistic behaviour. As international trade involves multiple
legal and political systems, property rights and commitment to contracts are more difficult to
secure (Rodrik, 2000; Greif, 2000). This raises the costs of writing contracts, enforcing the
agreements and self-insuring against malfeasance in trade (Anderson and Van Wincoop,
2004). As a result, the quality of the institutional environment protecting property rights and
contracts matters for trade. Trusting and trustworthy behaviour are social assets that improve
informal enforcement of cooperative behaviour, increase the security of trade and reduce
transaction costs. Cultural familiarity between countries reduces information asymmetries and
increases bilateral trust. Cultural similarity leads to similar informal norms and procedures of
business, increases bilateral trust and reduces adjustment costs in exchange. The following

two sections further discuss these dimensions of barriers to trade.

2.2 Institutions and trade

The unobserved barriers to trade are often related to incomplete or asymmetric information
and uncertainty in exchange. North (1990) argues that, because of imperfect insight and
incomplete information, people form institutions. He defines institutions as “humanly devised
constraints that shape human interaction”. These rules of the game are intended to reduce the
uncertainty in exchange, and lower transaction costs. The impact of institutions on transaction
costs has received a lot of attention in the literature on economic growth and development

(e.g., Barro, 1991; Knack and Keefer, 1995; Sala-i-Martin, 1997; Olson, 1996; Hall and
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Jones, 1999). This literature builds on the notion that poor governance entails negative
externalities for private transactions, and consequently raises transaction costs, with negative
effects on growth and development. Recent research has further contributed to the
understanding of the relation between institutions and growth, by distinguishing two types of
institutions, property rights institutions and contracting institutions (e.g., Acemoglu and
Johnson, 2003). Apparently, property rights institutions, that determine the security of
property from expropriation by the state, are particularly important in explaining economic
development over time.

The institutional environment is also relevant for international trade (see, e.g., Rodrik,
2000; Wei, 2000a; Dixit, 2004). Because international transactions involve multiple
governance systems, the effectiveness of domestic institutions in securing property rights and
contract enforceability in exchange is an important determinant of trade costs. The quality of
institutions affects expropriation risks, corruption, the enforceability of private contracts and
the security of trade in general (see, e.g., Rodrik, 2000).2 Furthermore, formal rules affect
informal norms of behaviour and inter-personal trust, which influence the mores and
conventions of doing business. These, in turn, may affect risk perceptions in international
transactions. As an illustration, consider that corruption can sometimes reflect a reaction to
poor quality of the institutional framework (in terms of a heavy burden of red tape, or
bureaucratic delay, in conducting transactions).

Compared to the literature on institutions and growth, the impact of institutions on
international trade flows has received relatively little attention until recent years. The

literature is expanding fast, though. For example, several studies show that corruption levels

2 Evidently, the growth and trade lines of research are closely related. Many studies have identified openness to
international trade as an important determinant of economic growth (e.g., Frankel and Romer, 1999). Thus, even
if institutions are shown to be of less direct importance for economic performance than trade (cf. Dollar and
Kraay, 2002), a strong link between the quality of governance and trade reconfirms the importance of good
governance for long-run economic performance. See, for example, Frankel and Rose (2002) who use a gravity
model approach to argue that the main benefits of a currency union for economic performance are related to its

positive effect on trade and openness.
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negatively affect the intensity of cross-border transactions (Kaufmann and Wei, 1999; Wei,
2000b; De Jong and Udo, 2005). Thus, the negative effect on trade of corruption, as a
manifestation of bad governance, appears to dominate the positive effect of corruption as a
‘safety valve’ to relieve the pressure of red tape. Several recent empirical studies have
included institutional quality indicators as a determinant of trade (e.g., Anderson and
Marcouiller, 2002; Koukhartchouk and Maurel, 2003; Redding and Venables, 2003; Jansen
and Nordas, 2004 and WTO, 2004), showing that better quality institutions increase openness

and bilateral trade.

2.3  Culture, incomplete information and trade

Cultural differences are important intangible barriers to trade, increasing economic distance
between traders (Linnemann, 1966; Drysdale and Garnaut, 1982). These differences consist of
two aspects: knowledge, or familiarity, between cultures, and differences in norms and values
between cultures. People are in general less informed about foreign markets and cultures.
Through newspapers, television and direct communication, they are much more informed
about domestic developments, especially in terms of the richness of details (Van Houtum,
1998). Furthermore, information and knowledge on distant foreign markets and cultures tend
to be less than for nearby societies. Cultural familiarity decreases across geographical
distance, which may help explain why less information is collected about distant markets. The
causality also runs in the opposite direction, with lack of information reinforcing unfamiliarity
with foreign cultures. Familiarity with foreign cultures increases if historical ties exist, e.g.,
through language and colonial history.

Incomplete information and unfamiliarity with foreign cultures generate “psychic distance”
between countries (e.g., Beckerman, 1956; Klaassen et al., 1972; Frankel, 1997). Cultural
familiarity between countries reduces psychic distance and lowers trade costs. For example,
proximity, common language and pre-existing ties make it easier to share information and
knowledge between countries. Many studies have found that bilateral trade increases when

countries share a common language or colonial past (e.g., Frankel, 1997; Hutchinson, 2002;
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Mélitz, 2003). Trade networks that reduce search and other information costs have historically
developed along these lines of cultural familiarity (see, e.g., Rauch, 1999; Rauch, 2001;
Rauch and Trindade, 2002). Part of the literature has pointed out the importance of these
networks for international trade, which provides support for the relevance of intangible
barriers to trade (e.g., Rauch, 1999; Combes et al., 2002; 2005). The network view argues
that, due to incomplete information on distant markets, search processes are important in
order to match buyers and sellers. Networks facilitate the search for suitable trade partners
and reduce the costs of trade. As a result, understanding the characteristics and development
of networks is important to explain the observed patterns of trade. The costs of search tend to
vary according to the type of product traded. The search costs for a trade partner are higher
for differentiated products, the international market conditions of which are least transparent.

Differences in values and norms constitute the second aspect of cultural differences. The
influence of values, informal norms and trust on economic performance and growth has
received a lot of attention over the past decade. The comparative literature on the effects of
culture on national or regional economic performance focuses on differences in average trust
levels or social capital (the potential for cooperative behaviour and trust) between societies
(e.g., Putnam, 1993; Fukuyama, 1995; Beugelsdijk and Van Schaik, 2001; Francois and
Zabojnik, 2005). On the importance of trust, Granovetter (1985, p. 484) states that “conflict-
free social and economic transactions depend on trust and the absence of malfeasance”.
Furtherm