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Introduction

• Distance and institutions have both been shown to be
important determinants of trade patterns

• In this paper we assess how the interdependence between
distance and institutions helps explain differences in export
performance across countries

• Contributes to further understand the distance puzzle: 
despite falling transport costs, the negative effect of distance
on trade remains persistently high for low income countries 
(Carrère et al, 2013; Borchert and Yotov, 2017)



This paper

Using an augmented gravity model, we show that

1. The importance of formal institutions for bilateral trade 
increases with distance

2. Similarly, the pro-trade effect of informal institutions 
(migrant networks) increases with distance.

3. Informal institutions can substitute for weak formal 
institutions in promoting trade

• This subsitution effect does not decrease with distance



Formal institutions and trade

• Legal institutions as determinant of comparative advantge in 
exports (Nunn, 2007; Levchenko, 2007)

• Evidence of positive effect of institutions on bilateral trade 
(Anderson and Marcouiller. 2002; Araujo et al. 2016; 
Francois and Manchin, 2013; Beverelli et al., 2018)

• Formal governance becomes more important for
transactions as distance increases (North, 1990; Dixit, 2003, 
2009)

• Transaction costs increase with distance in line with increasing 
information asymmetries, lack of trust and cultural differences



Informal institutions and trade

• Informal institutions such as migrant networks can fulfill
similar roles as legal institutions for bilateral trade by
providing enforcement mechanisms, facilitating information
flows and building trust (Nunn and Trefler, 2014)

• Migrant networks and trade 

• Pro-trade effect of migrant networks: U.S. (Gould, 1994); 
Canada (Head and Ries ; 1998); Italy (Bratti et al., 2014); France 
(Briant et al., 2014).

• Channels: Migrant networks reduce information costs (Gould, 
1994; Rauch and Trindade, 2002) and enforce cooperative
behaviour (Greif, 1989, 1993; Rauch 2001)

• Subsitutability between migrant networks and formal 
institutions: Dunlevy (2006) for the US; Briant et al. (2014) for 
France; Ehrhart et al. (2014)



Empirical strategy I: Formal instiutions and distance

• 𝑌𝑌𝑖𝑖𝑖𝑖: Bilateral exports from country i to j (2011-2015 average)

• 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖 ∗ 𝑅𝑅𝑅𝑅𝑅𝑅𝑖𝑖(𝑖𝑖): distance between country i and j, interacted with 
rule of law in exporting country i (importing country j)

• 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖 ∗ 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖(𝑖𝑖): distance between country i and j, interacted 
with GDP p.c. in exporting country i (importing country j)

• 𝑍𝑍𝑖𝑖𝑖𝑖: bilateral control variables (distance, RTA, BIT, colonial history, 
common language, contiguity)

• 𝛼𝛼𝑖𝑖 / 𝛼𝛼𝑖𝑖: Exporter / Importer fixed effects

• Estimation: OLS and Pseudo-Maximum Likelihood (PPML)

𝑌𝑌𝑖𝑖𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖 ∗ 𝑅𝑅𝑅𝑅𝑅𝑅𝑖𝑖 + 𝛽𝛽2(𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖 ∗ 𝑅𝑅𝑅𝑅𝑅𝑅𝑖𝑖)
+ 𝛽𝛽3 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖 ∗ 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖 + 𝛽𝛽4 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖 ∗ 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖
+ 𝛽𝛽5´𝑍𝑍𝑖𝑖𝑖𝑖 + 𝛼𝛼𝑖𝑖 + 𝛼𝛼𝑖𝑖 + 𝜖𝜖𝑖𝑖𝑖𝑖



Data

• Bilateral exports, 2011-2015 average: OECD Bilateral Trade 
Database by Industry and End-Use (BTDIxE) database.

• Rule of law, first available year (1996): Worldwide 
Governance Indicators (WGI)

• Bilateral migration stocks, different years (1960 as 
benchmark): Özden, C., Parsons, C., Schiff, M., and Walmsley, 
T. L. (2011), Where on Earth is Everybody?, World Bank 
Economic Review 25(1):12-56.

• Gravity variables (distance, common language, colony, 
contiguity, colonial relationship): CEPII

• RTAs (de Sousa, 2012), BITs (UNCTAD), GDP per capita (WB 
WDI)



Distance and rule of law



Improvement in rule of law – size of effect

• If an exporting country improves 
its rule of law from the 25th

percentile (Papua New Guinea) to 
the 75th percentile (Rep. of Korea), 
the negative distance elasticity will 
be reduced by 0.5 percentage 
points  (-1.68 to -1.17).

• A one standard deviation improvement in a country’s rule of law will 
increase its exports to a distant country (75th percentile) by 29.5 
percentage points more than exports to a nearby country (25th

percentile)



Empirical strategy II – Distance, informal institutions 
and the substitution effect

𝑌𝑌𝑖𝑖𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1𝑚𝑚𝑙𝑙𝑙𝑙𝑚𝑚𝑖𝑖𝑖𝑖 + 𝛽𝛽2𝑚𝑚𝑙𝑙𝑙𝑙𝑚𝑚𝑖𝑖𝑖𝑖 + 𝛽𝛽3 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖 ∗ 𝑚𝑚𝑙𝑙𝑙𝑙𝑚𝑚𝑖𝑖𝑖𝑖 +
𝛽𝛽4(𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖 ∗ 𝑚𝑚𝑙𝑙𝑙𝑙𝑚𝑚𝑖𝑖𝑖𝑖) + 𝛽𝛽5´𝑍𝑍𝑖𝑖𝑖𝑖 + 𝛼𝛼𝑖𝑖 + 𝛼𝛼𝑖𝑖 + 𝜖𝜖𝑖𝑖𝑖𝑖

• 𝑚𝑚𝑙𝑙𝑙𝑙𝑚𝑚𝑖𝑖𝑖𝑖: Migrant stocks of exporting country i in importing country j

• 𝑚𝑚𝑙𝑙𝑙𝑙𝑚𝑚𝑖𝑖𝑖𝑖: Migrant stocks of importing country j in exporting country i

Distance and migrant stocks

Distance and the substitution effect between migrant stocks and 
rule of law
𝑌𝑌𝑖𝑖𝑖𝑖 = 𝛽𝛽0 + 𝛽𝛽1(𝑚𝑚𝑙𝑙𝑙𝑙𝑚𝑚𝑖𝑖𝑖𝑖 ∗ 𝑅𝑅𝑅𝑅𝑅𝑅𝑖𝑖) +𝛽𝛽2 𝑚𝑚𝑙𝑙𝑙𝑙𝑚𝑚𝑖𝑖𝑖𝑖 ∗ 𝑅𝑅𝑅𝑅𝑅𝑅𝑖𝑖

+𝛽𝛽3 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖 ∗ 𝑚𝑚𝑙𝑙𝑙𝑙𝑚𝑚𝑖𝑖𝑖𝑖 ∗ 𝑅𝑅𝑅𝑅𝑅𝑅𝑖𝑖 + 𝛽𝛽4 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖 ∗ 𝑚𝑚𝑙𝑙𝑙𝑙𝑚𝑚𝑖𝑖𝑖𝑖 ∗ 𝑅𝑅𝑅𝑅𝑅𝑅𝑖𝑖
+𝛽𝛽5´𝑍𝑍𝑖𝑖𝑖𝑖 + 𝛼𝛼𝑖𝑖 + 𝛼𝛼𝑖𝑖 + 𝜖𝜖𝑖𝑖𝑖𝑖



Distance and migrant stocks



Distance, migrant stocks and rule of law



Summary of main findings

• The importance of strong formal institutions (rule of law) for 
bilateral trade increases with distance.

• Similarly, the pro-trade effect of informal institutions 
(migrant networks) increases with distance.

• Migrant networks can substitute for weak legal institutions 
in promoting trade. This substitution effect does not 
diminish with distance.



Trade policy implications

• Remote countries are expected to particularly benefit from 
multilateral and regional trade reform that strengthen their 
formal institutions

• Regional trade liberalization may be particularly beneficial 
for developing countries as strong formal institutions are less 
important and migrant networks tend to be stronger within 
regions

• Export promotion and aid for trade may guide firm towards 
market where shared informal institutions exist



Thank you

rainer.lanz@wto.org
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