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Abstract

Based on the rare-event data from Integrated Data for Event Analysis (IDEA), this study
revisits the association between bilateral relations and trade. Our results suggest that a
country imports more from another if they become friendlier with each other. We argue that
policy makers’ choices are constrained by external and internal institutions. The government
faces two constraints when attempting to manipulate trade. First, it may be constrained by
domestic institutions such as elections and Congress. Second, it may be constrained by
international institutions such as the World Trade Organization (WTO). We find that, the
imports of authoritarian countries follow the flag of politics but the imports of democratic
countries are more likely to support the “business as usual” hypothesis. Moreover, WTO
membership can gradually restrict democratic countries from intervening on imports but has
little impact on authoritarian countries.
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1. Introduction
How do bilateral relations intersect with trade? This has been a central debate in the field of
international political economy for several decades. Many efforts have been devoted to
exploring the answer but a consensus still has not been reached. We can classify most of the
existing findings into two schools —“economics first” and “politics first”. The core
disagreement between these two schools is whether trade or bilateral relations are more
dominant in their interactions. However, both of these two schools get empirical supports in
previous studies.

The “economics first” hypothesis emphasizes that economics is the fundamental factor
motivating countries to interact with others. According to this hypothesis, bilateral relations
can’t, or won’t, affect rational business choices, and furthermore the bilateral relationship
itself may be driven by shifts in economic interests. On the other side, the “politics first”
hypothesis argues that bilateral relations have an impact on trade for a couple of reasons.
First, national security plays an important role in the decision making process of trade
policies. When a government is considering whether to lower the tariff on imports from
another country, policymakers may evaluate the impact of such a policy on the power of their
friends or enemies. Second, individuals who are practically involved in business could use
the information about bilateral relations to form their expectations of profits and risks. When
two countries become friendlier or more hostile, these individuals will adjust their behaviors
correspondingly and rationally. These two theories are based on different assumptions and
have different policy implications, but supporting evidence for both of them can be found in
previous studies. Our study is an attempt to reconcile the debate between these two theories
by introducing domestic and international institutions into the framework.

The origin of the “economics first” school can be traced back as far as to Kant’s

“commercial peace” (Kant 1795). According to this theory, economic interdependence raises



the potential costs of conflicts between two countries. Trade will promote peace because the
potential loss of economic profits will discourage one country from initiating hostile actions
against its trade partner (Polachek 1980). Following the theory of “commercial peace”, a
number of studies have examined the mechanisms in practice. First, if the government is
about to initiate a new diplomatic policy which may intensify bilateral conflicts and reduce
the trade gains of some groups, these groups can urge the government to change through
lobbying or protest (Copland 1996). Second, trade can act as a buffer against severe bilateral
conflicts because it improves communication between countries (Gartzke, Li and Boehmer
2001). When one country feels uncomfortable with the behaviors of another, it can send a
signal to express its complaints through intervening in trade. The more two countries trade,
the more potential channels can be used for signaling.

The new realism theory, which might be considered as a variety of “economics first”,
makes an argument opposite to the “commercial peace” hypothesis. This theory posits that
trade actually induces more conflicts rather than enhancing friendships. According to
neoclassic economics, trade liberalization will increase the welfare of a country as a whole.
But the gains from trade are not equally distributed among citizens. For example, cheaper
commaodities from foreign countries can make the lives of consumers more affordable, but
the interests of local entrepreneurs and workers will be hurt. Moreover, the trade expansion
from developed countries to developing countries sometimes arouses fear and hatred of those
in the developing country toward colonialism, which imposes great uncertainty on the
bilateral relationship between trade partners (Reuveny and Kang 1996).

The “politics first” school argues that the effect of bilateral relations on trade is more
dominant than the effect of trade on bilateral relations. The hypothesis that “trade follows the
flag” was formally raised by Pollins (1989b). First, countries choose their trade partners

based on the consideration of whether they are friends or enemies. They may reject trade



opportunities that are quite profitable but will strengthen the power of their enemies (Gowa
and Mansfield 1993). Second, trade sanctions are a widely used weapon to threaten or punish
opponents economically when two countries get into disputes.® Last, political lobbying
sometimes is not that effective, especially in authoritarian countries where interest groups do
not have formal channels to express their concerns. In these countries, when the government
becomes more hostile to a foreign power, the enterprises and individuals who are involved in
trade activities with this foreign country have to adjust their business accordingly.

However, with a sample of major powers in the period of 1907-1990, Morrow et al.
(1998) find that militarized interest dispute (MID) has an insignificant impact on the trade
flows. One recent study further shows that due to the high “sunk costs” and “menu costs”
associated with changing trade partners, trade participants cannot respond immediately to the
fluctuations of political tension. The neutral impact of bilateral relations on trade is
sometimes called the “business as usual” hypothesis (Davis and Meunier, 2011).

If there is some common ground between “commercial peace” and “politics first”, it
should be the same prediction of a virtuous cycle of bilateral relations and trade. However,
they disagree with each other about which one is the cause and which one is the effect. In
simultaneous-equation studies, the hypothesis that peace promotes trade receive more
empirical support than the view that trade promotes peace (Reuveny 2001; Keshk, Pollins
and Reuveny, 2004). With large sample event data, the first half of this study revisits the
classic question: does trade still follow the flag or does commerce promote peace?

Most previous studies, no matter from which school, implicitly assume that countries are
homogeneous or that manipulating trade policies has no political costs. For example, Kastner

(2007) discusses about why sometimes commerce can come to flourish in the presence of

3 For example, countries that receive the Dalai Lama officially despite China’s opposition are found to have a
significant reduction in reduction in their exports to China. See Fuchs and Klann 2013 for details.



conflicting bilateral relations. According to his theory, the effects of conflicting bilateral
relations on trade are contingent on domestic politics. They would be much weaker when
internationalist economic interests, who support and gain from free trade, are politically
strong within states. Another branch of literature emphasizes that the role of political
institutions rather than political power in shaping relationship between bilateral relations and
trade. Many studies have found that pairs of democratic countries trade more (Dixon and
Moon, 1993; Mansfield, Milner and Rosendoff, 2000b; Aidt and Gassebner, 2010; Yu, 2011).
In a sample of developing countries, democratic political institutions are found to be
associated with liberal trade policy (Milner and Kubota, 2005).

In this study, we propose that policymakers’ choices are often constrained by external
and internal institutions. Using Supreme Court nominations as an example, Moraski and
Shipan (1999) have developed a theory of institutional constraints and choices. This study
may be the first to apply this idea to analyze the interactions between bilateral relations and
trade. We argue that the government of the importing country faces two constraints when
attempting to manipulate trade policies. First, it may be constrained by domestic institutions
such as elections and Congress. Second, it may be constrained by international institutions
such as the WTO. Moreover, such institutional constraints are not similarly powerful in all
countries. Some governments are more constrained than others.

We first hypothesize that policy makers in democratic countries face stronger internal
constraints than those in authoritarian countries. Intuitively, a completely authoritarian tyrant
has almost full freedom to use trade policies as “carrots” or “sticks” in diplomacy. But for
democratic governments, the toolbox of trade policies is much better constrained by
institutions and laws. First, political accountability is higher in democratic countries. Groups
in democratic countries typically have more formal channels such as lobbying and protest to

affect policymaking when their economic interests are threatened. If the party in power does



not respond to the complaints appropriately, they may lose support from these groups in the
next election. Second, in democratic countries, a change of trade policy sometimes requires
the ratification of legislative institution before its implement (Mansfield, Milner and
Rosendorff 2002a). Third, due to the lack of institutional constraints and effective external
monitoring (for example, free media), authoritarian governments have more direct control
over markets. As a recent study shows, in a country where a state-owned economy plays a
dominant role, the government can cut down the imports from hostile countries more easily
(Davis, Fuchs and Johnson 2018). Therefore, we can reasonably hypothesize that the impact
of bilateral relations on imports should be weaker in democratic countries than in
authoritarian countries.

As the most influential international institution of trade, the World Trade Organization
(WTO) aims to protect trade freedom from government intervention. The primary mission of
WTO is “to help trade flow as freely as possible”.* Then, does the WTO do its job well, and
will a country intervene less in trade after joining the WTO? To analyze the role of
international institutions, we examine whether the effects of bilateral relations on trade
become less significant after the importer becomes a member of the WTO. Moreover, we
conduct our analyses on democratic countries and on authoritarian countries separately to see
whether domestic institutions influence the effectiveness of international institutions.

The heterogeneity in state power over trade may explain why previous studies have
obtained different findings. For example, if most country samples in a study are countries
whose governments are well constrained by interest groups and international organizations,
the evidence is more likely to support the “business as usual” hypothesis rather than “trade

follows the flag” hypothesis. To avoid potential biases caused by sample choice, this study

4 This statement is from the website of WTO. See
https://www.wto.org/english/thewto e/whatis e/who we are e.htm.
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uses all the country pairs available in the data. And because governments typically have
stronger control over imports than over exports, we conduct our analyses mainly on imports.®
Besides revisiting the association between bilateral relations and trade, we empirically
explore how internal institutions and external institutions affect the magnitude of this
association.

A key procedure of the studies on this topic is building up a quantitative measure of
bilateral relations. Specific events such as war, diplomatic conflict, the establishment of a
new consulate, and a state visit have previously been used to study the impact of bilateral
relations on trade (Reuven and Taylor, 2010; Fuchs and Klann 2013; Rose 2007; Nitsch
2007). However, the approach of using specific events has two weaknesses. First, these
events are rare and/or extreme. The conclusions drawn from studies in this approach may be
not that useful in understanding the consequences of normal fluctuations in bilateral relations.
Second, war and military conflicts may seriously affect the safety of lives and properties as
well as trade. In other words, these events may affect trade through channels other than the
bilateral relation itself (Pollins 1989a).

‘Bilateral relations’ in this study has a relatively broad definition, which includes the
interactions between two countries in politics, economics, culture, and military but excludes
all trade-related events. We construct quantitative measures to capture the bilateral relations
of each country pair from 1990 to 2004 based on the rare event data from the project of
Integrated Data for Event Analysis (IDEA) ©. The IDEA rare event database employs
computers rather than humans to extract more than 10 million bilateral events from Reuters
News and then transforms these events into codes (King and Lowe, 2003). Davis and

Meunier (2011) also use this dataset to examine economic responses to conflicts and

> We also repeat our analyses on exports and find weaker associations with bilateral relations, and the results are
presented in Appendix Table 1.
6 Only the data of 1990-2004 used to be free to access from http://vranet.com/IDEA.aspx.
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conclude “business as usual”. However, their study is based on a subsample of only two
country pairs, U.S.-France and Sino-Japan. The external validity of their conclusion could be
limited because these four countries on average are more democratic than the whole sample
and all of them are WTO members.’

In this study, each category of events in the IDEA dataset is projected to a numeric score
with the system of CAMEO (Conflict and Mediation Event Observation) event codes
(Goldstein 1992). We then aggregate and average these scores to generate numeric indicators
measuring the degree of friendliness for each country pair and for each year. In regressions,
the one-year lagged score of bilateral relation is taken as the core independent variable. The
use of the one-year lagged score follows the tradition of previous studies (Russet et al. 1998;
Li and Sacko 2002). It is also motivated by other two considerations: first, due to the nature
of the “sunk costs”, firms need a period of time to adjust their business when the political
environment changes (Davis and Meunier 2011); second, the lagged independent variable can

partially mitigate the influence of potential reverse causality.

2.Model Specification
The empirical specification is based on the gravity model, a standard model widely used
in international trade research. We introduce the indicator of bilateral relations into the
classic gravity model and denote it with r(i, j);—1, which means the degree of friendliness
between country i and country j in year t — 1. Besides population size and GDP per capita,
we also control for other variables in our regressions such as whether the two countries use

the same language and whether they have any regional trade agreements. A full list of

7 Three of the four countries are highly scored in the Unified Democracy Scores (UDS). For example, in 2004,
United States got 1.56, France got 1.20 and Japan got 1.07. The UDS measure ranges from -2 to 2 and the mean
of the whole sample is about 0.6.



variables is shown in Table 1. The year dummies are also controlled to exclude the time-trend

effects on imports.

Table 1: The List of Variables

Variable Definition Variable Definition
In imports. The imports from country j to UDS. The country i’s value of Unified
DOTESije country { in year t i Democracy Score in year t
Lt.rfgtet 1-year-lagged total score AR 1-year-lagged average score
The log of GDP per capita of | The log of GDP per capita of country j
In gdppci country i in year t In gdppc;e in year t
The log of population size of The log of population size of country j
. ) 1 ; .
Inpopi country i in year t nPOoPje in year t
Indist;; The igirii;hfaiztzgﬁiiityeen border;; =1 if i and j share a land border
=1 if i and j have a common . .
comlang;; language landap;; The product of land areas of i and j
landl.. The number of landlocked island. The number of island countries in the
Y countries in the pair (0/1/2) Y pair (0/1/2)
=1 ifi and j belong to the same =1 if the pair ever in a colonial
RTA;j¢ Regional Trade Agreement in year DCR;; - pair € -
¢ relationship
=1 if the pair have a common _ . . .
DCC;; colonizer post 1945 DSN;; =1 for same nation/perennial colonies
year —1 if the year is t FE.. The fixed effect dummy the pair of
¢ Y country i and j

The formula of our benchmark regression is as follows:
InM;je = Bo + P17 (i, )e-1 + B2 Ingdppcye + B3 In gdppcje + BaInpop;e +
BsInpopje +yXij + X o yeary + €;¢ 1)
The coefficient of one-year lagged bilateral relations in formula (1) is what interests us
most. If the coefficient is positive, it suggests that country i will import more from country j

when they become friendlier with each other.

We further extend the benchmark model to examine how internal constraints and

external constraints affect the magnitude of the bilateral relationship’s impact by adding the



interaction terms. For example, we use the following extended model to examine the role of
democracy:

InM;je = Bo + (a; + azdemocracy; )r(i,j)¢—1 + azdemocracy;, + B, In gdppc;, +

BsIn gdppcje + Balnpop; + BsInpopj. + vX;; + X @c year, + & (2)

We expect that the association between bilateral relation and trade should be weaker if
the importer is a democratic country because the government has less freedom to use its
power for political interests. That is, the coefficient a, should be negative if our hypothesis is
correct.

Even though we have controlled many characteristics of country pairs in the models
above, there may still exist some unobservable characteristics that bias our estimation.
Therefore, we also control for the fixed effects on country-pair levels and re-conduct the

regressions above. In the fixed-effects regressions, the group of control variables X;; will be

replaced with a group of dummy variables z;;.

3.Data
3.1. Measure of bilateral relations
The IDEA rare event database and CAMEO scale are used to construct measures to

capture changes in bilateral relations. The IDEA database is a relatively complete record of
the events related to bilateral interactions in the period 1990-2004. This database extracted
the key elements of millions of events from Reuters News. All events are classified into 157
categories. Every event was simplified into a short code which only includes the information
of an actor, a target, a type of action and a date. Here are two examples:

e Example 1: Russian artillery® south of the Chechen capital Grozny blasted??Chechen

positions™ overnight before falling silent at dawn, witnesses said on Tuesday.



o Example 2: Israel® said on Tuesday it sent humanitarian aid°”® to Colombia™ where a

massive earthquake® last week killed® at least 938 people and injured 400.

In the first example, Russia is the actor, Chechen is the target, and the action “blasted” is
classified into the category of “military engagement”. The second example consists of two
events but only one bilateral event, because the target of the latter event, “people”, is not a
country.

Different types of events have different implications for the friendship between two
countries. For example, positive actions such as military aid will promote friendship while
negative actions such as military engagement will intensify conflicts. To conduct analyses on
a large sample, we transform these event categories into quantitative measures and then make
bilateral relations comparable across time and country pairs. The CAMEO table provides us a
solution: this project invited 20 experts in the field of international relations to participate and
asked each expert to give a numeric score from -10 to +10 for each event type. A positive
score means this kind of event will enhance the friendship between two countries, and vice
versa. For example, the most conflictual event, a military attack, is rated as -10 and the most
cooperative event, military aid, is rated as 8.3. Using this CAMEO table, we can map each
type of event to a specific number. However, 46.5% of the events in IDEA can’t be
transformed into numeric scores, mainly for two reasons. First, a large proportion of the
events like the second part of Example 2 are not bilateral events. Second, the system of event
classification used in the IDEA database is different from that used in the CAMEO scale.
There are 157 categories in the IDEA database but only 61 categories in CAMEO. We
regrouped the IDEA categories into the CAMEOQ categories, but could not find corresponding
CAMEDO categories for a few IDEA categories. Among the 53.5% events that can be
classified, 18.1% are cooperative, 10.5% are conflictual and 24.9% are neutral according to

the CAMEO scale.



Distinguishing the direction of bilateral interactions can help us know more. In a
departure from previous studies, we emphasize that the same event may have different
impacts on imports and exports. Because the most common trade restrictions are tariffs and
quotas, we can reasonably expect that the impact of bilateral relations is most influential if
the actor country is the importer. Therefore our indicators of bilateral relations are
directional. We use r;,:4: (i, j) to denote the aggregated score of all events that county i
directs toward county j in a specific year t. The definition of £°t%(j, j) can be seen from the

equation as follows:

rfotal (i, j) = Z score(event;;;)
In some scenarios, the aggregated score may not capture bilateral relations very well.
For example, if Reuter News suddenly strengthens its coverage of diplomatic activities in one
country, then more bilateral events related to this country will be recorded in the IDEA
database and the aggregated scores tend to blow up after that. To address this issue, we also
calculate the average score of bilateral events as an alternative measure. The average score is
obtained with the following equation:

Y. score(event;;;)

mean ; 7\ —
ACY) #(event;j;)

On the other hand, the measure of average score is not perfect either because it may
leave the information of frequency out. Therefore, we run regressions with the aggregated
score and the average score separately.

3.2. Trade, Democracy and WTO membership

The international trade data used here is from the UN Comtrade, widely used in
international economics studies (Feenstra et al. 2005). The UN Comtrade provides trade data
for all country pairs from 1990 to 2004. To make the value of imports comparable across

years, we deflate the data based on 1985 prices. We also control a number of variables that



are publicly available on the Penn World Table and Andrew Rose’s website.® There are 181
countries in the dataset and each country on average has 15 to 20 trade partners in a given
year.

The democracy degree is measured with Unified Democracy Scores (UDS).® The UDS
is a synthesized indicator of 10 widely-used extant scales such as Freedom House and Polity.
The value of UDS ranges from -2 to 2. A more positive score means the country is more
democratic. Based on UDS, we categorize all the countries in our sample into three groups:
those below 0.2 are classified as authoritarian countries, those between 0.2 and 1.3 are less-
democratic countries, and those above 1.3 are democratic countries.

Table 2: Statistical Summary

Variable # of Obs Mean S.D. Min Max
In imports;;, 27983 18.86 2.76 2.20 26.28
L. rig-‘;ml 28390 10.80 53.36 -4938 1261.8
L.rjieem 28390 0.05 0.20 -7.00 7.60
UDS;; 26183 0.66 1.05 -1.98 2.04
UDS;, 26068 0.58 1.04 -1.98 2.04
In pop;; 28390 10.19 1.65 4.02 14.07
Inpop;; 28378 10.19 1.65 3.66 14.07
In gdppc;; 28221 9.18 1.06 5.14 11.15
In gdppc;. 28180 9.07 1.08 5.14 11.15
In dist;; 28390 7.75 1.03 4.02 9.42
border;; 28390 0.12 0.32 0.00 1.00
comlang;; 28390 0.25 0.44 0.00 1.00
landap;; 28390 3.3E+12 1.3E+13 3.8E+4 1.7E+14
landl;; 28390 0.20 0.44 0.00 2.00
island;; 28390 0.19 0.43 0.00 2.00

8 Andrew Rose, a Berkeley economist, shares his dataset on the website
http://faculty.haas.berkeley.edu/arose/RecRes.htm#Software. See Rose and Spiegel 2009 for more details about
this dataset.

® This dataset is also publicly available on http://www.unified-democracy-scores.org/.
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DCR; 28390 0.06 0.24 0.00 1.00

DCC;; 28390 0.00 0.03 0.00 1.00
DSN;; 28390 0.06 0.24 0.00 1.00
RTA;j; 28390 0.43 0.49 0.00 1.00

Two variables are constructed to examine the role of the WTO: one is a dummy variable
indicating whether the importer country is a member of the WTO in a specific year, and the
other is the number of years since the importer joined the WTO.° We add the second
variable into our analysis because the WTO sometimes grants a new member country a
“transition period”, especially for developing economies in the transition from central
planning to a market economy. During this “transition period”, the new member country can
gradually adjust its tariffs and trade policies toward its final obligations as set by the WTO.
Therefore, in the earliest years after joining the WTO, the government may still have some
room to intervene in trade formally without violating WTO rules. After merging all these
databases and excluding those with missing values, we still have about 26000 observations

for estimation. A statistical summary of all variables is presented in Table 2.

4.Empirical Findings
4.1. How are bilateral relations associated with trade?

We first revisit the classic debate on the relationship between bilateral relations and
trade. If the hypothesis “trade follows the flag” has stronger predictive power, we expect that
the economic exchanges between two countries would be promoted if they acted more in a
friendly manner toward each other. In Figure 1, the country pairs are grouped into five groups

of same size according to the change of the average score of the importers’ actions toward the

10 If a country is not a member of WTO, the variable “the number of years of membership” will be 0.



exporters in one year. The X-axis of Figure 1 is the yearly growth rate of imports. We can see
that trade grows more rapidly for country pairs if the change of the importer’s attitude is
more positive. The average growth of trade is 8.7% for country pairs in the top quintile group
but only 3.5% per year in the bottom quintile group.

Figure 1: Growth in Imports from Target Countries, by Ranks of Changes in Political Relationship
Score (1985 USD)!!

0% to 20%
20% to 40%
40% to 60%
60% to 80%

80% to 100%

%

Then we perform regressions of formula (1) and report the results in Table 2. The
dependent variable is the value of imports, deflated to 1985 US dollar and logarithmically
transformed. The independent variable in which we are most interested is the numeric proxy
of the importer’s friendliness, measured with either the average score or the aggregated score
of related events. The benchmark results of OLS regressions show a positive correlation
between trade and 1-year-lagged bilateral relations. For example, according to Column 2 of
Table 3, the value of imports will go up by 20% if the average score goes up by 1 point*? or
say five units of its standard deviation. The coefficients of control variables such as
population and GDP per capita are consistent with other studies using the gravity model

(Rose and Spiegel 2009; Yu 2011).

11 We sort the score of bilateral relation from importer to exporter into 5 groups, and calculate the average
growth rate of imports for each group.
12 The average value of the mean score is 0.05 point and the standard deviation is 0.2 point.



Table 3: Bilteral Relations vs.

Imports: Results of OLS and Fixed Effect Models

1) ) ®) (4)
Variable oLS oLS County-pair  Country-pair
L.rfgtal 1.71%** 0.29*
(0.23) (0.16)
L.rjt 0.20*** 0.06**
(0.05) (0.03)
In pop;; 0.81*** 0.82%** 0.81*** 0.81%**
(0.01) (0.01) (0.12) (0.12)
Inpopj¢ 0.91*** 0.92%** 1.69*** 1.68***
(0.01) (0.01) (0.11) (0.11)
In gdppc;; 1.29%** 1.30%** 0.95*** 0.95%**
(0.01) (0.01) (0.05) (0.05)
In gdppc;, 1.56%** 1.56%** 1.14%*>* 1.14%**
(0.01) (0.01) (0.04) (0.04)
Indist;; -0.86*** -0.87***
(0.01) (0.01)
border;; 0.80*** 0.81***
(0.04) (0.04)
comlang;; 0.30*** 0.31***
(0.02) (0.02)
landap;; -0.00*** -0.00***
(0.00) (0.00)
landl; -0.86*** -0.87***
(0.01) (0.01)
island;; 0.80*** 0.81***
(0.04) (0.04)
RTAj, 0.30*** 0.31**=
(0.02) (0.02)
DCR;; -0.00*** -0.00***
(0.00) (0.00)
DCC;; -0.86*** -0.87***
(0.01) (0.01)
DSN;; 0.80*** 0.81***
(0.04) (0.04)
Constant 0.30%*** 0.31***
(0.02) (0.02)
Country pair dummy yes yes
Year dummy yes yes yes yes
# of Observations 27,633 27,633 27,633 27,633
R-squared 0.595 0.595 0.127 0.132
# of Country pair 4,924 4,924

*** p<0.01, ** p<0.05, * p<0.1



Though we have controlled many characteristics of country pairs in the OLS
regressions, the results still can possibly be biased due to the problem of missing variables.
To control all the time-invariant unobservable factors, we add fixed effect dummies on
country pair levels into our regressions. We report the results of the fixed effect estimations
in Column 3 and Column 4. In general, these results support the “trade follows the flag”
hypothesis. The coefficients of fixed-effect models are also statistically significant though
their magnitudes become smaller. According to fixed-effect estimation, the value of imports
will go up by 6% if the average score goes up by 1 point.

4.2. Internal constraint: the role of democracy

Using trade as a weapon or a gift is not costless and there always exist some groups
paying for it. Democratic countries may have political institutions imposing internal
constraints on the government and empowering these groups to refuse. For example, in
democratic countries, the groups who will take the loss can protest openly or lobby the
policymakers. In reality, one state often punishes or pleases another state by changing import-
related policies such as tariffs and quotas. Therefore, we hypothesize that the effects of
bilateral relations on trade should be weaker if the importer is more democratic in polity.

To examine this hypothesis, we add the interaction term of the bilateral relations score
and importer’s democratic score into the fixed-effect regressions. The results are shown in
the Column 1 and Column 2 of Table 4. The coefficients of the interaction terms are
statistically negative. In other words, the effects of bilateral relations decrease with the

importer’s democratic score.

Table 4: The Constraints of Domestic Institutions: Democracy and the Effects of Bilateral Relation

1) (2 (3) (4) (%)
Variable Authoritarian Less- Democratic
Democratic

L. 72t /1000 1.04*** 1.80*** 0.78** -0.10

ijt



Democracy * L.7{3* /1000

mean
L.

mean

Democracy * L.1}j

Democracy
Inpop;,
Inpop I

In gdppc;,

In gdppc;,
Constant
Country-pair FE
Year dummy
Obs

R-squared

# of Country-pair

(0.27)
-0.59%**
(0.18)

-0.01
(0.03)
0.68***
(0.12)
1.70%**
(0.12)
0.92%**
(0.05)
1.16***
(0.05)
-24.14%**
(1.84)
Yes
Yes
25,509
0.20
4,545

0.07***
(0.03)
-0.07*
(0.04)
-0.02
(0.03)
0.67***
(0.12)
1.69%**
(0.12)
0.93***
(0.05)
1.15%**
(0.05)
-23.94%***
(1.84)
Yes
Yes
25,509
0.20
4,545

(0.56)

-0.09
(0.25)
3.22%**
(0.26)
0.78***
(0.08)
1.05***
(0.12)
-30.60***
(3.96)
Yes
Yes
7,567
0.20
1,635

(0.33)

0.73***
(0.25)
0.97***
(0.19)
1.11%**
(0.11)
1.25%**
(0.08)
-20.10***
(3.59)
Yes
Yes
9,200
0.20
1,950

(0.17)

2.62%**
(0.31)
1.07***
(0.17)
1.06***
(0.10)
1.14%%**
(0.06)
-38.48***
(3.67)
Yes
Yes
10,866
0.22
1,956

Kk p<0.0:|_7 *k p<0_05, * p<0.l

We also divided all importers into three groups according to their democratic scores:

democratic, less-democratic, and authoritarian. Then we conduct the fixed-effect regressions

separately for each group and report the results in Column 3 to Column 5. The coefficient of

bilateral relations for authoritarian importers is largest and most significant while that for

democratic importers is smallest and not significant. The results in Table 4 suggest that the

association between bilateral relations and trade also depends on the importer’s level of

democracy. In democratic countries, the state’s power is more constrained.



4.3. External constraint: the role of WTO
One mission of the WTO is to protect trade freedom from government intervention. To enjoy
the benefits of WTO membership, every government must comply with the rules of the
organization. Many of these rules were designed to keep governments from intervening in
trade. However, trade freedom is still often threatened by state power. Then has the WTO
done well in carrying out its mission? Previous studies also do not reach a consensus on the
answer to this question. For example, one Berkeley economist finds almost no correlation
between the measures of trade policy and GATT/WTO membership and he further argues
that the trade pattern of GATT/WTO members may be no different from the outsiders (Rose
2004a; Rose 2004b). Other economists argue that the effect of the WTO on trade is strongly
positive but uneven (Subramanian and Wei 2007). In this study, we use the coefficient of
bilateral relations as the measure of how much the government has intervened in trade. Then

we examine whether the association becomes weaker after the country joins the WTO.



Table 5: The Constrains of International Institutions: WTO arukt Effects of Bilateral Relation

) 2 3 4) ®) (6) (7 (8
Variable Authoritarian Less- Democratic Authoritarian Less- Democratic
Democratic Democratic
L. rifiotml /1000 0.51*** 1.11%** 1.69%** 0.92%** 0.96*** 1.72%* 1.64%** 1.46%**
(0.17) (0.27) (0.64) (0.33) (0.25) (0.74) (0.44) (0.37)
WTOyears * L. rl.fj‘;ml /1000 -0.08*** 0.10 -0.14*** -0.19***
(0.02) (0.10) (0.05) (0.03)
ISWTO * L. 73t /1000 -0.96*** 0.13 -1.13%** -1.60%**
(0.26) (0.90) (0.39) (0.34)
WTOyears 0.02%*** 0.05*** 0.02%** 0.02%*=
(0.00) (0.01) (0.01) (0.01)
ISWTO 0.01 0.02 -0.09 0.17**
(0.02) (0.04) (0.06) (0.08)
In pop;; 0.57*** 0.81*** -0.94%** 0.68*** 3.69%** -0.09 0.66*** 3.52%**
(0.12) (0.12) (0.27) (0.25) (0.57) (0.25) (0.25) (0.56)
Inpopj, 1.64%** 1.67*** 3.58%*** 0.94%** 0.80%*** 3.21%** 0.94 == 0.84%***
(0.11) (0.11) (0.27) (0.19) (0.18) (0.26) (0.19) (0.18)
In gdppc; 1.09%** 0.95%** 0.86*** 1.10%** 0.29 0.77%x* 1.11%x* 0.32
(0.06) (0.05) (0.10) (0.11) (0.23) (0.08) (0.11) (0.23)
In gdppcj; 1.12%** 1.14%** 0.97*** 1.26%** 1.18*** 1.05%** 1.26*** 1.17%**
(0.04) (0.04) (0.12) (0.08) (0.07) (0.12) (0.08) (0.07)
Constant -23.81%** -25.29%** -25.63*** -19.07*** -39.11%** -30.69*** -19.09*** -38.01%**
(1.79) (1.78) (4.22) (3.63) (5.47) (3.89) (3.60) (5.44)
Country-pair FE Yes Yes Yes Yes Yes Yes Yes Yes
Year dummy Yes Yes Yes Yes Yes Yes Yes Yes
# of Observations 25,277 27,633 5,562 9,183 8,742 7,567 9,200 8,742
R-squared 0.21 0.20 0.23 0.20 0.24 0.20 0.20 0.24
# of Country-pair 4,404 4,924 1,200 1,945 1,576 1,635 1,950 1,576

% n<0.01, ** p<0.05, * p<0.1



Two interaction variables are added into our regressions: one is bilateral relations
interacted with a dummy variable indicating WTO membership, and the other is bilateral
relations interacted with the length of WTO membership. As shown in the Column 1 and 2 of
Table 5, the coefficients of the two interaction variables are significantly positive. It suggests
that the effects of bilateral relations on trade are weaker if the importer is a WTO member.
On average, the effects would drop to zero about six years after the importer joins the WTO.

We also perform analyses on different country groups and report the results in
Column 3 to Column 8. An interesting finding is that for democratic importers the effects of
bilateral relations are originally positive but disappear a few years after the importers join the
WTO. However, membership in the WTO almost has almost no impact on the coefficient for
the group of authoritarian importers. It implies that the heterogeneity in the effects of bilateral
relation across countries is partially determined by how much importers fulfill their

commitments to the WTO and democratic importers fulfill more.

5.Robustness Check
5.1. Reverse Causality: Do Imports also affect bilateral
relations?

One major concern on our findings is that there may be a reverse causality from trade to
bilateral relations. Not only do positive bilateral relations promote trade, but also, and
perhaps more so, trade improves bilateral relations. Even though we use one-year-lagged
bilateral relations as our key independent variable, it still cannot exclude the possibility of
reverse causality because the interaction between bilateral relations and trade may create a
positive feedback loop which may cause the effects of bilateral relations on trade to be

overestimated.



So the question still remains, do countries become friendlier with each other if they trade
more? In other words, is Kant’s hypothesis of “commercial peace” true, or not? With the
method of Granger causality, one study finds political conflicts (or political cooperation)
and international trade affect each other (Reuveny and Kang 1996). But a following study
finds that although we often observe that the volume of trade falls significantly when two
countries become involved into a political conflict, there is no empirical evidence showing
that trade has a causal impact on the frequency of conflicts or cooperation (Reuveny 2001).
Also using the Granger causality test, a more recent article shows that the hypothesis of
“trade follows the flag” has more empirical support than the hypothesis of “commercial
peace” (Keshk, Pollins and Reuveny 2004). On the other side, the theory of new realism
claims that trade doesn’t bring more peace but could instead bring more conflict. Due to the
unequal distribution of trade gains, competition with local industries, the depletion of
natural resources, and perceptions of colonialism and/or imperialism, trade may arouse
resentment and anger among citizens in importing countries and thus intensify political
conflicts both within and between countries.

Table 6: Robustness Check: The Effect of Imports on Bilateral Relation

) @ ©) (4) (5)

Variable ritﬁtal rije " ritﬂtal risgtal risgtal
(Authoritarian) (Less-Democratic) (Demaocratic)

In imports;j, 0.12 -0.012 0.04 0.28 0.52

(No Lag) (0.20) (0.017) (0.17) (0.25) (0.69)
L.Inimports;j; -1.25%** -0.0069 -0.57* -0.08 -3.57***

(1-year lag) (0.37) (0.023) (0.31) (0.45) (1.24)
L2.In imports;j; -1.35%** -0.017 -0.54 0.01 -3.97%**

(2-year Lag) (0.40) (0.025) (0.34) (0.48) (1.33)
L3.Inimports;;, -2.56%** -0.050** -0.58 0.39 -9.16%**

(3-year Lag) (0.44) (0.023) (0.36) (0.54) (1.43)

%% p<0.01, ** p<0.05, * p<0.1



We conduct fixed-effect regressions that use bilateral relations as a dependent variable
to examine whether our findings can be explained by reverse causality. Using the results of
Table 6, we do not find that an increase in trade has a positive impact on future bilateral
relations. In the first row, where we use the imports in the same year as the independent
variable, the coefficient is insignificant for the whole sample and for all country groups. If we
replace the key independent variable with the one-year (or two-year or three-year) lagged
score of bilateral relations, the effects become negative, especially for the group of
democratic countries. There is no sign of the existence of reverse causality or of a positive-
feedback process. And to some extent, the results support the argument of new realism.

5.2. Different Specifications of Bilateral-Relations Scoring

Neither the aggregate score nor the average score is perfect. For example, many pairs of
countries have very few interactions with each other. The measure of the average score could
be less accurate for these country pairs. We exclude the country pairs that have fewer than
five interaction events in one year from our sample and report the new fixed-effect
regressions in Column 1 and Column 2 of Table 7. Though the sample size shrinks a fair bit,
the positive impact of bilateral relations on trade is still statistically significant. The
coefficient of the average score becomes greater, which suggests that the inaccuracy may
result in underestimation rather than overestimation.

Second, the strength of an event’s impact could be non-linear with its score. Consider
the following two possibilities: first, extreme events such as war and military aid can have
too strong an impact on economic exchanges and thus our findings are mainly driven by
extreme events rather than normal ones;*3 second, the effects of bilateral relations are

asymmetrical, and negative events have stronger impacts than positive ones. For example, the

13 In the CAMEO system (Conflict and Mediation Event Observation), most event categories are coded with a
score between -5 and 5. Only a very small proportion of the events in our sample are coded with a score larger
than 5 or small than -5.



impact on trade of an event scored -10 is much stronger than 10 times of that of an event
scored with -1, and an event scored with -1 has a stronger impact in the opposite direction
than an event scored with 1. The nature of non-linearity may cause our estimations to be
biased. To take this issue into account, we use different specifications of bilateral relationship

scores in our analyses.

Table 7: Robustness Check: Different Measure Specifications

1) ) ©) (4) ©)
Drop Drop
observations observations Drop extreme  Drop extreme
calculated calculated events events The share of
with fewer with fewer (absolute score  (absolute score conflictual
Variable than5events  than5events  higherthan5)  higher than 5) events
L.7/t /1000 0.24* 0.34*
(0.14) (0.18)
L.rfjeem 0.23*** 0.06**
(0.05) (0.03)
The Share of Conflictual -0.05**
Events (0.03)
Inpop;; 1.15%** 1.13%** 1.07%** 1.07%** 0.81***
(0.20) (0.20) (0.13) (0.13) (0.12)
Inpopj; 1.92%** 1.90*** 1.70%** 1.70*** 1.68***
(0.20) (0.20) (0.13) (0.13) (0.12)
In gdppc;; 0.92%=** 0.91%** 0.99*=** 0.99*** 0.95%**
(0.08) (0.08) (0.05) (0.05) (0.05)
In gdppc;, 1.25%** 1.25%%* 1.20%** 1.20%** 1.14%%*
(0.07) (0.07) (0.05) (0.05) (0.04)
Constant -32.83*** -32.34%** -29.25%** -29.16%** -25.67***
(3.17) (3.17) (2.01) (2.01) (1.75)
Country-pair FE yes yes yes yes yes
Year dummy yes yes yes yes yes
# of Observations 7,846 7,846 22,272 22,272 27,633
R-squared 0.27 0.27 0.21 0.21 0.20

# of Country-pair 1,333 1,333 4,249 4,249 4,924




**% n<0.01, ** p<0.05, * p<0.1

First, we exclude all extreme events whose scores are higher than five in absolute value
and then re-conduct the fixed-effects regressions. The results are reported in Column 3 and
Column 4 of Table 7. The coefficient of the average score is close to that in the benchmark
fixed-effect regression while the coefficient of the aggregate score becomes slightly higher.
Both of them remain significantly positive. Second, we construct a new proxy of bilateral
relations, the proportion of negative events. More specifically, an event is counted as 1 if its
score in the CAMEO table is below 0, otherwise it is counted as 0. Then we calculate the
proportion of negative events among all events for each country pair in each year. According
to CAMEO, the quantity of negative events in our sample is similar to the quantity of positive
events. From the last column of Table 7, we can see that trade is negatively associated with
the share of negative events. The results above suggest that our findings are not driven by a
small number of extreme events. In other words, normal fluctuations in bilateral relations also

matter for economic exchanges.

6.Concluding Remarks
How is the bilateral relation between two countries associated with their economic
exchanges? The “economics first” school believe that economic profit is the fundamental
motivation of all other interactions between two countries. Then, the fluctuation of bilateral
relations cannot shake trade and even more trade may change bilateral relations. This brings
to mind the famous remark by Lord Palmerston, “nations have no permanent friends or allies,
they only have permanent interests”. However, the “politics first” school holds an opposite
view. They argue that nations have a long-term comprehensive goal and economics is just
one part of the whole story. For example, the government evaluates who will benefit and who

will suffer before making decisions on trade policies. If the trade gains can strengthen its



enemy, a country may impose restrictions on imports even though free trade also makes itself
economically better off. This study revisits this classic topic with the rare-event dataset,
which contains millions of events related to bilateral interactions across the world from 1990
to 2004. In general, our results suggest that the “trade follows the flag” hypothesis is more
convincing than the “business as usual” hypothesis.

Then we introduce the theory of institutional constraints and choices to analyze why
trade is more likely to follow the flag in some countries than in others. We argue that this is
because different governments face different domestic institutional constraints and
international institutional constraints when they attempt to manipulate trade. This argument is
supported by our empirical results. The results also suggest that one potential source of the
disagreement on the association between bilateral relations and trade is the difference in the
sampling of country pairs.

This study also contributes to the discussion about the relationship between democracy
and compliance with international agreements (Gaubatz 1996; Mansfield et al. 2000;
Rickard, 2010). We find that democratic countries are significantly more likely to comply
with WTO agreements than authoritarian countries. One possible explanation is that in
democratic countries, political leaders could be punished by voters voting against them in the
next election if they violate their commitments to international agreements. The other
possibility is that state-owned enterprises capture a larger share of the economies in
authoritarian countries (McGillivray and Smith, 2000). Therefore, the leaders in these
countries can intervene in imports by putting pressure on the managers of state-owned firms
rather than by violating WTO agreements (Davis, Fuchs and Johnson 2018).

Our study still has several limitations. First, we only consider the heterogeneity of the
political costs associated with trade manipulation but do not take the heterogeneity of the

political benefits into account. For example, some country’s leaders can gain more votes from



imposing tariffs than others. Second, even though a number of fixed regressions have been
conducted to check whether the conclusions are driven by reverse causality, we still can’t
fully overcome potential endogeneity. Third, the event-based measure of bilateral relations is
not perfect and also has shortcomings. For example, events that occur in larger, developed,
more powerful western countries are more likely to be covered by Reuters News than those
take place in smaller, less developed, and less influential countries. Therefore, this study
could be extended in the future by introducing a theoretical framework of political gains,

employing a sophisticated approach of casual identification or using a less biased sample.
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Appendix Table 1: Bilteral Relations vs. Exports: Results of OLS and Fixed Effect Models

() ) c @ c “4)
: ountry-pair ountry-pair
Variable OLS OLS FE FE
L. rif]gfal 1.88*** -0.03
(0.23) (0.16)
L. rif;;fal 0.24*** 0.03
(0.05) (0.03)
Inpop;; 0.92%** 0.93*** 1.99%** 1.99%**
(0.01) (0.01) (0.12) (0.12)
Inpop;¢ 0.76*** 0.77*%+* 0.57*** 0.57***
(0.01) (0.01) (0.12) (0.12)
In gdppc;, 1.56*** 1.58*** 1.16%* 1.16%*
(0.01) (0.01) (0.05) (0.05)
In gdppc;, 1.27%* 1.28*** 0.78*** 0.78***
(0.01) (0.01) (0.05) (0.05)
ln dlStU - 0.93*** - 0.94***
(0.01) (0.01)
border;; 0.82%** 0.82***
(0.04) (0.04)
comlang;; 0.24*** 0.25%**
(0.02) (0.02)
landap;; -0.00*** -0.00***
(0.00) (0.00)
landlij -0.23*** -0.24***
(0.02) (0.02)
island;; 0.53*** 0.54***
(0.02) (0.02)
RTA;j¢ 0.71%** 0.71%**
(0.04) (0.04)
DCR;; - 1.50%** - 1.50%**
(0.35) (0.35)
DCC;; 1.00*** 1.00***
(0.04) (0.04)
DSN;; 0.31*** 0.31***
(0.02) (0.02)
Constant -17.31%* - 17.66*** - 24.83** - 24.80***
(0.22) (0.22) (1.81) (1.81)
Country pair dummy yes yes
Year dummy yes yes yes yes
# of Observations 27,633 27,633 27,633 27,633
R-squared 0.66 0.66 0.19 0.19
# of Country pair 4,918 4,918

*** p<0.01, ** p<0.05, * p<0.1



