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Abstract: 

 
During the three past decades, most developing countries have opted for both a higher degree of political 
democracy as well as increased trade openness. This trend raises the question of the effect of democracy 
on trade liberalization.  
 
To address the question, this paper proposes a theoretical analysis based on a variant of an HOS model, 
but assuming allocative effects between the export sector and the non-tradable sector. This analytical 
framework preserves the Stolper-Samuelson effects, even with complete specialization of countries. 
Furthermore, it is assumed that in democratic regimes, the policies enforced are those preferred by the 
median-voter. If, in a country, the tradable sector is labour-intensive , workers gain from free trade and a 
democratic government should adopt trade liberalization policies. We expose a political economic 
theoretical model in which democracies apply a  tariff to imports all the lower as the other trade costs 
are low. 

The theoretical model has led to a gravity equation so that the expected positive relation between 
democracy and trade can be tested econometrically. We are interested in the influence of democracy on 
trade costs and test the idea that institutional trade costs are lower when trade occurs between 
democracies. Econometric estimations confirm that bilateral trade is positively and significantly affected 
when the two partners are democratic. 
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1. INTRODUCTION 

Since the 1970s, developing countries have simultaneously experienced a “rush to free trade” and a “rush 
to democracy”. At present, 117 countries use open elections to choose their leaders (Milner & Kubota, 
2003). Does more democracy lead to more trade? Are democracies more likely than non-democracies to 
implement trade liberalization? Rodrik (1994) argues “Historically, sharp changes in trade policy have 
almost always been preceded (or accompanied) by changes in the political regime. Not all political 
transformations result in trade reform, but sharp changes in trade policy are typically the result of such 
transformations.” 

At first glance, democracies appear more open to trade. But counter-examples can easily be found. For 
instance, India’s democratic institutions did not lead the country to open its economy faster than China’s 
dictatorship 1. And Chile initiated trade and financial opening during Pinochet’s authoritarian 
government. In the 70s and 80s, Southern Asia registered the world’s fastest trade expansion under 
similar authoritarian regimes. China is now following the same path. 

Undoubtedly, the Chilean and Asian cases have largely contributed to encourage pessimist and revisionist 
points of view in the political economy literature. Authoritarian regimes should be better placed to impose 
unpopular reforms (Edwards, 1992). Along these lines of thought, democratic institutions might even 
represent an obstacle to economic freedom. Indeed, they leave free course to pressure from protectionist 
rent-seeking lobbies (Olson, 1982). In democracies, industrial lobbies are more likely to be rent-seeking 
than pro-trade consumers, because it is easier to control free-riding inside small groups than inside large 
ones. What politicians risk losing in votes may be regained through financial support by the protectionist 
organized groups (Baldwin, 1989; Magee, Brock & Young, 1989; Grossman & Helpman, 1994), or by the 
specific satisfaction of the median voter.  

These pessimistic approaches are based on very questionable assumptions and indicators. The general 
evolution towards free trade and democracy discredits the idea that protectionist lobbies dominate 
democratic countries. Indeed, concentrated and organized industries are also present amongst free-trade 
partisans. Export firms fear protectionism, which closes access to foreign markets. Numerous industries 
are concerned with the import of low-priced inputs. The "political market" alternative in democracies is 
frequently a higher degree of corruption in authoritarian countries. Oligarchies make the setting up of 
anti-corruptive and counter-power institutions more difficult, even though they have more authority to 
fight corruption. Enlightened tyrants are undoubtedly less common than predatory tyrants. Wei’s 
empirical study (2000) highlights a negative (albeit weak) relation between democracy and corruption as 
well as between "natural" openness and corruption. However, he cannot verify a relation between 
corruption and trade policy.  

Other authors renew the liberal tradition of underlining the advantages of democratic regimes. Stability, 
legitimacy, better conflict management, cooperation and credibility, are frequently used arguments to 
explain why democracy is more efficient in implementing reforms (Rodrik, 1997, 2000). Moreover the 
median voter can be favorable to trade openness: “Political leaders may have to compensate more voting 
consumers for the same level of protection […] an increase in the size of the electorate and thus the 
winning coalition may change political leaders’ optimal policy in the direction of freer trade.” (Milner & 
Kubota 2001). On the contrary, dictatorships are often dominated by small groups, which fear their 
revenue be threatened by the trade openness. In this paper, we will test the argument purporting that the 
ability of small groups to impose their view is neutralized by the rule of majority.2  

Several studies have formalized and tested the relationship between democracy and trade. Some of their 
results are as follows. Rosendorff (2000) models this relation and reaches several conclusions. First of all, 
democratic regimes entail incentives to unilateral openness. Secondly, the gains from tariff cooperation 
rise with democracy. Finally, in trade tariff negotiations, a democracy offers more concessions to another 
democracy than to an autocracy. 

                                                 
1 See Lindert (2003) for explanations and case studies. 
2 The contradictory arguments about the pro- and anti-trade effects of the democracy are synthesised in de Haan & Sturm (2003), 
Milner & Kubota (2003), Rodrik (1997). 
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For Kubota and Milner (1999, 2001) the number of voters, the “selectorate”, rises with the degree of 
democracy. Politics must take into account both the lobbying groups (especially, import and export 
firms), and the consumers. As a result, democratic political leaders should choose trade openness to 
maximize total welfare. Kubota and Milner find a negative and significant relation between democracy 
and tariffs.  

Granger & Siroën (2001) show that the respect of democratic rules exerts a direct influence on the volume 
of trade, which is independent not only from "natural" factors but also from the choice of trade policy. 
However, this relationship takes a U shape: from initially low levels, openness decreases with 
enforcement of democracy, and begins to increase after reaching a threshold, estimated to be between the 
level of democracy of Malaysia and Brazil.  

Lundström (2002) finds a robust positive relationship between political freedom and low restraints on 
international trade. The relationship with civil freedom is fragile. 

Bliss and Russet (1998) regress the volume of trade (exports + imports) on the regime type for 882 pairs 
of countries between 1962 and 1989. They find that trade is significantly and positively influenced by 
democracy, the regime score being measured from the least democratic country. Mansfield and al. (2002) 
show that the regime type of both countries involved in bilateral trade significantly impacts the volume of 
trade. They use the same measure of democracy as Bliss and Russet. The authors regress every five-year 
period between 1960 and 1990, and find that mixed pairs trade less than a pair of democracies (15% to 
20% less). 

Most of these studies use trade models, where the volume of trade is the ratio of the sum of exports and 
imports to total GDP, and where a simple indicator of democracy is used (Freedom House or Polity index 
or the difference between the regimes of the two countries in each pair). They also present 
methodological difficulties ignoring the endogeneity problem between trade and democracy or 
considering the unilateral characteristic of democracy as acting in the same way for each bilateral 
relations.  

If most of the existing studies concern the incidence of democracy on trade openness, other questions 
should be asked. Does a transition to democracy lead to a reorientation of trade? Do democracies trade 
more with each other thanks to lower transaction costs? 

Thus, in this paper, we are interested in the influence of democracy on trade costs: tariffs, “natural” costs 
of distance, institutional costs. We expose a political economic theoretical model in which democracies 
apply a tariff to imports all the lower as the other trade costs are low. We also test the idea that 
institutional trade costs are lower when trade occurs between a pair of democracies. In other words, we 
seek a virtuous relation between bilateral trade and democracy: lower transaction costs drive to lower 
tariffs, which amplify the impact of democracy on bilateral trade.  

In our paper, we use a gravity model built on a theoretical foundation inspired by Mayer (1984) for the 
endogenous formation of trade policy and by Anderson & van Wincoop (2003) for the specification of the 
econometric model. In the gravity model used, the political regime is considered as an unilateral 
determinant of trade and so as a component of the “multilateral resistance”, which is specific to each 
export and import country. The “multilateral resistance” explicitly appears in our model and acts as a 
control variable to give a right estimation of the relation between bilateral trade and bilateral variables of 
democracy.  

Our paper is divided into four sections. In section 2, we introduce a model of political economy adapted 
so as to be testable with a gravity model. Section 3 describes econometric tests and our results. Section 4 
provides conclusions. 
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2. THE MODEL 

The model we use to describe individual preferences for tariffs is inspired by Mayer (1984), Yang (1995) 
and Milner and Kubota (2003). It is theoretically founded on the median-voter theorem and Heckscher-
Ohlinian hypothesis 3.  

The model has been adapted so as to make it testable with econometric gravity models, which can be used 
in a factor-proportion approach (see Deardorff, 1998). The main implication is that voters do not choose a 
uniform tariff for imported goods, as they do in the above-mentioned political economy models, but a 
tariff for each imported good.  

2.1. Hypothesis 

We consider two inter-industrial mobile factors of production, labor (L) and capital (K), with given 
quantities. Each consumer, indexed by k, is endowed with a single unit of labor (Lk = 1) and an individual 
amount of the other factor Kk ( ≥ 0), with KKL

k k=∑ . 

Each worker is a consumer and each consumer is a worker. Thus L represents the number of consumers 
and the size of the country. Each consumer is also a voter. To conform to the Deardorff (1998) and 
Anderson & Van Wincoop (2003) specification of gravity models, which will be used in the empirical 
part of the study, we assume that countries are entirely specialized: countries do not produce the same 
type of goods they import. Each country produces only one tradable good, which is not produced by other 
countries. We know that trade influences factor prices only if a country’s specialization is incomplete. 
Consequently, to preserve a Stolper-Samuelson effect, we introduce a non-tradable sector that uses the 
same factors as the export sector, but in different proportions. Each country produces a unique non-
tradable good, indexed by l. We make the realistic assumption that the non-tradable sector, which 
includes public goods, is more capitalistic than the export sector in developing countries. More 
controversially, we assume it is also the case in developed countries what will be justified later by the fact 
that developed countries are democratic and free-traders. In this framework, the Stolper-Samuelson 
theorem can apply. Real wages increase (and the real price of capital decreases) if the price –i.e. the 
relative demand- of the labor-intensive export good increases relatively to the non-tradable capital-
intensive good price. This assumption will make it possible to propose a very general gravity model, 
because the factor-content of imports does not play any role. Whether imports are more or less capital-
intensive than exports does not impact results. The factor content in the non-tradable sector is the only 
one that matters. 

There are F countries, F tradable goods plus one non-tradable good produced in each country. A country 
is identified by the tradable good it produces and exports. Country j produces one tradable good j. To 
produce both tradable and non-tradable goods, firms need labor and capital. Because the factors are fully 
employed, they have to be allocated between the two sectors.  

lj LL  L +=  and lj KKK +=  

We consider small economies and the international FOB price of the tradable good i produced in i is πi. 
Imports in country j generate “iceberg transaction costs” of jiβ . (= ijβ ).  

With a tariff of tji on the CIF price ( ijiπβ ), the country imports quantities mji = xij where the last term is 
the volume of exports from i to j. mjj is the domestic consumption of the good j in j. mjl is the production 
(and consumption) of the non-tradable good. 

jip  is the domestic price of the good i in j, so that:  

jiijiji t    p πβ= with 1== jjjj t   β . 

                                                 
3 See also Tavares & Wacziarg (2001). 
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For the non-tradable good :  t jijijl 1=== πβ   

The individual k’s “primary” income is: 

kk rKw  y +=  

Where w is the wage rate and r, the return of capital,  

∑ +==
L
k jk rKwLYy  [1]  

Be kφ the individual k’s primary income share, then 

rKwL
rKw k

k +
+

=φ   with ∑ =
L
k k 1φ  and jkk Y  y φ=  

 

To simplify, we consider that tariff revenues Tj are redistributed to each consumer k, in a neutral way in 
terms of overall income sharing. Thus:  

( )∑∑ −==
F
i jijjijij

L
k k m   t   T πβτ 1  [2] 

and jkk T  φτ =  

jY is the total income (GDP): jjj TYY +=  and the k’s individual income is kkk  y  y τ+=  

2.2. Resolution 

The representative consumer k in country j maximizes his overall consumption of tradable and non-
tradable goods according to the following indirect utility function:  

( )kk    y ,  τ+= kk ypV   [3] 

p is the vector price of goods ( 1=jlp ). We have: 

( ) Y TY    y kjjkk φφ =+=   

The maximization function for the tradable goods gives: 
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Using the properties of homothetic utility functions, we can write:  

( ) ( )jjikkki Y pDy p d ,, φ=  

( )kki y pd ,  and ( )jji Y pD ,  are respectively the individual and the aggregate function of demand for good i. 

Using Roy’s identity:  
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Since iji
ji

j

t
p πβ=∂
∂ , we can rewrite the maximization equation [4]:  

( ) 
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The economy’s aggregate income is given by: 

( ) ji
F
i iijjijljjj m   t mXY ∑ −++= πβπ 1  

Where jjX is the volume of the exportable good j in j. Differentiating with respect to jit ? 

( )
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On the clearing condition jiji mD = , equation [4] can be written 
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If the concavity property is satisfied, the optimal tariff for k on the imported good i is given by : 

( )
( )
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Formula [7] is similar to Mayer’s result but once being adapted to a bilateral form and having introduced 
a transaction cost, ijβ , which is not directly chosen by an elective procedure. 

 ,   Y kijij φπβ ,,, are positive and 0  tm jiji <∂∂  is negative. Thus, the tariff is lower when
ji
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is negative.  

From the expression of φk and by transformation: 
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The first term is positive. The second is positive if the individual k owns less capital than the average. The 
sign of the third term is ambiguous. Because of total specialization, the evolution of factor prices follows 
the relative demand for the two rival home-produced goods. When tariffs increase the relative price of 
imported goods and the domestic demand would homothetically be transferred to exported and non traded 
goods. But, the trade equilibrium constraint implies that a decrease in imports leads to a decrease in 
exports as well. Thus, the non-tradable sector increases and the Stolper-Samuelson effects can work. 
When the non-tradable good is assumed to be more capitalistic than the export sector, an increase in the 
relative demand for the non-tradable goods, due to higher custom tariffs, leads to an increase in the 
relative price and a decrease in real wage. Under this hypothesis, the third term is negative, what means 
that less capitalistic people prefer a lower tariff than more capitalistic ones.  

2.3. The tariff political choice  

Equation [7] allows to determined the individuals’ most preferred tariffs. We must now determine which 
tariff the government will choose. 



7 

In a direct democracy, the equilibrium tariff is the individual optimal tariff of the median voter. From 
Mayer (1984), “capitalists”, defined as individuals owning more capital than the average, are usually less 
numerous than the “workers”, who own less capital than the average. Then, tariff formation, in a direct 
democracy, should favor the workers. To generalize Mayer’s results, Yang (1995) shows that, in a 
representative democracy, where voters consider non-policy factors, such as age, race, ethnic identity and 
so on, the equilibrium tariff is a weighted mean of voters’ individual optimal tariffs. In this model, the 
previous conclusion holds: a representative democracy tends to establish a pro-labor tariff.  

Milner and Kubota (2003) generalize the median-voter theorem to all kinds of electoral choices. All 
regimes seek to satisfy the median voter. Autocracies differ from democracies by the size of the effective 
electorate (called “selectorate” by the authors) varying from very small oligarchies in autocracies to large 
segments of the population in democracies. If the “selectorate” is small enough – i.e. the political regime 
is sufficiently non-democratic-, the median voter is “capitalist” and the choice is biased in favor of capital 
owners. In particular, in developing countries, the more the income distribution is non-egalitarian the 
more the “selectorate” has to be narrow to allow the adoption of tariffs favorable to capitalists. In the case 
of very non-egalitarian countries, the elitist capitalist class is predisposed to sustain a pro-capitalist 
autocracy.  

According to Mayer, capital-abundant democratic countries are likely to be protectionist because workers 
lose to free trade with labour intensive countries. But, in our model, this “pure” Stolper-Samuelson effect 
does not play any role; workers lose to free trade only if the tradable sector is relatively more capital-
intensive than the non-tradable sector. Thus, a developed country would be protectionist with developing 
countries as well as with other developed countries because all imports play the same role. De facto, 
democratic developed countries are free-traders, what justify our initial hypothesis about the relative 
capital intensity of the non-tradable sector in developed as well as in developing countries.  

Nevertheless, Northern countries keep high restrictions in few sectors as textile or agriculture. These 
sectors are in competition with Southern imported goods and our hypothesis of complete specialization 
does not hold. In this case, a pure Stolper-Samuelson could play a role. The empirical study will verify if 
Northern democratic countries are more protectionist against southern countries.  

3. ECONOMETRIC ESTIMATIONS  

The theoretical model presented in the previous section can now be written in order to be tested with a 
gravity model. This kind of model estimates the volume of bilateral trade between a pair of countries. 
Here, it is enlarged by integration of specific indicators of democracy so as to estimate the relation 
between bilateral trade and democracy.  

3.1. A testable form of the model 

We give a standard CES to the utility function [3] (see Deardorff, 1998 for a theoretical justification and 
Varian, 1992 for the expression):  
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Where σ is the elasticity of substitution between products: 1  >σ  and common to all goods. When the 
number of products (countries) is large enough, the elasticity of substitution can be assumed to be the 
same as the demand-elasticity. We make here this assumption. Then, using Roy’s identity once more, the 
expression of the demand for good i in j is 
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Where ( ) σ
σ

−
−∑ 1

11  F

i jip is the CES price index (also noted jP~ ) in country j 4. 

 The clearing condition for each tradable good implies: 
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From Anderson and van Wincoop’s (2003) theorem, which assumes perfect symmetry between 
impediments to trade ( )ijijjiji tt ββ = , we can give an implicit solution for iπ : 
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where wY  is the world income. 

Substituting into [10] in FOB terms: 
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That is the form of a gravity equation, in conformity with Anderson and van Wincoop’s specification in 
FOB terms. 

wY is a fixed variable and does not have to enter into the regressions.  

According to Anderson and van Wincoop, the price indexes jP~  and iP~ measure countries’ “multilateral 

resistance”. The higher the price index, the more “closed” the country towards all partners. Trade between 
a pair of countries depends upon bilateral impediments to trade, relative to average impediments with all 
trade partners. 

Because the price indexes are unobservable variables (especially in our model in terms of relative prices), 
Anderson and van Wincoop (2003) propose an iterative method to calculate the multilateral resistance as 
a function of all bilateral barriers. Based on the authors (see also Feenstra, 2003), we can also use a more 
accessible alternative method, which consists in introducing a country-fixed effect (a dummy variable) for 
both exporter and importer. Numerous authors have adopted this second strategy in papers devoted to the 
estimation of the effects of institutional variables, such as sharing a common currency (Rose and van 
Wincoop, 2001) or adhering to the WTO (Subramanian & Wei, 2003), on bilateral trade flows. 

3.2. Testing the relation between trade and democracy 

Under the hypothesis made about factorial intensity and the nature of electoral regimes, equation [7] 
shows that, ceteris paribus, democracies should adopt a lower tariff than autocracies towards all their 
trade partners, in conformity with the median voter’s interest. For this reason, the “multilateral resistance” 
should decrease with democracy and increase with autocracy. In a gravity model, the nature of the 
political regime may thus be taken into account by country fixed effects.  

Then, in this paper, we do not directly test the relation between democracy and “multilateral” openness to 
trade, but the influence of democracy on bilateral relations. This methodological choice presents the 
advantage to circumvent the endogeneity problem. Indeed, we are not in the case of bilateral variables, as 
“common currency”, which are exposed to the endogeneity problem. If A and B trade more intensively, 
they are likely to adopt a common currency (see Anderson & van Wincoop, 2004). On the contrary, even 
if multilateral openness “causes” democracy, democracy remains a variable concerning all bilateral 
                                                 
4 Because the prices of the tradable goods are expressed in terms of the non tradable good, this price index can be considered for the 
whole economy. 
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relations. It is not because country A trades more with country B and less with C that it can be democratic 
with B and autocratic with C!  

In our theoretical model, two trade cost variables affect the bilateral relation: the tariff jit  and the 

transaction cost ijβ . We do not test directly these variables, but the hypothesis that they are affected by 

the nature of political regime. Indeed, our theoretical analysis suggests two effects: 

1) Transaction costs have a differentiated impact on tariffs, and therefore on the bilateral trade openness, 
according to the degree of democracy. From equation [7], we can see that the median-voter, which is 
assumed to be a “worker” in a democratic country, will choose a tariff all the lower as the transaction 
costs are low, what we can call an amplification effect. Conversely, in an autocracy, the median-voter is 
assumed to be a “capitalist” and adopts a lower tariff to compensate the negative effect of high transaction 
costs. Thus, the property of the model suggests that transaction costs have a more negative consequence 
on bilateral trade when the importer is democratic. In other words, a democracy would trade more with 
countries having weak transactions costs. 

2) The nature of the political regime also has an incidence on the level of tariffs regardless of the trade 
partner considered, i.e. on the multilateral trade openness of a country: in conformity with the median 
voter’s interest, democracies will adopt lower tariffs, than autocracies will. By extension, it may be 
assumed that most of trade costs depend not only on exogenous geographical and historical characteristics 
but also on the political regime and that they are lower in democracy than in autocracy. Anderson & van 
Wincoop (2004) considers that direct policy instruments, as tariffs, count less in the transaction costs than 
other policies as “law enforcement and related property rights institutions, informational institutions, 
regulation”. Empirical evidences confirm that political freedom drives to good institutions (Clague & alii, 
1996; Dawson, 1998; Haan & Sturm, 2003) and that inadequate institutions constrain trade far more than 
tariffs do (Anderson & Marcouiller, 2002). From a bilateral point of view, trade costs depend on the 
quality of institutions in both import and export countries. For example, the corruption in j increases the 
exporter i’s trade costs but the corruption in i makes more difficult to implant export subsidiaries or to 
find reliable subcontracting companies.  

The first effect reinforces the second one, so that two democracies are expected to trade 
disproportionately more with one another. 

3.3. The variables to test 

The equation to test is given by expression [11]. As it has been noticed, various variables are 
unobservable in this expression so that they have to be approximated by other ones. The distance between 
a pair of countries is the most usual proxy for transport costs βji. But different variables representing a 
“familiarity” in doing business (like a common language, a colonial tie, a shared border…) are also 
included as proxies for other transaction costs. Our aim is to econometrically check that transaction costs 
have a differentiated impact on bilateral trade according to the degree of democracy in import country. To 
do so, we will transform these traditional indicators of trade costs (cf. supra). 

For several reasons, kjit  is also unobservable. First of all, we do not know the preferred tariff of the 

median-voter. Secondly, it is difficult to estimate the effective  tariff. Finally, the tariff is a generic term 
that mixes official taxes and other transaction costs such as corruption. The theoretical model allows us to 
consider democracy as a proxy for tariffs and for other variables of trade policy.  

Otherwise, in equation [11], income elasticity is equal to 1. After having also noticed this regularity in the 
theoretical foundations of the gravity model, Anderson and van Wincoop (2003, p. 178) propose to use 
bilateral trade related to the product of GDP as the dependant variable, which is equivalent to constraining 
to 1 the income elasticity.  

Thus, a general form of the equation to estimate, is: 

 

ij
j

jj
i

iiij
k

ijkkjiij DIDEDemoZYYXLog εαααα ++++= ∑∑∑)(               [11] 
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Xij = exports (F.O.B.) of a country i to j, in current U.S. dollars = imports of country j from country i. 

Yi (Yj) =  GDP of a country i (j), in U.S. current dollars. 
Zijk =  k variables accounting for transaction costs:  bilateral distance between the two countries’ capital; a 

shared colonial past or a common border.  
A dummy variable indicating membership to a same trade agreement is usually introduced in the 
gravity equation. We have chosen to keep it in most of our regressions as a control variable.5  

Demoij = a bilateral variable, measuring the respect of democracy simultaneously in country i and j.  

DEi (DIj) = exporter (importer) country-fixed effect. This dummy variable is equal to 1 if country i 
(country j) is the exporter (importer) country. 

εij = an error term.  

All these variables and their sources are presented in Annex 2. Equation [11] is estimated by the OLS 
(Ordinary Least Square) or by the GLS (Generalized Least Square Method) when the model is 
heteroscedastic.6 

This paper directly estimates the incidence of democracy on bilateral trade. Freedom House’s indicators 
are the most commonly used to assess the degree of democracy (for example, Granger and Siroën, 2001; 
Rodrik, 1997; Tavares and Wacziarg, 2001). Here, we only use one of the three Freedom House index: 
the one measuring the degree of political rights enforcement, that ranks from 1 (democracy) to 7 
(autocracy). From this indicator, we create a new one as follows. Firstly, the Freedom House mark is 
brought in the [0,1] interval.7 Secondly, we calculate the median of the sample as a whole (this median is 
roughly equal to 0,66 in 2000). Thirdly, a country is rated 1 if it has a score greater than or equal to the 
median, and 0 if not. The corresponding dummy variables are defined as follows:  

- FH0j = 1 if importing country j is not democratic; 0 if it is. 

- FH1j = 1 if importing country j is democratic; 0 if it is not. 

This indicator has been built includes 124 developing countries and 22 developed countries (cf. Annex 1) 
and for the year 2000. 

In order to check the existence of the “amplification” effect due to a differentiated incidence of trade costs 
on trade policy, we proceed as follows: the three indicators commonly used as proxies for transaction 
costs (bilateral distance, adjacency and common language) are multiplied by the index of democracy in 
importing country j (FH0j and FH1j). For each indicator, two variables measuring transactions costs are 
thus created: one for the democratic importing countries and the other for the autocratic importing 
countries. In accordance with equation [7], transaction costs should have a more important negative 
impact on bilateral trade if importing country is democratic.  

Our theoretical model suggests that two democracies should trade more with one another not only 
because they give a preference to countries with low "natural" transaction costs (transport, adjacency, 
common culture, etc.), but also because being democratic induces pro-trade institutions and lower 
transaction costs. To check the existence of such an « attraction effect », a new bilateral indicator of 
democracy is created.8 It is built from the qualitative unilateral variables FH0 and FH1 and defined as 
follows:  

- FH0ij = 1 if exporting country i and importing country j are both autocratic; 0 if they don’t. 

- FH1ij = 1 if exporting country i and importing country j are both democratic; 0 if they don’t. 

                                                 
5 The regressions have also been made without this variable . It doesn’t change any of  the results presented.  
6 As it deals with cross-section data, a White test has been made to check the  heteroscedasticy of  the model. When it is, the OLS 
estimator is weighted by the term which creates most heteroscedasticity. 

7 To do so thanks to the formula : 
6

)'7( scorescountryX −=   

8 In our model, only bilateral variables (i and j) should be considered, because the impact of unilateral variables (i or j) is already 
captured in the country-fixed effects, which account for “multilateral resistance”. 
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The benchmark situation is a mixed situation where only one partner is democratic (FH1iFH0j  or 
FH0iFH1j). The theoretical analysis predicts that the coefficient of variable representing two autocracies 
(FH0ij) must be negative and the variable representing two democracies (FH1ij) must be positive.  

3.4. Estimations 

The dependant variable is the imports of a country from the rest of the world, i.e. 145x146 bilateral 
relations (the equations with missing values are excluded). Table1 - column (1) shows the estimation of 
the benchmark gravity model, when indicators of democracy are not included in the equation. All the 
variables have the expected signs: the coefficient of distance is negative whereas the two variables 
representing “familiarity” in trade have a positive and significant influence. 

 

Table 1: Differentiated impact of transaction costs  

Dependant variable: Log(Xij/( GDPi*GDPj)) 
 (1) (2) (3) (4) (5) 

Distance (LogDij) -0.79***(0.02)  -0.78***(0.02) -0.79***(0.02)  

Adjacency  0.91***(0.08) 0.94***(0.07)  0.91***(0.08)  

Common language 0.40***(0.03) 0.41***(0.03) 0.40***(0.03)   

Free trade agreement 1.01***(0.05) 0.99***(0.05) 1.01***(0.05) 1.01***(0.05) 0.98***(0.05) 

Distance*autocracy in j  -0.69***(0.02)   -0.69***(0.02)

Distance*democracy in j  -0.84***(0.02)   -0.85***(0.02)

Adjacency*autocracy in j   0.77***(0.11)  0.94***(0.11) 

Adjacency*democracy in j   1.06***(0.10)  0.94***(0.10) 

Common language* 

autocracy in j 

   0.40***(0.04) 0.45***(0.04) 

Common language* 

democracy in j 

   0.40***(0.04) 0.38***(0.04) 

Exporter fixed effect (DEi) Yes Yes Yes Yes Yes 

Importer fixed effect (DIj) Yes Yes Yes Yes Yes 

Number of observations 19290 19290 19290 19290 19290 

Constant -35.91*** 

(0.27) 

-37.09*** 

(0.3) 

-35.92*** 

(0.27) 

-35.91*** 

(0.27) 

-37.10*** 

(0.30) 

F-stat of the model 141.51 141.69 142.05 141.06 141.01 

Adjusted -R² 0.70 0.70 0.70 0.70 0.70 

Note : ***means the coefficient is significant at 1% level. 

The indicators allowing testing the differentiated impact of transaction costs are successively integrated 
into the gravity equation (Table 1, columns 2 to 5). For each estimation, a Student test is implemented to 
check whether the transaction costs really have a significantly different incidence on bilateral trade for an 
autocratic importing country and for a democratic one. In all cases, the variables are significant at the 1% 
level. Moreover, the results obtained partly confirm the theoretical analysis. Indeed, model (2) shows that 
the distance has a significantly higher negative incidence for democracies than for autocracies. Likewise, 
according to model (3), the positive impact of sharing a border could be higher for democratic countries 
but this is not confirmed in model (5). Lastly, the existence of a differentiated effect for the variable 
representing a common language is not obvious: there is a significant unexpected difference in model (5) 
that not appears in model (4).  
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Table 2: Influence of Democracy on Trade  

Dependant variable : Log(Xij/(GDPi*GDPj)) 

 (6) (7) (8) (9) (10) 

Distance (LogDij) -0.78***(0.02)   -0.81***(0.02)  

Adjacency 0.90*** (0.89)   0.86*** (0.08)  

Common Language 0.39*** (0.03)   0.46*** (0.04)  

Free Trade Agreement 1.01*** (0.05) 0.97*** (0.05) 0.97*** (0.05) 0.95*** (0.06) 0.93*** (0.05)

Distance*autocracy (FH0j)  -0.67***(0.02)    

Distance*democracy (FH1j)  -0.84***(0.02)    

Adjacency*autocracy (FH0j)  0.94***(0.11)    

Adjacency*democracy (FH1j)  0.94***(0.09)    

Com. language*autocracy 
(FH0j) 

 0.44***(0.04)    

Com. Language*democracy 
(FH1j) 

 0.38***(0.04)    

Autocracy in i and j (FH0ij) -2.40*** (0.19) -3.43*** (0.21)    

Democracy in i and j (FH1ij) 2.56*** (0.19) 3.63*** (0.21)    

Distance*autocracy (D012j)   -0.70***(0.03)  -0.71***(0.04)

Distance*democracy (D345j)   -0.88***(0.02)  -0.89***(0.02)

Adjacency*autocracy (D012j)   0.65***(0.17)  0.57***(0.18) 

Adjacency*democracy(D345j)   0.91***(0.08)  0.90***(0.08) 

Language*autocracy (D012j)   0.34***(0.07)  0.34***(0.08) 

Language*democracy (D345j)   0.44***(0.04)  0.49***(0.04) 

Autocracy in i and j (D012ij)    -0.16** (0.05) -0.16** (0.05)

Democracy in i and j (D345ij)    0.15*** (0.03) 0.16*** (0.03)

Exporter fixed effect (DEi) Yes Yes Yes Yes Yes 

Importer fixed effect (DIj) Yes Yes Yes Yes Yes 

Number of observations 19290 19290 17796 17796 17796 

Constant -37.79*** 
(0.22) 

-37.34*** 
(0.30) 

-33.88*** 
(0.25) 

-39.65*** 
(0.35) 

-39.55*** 
(0.31) 

F-Stat of the model 141.81 141.81 129.89 119.97 119.97 

Adjusted R² 0.70 0.70 0.68 0.68 0.68 

Note : *** the coefficient is significant at 1% level. 

The aim of the empirical analysis is also to check if two democracies trade more with one another. The 
estimations allow to valid this assumption. Indeed, in model (6), the coefficients of the dummies FH0ij 
and FH1ij are both significant at the 1% level. The former is negative and the latter is positive: democracy 
in both countries always increases trade.  

In a next step, the cross-variables accounting for transaction costs and the bilateral indicators of 
democracy are simultaneously introduced into the gravity model (cf. table 2, model 7). They all keep their 
expected sign and remain highly significant. Moreover, distance and the share of a language still have a 
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differentiated impact on bilateral trade. All these results may be evidence that political regimes have 
different specific effects on bilateral trade. 

To check the robustness of our results with regard to the index of democracy, the regressions are also 
estimated with a specific indicator: PARCOMP (the Competitive of Participation), extracted from the 
Polity IV database. PARCOMP rates countries from 1 (repressive) to 5 (competitive), according to “the 
extent to which alternative preferences for policy and leadership can be pursued in the political arena”. 
Some countries are rated as 0, which means that they have an unregulated regime9. This indicator is 
unilateral and quantitative. So, as for Freedom House index, it has been transformed to obtain two 
unilateral dummy variables and a bilateral indicator.  

We proceed as follows.  To simplify and oppose democratic regimes to autocratic ones, we gathered in 
the same category, on one hand, the first three classes (0, 1 and 2: D012), and, on the other hand, the last 
three classes (3, 4 and 5: D345), which represent countries such as Mexico, Malaysia and industrialized 
countries. The corresponding dummy variables are:  

- D012j = 1 if importing country j is not democratic; 0 if it is. 

- D345j = 1 if importing country j is democratic; 0 if it is not. 

These indicators are first used to test the robustness of our results about the differentiated impact of 
transactions costs on bilateral trade. As before, the three variables respectively accounting for 
geographical distance, the two indicators D012j and D345j multiply adjacency and common language. 
The results are stronger than the previous ones (cf. table 2 – models 8 and 10): a Student test shows that 
the three variables accounting for transaction costs have a significantly different impact for democracy 
than for autocracy. 

As before, a bilateral indicator of democracy is also built from the Polity index. The two corresponding 
dummy are defined as: 

- Dij012ij = 1 if exporting country i and importing country j belong to the first category (not 
democratic); 0 if they don’t. 

- Dij345ij = 1 if exporting country i and importing country j belong to the second category 
(democratic); 0 if they don’t. 

The benchmark situation is  mixed ones, where only one of the two countries is democratic. When this 
new indicator is introduced in the gravity equation, the sign of the dummy variables are similar to those 
of the variables built from the Freedom House Index. Nevertheless, the impact of democracy variables is 
much lower (cf. table 2, models 9 and 10).  

Table 3: Influence of Democracy on trade  (Different threshold to define democracy) 

 Threshold 

 0.17 

Threshold 

0.33 

Threshold 

0.5 

Threshold  

0.67 

Threshold 

0.83 

Threshold 

1 

2 democracies 2.88***(0.20) 2.91***(0.20) 2.89***(0.20) 2.56***(0.19) 2.56***(0.19) 2.67***(0.19) 

2 autocracies -2.81***(0.27) -2.71***(0.20) -2.81***(0.20) -2.39***(0.19) -2.49***(0.19) -2.37***(0.19)

Note: *** the coefficient is significant at 1% level. 

 

The indicators of democracy FH0 and FH1 have been built according to Freedom House’s index of each 
country compared to the median of the whole sample. So, the sensibility of our results about the 
incidence of democracy on bilateral trade also has to be tested according to the threshold chosen to 
classify a country as democratic or as autocratic. Table 3 sums up the results and presents the coefficients 
of FH0ij and FH1ij when the threshold to define a democracy varies from 0.17 to 110. Whatever the 
                                                 
9 It deals with countries whose election system is not institutionalized and which are also rated 0 according to an other indicator of 
Polity IV (PARREG). 
10 These different threshold correspond to the different effective value taken by the quantitative Freedom House’s index. The 
threshold 0 has been excluded because, in this case, no country were considered as autocratic. 
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regressions, the coefficients of the two democratic indicators remain significant at the 1% level and keep 
their signs: in comparison with the benchmark situation, where only one country is democratic, two 
democracies always trade more and two autocracies always trade less with one another. 

 

4. CONCLUSION 

This paper’s underlying optimistic assumption is that improvement of democracy leads countries to adopt 
trade-friendly policies. In democracies, governments adopt the trade policies preferred by the median-
voter, who is also presumably a worker. For developing countries, the Stolper-Samuelson theorem states 
that in labour-abundant countries workers gain to free trade what explains this causal link. So trade is 
likely to be higher in developing democratic countries. 

This paper proposes to improve this approach by introducing allocative effects between the export sector 
and the non-tradable sector. This analytical choice has three justifications. First, it allows preserving the 
Stolper-Samuelson effects, even with complete specialization of countries. Second, it makes no difference 
between Northern and Southern countries so that the theoretical conclusions allows to amend a 
pessimistic literature and to show that, in conformity with observed facts, developed democratic countries 
can also be pro-trade.  Third, the theoretical model can be described as a theoretically founded model of 
gravity and it can be submitted to empirical estimations.  

The theoretical model has two implications. A democracy should adopt pro-trade policies with countries 
with the lowest “natural” trade costs.  Moreover, since these transaction costs are likely to be lower in 
democracies than in autocracies, two democracies are expected to trade more with one another. These two 
ideas are econometrically tested from a gravity model. 

The different results first confirm that transaction costs have a differentiated impact on bilateral trade 
according to the nature of the political regime in importing country. The results also unambiguously show 
that two democracies trade more than two autocracies. 

Additional sensitivity and robustness tests are needed. In particular, there can be a time lag between 
increased democracy and its incidence on trade. Hence, introducing time in the empirical estimations, for 
example through panel data, could improve the analysis. 
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Annex 1 : Synthetic indicator of democracy. 
 

 
We report here the countries classification of our unilateral indicator, when it is built from the median of 
the whole sample. 
 

FH0 (autocratic) FH1 (democratic) 
    Albania     Kyrgyz Republic     Argentina     Italy 
    Algeria     Lao People's Dem.Rep     Australia     Jamaica 
    Angola     Lebanon     Austria     Japan 
    Azerbaijan     Macedonia, FYR     Bahamas, The     Korea 
    Bahrain, Kingdom of     Malawi     Bangladesh     Latvia 
    Belarus     Malaysia     Barbados     Lithuania 
    Burkina Faso     Mauritania     Belgium-Luxembourg     Madagascar 
    Burundi     Morocco     Belize     Mali 
    Cambodia     Niger     Benin     Malta 
    Cameroon     Nigeria     Bolivia     Mauritius 
    Canada     Oman     Brazil     Mexico 
    Central African Rep.     Pakistan     Bulgaria     Moldova 
    Chad     Paraguay     Cape Verde     Mongolia 
    China     Russia     Chile     Nepal 
    Colombia     Rwanda     Costa Rica     Netherlands 
    Congo, Dem. Rep. of     Saudi Arabia     Croatia     New Zealand 
    Congo, Republic of     Senegal     Cyprus     Norway 
    Côte d'Ivoire     Sierra Leone     Czech Republic     Panama 
    Djibouti     Singapore     Denmark     Papua New Guinea 
    Egypt     Sudan     Dominica     Peru 
    Equatorial Guinea     Syrian Arab Republic     Dominican Republic     Philippines 
    Ethiopia     Tajikistan     Ecuador     Poland 
    Fiji     Tanzania     El Salvador     Portugal 
    Gabon     Togo     Estonia     Romania 
    Gambia, The     Tunisia     Finland     Samoa 
    Georgia     Turkey     France     Slovak Republic 
    Guinea     Turkmenistan     Germany     Slovenia 
    Guinea-Bissau     Uganda     Ghana     South Africa 
    Haiti     Ukraine     Greece     Spain 
    Indonesia     Uzbekistan     Grenada     Sri Lanka 
    Iran, I.R. of     Venezuela     Guatemala     Sweden 
    Jordan     Vietnam     Guyana     Switzerland 
    Kazakhstan     Yemen, Republic of     Honduras     Thailand 
    Kenya     Yugoslavia, SFR     Hungary     Trinidad and Tobago 
    Kuwait     Zambia     Iceland     United Kingdom 
      Zimbabwe     India     United States 
        Ireland     Uruguay 
        Israel   

Source : Freedom House, Freedom in the world country ratings, 1972-73 to 2001-2002. 
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Annex 2 : Data Sources and Description 
 
Variable Name : Bilateral exports (Xij) 
Description: Bilateral exports of country i to country j, in F.O.B terms and in U.S. current $, year 2000. 
Source: IMF, Direction of Trades Statistics. 
 
Variable Name : Gross Domestic Product (Yi, Yj) 
Description: Total Gross Domestic Product in U.S. current $. Average for 1999-2001. 
Source: World Bank, World Development Indicators 2004 
 
Variable Name : Bilateral Distance (Dij) 
Description: Great arc circle kilometric distance between the two capitals of countries i and j. 
Source: CEPII database, http://www.cepii.fr/francgraph/bdd/bdd.htm 
 
Variable Name : Common Language 
Description: Dummy variable equals 1 if countries i and j share the same language. 
Source: CIA World Factbook, http://www.cia.gov/cia/publications/factbook/index.html 
 
Variable Name : Adjacency 
Description: Dummy variable equals 1 if countries i and j share a common border. 
Source: CEPII database, , http://www.cepii.fr/francgraph/bdd/bdd.htm 
 
Variable Name : Freedom House indicator of political rights enforcement (FH) 
Description: Index ranking from 0 (no respect) to 1 (total respect) of political rights 
Source: Freedom House Data, http://www.freedomhouse.org/ratings/index.htm 
 
Variable Name : Unilateral autocracy indicator (FH0) 
Description: Index equal to 1 if the political rights index (FH) is lower than the median of FH for the whole sample 
Source: Authors’ computations from Freedom House Data.. 
 
Variable Name : Unilateral democracy  indicator (FH1) 
Description: Index equal to 1 if the political rights index (FH) is equal or greater than the median of FH for the whole sample 
Source: Authors’ computations from Freedom House Data.. 
 
Variable Name : Bilateral autocracy indicator FH0ij 
Description: Dummy variable equals 1 if FH equal 0 for countries i and  j. 
Source: Authors’ computations from Freedom House Data.. 
 
Variable Name : Bilateral democracy indicator FH1ij  
Description: Dummy variable equals 1 if FH equals 1 for country i and j. 
Source: Authors’ computations from Freedom House Data. 
 
Variable Name : Free Trade Agreement  
Description: Dummy variable equals 1 if countries i and j are members of a same trade agreement 
Source: CIA World Factbook, Frankel, J.A., 1997. Regional Trading Blocs in the World Trading System. Washington DC: Institute 
for International Economics. 
 
Variable Name : PARCOMP 
Description: Index, ranging from 0 to 5 (competitive), according to “the extent to which alternative preferences for policy and 
leadership can be pursued in the political arena”.  
Source: Polity IV database,  http://www.cidcm.umd.edu/inscr/polity/ 
 
Variable Name : Unilateral autocracy indicator D012 
Description: Index equal to 1 if  PARCOMP equals 0, 1 or  2; 0 otherwise 
Source: Authors’ computations from Polity IV Database. 
 
Variable Name : Unilateral democracy indicator D345 
Description: Index equal to 1 if  PARCOMP equals 3, 4 or 5;  0 otherwise 
Source: Authors’ computations from Polity IV Database. 
 
Variable Name : Bilateral autocracy indicator D012ij 
Description: Dummy variable equals 1 if PARCOMP equals 0, 1 or 2 for countries i and  j. 
Source: Authors’ computations from Polity IV database. 
 
Variable Name : Bilateral democracy indicator D345ij  
Description: Dummy variable equals 1 if PARCOMP equals 3, 4 or 5 for country i and j. 
Source: Authors’ computations from Polity IV database. 


