
• Trade costs: definition and importance

• Measurement of trade costs

• Economic geography

Video on the importance of trade costs for SDGs: https://youtu.be/TgJ794BEeQw

Plan for this lecture

https://youtu.be/TgJ794BEeQw


All the costs that impede trade from origin to destination

This includes: 
• Tariffs and non-tariff barriers (quotas, anti-dumping, etc.)
• Transportation costs
• Administrative hurdles
• Corruption
• Contractual frictions, e.g. the need to secure trade finance 

(working capital while goods in transit)

Note: Some of these “trade costs” can also occur within countries

What are trade costs?



Are trade costs large?

There is considerable debate (still unresolved) about this question

Arguments for “yes”

• Trade falls very dramatically with distance. Need large trade costs 
to rationalize trade flows in standard trade models 

• Contractual frictions of sale at a distance seem potentially severe

• One often hears the argument that a fundamental problem in 
developing countries is the poor quality of their transportation 
infrastructure (i.e. ports, roads, etc.)



Trade falls with distance (Germany)



Trade falls with distance (France)



Trade falls with distance (France)



Are trade costs large?

Arguments for “no”
• Inter- and intra-national shipping rates aren’t that high

• Tariffs are not that big (nowadays)

• Repeated games and reputations/brand names are likely to circumvent 
any high stakes contractual issues



Direct measures: Hummels (2007): Air shipping



Direct measures: Hummels (2007): sea shipping





Direct measures: Djankov, Freund and Pham (2010) 



Direct measures: Djankov, Freund and Pham (2010) 



Direct measures: Barron and Olken (JPE 2009) 



Direct measures: Sequeira (AER 2016) 



Direct measures: Starz (2016) 



Elements of trade costs

• Tariffs, NTBs, etc
• Transportation costs, roads, ports
• Currency policies
• Being a member of the WTO
• Language barriers, colonial ties
• Information barriers
• Contracting costs and insecurity
• US CIA-sponsored coups
• (…)

Video on Doing Business in China https://youtu.be/Iw7Q1LiNXig

https://youtu.be/Iw7Q1LiNXig


Disidier and Head (ReStat, 2008): is the world becoming flatter?



Trade costs and economic geography: The earth at night



Holmes and Stevens (2004):



Holmes and Stevens (2004):



Holmes and Stevens (2004):



Holmes and Stevens (2004):



Car suppliers and assemblers in Europe (Klier and McMillen, 2013)



What causes the agglomeration of economic activity?

1. Some production input is exogenously agglomerated

• Natural resources (as in the wine industry); institutions (“exogenous”?) 

2. Some consumption amenity is exogenously or endogenously agglomerated 

• Nice places to live; People (i.e. workers) just like to live near each other; some 
non-tradable amenities that are endogenously provided but with IRTS in 
those goods’ production functions (e.g. opera houses) 

3. Some production input agglomerates endogenously. Some positive 
externality (i.e. spillover) that depends on proximity. 

• This almost surely explains Silicon Valley, Detroit, Boston biotech, carpets in 
Dalton, etc

• This is what is usually meant by agglomeration economies. This source of 
agglomeration has attracted the greatest interest among economists. 



Main sources of agglomeration economies

The literature on this is vast. Probably begins with Marshall (1890). 
Survey in Duranton and Puga (2004) 

Typically 3 forces for potential agglomeration economies: 

1. Thick markets (reduce search costs and idiosyncratic risk) for 
imperfectly tradable inputs (e.g. workers) 

2. Increasing returns to scale combined with trade costs (on either 
inputs or outputs) that increase with distance 

3. Knowledge spillovers that decrease with distance 



What limits agglomeration?

• Congestion (e.g. transport time, pollution)

• Factor rewards (e.g. wages, land values, housing costs)

• Interaction between trade costs and wages (e.g. Krugman and 
Venables, 1995)

Video on agglomeration: https://www.youtube.com/watch?v=50vRNNGqlp4

https://www.youtube.com/watch?v=50vRNNGqlp4


What about the covid-19 pandemic?


