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Abstract 
 

The consequences of regional trade agreements (RTAs) on countries’ welfare are 

disputed.  In this paper, we assess these effects using stock returns from a recent data 

set that spans over two hundred RTA announcements, eighty economies, and twenty 

years.  We measure the effects of news concerning RTAs on the returns of national 

stock markets, after adjusting these returns for international stock market movements.  

We then link these abnormal returns to features of the RTA members and the 

agreements themselves.  We find strong evidence of the natural trading partner 

hypothesis; stock markets rise more when RTAs are signed between countries that 

already engage in high volumes of trade.  Stock markets also rise more when poorer 

countries sign RTAs, and when RTAs are signed with smaller partners.  We also find no 

evidence that capital markets expect significant trade diversion effects. 
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1. Introduction and Motivation 

The consequences of regional trade agreements (RTAs) on countries’ welfare 

are disputed.  In this empirical paper, we take a fresh look at the issue and assess 

RTAs using the lens of the stock market. 

Almost all economists favor trade liberalization; they disagree on how to get 

there.  Multilateral liberalization is better in principle, but more difficult in practice, 

especially lately.  The alternative is regional liberalization; worse in theory, but at least 

feasible.  Over the last fifteen years, there has been an unprecedented rise in the 

number of Regional Trade Agreements (hereafter RTAs).  However, the consequences 

of RTAs on countries’ welfare are controversial.  Are RTAs indeed a viable and 

desirable alternative to multilateral trade liberalization?24 

A large literature on RTAs has emerged; Freund and Ornelas (2009), Baldwin 

(2008) and Panagariya (2000) provide surveys.  Some stylized facts emerge from the 

recent literature.  RTAs tend to boost trade between their members, with small trade-

diverting effects for non-members.  RTA formation is not random, but depends 

systematically on economic and political factors.  Further, there is evidence of 

considerable heterogeneity in the overall trade effect of RTAs.25  

The “natural trading partner hypothesis” suggests that positive welfare effects 

stem from RTAs between countries with high trade volumes prior to the agreement.  

The strength of the theory is a matter of controversy.  Baier and Bergstrand (2004), 

Magee (2008) and Egger and Larch (2008) find support for the hypothesis.  In contrast, 

Krishna (2003) uses a general equilibrium model to argue that the welfare effects from 

potential RTAs with 24 trading partners of the United States are associated with neither 

trade volume between nor distance to RTA partners. 

A few empirical studies go beyond the trade effects of RTAs.  The welfare effects 

of the Canada-U.S. FTA and NAFTA on member and non-member countries have been 

assessed to be small and positive or close to zero, according to Trefler (2004) and 

Romalis (2007).  Based on a structural model, Egger and Larch (2011) find that positive 

welfare effects of the so-called Europe Agreements are more pronounced for Central 

and Eastern European countries than for the fifteen older members of the EU. 
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The theoretical impact of a RTA on the returns to capital (as measured by the 

stock market) depends crucially on the degree of capital mobility across sectors.  

Grossman (1983) offers a theoretical framework, where the Heckscher-Ohlin model and 

the specific-factor model emerge as two polar cases.  With perfect capital mobility, 

overall stock market returns depend on a country’s capital endowment relative to its 

RTA partners.  However, Grossman and Levinsohn (1989) provide evidence in favor of 

limited short-run capital mobility (and a specific-factor model).26  In this case, some 

industries (and the owners of their capital) might profit from a new RTA, while others 

potentially suffer.  Finally, a recent Melitz-type trade model with heterogeneous firms as 

extended to stock market returns by Breinlich (2011) predicts that, even within the same 

industry, more productive exporting (rather than non-exporting) firms profit from trade 

liberalization, although Breinlich is silent on the impact of increased import competition. 

Firm profits and RTAs can be generally related in different ways.  On the one 

hand, profits may rise due: to 1) productivity gains within the firm or industry due to 

trade liberalization (e.g., Pavcnik, 2002; Melitz, 2003; Trefler, 2004; Lileeva and Trefler, 

2010); 2) economies of scale and love of variety that can be exploited in a bigger 

market (e.g., Baier and Bergstrand, 2004), and/or 3) trade creation within the RTA (for 

given markups).  On the other hand, RTAs can enable costly trade diversion (which is 

on average usually small, e.g., Magee, 2008), and profits for some industries might fall 

due to increased import competition (e.g., Baggs and Brander, 2006).27 

In this paper, we are interested in the effect of important news about RTAs on the 

overall stock market.  We examine national stock market reactions to RTAs for a 

number of reasons.  First, stock prices should react quickly to news that changes the 

expected stream of discounted future dividends.  Given that some firms might be 

expected to profit and others to suffer from lowering trade barriers, a country’s stock 

market index captures the net effect on expected future profits of listed firms due to a 

RTA.  Second, in case of trade liberalizations, short-term adjustments costs have to be 

weighed against long-term gains (e.g., Trefler, 2004).  Both effects are hard to measure 

individually, but the stock market represents a natural way to measure the net present 

value of these counteracting effects.   Third, there is little empirical evidence on the 

effects of trade liberalization on capital owners; the effects of trade on labor outcomes 

have attracted most of the profession’s attention.   Fourth, profits are arguably the most 
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important firm performance variable, crucial for a firm’s innovation, employment and 

survival.  Nevertheless, there are only a small number of studies on profitability, as 

Wagner (2012) concludes in his survey.  Baggs and Brander (2006) are a notable 

exception showing that falling tariffs due to the Canada-US free trade agreement 

increased (decreased) profits for export-oriented (import competing) Canadian firms.   

Finally, our study relates to recent trade models stressing firm dynamics in response to 

news on trade liberalization (e.g., Bergin and Lin, 2012; Burstein and Melitz, 2013). 

We provide the first systematic evidence on the effects of RTAs on stock market 

returns.  Our data set encompasses a large number of RTAs, countries, and years.  

Since we have a relatively large number of observations, we are able to differentiate 

across the countries that sign RTAs and the RTAs themselves, enabling us to link the 

impact of RTA news on the stock market with the characteristics of both RTAs and 

countries.  This enables us, for example, to examine whether poorer countries profit 

from RTAs.  This is a matter of controversy to economists like Joseph Stiglitz, who are 

concerned that poorer countries face a “take-it-or-leave-it” attitude in negotiations with 

partners like the United States.28  We can also check the natural trading partner 

hypothesis, since our data set includes variation in trade links across trading partners.  

The data confirm this hypothesis; indeed, this is our single strongest result. 

The few empirical studies close to ours study the stock market reactions of 

individual firms.  Thompson (1993, 1994), Rodriguez (2003) and Breinlich (2011) all 

exploit important news about the Canada-US free trade agreement and NAFTA.  These 

papers use the stock market to study trade determination, and find evidence in favor of 

economies of scale, factor-intensity and heterogeneous firm models.  Our work is 

complementary and distinct, focusing on the characteristics of RTAs and countries 

whose stock markets react to RTA news, rather than the nature of international trade. 

Our approach remains unabashedly empirical, and uses standard empirical 

techniques.  We find three results.  Most significantly and robustly, RTAs tend to 

increase the stock market if they are signed with natural trading partners. This natural 

trading partner effect on stock markets is also quite persistent (as opposed to the other 

main findings). We also find that the stock markets of poor countries rise more on RTA 

news than those of the rich, and that returns are highest when RTAs are signed with 

smaller RTA partners. 
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2. The Data Set 

We consider all RTAs that have been signed, reported and enacted into force as 

of end of October 2009.  The universe of RTAs is drawn from the “Regional Trade 

Agreement Information System” (RTA-IS) database of the World Trade Organization 

(WTO), available at http://rtais.wto.org.29  However, data limitations prevent us from 

using data on all RTAs, as we discuss below. 

News Announcements 

A central component of our data set and identification strategy consists of a 

unique set of dates.  These are days of important news releases concerning individual 

RTAs.  We consider two important dates: a) the day when it was announced that 

negotiations on a RTA will commence at some future date (which we dub “Start”), and b) 

the day that agreement on the RTA was actually reached (“Deal”).30,31  We identify the 

exact announcement dates through a full-text analysis on LexisNexis, where we mainly 

focus on international newswires, press releases and well-established newspapers 

published in English.32  Announcements of RTAs are usually made by prominent policy 

makers like the President, Prime Minister, or the Minister of Finance, Economics, or 

Trade.  These dates often precede official signature dates (as reported by the WTO) by 

weeks or months.33  Announcements that are made over the weekend are advanced to 

register on the next business day.34 

Stock Markets and Exchange Rates 

Over 130 countries in the world have signed RTAs.  Since we try to include as 

many observations as possible, one of the constraints on our data set is the fact that a 

number of countries either have no national stock market or have only opened one 

recently.  To the best of our knowledge, we include all countries for which any daily 

stock market data are available since 1970.   

Our default measure is the daily closing rate of a broad national stock market 

index, denominated in local currency.  For example, we use: the S&P500 for the 

American stock market, the FTSE for the UK, the DAX for Germany, the Nikkei for 

Japan, and the TSX for Canada.  We search for these series from a number of different 

data providers, and use them in a sequential order determined mostly by the span of the 
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data and (our perceived) accuracy of the data set: Global Financial Database (which we 

use wherever possible); MSCI/Barra (which we use when reliable GFD data does not 

exist); Freelunch.com and the Standard & Poors IFC (to fill in remaining gaps).35 

While returns in local currency are those of greatest interest to local investors, 

they are not the only returns of interest.  Foreign investors may be more interested in 

local returns after taking into account any coincident exchange rate changes.  

Accordingly, we add to our data set daily closing spot exchange rates vis-à-vis the U.S.  

dollar; these allow us to convert stock market returns from local currency returns into 

U.S.  dollar returns.  Once again, we gather data from a number of different sources and 

use them in sequential order.  We draw on exchange rate data from the U.S. Federal 

Reserve, and (via Datastream): Thomson Reuters, WM/Reuters, Global Treasury 

Information Systems (before 2000, these series come from Bankers Trust), and MSCI. 

National stock markets sometimes move in synchronization with international 

stock prices; we wish to account for this feature.  We use a few global stock market 

aggregates to adjust domestic returns for international movements.  We primarily use 

the MSCI World index, though we also take advantage of the EAFE index (both 

measured in dollars).  The MSCI World index covers all important stock markets around 

the world, while the EAFE focuses on developed stock markets outside the United 

States. 

We restrict ourselves to trading days Monday through Friday.  All series have 

been corrected after extensive checking for mistakes, transcription errors, jumps, the 

introduction of the Euro, and the like.36 

We are left overall with a data set that covers 1002 country-RTA-events for 82 

countries and 122 regional trade agreements.37  Online Appendix Table 1 provides 

detailed information on the announcement dates, the type of news and the countries 

included for each RTA in the data set.   

Country Characteristics 

To measure national economic and financial characteristics, we gather data from 

the World Bank’s World Development Indicators which provides measures of country 
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income, size and stock-market size.  We add bilateral trade data taken from the IMF’s 

Direction of Trade Statistics in order to measure openness and importance of trade.38 

 

3. Empirical Methodology 

 We use a two-step empirical methodology.  First, we adopt a standard event-

study methodology to generate abnormal returns for domestic stock markets around the 

dates of RTA announcements.  Second, we study why these returns differ by comparing 

them to the features of both the RTAs and countries involved. 

3.1. Step 1: Creating Abnormal National Returns 

We are typically interested in a high-frequency return on the stock market around 

the time of RTA news, but only the idiosyncratic national component after adjusting for 

any common global stock market drift.  We adjust national returns for international 

movement using the plain-vanilla “event study” methodology suggested by MacKinlay 

(1997).  In particular, we regress daily national returns on daily global returns of the 

MSCI-World index so as to be able to estimate a national beta (capturing the co-

movement between the national and global stock markets) and an associated intercept 

(capturing any potential out- or under-performance of the national stock market relative 

to the world stock market).  We do this separately for each country-RTA-event, using a 

window of time that starts thirteen months before the news event and ends a month 

before the announcement (in order to avoid allowing the estimation window to be 

influenced by the announcement itself).  That is, we estimate over the relevant 

estimation window: 

it i i MSCIt itR Rα β ε= + ⋅ +             over t=T-395 ...  T-29    (1) 

where: Rit is the one-day return on the national stock market index of country i realized 

at the end of day t, RMSCIt is the analogue for the MSCI-World index, E(εit)=0, Var(εit)=σ2, 

and T is the day of the relevant RTA news announcement.   
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After we estimate the coefficients 






 ∧∧

ii βα ,  with least squares, we can then use 

them to form one-day abnormal returns (ARit) around the time of the RTA event.  Our 

default measure of abnormal returns is thus the national return (measured in local 

currency) adjusted for global stock market drift as proxied by the MSCI dollar return: 

it it i i MSCItAR R Rα β
∧ ∧

≡ − − ⋅         (2) 

We cumulate these abnormal returns over time around the dates of RTA 

announcements.  Our default measure of cumulative abnormal return (CARit) 

aggregates abnormal returns starting a day before the news event, and continuing 

through five business days (one week) afterward.  That is, we form 

5

1

T

iT it
T

CAR AR
+

−

≡∑           (3) 

We test for robustness with respect to the exact window of time by cumulating for both 

fewer (one and three) and more (seven and ten) days after the RTA news event. 

3.2. Step 2: Linking National Returns to Fundamentals 

The first part of our methodology delivers a set of observations, each measuring 

the reaction of the stock market to a particular piece of RTA news for an individual 

country.  However, our primary interest is not the intrinsic characteristics of these 

cumulative abnormal returns (hereafter CARs).  Rather, we seek to understand why 

these returns vary across countries and RTAs; we ask why the stock market responds 

more to news about certain RTAs and/or countries than to others?  We estimate the 

following equation:39 

iT iT iT iTCAR RTA NAT uδ γ= ⋅ + ⋅ +        (4) 

where: RTA iT is a set of characteristics describing the nature of the RTA signed by 

country i at time T, NATiT denotes a set of national characteristics, uiT is the residual and 
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{γ,δ} are the (vectors of) coefficients of interest to us.  We estimate (4) with least 

squares on the assumption that the disturbance represents a host of well-behaved 

terms that drive the national stock market independently of the included regressors.  We 

use standard errors clustered at the country-level.40 

While the existing economic literature does not offer clear guidance with respect 

to the regressors in equation (4), our choice of variables is mainly motivated by the 

theory on RTAs and the gravity literature in trade and international finance.  We 

consider three groups of variables. 

We are interested in whether RTAs between “natural” trading partners drive stock 

market reactions.  Trade agreements between nearby countries that already have 

significant bilateral trade are more (less) likely to be trade creating (diverting) and hence 

welfare enhancing.  We do this by including the following two regressors in (4): 

1. the ratio of bilateral exports to RTA partners/GDP, since stronger existing export 

and trade ties reduce the likelihood of trade diversion for “natural” trading 

partners (e.g., Wonnacott and Lutz, 1989; Krugman, 1991b; Summers, 1991; 

Krishna, 2003).41 We compute our variable of main interest according to the 

following equation:    𝐸𝑋𝑃𝑖𝑧𝑡 =
∑  𝑥𝑖𝑗𝑡𝑖,𝑗∈𝑧

𝐺𝐷𝑃𝑖𝑡
   , whereby xijt represents the bilateral exports 

from country i  to country j  that belong to the same prospective RTA z in year t 

(for countries i and j not already linked through a RTA). We carefully distinguish 

between new RTAs and enlargement of existing RTAs. We also use as an 

alternative measure for natural trading partners exports to and imports from RTA 

partners, both normalized by home country i’s GDP. These two measures 

capture the magnitude of existing trade links to and the importance of the RTA 

partner(s) as an export destination, respectively, with a positive coefficient 

indicating support for the natural trading partner hypothesis, and 

2. the (log of the) average distance to RTA partners, since natural trading partners 

tend be closer to each other (e.g., Krugman, 1991a; Frankel et al., 1995; Baier 

and Bergstrand, 2004).  In our context, this distance measure is clearly 

complementary to the export measure, since trade flows to more distant 

countries are lower due to higher trade costs; hence, we would not be surprised 

by an insignificant coefficient.42 
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We are also interested in the features of RTA partner countries and the home country, 

especially size and factor endowments (in absolute and relative terms): 

3. the (log of the) sum of real GDPs of RTA trading partners is a classic bilateral 

trade gravity variable, measuring economic mass.  We include the (log) of the 

real GDP of the RTA (after excluding the output of the home country).  The sign 

of this effect is unclear.  On the one hand, exporting firms could profit from 

economies of scale, when trade costs are falling for a larger market (e.g., 

Krugman, 1991b; Baier and Bergstrand, 2004).  However, the benefits from any 

trade agreement might be tilted towards bigger countries due to greater 

bargaining power (as Joseph Stiglitz worries and Perroni and Whalley, 2000, 

argue), in which case the effect could turn negative.43 

4. the (log of the) real GDP of the home country proxies for its economic size and is 

another key variable in traditional empirical gravity models.  Furthermore, Baier 

and Bergstrand (2004) argue that RTA countries more similar in economic size 

profit from net welfare gains (and one of our extended regression models will 

include a corresponding similarity variable). 

5. the (log of the) RTA partner(s) real GDP per capita proxies for the capital-labor 

ratio and hence factor endowment of the RTA partner and  

6. the  (log of the) real GDP per capita of the home country.  We expect this 

coefficient to be negative, since poorer countries tend to be more protectionist 

and thus have more to gain from trade liberalization.  Tariffs and non-tariff 

barriers as well as trade costs are higher for developing countries, depressing 

bilateral trade flows (e.g., Anderson and van Wincoop, 2004; Hoeckman and 

Nicita, 2011). Furthermore, RTAs might help poor countries lock in domestic 

reforms (see for instance Whalley, 1998).  But these effects could, in principle, be 

offset by the fact that rich countries may have more bargaining power in 

negotiations and thus benefit more from RTAs.  Once more, in an extension 

motivated by Baier and Bergstrand (2004) and Egger et al. (2011), we account 

for the relative capital endowment of RTA partners.44 

Finally, our baseline regression includes two further characteristics of the home country 

that might influence the expected gains from a RTA: 
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7. the (log of the) ratio of nominal trade to GDP (openness), since countries that are 

already more open to trade tend to have lower trade barriers and less to gain 

from trade liberalization.  Furthermore, the liberalization of a closed economy 

sends a stronger signal of economic reform, and 

8. the (log of the) ratio of stocks traded to GDP, since capital market sophistication 

is a prominent control variable in the gravity literature in international finance 

explaining equity flows (e.g., Portes and Rey, 2001, 2005).  Furthermore, it is 

well known from the finance literature that expected stock market returns and 

liquidity are positively related and stock markets tend to be less liquid in 

developing countries (e.g., Amihud, 2002; Karolyi et al., 2012).45 

Thus in the second stage, we regress the CARs on four RTA and four national 

characteristics.  Throughout, we also include in (4): year fixed effects, an intercept and a 

dummy that differentiates RTAs that cover trade in goods and services (rather than 

simply goods). 

 

4. Results 

4.1. The First Stage: Evidence on Stock Market Returns around RTA news 

We begin by presenting graphical evidence using the event study methodology 

which constitutes the first step of the methodology.  Graph 1 plots the average CARs 

around the RTA events as a black solid line (with the corresponding 90% confidence 

intervals as grey dashed lines).  The shaded area marks the baseline event window 

from t-1 to t+5.  For event days before the RTA announcement, we follow Dube et al.  

(2012) and aggregate from the beginning of the event window, t-1, backwards.   

CARs are never significantly different from zero before the RTA events, but are 

small, positive and, for many time periods, statistically significant for up to two-and-half 

weeks after the event.  That is, RTA news matters in the sense that it affects stock 

markets.  But while Graph 1 offers insights into the dependent variable of equation (4) 

for different event windows, the main focus of this paper is on explaining the variation in 

abnormal returns.  We turn to the second stage of the event study now. 
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4.2. The Second Stage: Benchmark Results 

 We tabulate our default estimates of equation (4) in Table 1.  The middle column 

presents results for our default window, which begins one day before the news 

announcement and extends until five days afterwards.  To check for sensitivity we 

consider both longer and shorter windows; these are presented on either side of our 

default. 

 A country’s output, openness, and stock market depth as well as the RTA 

partners’ real GDP per capita and (in many specifications) the distance to these RTA 

partners play little important role in explaining stock market returns across different RTA 

announcements.  Still, we find three interesting results.   

 First, we find a strong effect for the impact of normalized exports to RTA 

members, consistent with the “natural trading partner hypothesis”.46 This effect is 

consistently statistically significant, and economically large; an increase in the RTA 

exports to GDP ratio of one standard deviation from the mean delivers annualized 

returns of around 10%.47 How do our estimates of rising expected profits for natural 

trading partners relate to other measures and frameworks?48 They are in line with the 

empirical literature on trade flows like Magee (2008) who demonstrates that natural 

trading partners enjoy the largest gains due to trade agreements (with an average rise 

in RTA-imports relative to a country’s total imports of about 3 percent).  Furthermore, 

the results of Baier and Bergstrand (2004) indicate that a one standard deviation in the 

closeness of trading partners increases the likelihood for net welfare increasing natural 

partners by 13 percent.  On the other hand, based on a general equilibrium model and 

U.S.  data, the (largely positive) welfare estimates in Krishna (2003) are not correlated 

with the bilateral trading volume. 

The effect of RTA partner’s log real GDP is statistically significant and negative, 

implying that annualized returns are depressed by about 10% for a change of one 

standard deviation from the mean.  Even though this is the least robust of the three 

main results (and in part contradicts earlier findings like Magee, 2008), Stiglitz’s concern 

about the negotiating power of large RTA partner(s) might be warranted (unreported 

results show that the United States and the European Union do not drive this result).49  
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Finally, there is a strong negative effect of per capita income; the stock markets 

of poor countries rise more with RTA news than do those of rich countries.50  This effect 

is statistically significant at the 5 percent confidence level in four out of five 

specifications in Table 1.  It is also economically large; for our default window of (t-

1,t+5), an increase in per capita income of one standard deviation around the average 

level of real GDP per capita lowers abnormal returns by an annualized 10% (this effect 

is larger if we use a shorter window of time).  We consider this result to be sensible; 

poorer countries are more protectionist than richer ones, and thus have more to gain 

from trade liberalization.   

Graphs 2 to 4 plot the coefficients for our three main results for each potential 

event window starting from (t-20, t-1) over our default window (t-1, t+5) marked as a 

grey shaded area up to the last event window considered (t-1, t+20).  While the effects 

on poorer countries and large RTA partners become insignificant after about two and a 

half weeks, the positive stock market effect for natural trading partners seems to persist 

for a longer period. 

4.3. Second Stage: Sensitivity Analysis 

 To recap: we have found that the characteristics of RTAs seem to be more 

important than domestic macroeconomic features.  First, the stock market effects of 

news concerning RTAs between countries with more exports are bigger than those of 

“unnatural” RTAs.  Next, stock market returns fall with the size of RTA partners.  We 

also find that stock markets of poorer countries respond more to RTA news.  On the 

other hand, the economic size, openness and financial depth of the country signing the 

RTA seem irrelevant to the markets as does the standard of living of RTA partner 

countries and the average distance to these partners.   

How much confidence should we have in these findings?  It would be worrying if 

our results were sensitive to minor perturbations in our econometric methodology.  In 

this section, we provide reassurance that our results are indeed robust.  In particular, 

we show that our key results are largely insensitive with respect to three phenomena: a) 

the methodology we use to adjust domestic returns for global returns in the first stage; 

b) exchange rate fluctuations; and c) fixed effects. 
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 A number of assumptions are built into our default measure of abnormal returns, 

so it is appropriate to check whether these are delivering our findings.  Accordingly, in 

Table 2 we use four alternative techniques to adjust national for global returns.  First, 

we restrict βi in equation (1) to lie in the (plausible) range of (-1,1) in order to curb the 

responsiveness of the national stock market to international returns.  Second, we set 

αi=βi=0, and thus do not adjust for global returns at all; instead, we use raw domestic 

returns in local currency.  Next, we substitute alternative MSCI and EAFE returns (both 

more narrow measures of the global stock market index with the first excluding the 

United States and the second excluding all developed countries) for those of the MSCI, 

a broader index. 51  Each of these perturbations is presented in its own column in Table 

2.  Reassuringly, none substantively changes our results, at least compared with our 

default results which are tabulated at the left.52 

 Our default measure of national returns is measured as a percentage change in 

local currency (LC).  While this is of interest to most domestic investors, the choice of 

currency could, in principle, be significant.  We first convert LC to US$ returns.  We then 

consider three adjustments to these US$ returns for global stock market drift: a) no 

adjustment at all for global stock market movements; b) the standard MSCI adjustment 

outlined above in equations (1)-(3); and c) adjusting for movements in both the MSCI 

and the LC/$ exchange change in equation (1).  The coefficients in Table 3 show, 

comfortingly, that our key results are insensitive to all these adjustments for currency 

risk.  Interestingly, the evidence for the natural trading partner hypothesis here is 

reflected in the negative coefficient on distance, rather than in the bilateral trade 

measure.  This effect stems from a depreciation vis-à-vis the U.S. dollar, if RTAs are 

signed with more distance partners.53 

 In Table 4 we check our results by varying the fixed effects.  First, we exclude 

year-specific fixed effects that we have heretofore included.  Another column reports 

adding dummy variable controls for the type of RTA to the baseline; we differentiate 

customs unions, free trade agreements, and preferential trade agreements.  Next we 

include fixed effects for each RTA (e.g., NAFTA, which affects each of the stock 

markets of Canada, Mexico, and the USA).  Finally, we add a fixed effect for each 

country.  Only the inclusion of the last two fixed effects has a non-trivial effect; the 
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export effect is unchanged, but there is too little variation within a RTA or within a 

country over time to identify the effects of national variables.54 

Finally, we add the average applied tariff rate of both the home country and 

(separately) the RTA partners as additional control variables.  We do this for two 

reasons.  First, higher initial tariffs at home might depress stock market returns, since 

domestic firms have been shielded from competition in the past and trade diversion is 

more likely.  Second, higher tariffs of RTA partners might boost domestic returns due to 

a higher preference margin vis-à-vis foreign competitors (e.g., Fugazza and Nicita, 

2013; Freund, 2010).  There are two takeaways from Table 5: The coefficients on tariffs 

have the expected sign (but are insignificant) and the results on the real GDP of RTA 

partners weaken once the RTA partners’ tariffs are taken into account.55 

We conclude that in particular our key results on natural trading partners are 

reassuringly robust to a range of minor perturbations in our empirical methodology. 

4.4. Is there Evidence of (Expected) Trade Diversion? 

 Our analysis so far suggests that listed firms in RTA member countries are, on 

average, expected to profit from RTAs.  While an analysis of potential winners and 

losers within RTA member countries is beyond this study, this section sheds some light 

on a related question of importance: Do the gains of RTA members come at the 

expense of countries outside the RTA?  That is, do market participants expect 

measurable trade (or profit) diversion effects? 

 Outside countries with large existing trade flows with a RTA country are expected 

to be hurt most by a RTA formation (e.g., Egger and Larch, 2008).  Our analysis will 

focus on exactly such cases.  Consider the following: the United States has been one of 

Brazil’s top export destinations over the last 20 years, but these two countries are not 

linked by a RTA.  We ask: how did the Brazilian stock market react to important news 

about NAFTA (a RTA that involved the United States)?  For such non-RTA member 

countries we compute abnormal returns and link them to the set of variables used in the 

main specification.56  We expect the coefficient on the export variable to be negative in 

the case of serious expected trade or profit diversion effects of non-RTA members. 
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 Column (1) of Table 6 replicates the baseline and columns (2) to (5) show the 

results for different definitions of an important export destination.  The coefficient of 

main interest (on exports) is never significantly different from zero in any specification.  

That is, financial market participants do not seem to price in any negative spill-over 

effects to non-RTA members.  This is in line with the empirical trade literature.  Freund 

and Ornelas (2009) conclude in their excellent survey that trade diversion does not 

seem to be a major concern, even though it might matter for some RTAs or in certain 

sectors.57 

 Table 6 also includes a placebo test.  Keep in mind that columns (2) to (5) refer 

to stock market reactions in countries without an important RTA-news on the very same 

day of other countries making such announcements.  If on these event-days anything 

favorable to poor countries and unobservable to the econometrician (and hence not 

captured by the market model) happened to poorer countries, we would expect a 

negative and significant coefficient on log real GDP p/c.58 This is never the case. 

 

5. Summary 

In this empirical paper, we have assessed the effects of Regional Trade 

Agreements (RTAs) from a new vantage point, that of the stock market.  We use a two-

step methodology to analyze a new comprehensive daily data set that includes 1002  

observations spanning 82 economies, 197 announcements and 122 RTAs between 

1988 and 2009.  First, we measure the effects of RTA news on the returns of national 

stock markets, after adjusted for international stock market movements in a variety of 

ways using an event-study methodology.  Then we link these abnormal returns to 

features of both the RTA participants and those of the agreement itself.   

We find strong, robust evidence of the natural trading partner hypothesis; stock 

markets rise more for RTAs between countries that already engage in high volumes of 

trade.  Stock markets also respond more to RTAs signed by poorer countries, and more 

to RTAs signed with small RTA partners.  We do not find any evidence that expected 

trade or profit diversion effects are important to non-RTA members.  A better 

understanding of the underlying channels responsible for these effects is a fruitful field 

for future research.
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Graph 1: First stage of Event Study (Cumulative Abnormal Returns) 

 
 

Graph 2: Second stage, Effect of Exports to RTA Partners 
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Graph 3: Second stage, Effect of log real GDP for RTA Partners 

 

 
Graph 4: Second stage, Effect of log real GDP p/c 
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Event window (t-1, t+1) (t-1, t+3) (t-1, t+5) (t-1, t+7) (t-1, t+10)
Exports to RTA partners/GDP 1.653** 1.960** 2.786** 2.813* 3.765**

(0.59) (0.71) (0.92) (1.14) (1.27)
Log distance to RTA partners 0.084 0.160° 0.051 0.155 0.208

(0.07) (0.09) (0.10) (0.12) (0.13)
Log real GDP of RTA partners -0.083° -0.118* -0.166* -0.229* -0.228*

(0.04) (0.06) (0.07) (0.09) (0.10)
Log real GDP 0.017 0.017 0.039 0.080 0.157

(0.04) (0.05) (0.08) (0.10) (0.12)
Log real GDP p/c of RTA partners -0.069 0.010 0.052 0.146 0.105

(0.07) (0.08) (0.10) (0.12) (0.13)
Log real GDP p/c -0.175* -0.208* -0.255* -0.339* -0.349°

(0.08) (0.10) (0.12) (0.14) (0.18)
Log Trade/GDP -0.101 -0.077 -0.104 0.195 0.243

(0.09) (0.10) (0.16) (0.20) (0.24)
Log National Stocks/GDP 0.051 0.064 0.058 0.021 -0.015

(0.05) (0.06) (0.08) (0.10) (0.13)
R-squared 0.05 0.06 0.04 0.05 0.06
Number of Observations 1002 1002 1002 1002 1002

Table 1: Default - Stock Market Returns in Local Currency

Note: Each column is estimated via OLS. Estimates based on 1002 observations, covering 82 developing and developed
countries and 122 RTAs from 1988 to 2009. Event date defined as announcement of the start of negotiations of RTA or
announcement of a successful conclusion of such an agreement. Coefficients with standard errors clustered at country-
level in parentheses. Coefficients significantly different from zero at [0.10] 0.05 (0.01) marked with [one circle] one (two)
asterisk(s). Regressand: National Stock Market return in local currency, adjusted for MSCI movement. Time-fixed
effects, intercepts and Goods/Goods&Services dummy included but not reported.
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Model Default Beta in (-1,1) 
(MSCI)

No beta adj. 
(MSCI)

Beta adj. 
(MSCI ex US)

Beta adj. 
(EAFE)

Exports to RTA partners/GDP 2.786** 3.191** 2.072° 2.505** 2.610**
(0.92) (0.97) (1.24) (0.93) (0.94)

Log distance to RTA partners 0.051 0.105 -0.284° 0.048 0.071
(0.10) (0.11) (0.16) (0.11) (0.11)

Log real GDP of RTA partners -0.166* -0.178* -0.134 -0.164* -0.188*
(0.07) (0.08) (0.08) (0.07) (0.07)

Log real GDP 0.052 0.036 0.060 0.046 0.037
(0.10) (0.11) (0.12) (0.10) (0.11)

Log real GDP p/c of RTA partners 0.039 0.068 0.028 0.027 0.017
(0.08) (0.09) (0.09) (0.07) (0.08)

Log real GDP p/c -0.255* -0.282* -0.434** -0.292* -0.292*
(0.12) (0.13) (0.12) (0.11) (0.12)

Log Trade/GDP -0.104 -0.092 -0.095 -0.075 -0.078
(0.16) (0.17) (0.22) (0.16) (0.16)

Log National Stocks/GDP 0.058 0.053 0.144 0.064 0.063
(0.08) (0.09) (0.10) (0.08) (0.08)

R-squared 0.04 0.05 0.09 0.05 0.05
Number of Observations 1002 880 1003 1002 1002

Table 2: Different Measures of Stock Market Returns (in LC)

Note: Each column is estimated via OLS; (t-1, t+5) event window. Estimates in Column (1) show the baseline results from Table 
1 for comparability, covering 82 developing and developed countries and 122 RTAs from 1988 to 2009. In Column (2), sample is
restricted to observations with betas between -1 and +1 (MSCI). Column (3) reports results for local returns without beta-
adjustment. Columns (4) and (5) display results for national stock market returns adjusted for MSCI World (without the United
States stock market) and EAFE (without developed countries) movement. Event date defined as announcement of the start of
negotiations of RTA or announcement of a successful conclusion of such an agreement. Coefficients with standard errors
clustered at the country-level in parentheses. Coefficients significantly different from zero at [0.10] 0.05 (0.01) marked with
[one circle] one (two) asterisk(s). Regressand: National Stock Market return in local currency, adjusted for MSCI movement
(unless indicated otherwise). Time-fixed effects, intercepts and Goods/Goods&Services dummy included but not reported.
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Model Default Stock returns 
in LC

No beta adj. 
(USD)

Beta adj. 
(USD)

Adjusted for        
MSCI and FX

Exports to RTA partners/GDP 2.786** 2.961** 1.843 1.919 2.099°
(0.92) (0.95) (1.44) (1.39) (1.18)

Log distance to RTA partners 0.051 0.081 -0.427** -0.317* -0.142
(0.10) (0.10) (0.16) (0.15) (0.14)

Log real GDP of RTA partners -0.166* -0.176* -0.093 -0.119 -0.164°
(0.07) (0.08) (0.09) (0.10) (0.08)

Log real GDP 0.039 0.050 0.044 0.014 0.079
(0.08) (0.08) (0.09) (0.09) (0.10)

Log real GDP p/c of RTA partners 0.052 0.048 -0.020 -0.013 0.046
(0.10) (0.11) (0.14) (0.14) (0.12)

Log real GDP p/c -0.255* -0.234° -0.317* -0.266° -0.345*
(0.12) (0.13) (0.12) (0.15) (0.13)

Log Trade/GDP -0.104 -0.203 -0.339 -0.508° -0.126
(0.16) (0.15) (0.25) (0.26) (0.19)

Log National Stocks/GDP 0.058 0.055 0.187° 0.164° 0.100
(0.08) (0.08) (0.10) (0.10) (0.10)

R-squared 0.04 0.04 0.12 0.12 0.09
Number of Observations 1002 929 929 929 929

Table 3: Different Adjustments of Stock Market Returns for Exchange Rates

Note: Each column is estimated via OLS; (t-1, t+5) event window. Estimates in Column (1) show the baseline results from
Table 1 for comparability, covering 82 developing and developed countries and 122 RTAs from 1988 to 2009. In Column (2),
sample is restricted to observations, where national stock market returns are available in local currency and U.S. dollar.
Columns (3) and (4) report results for U.S. dollar returns without and with adjustment, respectively. Column (5) displays results
for national stock market returns adjusted for MSCI and exchange rate movement. Event date defined as announcement of the
start of negotiations of RTA or announcement of a successful conclusion of such an agreement. Coefficients with standard
errors clustered at the country-level in parentheses. Coefficients significantly different from zero at [0.10] 0.05 (0.01) marked
with [one circle] one (two) asterisk(s). Regressand: National Stock Market return in local currency, adjusted for MSCI
movement (unless indicated otherwise). Time-fixed effects, intercepts and Goods/Goods&Services dummy included but not
reported.
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Model Default Without time-
fixed effects

RTA-type 
dummies

RTA-fixed 
effects

Country-
fixed effects

Exports to RTA partners/GDP 2.786** 2.862** 2.253* 2.003* 2.759**
(0.92) (0.83) (0.97) (0.93) (1.02)

Log distance to RTA partners 0.051 0.143 0.117 0.437 0.037
(0.10) (0.10) (0.14) (0.40) (0.13)

Log real GDP of RTA partners -0.166* -0.111 -0.171° -0.174 -0.142
(0.07) (0.08) (0.09) (0.11) (0.10)

Log real GDP 0.039 0.036 0.026 0.107 -2.642
(0.08) (0.08) (0.08) (0.08) (4.83)

Log real GDP p/c of RTA partners 0.052 0.017 0.090 0.495° 0.036
(0.10) (0.11) (0.12) (0.26) (0.12)

Log real GDP p/c -0.255* -0.197° -0.203° 0.061 4.009
(0.12) (0.11) (0.12) (0.23) (5.70)

Log Trade/GDP -0.104 -0.083 -0.174 0.038 0.354
(0.16) (0.17) (0.16) (0.16) (0.78)

Log National Stocks/GDP 0.058 0.030 0.034 0.035 0.023
(0.08) (0.08) (0.08) (0.09) (0.20)

R-squared 0.04 0.01 0.05 0.18 0.11
Number of Observations 1002 1002 961 1002 1002

Table 4: Various Fixed Effects

Note: Each column is estimated via OLS; (t-1, t+5) event window. Estimates in Column (1) show the baseline results from 
Table 1 for comparability, covering 82 developing and developed countries and 122 RTAs from 1988 to 2009. Column (2)
drops time-fixed effects to baseline. In Column (3), the dummy variables Currency Union, Free Trade Agreement and
Preferential Trade Agreement and their interaction with the Goods/Goods&Services dummy variable are included, but not
reported (with Preferential Trade Agreement being the leave-out categoy). Columns (4) and (5) employ RTA-fixed
effects and country-fixed effects. Event date defined as announcement of the start of negotiations of RTA or
announcement of a successful conclusion of such an agreement. Coefficients with standard errors clustered at the
country-level in parentheses. Coefficients significantly different from zero at [0.10] 0.05 (0.01) marked with [one circle]
one (two) asterisk(s). Regressand: National Stock Market return in local currency, adjusted for MSCI movement. Time-
fixed effects (except for columns 2 and 4), intercepts and Goods/Goods&Services dummy variable included but not
reported.
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Event window (t-1, t+1) (t-1, t+3) (t-1, t+5) (t-1, t+7) (t-1, t+10)
Exports to RTA partners/GDP 1.582** 1.980** 2.484** 2.658* 3.842**

(0.59) (0.69) (0.90) (1.12) (1.24)
Log distance to RTA partners 0.088 0.135 0.053 0.127 0.150

(0.08) (0.10) (0.11) (0.12) (0.13)
Log real GDP of RTA partners -0.079 -0.122° -0.130 -0.235* -0.238*

(0.05) (0.07) (0.08) (0.09) (0.11)
Log real GDP -0.058 0.093 0.055 0.231° 0.234

(0.09) (0.11) (0.13) (0.13) (0.15)
Log real GDP p/c of RTA partners 0.026 0.010 0.010 0.052 0.119

(0.05) (0.06) (0.09) (0.11) (0.12)
Log real GDP p/c -0.185* -0.251* -0.332* -0.412** -0.335°

(0.08) (0.10) (0.15) (0.15) (0.19)
Log Trade/GDP -0.006 -0.018 -0.050 0.220 0.296

(0.10) (0.10) (0.18) (0.22) (0.25)
Log National Stocks/GDP 0.054 0.080 0.084 0.021 -0.001

(0.05) (0.07) (0.09) (0.11) (0.13)
Tariffs (in percent) 0.007 -0.005 -0.019 -0.023 -0.003

(0.01) (0.01) (0.02) (0.02) (0.02)
Tariffs (in percent) of RTA partners 0.007 0.026° 0.009 0.018 0.024

(0.01) (0.01) (0.02) (0.02) (0.02)
R-squared 0.05 0.06 0.04 0.05 0.05
Number of Observations 960 960 960 960 960

Table 5: Do Tariffs Matter?

Note: Each column is estimated via OLS. Estimates based on 1002 observations, covering 82 developing and developed
countries and 122 RTAs from 1988 to 2009. Tariffs and Tariffs of RTA partners refer to the average applied tariff rate
(in percent). Event date defined as announcement of the start of negotiations of RTA or announcement of a successful
conclusion of such an agreement. Coefficients with standard errors clustered at country-level in parentheses. Coefficients
significantly different from zero at [0.10] 0.05 (0.01) marked with [one circle] one (two) asterisk(s). Regressand: National
Stock Market return in local currency, adjusted for MSCI movement. Time-fixed effects, intercepts and
Goods/Goods&Services dummy included but not reported.
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RTA-members

Model Default
Top 10 Export 

Destination
Top 5 Export 
Destination

Top 3 Export 
Destination

Top 1 Export 
Destination

Exports to RTA partners/GDP 2.786** -0.062 -0.773 -0.918 -0.392
(0.92) (0.85) (0.98) (1.09) (1.24)

Log distance to RTA partners 0.051 0.136° 0.134° 0.062 -0.012
(0.10) (0.07) (0.08) (0.09) (0.18)

Log real GDP of RTA partners -0.166* 0.005 -0.019 0.081 -0.138
(0.07) (0.05) (0.06) (0.09) (0.16)

Log real GDP 0.052 0.040 0.105 0.050 0.025
(0.10) (0.07) (0.08) (0.13) (0.19)

Log real GDP p/c of RTA partners 0.039 0.098° 0.143* 0.076 0.058
(0.08) (0.05) (0.07) (0.06) (0.06)

Log real GDP p/c -0.255* 0.041 -0.000 -0.064 -0.201
(0.12) (0.06) (0.06) (0.08) (0.13)

Log Trade/GDP -0.104 0.107 0.253 0.309 0.152
(0.16) (0.12) (0.16) (0.22) (0.26)

Log National Stocks/GDP 0.058 -0.152** -0.165* -0.098 -0.036
(0.08) (0.06) (0.07) (0.06) (0.09)

R-squared 0.04 0.04 0.04 0.05 0.08
Number of Observations 1002 4246 2953 2100 853

Table 6: Non-RTA Members Stock Market Returns - Expected Trade 
Diversion?

Note: Each column is estimated via OLS; (t-1, t+5) event window. Estimates in Column (1) show the baseline results from
Table 1 for comparability, covering 82 developing and developed countries and 122 RTAs from 1988 to 2009. Columns (2) to (5)
display results for stock market returns of countries that are not part of a new RTA. For these non-RTA members (at least one) 
RTA-member country constitutes an important export destination (Top 10, 5, 3 or 1). Event date defined as announcement of
the start of negotiations of RTA or announcement of a successful conclusion of such an agreement. Coefficients with standard
errors clustered at the country-level in parentheses. Coefficients significantly different from zero at [0.10] 0.05 (0.01) marked
with [one circle] one (two) asterisk(s). Regressand: National Stock Market return in local currency, adjusted for MSCI
movement (unless indicated otherwise). Time-fixed effects, intercepts and Goods/Goods&Services dummy included but not
reported.

Non-RTA-members



30 
 

 
 

Event window (t-1, t+1) (t-1, t+3) (t-1, t+5) (t-1, t+7) (t-1, t+10)
Exports to and Imports from 0.966* 1.123* 1.428* 1.766* 2.243*
        RTA partners/GDP (0.41) (0.51) (0.67) (0.80) (0.89)
Log distance to RTA partners 0.085 0.155° 0.019 0.154 0.207

(0.07) (0.09) (0.11) (0.13) (0.14)
Log real GDP of RTA partners -0.097° -0.131* -0.170* -0.257** -0.259*

(0.05) (0.07) (0.08) (0.10) (0.11)
Log real GDP 0.017 0.012 0.040 0.079 0.150

(0.05) (0.06) (0.08) (0.10) (0.12)
Log real GDP p/c of RTA partners -0.069 0.016 0.044 0.143 0.112

(0.07) (0.09) (0.10) (0.12) (0.13)
Log real GDP p/c -0.178* -0.207* -0.255* -0.350* -0.356°

(0.08) (0.10) (0.13) (0.14) (0.18)
Log Trade/GDP -0.104 -0.084 -0.098 0.178 0.225

(0.10) (0.10) (0.17) (0.21) (0.25)
Log National Stocks/GDP 0.054 0.059 0.068 0.025 -0.014

(0.06) (0.07) (0.09) (0.11) (0.14)
R-squared 0.05 0.06 0.04 0.05 0.05
Number of Observations 991 991 991 991 991

Table A.1: Alternative Measure for Natural Trading Partners

Note: Each column is estimated via OLS. Estimates based on 991 observations, covering 82 developing and developed
countries and 122 RTAs from 1988 to 2009. Event date defined as announcement of the start of negotiations of RTA or
announcement of a successful conclusion of such an agreement. Coefficients with standard errors clustered at country-
level in parentheses. Coefficients significantly different from zero at [0.10] 0.05 (0.01) marked with [one circle] one (two) 
asterisk(s). Regressand: National Stock Market return in local currency, adjusted for MSCI movement. Time-fixed
effects, intercepts and Goods/Goods&Services dummy included but not reported.
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Model Default No financial 
crises

Trimmed 
sample (1%)

Trimmed 
sample (2%)

Trimmed 
sample (5%)

Exports to RTA partners/GDP 2.786** 2.904** 2.600** 2.521** 2.113*
(0.92) (0.91) (0.94) (0.93) (0.80)

Log distance to RTA partners 0.051 0.059 0.082 0.047 0.053
(0.10) (0.11) (0.09) (0.09) (0.09)

Log real GDP of RTA partners -0.166* -0.187* -0.119 -0.138* -0.143*
(0.07) (0.08) (0.07) (0.07) (0.06)

Log real GDP 0.039 0.060 0.057 0.042 0.084
(0.08) (0.07) (0.08) (0.08) (0.07)

Log real GDP p/c of RTA partners 0.052 0.021 0.032 0.019 0.028
(0.10) (0.10) (0.10) (0.08) (0.07)

Log real GDP p/c -0.255* -0.285** -0.243* -0.226* -0.159°
(0.12) (0.10) (0.10) (0.10) (0.09)

Log Trade/GDP -0.104 -0.143 -0.129 -0.132 -0.015
(0.16) (0.15) (0.17) (0.16) (0.13)

Log National Stocks/GDP 0.058 0.043 0.084 0.076 -0.003
(0.08) (0.08) (0.08) (0.07) (0.06)

R-squared 0.04 0.05 0.05 0.06 0.05
Number of Observations 1002 953 993 984 954

Table A.2: Financial Crises and Extreme Stock Market Returns (in LC)

Note: Each column is estimated via OLS; (t-1, t+5) event window. Estimates in Column (1) show the baseline results from Table 1 for
comparability, covering 82 developing and developed countries and 122 RTAs from 1988 to 2009. In Column (2), sample is restricted
to observations with no major financial crisis (see endnote details). Columns (3), (4) and (5) report results for local returns, where top
and bottom 0.5%, 1% and 2.5% is dropped, respectively. Event date defined as announcement of the start of negotiations of RTA or
announcement of a successful conclusion of such an agreement. Coefficients with standard errors clustered at the country-level in
parentheses. Coefficients significantly different from zero at [0.10] 0.05 (0.01) marked with [one circle] one (two) asterisk(s).
Regressand: National Stock Market return in local currency, adjusted for MSCI movement. Time-fixed effects, intercepts and
Goods/Goods&Services dummy included but not reported.
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Model
Default RTA-partner 

Size
Rel. Capital 
Endowment

Similarity All three 
Controls

Event window (t-1, t+5) (t-1, t+5) (t-1, t+5) (t-1, t+5) (t-1, t+5)
Exports to RTA partners/GDP 2.786** 2.821** 2.828** 2.865** 2.967**

(0.92) (0.93) (0.93) (0.95) (0.96)
Log distance to RTA partners 0.051 0.044 0.057 0.067 0.066

(0.10) (0.10) (0.10) (0.10) (0.10)
Log real GDP of RTA partners -0.166* -0.154* -0.166* -0.171* -0.155*

(0.07) (0.07) (0.07) (0.07) (0.07)
Log real GDP 0.039 0.054 0.042 0.056 0.082

(0.08) (0.09) (0.08) (0.08) (0.09)
Log real GDP p/c of RTA partners 0.052 0.026 0.041 0.046 -0.000

(0.10) (0.12) (0.11) (0.10) (0.12)
Log real GDP p/c -0.255* -0.265* -0.246° -0.253* -0.257°

(0.12) (0.13) (0.12) (0.12) (0.13)
Log Trade/GDP -0.104 -0.092 -0.105 -0.114 -0.103

(0.16) (0.17) (0.16) (0.17) (0.18)
Log National Stocks/GDP 0.058 0.053 0.054 0.061 0.051

(0.08) (0.09) (0.08) (0.09) (0.09)
RTA-partner's log Population -0.046 -0.061

(0.012) (0.012)
Proxy relative capital endowment -0.055 -0.059

(0.11) (0.012)
Proxy similarity 0.084 0.096

(0.10) (0.09)
R-squared 0.04 0.04 0.04 0.04 0.04
Number of Observations 1002 1002 1002 994 994

Table A.3: Extra Variables on RTA Partner

Note: Each column is estimated via OLS. Estimates based on 1002 observations, covering 82 developing and developed
countries and 122 RTAs from 1988 to 2009. Event date defined as announcement of the start of negotiations of RTA or
announcement of a successful conclusion of such an agreement. Coefficients with standard errors clustered at country-
level in parentheses. Coefficients significantly different from zero at [0.10] 0.05 (0.01) marked with [one circle] one (two)
asterisk(s). Regressand: National Stock Market return in local currency, beta-adjusted for MSCI movement. Time-fixed
effects, intercepts and dummy variable RTA-coverage included but not reported.
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Model
Default Number of 

Listed Firms
Corruption 

Index
Imports to 

RTA-partners
All three 
Controls

Event window (t-1, t+5) (t-1, t+5) (t-1, t+5) (t-1, t+5) (t-1, t+5)
Exports to RTA partners/GDP 2.786** 2.695** 2.458** 3.099* 3.413*

(0.92) (0.93) (0.92) (1.30) (1.32)
Log distance to RTA partners 0.051 0.030 0.025 0.023 -0.025

(0.10) (0.10) (0.11) (0.11) (0.11)
Log real GDP of RTA partners -0.166* -0.158* -0.163* -0.144° -0.113

(0.07) (0.07) (0.07) (0.09) (0.08)
Log real GDP 0.052 0.058 0.059 0.040 0.044

(0.10) (0.10) (0.10) (0.10) (0.10)
Log real GDP p/c of RTA partners 0.039 -0.010 0.120 0.038 0.076

(0.08) (0.10) (0.08) (0.08) (0.10)
Log real GDP p/c -0.255* -0.229° -0.445** -0.254* -0.424**

(0.12) (0.13) (0.13) (0.13) (0.13)
Log Trade/GDP -0.104 -0.131 -0.055 -0.100 -0.059

(0.16) (0.17) (0.16) (0.16) (0.17)
Log National Stocks/GDP 0.058 0.064 -0.009 0.067 0.007

(0.08) (0.09) (0.09) (0.09) (0.09)
Log Number of Listed Firms 0.044 0.038

(0.11) (0.11)
Corruption Index (ICRG) 0.274** 0.278**

(0.08) (0.08)
Imports from RTA partners/GDP -0.691 -2.060

(2.18) (2.08)
R-squared 0.04 0.04 0.05 0.04 0.05
Number of Observations 1002 998 966 991 954

Table A.4: Extra Variables on Country i or RTA Partner

Note: Each column is estimated via OLS. Estimates based on 1002 observations, covering 82 developing and developed
countries and 122 RTAs from 1988 to 2009. Event date defined as announcement of the start of negotiations of RTA or
announcement of a successful conclusion of such an agreement. Coefficients with standard errors clustered at country-level
in parentheses. The variables (log) Number of Listed Firms and the Corruption Index (ICRG) refer to country i. Coefficients
significantly different from zero at [0.10] 0.05 (0.01) marked with [one circle] one (two) asterisk(s). Regressand: National
Stock Market return in local currency, beta-adjusted for MSCI movement. Time-fixed effects, intercepts and dummy
variable RTA-coverage included but not reported.
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Model Default      
(t-1, t+5)

(t-3, t-1) (t-5, t-1) (t-7, t-1) (t-10, t-1)

Exports to RTA partners/GDP 2.786** -1.134* -0.046 -0.519 1.022
(0.92) (0.52) (0.63) (0.86) (1.07)

Log distance to RTA partners 0.051 -0.015 0.056 0.038 0.117
(0.10) (0.06) (0.09) (0.12) (0.17)

Log real GDP of RTA partners -0.166* 0.056 -0.001 -0.056 -0.080
(0.07) (0.04) (0.05) (0.07) (0.09)

Log real GDP 0.052 0.074 -0.046 0.009 0.082
(0.10) (0.06) (0.08) (0.10) (0.13)

Log real GDP p/c of RTA partners 0.039 -0.019 -0.008 -0.071 -0.043
(0.08) (0.06) (0.08) (0.11) (0.13)

Log real GDP p/c -0.255* -0.054 -0.038 0.026 0.037
(0.12) (0.09) (0.14) (0.18) (0.21)

Log Trade/GDP -0.104 0.135 0.015 0.008 -0.042
(0.16) (0.12) (0.12) (0.17) (0.23)

Log National Stocks/GDP 0.058 0.000 -0.038 -0.012 -0.040
(0.08) (0.05) (0.06) (0.09) (0.12)

R-squared 0.04 0.13 0.07 0.08 0.08
Number of Observations 1002 1002 1002 1002 1002

Table A.5: Evidence for Anticipation Effects?

Note: Each column is estimated via OLS. Estimates in Column (1) show the baseline results from Table 1 for comparability,
covering 82 developing and developed countries and 122 RTAs from 1988 to 2009. In Column (2) to (5), we report the results
for different event windows prior to the announcement date. Event date defined as announcement of the start of negotiations of
RTA or announcement of a successful conclusion of such an agreement. Coefficients with standard errors clustered at the
country-level in parentheses. Coefficients significantly different from zero at [0.10] 0.05 (0.01) marked with [one circle] one
(two) asterisk(s). Regressand: National Stock Market return in local currency, adjusted for MSCI movement. Time-fixed
effects, intercepts and Goods/Goods&Services dummy included but not reported.
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RTA-members

Model Default
Top 10 Export 

Destination
Top 5 Export 
Destination

Top 3 Export 
Destination

Top 1 Export 
Destination

Exports to RTA partners/GDP 2.484** 0.058 -0.573 -0.516 -0.523
(0.90) (0.87) (0.99) (0.99) (1.14)

Log distance to RTA partners 0.053 0.149* 0.155° 0.108 -0.158
(0.11) (0.07) (0.09) (0.09) (0.18)

Log real GDP of RTA partners -0.130 0.002 -0.005 0.078 -0.175
(0.08) (0.06) (0.06) (0.08) (0.15)

Log real GDP 0.055 0.038 0.009 0.025 0.429
(0.13) (0.11) (0.14) (0.18) (0.31)

Log real GDP p/c of RTA partners 0.010 0.130** 0.184** 0.124* 0.124*
(0.09) (0.04) (0.06) (0.06) (0.06)

Log real GDP p/c -0.332* 0.079 0.054 0.013 -0.093
(0.15) (0.06) (0.07) (0.08) (0.11)

Log Trade/GDP -0.050 0.136 0.269° 0.329° 0.354
(0.18) (0.11) (0.15) (0.18) (0.24)

Log National Stocks/GDP 0.084 -0.178** -0.198** -0.139* -0.066
(0.09) (0.06) (0.07) (0.06) (0.08)

Tariffs (in percent) -0.019 0.007 0.009 0.014° 0.026
(0.02) (0.01) (0.01) (0.01) (0.02)

Tariffs (in percent) of RTA partners 0.009 -0.002 -0.044 -0.037 0.098
(0.02) (0.03) (0.04) (0.07) (0.13)

R-squared 0.04 0.04 0.05 0.06 0.07
Number of Observations 960 4061 2814 1988 819

Table A.6: Expected Trade Diversion - Do Tariffs Matter?
Non-RTA-members

Note: Each column is estimated via OLS; (t-1, t+5) event window. Estimates in Column (1) show the baseline results from Table
1 for comparability, covering 82 developing and developed countries and 122 RTAs from 1988 to 2009. Columns (2) to (5) display
results for stock market returns of countries that are not part of a new RTA. For these non-RTA members (at least one) RTA-
member country constitutes an important export destination (Top 10, 5, 3 or 1). Event date defined as announcement of the start
of negotiations of RTA or announcement of a successful conclusion of such an agreement. Coefficients with standard errors
clustered at the country-level in parentheses. Coefficients significantly different from zero at [0.10] 0.05 (0.01) marked with [one
circle] one (two) asterisk(s). Regressand: National Stock Market return in local currency, adjusted for MSCI movement (unless
indicated otherwise). Time-fixed effects, intercepts and Goods/Goods&Services dummy included but not reported.
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Endnotes 

24  By “regional trade agreements” (RTAs), we include customs unions (CUs), free trade agreements 
(FTAs) and preferential trade agreements (PTAs).  We do not distinguish between these forms; it is not 
easy to do so in practice, and all are allowed within the GATT/WTO framework. 
25  Among others, Magee (2003, 2008), Baier and Bergstrand (2004, 2007, 2009), Carrère (2006), Eicher 
et al. (2012) and Egger et al. (2011) document the endogenous nature of regional trade agreements and 
their heterogeneous effects.  Egger and Larch (2008) and Baldwin and Jaimovich (2012) emphasize the 
“spatial dimension” of trade agreements; if geographically close countries or important trading partners 
strike a deal with another country, the incentives for non-members to pursue a regional trade agreement 
increase. 
26   For evidence of limited capital mobility across sectors for the United States, Canada and (partly) 
Mexico see Grossman and Levinsohn (1989), Thompson (1994) and Rodriguez (2003).  In Appendix 
Table A3, we proxy relative factor endowment by differences in real GDP per capita between RTA 
partners (see Egger et al., 2011), but cannot find any significant effects. 
27  For instance, Singapore’s share prices initially dropped following the announcement of a RTA with the 
United States due to concerns about increased competition in the financial sector. 

28  Joseph Stiglitz raises this concern for instance in the following newspaper articles: “New Trade Pacts 
Betray the Poorest Partners,“ Wall Street Journal, July 10, 2004; “Nobel Laureate Criticizes FTA, U.S.  
Unilateralism,” The Korea Herald, Nov.  16, 2007. 
29  These are listed in the RTA-IS under “List of all RTAs in force” as well as those that have been signed 
but are not yet in force (listed in the RTA-IS under “List of early announcements”). 

30  If the countries officially decide to conduct some sort of “pilot study” together, this announcement is 
defined as the official start of negotiations, so long as de facto negotiations are not conditional on the 
success of the pilot study. 
31  In the case of entry into the European Community/European Union, we define a “deal” as the 
European Commission’s announcement to officially recommend the accession of a new member.  While 
the European Council technically decides to accept this recommendation, the Council has never yet 
rejected a positive recommendation. 
32  The full-text research via LexisNexis (LexisNexis Academic) was performed between October and 
December 2009, at the Haas Business School and between December 2009 and March 2010 at ETH 
Zurich.  The full-text research typically starts with the key-words “free trade” or “trade agreement” and the 
two respective country names.  We restrict ourselves to dates before the respective RTA went into force. 
33  One of the reasons for a gap between the official announcement and the signature ceremony is “legal 
scrubbing” since it usually takes some time to transform the political will of a general agreement into a 
contract.  (We are not aware of any cases where an agreement has not been followed by the formal 
signing of a RTA.)   A number of RTAs have been signed but not yet ratified at the time of gathering this 
data set; these RTAs had not yet been in force (prominent examples were the US–Korea and US–
Colombia RTAs, which are ratified in the meanwhile).   
34  In the interest of parsimony, we combine together RTA start and deal dates into a single data set, 
rather than modeling them separately.  The hypothesis that the stock market responds equally to both 
types of news can neither be rejected for the first stage nor the second stage of the event study at any 
reasonable significance level (see Online Appendix Table 2 and 3). 

35  Obviously, our results relate only to those firms actually listed in the stock market.  Large firms are 
more likely to be publicly traded; they are also more likely to be exporters (e.g., Pagano et al, 1998; 
Bernard et al., 2007).  Hence, the firms captured in our study are likely those most relevant for overall 
trade flows. 
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36  Typically when we collect the same series from different sources (e.g., the EAFE index or the $/C$ 
exchange rate), the series coincide closely. 

37  We exclude two extreme events from our analyses due to confounding factors.  Argentina experience 
cumulative abnormal returns of nearly 40 percent around the announcement of a RTA with Brazil in 1991.  
But at the same time the Argentine Minister of Finance, Domingo Cavallo, also announced far-reaching 
economic policy reforms including the formation of a currency board.  Furthermore, Vietnam suffered from 
heavy losses amidst the Subprime Crisis in autumn 2008 (up to -42 percent around the announcement of 
a RTA with Japan).  Results are not sensitive to the inclusion of these two observations. 

38  We have supplemented the sources below with national sources, if all but one control variable was 
missing for a country in an event-year.  Our results are insensitive to the exclusion of these observations. 

39  This is “a standard part of almost every event study […] relevant even when the mean stock price 
effect of an event is zero” (Kothari and Warner, 2007). 

40  Our empirical strategy might entail measurement error in abnormal returns.  To the extent that 
important news about RTAs is anticipated, our measured abnormal returns are biased towards zero.  
Prabhala (1997) demonstrates that standard event-study techniques remain valid.  Our coefficients of 
interest },{ δγ  and their t-statistics then constitute a lower bound of the true value without any 
anticipation.  Note that this potential downward bias could affect the first and the second stage of the 
event study.  But anticipation effects do not seem to be a major issue here.  To foresee some results: We 
neither find any strong movements in average abnormal returns before the RTA events (see Graph 1) nor 
can we explain the abnormal returns just prior to the RTA events with the set of variables employed in our 
main specification (see Appendix Table 5). 

41  Furthermore, the empirical gravity literature on bilateral equity flows or holdings often finds trade to be 
a significant predictor (e.g., Portes and Rey, 2005; Aviat and Coeurdacier, 2007). 

42  Disdier and Head (2008) report in a meta-study covering 103 papers that a 10 percent increase in 
distance lowers bilateral trade by about 9 percent. 

43  In the case of RTA-enlargements, the features of the RTA only refer to the new RTA partner(s). 

44  Note that is only possible to include the similarity and relative factor endowment variable at the same 
time as the log levels for economic size and GDP per capita, since the former variables are non-linear 
transformations.  To foresee an (unreported) robustness check, these two variables are also insignificant, 
if the underlying size or income per capita variables are excluded. 

45  Note that the variable “stocks traded relative to GDP” is only available from 1988. 

46  Our results are robust to using an alternative measure for natural partners, namely total trade with RTA 
partners relative to GDP, as documented in Appendix Table A1.  Note also that the sibling variable, 
Imports from RTA partners/GDP, is very closely related to our main variable of interest, Exports to RTA 
partners/GDP, with a correlation coefficient of 0.76.  Hence, the results reported in Online Appendix 5 – 
which show Exports to RTA partners/GDP significant at least a 10 percent confidence level in four out of 
five specifications – should be interpreted cautiously. Finally, online Appendix 10 shows the results for 
log(1+Exports to RTA partners/GDP), which yields similar results. 

47  These positive stock market reactions for natural trading partners seem to be positively correlated with 
later on realized exports flows.  We offer the following approach: We estimated a standard bilateral 
gravity model with RTA-specific effects (and time-varying exporter- and importer-effects, year fixed effects 
and the usual suspects as control variables) for all countries from 1988 to 2009.  We then correlate these 
RTA-specific coefficients (capturing the conditional export creating effect due to the RTA) with abnormal 
returns.  Online Appendix 9 shows that they are positively and (starting from the event window t-1, t+5) 
significantly associated with each other. 
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48  Note that our results cannot speak to the (expected) welfare effects of RTAs and, obviously, the 
estimates on trade flows and welfare are not directly comparable with ours (but still present an interesting 
benchmark). 

49  While we hereby refer to the effect of RTA partner’s log real GDP, this conjecture holds more broadly 
as shown in Online Appendix 6.  The overall results carry over to a sample of countries not being part of 
the European Community or European Union. 

50  This effect is driven neither by differences in the number of listed firms between poor and rich 
countries nor corruption, as reported in Appendix A4, Columns 2 and 3. 

51  The United States makes up around 40 percent of the MSCI World All Country index in the year 2007. 

52  Appendix Table A2 shows that our results are also insensitive to the exact sample of data; neither 
financial crisis periods nor outlier observations seem to drive our main results.  The following time periods 
are defined as financial crises: Tequila Crisis (12/1994 and 1/1995), Asian Crisis (7/1997 to 12/1997), 
Russian Crisis and LTCM crisis (8/1998 to 12/1998), Argentine sovereign default (12/2001 and 1/2002) 
and onset of Subprime Crisis (8/2008 and 9/2008). 

53  Online Appendix  7 and 8 repeat the analysis of Table 1 for returns measured in US$ and the LC/US$ 
exchange rate respectively.  Note that a positive coefficient on the variable Distance to RTA partners in 
Online Appendix 8 implies that the domestic currency tends to depreciates vis-à-vis the US dollar if RTA 
are signed with more distant partners.  
54  Finally, in Appendix Tables 3 and 4, we add a number of additional control variables on the RTA 
partner or country i.  Most of these variables are not significant and our main results are robust to their 
inclusion. 

55  Following Fuggaza and Nicita (2013), higher initial tariff rates of RTA members could also result in 
(more) expected trade diversion for non-RTA members, since relative market access conditions for non-
RTA members deteriorate (by a bigger margin).  The results in Appendix Table A6 do not find evidence 
for this hypothesis.  Ornelas’ (2005) conjecture that RTA members do not take external tariffs to non-RTA 
members as fixed but tend to reduce them as well could be an explanation for this non-result. 

56  Note that Exports to RTA partners/GDP here refers to exports from country i to the Top x export 
destination(s) relative to GDP in year t. 

57  One could, in principle, refine the analysis further by examining the degree of trade overlap between 
RTA members and their existing trade barriers, using dis-aggregated data. 

58  In a similar vein, the results in Appendix Table 5 are reassuring that we do not find any evidence for 
substantial anticipation effects just prior to the announcement dates. 
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