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Economic diplomacy, product characteristics and the level of development#1. 

 

Abstract: 

We use an applied gravity model to assess the effect of economic diplomacy on the export of 

homogeneous, differentiated and reference priced goods. We take into account the possible 

heterogeneous effects economic diplomacy potentially has on trade between countries of different 

development levels. Our results show that economic diplomacy is most effective as a trade 

stimulating instrument when the transactions involve more complicated products. We furthermore 

show that economic diplomacy has the largest impact  on bilateral trade flows between countries 

with different development levels.  Our conclusion is that economic diplomacy is a potentially very 

important policy tool to consider for policy makers in developing countries who want domestic 

companies to enter developed markets with a more complex product. Equally economic diplomacy 

is an important tool to consider for policy makers from industrialized countries that want to support 

domestic firms to enter emerging (typically lower developed) markets. 
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1. Introduction 

Economic diplomacy is increasingly used by countries to stimulate the internationalization of 

their companies. Economic diplomacy is the use of government relations and government 

influence to stimulate international trade and investment.  The activities of a broad range of 

semi-permanent international representations (embassies, consulates and other public sector 

business support facilities), domestic institutions (investment and export promotion offices), 

and diplomatic bilateral activities (trade and state visits) are part of the field of economic 

diplomacy (Bayne and Woolcock, 2007; Bergeijk, 2009; Moons, 2012; Moons and Bergeijk, 2013).   

Although the tradition of including political factors when explaining the geography of trade may 

be dated back to Tinbergen (1962),  the topic of economic diplomacy is increasingly researched since 

the mid-2000s (Moons and Bergeijk, 2013). The research agenda focusses on establishing the link 

between variables of economic diplomacy and its impact on bilateral trade. The effect of the 

network of embassies and consulates was first focused on by Rose (2007). According to his seminal  

research the macroeconomic effect of the network of embassies and consulates-general on bilateral 

trade was in the range of 6 to 10 percent, associated with the opening of additional foreign 

representations (Rose, 2007). Following the methodology of Rose others also analyzed the effect of 

the diplomatic network (Vople Marticus et al., 2010; Yakop and Bergeijk, 2011; Kang, 2011; 

Hayakawa et al., 2011), started investigating the change in the diplomatic network (Afman and 

Maurel, 2010; Veenstra and Bergeijk, 2011) and the effects of activities organized within this 

network (Nitsch, 2007; Head and Ries, 2006; Creusen and Lejour, 2012).   

 More recently the heterogeneity in effects due to different forms of representation in the 

network were published (Veenstra et al., 2011; Bergeijk et al. 2011; Bergeijk and Yakop, 2011). 

Embassies have a larger impact on trade than consulates and honorary consulates on average do not 

increase the value of trade (Veenstra et al., 2011; Bergeijk et al, 2011). Also the econometric results 

for embassies are in general more significant than the results for consulates (Moons and Bergeijk, 

2013). Embassies, consulates and export promotion agencies prove to be more effective depending 

on the level of development of the trading partner. The impact of economic diplomacy seems to be 

strongest for trade originating from high income countries going to low and middle income 

countries, substantial for South-South flows and small for the flows between developed countries  

(Yakop and Bergeijk, 2011; Creusen and Lejour, 2012). 

Next to the trade enhancing effect of international diplomatic network the World Bank analyzed 

the effectiveness of export promotion agencies (Lederman et al, 2007 and 2010). According to this 

study each additional dollar of export promotion, increases exports by 40 dollars for the median 
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agency (Lederman et al, 2010). Investigating the effect of export promotion for different countries 

and regions various authors find significant and positive results (see for example: Volpe Martincus et 

al, 2010a; Gil et al, 2008; Gil et al, 2011). These effects do vary depending on the level of 

development. Especially export promotion efforts by low income countries are effective. 

Commercial diplomacy is deemed less effective for middle and high income countries (van Veenstra 

et al., 2011; Yakop and Bergeijk, 2011, Creusen and Lejour, 2012). A finding of particular relevance in 

relation to the growing importance of South-South globalization (Yakop and Bergeijk, 2011; Murshed 

et al., 2009).  

The latest work dealing with the effect of economic diplomacy goes one step further. It is not 

only concerned with establishing the effect of economic diplomacy variables on bilateral trade. It 

focusses on the different effects economic diplomacy variables have on the trade volumes (intensive 

margin of trade) and number of trade linkages (extensive margin of trade) of developing and 

developed countries (Moons, 2012). It seems that economic diplomacy is successfully used for 

opening up new markets for domestic companies, i.e. increasing the extensive margin of trade (Gil 

Pareja et al. 2011; Volpe Martincus et al, 2010a, 2010b; Volpe and Carballo, 2011; Segura-Cayuela et 

al., 2008; Moons, 2012). This is especially important for developing countries trying to diversify 

exports and trying to integrate themselves into global value chains. Effects of economic diplomacy 

on the intensive margin of trade on the other hand seems to be more pronounced for developed 

countries (Moons, 2012). 

One drawback of the recent literature is that the economic diplomacy instruments taken into 

account in the margins of trade literature is until now mostly restricted to the impact of EPA’s. These 

papers are very helpful in understanding the effect of EPA’s and the intuition behind their 

functioning. However, the empirical results are closer to measuring the effectiveness of one 

particular instrument of economic diplomacy for one country than establishing a broad 

understanding of how economic diplomacy in general influences the margins of trade. The papers 

that also take into account other instruments of diplomacy, for example the effect of the diplomatic 

network, are either constrained to one country (Gil et al., 2011; Creusen and Lejour, 2012) or one 

region (Volpe et al., 2010a; 2010b; Segura-Cayuela and Villarubia, 2008). Specifically, 75% of the 

papers that analyze the effect of economic diplomacy on the margins of trade relate to Latin 

American countries (Moons, 2012). These are serious shortcoming because knowledge about the 

effect economic diplomacy on various margins of trade is important for a much broader set of 

countries. Especially developing countries that are trying to diversify their exports.  

Also, the product dimension which potentially has important interactions with the effect of 

economic diplomacy has only been taken into account marginally. Various Inter-American 
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Development Bank publications do touch upon this issue. But these papers are always geographically 

constraint to Latin American and Caribbean countries.    

In this article we tackle various of the mentioned important problems of recent literature. We 

look into the effect of economic diplomacy on the value of bilateral trade across different product 

categories. We show the effects for both the trade between high income countries, low income 

countries and flows between the two groups of countries. This is the main contribution of this 

article. Firstly, we use an applied trade model for 63 countries for the year 2006, building on earlier 

work by Rose (2007) and Yakop and Bergeijk (2011)2. We will bring their work further and explain if 

embassies promote trade in different types of goods as compared to consulates . Secondly, we will 

unravel the effect of the most important tool of economic diplomacy, the diplomatic network, on 

the exports of different types of goods. We will investigate if the network is more effective in 

promoting trade for goods that face higher trade barriers. For that we decompose the impact of the 

diplomatic network on exports into three categories of goods. Homogeneous goods, reference 

priced goods and heterogeneous goods measured by the number of 4-digit SITC products exported 

in each good category identified in the classification developed by Rauch (1999). Finally, we will 

analyze if the impact of the diplomatic network on trade of low income countries is different from 

high income countries. Based on this analysis one gets a better understanding of which instruments 

should be deployed when the target is to diversify exports, i.e. increase the extensive margin of 

trade. We hope our results are a useful contribution to policy makers facing the challenging task of 

making internationalization policies.    

 

2. Economic diplomacy: rationale, heterogeneous effects 

 

2.1 The rationale of economic diplomacy 

The traditional rationale for economic diplomacy is the existence of externalities. Economic 

diplomacy is the fix for the market failure regarding the production of knowledge about how to 

pursue cross border economic activities.  Firm that want to engage in international activities need to 

invest a lot of money and time in gathering information about a potential new market before they 

can actually sell their first product. They need to identify new buyers, assess the trustworthiness of 

these potential buyers, find ways to best transport their products and perhaps need to make small 

adjustments in their products to serve local buyers, just to name a few.  This search for information 

by the first mover and the associated investments reveal information that may be used by followers, 

who do not have these initial cost because they can free ride on the successful search of the first 

                                                           
2
 We gratefully thank prof. Peter van Bergeijk for sharing the data from his primary paper. 
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moving firm (see Rauch, 1996; Moons, 2012). The potential gains of being a first mover and investing 

in the production of new knowledge about entering new foreign markets is thus reduced. The 

private returns from developing in this type of knowledge could be lower than the corresponding 

social returns, leading to a sub-optimally low production about how to pursue cross border 

economic activities (Westphal, 1990). 

Furthermore governments may have a public signaling role to play. This is especially relevant for 

developing countries. Retailers’ decisions are important in determining who is included and who is 

not in cross border supply chains (Cadot et al., 2011). The decision making process is not only driven 

by rational cost perspectives. But also by reputation. Here developing countries stand at a 

disadvantage because the more technologically advanced products coming from those countries 

may be perceived as less advanced and of poorer quality than their substitutes from developed 

countries (Hudson and Jones, 2003). Firms that want to sell differentiated products from countries 

not integrated in the global value chain have the extra disadvantage that prices alone do not convey 

all the relevant information for international trade (Rauch, 1996, 1999). Additional information 

about the product is normally shared within the trading network. However, not all developing 

countries are part of this trading network. Governments thus may have the task to signal that their 

producers meet the highest product standards, environmental standards and that firms originating 

from that particular country are reliable partners (Yakop and Bergeijk, 2011). This nation branding is 

an investment in the trade capital of a country and as such is a public good. 

There are also a few very pragmatic reasons why economic diplomacy is extensively used and 

why its role will probably increase over time. Firstly, a signal of the government may be needed to 

serve as an implicit guarantee that the trading relationship between countries will be free of future 

negative political interference. Secondly, cooperation between firms and economic diplomats may 

be needed because of the market structure. This is the case when firms have to deal with public 

procurement procedures or when the sale of goods requires government permission (for example 

when dealing with dual use goods). Thirdly, economic diplomacy may be necessary for levelling the 

playing field. As more countries integrate into the world trading system some trading sectors are 

confronted with large state presence and international orientation of SOEs in some non-OECD 

countries (Kowalsky et al., 2013). One of the consequences is that economic diplomacy is 

increasingly needed because of differences in state involvement in transactions or because the 

opposite party in a transaction is a state enterprise. 

Actions by economic diplomats can be viewed as subsidizing the production of knowledge about 

cross border economic activities. It counters the disincentive stemming from potential free riders 

(Rauch, 1996). Furthermore nation branding activities are provided as a public good. Economic 
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diplomacy thus reduce transaction cost and potentially stimulates trade via both the intensive 

margin of trade and the extensive margin of trade. That is, economic diplomacy may encourage the 

increase of firm exports in existing trade relationships. But it is also possible that new firms enter the 

international markets, that new goods are introduced or that new trading relationships emerge. As 

pointed out by Carballo et al. (2013) reaching a larger number of buyers is an important channel of 

export expansion, at the country level as well as at the firm level. Diversification of the number of 

buyer is potentially as important as diversifying the package of exported products Carballo et al. 

(2013). And economic diplomacy may positively influence this buyers extensive margin of trade by 

reducing the costs of distance.  

 

2.2 Heterogeneity in the effect of economic diplomacy 

The effects of economic diplomacy on trade might be heterogeneous for several reasons. We 

identify several types of barriers that potentially lead to heterogeneous effects of economic 

diplomacy on exports: characteristics of the representations, product characteristics, market 

characteristics, firm characteristics 

 

1. Characteristics of the representation 

Depending on the type of export promotion representation (embassy, consulate, etc), there may be 

different effects. If a lack of familiarity or awareness with a market is the problem, an embassy might 

be better positioned to fulfill the public signaling role because of the it’s high profile as the number 

one representative of “the flag”. This may also be the reason why embassies are more effective 

when dealing with government bodies as a counterparty in commercial transactions. Ambassadors 

may be viewed with more esteem than consuls. If, on the other hand, a lack of knowledge of local 

business conduct is the problem, an economic specialized consulate may be more effective. 

 

2. Product characteristics 

Cross border transaction costs are higher for new products. The effect of economic diplomacy, that 

effectively lowers transaction costs, will thus be larger on the number of products exported than on 

the average trade flows (see Volpe Martincus and Carballo, 2008a). Furthermore, transaction cost 

are higher for differentiated goods as compared to homogeneous goods. Homogeneous goods are 

relatively straightforward. For example, whole fat milk. No matter which farm produced the milk the 

buyer will have a fairly good idea of what he will get. Heterogeneous goods on the other hand vary 

in terms of their characteristics and their quality. Think for example of a watch. The watch may be 

analogue of digital. It may be automated or driving on batteries. And the prices is determined by 
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many other factors, for example the (origin of the) watch maker. This makes it difficult to sell these 

goods in organized exchanges, to establish a “correct price” thereby complicating trade (Rauch, 

1999). Hence, economic diplomacy will have a stronger impact on the exporting of differentiated 

goods. Because there is more possibilities for the signaling and branding function of economic 

diplomats. 

 

3. Market characteristics 

 A firm based in a developing country has a reputational disadvantage when it wants to export to 

developed countries. Technologically more advanced products from low income countries can be 

perceived as less advanced and of poorer quality than their substitutes from developed countries. 

This disadvantage grows as the complexity and technological intensity of the traded product 

increases (Hudson and Jones, 2003). The trade between low and high income countries may also be 

hampered by larger cultural differences (Veenstra et al., 2012; Yakop and Bergeijk, 2011). This is 

probably the case for the trade between high income and low income countries. The latter have 

weaker trade institutions and the role of the government in economic activities is sometimes 

different from the role played in the economy in “the North”. Heterogeneous effects of economic 

diplomacy on exports might thus also occur depending different levels of development.  

Furthermore, when a markets is perceived as “new” from the perspective of the exporter the 

market entry costs will be higher. Here again it is reasonable to expect a more substantial effect of 

economic diplomacy because the involvement of economic diplomats may increase the trust in the 

relationship between buyer and seller. This involvement does not even have to be substantial, the 

mere fact that a country has an embassy in a particular country may provide a market entrant with 

sufficient peace of mind because he can always visit his embassy when a transaction goes sour.   

 

4. Firm characteristics 

Finally, the weight of cross border transactions costs in the decision making process will differ based 

on firm size. Smaller firms being less capable of bearing the costs. Economic diplomacy will thus 

potentially have a larger impact on smaller firms that are on the starting point of their international 

expansion. A more thorough investigation into the effects of economic diplomacy, taking into 

account the heterogeneous effects due to income levels and product characteristics, is thus 

warranted.   

 

 

3. Empirical design 
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In our study we use the research design dominant in the field, i.e. we use a reduced form of the 

gravity equation. We build on earlier work of Rose (2007) and Yakop and Bergeijk (2001). 

Specifically, we modify the baseline regression from Yakop and Bergeijk (2011) who “zoom in on the 

question of how the level of economic development influences the impact of embassies and 

consulates on trade.” Because we want to disentangle the effects both embassies and consulates on 

trade of low en middle income countries, we work with a more disaggregated dataset that reports 

the number of embassies and consulates separately instead of grouping the two into one dummy 

variable (as most researchers have done so far) . By doing so we will potentially get a better, more 

accurate, understanding of the effect of the diplomatic network (Moons and Bergeijk, 2013). This 

leads to the following equation: 

 

Ln(Xij) = β0 + β1lnDij + β2 ln(Yi) + β3 ln (Yj) + β4 ln(Popi) + β5 ln(Popj) + β6 Lang + β7 Contij + β8 Landlij + β9 

Islandij + β10 ln(Areai*Areaj) + β11 (Colij) + β12 CUij + β12 FTAij+ β13 Embassyij + β14 Consulatesij + εij (1) 

 

Equation (1) statistically explains the exports between country pairs based on a number of 

explanatory variables. Ln denotes the natural logarithm operator.  In our equation Xij  is the bilateral 

export from county i to country j. Dij denotes the geographic distance between country i and j. We 

expect countries that are more distant to trade less.  We have included three measures that correct 

for market size: Y stands for the national income of the trading country, Pop gives the size of the 

population, Area is the area of the country in squared kilometers. We expect larger markets to trade 

more between one and another. Furthermore several dummies have been included in the analysis. 

The language dummy, Langij takes on the value of 1 if the trading nations have a common language, 

0 otherwise. The continental dummy, Contij takes the value of 1 if the trading pair share a common 

land border, 0 otherwise. The landlocked dummy, Landlij takes on the value 1 if both trading 

partners are landlocked, 0 otherwise. The colonial relations dummy, Colij takes on the value of 1 if 

both the trading partners i and j are colonies or ever shared a colonial relation. The currency union 

dummy, CUij takes on the value of one if country i and j use a common currency, 0 zero otherwise. 

The trade agreement dummy, FTAij takes on the value of one if country i has a trade agreement with 

country j, 0 otherwise. Finally Embassyij and Consulatesij give the number of embassies and 

consulates that country i has in country j and εij is the error term. 

To disentangle the potential impact of the diplomatic network on different types of products we 

build a new dataset for our explanatory variable. We divide the exports of the 63 countries in our 

sample based on their international Rauch classification (see data section). This allows us to 
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investigate the heterogeneous effects of the diplomatic network on groups of exported products 

that (according to Rauch 1996) have similar features. We estimate the following models: 

 

Ln(HOMij) = β0 + β1lnDij + β2 ln(Yi) + β3 ln (Yj) + β4 ln(Popi) + β5 ln(Popj) + β6 Lang + β7 Contij + β8 Landlij + 

β9 Islandij + β10 ln(Areai*Areaj) + β11 (Colij) + β12 CUij + β12 FTAij+ β13 Embassyij + β14 Consulatesij + εij (2) 

 

Here HOMij represents the exports of al homogeneous goods of country i to country j. The 

explanatory variables are similar to those describes for equation 1. We furthermore look into the 

effect of the network for exports of goods with a more differentiated character. We therefor 

estimate: 

 

Ln(DIFij) = β0 + β1lnDij + β2 ln(Yi) + β3 ln (Yj) + β4 ln(Popi) + β5 ln(Popj) + β6 Lang + β7 Contij + β8 Landlij + β9 

Islandij + β10 ln(Areai*Areaj) + β11 (Colij) + β12 CUij + β12 FTAij+ β13 Embassyij + β14 Consulatesij + εij (3) 

 

Here DIFij represents the exports of al differentiated goods from country i to country j. Again the 

right hand side variables are identical to those used in regression number 1. Our final econometric 

investigation looks into the effect of economic diplomats and trade promoters on the exports of al 

reference prices goods from country i to country j:   

 

Ln(REFij) = β0 + β1lnDij + β2 ln(Yi) + β3 ln (Yj) + β4 ln(Popi) + β5 ln(Popj) + β6 Lang + β7 Contij + β8 Landlij + β9 

Islandij + β10 ln(Areai*Areaj) + β11 (Colij) + β12 CUij + β12 FTAij+ β13 Embassyij + β14 Consulatesij + εij (4) 

 

Where REFij stands for the export of reference priced goods and explanatory variables are the same 

as used in the previous analyses. 

4. The Data 

4.1 Classifying exports 

We have annual export data taken from the UN Comtrade database (retrieved trough the WITS 

system) for 63 exporting countries for the year 2006. This block of 63x63 countries represents about 

80% of world trade. Of all 3906 possible pairs, there are 200 zero trade flows. Most of the zero  flows 
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concern Sudan, which is responsible for 124 out of 200 zero’s. The rest of the zero flows are divided, 

but Algeria, Nigeria, Kuwait and Venezuela are the other most frequent reporters among the 

remaining zero flows. These flows are dropped in the further analysis.  

For our purposes, we use trade data on the 4-digit SITC level. Due to confidentiality issues, not all 

trade is reported on the 4-digit level. In aggregate, this concerns less than 5% of trade. But there is 

some cross country variation. On the one hand, there are countries with more than 99% 

completeness (e.g. New Zealand, Israel, China, Japan), on the other hand there are countries with 

less than 75% completeness (Belarus, Russian Federation, Egypt). 

For our analysis, we use the classification proposed by Rauch (1999). Rauch's classification 

scheme has several virtues. First of all it is applicable to our data. Since we do not have transaction 

micro economic transaction data, the Rauch classification is practically the only classification we can 

use. Second, the classification is very suitable to test for the effects of economic diplomacy on 

different sorts of exported products. The scheme makes intuitive sense since it can be easily related 

to transaction costs and via that route to the role of economic diplomats. Rauch distinguishes three 

types of goods: homogeneous goods, reference priced goods and differentiated goods. As product 

complexity increases so do potential transaction costs and the role for the diplomatic network.  The 

homogeneous goods are internationally traded in organized exchanges and easily comparable (see 

the milk example in section two of this paper).  Reference-priced goods are not traded in organized 

exchanges but have known reference prices3 for example because prices are listed in industry guides 

and trade journals. The differentiated goods are neither traded in organized exchanges and no 

reference prices are known (think about the watch example given in section two of this paper). For 

the differentiated category Rauch showed that, in international trade, prices do not convey all 

relevant information about the product (Rauch, 1996).  

Rauch made both a conservative and a liberal classification, with the former more biased towards 

differentiated goods than the latter. We use the liberal Rauch classification to map 4-digit SITC trade 

flows to the three Rauch categories.4 In first instance this led to a substantial loss of observations, 

about 10% of trade remains unclassified (again with large cross country variation). Perhaps this is 

because the original Rauch classification predates our dataset by a few years, and new products 

have been introduced since that time. The literature does not offer any guidance how to resolve this 

issue, nor to what extent other authors faced this problem (see for example Volpe and Carballo, 

2008 and Volpe Martincus et al. 2010). We however worried that the loss of data, which was worse 

                                                           
3
 For example because prices are quoted in (specialized publications) 

4
http://www.macalester.edu/research/economics/page/haveman/Trade.Resources/TradeData.html#classifica

tion 
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for some countries as compared to others, would influence our econometric findings. We therefore 

developed a system to solve some of the data problems. 

To reduce unclassified trade without introducing bias to the results we use the following solution. 

If a 4-digit SITC category has no Rauch classification, but the two directly adjacent 4-digit categories 

(within the same 3-digit group) have an identical Rauch classification, the unclassified category takes 

on the same classification as its two adjacent neighbors. If the two adjacent categories have a 

different Rauch classification, the SITC category remains unclassified. Furthermore, if there are no 

directly adjacent categories, but all other 4-digit categories within the same 3-digit group have the 

same Rauch classification, the unclassified category also uses that Rauch classification. If the other 4-

digit categories within the same 3-digit group have different Rauch classifications, the unclassified 

category remains unclassified. This methodology reduces unclassified trade to about 3%. 

 

4.2 Other data 

For income groups we use the World Bank definition, which uses GNI per capita to define income 

categories. Countries with GNI per capita of $1.035 or less are low income countries, countries with 

GNI per capita between $1.036 and $4.085 are lower middle income countries, countries with GNI 

per capita between $4.086 and $12.615 are upper middle income countries and countries with GNI 

per capita of $12.616 or more are high income countries. For our purposes we need two categories, 

hence the former two categories are considered low income countries and the latter two categories 

are considered high income countries. This leads to a division of 40 high income countries and 23 

low income countries. About 40% of income pairs consists of high income countries, high income to 

low income and low income to high income country pairs are 23,5% each. Income pairs with low 

countries represent the remaining 13%. 

All other data, including data on embassies and consulates, originate from the dataset used in 

Yakop and Bergeijk (2011). For a detailed description we refer to Yakop and Bergeijk (2011). 

 

5. Empirical results 

5.1 The disaggregated effects of the diplomatic network. 

Table 1 presents the results of our first regression analysis. The table starts with the results as 

reported by Yakop and Bergeijk (2011). In the following regression (2), we replicate the analysis of 

Yakop and Bergeijk (2011) using our own, slightly modified, data sample. As expected minimal 

differences are found, this is due to the different  source of the trade data. Where Yakop and 

Bergeijk (2011) use IMF trade data, we use  UN Comtrade data. That being said we conclude that 

signs and significance of the coefficients are very comparable.  
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The next step we take is differentiating for the effect of embassies and consulates, as presented 

in equation one in section three of this paper. Moons and Bergeijk (2013) show that there is 

potential heterogeneity between the effect of embassies and consulates. The former being more 

effective than the latter. We therefore replace the Number of foreign missions variable from 

regression (2) with two new variables: Embassies and Consulates. Splitting up the Number of foreign 

missions variable into embassies and consulates does not affect the control variables to a great 

extent. Only the currency union variable loses significance. However,  the coefficient of the 

embassies does differ to a great extent from the coefficient found for consulates. According to our 

regression analysis embassies have a much more pronounced effect on exports as compared to 

consulates. Our findings are in line with the finding of Rose (2007) who reports coefficients for 

embassies in the range of 0.78 to 1.03 and coefficients for consulates in the range of 0.06 to 0.11. 

We will consequently report the coefficient of these variables separately in the remainder of this 

paper. 

 

Table 1  the effect of economic diplomacy on exports 

    Dependent: Log export from reporter to partner 

 
Yakop & 

van Bergeijk 
(2011) 

Base model 
Separate E & 

CG 

 
(1) (2) (3) 

Number of foreign 
missions 

0.09*** 
(0.02) 

0.11*** 
(0.02) 

 

Embassies 
  0.96*** 

(0.09) 

Consulates 
  0.08*** 

(0.02) 

Log distance 
-0.74*** 

(0.04) 
-0.76*** 

(0.04) 
-0.68*** 

(0.04) 

Log GDP p/c of 
exporter 

1.23*** 
(0.02) 

1.28*** 
(0.03) 

1.21*** 
(0.03) 

Log GDP p/c of 
importer 

0.99*** 
(0.02) 

0.97*** 
(0.03) 

0.91*** 
(0.03) 

Log population 
exporter 

1.28*** 
(0.03) 

1.29*** 
(0.03) 

1.22*** 
(0.03) 

Log population 
importer 

1.12*** 
(0.03) 

1.12*** 
(0.03) 

1.05*** 
(0.03) 

Common language 
0.71*** 
(0.10) 

0.79*** 
(0.11) 

0.71*** 
(0.11) 

Common border 
0.90*** 
(0.17) 

0.86*** 
(0.19) 

1.04*** 
(0.18) 
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Landlocked 
-0.23*** 

(0.08) 
-0.26*** 

(0.08) 
-0.29*** 

(0.08) 

Island 
-0.07 
(0.06) 

-0.06 
(0.07) 

-0.01 
(0.07) 

Log land area 
-0.20*** 

(0.02) 
-0.17*** 

(0.02) 
-0.18*** 

(0.02) 

Colonial relation 
0.04 

(0.18) 
-0.06 
(0.20) 

-0.04 
(0.20) 

Currency union 
-0.34* 
(0.18) 

-0.38** 
(0.19) 

-0.27 
(0.19) 

Trade agreement 
0.37*** 
(0.06) 

0.39*** 
(0.07) 

0.32*** 
(0.07) 

Constant 
-0.86 

(0.607) 
-0.61*** 

(0.65) 
-5.50*** 

(0.64) 

N 3730 3706 3706 
Adjusted R

2 
0.67 0.66 0.66 

Note: Standard errors reported in parentheses, *,**,*** implies significant at 
the 90%, 95% and 99% levels respectively   

 

The following step we take is econometrically analyze the effectiveness of embassies and consulates 

in stimulating the exports of different types of goods, i.e. we investigate the effects of Embassies and 

Consulates on homogeneous, differentiated and reference priced goods. Given earlier results 

presented by Veenstra et. al (2011), Yakop and Bergeijk (2011) we also expect potential variety in 

the effect of the diplomatic network on export transactions between countries with different 

income levels. We therefore also differentiate for export flows that take place between countries 

within the same income group5 versus transactions that take place between traders stemming from 

different income groups.  

In the remainder of this paragraph we only report the coefficients for embassies and 

consulates. Hence, every cell of the following tables represents a separate regression. The columns 

represent the reporting (i.e. exporting) countries, the rows represent the partner (i.e. importing) 

countries. Hence, the top right coefficient concerns the trade from high income to low income 

countries. The, not reported, control variables are those presented in equation (2), (3) and (4). The 

pattern of significance and the magnitude of the coefficients is similar to the results reported in 

table 16. The exception being some of the generated output relating to the trade flows between low 

income countries. Here results are somewhat more volatile, because of the low quantity of available 

observations.  

 

                                                           
5
 As defined by the World Bank 

6
 All regressions are available at the authors upon request 
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5.2 Total trade 

Table 2 the effect of economic diplomacy on total trade  

Effect embassies on total trade 

   High income Low income 

High income 0.60*** 1.33*** 
Low income 0.63*** 0.57* 
 

Note: Standard errors reported in parentheses, *, **, *** implies significance at the 90%, 95% and 99% levels 

respectively. 

We suggested that economic diplomacy probably has the largest value added when traders from low 

income countries want to export their goods to high income groups and vice versa. This because the 

knowledge gap between countries from different income groups is largest (compared to exporters 

that trade their goods to importers living in equally developed countries). Government involvement 

with trade transactions is typically larger (Bergeijk, 2009). Also, the institutional differences are 

largest between high and low income economies. As pointed out by Piermartini and The (2005) 

search cost are highest for trade between countries with different business practices.   

 Table 2 report the effect of economic diplomacy on the total trade volume of high income 

and low income countries. We find that economic diplomacy has positive effects on trade. This 

effect is more positive for embassies as compared to consulates. Furthermore this effect is also 

more pronounced for trade between high and low income countries. Embassies for example 

increase the exports from high income to low income countries by some 278% [exp (1.33)-1] as 

compared to 82% [exp(0.60)-1] for the trade between high income countries.  However, as it turns 

out the positive effect of consulates for the trade between low income countries is not significant. 

And the effect of consulates on trade between high income countries is quite small and not very 

significant.  

 Our results differ from the published results from Yakop and Bergeijk (2011) who conclude 

that economic diplomacy does have positive effects for the trade between developing countries. As 

mentioned before they do their calculations with the total number of foreign missions. Using a 

similar approach but with disaggregated foreign missions variables gives different results. 

 

5.3 Homogeneous goods 

Table 3 the effect of economic diplomacy on homogeneous goods 

 

 

Effect embassies on homogeneous trade 

Effect consulates on total trade 

   High income Low income 

High income 0.04* 0.32*** 
Low income 0.19*** 0.30 



16 
 

   High income Low income 

High income 0.02 0.82*** 
Low income 0.79*** 0.21 

 

Note: Standard errors reported in parentheses, *, **, *** implies significance at the 90%, 95% and 99% levels 

respectively. 

 

Table3 presents the effects of economic diplomacy on the exports of homogeneous goods. As stated 

before, homogeneous goods are goods which are easily comparable. Given the nature of 

homogenous products we would expect that economic diplomacy only plays a limited role that 

would be related to market characteristics. Its main contribution lies in its potential to solve cultural 

barriers. This is confirmed by the results. Embassies and consulates have a positive and significant 

role for the trade between developing and developed markets. On the other hand we do not find 

any significant effects for the trade within developed and developing countries.   

 

5.4: Differentiated goods 

Table 4: Effect of economic diplomacy on differentiated goods 

Effect embassies on differentiated trade 

   High income Low income 

High income 0.38* 1.30*** 
Low income 0.95*** 0.55* 

 

Note: Standard errors reported in parentheses, *, **, *** implies significance at the 90%, 95% and 99% levels 

respectively. 

 

Differentiated products as compared to homogeneous goods are characterized by a greater 

importance of proximity, common language, and colonial ties as well as higher search barriers to 

trade (Rauch, 1999). Differentiated goods have characteristics which are heterogeneous in nature. It 

makes them difficult to compare and more dependent on the buyers perceived quality of the 

product. Economic diplomacy may thus play an important role in the trade of differentiated goods 

because it can reduce search barriers and deal with trade mores. The results confirm this intuition. In 

all the investigated flows of trade of differentiated products economic diplomacy has a positive an 

significant effect. Furthermore the coefficients are large for both embassies and consulates. 

Indicating that economic diplomats have a substantial role to play in the trade of differentiated 

goods. 

We also see indications that not only product characteristics are of importance. The 

coefficients for trade between countries of different development levels in most cases higher than 

Effect consulates on homogeneous trade 

   High income Low income 

High income 0.00 0.48*** 
Low income 0.16* 0.30 

Effect consulates on differentiated trade 

   High income Low income 

High income 0.10*** 0.35*** 
Low income 0.36*** 0.51** 
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the coefficients for trade between countries within the same income category. The exception to this 

rule is the result for consulates where the coefficient for trade between low income countries is 

higher than the coefficient for trade from low to high income countries. 

 

5.5: Reference priced goods 

Table 5: Effect of economic diplomacy on reference priced goods 

Effect embassies on reference priced trade 

   High income Low income 

High income 0.93*** 1.25*** 
Low income 1.10*** 0.83** 

 

Note: Standard errors reported in parentheses, *, **, *** implies significance at the 90%, 95% and 99% levels 

respectively. 

 

For the trade in reference priced goods we find a pattern that could be labeled as middle of the 

road. For consulates we see a similar pattern as in our homogeneous goods analysis. That is, 

consulates have an trade promoting effect for the trade between countries from different income 

groups. Consulates do not have a trade stimulating effect for the trade of reference priced goods 

within group of high or low income countries. 

The effect of embassies seems to be larger and along more dimensions. Results suggest that 

embassies have an export stimulating effect for both the trade between countries from different 

income groups as well as trade within the same income group. These effects are stronger and more 

significant than the results seen for homogeneous goods and in range comparable to the results 

seen for the differentiated products.  

 

Table 6: trade flows by Rauch category  

 
High-High High-Low Low-High Low-Low 

Differentiated 62% 58% 48% 37% 

Reference priced 21% 22% 27% 30% 

Homogeneous 17% 20% 25% 33% 

 

Some general remarks can be made. In the trade between high income countries 

differentiated goods apparently dominate trade and account for almost two-thirds of trade. In trade 

between high-income and low-income groups, differentiated goods are still the largest category, if 

somewhat smaller than in the trade between high-income countries. In the trade between low-

income countries the different categories are about the same size. The opening of an embassy is 

associated with a significant effect on bilateral trade. Letting aside the non-significant results for the 

Effect consulates on reference priced trade 

   High income Low income 

High income 0.04 0.33*** 
Low income 0.23*** 0.38 



18 
 

trade of homogeneous goods within the same income group, the smallest effect is an increase of 

46% due to the opening of an embassy running up to 270%. This is especially impressive given the 

pattern seen between the different product groups. One would expect the smallest results for trade 

in homogeneous goods and the largest effects for differentiated products. Furthermore you would 

expect the smallest results for trade between countries of the same level of development and the 

larger effects for trade between low and high income countries. The model shows exactly these 

patterns. 

What is further noticeable is that embassies and consulates of high income countries in low 

income countries tend to have a larger effect than embassies and consulates of low income 

countries in high income countries. Perhaps this is due to the fact that the business climate in low 

income countries is usually worse, and embassies and consulates have a larger effect in those 

circumstances. We, however, still have to attribute potential reverse causality problems. 

 

6. Sensitivity analysis 

 

6.1 The Baier and Bergstrand  (2010) model 

We want to test the results presented in the previous paragraph for robustness. Anderson and Van 

Wincoop (2003) prove that when estimating the gravity model for international trade not only the 

bilateral trade costs should be taken into account but also “the average barriers of the two regions 

to trade with all their partners” (Anderson and van Wincoop, 2003).  Anderson and van Wincoop 

show that the effect of bilateral cost cannot be weighted properly without also looking into the 

‘multilateral resistance’ that an exporter faces, i.e when analyzing the effect of bilateral trade costs 

on bilateral trade one should take into account to the average trade costs of all other trading 

partners of the exporting country. By doing so one corrects for the push factor of trade, that is that 

trade between two regions will be more intense if the trade with other regions is more resistant. 

Furthermore on should correct for world resistance because it will be more attractive to trade 

internationally rather than internally when world resistance reduces. Anderson and van Wincoop 

(2003) specify the gravity equation accordingly, by including multilateral and world resistance terms. 

Baier and Bergstrand (2010) built upon this work and show that a theoretically valid multilateral 

resistance term is possible within an OLS framework (instead of the non-linear least squares 

estimation Anderson and Van Wincoop (2003) used), by applying a first order Taylor expansion. We 
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use the Baier and Bergstrand (2010) model and include equal weights instead of GDP shares to 

calculate multilateral and world resistance terms7. This results in the following form: 

 

mwrZij =
1

N
( Zij )+
j=1

N

å
1

N
( Zij )-
i=1

N

å
1

N 2
(
j=1

N

å Zij )
i=1

N

å  (5) 

 

Where Z is the trade cost variable, i is the importer and j is the exporter. The first term is 

essentially an average of trade cost for exporter j across all importers i and the second term is and 

average of trade cost for importer j across all exporters i.  

 

The multilateral and world resistance term is created for every variable that relates to trade 

cost and has bilateral variance, i.e. distance, common border, common language, colonial relation, 

currency union, trade agreement, embassy and consulate. This leads to the following model: 

 

Ln(Xij) = β0 + β1 ln(Yi) + β2 ln (Yj) + β3 ln(Popi) + β4 ln(Popj) + β5 Landlij + β6 Islandij + β7 ln(Areai*Areaj) – 

β8 (1–σ) lnDij  – β9(1–σ) Lang – β10(1–σ)Contij  – β11(1–σ)(Colij) –β12(1–σ)CUij – β13(1–σ)FTAij  – β14(1–

σ)Embassyij  – β15(1–σ)Consulatesij + γ8(1–σ) MWRDij + γ9(1–σ)MWRLang + γ10(1–σ)MWRContij + 

γ11(1–σ)MWRColij + γ12(1–σ)MWRCUij + γ13(1–σ)MWRFTAij + γ14(1–σ) MWREmbassyij + γ15(1–

σ)MWRConsulatesij + εij  (6) 

 

The model will be estimated under the restriction that lnZ and MWRZ have equal but opposite 

effects. The results should be interpreted as relative to multilateral and world resistance. 

Furthermore, we also estimate the model for the different Rauch goods categories. For those 

econometric analyses ln(REFij), ln(DIFij) and ln(HOMij) are the dependent variable. The results are 

the following: 

 

                                      Dependent: Log export from reporter to partner 

 
Total trade 

Reference priced 
goods 

Differentiated 
goods 

Homogeneous 
goods 

 
(4) 

 
(5) (6) (7) 

Embassies 
0.57*** 
(0.10) 

0.76*** 
(0.11) 

0.58*** 
(0.11) 

0.20 
(0.15) 

                                                           
7
 Baier and Bergstrand (2010), pp. 104-105; Van Bergeijk (2012), p. 11 
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Consulates 
0.03 

(0.03) 
0.05** 
(0.03) 

0.08*** 
(0.03) 

0.07* 
(0.04) 

Log GDP p/c of 
exporter 

1.38*** 
(0.02) 

1.32*** 
(0.03) 

1.68*** 
(0.03) 

0.72*** 
(0.03) 

Log GDP p/c of 
importer  

1.08*** 
(0.02) 

1.04*** 
(0.02) 

1.06*** 
(0.03) 

1.05*** 
(0.04) 

Log population 
exporter 

1.35*** 
(0.03) 

1.30*** 
(0.03) 

1.67*** 
(0.03) 

0.85*** 
(0.04) 

Log population 
importer 

1.21*** 
(0.03) 

1.17*** 
(0.03) 

1.20*** 
(0.03) 

1.14*** 
(0.04) 

Distance 
-1.17*** 

(0.06) 
-1.33*** 

(0.06) 
-1.20*** 

(0.07) 
-1.38*** 

(0.09) 
Common 
language 

0.68*** 
(0.12) 

0.47*** 
(0.12) 

0.76*** 
(0.14) 

0.38** 
(0.17) 

Common border 
0.23 

(0.19) 
0.31 

(0.19) 
0.16 

(0.21) 
0.13 

(0.26) 

Landlocked 
-0.05 
(0.08) 

-0.35*** 
(0.08) 

0.38*** 
(0.09) 

-0.82*** 
(0.12) 

Island 
-0.46*** 

(0.06) 
-0.50*** 

(0.06) 
-0.39*** 

(0.07) 
-0.59*** 

(0.09) 

Log land area 
-0.22*** 

(0.02) 
-0.24*** 

(0.02) 
-0.35*** 

(0.02) 
-0.04* 
(0.02) 

Colonial relation 
0.34 

(0.21) 
0.37* 
(0.21) 

0.31 
(0.24) 

0.58** 
(0.29) 

Currency union 
-0.54*** 

(0.21) 
-0.35* 
(0.21) 

-0.51** 
(0.23) 

0.17 
(0.29) 

Trade agreement 
0.18** 
(0.09) 

0.23** 
(0.09) 

0.14 
(0.10) 

0.50*** 
(0.13) 

Constant 
-13.04*** 

(0.49) 
-13.10*** 

(0.50) 
-14.54*** 

(0.55) 
-12.04*** 

(0.70) 

Adjusted R
2
 0.67 0.65 0.66 0.43 

N 3706 3568 3655 3378 

Note: Standard errors reported in parentheses, *, **, *** implies significance at the 90%, 95% and 
99% levels respectively.  

 

Comparing to the earlier results for equation (1)-(4), there are a number of variables with the same 

size and significance. There are also a number of differences. First of all, the EMBASSIES and 

CONSULATES variables. EMBASSIES  still contribute very significant to bilateral trade flows, but much 

less than in the previous estimation. The coefficient of CONSULATES is of the same size as in 

equation (1), but loses significance in the total trade regression. This shows that the gravity model 

without multilateral resistance produces to an overstatement of the impact of reductions in bilateral 

trade costs on bilateral trade flows due to embassies and consulates. This in line with earlier 

empirical work that takes into account the effect of multilateral resistance on the relation between 

trade costs and trade flows (see for example Baier and Bergstrand 2007; 2009; 2010 and Behar and 

Crivile, 2010) 

Second of all, some of the other control variables change in significance or size. Most 

importantly, the COMMON BORDER variable loses significance, this is different from what is 

generally found (see for example Baier and Bergstrand, 2010 and Bergeijk, 2012). In other 
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publications using the gravity model in combination with multilateral resistance the size of the 

COMMON BORDER coefficient decreases in size (Anderson and van Wincoop, 2003; Baier and 

Bergstrand, 2007; 2010). But in those studies the common border variable does keep its significance. 

In the earlier mentioned studies the number of explanatory variables is rather limited. Perhaps the 

larger number of control variables in our study causes the difference.  

 

6.2 The Baier and Bergstrand model applied to different types of goods 

We again look into the effect of the diplomatic network on trade of different types of goods. The 

results are mostly comparable to the results reported in paragraph 5 of this paper where it concerns 

estimates of the effect of diplomacy on the trade between different income groups. More than in de 

regular estimations EMBASSIES play a role in stimulating the trade between different income groups 

as opposed to trade within income groups. Embassies are most effective for trade from high to low 

income countries. Apparently the diplomatic network plays an important role in bridging barriers to 

trade between countries with different income levels and cultures. Even after taking into account 

world and multilateral resistance.  

Within the diplomatic network embassies have the most significant effects. EMBASSIES have 

the most frequent significant coefficients when the relation between reference priced and 

differentiated products is investigated. The smallest number of significant coefficients is found for 

the relation between EMBASSIES and homogenous goods. As in paragraph 5 we conclude that the 

role of the diplomatic network increases  when trade involves more complex products. CONSULATES  

seem to play a smaller role, and are only significant for differentiated goods traded between high 

income countries and between high and low income countries. These finding are in line with results 

presented in earlier published research papers (Rose, 2007; Yakop and Bergeijk, 2011, van Veenstra 

et al., 2011)8.  

Noteworthy observation is the lack of significant results for the trade from low income 

countries.  Here we want to remark that even though our dataset contains a substantial number of 

low income countries as compared to other publications,  still only a small share of the dataset 

concerns trade between low-income countries (see paragraph 4.2). This makes the size and 

significance of the effect of embassies on trade between low-income countries somewhat volatile in 

the different estimations. The overall explanatory power of the model,  as presented in our adjusted 

R2 is lowest for the specifications with low income countries9. Given these data problems, we would 

                                                           
8
 Rose, 2007; Yakop and Bergeijk, 2011 and van Veenstra et al, 2011 did not differentiate their effects between 

types of product. But did find that embassies are more effective than consulates. 
9
 The adjusted R2 for the specifications with high income countries generally is above 0.60. The adjusted R2 for 

specifications with low income countries generally is below 0.50 
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be cautious to draw  strong conclusions based on these results. That being said it is logical that the 

coefficient of the diplomatic network is less significant or at least of smaller size if one applies the 

Baier and Bergstrand (2010) model. In the sub samples where we compare the trade between 

countries of different income levels we “correct” the trade enhancing effect of having a diplomatic 

representation for an average of trade costs. It is imaginable that the effect of low trade costs with 

for example the US for an exporter from Ghana is more important than whether or not Ghana has a 

political representation in the US.  

 

Effect embassies on total trade 

   High income Low income 

High income 0.74** 0.97*** 
Low income -0.04 0.20 

 

 

Effect embassies on reference priced trade 

   High income Low income 

High income 1.14*** 0.77*** 
Low income 0.43** 0.41 

 

 

Effect embassies on differentiated trade 

   High income Low income 

High income 0.49*** 0.93*** 
Low income 0.13 0.46* 

 

 

Effect embassies on homogeneous trade 

   High income Low income 

High income 0.22 0.67** 
Low income 0.00 -0.19 

 

*, **, *** implies significance at the 90%, 95% and 99% levels respectively. Country fixed effects included. 

 

7. Conclusion 

In this article we looked into the effect of economic diplomacy on the value of bilateral trade across 

different product categories. We expected substantial heterogeneity in the effect of economic 

diplomacy dependent on the characteristic of the traded product. This is confirmed, embassies and 

consulates have a stronger effect on trade in differentiated and reference priced goods as compared 

to the trade in homogeneous goods. The trade in homogeneous goods is on the whole less 

influenced by the diplomatic network as compared to the trade of products with other 

Effect consulates on total trade 

   High income Low income 

High income 0.03 0.12 
Low income 0.01 -0.07 

Effect consulates on reference priced trade 

   High income Low income 

High income 0.03 0.13 
Low income 0.00 0.00 

Effect consulates on differentiated trade 

   High income Low income 

High income 0.05*** 0.15** 
Low income 0.09 0.03 

Effect consulates on homogeneous trade 

   High income Low income 

High income 0.05 0.16 
Low income 0.09 0.09 
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characteristics. These results suggest that economic diplomacy is an important instrument to deal 

with information asymmetries so apparent in international trade. Especially when this trade involves 

more complex products.   

Furthermore, this article (again) proves the potential usefulness of the diplomatic network 

as an instrument to bridge cultural gaps and trade mores. Embassies and consulates are shown to be 

very effective in stimulating trade between countries of different income levels. This pattern is more 

significant for North-South trade than vice versa. This is in line with earlier results of Yakop and 

Bergeijk (2011). Looking into the effect of the diplomatic network for countries with a similar income 

level, the size and significance of the effect is smaller. That is, economic diplomacy is less relevant 

for North-North and South- South trade. This does should stimulate policy makers to give further 

thought on the geography of the diplomatic network, at least if they think trade promotion is an 

important task of that diplomatic network. 

Comparing the variations of the effect of diplomatic representation between the income 

categories and the goods categories, the effect of the difference in income level is generally larger 

than the difference in good categories. Comparing between type of representation in the diplomatic 

network the effects of embassies clearly stand out. This is similar to previous findings (see for 

example Rose, 2007; Yakop and Bergeijk, 2011; Creusen and Lejour, 2013). 

We have found strong indication that the role for the economic diplomat is largest when 

dealing with the trade of a more complex product for a trader that wants to sell its product to a 

buyer in a more/ less developed country. Economic diplomacy is thus a very important policy tool to 

consider for policy makers in developing countries who want domestic companies to enter 

developed markets with a more complex product. Equally economic diplomacy is an important tool 

to consider for policy makers from industrialized countries that wants its domestic firms to enter 

emerging (typically lower developed) markets. Al the mentioned results remain robust after 

correcting for multilateral and world resistance. 
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