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Agenda

1. Manova (2013) on financial market development as a source
of comparative advantage.

2. Puga and Trefler (2014) on how trade shapes domestic
institutions in Venice, Italy in the 13th century.

3. Maystre et al. (2014) on whether trade leads to cultural
convergence across countries.



Missing Trade

v

A substantial amount of international trade cannot be
explained by cross-country differences in factor endowment
and technology.

Many capital-abundant countries do not specialize enough in
capital-intensive exports.

Same can be said about labor-abundant countries (e.g., India
that has a rigid labor market).

Domestic institutions may distort the effective supply of the
underlying factors.



Financial Market Development as a Source of Comparative
Advantage

> Recent evidence suggests that trade flows were significantly
more sensitive than GDP to credit tightening during the
2008-2009 financial crisis (Chor and Manova, 2012).

» Manova (2013) shows that financial frictions reduce exports
disproportionately more than domestic production.

» Implication: exporters rely more on external financing than
domestic producers, possibly for the following reasons:

» additional variable and fixed costs related to trade;
» greater risks and uncertainty;
» higher working capital needs due to longer shipping time.



Varying reliance on external financing

» In certain sectors, firms are more vulnerable to financial
frictions, due to

» Technological reasons innate to the production process —
producers in certain industries need to incur higher up-front
costs and thus rely on more external capital.

» Firms endowments of tangible assets that can serve as
collateral to raise outside finance.



Theory (Brief)

» Manova's (2013) model is built on a seminal model of
heterogeneous firms in trade by Melitz (2003). (The model
will be discussed extensively next week.)

» For now, it suffices to understand the basic basic features:

» It builds on Krugman (1979-1980) (increasing returns,
monopolistic competition, love of variety).

» In addition, it follows Melitz (2003) to incorporate firm
heterogeneity in productivity (marginal cost of production) in
the model.

» Thus, firms will charge different prices and make different
profits by selling domestically and abroad.

» In addition to the standard production and (iceberg) trade
costs, firms need to pay fixed export cost per period and sunk
cost to enter a market.



Modelling financial constraints

» Firms can finance variable costs using internal funds, but are
assumed to borrow some funds to finance fixed trade costs.

» Dependence on external finance (d;): the fraction of the
fixed cost that needs to be financed externally is assumed to
be exogenously determined, but varies across sectors (s) for
technological reasons (e.g. capital-intensive sectors versus
labor-intensive sectors).

» Collateral ();): With some exogenous probability (country j
specific), the firm will pay back the full amount that it
borrows from the bank. In the case of default, the bank seizes
the collateral, which is assumed to be a constant fraction of
the entry sunk cost.

» The fraction is assumed to be exogenously varying across
sectors (again for technological reasons).



The Firm's Problem
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Firm Equilibrium
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FIGURE 1

The effects of financial constraints on trade. This figure plots export profits as a function of productivity. It shows the
wedge between the productivity cut-offs for exporting with and without credit constraints in the financing of fixed costs
only (A) and of both fixed and variable costs (B). Panel B also shows the lower profits earned by firms with productivity

below the cut-off for exporting at first-best levels



Predictions

» Financial development increases the following (bilateral)
export performance

the number of products

the probability of export

the number of export destinations
increases firm-level exports

the aggregate value of exports
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» The effects are stronger in financially more vulnerable sectors.



Data (country)

> Measures of a country's financial market development

» amount of private credit issued by banks and other financial
intermediaries, divided by GDP [1985-1995] (Beck et al., 2000)

» From 2.3% (Uganda) to 163% (Japan)

> In the median country (India), private credit = 25.6% of
GDP; fluctuated between 21.9% and 31.1%.

> Alternative measures: the repudiation of contracts, accounting
standards, and the risk of expropriation from La Porta et al.
(1998).



Data (sector)

» External finance dependence:

» share of capital expenditures not financed with cash flows from
operations.

» Sample: US publicly listed firms in Compustat.

» Asset tangibility (as collateral)

» share of net property, plant, and equipment in total book-value
assets.

» Sample: US publicly listed firms in Compustat.

» Both measures are averaged over 19861995 for the median
firm in each industry; appear stable over time.



Industry Characteristics

External Asset Physical ~ Human  Natural
finance tangibility  capital capital resource
ISIC code  Industry dependence intensity  intensity  intensity
31 Food products 0.1368 03717 0.0616 08117 0
RIK} Beverages 0.0772 0.2794 0.0620 11345 0
314 Tobacco 04512 0.2208 0.0181 1.3539 0
321 Textiles 0.4005 03730 0.0726 0.6881 0
322 Wearing apparel, except footwear 0.0286 0.1317 0.0189 0.5017 0
K2k} Leather products —0.1400 0.0906 00324 0.6869 0
331 Wood products, except furniture 0.2840 0.3796 0.0653 0.7409 1
332 Furniture, except metal 02357 0.2630 0.0390 0.6984 0
341 Paper and products 0.1756 0.5579 0.1315 1.1392 1
342 Printing and publishing 0.2038 0.3007 0.0515 0.9339 0
352 Other chemicals 02187 0.1973 0.0597 1.2089 0
353 Petroleum refineries 0.0420 0.6708 0.1955 1.6558 1
354 Misc. petroleum and coal products 03341 0.3038 0.0741 11531 1
355 Rubber products 02265 0.3790 0.0656 0.9854 0
356 Plastic products 1.1401 0.3448 0.0883 0.8274 0
361 Pottery, china, earthenware —0.1459 0.0745 0.0546 0.8041 0
362 Glass and products 05285 0.3313 0.0899 Lo121 0
369 Other non-metallic products 0.0620 04200 0.0684 0.9522 1
37 Iron and steel 0.0871 04581 0.1017 1.2510 1
mn Non-ferrous metals 0.0055 03832 0.1012 1.0082 1
381 Fabricated metal products 02371 0.2812 0.0531 0.9144 0
382 Machinery, except electrical 04453 0.1825 0.0582 L1187 0
383 Machinery, electric 0.7675 0.2133 0.0765 1.0636 0
384 Transport equipment 0.3069 0.2548 0.0714 132211 0
385 Prof and scient equipment 0.9610 0.1511 0.0325 12341 0
390 Other manufactured products 04702 0.1882 0.0393 0.7553 0
3511 Industrial chemicals 0.2050 04116 0.1237 1.4080 0
Industry average 02534 03044 0.0714 1.0168 0.2593
Industry standard deviation 03301 0.1372 0.0369 0.2666 04466



The Main Empirical Specification - Based on the Model
Solutions

Zjs=Y+y1FinDevt; - ExtFing — y)FinDevt; - Tangs+ )
+(e—Dpis — udij =k gij + &5+ di+ b + 1,

where zjs=InZjs, pi=InPy, djj=InD; and y=uj+v; "N (0,02+02). gj=—eIng; -|-¢],
¢i=In¥;+¢, and g;=—¢lncs+¢; are exporter, importer, and sector fixed effects.



Financial development facilitates trade
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Trade Volume

Financial development measure: Private credit
Dependent variable: mijs, (log) bilateral exports by sector

Total effect of Controlling for selection

credit into domestic production
constraints
Fin devt 0.167 0.251 0.022
(3.14)™** (4.25)™*** (0.37)
Fin devt x Ext fin dep 1.752 1.296 1.489
(43.29)™** (28.31)**  (30.47)***
Fin devt x Tang —2.624 —2.130 —2.077
(—24.65)™** (—16.41)*** (—17.75)***
(Log) # Establish 0.318
(40.47)***
(Log) Output 0.316
(18.52)"**
Pis
LGDPE 0.957 1.079 0.667
(16.75)*  (16.17)"** (9.38)"**
LGDPI 0.949 0.980 0.946
(16.55)*** (14.41)*** (14.49)***
LDIST —1.374 —1.408 —1.410
(—79.05)*** (—=72.20)*** (—74.24)***
Controls:
Exporter, Year FE Y Y Y
Importer, Sector FE Y Y Y
Importer x Sector FE N N N
R? 0.57 0.57 0.59
# observations 861,380 621,333 703,743
# exporter—importer clusters 9343 7867 8031

# exporters 107 95 94




Selection into Exporting (the Extensive Margin)

TABLE 3
Financial constraints and firm selection into exporting

Dependent variable: Tjj, indicator variable equal to 1 when positive bilateral exports in a sector

Financial development measure: Private credit Repudiation Accounting standards Risk of expropriation

of contracts

Fin devt —0.110

(—=2.09)**
Fin devt x Ext fin dep 1.029 0.320 0.022 0.435

(19.86)*** (19.51)** (17.46)*** (21.06)***
Fin devt x Tang —0.823 —0.537 —0.028 —0.522

(—8.23)*** (—14.00)*** (—8.79)** (—11.08)***
Importer’s CPI 0.007*** 0.007** 0.007**+* 0.007***
LGDPE 4.682%* 4.972%* 7.388** 4.966**
LGDPI 0.369*** 0.382%* 0.403*** 0.383%**
LDIST —1.076*** —1.086*** —1.161 —1.087***
(Log) # Procedures —0.719%* —0.726*** —0.763*** —0.755%**
(Log) # Days 0.057 0.047 —0.057 0.052
(Log) Cost —0.207*** —0.214%* —0.153%* —0.209***
Controls: LGDPE, LGDPI, LDIST, Exp, Imp, Year, Sector FE, CPI x Sector FE

K, H, N, LGDPCE, Institutions, and Interactions

Pseudo R? 0.51 0.51 0.51 0.51
# observations 1,079,865 1,103,274 906,390 1,103,274

# exporter—importer clusters 3965 3965 3259 3965




Effects on Product Variety

TABLE 4
Financial constraints and export product variety

Financial development measure: Private credit Repudiation Accounting Risk of
of contracts standards expropriation
Panel A. Dep variable: xijs(. (log) # SITC-4 products exported bilaterally by sector
Fin devt —0.086 —0.089
(—3.83)™™* (—3.17)y***
Fin devt x Ext fin dep 0.405 0.335 0.176 0.008 0.190
(28.67)*"** (16.37)*"** (18.45)%** (11.74)% (16.32)*%*
Fin devt < Tang —0.455 —0.400 —0.272 —0.014 —0.268
(—10.46)™** (—6.07)*** (—10.10)*** (—7.14)+** (—8.00)***
(Log) # Establish 0.098*** 0.092%*** 0.090*** 0.0917*** 0.091***
Importer’s CPI 0.007*** 0.008*** 0.008*** 0.009*** 0.008***

Controls: LGDPE, LGDPI, LDIST, Exp, Imp, Year, Sector FE, CPI x Sector FE
K, H, L, LGDPCE, Institutions, and Interactions
R? 0.63 0.64 0.64 0.65 0.64
# observations 579,485 428,444 436,931 396,112 436,931
# exporter—importer clusters 7452 4130 4132 3374 4132
# exporters 95 40 40 32 40
Panel B. Dep variable: Xjjst, (log) # HS-10 products exported to the U.S. by sector
Fin devt —0.111 0.332
(—0.78) (1.47)
Fin devt < Ext fin dep 0.802 0.518 0.346 0.020 0.326
(5.07)y (2. 74y (5.13)%** (3.68)*** (3.05)***
Fin devt < Tang 0.360 —0.148 —0.293 —0.034 —0.242
(1.08) (—0.36) (—1.3D) (—2.15)** (—0.79)
(Log) # Establish 0.213%** 0.185™** 0.179%** 0.189%** 0.183™**
Controls: LGDPE, Exporter, Year and Sector FE, CPI x Sector FE
K, H, N, LGDPCE, Institutions, and Interactions
R? 0.86 0.89 0.89 0.90 0.89
# observations 9605 5836 5916 4899 5916
# exporters 87 38 38 30 38




Number of Destination Countries

TABLE 5
Financial constraints and trade partner intensity

Dependent variable: Ijs, number of trade partners by sector

Financial development measure: Private credit Repudiation Accounting Risk of
of contracts standards expropriation

Panel A. Whole sample

Fin devt —10.61 —4.71
(—2.29)** (—0.71)
Fin devt < Ext fin dep 51.73 28.40 11.29 0.68 15.74
(15.27)*** (4.05)* (4.79)" (3.91)*** (6.24)***
Fin devt < Tang 8.20 —12.92 —10.56 —0.65 —10.68
(1.03) (—0.87) (—2.73)*** (—1.97)* (—1.96)*
LRGDPE 18.09 105.86 111.59 218.66 111.29
(3.79)y"** (2.53)* (2.63)** (5.41)** (2.63)"*
Controls: Exporter, Year and Sector Fixed Effects
K. H, N, LGDPCE, Institutions, and Interactions
R? 0.88 0.86 0.87 0.87 0.87
# observations 30,296 12,656 12,936 10,472 12,936
# exporters 107 42 42 34 42
Panel B. Sample with nonzero partners
Fin devt —2.23 —0.96
(—0.46) (—0.14)
Fin devt x Ext fin dep 41.94 24.04 9.57 0.59 12.86
(13.44)*** (3.66)"+* (4.37)"+* (3.58)"** (5.40)***
Fin devt x Tang —17.04 —22.68 —15.11 —0.87 —18.15
(—2.12)** (—1.55) (—3.90)*** (—2.72)*** (—3.44)%**
LRGDPE 19.99 111.00 117.36 227.55 117.75
(3.88)"** (2.56)* (2.67)*"* (5.42)*"+ (2.68)**
Controls: Exporter, Year and Sector Fixed Effects
K. H, N, LGDPCE, Institutions, and Interactions
R? 0.90 0.87 0.87 0.88 0.87
# observations 26.900 12,170 12,440 10,088 12,440
# exporters 107 a2 42 34 42




Story of Puga and Trefler (QJE 2014)

> International trade can shape domestic institutions.
» Examine this possibility in the context of medieval Venice

circa 800 — 1600.
> Initially, the growth of long-distance trade enriched a broad
group of merchants who used their newfound economic
muscle to push for constraints on the executive
» ended a hereditary Doge in 1032

> established a parliament in 1172.
» pushed for modern innovations in contracting institutions that

facilitated long-distance trade (e.g., the colleganza.)



Venice at its most glorious time




Venice's role in facilitating trade in the Mediterranean

Ficure I

Medieval Shipping Lanes of the Eastern Mediterranean
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The Rise of Venice in 11727

External factors

» The decline of Constantinople (due to Seljuk Turks in Anatolia
and invasion by the Norman kingdom in southern ltaly).

> A desperate Byzantium enlisted Venetian naval aid to stop
the Normans' Adriatic crossing. Venice extracted a heavy
price for its naval involvement.

» The Golden Bull of 1082 granted Venice duty-free access to
23 of the most important Byzantine ports.



The Fall of Venice - deteriorating institutions

» Turning point: 1297

> a small group of wealthy merchants blocked political and
economic competition

» made parliamentary participation hereditary

» erected barriers to participation in the most lucrative types of
long-distance trade.

» "Over the next two centuries this led to a fundamental societal
shift away from political openness, economic competition, and
social mobility and toward political closure, extreme inequality,
and social stratification.”

» See a more detailed description in "Why Nations Fail”



Methodology

> Based on archived legal documents

» Document this oligarchization using a database on the names
of > 8000 parliament members and their families use of the
colleganza in the periods before and after 1297.

> Link these families to 7000 marriages during 1400 — 1599 to
document the use of marriage alliances to monopolize the
galley trade.

» Monopolization led to the rise of extreme inequality

» Those who were powerful before 1297 emerged as the
undisputed winners.



Long-distance trade is risky

» Ships typically left Venice at the end of March when the
prevailing winds became favorable.

» Ships arrived in Constantinople by the end of April, spent
three weeks collecting merchandise before sailing back to
Venice by July.

» The goods brought back were then sold to merchants
traveling to the late summer fairs in Central and Western
Europe (Lane, 1966, 1973).

> Big risks:

» Death abroad from illness, shipwrecks, and piracy.

» Substantial business risk associated with the thinness of
markets.

» Ships often traveled from port to port for months. A merchant
who arrived in Acre a month late would find that the market
was over for the year. Sometime forced to dump his goods at
fire sale prices.



The significance of the colleganza

> The colleganza was essentially a contract that specified how
profits from trade would be split

» The simplest one involved two parties - sedentary merchant
and the travelling merchant.

> ltemized the capital contributed by the sedentary merchant
and/or specified the value of the "joint stock”

» Stated how profits will be split (usually 75% for the sedentary
merchant and 25% for the travelling merchant).

> If there were losses, it specified limited liability, which was
often lower than the initial capital investment

> a predecessor to the joint stock company.

» The colleganza allowed poor merchants to enter the game,
increasing social mobility and poetical participation.



A colleganza

In the name of the Lord God and of our Saviour
Jesus Christ. In the year of the Lord 1199, in the
month of August, second indiction, at Rialto. I,
Zaccaria Stagnario, from the ward of Saint John the
Evangelist, together with my heirs, declare that I
have received from you, Giovanni Agadi. from the
ward of the Saint Apostles. together with your heirs.
300 of that T shall carry in
the ship on which the helmsman Angelo Bendulo is
traveling in convoy from here to Constantinople to
do business there and in any other place that seems
good to me. carrying and entrusting it through land
and water as best I can until the next Paschal
Resurrection of our Lord of the third indiction, and
at that time or earlier I shall return to Venice carrying
with me the aforesaid goods or else send you the
same goods to Venice and on your behalf by
whatever reliable man in the witness of good men
seems good to me and then, within 30 days of having
entered Venice, I am to give and deliver here in
Rialto, personally or through my messenger, to you
or to your messenger your entire capital of 300
pounds of Venetian pennies together with three parts
of whatever profit God shall give us with just and
truthful account and without any fraud. I am to keep
for myself the r g fourth. . the
aforesaid goods are to remain at your own risk from
sea and people if this is clearly apparent. Moreover,
if I do not observe all that is written above I am to
compensate you and your heirs with double the
amount of capital and profit out of my lands and
houses and all that I am known to own in this world
and let the same capital and the double bear interest
of six per five every year from that time onwards.
Signed by the aforementioned Zaccaria, who has
asked this to be written on his behalf.

+ L. Giovanni Baroci. witness. signed.

+ I, Marino Trevisan, witness, signed.

1. Andreas, presbyter, parish priest at Saint John
Evangelist and notary completed and certified this.

Ficure IIT

Colleganza between Zaccaria Stagnario and Giovanni Agadi, August 1199



The Fall of Venice due to deteriorating institutions

» Turning point: 1297.
» Trade created the super-rich.

» Empowered by the extension of the colonial power of Venice
and its related bureaucracy.

» A small group of wealthy merchants blocked political and
economic competition, by setting up the Serrata, a closed
hereditary nobility.

» This nobility put a stranglehold on the most lucrative lines of
long-distance trade.



Is the fall of Venice puzzling?

» Sounds like Fukuyama's description about the current
situation in the U.S. (" Political Order and Political Decay")

» But the fall of Venice is not necessary, in light of the evidence
about the positive effects of Atlantic trade on institutional
development in Europe from 1500 to 1800 (Acemoglu,
Johnson, and Robinson, 2005).



Is the fall of Venice puzzling?

» To explain the "puzzle”, the authors develop a
occupational-choice model that features intergenerational
inequality.

» Two generations: children and parents.

» Depending on parents’ wealth, children choose one of the
three occupations - craftsman, travelling merchant, or
sedentary merchant.

» Over time, travelling merchants accumulate wealth, allowing
their children or grandchildren to become sedentary merchant.

» The model features multiple equilibria. Depending on the
initial distribution of wealth and transition probability of
success (e.g., successful overseas transactions), the eventual
outcome can be good or bad.



Do and Levchenko (JFE 07) on the effects of trade on
financial development

» There is ample evidence about the effects of institutions on
trade, how about the reversed effect?

» Question: Does trade induce countries’ financial market
development? (The opposite question to what Manova (2013)
asks.)

» Do and Levchenko (2007) use gravity variables (distance,
location, etc.) to predict (natural) trade flows at the sector
level (based on estimates of sectoral gravity equations).

» Some countries are "lucky” to be exporting the more
financially dependent goods.

» Main results: not only that financial market development
facilitates exports of finance-dependent goods, the reverse
causality is equally important (an overlooked benefit of trade
globalization).



Estimating Sectoral Exports based on Gravity Equation
Estimates
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Estimated Financial Needs (at the country level)

I
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External Finance Needs Induce Improvement in Financial
Market Development

Private credit/ GDP, 1970 to 1999
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Product-based cultural change: Is the village global?
(Maystre et al., 2014)

» Question: Does international trade lead to cultural
convergence?

> Idea: "... people buy products not only for what they do but
also for what they symbolize (Levy, 1959) and prefer to
consume products that have a symbolic meaning consistent
with their own identity and values (Sirgy, 1982)"

» Similar to Thomas Friedman's (1996) famous saying: "No two
countries that both have a McDonald's have ever fought a
war against each other.”

» Use data from the World Value Survey (WVS) - household
surveys on opinions towards cultural, political, and economic
matters - to measure cultural differences between country
pairs.

» 200,000 individuals (aged 15 or above) from 82 countries are

surveyed.
» 2 repeated cross sections (19891993 and 20002004)



Measures of Cultural Difference Between Countries

» Cultural distance between a pair of countries is measured as a
multi-dimensional index of fractionalization (a statistical
concept of distance) over 30 WVS questions:

where k is a choice of a multiple-choice response.

» Regression specification:

Djj: = f1In OPENj;: + CONTROLS;y + FE;



Examples of questions in World Value Surveys

» Most people can be trusted

» How often discusses political matters with friends
> Feeling of happiness

» Respect and love for parents

» Parents responsibilities to their children/

» If you had to choose, which one of the things on this card
would you say is most important (and second most
important)?

» 1 Maintaining order in the nation;
» 2 Give people more say;
» 3 Fighting rising prices;
» 4 Protecting freedom of speech
» How proud of nationality
» Important child qualities: independence

» Important child qualities: hard work



Regression Results

Table 1
Bilateral trade openness and bilateral cultural distance.
Dependent variable Bilateral cultural distance
Estimator OLs OLS OLS OLSs
Model 1 2 3 4
In bil. openness [all goods] —0.084* —0.240™**
[0.047] [0.052]
In bil. openness —0.102** —0.025
[homogenous goods]
[0.044] [0.075]
In bil. openness —0.206*** —0.287***
[differentiated goods]
[0.061] [0.102]
In ctry-pair multilateral 0.281* —0.054 —0.016 — 0.800*
openness [0.155] [0.252] [0.277] [0.468]
Sum of internal cultural dist. 0.248*** 0.324** 0.424*** 0.573***
[0.068] [0.080] [0.079] [0.075]
Differential of GDP per cap 0.797*** 0.091 0.073 0.172
[0.082] [0.099] [0.096] [0.161]
Ctry-pair internet access —0.007 — 0.045*** —0.036%** 0.009
(per capita) [0.012] [0.008] [0.008] [0.014]
Ctry-pair phone outcall —0.005** —0.004* — 0.004* — 0.006*
(per capita) [0.002] [0.002] [0.002] [0.003]
In bil. migration 0.013 0.029 0.028 0.026
[0.030] [0.029] [0.028] [0.048]
Time dummies yes yes yes yes
Country pair FE no yes yes yes
# Observations 832 832 766 766
# Country-pairs 416 416 383 383

R2 0.28 0.39 0.375 0.426




Theoretical Model (ldea)

» Two types of consumers in each country: X and Y
» Number of consumers normalized to 1

» Each type of consumer has Cobb-Douglas preference
» Two kinds of goods: X and Y

» Overlapping generation model
» Each person lives for two periods: first as someone’s child then
as someone's parent.
» Parents choose the probability that her type is passed on to
the next generation (obviously they like their children to share
the same type)

» International trade changes the relative prices, and thus may
change the cost for their children to maintain the same type.

» Utility max of the parents may change the distribution of
types in the next period.



