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Introduction

Motivation

• Fast-growing literature on the geopolitical fragmentation of global trade

B Example: How to “de-risk” / “de-couple” trade away from geopolitical rivals

B High on the policy agenda of EU, USA, etc.

B Looks at trade policy in an unsecure world... taking conflict risk as given

• This literature overlooks how fragmentation feedbacks on conflict risk

B Yet, historical collapse of global trade in the interwar period

B This paper models the two-way causation between trade policy and geopolitics

B De-risking can paradoxically make the world less safe...

B ... which undoes some of its welfare gains.
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Introduction

This paper: Quantitative geoeconomics

• Combine a diplomatic game of escalation to conflict with a structural gravity model of trade

B Rational leaders, despite immense costs of war, may fail at deescalating geopolitical tensions

B This captures the so-called “paradox of war”

• Analysis reveals that diplomatic & trade margins can be connected in a transparent way

B Key concept = Opportunity Cost of War (OCW) = foregone real consumption

B Structural gravity allows for an easy computation of OCW

B Enables to smoothly bring the model to the data

• Portable approach: Can be adjusted further to accommodate more complex/realistic setup
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Introduction

Roadmap and take-aways

1 Welfare formula in the shadow of war

B Involves a set of endogenous geoeconomic factors, that all depend on the trade regime:

1) probability of escalation to war
2) ex-post true cost of war
3) peace-preserving diplomatic concessions

B OCW is a sufficient statistic for all 3 factors

2 Quantitative trade model is simulated to quantify OCW

3 This machinery can be used to assess the geoeconomic impact of various trade policies

B Today: application to the case of the US-China decoupling

B Estimated welfare impact differs substantially from peacetime predictions

B War probability is typically extremely small. Yet the costs of diplomatic concessions can be
large (“the shadow welfare cost of war”)
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Theoretical Model

Section 2

A Quantitative Model of Trade and War
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Theoretical Model Doux Commerce

Trade dependence and conflict: logic and pitfall

• Montesquieu (1748) and the logic of ”Doux Commerce”: Trade dependence raises OCW

B Key element: conflicts disrupt trade. Empirically well-grounded:

various geographic and political regime variables.36 How-
ever, the theoretical and empirical findings suggest that the
effects of trade on war are mixed. The realist view argues
that trade may create conflict by intensifying competition or
increasing dependence on strategic goods (or both). Indeed,
Barbieri (1996a, 1996b, 2002), Beck, Katz, and Tucker
(1998), and Barbieri and Peters (2003) find either a positive
or negligible effect of trade on the likelihood of conflict.
However, a growing number of studies support the opposing
“liberal peace” view that trade interdependence deters con-
flict and promotes peace by generating economic benefits
and raising the costs of conflict. For example, Polachek
(1980, 1997), Pollins (1989a, 1989b), Oneal et al. (1996),
Oneal and Russett (1997, 1999, 2001), Mansfield and
Pevehouse (2000), Gartzke and Li (2003), Oneal et al.
(2003), all find evidence that trade reduces the incidence of
conflicts. Nonetheless, in our case, we have reason to
believe that simultaneity is not a serious problem for our
gravity model results. Before we present the evidence, we
offer some intuition.

Most of the evidence of a significant effect of conflict on
trade involves cross-pair variation in the data (“between”
estimation), not within-pair variation across time (“within”
estimation). The former is of no concern to us since we use
CPFEs as our preferred model, a “within” estimator.
Whether a given country pair is, on average, more or less
likely to engage in war is factored through fixed effects. Our
identification of the effect of war on trade is purely in the
time dimension. Since levels of trade between countries are
very slowly varying over time (and, to a large degree,
explained by slowly changing or unchanging covariates
such as country size and distance), the use of trade levels to
forecast the timing of war is a priori a hopeless cause. Trade
measures may tell us something about which pairs are more

or less likely to go to war, but they tell us nothing about
when those countries will actually go to war.37

To establish this result, we proceed by estimating a model
of the likelihood that country pairs engage in war in the
spirit of the literature. The likelihood of war is specified as
a function of bilateral trade dependence, the number of
years of peace since the last war (YrsPeace), the major
power status of one or more of the pair (MajPower), joint
alliance membership ( Alliance), as well as of common
land borders (Border) and (log) distance:

Warijt � �0 � �1 ln �Tradeij/YiYj�t�2 � �2YrsPeaceij,t�2

� �3MajPowerij � �4Allianceijt�2 � �5Borderij

� �6LnDistij � εijt.

Countries that trade more bilaterally should—if the liberal
argument holds—have a lower likelihood of war because of
the opportunity cost associated with the loss of trade gains.
The expected effect of major power status is a priori
ambiguous. On the one hand, major power states are more
likely to engage in military conflict since they have wide-
ranging interests that potentially bring them into conflict
with a large number of states. On the other hand, their
military capabilities may work to deter actual conflict. The
likelihood of conflict should be lower for countries partic-
ipating in alliances and higher for countries that are adjacent
or closer together, since geographic proximity facilitates
confrontations over such matters as land borders and en-
hances the ability to bring military force to bear.38

We measure bilateral trade dependence as the log of
bilateral trade relative to the product of the pair’s GDP
levels.39 MajPower is a dummy variable � 1 if any
member of the pair includes the United States, the United
Kingdom, Germany, France, Japan, or USSR/Russia. The
Alliance variable is a binary dummy based on data from the
COW project, which codes three types of alliances or pacts
in order of decreasing level of commitment: 1 � defense,
2 � nonaggression/neutrality, 3 � entente. We code Alli-
ance � 1 whenever countries are linked by any of these

36 For a survey of the political science literature on links between trade
and conflict, see the citations in note 3.

37 Some papers in the political science literature use simultaneous
systems methods to take account of the interdependence between trade
and conflict—for example, Polachek (1980, 1997), Reuveny and Kang
(1998), Reuveny (2001), Keshk et al. (2004), and Kim and Rousseau
(2005). However, none controls for fixed-pair effects. As is typical of this
literature, these studies utilize different measures of conflict, sample
definitions, and explanatory variables, making comparisons difficult. It
should be noted that Keshk et al. (2004) and Kim and Rousseau (2005)
find that conflict affects trade, but they do not find evidence that trade
interdependence reduces the incidence of conflict. However, these results
have been shown to be sensitive to the inclusion of additional explanatory
variables, such as distance and relative power.

38 Of course, distances between potential adversaries can be overcome to
a great extent by the ability to project power by naval and air forces.

39 Martin et al. (2008) suggest that although countries trading more
bilaterally have a lower probability of conflict, countries that are more
open to trade overall have a higher probability of war because multilateral
trade openness decreases dependence on trade with any given country.

FIGURE 1.—IMPACT OF WAR ON TRADE FOR A GIVEN COUNTRY PAIR:
CONTEMPORANEOUS IMPACT AND LAGS 1 THROUGH 10
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B Unclear that trade losses increase OCW enough to matter: need a quantitative evaluation
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Theoretical Model Setup

Setup I

• Multi-country world, trade and war are both endogenous

• Sequence of events

1 Exogenous geopolitical dispute arises between 2 countries n and m about sharing a divisible
resource (territory, oil field, water body, political reputation or prestige, etc.)

2 n and m agree on a diplomatic protocol to de-escalate . Other countries ` are neutral.

3 They negotiate under the chosen protocol:

(i) Agreement on a peace-compatible transfer n→ m: Tnm ≷ 0
(ii) Otherwise negotiation fails and Warnm occurs

4 Markets clear: Production, trade, and consumption for all countries.
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Theoretical Model Setup

Setup II
Modeling the effect of Warnm

In peace, countries n and m

• have Ln, Lm workers, and TFP An,Am

• face bilateral trade costs τmn

Parametric assumptions of the effects of Warnm:

B Human losses: Γ % population drop

B Economic damages: α % TFP drop

B Trade disruption (AVE):

I τbil% increase in bilateral frictions with the other belligerent
I τmul% increase in multilateral frictions with the RoW
I Trade between third countries is not disrupted
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Theoretical Model Setup

Utility Cost of War
Utility differential in absence of a negotiated transfer

ŨCWn ≡ (logCn(peace) + vn)− (logCn(war) + vn − ũn)

= logCn(peace)− logCn(war)︸ ︷︷ ︸
≡ OCWn

+ ũn︸︷︷︸
private information

B Cn: equilibrium consumption

B vn ≥ 0: peacetime value of the share of the resource controlled by n (= numeraire good)

B vn − ũn ≥ 0: wartime value of the share of the resource controlled by n

B ũn ≷ 0 is a random war shock privately observed by n (fog of war)

B Aggregate resource constraint: peace Pareto-dominates war (destruction)

(vn − ũn) + (vm − ũm) < vn + vm ⇒ ŨCWn + ŨCWm > 0

Gravity to measure OCWn
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Theoretical Model Diplomacy

Diplomacy and resolution of geopolitical disputes I

• Benchmark: No war under perfect information!

B Peace
pareto
� War: ∃ non-empty set of peace-compatible transfers

B Intuitively: transfer from the ctry with the largest UCW to the ctry with the lowest UCW

• Diplomacy = bargaining under asymmetric information

B Unconstrained diplomacy: leaders are free to choose in a large class of bargaining
protocol → one-shot or multi-stage, public or secrete, mediated by UN, etc.

(a) Each leader can unilaterally leave the negotiation table: non-binding protocol

(b) (Negatively) correlated war shocks: E [ũnũm] < 0, uniformly distributed, ũ ∈ [u, u + η]

B War diplomacy 6= standard mechanism design approach (Myerson & Satterthwaite 1983)
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Theoretical Model Diplomacy

Diplomacy and resolution of geopolitical disputes II

• Optimal protocol: 2nd best reached with a simple mechanism (Compte & Jehiel, 2009):

1 Leaders announce UCWs and check joint compatibility with the resource constraint:

0 < ŨCW
a

n + ŨCW
a

m

2 If compatible, a n→ m transfer is agreed upon and peace is maintained:

T̃nm =
ŨCW

a

n − ŨCW
a

m

2
≷ 0

3 If not compatible, negotiation fails, war breaks out, countries receive Ũ(war)

• Optimal announcement:

ŨCW
a

n =
2

3
ŨCWn +

1

12
max ŨCWn −

1

4
max ŨCWm.

Leaders strategically misreport a lower UCW to extract more concession→ risk of negotiation
failure
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Theoretical Model Diplomacy

Diplomacy and resolution of geopolitical disputes III

When do negotiations fail?

(i) joint realization of UCWs is low (less to
loose)

(ii) informational noise η is large enough

→ Diplomacy is relatively efficient at
deescalating the most intense forms of
war.
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Theoretical Model Diplomacy

Geoeconomic factors

E
[
ŨCWn

]
= OCWn + E [ũn] with OCWn = log

Cn(peace)

Cn(war)

Probability of Appeasement:

snm =
1

η2
× (OCWn + OCWm)2

Peace Keeping Costs

E
[
T̃nm|peace

]
≡ PKCn =

OCWn − OCWm

2

True Cost of War

E
[
ŨCWn|war

]
≡ TCWn = OCWn + E [ũ]− 1

4

[OCWn + OCWm]2

η + OCWn + OCWm
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Theoretical Model Diplomacy

Geoeconomic factors II

“Welfare in the shadow of war” peacetime utility net of geoeconomic loss

EŨn ≡ snm
(
Un(peace)− E

[
T̃nm|peace

])
+ (1− snm)×

(
Un(peace)− E

[
ŨCWn|war

])
= Un(peace)− Ln, where Ln ≡ snm × PKCn + (1− snm)× TCWn

= logCn(peace) + vn − [snm × PKCn + (1− snm)× TCWn]

Sufficient statistics: Geoeconomic factors {snm, PKCn, TCWn} can all be derived from OCWn
(all increasing in OCWn)
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The geoeconomics of the US-China pair

Section 3

Empirical illustration:
The geoeconomics of the US-China pair
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The geoeconomics of the US-China pair Trade

The trade model

• Simplified version of di Giovanni et al. (2024) with i) Nested CES for final and int. demand,

ii) IO linkages using TiVA , iii) exog. labor supply, iv) EHA (∆ log x ≡ log
(

x(war)
x(peace)

)
).

• We want to measure OCWn = −∆ logCn ≡ ∆ logPCPI
n −∆ log

∑
i∈C τinpicin.

• In our model (neglecting GE effects on w), this gives

OCWn = Γ− α(π̃nn + π̃mn) + τbil (πmn + π̆mn) + τmul

 ∑
` 6=n,m

(π`n + π̆`n)


π`n ≡

∑
i∈C` bin: cons. share of ` goods / π̃`n ≡

∑
i∈C` λin: overall incidence on cons.

(direct + IO relationships) / π̆`n ≡
∑

i∈C λin
∑

l∈C` Ωli : exposure of n to trade shocks
affecting ` goods

• Without IO linkages, back to MMT08: OCWnoIO
n = Γ−α(πnn+πmn)+τbilπmn+τmul

[∑
` 6=m,n π`n

]
.
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The geoeconomics of the US-China pair Trade

Calibration

• Applied on TiVA data for 1995-2020

• Calibrated parameters

Parameter Value Source Interpretation

ω .35 Baqaee & Fahri (2020) CES between sectors (inter. consumption)
θ .5 Baqaee & Fahri (2020) CES between sectors (final consumption)
λ .1 Baqaee & Fahri (2020) CES between VA and inputs
η .101 Match probability of conflicts Variance of UCW

in Martin et al. (2008)
α .03 Match figure in Federle et al. (2024) % TFP lost
Γ 0 % workforce/consumers lost

σj Caliendo & Parro (2015) Armington elasticities
πl
m,j,0 TiVA data Labor shares

πX
m,ij,0 TiVA data Intermediate shares

πX
nm,ij,0 TiVA data Intermediate trade shares
πc
n,j,0 TiVA data Final consumption shares
πc
mn,j,0 TiVA data Final trade shares

ynm,j,0 TiVA data Trade flows
Pn,0Cn,0 TiVA data Final consumption

• η targets a probability of conflicts of 4.6% between country pairs with distance < 1000km
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The geoeconomics of the US-China pair Trade

Increasing asymmetric dependence (TiVA raw data)
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The geoeconomics of the US-China pair Trade

Decomposing Geoeconomic Losses (I/O, α = −3%, η = 0.101)

Geoeconomic Losses: Ln ≡ snm × PKCn + (1− snm)× TCWn, with snm = 1
η2 × (OCWn + OCWj)
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The geoeconomics of the US-China pair Trade

Simulation of a post-2018 derisking

• CF scenario: ∆Trade CostCHN→USA in 2018

• ∆ means with / without derisking here

• Welfare change decomposes into standard peacetime welfare gains + geoeconomic gains

∆EŨn = ∆ logCn(peace)−∆ [snm × PKCn + (1− snm)× TCWn]

• Security dilemma related to trade dependence vis-a-vis geopolitical rivals

B Decoupling = policy-induced decrease in bilateral over multilateral sourcing
→ ∆OCWn < 0
→ Welfare gain: ∆PKCn < 0 and ∆TCWn < 0
→ Welfare loss: ∆snm < 0
→ Net effect? Calls for a quantification!
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The geoeconomics of the US-China pair Trade

“Derisking”: Unilateral ↗ τCHN→USA (I/O, α = −3%, η = 0.101)

(a) OCW and s (b) LUSA
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The geoeconomics of the US-China pair Trade

Interpretation

• Increase in tariffs reduce bilateral dependence and therefore OCW

• Reduction of dependence on China reduces TCW for the USA, the desired effect.

• Also reduces PKC, which improves welfare if peace is guaranteed (s = 1)

• However, peace becomes less likely (when ↗ τ reduce OCW enough)

• Hence, total geoeconomic loss (LUSA) goes from the black to the red curve

• Net effect on welfare is ambiguous, here decreasing...

• ...which would not be the case without adjusting s.
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The geoeconomics of the US-China pair Trade

Welfare under the shadow of war (I/O, α = −3%, η = 0.101)

(a) ∆LUSA with and w/o ∆s (b) Decomposing ∆EŨUSA
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The geoeconomics of the US-China pair Trade

Interpretation, cont.

• Reduction in consumption dominates quantitatively the geoeconomic gains

• The fall in PKC compensates but less so as s falls

• Keeping s unchanged amplifies the geoeconomic gains.

• Reduction of dependence on China reduces TCW for the USA only helps total welfare if s
gets really small (war very likely, indeed reducing true cost of war makes sense)
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Additional material

Section 4

Additional material
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Additional material

Gravity to measure OCWn (simplest case, no I/O, one factor)
• How to measure the ratio of peace/wartime real consumption (welfare in that setup)?

• Need a model to rationalize changes in consumption + output following shocks

• Ideally tractable enough for estimation (τbil and τmul) + counterfactual analysis

• Gravity is the tool needed. Bilateral share of expenditure of n:

πmn ≡
(τmnwm/Am)ε∑
k(τknwk/Ak)ε

, ⇒ log(πmn) = ε log τmn + FEm + FEn.

• Allows to estimate effects of wars on trade costs (change in τ).
880 REVIEW OF ECONOMIC STUDIES

FIGURE 4

The impact of a conflict on bilateral trade

i and j , we use the simple arithmetic average of bilateral import flows over GDP as a measure of
bilateral openness. For multilateral trade openness, we use the arithmetic average of total imports
of the two countries excluding their bilateral imports divided by their GDPs. We then estimate
the probability of MIDi j t between countries i and j at time t with a logit model:

Pr(MIDi j t ) = γ0 +γ1controlsi j t +γ2 ln

(
mi jt

Eit
+ m jit

E jt

)
+γ3 ln


 R∑

h �= j,i

miht

Eit
+ m jht

E jt


 . (14)

Equation (9) of our theoretical model predicts γ2 < 0 and γ3 > 0: a negative impact of bilat-
eral trade openness on the probability of MID but a positive impact of multilateral trade openness
on this probability. When estimating equation (14), we face three problems: observability of dis-
putes, endogeneity of trade variables, and measurement error on trade.

1. Cross-sectional variation of disputes:
Equation (9) of our theoretical model generates implications on how the process of escala-
tion of disputes into actual conflicts (MIDs) is affected by trade patterns. This prediction is
not directly testable because the escalation process is not observed in isolation. In our data
set, only the final outcome, MIDs (i.e. MIDi j t = 0 or 1), is observed. The probability that
an MID occurs is the probability of a dispute between countries i and j multiplied by the
conditional probability of escalation. With time subscripts, equation (10) becomes:

Pr(MIDi j t ) = Pr(disputei j t )×Pr(escalationi j t | disputei j t ). (15)

It is therefore essential in our regressions to take into account the cross-sectional varia-
tion of disputes. The estimates will be severely biased if we impose identical coefficients
for all country pairs, whether they have a low probability or high probability of disputes.
There are several determinants of disputes, but the one we will emphasize is bilateral dis-
tance. This seems natural as most interstate disputes are related to disagreements about
borders, ethnic minorities, or religion. This view is supported by our data set: Between
1950 and 2000, the probability of MID is around 5% for countries with a bilateral distance
below 1000 km; this probability drops to countries separated by more than 1000 km. To

c© 2008 The Review of Economic Studies Limited
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FIGURE 5

The impact of a militarized interstate dispute on multilateral trade

address the issue that not all country pairs have the same probability of disputes, we first
restrict the sample to those country pairs that are most likely to have a high probability of
disputes, namely those with a border and those with a bilateral distance below 1000 km.
This strategy has two drawbacks: The sample is very much reduced and it assumes that,
within the restricted sample, the trade coefficients are constant. Our second and more con-
vincing strategy is to keep the full sample of countries and to add interaction terms between
distance and trade variables, a natural choice given the multiplicative form in equation (15).
Here, we identify our effects on the coefficients of trade and on their interaction terms. If
disputes decrease with distance, we expect a positive sign on the interaction term between
distance and bilateral trade and a negative one for the second interaction term between
distance and multilateral trade.

2. Endogeneity:
The most obvious endogeneity issue relates to the relation between bilateral trade and mil-
itary conflicts. A negative correlation between bilateral trade openness and the probability
of bilateral military conflicts can arise with causality running both ways. Note that for the
relation between multilateral trade openness and the probability of bilateral conflicts, the
issue of reverse causality is not so obvious as we expect a positive impact of multilateral
trade openness on this probability. If anything, bilateral conflicts have a slightly negative
impact on multilateral trade openness (see previous section). We estimate equation (14) in
three different ways in order to deal with endogeneity issues. First, based on results from
the preceding section, we take a 4-year lag for bilateral and multilateral openness variables
in order to limit contemporaneous reverse causality. We also control for several variables
that could be co-determinants of conflicts and trade patterns. It might still be argued that
omitted variables could cause both lagged trade to fall and conflicts to rise over time, even
though the preceding section did not find strong evidence for this. The bias may come for
instance from the fact that some countries (because of cultural, historical, or other reasons
that we cannot fully control for) have good bilateral relations and large trade flows while
also having a low probability of military conflict. In a second set of regressions, we thus
control for such country pair fixed effects by exploiting the panel dimension of our data set.
Last, we implement an instrumental variable strategy in order to control for unobserved,
but time-varying, co-determinants of trade and conflicts.
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various geographic and political regime variables.36 How-
ever, the theoretical and empirical findings suggest that the
effects of trade on war are mixed. The realist view argues
that trade may create conflict by intensifying competition or
increasing dependence on strategic goods (or both). Indeed,
Barbieri (1996a, 1996b, 2002), Beck, Katz, and Tucker
(1998), and Barbieri and Peters (2003) find either a positive
or negligible effect of trade on the likelihood of conflict.
However, a growing number of studies support the opposing
“liberal peace” view that trade interdependence deters con-
flict and promotes peace by generating economic benefits
and raising the costs of conflict. For example, Polachek
(1980, 1997), Pollins (1989a, 1989b), Oneal et al. (1996),
Oneal and Russett (1997, 1999, 2001), Mansfield and
Pevehouse (2000), Gartzke and Li (2003), Oneal et al.
(2003), all find evidence that trade reduces the incidence of
conflicts. Nonetheless, in our case, we have reason to
believe that simultaneity is not a serious problem for our
gravity model results. Before we present the evidence, we
offer some intuition.

Most of the evidence of a significant effect of conflict on
trade involves cross-pair variation in the data (“between”
estimation), not within-pair variation across time (“within”
estimation). The former is of no concern to us since we use
CPFEs as our preferred model, a “within” estimator.
Whether a given country pair is, on average, more or less
likely to engage in war is factored through fixed effects. Our
identification of the effect of war on trade is purely in the
time dimension. Since levels of trade between countries are
very slowly varying over time (and, to a large degree,
explained by slowly changing or unchanging covariates
such as country size and distance), the use of trade levels to
forecast the timing of war is a priori a hopeless cause. Trade
measures may tell us something about which pairs are more

or less likely to go to war, but they tell us nothing about
when those countries will actually go to war.37

To establish this result, we proceed by estimating a model
of the likelihood that country pairs engage in war in the
spirit of the literature. The likelihood of war is specified as
a function of bilateral trade dependence, the number of
years of peace since the last war (YrsPeace), the major
power status of one or more of the pair (MajPower), joint
alliance membership ( Alliance), as well as of common
land borders (Border) and (log) distance:

Warijt � �0 � �1 ln �Tradeij/YiYj�t�2 � �2YrsPeaceij,t�2

� �3MajPowerij � �4Allianceijt�2 � �5Borderij

� �6LnDistij � εijt.

Countries that trade more bilaterally should—if the liberal
argument holds—have a lower likelihood of war because of
the opportunity cost associated with the loss of trade gains.
The expected effect of major power status is a priori
ambiguous. On the one hand, major power states are more
likely to engage in military conflict since they have wide-
ranging interests that potentially bring them into conflict
with a large number of states. On the other hand, their
military capabilities may work to deter actual conflict. The
likelihood of conflict should be lower for countries partic-
ipating in alliances and higher for countries that are adjacent
or closer together, since geographic proximity facilitates
confrontations over such matters as land borders and en-
hances the ability to bring military force to bear.38

We measure bilateral trade dependence as the log of
bilateral trade relative to the product of the pair’s GDP
levels.39 MajPower is a dummy variable � 1 if any
member of the pair includes the United States, the United
Kingdom, Germany, France, Japan, or USSR/Russia. The
Alliance variable is a binary dummy based on data from the
COW project, which codes three types of alliances or pacts
in order of decreasing level of commitment: 1 � defense,
2 � nonaggression/neutrality, 3 � entente. We code Alli-
ance � 1 whenever countries are linked by any of these

36 For a survey of the political science literature on links between trade
and conflict, see the citations in note 3.

37 Some papers in the political science literature use simultaneous
systems methods to take account of the interdependence between trade
and conflict—for example, Polachek (1980, 1997), Reuveny and Kang
(1998), Reuveny (2001), Keshk et al. (2004), and Kim and Rousseau
(2005). However, none controls for fixed-pair effects. As is typical of this
literature, these studies utilize different measures of conflict, sample
definitions, and explanatory variables, making comparisons difficult. It
should be noted that Keshk et al. (2004) and Kim and Rousseau (2005)
find that conflict affects trade, but they do not find evidence that trade
interdependence reduces the incidence of conflict. However, these results
have been shown to be sensitive to the inclusion of additional explanatory
variables, such as distance and relative power.

38 Of course, distances between potential adversaries can be overcome to
a great extent by the ability to project power by naval and air forces.

39 Martin et al. (2008) suggest that although countries trading more
bilaterally have a lower probability of conflict, countries that are more
open to trade overall have a higher probability of war because multilateral
trade openness decreases dependence on trade with any given country.

FIGURE 1.—IMPACT OF WAR ON TRADE FOR A GIVEN COUNTRY PAIR:
CONTEMPORANEOUS IMPACT AND LAGS 1 THROUGH 10
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Additional material

Gravity to measure OCWn, cont.

• Gravity also makes counterfactuals very easy. Exact Hat Algebra (x̂ = x ′/x):

• Production: Ym = wmLm, with Lm constant, ŵm = Ŷm.

• Expenditure: Xn 6= Yn, because of trade deficits. Assume that deficit is exogenously given
on a per capita basis, Dn = Lndn. Then Xn = wnLn(1 + dn), so that X̂n = ŵn = Ŷn.

π̂mn =
(Ŷmτ̂mn/Âm)ε∑
` π`n(Ŷ`τ̂`n/Â`)ε

.

• Using the market clearing condition that Y ′m =
∑

n π
′
mnX

′
n:

Ŷm =
1

Ym

∑
n

π̂mnπmnŶnXn =
1

Ym

∑
n

πmn(Ŷmτ̂mn/Âm)ε∑
` π`n(Ŷ`τ̂`n/Â`)ε

ŶnXn.

• Fixed point in vector of Ŷm gives the new equilibrium.
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Additional material

Counterfactual Simulations: Welfare changes in the model

• Arkolakis et al. (2012) formula for change in welfare (ωn = wn

Pn
).

• Self trade share:

πnn = (τnnwn/An)εP−εn ⇒ wn

Pn
= π

1
ε
nn ×

An

τnn

• Assume that τnn are unaffected by CF:

ω′n
ωn

=

(
π′nn
πnn

) 1
ε

× A′n
An

⇒ ω̂n = (π̂nn)
1
ε Ân.

• First term is traditional ACR formula. Second term is the change in TFP caused by wars.

• When CF is war, OCWn = − log(ω̂n)

• More elaborate versions of this will take into account I/O linkages, endogenous labor supply
etc., but the fundamental intuition remains: Larger trade costs cause a rise in self-trade,
all the more costly that goods are weak substitutes. TFP fall is a direct cost.

Back
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Additional material

Decomposing Geoeconomic Losses (I/O, α = 0, η = 0.02)

Geoeconomic Losses: Ln ≡ snm × PKCn + (1− snm)× TCWn, with snm = 1
η2 × (OCWn + OCWj)
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Additional material

“Derisking”: Unilateral ↗ τCHN→USA (I/O, α = 0, η = 0.02)

(a) OCW and s (b) LUSA
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Additional material

Welfare under the shadow of war (I/O, α = 0, η = 0.02)

(a) ∆LUSA with and w/o ∆s (b) Decomposing ∆EŨUSA
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