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Abstract 

 

While world trade thrives and continues to grow, one would assume that countries that 

are strategic rivals would tend to trade less with each other. However, empirical evidence points 

otherwise, with bilateral trade between the United States and China peaking at US$503.2 billion 

last year despite the rhetoric on poor Sino-US relations. OLS regression analysis of dyadic trade 

flows is used to examine this trade-conflict relationship and to seek an answer for continued high 

trade volumes in spite of conflicting political interests, for a total of 11,913 dyads from 1990 to 

2008. The results reveal that the effect of strategic rivalry on trade is more nuanced than what 

most existing literature purports. Although strategic rivalry has an overall negative effect on 

bilateral trade, big economies with higher Gross Domestic Products and countries that are more 

globalized and thus more dependent on trade, tend to trade more despite differing political 

interests with their trading partners. Therefore, as we seek to understand the shaping of foreign 

policies between countries, it appears that economic incentives take precedence over political 

objectives and that the dollar sign, indeed trumps all. 
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Introduction to the Puzzle 

 

With the advent of globalization and the establishment of open international markets, 

world trade has been expanding year after year. According to the World Trade Organization 

(WTO) International Trade Statistics 2012, the value of world merchandise exports increased by 

20 percent in 2011 while exports of commercial services grew by 11 percent. However, such 

tremendous expansions of trade are not found uniformly throughout the globe, with certain 

regions and countries experiencing growth of greater magnitude than others. The WTO study 

also reports that merchandise trade flows within regions outperform flows between regions. Thus, 

this begs the question: what factors determine where and how much trade takes place? Could 

political factors outweigh economic interests?  

While one would assume that countries with conflicting political interests tend to share 

unfriendly international interactions and thus trade less with each other, empirical evidence 

seems to point otherwise. The United States is the leading merchandise and commercial services 

trader in the world today. Also deemed the leader of the free world and utmost advocate for 

democracy, the US has never really saw eye to eye with China, a communist state, especially 

after her phenomenal streak of double digit expansion that has sealed her position as the second 

largest economy in the world. Some of these instances would include the US’ constant pressure 

on China for human rights reforms, both states’ vying for military presences and alliances in the 

Asia Pacific region and their disagreements over the administration of foreign aid to North Korea 

or Africa, as noted by a myriad of BBC News and New York Times articles. Nevertheless, despite 

all these rhetoric on poor Sino-US relations, bilateral trade peaked at US$503.2 billion last year, 

according to the United States Census Bureau. Clearly, their political differences have not stood 
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in the way of their advancement of economic ties, despite how previous studies by Joanne Gowa 

and Edward Mansfield have suggested that strategic or political competition can hamper trade. 

Therefore, this study primarily aims to answer if strategic rivalry- conflicting political 

differences that do not escalate into war- indeed reduces bilateral trade. Following that, this study 

also examines the possible factors that would account for the continued flourishing of bilateral 

trade despite conflicting political interests. Given that the US and China are the two largest 

economies in the world, it is natural to infer that a larger GDP may dampen or negate the effect 

of strategic or political rivalry on trade. Another possible factor would be the extent to which a 

trading state is globalized. The more globalized a state is, the more dependent her economy is on 

trade and thus the more likely for political differences to be overlooked in the decision to trade. 

 

Literature Review 

 

Determinants of Bilateral Trade 

The literature on the determinants of bilateral trade is vast and comprehensive. Named 

after its similarity to Newton’s formula for the mutual attraction of two masses, the gravity 

model of trade, or a variant of it, is well established and used among economists and political 

scientists (Goldstein et al., 2007; Hegre et al., 2010; Linnemann 1966) to account for differing 

trade figures between different country pairs. The model purports that bilateral trade is 

proportional to the sizes of the trading partners measured by gross domestic product (GDP) and 

population, and inversely, to the distance between them. However, the gravity model is 

inadequate for explaining the soaring trade figures since bilateral geographical distances have not 

changed and economies have not grown as fast as trade either. This is shown by world 
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merchandise exports increasing by 5 percent in volume terms in 2011 though world GDP only 

expanded by 2.4 percent. With that, it is evident that many other factors determine where and 

how much trade takes place.  

Firstly, Joanna Gowa and Edward Mansfield show that free trade is more likely within, 

rather than across political-military alliances, since trade produces security externalities by 

enhancing the potential military power of any country that engages in it (1993). Through 80 

years of data starting 1905, they also confirm that alliances are more likely to evolve into free 

trade coalitions if they are embedded in bipolar systems than in multipolar systems. Andrew G. 

Long expands upon this effect of alliances on trade by demonstrating that higher trade among 

alliance members is only found in defense pacts- cooperative security agreements that require 

states to give military assistance to each other if attacked, whereas trade between members of 

non-defense pacts is statistically indistinguishable from trade between non-allies (2003). His 

study thus highlights the link between economic and security issues and reinforces the need to 

include political security considerations in the bilateral trade function. 

Secondly, a country’s regime type, determined by the presence or absence of a legislature 

that can effectively constrain the executive, also affects international trade relations. Democratic 

pairs share much more open and extensive trade than mixed pairs- consisting a democratic and 

autocratic country- with figures reaching a substantial 40% more by the 1990s (Mansfield et al., 

2000). Thirdly, it has also been found that trade flows are robust to leadership change in 

democracies where leaders are easily removed but are generally harmed when there is a 

leadership change in autocracies where leaders only require a small group of supporters for 

political survival (McGillivray and Smith, 2004). 
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Effects of Conflicting Political Interests 

There is significant literature on the primacy of politics in the trade-conflict relationship: 

states with similar political interests tend to trade more with each other, while states with 

conflicting political interests share less bilateral trade. It is widely believed that trade still follows 

the flag (Keshk, Pollins and Reuveny, 2004; Pollins 1989) and that international conflict reduces 

economic interdependence (Kim, 2005). However, it is important to note that Keshk, Pollins and 

Reuveny use conflict indicators based on militarized interstate dispute (MID) data, similar to 

how Gowa and Mansfield’s model controls for the occurrence of war between the trading dyads 

but omits military disputes that do not escalate into wars from their data. On the other end of the 

spectrum, a study that applies an interrupted time-series model contends that in most cases war 

does not have a significant impact on trading relationships. They find that although war leads to 

a temporary decline in bilateral trade at times, it has no permanent long-term effect on trading 

relationships in most instances and that trade often increases in the postwar period (Barbieri and 

Levy, 1999).  

Nevertheless, in current times, full-fledged militarized disputes are relatively few and far 

between. On the contrary, strategic rivalry- conflicting political differences that do not escalate 

into war- is more commonplace and also a precursor to conflict, thus making it worth studying in 

the pursuit of conflict resolution and prevention. With that, Pollins explores conflict beyond war 

or open conflict and includes foreign policy alignments in his definition of international political 

ties, as a determinant of imports (1989). He argues that the decline in bilateral trade flows as a 

result of negative international political interactions reflect very traditional security concerns: the 

desire to reward friends, to punish adversaries and to minimize risk. In the same vein, Morrow, 

Siverson and Tabares show that the political relationship between two states, operationalized by 
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the similarity in their alliance portfolios, strongly influences the trade flow between them. 

Moving from a pair of states with poor relations to good relations can produce close to a 400% 

increase in bilateral trade (1998). 

Most interestingly, Scott L. Kastner finds an exception to this aforementioned “rule” of 

trade following the flag: booming trade between China and Taiwan- two states that are arch 

enemies (2007). In his study, he demonstrates that the effects of conflicting political relations on 

commerce are partially contingent on domestic politics and that commerce continues to flourish 

despite political conflicts when internationalist economic interests- actors that support and gain 

from integration into global markets- are strong politically within states. While I do agree with 

Kastner that the impact of political relations on bilateral trade is partly determined by domestic 

politics, I disagree with the way he has defined it. My definition of domestic politics, derived 

from the Selectorate Theory, would align more closely to the incentives and constraints of the 

state leaders who have the influence to make policy decisions. Nevertheless, the puzzle of the 

factors that lead to flourishing bilateral trade despite strategic rivalry is a field of study that is 

still largely unexplored. 

 

Possible Reverse Causality 

It is also recognized that trade and conflict share a two-way relationship with reciprocal 

effects. Numerous studies have shown that trade promotes peace, since violence has substantial 

costs (Hegre et al., 2010; Lingyu Lu and Thies, 2010). Through building a game theoretical 

framework, another study also offers an explanation to why globalization, interpreted as trade 

liberalization at the global level, has not absolutely decreased the prevalence of violent interstate 

conflicts. They show that a pair of countries with more bilateral trade has a lower probability of 
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bilateral war, but multilateral trade openness decreases a country’s degree of bilateral 

dependence and its cost of a bilateral conflict, resulting in a higher probability of bilateral war 

(Martin, Mayer and Theonig, 2008). 

In addition, elements of the gravity model of trade do not merely affect trade figures, but 

the sizes of countries and their proximity also influence the likelihood of interstate conflict. A 

recent study holds that countries have better abilities and stronger incentives to engage in 

militarized conflicts the larger and more powerful they are (Hegre, 2008). This correlation of 

conflict with the other variables affecting trade points towards a potential problem of 

endogeneity. 

 

Gaps in Existing Literature 

 All in all, the existing literature on the relationship between dyadic trade and conflict is 

weighted towards the effects of trade on peace, rather than the other way around. Current 

research is also mainly concentrated on militarized interstate disputes or wars, which can only 

capture a small part of a state’s external behavior pattern (Kim and Rousseau, 2005). As 

aforementioned, international political relations today is more aptly described by strategic rivalry 

than hot war. In addition, Kastner’s data set covers 1961 to 1992 and older data as such tend to 

be skewed by the post-war effects of World War II, as well as the extreme bipolarity of the Cold 

War, as recognized by Mansfield, Milner and Rosendorff (2000). Most importantly, the puzzle of 

how nation-states can be engaged in high volumes of bilateral trade in spite of conflicting 

political interests still remains very much unanswered. Therefore, these gaps offer room for a 

more nuanced investigation.  
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Theory 

 

Nation-states engage in international trade in order to fully exploit their resources and to 

maximize their production and consumption possibilities while minimizing opportunity costs. 

The decision to trade is however not one made based solely on economic costs and benefits, but 

also socio-political objectives and considerations. Assuming that states are not unitary actors, but 

made up of a group of rational leaders seeking to maximize utility according to their individual 

preferences, these leaders would include political costs and benefits in their utility functions. As 

such, strategic rivalry between a pair of states, defined as conflicting political interests that do 

not escalate into a militarized conflict or hot war, is definitely a factor in the decision to trade 

and therefore a valid determinant of bilateral trade flow. 

 

Why Would Conflicting Political Interests Undermine Trade? 

The existing literature offers several explanations as to why conflicting political interests 

would undermine bilateral trade. First and foremost, free trade produces security externalities 

(Gowa and Mansfield, 1993). One such example would be the direct impact on the military 

balance of power with the exports of strategic goods, particularly those with direct military 

applications, which can improve an adversary’s military capabilities (Kastner, 2007). On a 

broader scale, since bilateral trade increases the wealth of both states, if a state were to invest its 

gains from trade into enhancing its military capability, then it would gain a military advantage 

over its trading partner, therefore state leaders may consequently choose to limit trade with an 

adversary or a potential adversary (Gowa, 1994).  Another security externality that can arise 

from trade would be dependency and thus vulnerability to economic coercion, which state 
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leaders would want to limit exposure ex ante (Kastner, 2007). On a national level, this can 

directly be observed with changes to the government’s foreign economic policy alignments with 

the warming or cooling of diplomatic ties.  

Secondly, trade flows are affected by decisions made not just by state leaders but also by 

actors at every social level, from individuals to corporations. These stakeholders and economic 

agents may view trade between countries with conflicting political interests as more risky since 

there is the possibility of these ties being ruptured by one government or the other at any time. It 

follows that importers are likely to choose to establish trading ties with exporters from friendly 

nations instead of adversaries so as to manage risk and minimize the possibility of economic 

disruptions (Morrow et al, 1998; Pollins, 1989). Therefore, conflicting political interests can 

diminish bilateral trade flows via the decisions of multiple economic agents. 

 

Another Dimension to the Rivalry- Trade Relationship 

Nonetheless, the relationship between strategic rivalry and trade is certainly not 

straightforward. A simple case study of the political and economic relations between the United 

States and China would suggest the presence of another dimension to this relationship between 

rivalry and trade. Since the Cold War ended, bilateral trade between the two states has been 

growing steadily, as shown in Figure 1 below. This substantial expansion in economic ties comes 

despite their obvious strategic rivalry within the current world order, manifested in their political 

differences and disagreements over a wide assortment of global issues, as illustrated by their 

constantly negative affinity score for their voting at the United Nations General Assembly in 

Figure 2 below. This choice of affinity score as a measure of strategic rivalry will be elaborated 

on in the research design segment later. But more importantly, such a stark contrast between 
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their state of political and economic ties calls for an investigation into the current theory to seek 

an explanation for this variation in the effect of strategic rivalry on bilateral trade. 

 
FIGURE 1. Total Trade between US and China         FIGURE 2. UN Voting Affinity between US and China 

      (in US millions of dollars) 

Source: Correlates of War Project Trade Data         Source: Gartzke’s Affinity of Nations Codebook Data 

 

Determinants that Affect the Effect of Strategic Rivalry on Trade 

The United States and China are the two largest trading economies in the world today. As 

demonstrated in Figure 3 below, over the last 20 years and more, their Gross Domestic Products 

(GDPs) have been on a continuous upward rise. 

 
FIGURE 3. Gross Domestic Product (in current billions of U.S. dollars)  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: World Bank Data Base, 2012. 
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Taking a leaf off their example, it would appear that the magnitude of the national 

economy would influence the effect of conflicting political interests on bilateral trade. With that, 

I theorize that big national economies with high Gross Domestic Products (GDPs) and therefore 

greater wealth have greater needs to trade, in order to maintain their growth in income and to 

satisfy the demands of their more affluent constituents. Since they have a larger pie to start with, 

they also have more to lose if trade were to follow the flag and be subjected to the warming and 

cooling of diplomatic relations. As such, due to the primacy of the goal to maintain and grow 

their pie, big economies tend to have high volumes of bilateral trade despite political differences 

with their trading partners. On the other hand, because these economies are so large, they offer 

huge markets that come with huge demands. Therefore, smaller states with smaller economies 

are also compelled to trade with them even if they disagree politically, due to the strong appeal 

of the immense economic benefits to be reaped. 

Furthermore, I theorize that the level of globalization in a state influences trade flow and 

thereby the effect of strategic rivalry on trade. Globalization means the integration of an 

economy into world trade, which leads to the expansion of imports and exports. The more 

globalized a state is, the greater the share of GDP that trade has, the more dependent a state’s 

economy is on trade. It follows that a more globalized state values trade more highly and is less 

likely to change the decision to trade because of conflicting political interests with its trading 

partners. As aforementioned, state leaders are rational utility-maximizing actors. Their primary 

goal would be to stay in power and to do so, they require the support from their core constituents, 

which includes economic agents at all social levels. This implies that their foreign economic 

policies have to be aligned to what these economic agents desire. The greater the ratio of trade to 

GDP, the greater the proportion of such economic agents that are monetary investors and 
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beneficiaries of trade, thus the greater the need to maintain these trading ties to satisfy these 

constituents, regardless of other political determinants. In short, it is apparent that how 

globalized a state is influences the effect of conflicting political interests on bilateral trade.  

 

Hypothesis 

 

 This study posits that the extent of strategic rivalry between two states is a dominant 

determinant of the amount of trade that takes place between them. With the aim of evaluating the 

primacy of politics in the trade-conflict relationship, my first hypothesis is as follows:  

 

H1: Strategic rivalry reduces bilateral trade flow. In other words, dyads with similar 

political interests tend to trade more with each other, while dyads with conflicting 

political interests share less bilateral trade. 

 

After having confirmed the above hypothesis, I would like to investigate the possible 

factors that would dampen the effect of strategic rivalry on bilateral trade. I expect to find big 

economies with high Gross Domestic Products (GDPs) to have high volumes of trade despite 

political differences. I also expect that the more globalized a state is, meaning the greater the 

share of GDP that trade has, the less likely for political differences to influence bilateral trade, 

thereby accounting for the continued flourishing of trade between dyads despite conflicting 

political interests. With that, the two remaining hypotheses for my study are as follows:  

 

H2: The bigger a state’s Gross Domestic Product (GDP), the smaller the effect of 

strategic rivalry on trade. 

H3: The more globalized a state is, the smaller the effect of strategic rivalry on trade. 
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Research Design 

 

Estimation Procedure 

 This is a cross-sectional time series study that uses Ordinary Least Square (OLS) 

regression with robust standard errors, as well as country-level fixed effects in some 

specifications, to test the impact of strategic rivalry on bilateral trade. The unit of analysis is the 

dyad year and the basic model that I use is an expanded variant of the gravity model of trade: 

 

log TRADEij = 0 + 1  RIVALRYij  + 2  log GDPi + 3  log GDPj + 4  log 

DISTANCEij + 5  log POPi + 6  log POPj + 7  POLITYi + 8  

POLITYj + 9  GLOBALi + 10  GLOBALj + 11  REGIONij + 12  

MILEXPi + 13  MILEXPj + u 

 

All variables are in year t. The dependent variable- log TRADEij is the natural logarithm 

of the value of total trade between states i and j. The independent variables are as follows: 

 RIVALRYij is the extent to which states i and j are strategic rivals, measured by the 

affinity of states i’s and j’s voting at the UN General Assembly (see “Independent 

Variable” below) 

 log GDPi and log GDPj are the natural logarithms of the Gross Domestic Products (GDP) 

of state i and j respectively, expressed in current U.S. dollars 

 log DISTANCEij is the natural logarithm of the distance between states i and j 

 log POPi and log POPj are the natural logarithms of the populations of state i and j 

respectively 
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 POLITYi and  POLITYj are the Polity IV scores of states i and j respectively, as an 

indicator of the extent to which the states are democratized 

 log GLOBALi and log GLOBALj are the values of total trade as a percentage of GDP, 

proxies for the extent to which states i and j, respectively, are globalized 

 REGIONij is a dummy variable used to indicate if both i and j are located in the same 

geographical region 

 MILEXPi and MILEXPj are the ratios of the total military spending of the region to the 

total GDP of the region, proxies for the extent to which the geographical regions of state i 

and j, respectively, are militarized 

 u is an error term 

 

Hypotheses 2 and 3 imply the presence of an interactive effect. To test the determinants 

that dampen the effect of strategic rivalry on trade, and therefore maintain or increase bilateral 

trade despite conflicting political interests, interaction terms are added as follows: 

 

log TRADEij = 0 + 1  RIVALRYij  + 2  log GDPi + 3  log GDPj + 4  log 

DISTANCEij + 5  log POPi + 6  log POPj + 7  POLITYi + 8  

POLITYj + 9  GLOBALi + 10  GLOBALj + 11  REGIONij + 12  

MILEXPi + 13  MILEXPj + 14  log GDPi  RIVALRYij + 15  GDPj 

 log RIVALRYij + 16  GLOBALi  RIVALRYij + 17  GLOBALj  

RIVALRYij + u 
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Data Description 

 With the aim of providing an update to findings from previous studies that tended to 

focus only on the major powers and pre-1990 data, I have decided to collect data for pairs of 

trading states all across the globe, starting from the 1990 to present. The sample includes 

216,739 observations for a total of 11,913 different dyads. The start date of 1990 is chosen 

because the end of the Cold War meant that trade no longer had to be restricted by the old world 

order characterized by the overarching bipolarity. Moreover, with the acceleration of 

globalization and the ensuing ease of communication and transportation, the 1990s provided a 

markedly different international environment for trade to flourish, as compared to before. 

 

Independent Variable 

 Similar to Kastner’s study, I have chosen as proxy for strategic rivalry (RIVALRYij) the 

extent to which states i and j have similar voting patterns, in other words voting affinity, in the 

United Nations General Assembly (UNGA), in year t. The obvious assumption made is that two 

states with low voting affinity have conflicting political interests and thus greater strategic 

rivalry, while two states with high voting affinity have aligned political interests and thus less 

strategic rivalry. This affinity scale that ranges from -1 to 1, with 1 indicating that their voting is 

completely aligned, is obtained from Erik Gartzke’s codebook data, which is only available up 

till 2008, thus making it the cut-off year of this study.  

 

Dependent Variable 

Bilateral trade figures come from the Correlates of War (CoW) Project Trade Data Set 

Codebook Version 3.0. The dependent variable (log TRADEij) is the natural logarithm of the 
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value of total bilateral trade- sum of imports- between states i and j expressed in current U.S. 

millions of dollars. A wide assortment of countries from every geographical region is included in 

the sample. There were missing values in the CoW dataset for several states like Palau and the 

Federated States of Micronesia but dropping them would not have changed the results 

significantly as these are small states with relatively small trade values. In my regressions, to 

account for the serial correlation of the observations and therefore model time dependence in the 

data, I add a lag to this dependent variable as an independent variable (DVlag). The descriptive 

statistics of the main independent and dependent variable are as follows (in Table 1): 

 

TABLE 1. Descriptive statistics of log TRADEij and RIVALRYij 

Variable Obs Mean Std. Dev. Min Max 

      

log TRADEij 178824 2.241 2.496 0 13.262 

RIVALRYij 200501 0.684 0.277 -1 1 

 

Gravity Model of Trade 

Several control variables are included in accordance to the gravity model of trade. A 

state’s Gross Domestic Product (log GDPi , log GDPj) is expected to have a positive effect on 

trade. The more a state produces, the more surplus there is for export. At the same time, the 

bigger an economy, the richer the state, the more resources she has to import goods and services. 

Similarly, the greater the population (log POPi , log POPj), the greater the demand for goods and 

services, the higher the trade flow. Both the data for GDP and Population are sourced from the 

World Bank Data Base. The gravity model also postulates that distance has a negative effect on 

trade since the further apart two states are, the higher the transportation costs. Thus, states that 

are geographically close are likely to trade more with each other. Data for distance comes from 
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CEPII Working Paper 2011 and the distance variable (log DISTANCEij) in the model is the 

natural logarithm of the distance between the geographical coordinates of the capital cities of 

states i and j, calculated following the great circle formula. 

 

Other Control Variables 

 Since the WTO reports that merchandise trade flows within regions outperform flows 

between regions, I include a dummy variable (REGIONij) to control for whether states i and j 

are located in the same geographical region. The extent to which a region is militarized, a 

measure of how concerned a region is about security, is also a determinant of bilateral trade and 

thus included in the model. Data for region militarization is derived from the Military 

Expenditure Database of Stockholm International Peace Research Institute (SIPRI). They have a 

consistent time series on the military spending of 172 countries from 1988 to 2011 and I have 

obtained the military expenditure by region in US billions of dollars, at constant (2010) prices 

and exchange rates. The region militarization variable (MILEXPi , MILEXPj) is the ratio of the 

total military spending of the region to the total GDP of the region. I also control for democracy 

(POLITYi , POLITYj), which has been theorized to increase trade flow, as opposed to 

autocratic trading states. Lastly, the extent to which states i and j are globalized (log GLOBALi , 

log GLOBALj), defined as the value of total trade as a percentage of GDP, is controlled. This 

control variable tells us how dependent a state’s economy is on trade and is therefore a direct 

determinant of trade flow. I expect distance and region militarization to be negatively correlated 

with trade while all other controls should be positively correlated with bilateral trade. Summary 

statistics of all variables are reported in Table 2 of the Appendix. 
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Results 

 

Analysis for Hypothesis 1 

 The results of specifications 1 and 2 of the model ran with a 1-year lag on the dependent 

variable of total trade and without fixed effects, as shown in Table 3 in the Appendix, reveal a 

significant positive overall effect of a dyad’s UN voting affinity on trade. This implies a 

significant negative effect of strategic rivalry on bilateral trade and therefore supports Hypothesis 

1. Using the results of specification 2, a dyad pair would expect a 0.4% increase in trade with a 

10% increase in voting affinity at the United Nations, controlling for all other factors in the 

model. Translating that into actual figures, if a dyad’s UN voting affinity score were to improve 

from 0.4 to 0.6, bilateral trade between them is expected to increase from 100 million to 102 

million. This seemingly small magnitude of the expected change in trade figures may in part be 

due to the distribution of the affinity scores being highly skewed towards the right, which means 

that there are extremely few dyads with a score of -1 to 0 while the great majority of the dyads 

have a score between 0.5 and 1. Furthermore, as shown in the summary statistics in Table 2, the 

affinity scores have a standard deviation of 0.277, implying that a 10% change in score is pretty 

standard, thus lending more credibility to the results of my model. 

In concurrence to the gravity model, the coefficients of the Gross Domestic Product 

(GDP) and population variables of both states are positive, while the coefficient of the distance 

variable is negative. Larger economies in terms of GDP, as well as larger countries in terms of 

population, are more likely to trade more, while countries that are located further away from 

each other tend to trade less. As expected and supported by previous research, being in the same 

region and being democratic are positively correlated to trade. These variables are all statistically 
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significant at the 1% level. Furthermore, the high R-squared value of 0.958 suggests that the 

estimation model is a good fit. 

 

Analysis for Hypotheses 2 and 3 

The results of specification 3 of the model, as shown in Table 3 in the Appendix, affirm 

that the relationship between a dyad’s UN voting affinity and bilateral trade is more nuanced 

than previously purported. The coefficients of all the interaction terms are negative and 

statistically significant at the 1% level, thereby supporting Hypotheses 2 and 3. As hypothesized, 

the effect of strategic rivalry on trade decreases as the GDPs of both states increase. This implies 

that countries with larger economies trade no matter how aligned their political interests are with 

their trading partners, whereas countries with smaller economies only trade more when their 

political interests are more aligned. This relationship between GDP and the marginal effect of 

strategic rivalry on trade is illustrated in Figures 4 and 5 below.  

 

FIGURE 4. GDPi and Strategic Rivalry   FIGURE 5. GDPj and Strategic Rivalry 

 

 

 

 

  

 

 

The downward-sloping lines indicate a clearly negative correlation and the standard 

errors are shaded in grey. Figures 4 and 5 also tell us that when the GDP of a state surpasses 
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e^27, which is approximately 532 billion U.S. dollars, the effect of strategic rivalry on trade 

reverses and that bilateral trade now increases despite political differences between the trading 

partners. These results derived from empirical evidence reinforce the theoretical argument that 

rich states with economies of such magnitude, for example the United States and China, would 

trade in spite of conflicting political interests. Another possible reason for these results would be 

that regardless of the extent to which they agree on foreign policies or enjoy amicable diplomatic 

ties, every state would need and want to trade with the big economies with big populations, since 

these big economies represent big markets with high demand for goods and services. Thus, 

within a trading dyad, as long as one of the economies is of significant magnitude, strategic 

rivalry would not reduce bilateral trade considerably. 

Similarly, the effect of strategic rivalry on trade decreases as the extent to which both 

states are globalized increases. This means that the more dependent a country is on trade, the 

more a country values trade, the less likely that her trading partner’s differing political interests 

would reduce their bilateral trade. This relationship between trade as a percentage of a state’s 

GDP and the marginal effect of strategic rivalry on trade is illustrated in Figures 6 and 7 below. 

 

FIGURE 6. Trade as % of GDPi and Strategic Rivalry 
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FIGURE 7. Trade as % of GDPj and Strategic Rivalry 

 

 

 

 

 

 

 

 

 

However, the relationship between trade as a percentage of GDP and the marginal effect 
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interaction terms could share a non-linear relationship with the effect of strategic rivalry on trade, 

which I have not explored in the scope of this study. 

 

Adding Country Fixed Effects to the Model 

The results for hypothesis 1 are robust to the use of country fixed effects, which are 

meant to correct for omitted variable bias and control for unobserved heterogeneity, including 

dyad-specific historical baggage and more.  When run with fixed effects, the model omits the 

variables for distance and whether the two states are in the same region, as these are constant 

variables that do not change over time and are thus accounted for by the fixed effects. The rivalry 

variable remains highly significant and the results for the models with fixed effects also reveal a 

significant overall positive effect of UN voting affinity on bilateral trade, as shown in Table 4 in 

the Appendix. With fixed effects, I also estimated a weighted-least squares regression, as in 

Model Specification 7, finding almost identical results to Model Specification 4 and thereby 

further support for hypothesis 1.  

With the interaction terms, as in Specification 6 in Table 4 in the Appendix, the results 

largely corroborate and confirm hypothesis 2. The coefficients of the GDP interaction terms are 

both negative with the term for State i being significant at the 10% level and the term for State j 

being significant at the 1% level. However, the results do not fully support hypothesis 3 as the 

coefficients of the globalization interaction terms do not turn out as expected- the sign of State i 

becomes positive, while the term for State j becomes insignificant. A possible explanation for 

this would be that besides a few exceptions, the level of globalization had not changed much 

within the time span of the study. In contrast to pre-1990 days, there was certainly a boost in 

integration of economies into the international market, but trade increased at a much slower pace 
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and eventually tapered off within the 18 years from which data was collected. Lastly, the use of 

country fixed effects often dampens or negates the effect of interaction terms in a model. 

 

Conclusion 

 

As I question the importance and possible primacy of political objectives in the decision 

to trade, this study finds strong evidence that strategic rivalry, defined as conflicting political 

interests between two states that do not escalate into a militarized dispute or hot war, does indeed 

reduce bilateral trade. This is due to a combination of reasons including security precautions 

against enhancing the military capabilities of an adversary, avoidance of vulnerability or threat of 

economic coercion and the management of risks by limiting economic disruptions.  

However, more importantly, the effect of strategic rivalry on trade is more nuanced than 

what most existing literature purports and this study offers two plausible explanations for the 

continued flourishing of trade between dyads despite conflicting political interests. Firstly, my 

findings are consistent in showing that big economies with higher Gross Domestic Products 

(GDPs) and therefore greater outputs and higher incomes tend to have high volumes of bilateral 

trade despite political differences with their trading partners. The alignment of political interests 

is subordinate to the mercenary goal of maintaining and growing one’s economy when the state 

already has a national economy of a substantial magnitude. At the same time, smaller states with 

smaller economies are eager to trade with large economies in spite of political differences since 

there are immense economic benefits to be reaped. Secondly, albeit sharing a relationship that is 

slightly less robust, the more globalized a country is, the more dependent she is on trade and thus 

the less likely that her trading partner’s differing political interests would reduce their trade. 
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While the findings have been strong and significant, they lead one to question if poor 

diplomatic relations as reported and sensationalized by state leaders, as well as the media, are 

merely empty rhetoric perhaps propagated to drum nationalism than to reflect actual deep-rooted 

political disagreements or strategic rivalry between two states. In the same vein, I must admit 

that strategic rivalry is difficult to operationalize and the use of UN voting affinity scores is a 

crude proxy, at best. More measures can be adopted to derive a more comprehensive estimation 

of a state’s external behavior pattern and foreign policy alignments.  

Nonetheless, the findings are promising and offer a starting ground for future studies. 

With that said, an area for further research would be other mitigating factors for the marginal 

effect of strategic rivalry on bilateral trade. One such example would be Foreign Direct 

Investment (FDI), which is undoubtedly a key determinant of trade expansion since most FDI is 

directed towards processing and enhancing trade operations. Studying the interactive effect of 

FDI with strategic rivalry can perhaps create an even more nuanced explanation for the 

continued flourishing of trade between dyads despite conflicting political interests.  Another 

possible factor would be the signing of Free Trade Agreements (FTAs) between a dyad, as such 

an agreement would inherently guarantee a certain level of trade flow despite the development of 

any political disagreements. 

 At the end of the day, my study reveals that within this intricate relationship between 

trade and conflict, while trade may follow the flag at times, economic incentives ultimately still 

take precedence over political interests or objectives. These findings therefore shed new light on 

our understanding of the shaping of foreign economic policies around political relationships 

between countries. In short, the dollar sign trumps all. 
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Appendix 

 

TABLE 2. Summary Statistics 

Variable Definition Obs Mean 

Std. 

Dev. Min Max 

       

log TRADEij 

Natural logarithm of the total trade 

between states i and j 178824 2.241 2.496 0 13.262 

RIVALRYij 

Extent to which states i and j are 

strategic rivals 200501 0.684 0.277 -1 1 

log GDPi 

Natural logarithm of the GDP of 

state i 213821 23.778 2.258 18.650 30.284 

log GDPj 

Natural logarithm of the GDP of 

state j 209488 23.459 2.161 18.650 29.304 

log DISTANCEij 

Natural logarithm of the distance 

between states i and j 216739 8.680 0.769 4.088 9.894 

POLITYi Polity IV score of state i 214149 4.567 6.106 -10 10 

POLITYj Polity IV score of state j 212538 1.095 6.869 -10 10 

GLOBALi 

Value of total trade as a percentage 

of GDP of state i 209508 77.967 39.258 0.309 460.471 

GLOBALj 

Value of total trade as a percentage 

of GDP of state j 206712 82.057 50.630 0.309 460.471 

log POPi 

Natural logarithm of the population 

of state i 216640 15.942 1.398 12.643 21.004 

log POPj 

Natural logarithm of the population 

of state j 216384 16.076 1.646 12.643 21.004 

REGIONij 

Dummy variable to indicate if both 

i and j are located in the same 

geographical region 216739 0.122 0.328 0 1 

MILEXPi 

Extent to which the geographical 

region of state i is militarized 211626 0.054 0.076 0.003 1.156 

MILEXPj 

Extent to which the geographical 

region of state j is militarized 204492 0.060 0.624 0.008 90.909 

RIVALRYij * log GDPi 

Interaction term between 

RIVALRYij and log GDPi 198467 16.022 6.503 -30.038 29.094 

RIVALRYij * log GDPj 

Interaction term between 

RIVALRYij and log GDPj 194915 16.015 6.584 -25.552 29.185 

RIVALRYij * GLOBALi 

Interaction term between 

RIVALRYij and GLOBALi 194841 53.396 34.820 -129.642 441.285 

RIVALRYij * GLOBALj 

Interaction term between 

RIVALRYij and GLOBALj 193203 57.362 46.024 -287.047 460.471 
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TABLE 3. Cross-Sectional Analyses of Determinants of Bilateral Trade, 1990-2008 
    

 (1) (2) (3) 

 Affinity Log Affinity Interaction Terms 

    

1-year Time Lag 0.904*** 0.905*** 0.901*** 

 (0.002) (0.002) (0.002) 

UN Voting Affinity 0.021**  1.180*** 

 (0.007)  (0.088) 

Log(GDP of State i) 0.080*** 0.080*** 0.101*** 

 (0.002) (0.002) (0.003) 

Log(GDP of State j) 0.082*** 0.082*** 0.096*** 

 (0.002) (0.002) (0.003) 

Log(Distance) -0.103*** -0.103*** -0.108*** 

 (0.003) (0.003) (0.003) 

Polity Score of State i 0.001* 0.001* 0.001** 

 (0.000) (0.000) (0.000) 

Polity Score of State j 0.002*** 0.002*** 0.002*** 

 (0.000) (0.000) (0.000) 

Trade as % of State i's GDP 0.001*** 0.001*** 0.001*** 

 (0.000) (0.000) (0.000) 

Trade as % of State j's GDP 0.001*** 0.001*** 0.001*** 

 (0.000) (0.000) (0.000) 

Log(Population of State i) 0.012*** 0.013*** 0.011*** 

 (0.002) (0.002) (0.002) 

Log(Population of State j) 0.018*** 0.018*** 0.017*** 

 (0.001) (0.001) (0.001) 

Same Region 0.077*** 0.078*** 0.065*** 

 (0.006) (0.006) (0.006) 

Military Spending of State i 0.088** 0.088** 0.119*** 

 (0.032) (0.032) (0.032) 

Military Spending of State j -0.002* -0.002* -0.003*** 

 (0.001) (0.001) (0.001) 

Observation year -0.001*** -0.001*** -0.002*** 

 (0.000) (0.000) (0.000) 

Log(UN Voting Affinity)  0.043**  

  (0.016)  

Affinity * Log(GDP of State i)   -0.028*** 

   (0.002) 

Affinity * Log(GDP of State j)   -0.016*** 

   (0.003) 

Affinity * (Trade as % GDPi)   -0.000** 

   (0.000) 

Affinity * (Trade as % GDPj)   -0.000*** 

   (0.000) 

Constant -0.819 -0.873 -1.121* 

 (0.524) (0.525) (0.522) 

    

N 136602 136602 136602 

R2 0.958 0.958 0.958 

Note: Standard errors are in parentheses. Estimations performed using Stata 12.0. * p < 0.1, ** p < 0.05, *** p < 

0.01 
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TABLE 4. Analyses with Fixed Effects of Determinants of Bilateral Trade, 1990-2008 

     

 (4) (5) (6) (7) 

 Affinity Log Affinity Interaction Weighted 

     

UN Voting Affinity 0.085**  2.219*** 0.083* 

 (0.032)  (0.482) (0.032) 

Log(GDP of State i) 0.241*** 0.241*** 0.264*** 0.249*** 

 (0.016) (0.016) (0.018) (0.017) 

Log(GDP of State j) 0.485*** 0.486*** 0.526*** 0.498*** 

 (0.016) (0.016) (0.018) (0.016) 

Log(Distance) .    

 .    

Polity Score of State i -0.005*** -0.005*** -0.005** -0.005** 

 (0.002) (0.002) (0.002) (0.002) 

Polity Score of State j -0.008*** -0.008*** -0.008*** -0.008*** 

 (0.001) (0.001) (0.001) (0.001) 

Trade as % of State i's GDP 0.002*** 0.002*** -0.000 0.002*** 

 (0.000) (0.000) (0.001) (0.000) 

Trade as % of State j's GDP 0.004*** 0.004*** 0.004*** 0.004*** 

 (0.000) (0.000) (0.001) (0.000) 

Log(Population of State i) -0.360*** -0.361*** -0.356*** -0.360*** 

 (0.079) (0.079) (0.080) (0.079) 

Log(Population of State j) -1.059*** -1.062*** -1.040*** -1.068*** 

 (0.070) (0.070) (0.070) (0.070) 

Same Region .    

 .    

Military Spending of State i -0.951*** -0.944*** -0.983*** -0.949*** 

 (0.142) (0.142) (0.141) (0.143) 

Military Spending of State j -0.002 -0.002 0.000 -0.001 

 (0.005) (0.005) (0.005) (0.004) 

Observation year 0.034*** 0.034*** 0.034*** 0.034*** 

 (0.002) (0.002) (0.002) (0.002) 

1-year Time Lag     

     

Log(UN Voting Affinity)  0.120   

  (0.080)   

Affinity * Log(GDP of State i)   -0.026*  

   (0.012)  

Affinity * Log(GDP of State j)   -0.071***  

   (0.014)  

Affinity * (Trade as % GDPi)   0.003***  

   (0.001)  

Affinity * (Trade as % GDPj)   -0.000  

   (0.001)  

Constant -60.732*** -60.705*** -61.846*** -60.624*** 

 (2.905) (2.911) (2.902) (2.914) 

     

N 144449 144449 144449 144449 

R2 0.006 0.006 0.008 0.008 

Note: Standard errors are in parentheses. Estimations performed using Stata 12.0. * p < 0.1, ** p < 0.05, *** p < 

0.01 
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List of Regions and Countries 
 

I. North Africa 

Algeria 

Libya 

Morocco 

Tunisia 

 

II. Sub-Saharan Africa 

Cape Verde 

Guinea-Bissau 

Equatorial Guinea 

Gambia 

Mali 

Senegal 

Benin 

Mauritania 

Niger 

Ivory Coast 

Guinea 

Burkina Faso 

Liberia 

Sierra Leone 

Ghana 

Togo 

Cameroon 

Nigeria 

Gabon 

Central African Republic 

Chad 

Democratic Republic of the Congo 

Uganda 

Kenya 

Tanzania 

Burundi 

Rwanda 

Somalia 

Djibouti 

Ethiopia 

Eritrea 

Angola 

Mozambique 

Zambia 

Zimbabwe 

Malawi 

South Africa 

Namibia 

Lesotho 

Botswana 

Swaziland 

Madagascar 

Mauritius 

Sudan 

 

III. North America 

United States of America 

Canada 

 

IV. Central America and the Caribbean 

Cuba 

Haiti 

Dominican Republic 

Jamaica 

Trinidad and Tobago 

Mexico 

Guatemala 

Honduras 

El Salvador 

Nicaragua 

Costa Rica 

Panama 

 

V. South America 

Colombia 

Venezuela 

Guyana 

Ecuador 

Peru 

Brazil 

Bolivia 

Paraguay 

Chile 

Argentina 

Uruguay 

 

VI. Central Asia 

Turkmenistan 

Tajikistan 

Kyrgyzstan 

Uzbekistan 

Kazakhstan 

 

VII. East Asia 

China 

Mongolia 

South Korea 

Japan 

Myanmar 

Thailand 

Cambodia 
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Laos 

Malaysia 

Singapore 

Philippines 

Indonesia 

East Timor 

 

VIII. South Asia 

Afghanistan 

India 

Pakistan 

Bangladesh 

Sri Lanka 

Nepal 

 

IX. Oceania 

Australia 

Papua New Guinea 

New Zealand 

 

X. Western Europe 

United Kingdom 

Ireland 

Netherlands 

Belgium 

France 

Switzerland 

Spain 

Portugal 

Germany 

Austria 

Italy 

Greece 

Finland 

Sweden 

Norway 

Denmark 

 

XI. Eastern Europe 

German Federal Republic 

Macedonia 

Cyprus 

Bulgaria 

Moldova 

Romania 

Russia 

Latvia 

Lithuania 

Ukraine 

Belarus 

Armenia 

Georgia 

Azerbaijan 

Turkey 

 

XII. Central Europe 

Poland 

Hungary 

Czech Republic 

Slovakia 

Albania 

Croatia 

Bosnia and Herzegovina 

Slovenia 

Estonia 

 

XIII. Middle East 

Iran 

Iraq 

Egypt 

Syria 

Lebanon 

Jordan 

Israel 

Saudi Arabia 

Yemen 

Kuwait 

Bahrain 

Qatar 

United Arab Emirates 

Oman 
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