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What is Gravity Model

Gravity model Is a very popular econometric model in
International trade

The name came from its utilizing the gravitational force
concept as an analogy to explain the volume of bilateral
trade flows

— Proposed by Tinbergen (1962)

Initially, it was not based on theoretical model, but just
Intuition only

Later on, a range of rigorous theoretical foundation has
been given.

' — The most well-known benchmark so far is Anderson and vasa
) Wincoop (2003). |




Gravity Analogy

Gravity force equation

Gravity force between
two objects depends on
their masses and
iInversely proportional to
the square of distance
between them.

Trade Gravity: Basic

X, =exports (or trade) from i to J,
C =contstant,
Y =economic mass (» GDP),
t = trade costs between two countries
» distance, adjacency, .., " policy factors".

Export (or trade) between two
countries depends on their
economic masses and negatively,
related to trade costs between
them. s




Basic gravity model of trade:

e Larger countries trade more than smaller ones

* Trade costs between two trade partners reduce trade
between them.

Empirical equation for basic gravity model.:
In X =b, +b, In(Y;) +b, In(Y;) +b; In(t;) +e;

b,,b, >0; b, <0
= A 1% change InY; Is associated with a b, % chage in X.|




Proxies for trade costs

Distance
Adjacency
Common language
Colonial links
Common currency
Island, landlocked

Institutions, infrastructures, migration flows,..

( ig\B,fiIateraI tariff barriers




Why Is it so popular?

Intuitively appealing
Fits with some important stylized facts

Easily to use real data to explain trade
flows with respect to policy factors we are
Interested In.

Estimation using OLS
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