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Trade costs impede international economic integration. They also drive many key findings in the contemporary open-economy macroeconomics literature. Amazingly, economists know little about the magnitude, evolution and determinants of these obstacles to international trade. While research on the nineteenth century trade boom has tracked certain costs like freight rates and tariffs reasonably well, and proxies for information costs and monetary regimes have been examined, the magnitude and impact of a host of other important impediments to trade remain unexplored.

In this paper, we present a new comprehensive measure of trade costs during the first wave of globalization from 1870 to 1913. We derive this from a micro-founded multiple-country general equilibrium model of trade in differentiated products that incorporates trade costs. These costs are broad and encompass not only shipping costs and tariffs but also many other informational, institutional and non-pecuniary barriers to trade. The model yields a "gravity" equation of international trade which we then use with trade and output data to compute implied bilateral trade costs. The outcome is a theoretically consistent measure of bilateral trade integration which can then be averaged over trading partners to provide a measure of overall integration with the global economy.

Measured trade costs exhibit considerable variation over time and space. The baseline findings demonstrate that the average level of trade costs fell by ten percent in the forty years before World War I. This decline explains nearly 40 percent of the total growth in bilateral exports. We attribute the rest of the growth of international trade to economic expansion. The fall in trade costs also fell much more quickly between 1870 and 1880 than between 1880 and 1913.

Trade costs dropped more slowly amongst the most advanced countries of the period than they did between core and periphery nations. Nearly all the increase in trade integration amongst the richest countries between 1870 and 1913 was due to economic expansion. Country pairs like France and the UK and the US and UK have flat or slightly rising measures of trade costs. Neither did these countries experience large declines in their trade costs after 1870 with their major trading partners. Nevertheless, the North Atlantic region had the lowest trade cost levels throughout the period. Conversely, declines in trade costs explain the majority of the increase in integration between the less developed and the richer countries in the same period. Different regions faced different drivers of trade.

Changes in trade costs were not as large as suggested by the roughly two percent annual decline in freight indexes between 1870 and 1913. Our trade cost measure declined at a rate of about 0.2 percent per year for the average country pair. We argue that transportation costs are only one input into trade costs. The novel interpretation of the late nineteenth century is that changes in overall trade costs were ostensibly small. However, large increases in trade can occur even when trade costs only change a little in standard macro models.

In terms of levels, the median country pair has a trade cost equivalent to imposing a tariff on the price reigning in the export market of 90 percent. At the same time, their values (again in tariff equivalents) range between 28 percent to nearly 228 percent. In 1913, the median tariff equivalent had decreased slightly to 76 percent, and the bottom and top end fell somewhat to 25 percent and 199 percent. The most highly developed countries seem to have the lowest average trade costs. On the other hand, small, remote, and less developed countries seem to have the highest levels.

After examining these levels and trends, we turn to the determinants of trade costs. This exercise demonstrates the sensibility of our trade cost measure. Conventional wisdom is that transportation improvements were the key to the increase in international integration prior to 1913. But recent work on nineteenth century commodity markets has shown that falling trade costs were driven by factors such as monetary regimes and trade policy rather than technological factors affecting shipping costs. Other papers in the gravity vein have looked at bilateral trade flows between 1870 and 1913 and found that monetary regime coordination, as well as cultural and political factors, played a very important role in explaining trade patterns. We seek to expand on these studies by looking at these and other components including shipping costs, geographic constraints, institutions and cultural links, policies and non-tariff barriers.

Our evidence suggests proximity was the most important factor in explaining the variation in the data amongst all of the various determinants of integration. Secular reductions in maritime shipping costs and other overland freight costs decreased the wedge of distance so that other factors increased their relative importance in driving integration in the years just prior to 1913. Also, shared legal institutions and administrative practices that former Latin American colonies inherited from their colonial period did not lead to lower trade costs amongst them while a shared language and membership in the British Empire increased integration. These two latter factors seem to be as important as tariffs and exchange rate policy in affecting the size of trade costs. It is possible that information flows, informal and formal contracting mechanisms, marketing techniques and financial factors also play a role, but only limited qualitative information is available so far. A sizeable fraction of trade costs remains unexplained by all of these observables and so this paper provides a challenge for further research on these issues.

