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CHAPTER 2
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Abstract: Recent advances in trade theory and empirics make it possible to infer trade costs from the 
observed pattern of trade and production across countries. This chapter uses that insight to provide 
evidence on recent trends in trade costs, focusing on the developing world. The data show that developing 
countries, particularly low income countries, su�er from relatively high trade costs. They risk continued 
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 Figure 2.4 Structure of Logistics Expenditures
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 Sources: TU Berlin for Germany, Turku School of Economics for Finland and Estonia and World Bank for Kazakhstan. 

Along with Chapter 1, this section has examined the possible economic and development outcomes that may be 
associated with lower trade costs. Partner countries have direct experience of these e�ects and can speak to how real 
they are in practice, as opposed to in principle or on average (Box 2.1).

Indeed, inventory costs are the consequence of a lack of reliability of the supply chain in a development context: �rms 
need to maintain higher inventory to hedge against the consequences of less predictable deliveries. Furthermore, 
�rms willing to enter global manufacturing value chains encounter a double penalty, with extra logistics costs on 
both inputs and exports. The causes of unreliability are rarely found in de�cient physical infrastructure but rather in 
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The gravity model started its life as a sensible empirical rule of thumb that matched the available data well. In more 
recent times, however, it has been given a sound set of theoretical foundations. Indeed, it has been observed that just 
about any reasonable trade model should give rise to an equation that looks something like gravity. The important 
point is that the model now rests on �rm microeconomic foundations, based on sometimes sophisticated assumptions 
about consumer and producer behaviour. 

In gravity modelling, the analyst•s task is typically to assess the e�ects of a given trade cost factor on bilateral trade. 
Trade costs are given, and trade is modelled as the endogenous variable. However, it is perfectly possible to use some 
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Thus far, the discussion has focused on trade costs in manufacturing. Figure 2.7 takes the discussion in a di�erent 
direction, to agriculture, the other macro-sector in the UNESCAP-World Bank database. The �rst striking fact about 
Figure 2.7 is its similarity to Figure 2.6: trade costs in agricultural markets are also higher in poorer countries, and the 
pattern is consistent across income groups. However, the levels of trade costs involved are starkly di�erent: trade costs in 
agriculture are much higher than in manufacturing, in all income groups. The gap is starkest in the high income group: 
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EXPERIENCE DIFFERS SUBSTANTIALLY WITHIN THE DEVELOPING WORLD

The previous section has already made clear that trade costs vary widely across developing countries, particularly 
between the low and middle income groups. Variation is also regional, however, and is only partly related to di�erent 
average income levels by region. Geography also plays a role, for instance, whether countries are landlocked or small 
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Another important dimension for the trade costs data is intra- versus extra-regional trade. In general, we would expect 
trade costs on regional routes to be lower than on more distant ones, �rstly because of transport costs, but also 
because of regional integration e�orts and institutional similarities among neighbouring countries. Table 2.1 provides 
some quantitative data that more or less bear out this insight. Each cell in the table shows average trade costs for a 
combination of regions. The boxes on the diagonal are intra-regional trade costs and all the others are extra-regional. 
The table is symmetrical because the UNESCAP-World Bank trade costs database uses an average of underlying trade 
costs in both directions to form its index. 

It is clear from Table 2.1 that intra-regional trade is generally a good deal less costly than extra-regional trade. An 
exception that has been well noted in practice is South Asia: it costs approximately the same to move goods between 
South Asian locations as it does to move them between South and East Asia. There is indeed a good deal of shipment 
between South Asian ports that goes via Singapore rather than directly, so this result is expected … albeit indicative of a 
considerable degree of dysfunction in the intra-regional transport market and trade facilitation arrangements.

Reading across Table 2.1, East Asia and the Paci�c again stands out for its relatively low level of trade costs compared 
with other regions. It is frequently the lowest cost extra-regional destination for developing country exports. This fact is 
explained by the region•s strong performance on transport connectivity: it contains international best practice hubs like 
Hong Kong, China and Singapore, as well as a large number of maritime ports in other locations. It is also a region that 
has worked hard on trade facilitation … including through projects funded through aid for trade. The policy lesson is that 
it is possible to make a region … or a country … a low trade cost environment through concerted policy action. The fruits 
of such policies are high levels of trade and the potential for sustainable and inclusive growth and poverty reduction. 
Indeed, the East Asia and the Paci�c region has been remarkable for its rate of poverty reduction over recent years, and 
it appears that international trade has played at least some role.

TABLE 2.1 Regional trade costs matrix for manufacturing, 2010
(Percentage of average trade costs)

East Asia  
& Paci�c

Europe & 
Central Asia

Latin America  
& Caribbean

Middle East  
& North Africa

South 
Asia

Sub-Saharan 
Africa

East Asia & Paci�c 84% 143% 148% 166% 116% 161%

Europe  
& Central Asia

143% 94% 240% 138% 14r74277(3)-41.%  B 5%Latin America  & Caribbeaa
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Another issue that is currently increasing in importance on the policy agenda is connectivity. In the Asia-Paci�c, ASEAN 
and APEC, both have major policy documents aimed at boosting regional connectivity in a wide variety of ways. 
Connectivity can be seen as new-generation trade facilitation: it moves beyond the point-to-point paradigm of the 
supply chain to deal with the ways in which trade costs a�ect networked production platforms like GVCs. Based on this 
analysis, we would expect that improved connectivity would be associated with lower trade costs in the same way as 
improved logistics and trade facilitation performance.

The Liner Shipping Connectivity Index (LSCI) developed by UNCTAD (United Nations Conference on Trade and 
Development) is one measure of a country•s ability to connect to global transport markets. It compiles data on a 
number of measures of connectivity performance, such as container ship deployment, carrying capacity, number of 
shipping companies, services and vessels and average and maximum vessel size. The vast bulk of international trade 
by volume, and a strong majority by value, travels by sea. Firms depend on maritime connectivity to be able to move 
goods through global markets. Typically, it is only goods that have a high value to weight ratio that travel by air, so sea 
lanes remain particularly important for many developing countries.

Figure 2.11 shows the association between the LSCI on the horizontal axis and trade costs on the vertical axis. The line 
of best �t is again downward sloping, which indicates that stronger maritime connectivity is associated with lower 
trade costs. As was the case for the LPI, the �t is very tight, which means that the association between the two variables 
is strong. More detailed analysis based on an econometric model backs up the �nding in Figure 2.10: improving 
connectivity is one important way in which developing countries can reduce trade costs. 

Connectivity is, of course, a broad agenda, but the components of the LSCI are suggestive of a number of ways in 
which countries can helpfully intervene in a policy sense. Moreover, many of these measures are common to other 
transport modes, such as air. Examples of important policy initiatives include infrastructure development at key gateway 
facilities such as ports and airports, as well as the roads and rail links that connect them to the rest of the economy.  
It is also important to get the regulatory stance right: liberalising transport services markets, including through relaxing 
restrictions on FDI, can promote consolidation and productivity upgrading, as well as the di�usion of global and regional 
best practices in terms of operating procedures.

 Figure 2.11 Linear Shipping Connectivity Index versus trade costs, 2012
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Of course, a regional approach to trade costs could give rise to concerns about trade diversion if trade costs are reduced 
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Such indicators provide a starting point for strategies to lower trade costs and make international supply chains more 
e�cient. However, country indicators are not diagnostic tools but rather coarse indications of where countries stand 
in certain policy dimensions. Policies addressing the source of trade costs should be designed on comprehensive 
assessments and speci�c facts and data. This e�ort can be supported by a series of guidelines and toolkits. In the area of 
trade logistics one popular reference is the Trade and Transport Facilitation Assessment (TTFA) (See Box 2.2). 

The facilitation audit establishes a diagnosis, as comprehensive as possible, of procedural or operational constraints 
to external trade and international transportation services. The three main areas of focus are: 1) procedures and 
regulatory requirements for international trade transactions (e.g. customs); 2) e�ciency and market structure of 
transport services and infrastructures; and 3) measurement of costs and delays. This analysis is carried out through 
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Policy dimensions are complementary and non-separable in practice. For instance the popularity of trade facilitation 
programmes don•t replace improvements in infrastructure. Many countries continue to face signi�cant infrastructure 

gaps that need to be addressed as part of programmes to lower trade costs. It is true that even the costliest elements 
of trade facilitation reform programmes (e.g. setting up single-window systems or upgrading border infrastructure) are in 
general far lower investments than infrastructure projects like port or airport upgrades, or road and rail re-construction. 
However, in practice these facilitation reforms are better implemented when tied to physical infrastructure. For instance, 
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Non-tari� measures (NTMs) comprise a signi�cant source of trade costs, the importance of which has risen as tari�s 
have fallen globally. Streamlining NTMs, and harmonising them between trade partners and within regions, can have a 
signi�cant impact in lowering trade costs. Diagnostics like the World Bank NTM Toolkit can help governments analyse 
NTMs in a more systematic manner and provide a basis for more objective discussion with di�erent stakeholder groups 
on NTMs than is often the case. 

Aid for trade should also address groups of countries with special needs due to comparatively very high trade costs. 
Such is the case of Landlocked Developing Countries (LLDCs) and Small Island Developing States (SIDS). Figure 
2.15 provides strong evidence that landlocked developing countries or islands states indeed su�er from particularly 
high trade costs that e�ectively marginalise them from the trading system. There are indeed at are at an obvious 
disadvantage given the need to cross a transit country (landlocked countries) or the dependence on trans-shipment 
(island states) to access international markets. 

 Figure 2.15 GDP per capita and Aggregate Trade Costs

 Source: World Bank 2014

Even more serious is the dynamic. Figure 2.16 presents average trade costs for landlocked and coastal countries in 
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