working paper

series

Trade network and

international R&D spillovers

Andrea Fracasso
and

Giuseppe Vittucci Marzetti

WP 3/2011




This research was funded by the
Autonomous Province of Trento, as
the sponsor of the OPENLOC research
project under the call for proposals
“Major Projects 2006”. Partners of the
project are: the E. Mach Foundation,
the Manchester Institute of Innovation
Research, the Trento Museum of
Natural Sciences, the University of
Bologna and the University of Trento

PROVINCIA AUTONOMA
DITRENTO




Trade network and international R&D spillovers

Andrea Fracasso*

Department of Economics, University of Trento, Inama 5, 38122 Trento, Italy

Giuseppe Vittucci Marzetti

Department of Sociology ad Social Research, University of Milano-Bicocca,
via Bicocca degli Arcimboldi 8, 20126 Milan, Italy

Abstract

Following Coe and Helpman (International R&D Spillovers, EER, 39, 859-887,
1995), the literature on the trade-related channels of international knowledge flows
has flourished. Departing from Coe and Helpman’s tenets on the proportionality
of trade and productivity spillovers and thus relaxing the implicit assumption
that the knowledge transferred internationally is physically embodied in the
exchanged products, we test whether relatively strong bilateral trade relationships
are significantly associated with important international R&D spillovers. Notably,
we focus on refined measures of bilateral trade that account for country size,
time-invariant pair-specific factors and time-varying country-specific factors.
By distinguishing closer and more distant trade partners without weighting
their R&D stocks for the bilateral trade flows, we show that trade is indeed an
international transmission channel of knowledge even when distance and other
pair specific time-invariant factors are taken into account.

Key words: International R&D spillovers, Total Factor Productivity,

International trade network

JEL Classification: C23, FO1, 030, 047

*Corresponding author: Address: Department of Economics, University of Trento, via
Inama 5, 38122 Trento, Italy, Phone: 439 0461 282216, Fax: +39 0461 282222
Email addresses: andrea.fracassoQunitn.it (Andrea Fracasso),
giuseppe.vittucci@unimib.it (Giuseppe Vittucci Marzetti)

Preprint submitted to . April 28, 2011



1. Introduction

Many theoretical models show why and how knowledge contributes to techno-
logical progress and productivity growth. Not only knowledge has positive effects
on the productivity of the country in which it is produced and accumulated (see,
for instance, Aghion and Howitt, 1992; Romer, 1990); as argued in several theo-
retical contributions (Grossman and Helpman, 1991; Rivera-Batiz and Romer,
1991; Keller, 2004), in fact, knowledge may also affect foreign productivity to
the extent it is directly and indirectly transferred abroad. The process of ever-
increasing political and economic integration initiated in the early 1970s led
several authors to assess empirically whether productivity does indeed depend
both on domestic and on foreign stocks of knowledge.*

Coe and Helpman (1995) are pioneers in developing an empirical approach to
estimate how domestic and foreign knowledge impact on domestic Total Factor
Productivity (TFP). By focusing on a sample of 22 advanced countries over the
period 1971-1990, they investigate one of the various channels of international
transmission of knowledge, namely trade flows. To account for the trade-related
transmission of knowledge, they i) build import-weighted sums of trade partners’
cumulative Research & Development (R&D) expenditures as measures of foreign
knowledge stocks; and ii) include in their preferred specification an interaction
term between the degree of trade openness (i.e., the country’s import/GDP ratio)
and the stock of trade-weighted foreign R&D. In the following years, several
scholars refine the analysis along several directions, ranging from the econometric
technique to the level of disaggregation and the composition of the trade flows
(e.g. Coe et al., 2009; Engelbrecht, 1997; Lichtenberg and van Pottelsberghe de la
Potterie, 1998; Xu and Wang, 1999; Lumenga-Neso et al., 2005).

Keller (1998) takes a critical stance on the issue and points out that Coe and

Helpman’s (1995) empirical specification implicitly builds on three demanding

1Besides the literature on knowledge and aggregate trade flows, a strand of the literature
examining firm-level data has progressed, following Griliches (1992), on a separate avenue. Peri
(2005) refers to the former as the trade-growth literature and the latter as the micro-productivity
literature.



assumptions: i) output and productivity positively depend on the number of
differentiated intermediate inputs used in the production of final products; ii)
the number of varieties produced in a country depends on the local R&D stock;
iii) the larger the aggregate trade flows, the greater the number of imported
varieties of intermediate inputs. Even conceding that these conditions materialize,
Keller questions the appropriateness of the weighting scheme used by Coe and
Helpman in the construction of the foreign stocks of knowledge. According to
his own empirical findings, in fact, the unweighted sum of the R&D produced
abroad over time does an equivalently good job, especially for large countries, in
picking-up the knowledge diffusion process than trade-weighted measures. Keller
concludes that, contrary to what suggested by Coe and Helpman, who postulate
that knowledge spillovers follow a local diffusion process affected by the size
and composition of trade flows, the knowledge diffusion process is global and
trade-unrelated.?

We concur with Keller in questioning the fact that the empirical studies
using trade-weighted foreign R&D stocks and trade-related interacting terms
in the specification do implicitly assume that the internationally transferred
knowledge is proportional to the size of the trade flows.? In fact, as explained by
Keller (2004) and recognized in passing also by Coe et al. (2009, footnote 12),
the channels through which trade influences knowledge transmission and TFP
growth are numerous and exchanges of technology embodied in the intermediate
goods are only one of them.Thus, while a non-negligible trade relationship most
likely is a necessary condition for the international transmission of knowledge,
knowledge transfers and trade flows need not be proportional.

Accordingly, in this work we investigate whether international trade enhances

knowledge spillovers without assuming the existence of a proportional relationship

2This finding is consistent with a model of international technology diffusion without trade
in intermediate goods, such as the model built by Keller (2004) on the basis of Eaton and
Kortum (1999).

3This is in line with those theoretical models (such as Grossman and Helpman, 1991;
Rivera-Batiz and Romer, 1991; Eaton and Kortum, 2002) where traded goods are used as
productive inputs and differentiated goods embody technological know-how.



between the size of trade and knowledge flows, but simply postulating that
knowledge flows materialize conditional on the existence of relevant commercial
relationships. In this way, we depart both from Keller (1998), as we take trade
patterns into account, and from Coe and Helpman (1995), as we neither calculate
a trade-weighted measure of foreign R&D stocks nor impose a proportionality
relationship between trade and knowledge flows.

Focusing on actual bilateral trade flows, we distinguish the “close” (more
important) and “distant” (less important) trade partners of each country in
each year of the sample: we consider a partner as “close” when its bilateral
commercial exchange with the importing country overcomes a critical value.
Then, we calculate for each country in the sample two simple sums of the foreign
R&D stocks: one for the “close” partners and one for the “distant” ones. We
test whether the impact of the two R&D stocks on domestic TFP is the same, as
suggested by Keller (and implied by a trade-unrelated knowledge transmission
process), or not, as postulated by Coe and Helpman. Failing to reject that
the impact of the two foreign R&D stocks is the same would provide evidence
in favor of Keller’s intuition that trade does not impact on the international
transmission of knowledge. In fact, we reject this null hypothesis and show that
trade patterns affect the international transmission of knowledge (and the impact
of the latter on domestic TFP).

It is worth pointing out that we do not examine nominal trade flows or
import shares, as commonly done in the literature. Since each nominal trade
flow reflects the heterogeneous sizes of the trading countries, a unique critical
value to distinguish “close” from “distant” foreign partners should not be used
for all the countries in the sample: small countries, in fact, would hardly be
found “close” partners of other small countries. Instead, as we aim at detecting
relatively strong bilateral trade relationships, we need to adjust the nominal
flows for the economic size of the trading countries. To do so, we estimate a
gravity model of trade and, subsequently, we calculate the size-adjusted bilateral

trade flows as the differences between the actual bilateral trade flows and those



predicted by the model taking into account the GDP of both countries.* Then,
as it could be argued that the same time-invariant pair-specific factors that
affect trade flows also influence R&D spillovers (geographical distance is a case
in point), we calculate bilateral trade measures that are adjusted to account for
both the size of countries” GDP (as before) and the pair-specific factors (shortly,
size- and pair-adjusted trade values). The results indicate that relevant trade
relationships matter for the diffusion of knowledge even once distance and other
time-invariant pair-specific factors are taken into account.

In this work we contribute to the literature in two main ways. First, by
nesting Keller’s (1998) specification into a more general model accounting for
trade patterns, we contribute to discriminate more clearly between the hypotheses
of trade-related and trade-unrelated knowledge flows, which are equally plausible
at the theoretical level. Adopting nested models is a step forward with respect
to previous works which use non-nested models to test each of the hypotheses in
turn. In so doing, we address Keller’s (2004) claim that “the extent to which R&D
spillovers are related to the patterns of international trade must be estimated in
a model which allows simultaneously for trade-unrelated international technology
diffusion” (2004, p.1480).

Second, by distinguishing “close” and “distant” trade partners without
weighting R&D stocks for the size of the trade flows but on the basis of innovative
size- and pair-adjusted bilateral trade measures, we manage to show that trade
patterns matter in the transmission of knowledge even relaxing the assumption of
a proportional relationship between the sheer size of trade flows and knowledge
spillovers. Notably, these adjusted flows are calculated in a way that allows

distinguishing “close” and “distant” partners by means of a metric that fits all

4Taking stock on the recent advancements in the gravity literature (see Baldwin and Taglioni,
2006, 2007) to ensure that the estimated coefficients are unbiased, we adopt a specification
that acknowledges both time-invariant pair-specific and time-varying country-role-specific
unobserved factors.



countries independently of their economic size.”

The paper proceeds as follows. In Section 2 we present the baseline empirical
analysis of Coe and Helpman (1995) and Keller (1998). In Section 3 we illustrate
the model and the analytical strategy, while we explain in Section 4 the country-
size- and pair-adjusted trade measures adopted to distinguish “close” and “distant”
trade partners. The illustration of the data can be found in Section 5. Section 6
presents our main empirical findings, whereas robustness checks are included in

Section 7. Section 8 concludes.

2. Trade flows, R&D stocks and international transmission of knowl-
edge

In their seminal paper, Coe and Helpman (1995) estimate an intuitive speci-

fication to capture the effect of foreign R&D on domestic TFP:
d d F Mt f
log Fiy = a; + 8%1og iy + f v, log 5j (1)
it

where i is a country index, ¢ is the time index, log F is the log of TFP, S¢ the
domestically produced R&D stock, Sift an import-weighted sum of the R&D

stock produced outside the country ¢ at time ¢ (i.e. SZ-); = Z#i mSﬁ),
and M;;/Y;; represents the import-GDP ratio of country i at time .57

Trade enters this specification in two distinct ways: i) in the trade-weighted
construction of the foreign stocks of R&D; ii) in the interaction term which
allows for cross-country variation in the elasticity of TFP with respect to foreign
R&D (ie. Bf M) Yy).

Coe and Helpman (1995) find significant and relatively large values for 3/
and conclude that both domestic and foreign R&D stocks positively impact

5In addition, we point out in passing that, using the appropriate specification proposed
by Baldwin and Taglioni (2006, 2007), we estimate a gravity model of trade for 24 OECD
countries over a very long period (1971-2004), a time span longer than Wang et al. (2010).

6Coe and Helpman (1995) also add a term obtained by interacting the domestic R&D stock
with a dummy variable for the G7 countries to allow their output elasticities to differ from the
others.

"Lichtenberg and van Pottelsberghe de la Potterie (1998) claim that import shares should
not be used to weight foreign R&D and suggest to resort to weights equal to the ratios of
bilateral imports over the GDP of exporting country. As shown by Coe et al. (2009), this
reasonable modification does not invalidate nor weakens what found using specification (1).



on TFP, thus corroborating the theoretical works that postulate the impact of
international knowledge flows on productivity. These findings are confirmed by
Coe et al. (2009), where the analysis is repeated on an extended sample of 24
countries over the period 1971-2004 and human capital stocks are added to the
regressors.

Keller (1998) contends that the simple sum of the R&D stocks in the rest of
the world performs as well as Coe and Helpman’s (1995) trade-weighted measures

of foreign R&D. To show this, he estimates
log Fiy = a; + B%1og S& + B/ log S}cﬂ-t + € (2)

where S{ﬁt =2z S¢,. He finds estimates for B/ close to those obtained by
Coe and Helpman (1995), casting some doubts on specification (1).

Although Coe and Helpman’s (1995) results have been proved quite solid
in the literature, Keller’s point opens up a series of questions. The problem in
adjudicating among the competing claims about the relevance of trade-related
transmission of knowledge is that the models proposed by Coe and Helpman
(1995) and Keller (1998) are non-nested: this makes impossible to run direct
tests between them and to use measures of their goodness of fit to discern which
is the preferable one. In addition, even assuming that Keller’s (1998) conclusions
on the irrelevance of trade-related local transmission mechanism implied by
Coe and Helpman’s (1995) estimation form are correct,® we cannot exclude the
existence of different global and trade-related transmission mechanisms. In fact,
trade patterns may be important even excluding the existence of a proportional
relationship between trade and knowledge flows.”

The question of whether the network of trade flows is informative on R&D

spillovers remains to be tackled. In the next sections, we develop a way to nest

8Coe and Helpman (1995) estimate a specification form implying that knowledge is trans-
ferred abroad only to the extent it is embodied in traded goods. This characterizes a local
trade-related diffusion process of knowledge transmission.

9 Although we do not discuss specific channels here, trade-unrelated knowledge flows may
also be relevant. For instance, Peri (2005) considers patent-related knowledge spillovers across
regions in developed countries and shows that knowledge flows are highly localized.



Keller’s model into a more general one that takes trade and trade patterns into

account in a flexible way.

3. Model and analytical strategy

In this section we introduce the technical aspects concerning the model
specification, the estimation technique, the classification of trade partners of
each importing country, and the strategy adopted to carry out the tests. The
method employed to calculate the adjusted bilateral trade measures will be

illustrated in Section 3.

8.1. Model specification and estimation technique

While Keller builds a measure of foreign knowledge as the simple sum of
all foreign R&D stock, we suggest to distinguish the R&D stock of the “close”
trading partners from that of the “distant” partners. We shall come back in the
next sub-section on how to identify these partners.

We estimate a more general specification of Keller’s (1998) model by means

of Nonlinear Least Squares (NLS):
log Fiyy = a; 4+ A" log Hy, + f%1log S + 7 log (Sij;c + 5(5{(“ - S{;C)) +er (3)

with F', S and S}; as before, H;; staying for the human capital stock of country
i at time ¢, and Si’;c staying for the sum of the R&D stock of its “close” partners.
With respect to Keller’s specification, model (3) includes human capital among
the regressors, in line with what usually done in the most recent works.

Model (3) nests (2) as the former becomes the latter when § = 1. Accordingly,
we propose to test the null hypothesis Hy: § = 1 on the basis of a trade-related
division of foreign countries into “close” and “distant” partners. If the null
is rejected, there is evidence that trade patterns matter in determining the

international transmission of knowledge.

3.2. Trade patterns

To implement our method, we first need to identify each country’s “close”

and “distant” trading partners, so that for each country and period in the sample



we can calculate the two unweighted R&D stocks of their partners (respectively,
S/¢ and Si.., — 51°).

To do so, we are not interested in the aggregate values of the imports entering
any given country, but we aim to classify each annual bilateral flow as either
more relevant (linking the importing country to a “close” partner) or less relevant
(vice versa). The relevance of bilateral trade flows is assessed on the basis of
adjusted trade measures with respect to a certain threshold. We shall come back
on adjusted trade measures and threshold below.

For the sake of simplicity, consider annual bilateral imports as the trade flows
under scrutiny. For a given threshold (say ), the network I'Y (= (M%, G¥), with
G¥ the set of trade links and N'¥ the set of country-nodes) is dichotomized and a
binary directed network is calculated. In practice, the value of any bilateral trade
flow larger than ¢ is substituted with a 1, whereas the value of any bilateral
trade flow smaller than or equal to ¢ is substituted with a 0. Thus, for each
country in each year, the rest of the world is divided into two groups of countries
according to the underlying binary directed network: a) “close” partners, and b)
“distant” partners.

For each country-year, we then calculate the simple sum of the R&D stocks
of the country’s “close” partners S£C = Zje N# S}it and of the other foreign
countries S};it - Sf;c.

Given the threshold ¢ and the corresponding identification of “close” countries,

we estimate the model (3) with NLS, and then test the null Hy: 6 = 1.

8.8. Threshold values and testing strategy

It is apparent that the choice of the threshold ¢ is a key determinant of
the results. This is all the most important as, following what mentioned in
the Introduction, it is not fully clear at the theoretical level what determines
the relative importance of a bilateral trade relationship in terms of knowledge
transmission. To overcome such issue, we adopt a strategy that does not revolve
around an arbitrarily chosen value of the threshold.

We start by noticing that if trade patterns did not matter and knowledge



flows were not stronger where trading links are tighter, then the null hypothesis
Hp : 6 = 1 should never be rejected for any value of ¢. Instead, if there exist
at least some threshold values for which the null hypothesis can be rejected,
then it can be concluded that trade patterns (identified on the basis of the
dichotomized trade networks associated with such thresholds) do affect the
international transmission of knowledge.

On these grounds, we apply the method described in the previous subsections
over a very fine grid of threshold values. If we could never reject the null
hypothesis that § = 1 for any of the thresholds belonging to the range of the grid
search, we would conclude that Keller’s model is not rejected by the data. On
the contrary, if we could reject the null for some values, we would conclude that,
once properly identified, trade-patterns affect the way knowledge is transferred
abroad. It is worth stressing once again that this approach takes bilateral trade
patterns into account, but it does not impose a proportional relationship between
trade and knowledge flows as in Coe and Helpman (1995).

Clearly, only a limited range of threshold values identifies reasonable trade
networks, in turn conducive to meaningful estimates of model (3). Too high
a value of the threshold, for instance, entails that AS’iftC is almost empty, as no
country ever qualifies as “close” partner of country ¢: an almost-empty series Sftc,
in turn, negatively affects the estimation and also the goodness of fit worsens.!'?
Similar problems occur when an excessively low value of the threshold is chosen.
For this reason, we run the grid search over ranges of values ensuring that the
average density of the binarized network of “close” partners falls between 0.3
and 0.7. This conservative choice makes easier to compare the results found with
the adoption of different bilateral trade measures, which we discuss in the next

section.

101t should be noted that while an estimated & equal to 0 implies that the R&D stocks in
“distant” partners are irrelevant to domestic TFP, that is clearly a situation we cannot rule
out in principle, an almost-empty Siftc makes pointless the introduction of the series in the
estimation and complicates the estimation of our nonlinear specification.

10



4. Gravity model and adjusted trade measures

For the sake of simplicity, in the previous subsections we followed the literature
and assumed in the exposition of our approach that nominal bilateral imports
(M) were the measures of trade flows to consider. Using nominal bilateral trade
flows is indeed the most direct and intuitive way to distinguish and rank trade
relationships. However, as each bilateral trade flow reflects the heterogeneous
sizes of the countries involved in the exchange, it is difficult to find a unique
threshold able to identify properly the close and the distant partners of each
importing country in the sample. For any given value of M;j;;, in fact, larger
(smaller) countries more (less) easily result to be close partners of any importing
or exporting country. As discussed at length in the Introduction, moreover, the
importance of a trade relationship for knowledge transmission depends more on
its features than on the absolute dimensions of the flow. On this basis, it seems
warranted to adjust the trade measures for the sizes of the countries as this
correction most likely helps to know special partners from less important ones.

It could be argued that several works resort to import-GDP ratio (M;j;:/Y5),
rather than to nominal flows M;j,, and that this partially adjusts for the hetero-
geneous size of the importers. Although this is true, the size of the exporter is
in fact not taken into account: the largest exporting nations tend to be more
easily included in the group of “close” partners and the smallest countries in the
group of “distant” countries. Moreover, failing to normalize for the size of both
trading partners prevents from determining which exchanges are relatively more
important on the basis of information regarding the whole trade network.

Intuitively, to detect relatively strong bilateral trade flows in terms of a
unique critical value, we need to adjust trade flows for the size of both trading
countries. A straightforward measure, clearly, would be M;;;/(Y;:Y;:). However,
this metric implicitly assumes a unitary elasticity of demand for imports with
respect to GDP and also accounts neither for different patterns in import and
GDP price deflators, nor for trends common to the entire panel of countries.

To build comparable, country size-adjusted measures of bilateral trade flows,

11



we estimate a gravity model for the countries in our sample over the entire
period 1971-2004. Then, we calculate the size-adjusted flows as the differences
between the actual bilateral trade flows and the amounts of trade due, according
to the estimated coefficients, to the GDP of the countries. The gravity model of
trade is widely used in international economics to detect the relationship linking
actual trade flows and the GDP of the pair of trading countries, while taking
into account other observable determinants of trade and also some unobserved
pair-, country- and time-specific factors.!!

For our exercise to be correct the gravity model must be specified in a
way that removes, or at least reduces, the estimation biases for the coefficients.
Baldwin and Taglioni (2006, 2007) discuss the biases arising from measurement
errors and from the failure of accounting for the effects of the multilateral trade
resistance (Anderson and van Wincoop, 2003), i.e. the factors (such as income
and trade barriers) that characterize all the countries.

In the case of directional trade flows, each observation in the panel has three
dimensions: a time dimension and two country dimensions, as countries appear
either as importers or as exporters. As shown by Baldwin and Taglioni (2006),
to avoid biased estimates in this context it is not sufficient to include in the
specification of the gravity model either time-invariant pair-specific effects or
time-invariant country-role-specific effects: they are all time-invariant factors
which fail to pick the time-varying nature of multilateral resistance factors and,
thus, do not remove much of the correlation between the residuals and the
regressors.

Taking stock on the recent advancements in the literature on gravity models
in panel data, we adopt a specification that relates the imports of country ¢
from country j at time t (M;;;) as a function of the product of importer’s and

exporter’s GDP (Y;;Y;,), a constant (6p), time-invariant pair-specific factors

11 An analysis of the topological properties of the network derived from the residuals of
an estimated gravity model is in Fagiolo (2010), who shows that, far from being random,
such network actually displays complex trade-interaction patterns, with many small-sized but
trade-oriented countries that, independently of their geographical position, play the role of
local hubs or attract large and rich countries.

12



(vij.), and time-variant country-role factors (n;.¢, 1.j¢, respectively capturing any
importer-specific time-variant effect and exporter-specific time-variant effect).!?

Accordingly, the specification of the gravity equation, where the nominal
bilateral trade flows and the GDP are in logs (mi;: = InM;ji, yir = InYy,

yj+ = InYj;) reads as follows:
Mije = 0o + 01(yir + Yji) + Vij. + Nt + 05e + Eije (4)

where ;5 is the error component. The GDP and the trade series are taken in
nominal terms because, as observed by Baldwin and Taglioni (2006), the gravity
equation reflects a modified expenditure function. In fact, the introduction of
the dummies that pick-up the (time-variant and invariant) unobserved effects
113

makes the choice of the denomination of the series almost immateria

The measures we are interested in, that is the size-adjusted bilateral trade

sa

flows (mjj,;), can be calculated on the basis of the estimates of Equation (4).

More precisely, the size-adjusted bilateral trade flows are:
mjy = Mije — b0 — 01 (yix + yje) (5)

It could be argued that the same pair-specific factors that affect the bilateral
trade flows also impact on the R&D spillovers: was this the case, trade could
appear as a significant channel of transmission of knowledge while, in fact, it
acts as a proxy of some pair-specific factors. We then use the previous unbiased

estimates of the coefficients of the gravity model to calculate the size- and

spa

pair-adjusted measures of bilateral trade flows m;};’, whereby the (otherwise

unobservable) pair-specific component of trade is dropped:

spa N

My = Mije — b0 — 01 (yae + Yjt) — Vij. (6)

12When we use . in place of i or j or t, we intend that the unobserved factor is common
to, respectively, all the importers from j at time ¢, all the exports to ¢ at time ¢, and all the
periods for the pair (i, 7).

13 As we deal with aggregate import flows for OECD countries, our sample is almost fully
balanced and less than 0.1% of the bilateral trade flows are equal to zero. Hence, we do not
face the problems that emerge in the presence of many zeros when the series in logs and the
heteroskedasticity of the residuals is not duly accounted for. This issue is cleverly addressed in
the case of large cross-sections of data by Santos Silva and Tenreyro (2006) and Baier and
Bergstrand (2009).

13



If knowledge spillovers were unrelated to trade, then the null Hy: § = 1 would
not be rejected when either of these adjusted trade measures is used because no
trade-related partition would result as significantly associated with knowledge
spillovers. If knowledge spillovers were related to trade patterns only to the

extent that close trading partners are more in general well connected countries,

spa

then the null Hp : & =1 would be more difficultly rejected using m;;;" than using

sa

m;7,, as the former is adjusted for the pair-specific effects.

It should be noted that this measure is very conservative: when we subtract
the pair-specific factors from m;7; we get rid of parts of the bilateral exchanges
which might be really important in the transmission of knowledge and, in fact,

do not proxy for any common factors. For this reason, we do not claim that

m;7, is preferable to m?f,, but rather that it is more conservative.
5. Data

To maintain the comparability with the work of Coe and Helpman, we focus
on the sample of 24 OECD countries over the period 1971-2004 analyzed by Coe
et al. (2009). R&D stocks, human capital and TFP indexes are taken from Coe
et al. (2009); bilateral trade imports (in current dollars) come from the historical
archive of the IMF Direction of Trade Statistics; GDP (in current dollars) from
IMF IFS and UN Statistics Division.

6. Results

Armed with the size-adjusted and size- and pair-adjusted trade measures
described in Section 4, we apply the method illustrated in Section 3.1 and run the
estimations for the threshold ¢ in the range of admissible values ensuring that
the average density of the binary network of “close” partners remains between
0.3 and 0.7 (see Section 3.3).

On a year-by-year basis and for each threshold in the range of admissible
values, we i) identify the pairs of partners characterized by a relevant trade

relationship (when the trade measure overcomes the threshold); ii) dichotomize

14



the bilateral trade network accordingly (see Section 2); iii) build the series Sg;c
corresponding to the threshold. Finally, we estimate Equation (3) and test the
null Hy: § = 1.

6.1. Size-adjusted trade flows

When we consider the size-adjusted trade flows m;f; and run a regression
for each value of the threshold within the range [—0.7,0.7], the data suggest to
reject the null hypothesis for all the values of the threshold between -0.4 and
0.2.14

Figure 1 shows the p-values of the F-test of the null hypothesis Hy: § = 1
and the average density of the network of “close” partners. It can be easily seen
that the null can be rejected at very low level of significance for several different
values of the threshold . Notably, Figure 2 shows that the fit of the model —
evaluated in terms of the log-likelihood — is relatively higher for the range of
values of the threshold which reject the null.*®16

In a nutshell, Figures 1 and 2 suggest that trade patterns significantly affect
the international transmission of knowledge. A failure to reject the null for all
the possible values of the threshold ¢ would have instead suggested that no
trade-related partition of “close” and “distant” partners is significantly associated
with R&D spillovers.

As can be seen in Figure 2, the best fitting model is found in correspondence
of a threshold equal to -0.172: a size-adjusted import flow above -0.172 identifies

a more relevant trade relationship (for the importer 7, the exporter j is a classified

as a “close” partner) and one equal or below -0.172 identifies a less relevant

14The interval over which the grid search is conducted ensures non-empty SiftC and Sfﬂ. = Siftc;
more precisely, in line with what explained in Section 3.3, this interval ensures an average
density of the binary network of “close” partners between 0.3 and 0.7.

15The models do not differ in the number of coefficients but only in terms of the series
Sf;l, which in turn affect the estimated coefficient §. Accordingly, there is no need to use
information criteria, which attach a penalization for the number of estimated coefficients.

161t could be argued that it is not surprising that the p-value of the F-test falls when the
log-likelihood rises (and vice versa) as the former falls and the latter increases when the sum
of squares residuals of the unrestricted model — i.e. Equation (3) — falls. However, while the
p-value has a floor at 0, the log-likelihood has no ceiling: thus, these two statistics convey
coherent, but different messages.
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The dashed vertical lines indicate the range of the grid search
g The solid vertical line indicates the threshold.
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Figure 3: Distribution of size-adjusted trade flows, grid-search range and best-fitting threshold

relationship (for the importer 4, the exporter j is classified as a “distant” partner).

In Figure 3, we plot the distribution of the size-adjusted flows, the range of
the admissible values of ¢ and the best-fitting threshold. This fit-maximizing
value of ¢ will turn out to be useful in Section 7, where we calculate the point
estimates and the bootstrapped standard errors of the coefficients associated

with specific values of .

6.2. Size- and pair-adjusted trade flows

There could be pair-specific factors affecting both bilateral trade and R&D
flows. These factors could be mistakenly picked up by the size-adjusted trade
measures which would then act as proxies of the former. To take it into account,
we calculate more conservative adjusted trade flows: size- and pair-adjusted

it )-

measure of bilateral exchanges (m

We run a regression for each of the values of the threshold within the range of
admissible values [—0.15, 0.15], i.e. those ensuring non-empty Siff and S{(it fSif,;c,
so to maintain the average density of the binary network of “close” partners
between 0.3 and 0.7. Figure 4 reproduces the p-values of the F-test of the null
Hp: 0 = 1 and the average density of the network of “close” countries. The

data suggest to reject the null for the values of the threshold between -0.1 and
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Figure 4: F-test p-value and density of the “close” partners network. Trade measure: size-
and pair-adjusted flows msP¢

Figure 5: F-test p-value and log-likelihood. Trade measure: size- and pair-adjusted flows m?sP¢
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