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A 2,000 km circle around Chile 
… has only 2% of Global GDP.  
 
In contrast Germany, Canada, Spain or China have 20% around 

Map distorted: Each country proportional to its GDP 

… Commodities and mature 
exports  might be less 
sensitive to the 
neighborhood 

But the still 2% assumes you can do  
business with your neighbors 



Chile used to produced tiles…  
… but natural gas became too expensive 

Plant (owned by Belgian multinational) closed in 2008  



Country’s rule of law is correlated with 
neighbors’ but there are differences  



Contract Intensity… 
share of “customized” inputs 

Low intensity 

 

High Intensity 

 



Firms’ choice: “nearsourcing” or “domestic”. 
Choice depends on Quality of neighbors’ institutions (QN) and industry 
sensitivity to contracts (zi)  

pnearsource(QN=good) 

pnearsource (QN=bad) 

Contract sensitivity of the industry (zi) 
[e.g. Nunn, 2007] 

Profits p  
Productivity f 

pdomestic 



Neighbor’s institutions matter too 

• Poor rule of law in neighbors     … 
cant sign a credible contract with them 

 

 Worse suppliers  
- Supply chain disruptions because, beyond relationships, 

contracts cannot be enforced. 
 

 Worse customers 
- Problems with payments, trade finance. 
  



Our result: The worse your neighbors’ 
institutions, the worse you do at producing / 
exporting contract-intensive goods.  

This specification uses revealed comparative advantage and the classification of neighbors as 
“good” or “bad” is based on the residual after controlling for own country institutions 



The effect is stronger if you are 
similar to your neighbor… 

 

• In terms of language or culture… 

 

 

• Because you should be doing more joint business 
together…   

 

• … But because of poor contract enforcement you 
are not! 

 

 



Paradigm of nearsourcing… 

Rest of the world 

Neighborhood 

Country 



The biggest potential winners from a policy. 
(a.k.a. if we were to improve neighbors’ institutions or find a way to bypass this 
constraint, who would benefit the most) 

Based on 1997 Institutional Indicators  

Measured as share of total 
exports in the industry. 
 
Costa Rica, Chile and Panama are 
relevant  potential benefitiaries 
from a policy. 
 
 
 
 
 

PRELIMINARY ESTIMATES.  
DO NOT CIRCULATE YET 



Who exports (differentiated!) gearboxes to 
Argentina (despite its poor contract enforcement)?  

Source: Available at http://indevagroup.com.br/case_renault_chile/ 



Improving/Mitigating Policies: 
  B2G vs B2B  

Deal with poor  
Neighboring 
institutions 

Avoiding 

Improving / 
Mitigating 

Direct Policies 

Direct 
Intervention 

FDI as facilitator 
of change International 

Arbitration 

Bilateral & Multilateral Investment 
Treaties 

Use third 
Jurisdiction 

Other 

Ethnic Groups 

Special zones  

Guarantees 



Concluding remarks:  
Enforcing contracts in the neighborhood  

• Integrating peripheral regions into GVC 
• Global Value Chains 

 

• Regional Value Chains are relevant…   
 … but need committment ! 

 
 

• Help B2B beyond B2G policies: Affordable 
arbitration ; guarantees; reputation tracking… 
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