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Introduction
At the end of the Chinese Civil War in 1949, the communist leader Mao Zedong had declared the establishment of the People’s Republic of China. The losing Republic of China under the nationalist Chang Kai Shek retreated to the island of Taiwan. 
The two countries have had a rivalry that started from that civil war and the rivalry has had political and diplomatic repercussions on both a national and global level. In the United Nations we can see that the Republic of China was replaced by the People’s Republic of China. The R.O.C., was called Taiwan from then on and was denied any representation in the U.N. This U.N. resolution, ratified in 1971, meant that only the P.R.C. could be called China and was the legitimate representative of the Chinese peoples and her territory.   In 1992 both China and Taiwan adopted the ‘One China’ policy, which meant that both countries agreed that there could only be one China. The result was that China or Taiwan would cut off all diplomatic relations with any country that recognized both China and Taiwan or conducted official governmental business with both. This rivalry continues to this day and affects other countries as well. For example, Haiti recognizes Taiwan as legitimate, and China donated the relatively small amount of $1 million for relief efforts after the earthquake of 2010. After the Pakistan floods disaster in 2010, China donated at least $250 million (Xinhua News, 2010). Pakistan recognizes China as legitimate. A harsher example is when China vetoed a U.N. peacekeeping mission in Macedonia and only allowed it when Macedonia switched their recognition from Taiwan to China, in 2001 (Ministry of Foreign Affairs of the P.R.C., 2001). 

The  motivation of this paper is to find out if this clear difference in actions by China can also be found in bilateral trade relations. With China currently being one of the most important players in the world market, it is of importance to understand what determines its trade flows.. Another consequence of the Chinese and Taiwanese rivalry is that Taiwan has both official and unofficial embassies and the difference may also play a role in bilateral trade relations. Other previous papers on trade flows by other authors have looked at how in principal diplomatic or political determinants may influence trade relations, but this has not been studied in terms of official and unofficial embassies or in the context of a political rivalry, such as China and Taiwan. 

This paper works within the model of a gravity equation and uses a fixed effects regression. We find that having diplomatic relations with China is trade enhancing but that this is not the case with Taiwan. Taiwan uses ‘Cheque-book’ diplomacy, through which Taiwan exports a lot cheaply, but imports almost nothing, which explained the trade diminishing effect on exports to Taiwan for having diplomatic relations with Taiwan. 
We also show that there is a difference between an official Taiwanese embassy and an unofficial Taiwanese embassy, named TECRO, and that TECROs do have a trade enhancing effect on trade with China. The effects for having adversarial diplomatic relations however, largely turn up insignificant and show that the model is incomplete and needs to be improved upon by further research.

The first section will deal with the motivation and the history behind the subject.
The second section looks at related literature. The third section looks at the framework in which the testing will be done and explains the variables that are used. We will also give further theoretical arguments for how the variables may behave and why they are important. 
The fourth section provides an overview of the empirical methodology and the data used.
The fifth section analyses the regression results. 
The sixth section explains the consequences and concludes the paper.

1: Overview over the relationship between China and Taiwan
The People’s Republic of China declared independence in 1949 and has since the economic reforms of 1979 been industrializing. Being the most populous nation China also has the second largest economy by nominal GDP (IMF 2013); China plays a major role in the international trade, as it is the largest exporter and second largest importer of goods in the world. The nation is an authoritarian regime and is governed by the communist party. Being an authoritarian regime has created conflicts with other mostly democratic countries. These conflicts range over issues such as ethnic oppression, lack of religious freedom or other human rights issues such as freedom of speech and press. Another source of international criticism or pressure on China’s policies is how the nation interacts with its’ neighbours. It’s of particular importance for diplomatic relations as diplomatic conflicts can severely impact bilateral relations. One such conflict is the current dispute over the Senkaku or Diaoyu islands which have caused an economic backlash, as protestors created an unsafe environment for Japanese businesses in China (Guardian, 2012). 
 In this paper, we focus on the relationship between China and Taiwan and how their long lasting rivalry could be a factor in creating conflicts with other countries.

The Chinese nationalist government, or the Republic of China, had lost the Chinese Civil War in 1949 to the communist party led by Mao Zedong. The Republic of China, an independent nation since 1912, led by Chang Kai-Shek, then retreated to the island of Taiwan and continued their government there in 1949. Over the years, Taiwan grew into an industrialized nation and a democracy. It ranks as the 19th economy in the world by nominal GDP. China dislikes this, as it allows Taiwan to remain self-sufficient and independent from China. Because the Civil War never officially ended in a peace treaty or armistice, both China and Taiwan have always refused to recognize the other as a legitimate government. 

After several years of pressure by China, the UN voted for the UN resolution of UN 2758 and it was adopted on the 25th of October, 1971. The resolution states that the People’s Republic of China and not the Republic of China is the legitimate representative of the Chinese territory and her peoples. As a consequence, the R.O.C. lost all of its representation in the U.N. and its diplomatic position became more isolated. Since then the R.O.C. become known as Taiwan and the P.R.C. as China. To this day Taiwan has few allies, as many countries opted to ally themselves with China and Taiwan has been denied full representation as a country in the U.N. China and Taiwan’s rivalry has had more incidents that isolated Taiwan. In 1992 both China and Taiwan agreed to the ‘One China’ policy. The policy states that at any given time, there could only be one Chinese government. The policy is in essence a stronger version of the U.N. Resolution. It meant that countries could no longer recognize both China and Taiwan as legitimate at the same time, not just in the U.N., but in other official governmental business as well. To enforce this, both China and Taiwan follow the policy of cutting off official diplomatic ties with nations that recognize the rival country as legitimate or do official business with the rival government. Many countries maintained their ties to China and Taiwan’s isolation remained. 

Adding further tensions to the rivalry, a law was passed and ratified by the Chinese government in 2005. The law states that China will use non peaceful methods to reunite with Taiwan, if Taiwan ever declares independence (People Daily, 2005). Adding to this pressure for reunification with Taiwan, China stationed military and missiles at the border and continued preparations for a possible invasion of Taiwan (Fisher, 2010). 

Taiwan wants to combat its isolation and maintain diplomatic relations with countries that now recognized China as legitimate. Therefore Taiwan adopted a model of trade and culture offices that act like unofficial embassies, starting from 1972. These unofficial embassies are in general are named Taipei Economic and Cultural Representative Office, (TECRO) and help promote the Taiwan agenda in terms of trade, tourism, culture and diplomacy (TECRO in the U.S., 2012). Their primary function is issuing visas and maintaining international relations. TECROs also have many characteristics similar to an embassy such as extraterritoriality, diplomatic immunity for its staff and providing consular protection. Looking at the activities organized by the TECROs such as meetings and conferences as well as meetings with foreign dignitaries and officials, it is clear that they hold the same value as regular embassies (Taiwan Embassy, 2013). Because of the ‘One China’ policy, countries often have to choose between having relations with either China or Taiwan. Instead, having a TECRO allows countries to officially have relations with China and unofficially with Taiwan. Only in this scenario  it is possible for a country to maintain relations with both states, as China does not have a similar diplomatic construct for the purposes of maintaining unofficial relations.

But the rivalry between China and Taiwan has also had consequences for other countries. 
China shows very little support for the countries that recognize Taiwan. In 1997, China vetoed a U.N. resolution to send in ceasefire observers in Guatemala, because they recognize Taiwan as legitimate (UN Security Council, 1997). For the same reason, China had vetoed a United Nations peacekeeping mission in Macedonia. They stopped their veto when Macedonia switched their recognition from Taiwan to China in 2001 (Ministry of Foreign Affairs of the P.R.C., 2001).

It is clear that the rivalry between China and Taiwan has had important consequences.
China pressures countries that recognize Taiwan. The pressure is greater than Taiwan could counteract, as China holds more resources and diplomatic power. It is thus probably that if a country has a Taiwanese embassy that this country will be subject to Chinese pressure as well. Because to have an embassy, a country must recognize the other country as legitimate.  
This paper will try to find out if China also pressures these countries through bilateral trade relations. The paper will also look if there is a difference between the effect of an embassy and a TECRO on trade relations as well.

2. Literature Review
The framework of the empirical analysis is the economic gravity model. A standard economic gravity model tries to predict the amount of trade flow between two nations by using variables that are closely related to determining that trade flow. The variables that are often used are GDP, population size, the distance between those two countries as well as their currency exchange rate. The gravity model was first proposed and used by Professor Jan Tinbergen in 1962. However, the gravity model has encountered limitations as it cannot fully account for the heterogeneity of the world’s countries. The model has subsequently been improved upon by other authors, with alternative expressions and other economic variables. 
To test our hypotheses we will use a similar model, with a few different and new variables, that will be elaborated upon later.

Hirschman (1945) shows that there are political determinants such as political ideology or bonds of close friendship between nations that are important and significant in determining how bilateral trade is established and maintained. Embassies are a clear signal that countries engage in diplomacy and are not in conflict with each other. This may therefore help explain why embassies may be trade enhancing, as embassies also have the purpose of helping private agents set up businesses and trade between the two countries. Baldwin (1985) explains how diplomatic pressure may be expressed through established trade relations and how this economic pressure in the form of sanctions or otherwise, may be used to influence the decision making process of the other country, that is forced to make a new cost-benefit analysis and thus respond to the economic pressure. 

Pollins (1989) argues that rational importers in a country act in a manner that punishes political rivals or adversaries with less trade and reward their political allies with more trade.  This is done to send a clear signal that allows the importers to hedge possible future commercial loss that could come from trade being disrupted, such as by blockades or sanctions. This adds a causal link as to why China and Taiwan may have reason as to increase their imports from their political allies and diminish it for the countries that support the other China. Empirical data from Pollins (1989) also supports this hypothesis that closer political ties between nations increases trade relations, while hostility is met with decreased bilateral trade relations. 

Martin, Mayer and Thoenig (2008) show that countries also take into account the opportunity costs associated with pressuring or creating a conflict with another country. Countries that rely a lot on a few bilateral trades, may decide against pressuring their trading partners as the cost associated with such pressure may be prohibitively high. Taiwan is one such example, as Taiwan does have strong bilateral trade relations with the United States, a political ally. For countries that rely more on global trade and have a stronger dependency on multilateral trade rather than bilateral trade, the opportunity cost of pressuring a single trading partner is not so and thus may be likelier to happen. This means that China, that has more trading partners than Taiwan, is less reliant on bilateral trade and more likely to engage in trade diminishing conflict or pressure with their trading partners. This presents a potential reverse causality problem as the trade diminishing effects we may see may be the result of already established dependencies on multilateral trade relations for China and bilateral trade relations for Taiwan. 

Kastner (2007) suggests that countries may hamper or disrupt bilateral trade relations if there is an unresolved political matter, unrelated to trade. However, similar to the conclusion of Martin, Mayer and Thoenig (2008) the effect of this is diminished when the internal economic interest for the trade relation is large enough. Gowa and Mansfield (1993) further argue that nations may rationally decide to help or reward allies, or to deny the benefits to enemies and thus punishing them through trade relations, especially if they are interdependent. Empirical data of Gowa and Mansfield (1993) also supports the hypothesis that friendly or allied nations have increased and stronger bilateral trade relations, further adding to the established theoretical basis that China and Taiwan may use trade relations to pressure their enemies or use it to reward their allies.

Considering the fact that China has an autocratic regime, which lacks political accountability and transparency, Aidt and Gassebner (2010) argue that China and other autocratic regimes exert far more influence and power in bilateral trade relations than democratic governments such as Taiwan. This means that China is again more likely to pressure other nations through trade relations than Taiwan is. 

Further adding to the asymmetry between China and Taiwan, is the fact that China is substantially larger and economically growing faster. Larger economies are generally financially stronger and have more political power. They can therefore use more pressure and this results in greater asymmetry in interdependent bilateral trade relations.  The consequence is that smaller trading countries are more likely to comply with the political agenda of the larger trading partner (Keohane and Nye 1977, Richardson and Kegly 1980). This shows that China is more likely in successfully pressuring other countries than Taiwan, especially when China is pressuring small countries. 

Lastly, Fuchs and Klann (2010) show empirically that China diminishes her bilateral trade relations with countries, when these nations were visited by the Dalai Lama. The Dalai Lama is an important political figure in the Chinese political landscape and is seen as the symbol of Tibetan freedom and independence from China. Fuchs and Klann (2010) used the gravity model and classified visits from the Dalai Lama as a dummy variable. The type of government official, who greeted the Dalai Lama, was also classified as a dummy variable. Their empirical evidence supports the hypothesis that China did diminish their imports from nations that received the Dalai Lama, and that this effect increased when the amount of visits in a year was higher and if the government official was of a higher rank, such as a prime minister rather than a diplomat. This shows that China does indeed care about political subjects and is perfectly willing to use trade relations to pressure or punish other countries into complying with its political point of view. It also shows that China discriminates on different levels of political interference. This means that much like a high profile visit by the Dalai Lama has stronger consequences that China may also differentiate between embassies and TECROs and therefore have a difference as to how strong these effects can be.

3.1 Framework; International Pressure and Embassies
The ways in which China or Taiwan may try to politically pressure each other or their trading partners, as well as to why they would do so is clear. But what isn’t clear yet is how the political pressure on trade relations is exerted, or how the arguments coming from the literature review can be applied to our case. To answer this question, we will look at the variables that we will use, and how they behave. 

We will try and predict how China reacts to other countries having either official or unofficial diplomatic relations with Taiwan. The expectations would be that the official and unofficial representation by Taiwan, will negatively affect bilateral trade between other nations and China. This seems to be the way through which China, without directly engaging in official diplomatic negotiations and heating up the debate, could effectively send a signal to other countries that it dislikes what it is doing. Having many state owned companies and businesses, China could effectively lower foreign demand or simply substitute its import from one country to another country that is more favourable to China’s position on Taiwan.

But is Taiwan important enough for China to pressure other countries? We see that, like any government, China intervenes in matters of national interest. For example, in the South China Sea, China clashed with Vietnam (BBC, 2011), over oil reserves.
Governments often view their own nations’ interests as more important than other nations’ because they are responsible for their own citizens’ lives and prosperity. 
This incentivizes governments to intervene on matters of security or vital goods such as oil or food. Taiwan however, is an important political subject in the Chinese government’s point of view, yet it is not a subject of security or vital goods. The main reasoning for Chinese interventionism concerning situations with Taiwan stems from the earlier mentioned civil war. In this case China has maintained the view of Taiwan as a ‘dissident province’ and according to China nationalist’s view they should be reunited in the same manner as was done with Hong Kong and Macau. The benefit of such a nationalistic view is that the proportion of the population that believes in the same nationalistic values will see their desires come to fruition. This grants more popular support for the government, which is then more capable of conducting its business, because this discounts for other sources of unpopularity. 
So from China’s point of view, we can conclude that Taiwan is definitely an important enough political determinant to pressure other countries over. 

We see that this has resulted in China also using trade and the economy to try and pressure other nations. For example, China pressured the U.S. with their debt (National Journal, 2011), effectively using it as a bargaining chip in order to reduce U.S. support to Taiwan. But China also tried to economically incentivize the Taiwanese people through financial assistance and lower import tariffs to vote in China’s favour or at least look more favourably upon China (Seattle Times, 2012).

The political pressure from China may also differ between nations that have a Taiwanese embassy, and nations that have a TECRO. To clarify the role of embassies, a country may choose to open diplomatic ties with another country. An embassy thus means that the two countries recognize each other as a legitimate state and favour their inclusion in the United Nations. If they do not have diplomatic ties, then there is no direct contact between the two governments and no formal recognition of their existence as a nation. Once a country has diplomatic relations with another country, they may opt to open an embassy, and in varying degrees, more consular offices. An embassy and the various consular offices are official representatives of the other country. This allows foreign civilians to more easily visit the native country through the issue of visas, or establish trade or cultural relations through diplomatic missions or informative sessions. Having an embassy will then likely bring stronger trade relations between the two countries. A TECRO is different from embassies in that it means that the country that has a TECRO does not necessarily endorse the recognition of Taiwan. Because this takes away much of the political element of which China is concerned about, it seems likely that a TECRO has less of a trade diminishing effect on trade with China. 

Note that this Chinese strategy of influencing trade relations is not mutually exclusive with the other acts China has committed that are more public and diplomatic, such as vetoes in the U.N. Taking on this extra action of influencing trade relations may work in a cumulative manner and increase the incentive for other countries to comply with the political stance of China. 
 
Switching to Taiwan, we see less governmental interventions or pressure on other nations. The main reason is that Taiwan is a much smaller country, has a smaller economy, and since being replaced by China as the official representative at the United Nations, it has fewer allies. It all means that Taiwan’s capabilities to pressure other nations may either be prohibitively expensive or politically not viable as they cannot provide pressure intense enough to compete with Chinese pressure. Taiwan does try to financially incentivize other nations into recognizing its’ legitimacy. It is called ‘cheque-book diplomacy’. Cheque book diplomacy is essentially conducting diplomacy not through dialogue or reforming towards each other’s values, but massively investing in another nation’s infrastructure in exchange for their diplomatic support. Examples are the cases with small pacific countries, but also larger ones such as Macedonia and Paraguay (Marks, 1998). 

Taiwan also does not have as many state companies which Taiwan could use to negatively alter bilateral trade relations. Other options for the government to negatively affect the bilateral trade relations through import tariffs or extra regulations do not seem likely. Taiwan, unlike China, is a democracy with free speech and free press. This allows for more transparency on governmental actions and voters then have more insight into the behaviour of the government. Voters may then end up pressuring the government to not diminish their trade relations, as this may end up lowering export revenue and voters may lose their jobs. On the other side, restriction of imports mean less supplies, thus raising consumer prices.

All of the reasons mentioned above ultimately prohibit Taiwan from pressuring as intensively as China. Thus we predict that the trade diminishing effect from having official diplomatic relations with China will be much smaller. The trade enhancing effects of having an embassy in Taiwan, for trade with Taiwan, still apply. Since a TECRO is a de facto embassy, the prediction is that the effect is of a similar nature.

3.2 Heterogeneous use of Imports and Exports for Political Pressure
We will now look at the components of bilateral trade relations and how these may be affected by political pressure. As a government, it may be difficult to influence trade relations. 
For instance, as China, you could not directly decide how much a Japanese consumer would buy and thus you cannot directly control the Japanese import of Chinese goods and services. Limiting your exports is possible if the exporting country has state owned companies that can decide to whom they sell their products. But even then, not all exports originate from state companies and thus cannot be fully controlled. Other than that, it is for a country only possible to limit their exports if they introduce new laws and regulations, in order to make exporting to certain destinations more difficult. 

For China however, as for every nation, it seems that they have no economic incentive to limit their export. Exports create revenue and jobs, both beneficial for a country. Thus a benefit would have to be significantly large enough to offset the cost of losing the extra revenue and jobs. A reason is that it is hard to find a new buyer quickly enough to offset short term losses, as foreign companies and consumers often already have suppliers. To compete with the other suppliers, you would have to undercut competitors in prices, or increase costs to increase quality. The only reason to limit Chinese exports would be if there was a non-economic incentive, such as a political benefit. In order to punish or pressure another country, by depriving them of necessary goods and services, China or Taiwan could limit their exports and be willing to take a loss in economic benefits. 

For imports much of the same applies. The government can try and impose rules and regulations that would make it harder for Chinese consumers to import foreign goods and services.  The government may also choose to influence its own citizens’ buying behavior by engaging in an advertisement campaign or a boycott, or simply use its state companies to buy substitution goods from a competition country or company. 
The differences between exports and imports seem to be few, but the prediction is that Chinese and Taiwanese imports will be more affected than exports. This is because, assuming there are a finite amount of countries and companies, it would be likely to assume that maintaining an industry which creates jobs and generates revenue and a limited set of customers to sell to, is more important than a specific good or service. This imported good or service could also be replaced by a competitor, which, for the same earlier reasons, would be glad to sell. 

3.3 Hypotheses
Having seen the potential behavior of China and Taiwan, we will try and investigate how these interactions could play out in a manner that involves trade relations and official and unofficial diplomatic relations, as well as the differences these effects may have on both export and import for both China and Taiwan.

We set the following hypotheses that will be tested in section 5. 
1) Diplomatic relations with China  have a positive effect on the export to and import from China, in the same way, diplomatic relations with Taiwan have a positive effect on the export to and import from Taiwan.

2) There is a negative effect on the export to and import from China, for having either official or unofficial diplomatic relations with Taiwan, in the same way, there is also a trade diminishing effect on the export to and import from Taiwan, for having embassies in China.

3) There is a lesser trade diminishing effect on export and import to and from China, for having unofficial diplomatic relations with Taiwan than official diplomatic relations, in the same way, there is a greater trade enhancing effect on export to and import from Taiwan, for having official diplomatic relations with Taiwan than unofficial diplomatic relations.

4.1 Empirical Methodology 
For the method of empirically testing our data, we will be working within the framework of the gravity model. We will use a fixed effects regression. This is because a fixed effects regression assumes that the some or all of the observed data relative to the explanatory variable is non-random. This allows us to take unobserved heterogeneity into account, which may be an issue as countries are heterogeneous agents and there is no single average representative country.
All of the regressions that we will be using will have variables on trade flow, GDP and population in log. A usual gravity equation also has the variables of distance and exchange rate included. However, since the distance doesn’t change over the years, its’ effect is negligible and the exchange rate of both China and Taiwan are pegged to the US dollar and its’ effect is therefore negligible as well. 
The variables that we will be testing are the dummy variables that indicate if the importing or exporting country has diplomatic ties with China or Taiwan. 
The regressions will also take into account the fixed year effects. The observations are paired by bilateral trade relations, such as the Netherlands and Taiwan, or the United Kingdom and China. This allows us to better look at the bilateral trade relations themselves, rather than the global flow of trade to and from China and Taiwan as a whole. 

4.2 Data
The data that will be used in our gravity equations will consist of information regarding trade flow, GDP, population and the presence of embassies and TECROs concerning 195 countries. While there are more countries in the world, the number has been reduced either due to a lack of information or because the countries or territories themselves were not fully independent and have their diplomatic business conducted a larger country or protectorate. Examples of this are for instance Greenland which has the same diplomatic relations as Denmark or Puerto Rico, which is part of the United States Territories and also has the same diplomatic relations as the United States. The trade flow information consists only of bilateral trade relations between China or Taiwan and one of the remaining 193 countries. Trade between China and Taiwan themselves is also accounted for. Of those 195 countries, 172 recognize Beijing and 23 recognize Taipei. This number has shifted over the course of years as can be seen below.

	Year
	Recognition of R.O.C.
	Recognition of P.R.C.

	1949
	Moved to Isle of Taiwan
	Declaration of Independence

	1969
	71
	48

	1971
	68
	53

	1973
	31
	89

	1978
	21
	112

	1986
	23
	134

	1990
	28
	139

	2006
	23
	172


Figure 1. An oversight of shifting political recognition between the R.O.C. and the P.R.C.

Amongst the 172 countries, 47 states maintain TECROs and thus have unofficial diplomatic relations with Taiwan. Of these 47 states, 28 are in the OECD, the Organisation for Economic Co-operation and Development, and are considered industrialized countries with a high GDP per capita.

The dataset is compiled primarily from the International Monetary Fund, specifically the Direction of Trade Statistics (DOTS). While DOTS does not track individual goods or types of goods trafficked, it does allow us to track a large time period, from 1948 – 2006. The data starts later when the country itself didn’t exist yet, this is applicable to ex-soviet nations as well as ex-colonial nations. The data for the population and GDP are from the World Bank. The data of interest, the embassies and TECROs, are from the Chinese and Taiwanese ministries of foreign affairs. The embassies are generally only counted if both trading partners have a corresponding embassy in their own country. With TECROs this is the same, but they go by different names, such as the Netherlands Trade and Investment Office which provides consular and services and allows Taiwanese residents to apply for a visa there. Other trading partners other than the Netherlands have a similar system. 

5.1: Empirical Specification 
We will start out with a simple specification, upon which we will expand with more variables or replace them with other variables. Every specification will take into account the effects of gdp and population. The first four specifications will focus on the effects of having diplomatic relations with the trading partner. For China this means if both the trading partner and China have an embassy. For Taiwan it is if the trading partner and Taiwan have either an embassy or a TECRO. We will call these variables Embassy_CHN and Diplomatic_TWN respectively.
The first specification focusses on the export to China and the second specification focusses on the import from China. The third and fourth specifications focus on the export to and import from Taiwan respectively. The results are in table 1, with the results of each specification in their respective columns. As an example, the first specification looks as follows:

With i denoting the trading partner, t denoting the year,  denoting year fixed effects and denoting the stochastic error term. The other specifications have similar equations.

The following four specifications will focus on the effect on bilateral trade relations with China or Taiwan by having diplomatic relations with the rival of either China or Taiwan. The specifications remain largely the same, except in this case we switch the diplomatic variables from China to Taiwan and vice versa. The fifth and sixth specifications focus on the export to and import from China respectively. The seventh and eighth specifications focus on Taiwan with respect to export and import as well. The results are in the second table. As an example, the fifth specification: 


The next four specifications we run will have both the Embassy_CHN and Diplomatic_TWN effects in each regression, allowing us to see a combined picture. The specifications respectively investigate the effects on export to and import from China and then the export to and import from Taiwan. The results are in table 3. As an example of the ninth specification: 
Embassy_TWN, and between having a TECRO in and from Taiwan, denoted as TECRO. The results are in table 4. Below is the 13th specification as an example:
The last two specifications that we will run will focus on exports to both China and Taiwan and imports from China and Taiwan respectively. The two countries combined will allow for a broader view. The diplomatic variables have been altered to allow the effect of both countries’ to work in a single regression. They are now called Embassy_Domestic for the effect of having an embassy in and from the respective trading partner, or Embassy_Rival for the effect of having an embassy in and from the respective rival of the trading partner. The TECROs are omitted from these specifications for the same reason that Embassy_CHN and Embassy_TWN are omitted. Namely that they hold different expected values and opposite effects for trade with China and Taiwan. The effects of TECROs can thus still be found in the other tables. 
The results of these last two specifications are in the fifth table. As an example, the 17th specification: 
The letter j denotes the importing country.

5.2 Benefits to having diplomatic relations
Looking at the results in table 1, column 1, we see evidence that supports the first hypothesis so far. Having a Chinese embassy has a trade enhancing effect on export to China. Looking at imports, in table 1, column 2, the trade enhancing effect remains. We see that the size of GDP has a positive effect on bilateral trade as well, but population does not. This is perhaps because China may trade more with industrialized countries that have relatively low populations, but have a high GDP. 

We run specification 3 and 4 for the exports to and imports from Taiwan in columns 3 and 4.
Looking at the results in table 1, column 3 and 4, it seems that there is also a clear difference between exports and imports for Taiwan, but in the opposite direction compared with China, concerning diplomatic relations. There is a clear trade diminishing effect to your exports to Taiwan for having diplomatic relations with Taiwan. This goes against predictions and the hypothesis. It is possible that this trade diminishing effect is due to other hidden variables. It is also possible that because Taiwan engages in ‘Cheque-book’ diplomacy. Taiwan simply sells a lot of goods and services cheaply and invests in their trading partner. This trading partner is less likely to sell anything to Taiwan, as the smaller countries are less industrialized and may not have much to offer. It is thus possible that strong diplomatic relations such as indicated by embassies, can thus skew the results. Concerning imports from Taiwan, there is a positive trade enhancing effect indicating that Taiwan may be using their diplomatic relations for selling their goods and services, rather than acquiring them. This may be because Taiwan as an industrialized country may already supplied in necessities and focusses more on its export. Much like with China, Taiwan seems to be trading more with countries that are industrialized and thus have a relatively higher GDP and lower population. . 

5.3 Drawbacks to having adversarial diplomatic relations
In table 2 we will look at 4 specifications that now focus only on adversarial diplomatic relations. We will start with China and we shall consider exports first, and then imports. 
The regressions are roughly the same as in the previous subsection, with the noted difference that the diplomatic relations are now switched, allowing us to see the effects on trade from having adversarial diplomatic relations. The results, in table 2, column 1 and 2, show that there is a clear positive effect from having diplomatic relations with Taiwan. This goes against the hypothesis. This is possibly because China may not care much about TECROs and thus may still want to increase trade with the respective countries. 

There is also a concern considering the fact that in these regressions Taiwanese embassies and TECROs are not divided. This means that the effect of having diplomatic ties with Taiwan may simply be as it is, because amongst the countries that have TECROs there are also countries that have embassies in China. This therefore lessens the possible punishment China may have opted to use. China may even have decided to not do anything about those TECROs as they may be satisfied enough with simply having official diplomatic relations and Taiwan has to cope with unofficial diplomatic relations. 
Using the results in table 2, column 3 and 4, we can see that Taiwan seems to punish trading partners for having embassies in China, but the punishment itself is light. However, there is nothing we can conclude, as the results are not significant. 

In table 3 we have added specifications that are a combination of the previous regressions. It allows for a broader picture of the nature of diplomatic relations. We see that TECROs now produce a lower trade enhancing effect. This is likely as all of the countries that have a TECRO, have a Chinese embassy. It is clear however, that the trade enhancing effects of having diplomatic relations with Taiwan is less than the effects of having an embassy in China, for trade with China. So for now, it seems China, as opposed to punishing, may simply elect to reward their trading partners for their diplomatic affiliations with them.
5.4 The difference between an embassy and a TECRO
Viewing the results in table 4, column 1 and 2, we see that there is a trade diminishing effect on exports to China for having an embassy in Taiwan. And following our predictions, it shows that imports are much less affected. However, the results are not significant and it shows that more research needs to be done. With this distinction it appears that having a TECRO also positively affects the trade with China in a significant manner, which goes along with the third hypothesis. But, this does not create as strong an effect as having an embassy in China. This indicates that China may more or less be ambivalent about the countries that have a TECRO, or that the effect of having an embassy in China may be much stronger.
Looking at Taiwan, the only regressions that had the Diplomatic_TWN variable in them were the regressions concerning the trade between a trading partner and Taiwan. 
In table 3, column 3 and 4, we see that Taiwan has markedly different results than China. For exports to Taiwan, it is clear that the Taiwanese embassy has a significant trade diminishing effect. This may be because of ‘Cheque-book’ diplomacy. 

What truly stands out from the results from this regression is perhaps that this particular regression is incomplete and requires more fine-tuning or more data in order to obtain a more complete conclusion. For imports from Taiwan, the story is different once more. The Taiwanese embassy variable shows a positive effect. It shows that Taiwan is engaging in ‘Cheque-book’ diplomacy.
5.5 China and Taiwan together
So far we have only seen the results of either China or Taiwan individually. In the last table, we focus on whether or not the trading partner has a domestic embassy, or a rival embassy. 
The results, in table 5, column 1 and 2, shows clearly that there is not a lot of distinction between exports and imports. It does reconfirm however that it is beneficial to have an embassy in the country you are trading with. 

From the results of the regressions, we see that there is significant evidence that shows that China reacts in a stronger manner than Taiwan concerning diplomatic relations. The gross of China’s reaction comes from the exports to China, which as stated before, is something that China is more willing and capable of influencing. Having a TECRO does not negatively affect trade relations and seems to be more of an indication of simply already having good trade relations. Making a choice purely based on good trade relations, it seems that having a Chinese embassy and a TECRO is the financially best way forward. However, it is clear that the model remains incomplete and requires more data or other specifications in order to produce more significant results. Because of insignificant results we cannot see if both China and Taiwan punish other countries in terms of trade relations for having diplomatic relations with their rival.

6: Conclusions
There are three points of conclusion. For the first point of conclusion we will look at the model itself. The second point of conclusion focusses on the hypotheses and the third point gives policy recommendations.

For the first point of conclusion; the model itself, with all the different specifications, is not fully complete. While the model itself may have significant variables, some of the important variables do not produce a significant result. It also does not fully incorporate other political events concerning China and Taiwan and other trading partners that could have a stronger effect on trade relations. The embassies and TECROs still remain a political indicator, and does not allow for varying degrees of the strength of a political relationship. It seems that this is suggestive for more research and that the magnitude of the variables, does not tell the whole story. One such area is perhaps the difference between the trading partners, other than official or unofficial diplomatic relations, as these trading partners have different needs, which perhaps only China or Taiwan could provide, skewing the results. From the insignificant results it is clear that the model is far from complete and requires more variables to allow for a significant result.
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Second point of conclusion, taking the first conclusion point into account, it seems that the first hypothesis is mostly correct. In Taiwan this is not the case, which may be because the countries that uphold official diplomatic relations may simply be nations that are smaller and trade less. It seems that the first hypothesis is only correct for China, and not for Taiwan, perhaps due to more unexplored exogenous variables or factors. It is also likely that this is the case because of of ‘Cheque-book’ diplomacy. Through this Taiwan does export a lot cheaply, but does not import more, which may explain the difference between a trade enhancing effect of diplomatic relations on imports from Taiwan and a trade diminishing effect of diplomatic relations on exports to Taiwan. The exports may also be low, as Taiwan is a self-sufficient industrialized nation and may not have the need to import a lot.
The second hypothesis seems to be correct for Taiwan, but not for China. The reason as to why lies in the lack of distinction between embassies and TECROs. The countries that have a TECRO appear to have stronger trade relations with China and are economically larger, and as such this skews the results, showing a positive result. The Taiwanese results however are insignificant in table 2. The results for China in table 3, column 1 and the tables 4 and 5 are also insignificant. The only conclusion we can draw from this is that where it concerns rival diplomatic relations, more research needs to be done to understand the relationship. The second hypothesis then remains inconclusive. 

The third hypothesis concerning the TECROs seems to be correct for China, but not for Taiwan. Rather than being seen as a rival embassy in China’s point of view, it is instead being rewarded with trade enhancing effects. This is most likely due to the fact that most of the countries that have a TECRO also enjoy strong trade relations and have big economies, thus creating a reverse causality. It seems that having a TECRO seems to not antagonize China. Distinguishing TECROs from Taiwanese embassies thus only shows more properly the reactions of Taiwan and China on having a Taiwanese embassy. However, most of these results are not significant enough, and thus it seems that the answer to the third hypothesis remains inconclusive for a distinction on Taiwan’s side. For China, the third hypothesis is correct. Having a TECRO indicates a trade enhancing effect for trade with China, though less so than an embassy.

Third point of conclusion, we can state that in conclusion, taking into account the first 2 points of conclusion, is that on the topic of policy recommendations that it seems that if you as a nation, wish to maintain or grow economic and bilateral trade ties with China and Taiwan, that it may seem to prudent to maintain an official relation with China and have an embassy there, while only maintaining an unofficial relation with Taiwan and have a TECRO. 

The question that still stands is if this is worth it if one takes into account the continued diplomatic and political isolation of Taiwan, to which the trading partner would now contribute. The extent to which the TECROs contribute to this, is not fully clear, and may require a whole new research project, but the signal it sends is clear. Taiwan is no longer recognized as legitimate, and China is. The choice is then if the policymaker wants to help or support Taiwan, a democratic society, or at least to not help isolate and endanger it, in exchange for increased economic growth. 
What needs to be taken into account as well however is how China would react to such a change in bilateral dynamics which can be quite drastic, as we have seen before with for example Macedonia. 

If a policymaker would decide to help out Taiwan and support it openly, it seems that China, according to its own already established policies, would be antagonized. Beyond the loss in economic terms concerning trade, this could also directly be applied to other diplomatic or political pressures, which may increase the cost of such a decision even more. 

In the end, it seems that within the model that China, growing economically more powerful and having a clear stance on her political agenda regarding Taiwan, does seem to influence bilateral trade relations on the basis of official diplomatic relations, with either Taiwan or China. China tends to reward trading partners that have an embassy level relationship with China more than those who do not. The fact that TECROs are also rewarding, but in a lesser manner so, indicates that China may care less about TECROs, perhaps because TECROs do not carry the political legitimization of Taiwan with it. As this goes along with the Chinese political agenda, China continues to conduct trade with them in a positive manner. The model itself however does not take into account the diplomatic or political consequences of certain actions or variables and how these come into play. There is thus cause for the model to be expanded.
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Tables
Table 1 
Effects of having an embassy of the trading partner’s country
	 
	(1)
	(2)
	(3)
	(4)

	
	Export to China
	Import from China
	Export to Taiwan
	Import from Taiwan

	 
	 
	 
	 
	 

	lngdp
	0.84666**
	0.86230**
	1.37475**
	0.99351**

	
	(0.152)
	(0.110)
	(0.254)
	(0.161)

	lnpop
	-0.79296+
	-0.72106**
	-0.69696+
	-1.97903**

	
	(0.460)
	(0.245)
	(0.414)
	(0.348)

	Embassy_CHN
	1.48831**
	0.68790**
	
	

	
	(0.217)
	(0.154)
	
	

	Diplomatic_TWN
	
	
	-0.40101+
	0.47297*

	
	
	
	(0.236)
	(0.196)

	Constant
	-5.76579**
	-5.90632**
	-11.93252**
	-7.22397**

	
	(1.301)
	(0.837)
	(1.703)
	(1.322)

	
	
	
	
	

	Observations
	5,065
	6,519
	3,957
	4,314

	R-squared
	0.50393
	0.79027
	0.50410
	0.72064

	Number of pair
	176
	189
	179
	186


Robust standard errors in parentheses. **, * and + indicate significance at the 1%, 5% and 10% levels respectively. Standard errors are corrected for clustering at the level of the exporter or importer in the bilateral trade relation. The reported R-squared is the within R-squared, which indicates how much of the variation of trade flow between two countries is explained by the regressors. 

Table 2
Effects of having diplomatic relations with the trading partner’s rival
	 
	(1)
	(2)
	(3)
	(4)

	
	Export to China
	Import from China
	Export to Taiwan
	Import from Taiwan

	 
	 
	 
	 
	 

	lngdp
	0.94894**
	0.87215**
	1.36432**
	1.01344**

	
	(0.155)
	(0.109)
	(0.257)
	(0.159)

	lnpop
	-0.51913
	-0.49728*
	-0.64083
	-2.04507**

	
	(0.486)
	(0.245)
	(0.428)
	(0.374)

	Diplomatic_TWN
	0.92068**
	0.62288**
	
	

	
	(0.302)
	(0.181)
	
	

	Embassy_CHN
	
	
	-0.03322
	-0.02608

	
	
	
	(0.256)
	(0.198)

	Constant
	-6.71766**
	-6.07365**
	-11.81988**
	-7.41131**

	
	(1.320)
	(0.815)
	(1.735)
	(1.338)

	
	
	
	
	

	Observations
	5,065
	6,519
	3,957
	4,314

	R-squared
	0.49051
	0.78853
	0.50282
	0.71834

	Number of pair
	176
	189
	179
	186



Robust standard errors in parentheses. **, * and + indicate significance at the 1%, 5% and 10% levels respectively. Standard errors are corrected for clustering at the level of the exporter or importer in the bilateral trade relation. The reported R-squared is the within R-squared, which indicates how much of the variation of trade flow between two countries is explained by the regressors. 

Table 3
Combined effects of diplomatic relations
	 
	(1)
	(2)
	(3)
	(4)

	
	Export to China
	Import from China
	Export to Taiwan
	Import from Taiwan

	 
	 
	 
	 
	 

	lngdp
	0.84789**
	0.85123**
	1.36236**
	1.01233**

	
	(0.150)
	(0.107)
	(0.259)
	(0.159)

	lnpop
	-0.74198
	-0.61545*
	-0.75328+
	-1.91449**

	
	(0.462)
	(0.245)
	(0.427)
	(0.360)

	diplomTWN
	0.19433
	0.41814*
	-0.53427+
	0.60523**

	
	(0.305)
	(0.180)
	(0.303)
	(0.211)

	embCHN
	1.39448**
	0.55679**
	0.24076
	-0.27936

	
	(0.261)
	(0.159)
	(0.326)
	(0.223)

	Constant
	-5.79676**
	-5.82373**
	-11.84620**
	-7.34698**

	
	(1.289)
	(0.811)
	(1.746)
	(1.322)

	
	
	
	
	

	Observations
	5,065
	6,519
	3,957
	4,314

	R-squared
	0.50418
	0.79187
	0.50446
	0.72137

	Number of pair
	176
	189
	179
	186


Robust standard errors in parentheses. **, * and + indicate significance at the 1%, 5% and 10% levels respectively. Standard errors are corrected for clustering at the level of the exporter or importer in the bilateral trade relation. The reported R-squared is the within R-squared, which indicates how much of the variation of trade flow between two countries is explained by the regressors. 

Table 4
Diplomatic specific effects
	
	
	
	
	

	 
	(1)
	(2)
	(3)
	(4)

	
	Export to China
	Import from China
	Export to Taiwan
	Import from Taiwan

	 
	 
	 
	 
	 

	lngdp
	0.84743**
	0.84784**
	1.35827**
	1.01172**

	
	(0.149)
	(0.107)
	(0.254)
	(0.160)

	lnpop
	-0.55147
	-0.52041*
	-0.63553
	-1.97388**

	
	(0.475)
	(0.242)
	(0.425)
	(0.354)

	Embassy_TWN
	-0.77221
	0.00175
	-1.08579+
	0.91276**

	
	(0.512)
	(0.276)
	(0.597)
	(0.348)

	TECRO
	0.64358+
	0.66343**
	-0.12655
	0.37637

	
	(0.372)
	(0.233)
	(0.345)
	(0.265)

	Embassy_CHN
	1.12394**
	0.43118*
	-0.01697
	-0.14827

	
	(0.303)
	(0.183)
	(0.369)
	(0.255)

	Constant
	-5.82468**
	-5.81828**
	-11.74540**
	-7.40681**

	
	(1.282)
	(0.808)
	(1.711)
	(1.335)

	
	
	
	
	

	Observations
	5,065
	6,519
	3,957
	4,314

	R-squared
	0.50695
	0.79281
	0.50575
	0.72192

	Number of pair
	176
	189
	179
	186


Robust standard errors in parentheses. **, * and + indicate significance at the 1%, 5% and 10% levels respectively. Standard errors are corrected for clustering at the level of the exporter or importer in the bilateral trade relation. The reported R-squared is the within R-squared, which indicates how much of the variation of trade flow between two countries is explained by the regressors. 

Table 5
China and Taiwan combined results of embassy effects 
	 
	(1)
	(2)

	
	Export
	Import

	 
	 
	 

	lngdp_exporter
	1.05527**
	0.49698**

	
	(0.147)
	(0.115)

	lngdp_importer
	0.91131**
	0.91947**

	
	(0.159)
	(0.093)

	lnpop_exporter
	-0.81040*
	15.32291**

	
	(0.330)
	(4.114)

	lnpop_importer
	-4.82878
	-1.19269**

	
	(5.721)
	(0.210)

	Embassy_Domestic
	1.02975**
	0.72167**

	
	(0.235)
	(0.149)

	Embassy_Rival
	-0.13486
	0.04676

	
	(0.234)
	(0.168)

	Constant
	6.78675
	-82.97359**

	
	(25.744)
	(19.091)

	
	
	

	Observations
	8,850
	10,652

	R-squared
	0.48046
	0.75136

	Number of pair
	355
	375


Robust standard errors in parentheses. **, * and + indicate significance at the 1%, 5% and 10% levels respectively. Standard errors are corrected for clustering at the level of the exporter or importer in the bilateral trade relation. The reported R-squared is the within R-squared, which indicates how much of the variation of trade flow between two countries is explained by the regressors. 
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