Newton famously observed
that if you were to drop an
apple it would fall to the
ground. An insurance product,
on the other hand, would not.
Unlike goods, services are
weightless. When traded
overseas, this means that
goods are subject to large
transportation and other
distance-related costs,
whereas services can be sold
across borders at the click of a
button. This begs the question,
does distance even affect
services trade? In fact, it does.
Using a new dataset, we
explore what gravity means for
UK trade in services and show
that distance matters – as
much as it does for goods.

The attraction of gravity models
In the 1950s, as the postwar world was
building international institutions like the
UN, NATO and what would become the EU,
economists began building models to help
them understand the global trading
system. The results confirmed much of
what they expected: two countries will
trade more with each other if there was a
shared language, history and culture, and if
tariffs are low. But one of the more
surprising findings was that when you
correct for all of these factors, trade is
largely determined by the same two
features that govern the physical world
– mass and distance. This has given rise to
what is now known as the gravity model of
trade, which predicts that large economies
that are close together will trade more.
The importance of distance in the gravity
equation was thought to be diminishing
due to recent global trends such as
reduced transport costs, liberalised
markets and improved communication.2
But a recent PwC study showed that in
each of the past four decades distance has

actually become more important for
goods trade, due to the proliferation of
regional supply chains, onshoring of
production and the hub production sites of
multinational firms.3
A key feature that was omitted from this
analysis was trade in services. Despite
making up around a quarter of world trade,
services have been relatively overlooked by
the economic literature. When the original
gravity models were designed, this made
sense: most services consisted of activities
like haircuts, taxis and eating out, which
are non-tradable by nature.
The recent proliferation of tradable
services, like offshore call centres, online
accounting software and legal and
consulting services, means that tradable
services are more important to the world
economy than ever before – but measuring
them remains notoriously difficult. Whereas
goods can be classified into one of several
thousand distinct categories, services are
– literally – harder to put in boxes.

Figure 1: Countries of the world scaled to the value of UK service exports in 2018

The map shows that the UK generally trades more with countries that are nearer. But how
much of this is because of distance, and how much is due to other factors?
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