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Abstract 
The study investigates the relationship between trade and institutions across regions using panel data for seven 

regions for the period 1980 to 2010 (31 years) and general method of moment estimation method (GMM). 

Consistent with past literature, institutions were found to have a significant effect on trade. Different measures 

that capture institutions were used, domestic and international institutions were found to be significantly 

promoting exports across regions and it was concluded that institutions mattered reasonably in the trade 

promotion discussion. Domestic institutions were protectionist in nature since they increased tariffs on imported 

goods, while international institutions were probably reducing regional tariffs.  
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1.0 Introduction 

Few papers if any have tried to examine the relationship between exports and institutions considering both 

domestic and international institutions contributions to exports as we do in this study.  The role of institutions on 

exports promotion has generated a lot of heated debate among scholars, but the link between trade and 

institutions remains unclear. While domestic institutions can facilitate legal right enforcement and social policy 

implementation which could improve infrastructure, international institutions can provide access to foreign 

capital to boost trade capabilities as well as facilitate regional trade alliance through international agencies such 

as the World Trade Organization (WTO). Regions can benefit enormously from international trade, by 

strategically positioning themselves to exploit the advantages arising from international trade in commodities. 

Export oriented growth and trading in the global market has the capacity to alleviate poverty and support 

entrepreneurship in many developing countries, while it also has the tendency to drive growth, promote learning 

and transfer of technology in many cooperating developed economies.   Institutions on the other hand can play a 

vital role in reducing the overall cost of trade across regions since reducing the cost of transportation to local and 

foreign markets can be a strong incentive for exporters. Other ways through which institutions can affect trade is 

through the development of regional market size which can improve export potential, reduce regional tariffs and 

develop infrastructure that can considerably reduce transaction cost of trade across regions 

 

There are many ways through which trade is also likely to contribute to the overall growth and development of a 

country. Exports can for instance serve as a source of income to a country thereby boosting the exporting 

countries GDP. While relations accruing from trade, can help in the facilitation of foreign direct investment and 

transfer of new technology. Output productivity has been found to vary differently with regions (UN statistics, 

2010).Regional climatic differences often mean, agricultural products and jobs sectors are often different across 

regional divide. The nature of production in sectors often affects the type of exports from regions, for instance 

the services sectors accounts for a greater percentage of labor market participation in developed countries 

(particularly Europe and North-America), while most developing countries in Africa and Latin America often 

depend more on agriculture, exports from Latin America are mainly in basic food items, consumer goods and 

building materials while the developed economies are likely to export finished goods such as machinery, 

automobiles etc (UN statistics, 2010).   

 

Trade across regions today is currently been facilitated by various regional trade alliances, for instance the North 

American economy is divided into three major blocks which include the North America Free Trade Association 

(NAFTA), the Caribbean Community and Common Market (CARICOM) and the Central American Common 

Market (CACM) which helps the regional trade facilitation process . Canada and the United States have already 

concluded one of the Worlds bilateral trade treaties that have resulted in the total elimination of tariffs in goods 

and services across their borders. Mexico’s recent qualification for tariff free trade with the United States 

through the NAFTA agreement has also improved trade among the three major North America countries by over 

24% since 2010, (World Trade Organization statistics, 2011).  

 

In 2012 the European Union economy had a combined GDP of 16.07 trillion dollars (OECD data, 2012). Credit 

Suisse Global Wealth report 2012, also states that the EU has the highest net wealth in the World and currently 
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consist of 33% of the total global net wealth. It currently consists of 28 countries with a single common market 

which makes up the European Economic Community consisting of three non member countries which are 

Norway, Switzerland and Liechtenstein (UNCTAD Statistics, 2012).  

 

Australia also has the fifth highest per capita GDP and the twelfth largest economy in the world. Owing to a 

sustained balance in exports of manufactured products and commodities, Australia is the only OECD country not 

to have experienced a recession during the 2008/2009 global economic prices. However subsections of the 

Australian economy have persistently been affected by global financial crises of 2007, particularly through its 

non mining sub-regions, whose economies have entered into recession despite its national GDP growth of 3.5%. 

Most of Australia’s trade is with Japan and China, with the United States and New Zealand been a distant third 

and fourth.  

 

According to the World Bank statistics, 2012, the African economy is endowed with enormous natural resources 

and has the capability of feeding and sustaining its population. While Africa continues to export primary 

commodities, trade among African countries is often lacking. In 2005 Africa’s economy grew by 5% UN 

statistics 2006. However, the sub-Saharan region of Africa has been the least successful in poverty reduction, 

with more that 50% of the population, living below the poverty line UN statistics 2012. UNESCO World review 

2000, also state that nearly 52% of the children in sub-Saharan Africa were enrolled in primary schools this was 

the lowest compared to other continents particularly Europe and Australia.  The obvious implication is that, with 

a considerable percentage of unskilled manpower, its exports are likely to be considerably in primary goods 

meaning that Africa is not likely to take advantage of the benefits of product differentiation due to its poor 

technological capabilities. Other regions such as Latin America, the Middle-east and South East Asia are also 

heavily reliant on agriculture and mineral exports. Tourism has also thrived in South East Asia, while countries 

like China and Japan, export a considerable amount of manufactured goods (UNCTAD Statistics, 2012).  

 

This paper investigates the relationship between trade and institutions using sample data from seven regions 

which include Sub Saharan Africa, European Union, North America, Latin America, Australia, Middle-East and 

North Africa and South East Asia Pacific from 1980 to 2010, 31 years. The study utilizes different measures of 

institutions obtained from World Development Indicator (WDI) data to study the effect of institutions on export 

promotion across regions. Two different set of institutional quality index were constructed for domestic and 

international measures of institutions respectively, we created these indexes using principal component analysis 

(PCA) which uses Eigen-values matrix to generate variables from a set of closely related variables Abeyasekera 

(2004) and Schlens (2009) and regression components coefficients (RCC) obtained from regression residuals see 

Burnside and Dollar (2000) for further discussion. The method of estimation used is the general method of 

moment (GMM). The rest of the study consist of scope and objectives of the study, review of literature, the 

stylized facts on trade and institutions, the theory and methodology, data and sources, empirical analysis and 

results and finally discussion and concluding section. 

 

2.0 Scope and Objectives of the Study 

This paper reviews factors that affect international trade across regions and presents empirical evidence, on how 

institutions affect regional trade, by studying the effect of institutions on exports .The objectives of the study 

include: 

a.) To determine if institutions matter in the promotion of international trade in exports across regions? 

b.) To determine institutional effectiveness in improving or reducing access to domestic and foreign 

destination markets? 

c.) To examine the extent to which institutions develop regional markets? 

d.) Finally to determine the extent to which institutions affect tariffs in regions? 

 

3.0 Review of Literature 

Few regional studies have undertaken the task of studying the impact of institutions on trade from a regional 

point of view. Studies by Mauro (1995) and Keefer and Knack (1995) argue that weak institutions are often 

responsible for slower growth. Others have posited that weak institutions are many a time responsible for lower 

factor productivity and lower per capita income see Hall and Jones (1999), Olson et al (2000), Acemoglu (2001) 

using instrumental variable estimation to account for the endogeneity.  

 

The debate on how exactly institutions can affect the overall economy of a country remains vague, since many 

studies have not till date arrived, at some specific channels through institutions impact growth. A host of 

variables have been found to be adversely affected by institutions, some include foreign direct investment (Wei, 

2000), capital accumulation, total investment and other specific forms of public investments etc. Till date not 



Journal of Economics and Sustainable Development                                                                                                                        www.iiste.org 

ISSN 2222-1700 (Paper) ISSN 2222-2855 (Online) 

Vol.5, No.18, 2014 

 

125 

many papers have also thoroughly dealt with the dynamics between trade in commodities and institutions, 

Anderson (2001) observed the risk of predation due to contract default and states that imperfect enforcement of 

contract has a negative effect on foreign trade flow.  

 

However, other in-depth studies such as Dollar and Kraay (2002) find that institutional quality is highly 

correlated with trade, this made them to be primarily concerned with long term decadence growth, which they 

attributed to be affected by trade oriented growth and institutions. They also attributed rising income and falling 

poverty to perceived liberalization expansion in countries arguing that such expansion are in fact responsible for 

trade growth and economic growth on the long run. 

 

Wacziarg and Welch (2003), study liberalization regimes and find that trade growth is strongly related to 

economic growth and investment. Although the paper, by Rodrik et al, (2004), does not find a direct relation 

between trade and income, they find that there exist a complex relationship between institutions, trade and 

growth in a host of countries. They also argue that institutions have a direct effect on incomes, meaning that 

trade has an indirect effect on incomes through institutions.  

 

Institutions, on the other hand have the tendency to promote integration, while integration is likely to affect 

institutional quality in a positive manner. Other papers such as Freund and Bolaky (2004) have studied the 

dynamics of trade and growth and stress that labour and business regulation are also quite important. Chiang et al 

(2005), provide evidence from panel studies that a broad domestic mix of policy, institutions and infrastructure 

plays a significant role in moderating trade impact on growth in countries.  

 

Development agencies on the other hand have focused extensively on growth and trade facilitation processes, 

development assistance, regional integration and offered strong recommendation for sustained institutional 

development, thereby arguing that development is interlinked with the political economic reforms, institutional 

development, past colonial ties and history, development assistance as well as North-South trade partnerships.  

Finally, Depken and Sonara (2005) study intensively, the impact of economic freedom on US consumer exports 

and imports and find that institutional quality of partner countries has a positive effect on US exports to such 

countries. Since international trade is not likely to be homogenous, developed countries that exports finished and 

differential goods will continue to have a strategic trade advantage over countries that export only primary 

goods. 

 

4.0 Some Stylized Facts on Regional Trade and Institutions 

International trade in goods has not returned to the rapid growth rate of the years preceding the crisis (see figure 

1&2). On the contrary, it decelerated further in 2012, and while the outlook for world trade remains uncertain, 

the first signs in 2013 do not point to an expansion. After a sharp fall in 2008–2009 and a quick recovery in 

2010, the volume of trade in goods grew by only 5.3 per cent in 2011 and by 1.7 per cent in 2012. This slower 

rate of expansion occurred in developed, developing and transition economies alike, see table 1 (Trade and 

development Report, 2013).  

 

Sluggish economic activity in developed economies accounted for most of the slow down in international trade 

(See table 1). In 2012, european imports of goods shrank by almost 3 percent in volume and by 5 percent in 

value. Extremely weak intra-european trade was responsible for almost 90 percent of the decline in european 

exports in 2012. Likewise, Japan’s exports have not yet recovered from their sharp fall caused by the earthquake 

of 2011, while the volume of imports has continued to grow at a moderate pace. Also, among the developed 

economies, only the United states maintained a positive growth rates in its international trade, although this 

appears to be slowing down in 2013. Trade also decelerated considerably in developing and transition 

economies. Both exports and imports grew sluggishly in 2012 and the first months of 2013, in most developing 

regions. The sole exception was Africa, where exports recovered in countries previously affected by civil 

conflict. Export growth declined to 4 per cent in the developing countries as a whole. This slowdown included 

Asian countries that had previously played a major role in boosting international trade. 
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Figure 1: Regional Trade Structure by Regions (1960-2010)  

 

The crisis of 2008–2009 has altered trade patterns in both developed and developing countries. Imports by all 

developed regions remain below their pre-crisis level, and only the United States has managed to increase its 

exports to a higher level than their previous peak of August 2008 (see figure 1). On the other hand, exports from 

the group of emerging market economies were 22 per cent above their pre-crisis peaks, while the corresponding 

figure for their imports was 26 per cent higher (see figure 2&3). However, the pace of growth of trade of these 

economies has slowed down significantly: during the pre-crisis years, between 2002 and 2007, their export 

volume grew at an average annual rate of 11.3 per cent, but fell to only 3.5 per cent between January 2010 and 

April 2013. Growth in the volume of their imports also slowed down from 12.4 per cent to 5.5 per cent over the 

same period (UNCTAD Report, 2013). 

 

Trade growth also decelerated considerably in developing and transition economies in 2012, though the figures 

remained positive for most countries. In the transition economies, the rate of growth of the volume of exports 

was 1 per cent in 2012, down from 4.2 per cent in 2011, and 

 

Figure 2: Regional Trade Structre by Regions (1960-2010)  

 
 

that of imports was 3.9 per cent in 2012, down from 15.7 per cent in 2011. Likewise, in developing countries the 

rate of growth of exports fell from 6 per cent in 2011 to 3.6 per cent in 2012, and that of imports from 7.4 per 

cent in 2011 to 4.5 per cent in 2012. 
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Figure 3: Regional Share in World Trade 1960-2010  

 
 

At the sub-regional level, two notable exceptions stand out from this general pattern of developing country trade. 

The first is the recovery of trade in some North African economies from low levels in 2011, which contributed to 

higher trade growth in Africa as a whole. The second is the absolute decline in the volume of exports from South 

Asia, explained mainly by a reduction of oil exports from the Islamic Republic of Iran, though India’s export 

volumes also fell, by 2.5 per cent. This was largely due to the economic slowdown in Europe, which accounts 

for almost one fifth of India’s total exports, as well as weak exports to China. 

 

Figure 4: Regional Share in World Trade 1960-2010  

 
 

Inefficient institutions, in contrast, can lead to serious obstacles for trade. Bigsten et al. (2000), for instance, 

describe how the absence of an efficient legal system hinders interaction between manufacturing firms in a 

number of African countries and potential foreign importers (see table 1). It is shown that contractual flexibility 

is pervasive and that it is a rational response to risk: the riskier the environment, the higher the incidence of 

contract non-performance, and the higher the probability of renegotiation of a contract.  Complete contract 

breaches and the use of lawyers and courts to enforce the original contract are rare, simply because of the 

absence of an efficient legal system.  Instead, suppliers and clients fulfill their contracts but in a "flexible" way: 

supplies occasionally arrive late or their quality is different from what was ordered, and clients sometimes pay 

late.  In their dealings with African firms, trading partners are often taken by surprise by contractual delays and 

calls for contractual renegotiation.  Those who are used to functioning in a very different environment may find 

it hard to understand that the somewhat unpredictable behaviour of African firms in such cases is a rational 

response to an inefficient system (Marion and Norda, 2004).  This may explain why foreign firms find it difficult 

to deal with African partners and why African manufacturers have a hard time breaking into foreign export 

markets. 

 

Inefficient institutions also represent a cost factor for domestic exporters and thus lower their international 

competitiveness with negative repercussions on export flows; transaction costs due to inefficient institutions also 

raise the final consumer price of imported goods with negative repercussions on a country’s import flows. 

Evidences from empirical and theoretical literature 
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Table 1: Trend of trade, institutions and economic growth 
 Regional share of 

world non-oil export 

Per capita income GDP growth rates Share in world 

population 

Strength of legal right No. Of days to 

execute contract 

No. of 

major 

countries 

Region/year 2000 2010 2000 2010 2000 2010 2000 2010 2000 2010 2000 2010  

Australia 0.32 0.27 33379 38837 2.00 1.91 0.31 0.32 9 9 395 395 1 

Africa 0.67 0.87 965 1257 3.44 4.85 13.23 14.81 4.6 4.65 625 651 61 

Asia 24.14 35.41 1499 2577 6.76 8.70 57.05 56.97 4.7 6.1 476 493 51 

Europe 39.91 38.51 25929 28669 3.92 2.13 7.89 7.28 6.7 7.0 568 549 27 

Latin America 4.15 3.53 4804 5843 4.48 6.02 7.58 7.59 3.9 5.4 710 711 26 

Middle east 1.30 2.50 3899 4998 5.39 6.33 6.02 6.47 3.4 3.5 661 670 17 

North America 20.54 12.71 31198 32916 4.41 2.61 6.81 7.00 8 8 435 435 3 

Source: Authors’ compilation   

 

Note: The table above depicts regional share in world non oil exports, GDP growth, population increases and 

improvements in institutional quality as shown by regional strength of legal rights and time to execute contracts, 

compiled by the authors from data used in this study obtained from world development indicators of the World 

Bank and other sources.   

 

suggest that lower institutional quality has a substantially negative effect on trade (Anderson and Marcouiller 

2002); likewise, De Groot et al. (2004) discovered that better quality of formal institutions tends to coincide with 

more trade and that similarity between trading partners in the quality of their institutions promotes trade. 

 

5.0 Theory and Methodology  

The theory relied on in the study, is one in which the institutional environment will affect exports in regions, past 

studies, Acemoglu, Johnson and Robinson (2004) and Ojeaga (2012), argue that weak institutions are likely to 

impede growth, making institutions to have strong implication for the private sector of an economy which we 

extend to include other factors that affect trade. In the case of trade this can happen for two reasons; a.) There 

will be a direct effect of institutions on exporting such that local producers or exporters will receive back their 

invested revenue in trade plus profits, this will make local producer export more. b.) Secondly due to gains 

accruing from exports as result of good institutions, new producers are likely to want to take to exporting and 

establish trade partnerships taking advantage of the profits from exports.   

 

Institutions will now be expressed as a function of both domestic and international institutions 

Institutions f(domestic and international institutions). Domestic institutions will shape exporters belief to export 

to destination markets and can be expressed as destination countries level of implementation of social 

infrastructural policy and contract enforcements which we express in terms of legal rights written as; Domestic 

institutions f(social policy implementation and  legal rights implementation). International institutions will affect 

the exporters ability to penetrate foreign markets and will depend on the flow of capital towards boosting 

international trade capabilities from international multilateral agencies as well as regional trade policy which is 

represented by the dummy for membership of world trade organization which we express below as; International 

institutions f(multilateral foreign aid inflow to trade and world trade organization membership). 

 

International trade in commodities will also depend of a host of exogenous factors such as FDI, exchange rates 

since currency is not homogenous across regions, average tariffs at destinations, destination country market size, 

and market access which is the cost of transportation to destination markets. This allows us to express 

institutions as it affects trade to be a function of all factors that affect trade both domestically and internationally, 

which can be expressed as; Institutions f(social policy implementation, legal rights enforcement, inflow of 

foreign capital to develop trade capabilities and international trade policy) 

 

The model estimated depicts one in which the volume of exports varies either positively or negatively, with 

trading partnership this will be particularly true since the nature of partnership will depend on institutions. If a 

trade contract implies a contract where the profit k is greater than zero (k > 0), we can evaluate some probable 

scenarios and make prepositions based on these as follows; (i.) How exporters and distributors partnership 

relationships begin and terminate.  (ii.) Secondly, how at equilibrium such partnership are likely to be formed. 

(iii.) How profit maximization goals of distributors and importers can sustain partnership. (iv.) And finally how 

the exporter positive gains will maintain trade relationships see Araujo, Mion and Ornelas (2012) for further 

discussion.  

 

Previous study by Araujo and Ornelas (2007) argue extensively about how, the institutional environment both 

domestic and international affect home exports, they also expanded the argument in their subsequent paper 

Araujo, Mion and Ornelas (2012) by developing a two empirical strategy model, in one specification they used 

firm year fixed effects to control for time varying firm specific characteristics, while in the other, they model 
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selection with the two step Heckman procedure using the augmented gravity model variables as exclusion 

restrictions obtaining the same results.  

 

Francois and Manchin (2007), (2012) also examined bilateral trade flows particularly for cases of zero bilateral 

trade using a sample selection gravity trade model specification. This involved specifying a sample selection 

model that takes into account the censoring process that leads to zero bilateral trade flows. Similar papers such as 

Fabelmayr and Kohler (2004), also estimated bilateral trade flows and trade volumes using Tobit estimator to 

examine bilateral zeros.  

 

This study examines trade flows by considering exports across regions. The method of identification for the trade 

model is one in which exporters belief will shaped by institutions in destination countries allowing for the 

inclusion of institutions in the trade model to be estimated. Trade in regions will now be assumed to depend on a 

host of factors that we identify affect trade across regions these include access to domestic and international 

markets, tariffs, market size, flow of foreign direct investment, fluctuation in the global economy, and 

institutions which represent as change in environment.  

 

Trade can be expressed as a function of institutions defined as the change in 

environment which will be particularly true since institutions will depict the business environment and 

a set of exogenous variables,  which include access to market market size , foreign direct 

investment inflow , fluctuations in the global economy that affect trade  and tariffs  which can 

be written as  f( , ). Allowing for the expression of the trade equation to be 

estimated below as one in which trade ( ) depends on exporters belief captured by institutions 

( ) in exporting and destination countries and other exogenous effects . This can now be written as 

shown below in equation 1. The variable year is also included to capture regional fixed effects and account for 

differences in exporting in years across regions. 

(1.)           

The method of estimation used is the general method of moment (GMM) estimation technique. The GMM 

estimator allows us to handle modeling concerns such as fixed effects that are likely to affect exports and the 

presence of endogenous regressors; thus allowing us to resolve the issues of endogeneity of the institutional 

variable while avoiding panel bias. It also handles unbalanced panel and multiple endogenous regressors 

Arellano, Bond (1998), Doornik, Arellano, Bond (2002) and Roodman (2009).   

 

The GMM also has some obvious advantages such as, it is not restricted by choice of functional form and it 

overcomes issues of endogeneity by using all explanatory variables as instruments and the estimates are robust 

even in the presence of heteroscedatic errors. The system GMM fit the one dependent 

variable , model using linear GMM as shown below in equation 1, where i represent indexes 

for regions, and t is the index for time. The vector of explanatory variables is given by  and  is 

the lagged value of the dependent variable. The disturbance term  has two orthogonal components the fixed 

effects and the idiosyncratic shocks   see Roodman (2009) for extensive explanation of the GMM 

estimator.  

 

6.0 Data and Sources 

Panel data from seven regions (Africa, North America, Latin America, Australia, European Union, South East 

Asia Pacific the Middle East) were used for a period of 1980 to 2010, representing 31 years. All data are 

obtained from World development indicator (WDI) database unless otherwise stated.  The dependent is exports 

in constant US dollars. The log of exports was taken due to the noisy nature of exports. Exports are a measure of 

total exports of goods and services from countries in regions. Other explanatory variables include the various 

measures institutions, these include infrastructural measures (number of telephone lines), judicial measures 

(strength of legal rights) and civil administrative measures (time to execute contract in no of days) these were 

used as measures for domestic institutions, also two measures for international institutions were used these were 

multilateral official development assistance (ODA) that captures aid agencies specific aid disbursement policy 

particularly to trade and other economic policy conditionality, and the dummy for signatory of world trade 

organization membership, which measure the influence of the world trade organization on regional specific trade 

institutions. These measures were also used to construct an index for both domestic and international institutions 

respectively using principal component analysis, respectively see  
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Table 2. List of Variables and Description 

Variables Source Abbreviations  Description 

Legal right strength(measure 

of domestic institutions) 

World Bank data  Measured using percentage of cases 

concluded in courts per year. 

    
No of phone lines (measure of 

domestic institutions) 

World Bank data  Total annual aggregate of the number of 

phone lines in use in regions.  

    Domestic institutions index Authors D.Inst. Constructed by author using principal 

component analysis. 

    World Trade Organization 

dummy (measure of 

international institutions) 

Authors WTO dummy Dummy for membership and 

participation in World Trade 

Organization. 

    
Multilateral Aid (measure of 

international institutions) 

World Bank data  Inflow of multilateral development 

assistance in USD to capabilities that 

can facilitate trade. 

    
International institutions 

index 

Authors  I.Inst. Constructed by author using principal 

component analysis 

    
    Exchange rate World Bank data  Average local currency dollar exchange 

rates. 

    Foreign direct investment World Bank data FDI Inflow of foreign direct investment to 

countries in regions in USD. 

    Market Access World Bank data Marketacc Cost of transportation to local and 

foreign markets captured using crude 

price multiplied by regional size.  

    Market size World Bank data Marketsize 

(gdppercap) 

Market size was captured using regional 

GDP per capital strength in USD. 

    

Average tariffs 

 

World Bank data Avetariffs 

This was regional average tariffs on 

imported commodities in regions. 

Note: All data are obtained from World Bank WDI data and constructed indexes are obtained from values of 

their WDI component measures unless otherwise stated. The abbreviation USD represents United States Dollars. 

 

Burnside and dollar (2001) Abeyasekera (2004) and Schlens (2009), for further discussions on index 

construction.  Other data such as Exchange rate in constant USD, market size measured using GDP per capita, 

access to credit facilities measured using regional specific aggregate commercial bank lending in constant USD 

and transaction cost of transporting goods and services to both local and foreign markets (captured using crude 

oil price) multiplied by regional size in square kilometers we also obtained. 

 

7.0 Empirical Analysis and Results 

The intuition for the study is one that tries to portray a situation where institutions provide the adequate enabling 

environment for trade. Exporters or producers are likely to develop strong ties with distributors and buyers in 

importing countries due to good enabling environment. This is likely to lead to an increase in exports making 

institutions to have the potentials of promoting trade. We find no reason to dispute this fundamental intuition 

since countries that have poor institutions are likely to have very few international trade ties.  

 

The trade equation is estimated using the GMM estimation method. This also allows us to control for the 

presence of endogenous regressors in our model specification as stated earlier, in addition the dynamic panel 

GMM model controls for long run effects making their estimates to be more reliable. The Arellano-Bond mis-

specification test for auto-correlation was run and the null hypothesis  indicating the absence of auto correlated 

errors in the underlying levels variables in the regression estimates was accepted, see Arellano-Bond (1991) for 

further discussion on auto correlated errors in underlying levels variables of regression estimates. We also test 

the over-identification restriction since the system GMM uses all explanatory variables and the lagged values of 

the explanatory variables as instruments, implying that we have more instruments than explanatory variables, 

and accept the null hypothesis that the regression residuals are not correlated with the set of exogenous variables 

allowing us to state that the instruments are strictly exogenous see Sargan (1958), Hansen (1982) and Bowsher 

(2002) for further discussion. All mis-specification test results are presented in Table 3.  
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The results of the exports regressions are presented below in Table 3 it shows that our measures of domestic 

institution (legal right strength and number of phone lines) are weakly significant in promoting exports across 

regions. The index for domestic institution created from the legal right strength and number of phone lines also 

had a weak significant effect on exports. The dummy for WTO membership had a weak significant effect on 

exports while the flow of multilateral aid had no significant effect on exports. The index for international 

institutions created also from both measures of international institutions (inflow of official aid and WTO 

signatory and participation) had a weak significant effect on regional exports. The implication of our results is 

that institutions were in general having a significant effect on exports in regions although this effect was weak. 

The results of the interactive variables where institutions were interacted with market size, market access and 

average tariffs show, that international institutions were promoting market size, facilitating access to foreign 

markets and reducing tariffs across regions, while domestic institutions were not improving any of these factors 

see table 4 in the appendix for the results. As a check for robustness measure of institutions using regression 

component residuals measure were used and alternative measure of domestic institutions such as time to execute 

contracts were used the findings were the same even after inserting squares and cubes of tariffs as controls the 

results are excluded for the sake of brevity. 

Table 3. System GMM Results of the Impact of Institutions on Trade  

 (1) (2) (3) (4) (5) (6) 

     Variables lnexports lnexports lnexports lnexports lnexports lnexports 

       

     Legal right strength 2.23*      

 (1.33)      

     No of Phone lines   0.92*     

  (0.48)     

     Domestic institutions   4.21*    

   (2.50)    

     WTO dummy    11.45*   

    (6.78)   

     Multilateral Aid     0.0002  

     (0.0001)  

     International 

institutions 

     1.75* 

      (1.04) 

      Exchange rate 0.01 0.01* 0.01 0.09* 0.02 0.03* 

 (0.01) (0.01) (0.01) (0.05) (0.01) (0.02) 

      FDI 0.01 0.01 0.01 0.01 0.01 -0.01 

 (0.01) (0.01) (0.01) (0.01) (0.01) (0.01) 

      Market Access -0.31 0.33** -0.23 -0.03* -0.04 -0.95* 

 (0.37) (0.14) (0.36) (0.16) (0.37) (0.56) 

      Market size 0.33 -0.01* 0.35 1.54* 0.40* 0.71** 

 (0.22) (0.01) (0.22) (0.79) (0.22) (0.34) 

     Average tariffs -0.67 4.14** 1.671** -0.387 1.928** 2.746** 

 (1.02) (1.68) (0.74) (0.91) (0.87) (1.10) 

     A-B (ar2) test (p- value) 0.65 0.24 0.62 0.73 0.49 0.83 

     Sargan Test (p-value) 1.00 1.00 1.00 1.00 1.00 1.00 

     Observations 210 210 210 210 210 210 

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

Note: The system GMM arrelano-bond (AB) and Sargan-Hansen mis-specification tests for autocorrelation and 

over-identifying restrictions are presented in the table above, however the null hypothesis is accepted at p-values 

higher than 0.05 as explained in the paper by Roodman (2009), which states that accepting the null hypothesis at 

lower significance level is likely to lead to bias, of the regression estimates. 

8.0 Discussion 

Institutions were generally found to exert some significant effect on trade across regions. Domestic institutions 

such as infrastructural measures which reflect regional implementation of social policy through institutions as 

well as judicial strength in the enforcement of legal rights had significant effect on trade.  

 

International institutions also had some significant effect on trade although the inflows of aid to capabilities that 

can boost trade were not effective in trade promotion the effect of this factor is not expected to be immediate 
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since returns from trade capacity building is likely to affect trade from past periods using the lagged values of aid 

inflow would probably have been more beneficial in this case which is a limitation of the study. However, 

countries implementation of world trade organization trade policies and membership of the world trade 

organization was useful in promoting trade across regions. 

 

Domestic institutions were probably protectionist in nature since they were not boosting regional market 

development (exerting no effect on market size through its interactive presence), not reducing tariffs and was 

having no effect on reducing transaction cost associated with trade. International institutions were found to 

improve regional market size, reduce tariffs and facilitate access to regional markets in general making 

international institutions to be most relevant to trade across regions allowing us to proffer answers to the 

objectives of study. 

 

a.) Institutions were found to matter in the promotion of international trade in exports across regions since 

they were exerting significant effect on trade since institutions were significantly promoting exports 

across regions. 

b.) International institutions were more effective in improving access to destination markets through 

transaction cost reduction see results in table 4. 

c.) International institutions were also found to develop regional markets see interactive variable results in 

table 4 where the variable international institutions*market size which was exerting a significant effect 

on trade. 

d.) Domestic institutions were found to be more protectionists since it did not promote tariff that can 

increase exports across regions and were probably protecting domestic firms from foreign competitors, 

international institutions were probably more concerned about tariff reduction and facilitating trade 

across regions in general. 

 

8.1 Conclusion 

In the concluding section we summarize all the major findings in the study. The question posed at the beginning 

of the study, if institutions matter in the trade promotion nexus, are clearly answered by the findings. It was 

found that institutions were probably significantly affecting exports across regions from the results. The results 

of institutional quality effectiveness (i.e. the interactive variable) in promoting exports show that although 

international institutions were probably improving market size through developing regional market potential, 

domestic institutions were not, also domestic institutions also had no effect on tariffs reduction across regions, 

while international institutions were also found to be promoting regional integration through tariffs reduction in 

regions, depicting again that institutions matter, in export promotion equation.  

 

The question if institutions were effective in reducing the transaction cost associated with trade, through the 

development of regional markets and facilitating access to local and foreign markets was all answered, since 

international institutions were facilitation all three factors however, domestic institutions were found not to. 

They were probably increasing tariffs and protecting domestic businesses from hostile competition associated 

with international trade by diving up the final cost of imported goods. 

 

The policy implication of this paper is that adequate attention should be paid to domestic institutions with the 

aim of finding ways through which they can facilitate international trade through market development strategies, 

tariffs reduction and through reduction of transaction cost associated with exports through infrastructural 

development and reduction in bureaucracy surrounding export document processing at ports and transparency in 

the exporting and importing regulations to make international trade for exporters and importers less 

cumbersome. 

 

Finally this paper also contributes to the body of knowledge through offering an insight on the difference of 

domestic institution effect on trade from those of international institutions thereby examining if there are 

differences in their contribution to the regional trade promotion process to which this paper concludes exists. 
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Appendix 1 

Table 4. Regression of the Impact of Institutions on Trade Including the Interactive Variables 

Variables lnexports lnexports lnexports lnexports lnexports lnexports 

(1) (2) (3) (4) (5) (6) 

L.lnexports 0.0959 0.411 -0.574 -0.784 -0.757 2.674*** 

(0.551) (1.053) (1.204) (0.793) (0.685) (0.799) 

 Legal rights strength 1.814 

(3.732) 

No. of Phone lines 0.136 

(0.282) 

D. Inst. 9.256 

(19.25) 

Wto_dummy 4.984 

(5.038) 

Multilateral aid 0.000116 

(0.00023) 

I. inst. 28.89** 

(13.32) 

Exchange rate 0.0008 -0.00141 0.00536 0.0225* 0.00446 -0.0400** 

(0.003) (0.006) (0.009) (0.012) -0.00402 -0.0162 

FDI 0.01 0.01* 0.01 0.01** 0.01 0.01*** 

(0.01) (0.02) (0.01) (0.01) (0.01) (0.01) 

D.Inst*markaccess -7.87 -6.18 -2.12 

(1.33) (1.09) (3.88) 

D.Inst*marksize 0.0012 0.005 0.005 

(0.002) (0.007) (0.0142) 

D.Inst*avetariff 0.202 0.564* -0.257 

(0.599) (0.308) (1.531) 

I.inst.*markacc 5.10** 1.25* 13.00** 

(2.36) (7.02) (5.20) 

I.inst.*marksize -0.736* 0.00944 0.456** 

(0.38) (0.0226) (0.198) 

I.inst.*avetariff 0.307* -0.0284 1.928** 

(0.161) (0.118) (0.968) 

AB(ar2) test(p-value) 0.63 0.22 0.64 0.75 0.59 0.85 

Sargan Test (p-value) 1.00 1.00 1.00 1.00 1.00 1.00 

Observations 210 210 210 210 210 210 

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

Note: The regression where the interactive were included are presented above the abbreviations for domestic and 

international institutions are D.Inst. and I.Inst. and those for average tariffs, market access and market size are 

avetariff, markacc and marksize respectively.  
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