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The Role and Effect of Institution
in International Trade

Yan Ma®
Lingfeng Zhou

This study reviews the literature on the relationship between institutions and inter-
national trade, focusing on how variation in institutional quality across countries af-
fects international trade outcomes. We first summarize how institutions have been
measured in the literature and then discuss the main findings on the impacts of insti-

tutions on international trade.

Keywords Institution, bilateral trade, trade pattern
1 Introduction

Since the late 1990s, researchers have been paying growing attention to how institutional fac-
tors affect trade flows. Recent studies by Lanz, Lee, and Stolzenburg (2019) and Francois and
Manchin (2013) suggest that low quality of institutions plays a crucial role in explaining why
developing economies consistently underperform in export. Actually, one might trace the
“missing export” of developing countries in Lanz et al. (2019) back to Trefler (1995), who
noted the “missing trade” mystery, i. e., the size of international trade was far smaller than pre-
dicted by trade theory. Anderson and Marcouiller (2002) argue that the impacts of variation
in institutional quality across countries potentially play a role in trade barriers in addition to tar-
iffs and quotas. Institution was viewed as the intangible, informal, and unobserved trade bar-
rier in related studies by Liu, Lu, and Wang (2020) and Linders, de Groot, and Rietveld, (2005).
In this study, we provide a literature review on institutional factors and international trade.

We delve into the definition of institutions as well as the three main institutional factors that

have been widely studied in the literature : institutional quality, institutional distance, and insti-
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tutional dependency. We first review the measures for these institutional factors used in the
empirical studies. Next, we summarize the main empirical findings associated with these insti-
tutional factors, and their implications for international trade.

The remainder of this paper is organized as follows. Section 2 introduces the definition of in-
stitution and its role in international trade ; section 3 reviews the institutional factors and the
corresponding measures used in the literature; section 4 summarizes the main empirical find-

ings on how institutions influence international trade; section 5 concludes.
2 Institution

The concept of institutions has been found to be challenging to define. Rodriguez-Pose
(2013) argues that various studies disagree on a “common definition.” Nunn (2007) focuses
on specific functions of institutions, avoiding a definition, while Alvarez, Barbero, Rodriguez-
Pose, and Zofio (2018) use commonly accepted measures of institutions in the literature
(Worldwide Governance Indicators; see more discussion in section 3.1) as a starting point.
North (1990) describes institutions as the “rules of the game” and “humanly devised con-
straints that shape human interaction.” North (1991) further argues that institutions “deter-
mine costs and hence the profitability and feasibility of economic activity.” In Levchenko
(2007), institutions are considered to be a broad spectrum of structures that affect economic
outcomes such as contract enforcement and property right protection.

The relationship between institutions and uncertainty in economic activities has been exam-
ined in the literature. In addition to Levchenko (2007), North (1990) argues that the funda-
mental role of institutions is to reduce the cost of uncertainty in economic activities. Acemoglu,
Johnson, and Robinson (2005) also argue that uncertainty in interactions imposes additional
costs on economic activities, particularly in contract and property protection, raising both trans-
formation and transaction costs. Dixit (2011) emphasizes that institutions play a role in reduc-
ing uncertainty in “human interactions” by promoting the “security of property rights” and pro-

tecting contracts and property against insecurity in international trade activities.
3 Institutional Factors and Measures

How institutional factors affect trade flows has been investigated in the trade literature. In
this section, we focus on reviewing the concepts and measurements of three key institutional

factors: institutional quality, institutional distance, and institutional dependency.
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3.1 Institutional quality

Institutional quality, often referred to as the quality of governance, has been identified as a
key institutional factor in the trade literature. Institutional quality captures the overall perform-
ance of a country’s economic institutions with respect to specific functions, such as enforcing
contracts and protecting property rights, foreign investments, and shareholders. Contract en-
forcement and property rights protection have been paid majority attention due to their signifi-
cant role in trade. However, selecting appropriate measures for other specific institution’s qual-
ity is challenging.

Kaufmann, Kraay, and Mastruzzi (2004, 2011) provide the Worldwide Governance Indicators,
which are the most commonly used measure of institutional quality in the literature. These in-
dicators capture six dimensions of institutional quality across countries based on World Bank
data, which includes rating results from polls of experts in various relevant organizations world-
wide and survey results from residents in different countries. The six dimensions are Voice
and Accountability, Political Stability and Absence of Violence/Terrorism, Government Effec-
tiveness, Regulatory Quality, Rule of Law, and Control of Corruption.

The “Voice and Accountability” indicator measures citizens’ power to choose their govern-
ment and hold it accountable for its governance. This indicator reflects whether people and
businesses can prevent the government from acting arbitrarily and enforcing good governance
when necessary. The independence of the media is included in the rating; “Political Stability
and Absence of Violence/Terrorism” captures the perceived possibility of the government be-
ing destabilized through unlawful intervention or violence against individuals and property
rights. This indicator constitutes the very foundation of a stable economic environment for a
country; “Government Effectiveness” reflects the perceived capability of the government to
create and implement sound policies; “Regulatory Quality” refers to the quality of policies that
have been executed by the government and represents the transaction costs incurred as a re-
sult of government intervention in private trade. This indicator also takes into account the per-
ceived incidence of policies that suppress relevant market mechanisms, the excessive regula-
tion of international business, and the like; “Rule of Law” measures the judicial quality and con-
tract enforceability in the legal system of a country. This measure reflects the achievability of
fairness and predictability in social and economic interactive activities in society and mainly fo-
cuses on the quality of contract enforcement; “Control of Corruption” refers to the extent to
which public-private economic interactions are unjust due to poor governance. Essentially, cor-

ruption imposes additional transaction costs on economic activities by introducing a “third-
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party” involvement into private transactions, increasing the expense of the business. These in-
dicators provide a comprehensive assessment of institutional quality and have a large number
of countries available for estimations. However, as the data is collected through surveys, it may
be subject to bias and limitations.

The Worldwide Governance Indicators are used in various ways to measure institutional qual-
ity across countries. The first approach is to use all six dimensions to provide a comprehensive
assessment of institutional quality. However, as the six indicators are highly correlated, de
Groot, Linders, Rietveld, and Subramanian (2004) and Alvarez et al. (2018) used them sepa-
rately to avoid multicollinearity issues. The second approach is to compose a single index using
multiple indicators to capture overall institutional quality. For example, Linders et al. (2005)
took a simple arithmetic average of the six indicators, while de Groot et al. (2004) and Ranjan
and Lee (2007) used a more complex composition method. The third approach is to use only
one indicator out of six to focus on a specific aspect of institutional quality. Among the six indi-
cators, the “rule of law” has attracted the most attention due to its focus on the perceived qual-
ity of the judicial system and contract enforcement. For example, Levchenko (2007) used the
“rule of law” index to measure contract enforceability, while Nunn (2007) and Lanz et al.
(2019) used it as a measure of judicial quality.

An alternative measure of institutional quality in the literature is the Heritage Foundation in-
dex, which covers various aspects of institutional environments, such as property rights, cor-
ruption, and freedom from government influence. Ranjan and Lee (2007) used this index as
an alternative to the Worldwide Governance Indicators, and Lanz et al. (2019) used it to check
the robustness of their results. Other indexes used in the literature include the International
Country Risk Guide indexes, the World Economic Forum’s survey scores, the Global Bilateral
Migration Database’s migrant stock data, and the Economic Freedom of the World database
by the Fraser Institute. These indexes measure includes various aspects of institutional quality,

including contract enforcement, property rights, economic freedom, and corruption.

3.2 Institutional distance

In the trade literature, the concept of institutional distance is closely linked to that of institu-
tional quality. Institutional distance refers to the inhibitory effect that differences in institutional
quality between countries have on trade flows. To measure institutional distance, economists
have employed various techniques. de Groot et al. (2004) employed a simple measure, con-

structing a dummy variable indicating whether two countries share similar institutional quality
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based on the Worldwide Governance Indicators. On the other hand, Linders et al. (2005) used
the Kogut-Singh index to calculate the overall governance quality difference for each trading

country pair. Similarly, Liu et al. (2020) used Euclidean distance for index composition.

3.3 Institutional dependence
Institutional dependence is an industry-specific factor and refers to the fact that country-level
institutional quality affects trade flows in some industries more than others. The most widely
used measure of institutional dependence is the Contract Intensity index composed by Nunn
(200713. Based on Rauch’s (1999) product categorization, Nunn (2007) argued that industries
whose products require a larger proportion of relationship-specific input are more institution-
ally intensive regarding contract enforceabilit;? Contract Intensity index has two versions (25!
and z7*2), where the difference is the second measure includes reference priced inputs as rela-
tionship-specific inputs:
2P =0, R}, (1)
21 =Y,0; (R} + RiI ), (2)
where z; represents contract intensity in the industry ¢ and 7s stands for “relationship-specific”.
0; captures the proportion of the value of input 7 in the total value of all inputs in the industry
1. R“™ is the share of differentiated input 7, which means neither sold on organized exchanges
nor with reference prices; R} "7 is the proportion of input j that is reference priced but not
sold on organized exchanges.
An alternative proxy is the Levchenko (2007) index, which was calculated based on the Her-
findahl index of an industry’s intermediate input useg? Levchenko (2007) adopted such a meas-

ure of product complexity as a proxy for industry-level institutional dependence.
4 Main Empirical Findings

There are three main strands of literature on how institution affect trade. First, bilateral trade
flow increases with higher institutional quality in both origin and destination countries, for ex-
ample, Anderson and Marcouiller (2002) (AM (2002) hereafter) and Francois and Manchin
(2013). Next, bilateral trade flow decreases with larger institutional distance between the two
trading countries. Finally, institutional quality has been found to have larger effects on trade

flows in industries whose inputs are more relationship-specific than others.
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4.1 Cross-country variation in institutional quality

The literature on international trade has long recognized the importance of institutions as
a determinant of trade costs. AM (2002) used a structural model of relative import demand
to analyze the effect of inadequate institution on trade volume reduction. Since trade activities
across borders are inherently uncertain, and are subject to a range of risks, including bribes
extortion, predation, expropriation, and similar challenges, inadequate institutions may fail to
provide sufficient protection against such risks, leading to higher trade costs in the form of “in-
security” price markups that similar to the markup caused by tariffs and transport costs. Con-
cretely, for exports from an origin country 7 to destination countries 7 and k, the relative price

of the exports is shown as:

S (8 () ) () Ga=aot). (3)

where S; and Sk capture the institutional qualities in destination country ¢ and k; b, [, d, ¢ and
a capture other determinators of trade, including shared border, common language, physical
distance, tariff, and whether associated to free trade agreements. The magnitude of “insecu-
rity” markup depends on destination countries’ institutional quality to facilitate international

trade. Thus, the effect of relative institutional quality g}’{ on relative price é)z
7

plains the trade pattern found in the real world that high-income countries trade “disproportion-

potentially ex-

ally” with each other since these countries have better institutional quality in general and hence
lower transaction costs.

Unlike other bilateral trade resistances, such as geographical distance, shared borders, and
languages that are subject to the bilateral relationships between destination and origin coun-
tries, low institutional quality of a country negatively influences its imports from all origin coun-
tries. Specifically, institutional quality was modeled to capture only characteristics of destination
countries that are not subject to the bilateral relationship between destination and origin coun-
tries. The relative institutional quality of destination countries was recognized as one of the de-
terminants of relative import demand. By affecting the impacts of insecurity in international
trade activities, better institutional quality contributes to a reduction of price markup, leading
to higher import demand in the destination country. Using 2182 import trade flows across 48
destination countries in 1996, the estimation results in AM (2002) suggest if the Latin Ameri-
can countries, including Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela, were
able to improve their institutional quality towards the average level of countries in the European

Union, the total import volumes in the Latin American countries would increase by 30%.
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Thede and Gustafson (2012) extended AM (2002) empirical model by replacing the aggre-
gated measure of institutional quality with an indicator of corruption level in the destination
country to form an augmented gravity model. They found that the effect of corruption level
on trade is greater than other economic distance factors. Francois and Manchin (2013) also
employed the gravity model in their empirical work and found that both destination and origin
countries’ institutional quality affect trade positively, with low-income countries depending
more on institutional quality than high-income countries. Stderlund and Tingvall (2014) used
gravity model with detailed firm-level data and found that weak institutions in the destination
country reduce trade, but this effect declines over time as firms become more familiar with the
institutional environment. Lanz et al. (2019) augmented the gravity model by adding interac-
tion terms of institutional quality and other factors (e. g., geographical distance) and found that
the trade resistance generated by distance and weak contracting institutions may reinforce each
other, with the negative effects of inadequate institutions on trade being magnified by an in-

crease in the distance factor.

4.2 Bilateral institutional distance

Following AM (2002), de Groot et al. (2004) argued that institutional homogeneity, also
known as institutional distance, affects the price markup in trade. They used bilateral export
data for over 100 countries in 1998 and found that increases in institutional distance reduce
trade flows. Put in another way, countries with low quality of institutions not only suffer from
trade volume reduction with all other countries, but also are less likely to enjoy the benefit of
trading with relatively more developed countries with which they usually do not share similar
institutions.

Additionally, Alvarez et al. (2018) adopted a sectoral gravity model and also studied the effect
of institutional distance on trade in addition to that of national institutional quality. Their empiri-
cal results suggest that an increase in the bilateral institutional distance can enhance the impact
of institutional quality in the destination country on bilateral trade flows. In other words, the
greater the difference between the institutions of destination and origin countries, the larger
effect that the destination country’s institutional quality has on bilateral trade. Together with
the results of Lanz et al. (2019), we can see that geographical distance and institutional distance

have similar effects on the impact of institutional quality on trade.
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4.3 Institutional dependence and contract enforceability

The literature suggests that the effects of institutions on international trade are heterogene-
ous across industries. Levchenko (2007) developed an incomplete contract framework with a
focus on relationship-specific capital investment for production. Concretely, a greater likelihood
of an incomplete contract raises the fraction of relationship-specific investment for production
process, i. e., the proportion of capital invested that cannot be recovered after production. Bet-
ter contracting institution reduces the likelihood of incomplete contracts and, consequently,
reduces the fraction of relationship-specific investment. Hence, industries that require more
relationship-specific investments for production depend more on national institutional quality.
Countries with better contracting institutions are more likely to produce goods in institutionally
intensive industries.

In the empirical analysis, Levchenko (2007) extended Romalis’s (2004) model into the fol-
lowing econometric specification:

rel_sharei.—a+pBiinst_dep:*inst.+piskint3:*skill.+pBicapint 3:*capital.

+ret it e, (4)
where rel_sharei is country ¢’s U. S. import share in industry 7. capital. and skill. measure
capital and labor endowments, and capint3; and skint3; measure capital and labor intensity.
The institution interaction term inst_dep;*inst. incorporates industry-level institutional de-
pendence and country-level institutional quality measures. Using the U.S. import data on 1998
for 389 industries across 177 origin countries, the empirical results confirmed the effect of het-
erogeneity of institutional dependence across industries on trade patterns. Origin countries
with higher institutional quality obtain larger shares of the U.S. import in the industries that
are more “institutionally dependent.”

Nunn (2007) also explores the concept of underinvestment in relationship-specific invest-
ments by drawing upon insights from the literature on incomplete contracts. Building on the
insights of Klein, Crawford, and Alchian (1978), Williamson (1979, 1985), Grossman and Hart
(1986), and Hart and Moore (1990), Nunn argues that underinvestment is more likely to occur
in the absence of adequate institutions to enforce contracts. To measure institutional depend-
ence, Nunn develops the Contract Intensity index and finds that countries with better institu-
tions exhibit higher levels of export in industries that depend more on contracting institutions,
as evidenced by trade data for 28 industries across 78 countries. Furthermore, Castellares and
Salas (2019) employed gravity model with interaction terms of crisis measures (e.g., dummy

variables indicating financial crises, economic recessions) and industry-specific contracting in-
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stitutional dependence for regression analysis and revealed that industries that depend more
on contracting institutions are more negatively affected by crises such as financial crises and

economic recessions.
5 Concluding Remarks

The literature on how institutions affect international trade has established that institutional
quality across countries affects trade in two main ways. On the one hand, countries with better
institutions trade more with all other countries. On the other hand, a high institutional differ-
ence between two countries reduces bilateral trade. In addition, we reviewed measures and
proxies of institutional quality and institutional dependence that have been widely used in the
literature.

The literature also suggests that institutional quality’s effect on costs of mitigating uncer-
tainty varies across industries, with those that depend more on contract-enforcing institutions
being more affected. Future research could investigate how institutions mitigate the impact

of uncertainty and global events, such as natural disasters and pandemics, on trade outcomes.

Notes

1) Numerous studies adopted the Contract Intensity Index introduced by Nunn (2007). For example,
Feenstra, Hong, Ma, and Spencer (2013) and Wang, Wang, and Li (2014).

2) Rauch’s (1999) categorization of three classes of products: (1) product that can be traded on an
organized exchange; (2) product that cannot be traded on an organized exchange but has reference
price; (3) differentiated product that neither can be traded on an organized exchange nor has a ref-
erence price.

3) Herfindahl index has been used to measure product complexity and to proxy institutional depend-

ence in the literature. For example, Blanchard and Kremer (1997).
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