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The Economic Partnership Agreements (EPA) will 
restructure the economic relationships between EU 
and ACP countries signifi cantly. Going beyond the trade 
preferences currently granted to the ACP countries 
under the Cotonou Agreement, they are an attempt to 
link development and trade policy. The reciprocal 
market opening and the accompanying measures of 
the EPA are to promote regional integration, the ACP 
countries  integration  into  the  world  economy  and 
their economic growth.

While there is little doubt that free trade is an essen-
tial ingredient to economic growth and sustainable 
development, it is also widely accepted that it can only 
make such positive contribution if appropriately de-
signed and implemented. The EPA try to address this 
challenge, but advancing onto new terrain also brings 
uncertainty. It is this uncertainty that makes the ne-
gotiations so complex. Many governments and civil 
society organisations, especially in Africa, are wary of 
the EPA, wanting to ensure that the agreements are 
negotiated and applied in such a manner that benefi ts 
will outweigh the costs which they will no doubt have 
to face. 

To assist its partners within governments, regional 
organisations and civil society across Africa in assess-
ing these costs and benefi ts the Friedrich-Ebert-Stiftung 
supports them in informing themselves about the is-
sues at stake, identifying their own interests and voic-
ing these within the debate on EPA. To meet the demand 
for empirical arguments and insights, the FES has 
partnered with the Hamburg Institute of Interna-
tional Economics (HWWI). 

In a fi rst step the HWWI undertook a study on the 
potential trade and fi scal impact of the EPA on the 
ECOWAS region, which was published in 2004. We 
discussed  this  research  widely,  engaging  govern-
ments, civil society, regional organisations and re-
searchers in a variety of conferences, workshops and 
discussions taking place in Africa and in Europe. Be-
sides the networking, information and debate this 
allowed for, these discussions also gave us valuable 
feedback  on  the  further  information  needs  of  the 
actors involved.  

As the question of the development dimension of the 
EPA and the adjustments necessary to benefi t from 
trade liberalisation came into focus, the HWWI con-
tinued its research, focussing on the aspects of the 
institutional framework for successful trade libera -
lisation and its impact on governance. Pre studies were 
made, research results were again presented and 
discussed with our partners across both continents 
and yet further research undertaken. The result of this 
process is the present publication. We hope that at 
this crucial junction in the negotiations the new study, 
among others addressing central questions of the 
“EPA-Light” solution currently discussed, will be as 
helpful to negotiators and those around them as our 
2004 study. 

At this point we would like to thank Matthias Busse, 
Axel Borrmann, Silke Fischer and Steffen Gröning 
from the HWWI research team, whose enthusiasm 
and assiduousness made this study possible. 

Bonn, November 2007
Dr. Werner Puschra

Head, Africa Department
Friedrich-Ebert-Stiftung

FRIEDRICH-EBERT-STIFTUNG

INSTITUTIONS, GOVERNANCE AND TRADE
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The Economic Partnership Agreements (EPAs) cur-
rently being negotiated between the European Union 
(EU) and the African, Caribbean and Pacifi c (ACP) 
group of countries will establish a comprehensive new 
framework for bilateral economic relations between 
the EU and the ACP countries. As part of the Cotonou 
Agreement, the EPAs aim to promote economic growth 
and development as well as the smooth and gradual 
integration of ACP states into the world economy. 
From the perspective of the EU, two main objectives 
stand out. First, the EU is looking for new trading 
arrangements with the ACP states that ensure com-
patibility with the regulations of the World Trade 
Organisation (WTO). The non-reciprocal trade prefer-
ences established under the Lomé Conventions require 
a WTO waiver, as these preferences are neither 
 restricted to only least-developed countries (LDCs) nor 
granted to all developing countries. At the WTO Doha 
conference in November 2001, the EU obtained what 
is probably the last waiver for special ACP prefer-
ences until the end of 2007. The new agreements 
would provide for a shift from the system of non-
 reciprocal trade preferences to EPAs, which are in 
effect bilateral free trade agreements (FTAs). This 
implies that ACP states would have to open up their 
markets for EU products within a twelve-year period, 
scheduled between 2008 and 2020.

Based on economic theory, we could expect benefi cial 
effects from lowering trade barriers for ACP countries, 
as nations may benefi t from the well-known gains 
from exchange and specialisation through trade. In 
an earlier study by the Hamburg Institute of Interna-
tional Economics on the impact of ACP/EU EPAs on 
trade and government revenue for the Economic Com-
munity of West African States (ECOWAS), we empha-
sised the potential benefi ts of trade for West African 
countries (Busse et al., 2004).1 Using a simple partial 

equilibrium model for an estimate of the static trade 
effects, the main results can be summarised as follows: 
First, an EPA between the EU and ECOWAS will lead 
to overall trade effects (trade creation and trade diver-
sion) for most West African countries in the medium 
range of some 5 to 10 per cent. Second, much larger 
effects can be expected for a small number of products 
at a highly disaggregated level, such as textiles and 
clothing and certain agricultural goods. Third, trade 
creation exceeds trade diversion in all West African 
countries, thus increasing welfare. Based on these 
results, trade could have a benefi cial impact on growth 
in ECOWAS countries, if these countries agree on an 
EPA with the EU. 

Yet the study also points out that West African govern-
ments would encounter a considerable fall in customs 
revenues due to the preferential tariff elimination, 
which could amount to up to 20 per cent of total 
 government revenue, making effective changes in the 
tax regime essential. Moreover, an effective competi-
tion policy is required to ensure, for instance, that 
“pricing to market” by EU exporters to ACP markets 
can be reduced. Otherwise, ACP countries are less 
likely to achieve welfare gains from trade liberalisa-
tion. However, the partial equilibrium model used in 
that study is built on a number of standard assump-
tions in quantitative analysis in international trade, 
such as perfect competition or constant returns to 
scale, which means that large fi rms either do not ex-
ist or cannot take advantage of their market power.

The EU acknowledges that ACP countries might have 
diffi culties in achieving the potential gains from trade 
and therefore broadened the Cotonou Agreement – as 
the second objective – to include a perspective that 
combines politics, trade and development. In fact, the 
EPAs aim not only to provide improved market access 

1. Introduction

1 ECOWAS consists of 15 West African countries. As the EU is not keen on negotiating individual bilateral FTAs with all ACP countries, six  regional 
groupings have been formed. One of these regional EPAs is the ECOWAS group of countries. Within ECOWAS, a (sub-)group of eight countries 
has achieved deeper integration by forming the West African Economic and Monetary Union (WAEMU or, the French abbreviation, UEMOA), 
which includes a monetary union. Though Mauritania is not an ECOWAS member, it decided to participate in the regional West African EPA. 
The negotiations on EPAs started in September 2002 with a fi rst phase for all regional groupings, lasting one year, and a second phase, start-
ing in October 2003, at the regional level. The negotiations should be concluded by December 2007.
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for ACP countries to EU markets, to enhance trade in 
services and to increase co-operation in trade-related 
areas like competition and investment. Rather, the 
Cotonou Agreement intends to go beyond these stand-
ard features of an FTA by enhancing the political 
 dimension, explicitly addressing corruption, promot-
ing participatory approaches, and refocusing deve-
lopment policies on poverty reduction. 

The main argument for this second objective is rela-
tively obvious, since the export performance of ACP 
countries has been far from satisfactory in recent 
decades. Despite non-reciprocal trade preferences for 
products originating in ACP countries as part of the 
predecessors of the Cotonou Agreement (the Lomé I 
to IV Conventions), ACP countries’ share of the EU 
market declined from 6.7 per cent in 1976 to 2.8 per 
cent in 2004 (EU Commission, 2005). Moreover, about 
65 per cent of total exports consist of raw materials 
and some 60 per cent are concentrated in only ten 
products. Additional preferences on market access 
alone are, therefore, not very likely to benefi t ACP 
countries in the future. 

Among the various reasons for the disappointing 
export performance and, in general, economic devel-
opment of ACP, and other developing, countries, the 
quality of institutions has been identifi ed as a major 
impediment.2 Institutions can be defi ned as humanly 
devised constraints that structure political, economic 
and social interactions (North, 1990). They exist to 
reduce uncertainties that arise from incomplete 
 information concerning the behaviour of other indi-
viduals in the process of interaction. Above all, insti-
tutions are introduced by the setting of formal and 
the development of informal rules of behaviour. Most 
of these rules are informal ones, typically unwritten 
and emerge in an evolutionary process of feedback 
and adjustment (Kasper and Streit, 1999). Examples 
are customs, traditions, taboos and normative rules. 
Informal institutions are relatively more important 
than formal ones in poorer countries, where most 
people operate outside the public or formal insti tutional 
framework (World Bank, 2001). Formal rules may 
come up less often in the course of nature and are 
usually designed. They are made explicit in the con-
stitution, in legislation and in regulations (public in-

stitutions) or come into existence by formalised private 
agreements such as codes of conducts and contracts 
(private institutions). Main agents imposing formal 
institutions are rulers, parliaments and bureaucracies. 
The outcome of their actions can broadly be defi ned 
as governance, that is, either good or bad governance. 
It is worth noting that public and private formal in-
stitutions are interrelated. 

The quality of institutions (or governance) in turn is 
an important determinant of economic growth and 
income levels (Figure 1), since it affects, for example, 
the costs of transactions (Aron, 2000). Transaction 
costs are far higher if economic actors cannot fully 
trust property rights or the rule of law. As a conse-
quence, they typically operate on a small scale, use 
inexpensive but less effi cient technologies and are 
thus less competitive. They may even retreat to the 
black market economy and rely on bribery and cor-
ruption to facilitate their operations. Overall, the 
impact of institutional quality on income levels can be 
explained through three different channels: (1) in-
formation asymmetries, as institutions channel in for-
mation about market conditions, goods and partici-
pants; (2) the reduced risk, as institutions defi ne and 
enforce property rights; and (3) the restrictions on the 
actions of politicians and interest groups, as institu-
tions make them (more) accountable to citizens (WTO, 
2004). Yet there might also be a reverse infl uence from 
income levels to institutions/governance, since citizens 
from richer countries are likely to have stronger pref-
erences (as well as the knowledge and the resources) 
for high-quality institutions and good governance.

In addition to institutions and governance, trade also 
has a positive effect on income levels. Exploring com-
parative advantages in particular goods, using eco-
nomies of scale in the production or taking advantage 
of technology spillovers, all are likely to boost eco-
nomic growth rates and thus income levels. However, 
the extent to which a country is integrated with the 
rest of the world is also endogenous, that is, trade 
infl uences economic growth rates and vice versa. For 
example, trade might not only boost welfare, but 
expanded trade might also be the outcome of increased 
productivity levels, which can be a signal for market 
attractiveness. 

2 See World Bank (2001), Jütting (2003) and Levine (2005) for surveys.



8

INSTITUTIONS, GOVERNANCE AND TRADE

FRIEDRICH-EBERT-STIFTUNG

Figure 1: Determinants of Income

Income level

Agricultural
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Market
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Comparative
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economies of scale,
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spillover
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resources,
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Information asymmetries,
risk premium,

power/infl uence of
politicians and interest 

groups

Institutions/
Governance

Integration (Trade)

Openness to ideas,
competition, less rent seeking

Distance from 
markets

Geography

Factor endowments, resource curse

Source: Adapted from Rodrik et al. (2004).

Institutions might also have an indirect impact on 
income levels through trade, as high-quality institu-
tions reduce the risk premium required for (inter-
national) trade. Conversely, trade might also infl uence 
the quality of institutions and governance. From a 
theoretical perspective, there are three main channels 
for a positive linkage. Firstly, economic agents in open 
economies may learn from the experience in their 
trading partner’s countries by adapting (or imitating) 
successful institutions and regulations. Secondly, 
 international competition may force countries to im-
prove their institutional and regulatory setting, as 
domestic producers would go out of business without 
reforms. Finally, rent seeking and corruption might 
be harder in more open economies, as foreign fi rms 
increase the number of economic agents involved 
(Rajan and Zingales 2003). 

To complicate things further, there is another highly 
relevant variable that affects all three (income levels, 
trade and institutions/governance) directly, that is, 
the geographical location of a country. Arguably, there 
are not many indicators that are as exogenous as the 

geographical location  of  a  country  (Rodrik  et  al., 
2004). Geography can have a direct impact on income 
levels through the climate and agricultural produc -
tivity. More importantly, geography also has an indi-
rect impact on income levels through its infl uence on 
trade, as the distance from major markets and the 
degree of integration can play a vital role. Similarly, 
geography affects income through the endowments 
with natural resources. It has been pointed out in a 
recent study by Bulte and Damania (2005) that re-
source abundance can have an impact on institu-
tional quality in developing countries, since they enrich 
(and may corrupt) the ruling class.3

In view of these various relationships, this study in-
tends to examine two links in more detail: (1) the 
impact of trade on economic growth and (2) the impact 
of trade on governance. Regarding the fi rst question, 
we are particularly interested in the importance of 
institutional quality as a determinant for a successful 
trade liberalisation. This question is of high relevance 
for ACP countries in their negotiations with the EU 
on EPAs. Although we include a large number of 

3 Resource abundance can also be associated with income inequality in developing countries; see Engerman and Sokoloff (2002).
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countries in our empirical analysis, the main focus of 
this part of the study is on ECOWAS countries. In 
contrast to our previous study, we do not conduct 
further research on the direct impact of the EPAs on 
ECOWAS countries, but rather examine the precon-
ditions for a welfare improving trade liberalisation 
with a main focus on institutional quality (Section 
2). 

With respect to the second main research question, 
we are interested in how to promote governance and 
primarily investigate the impact of trade openness on 
governance (Section 3). The motivation for addressing 
this question is relatively simple, as ACP countries 
would have to liberalise their external trade sector as 
part of the EPAs and ponder the various effects of an 
increase in trade on their economies. In addition to 
trade openness, we also test the impact of regional 
integration and offi cial development assistance (ODA) 
on governance, as these two further policy variables 

are also part of the EPA negotiation agenda. A sum-
mary of the main results and various policy implications 
will be provided in Section 4. 

This study is based on a Friedrich-Ebert-Stiftung/
HWWI co-operation to analyse the likely consequenc-
es of the EPAs on ACP, and in particular, West African 
Countries and to consider the various policy options 
available. Preliminary results have been presented 
and discussed at various workshops and conferences 
in Berlin, Bonn, Brussels, Dakar and Hamburg. Par-
ticipants of these workshops and conferences, who 
represented numerous researchers, non-governmen-
tal organisations, the EU Commission, the UEMOA 
Commission and the ECOWAS Secretariat, provided 
us with very helpful comments and suggestions.4 With 
the current study, we hope to contribute to and stim-
ulate the ongoing discussion on the effects of the 
proposed EPAs, but also on the likely prerequisites 
for their successful implementation.

4 Also, the authors would like to thank Fabian Barthel, Denise Hassenklöver, Jenny Plaul, and Wendy Soh for their excellent research assistance. 
Very helpful suggestions and comments were provided by San Bilal, Jose Luis Groizard, Georg Koopmann, Katja Michaelowa, and Mariana 
Spatareanu.
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Many ACP countries ponder the likely effects of a 
trade liberalisation vis-à-vis the EU as part of the 
EPAs. While the overwhelming literature shows that 
there are gains from trade to be achieved, we focus 
in the fi rst empirical investigation on the prerequisites 
for a successful trade liberalisation, that is, the qual-
ity of institutions. We will extend the literature in 
several ways. First, while previous studies (Levine and 
Renelt, 1992; Sachs and Warner, 1995; Frankel and 
Romer, 1999) demonstrate that trade is associated 
with or leads to higher economic growth for the coun-
tries in their respective sample, we examine that 
linkage for different regions. Most of all, we are inter-
ested in whether the linkage is valid for all sub-Saha-
ran countries and, in particular, ECOWAS member 
states.

Second, we use a comprehensive set of disaggregated 
variables for institutional quality. So far, most studies 
have used highly aggregated indicators for regula-
tions (Bolaky and Freund, 2004) or have focussed only 
on one particular institutional indicator in their em-
pirical work (Acemoglu et al. 2001, Rodrik et al., 2004). 
Hence, we identify those (sub-)components of good 
governance and regulations that matter most for a 
successful dismantling of trade barriers, that is, a 
positive impact of increasing trade on income levels 
and growth rates. Also, we intend to examine  whether 
countries with low-quality institutions are likely to 
observe any benefi cial effects from an increasing 
 openness to trade.

Third, we analyse the performance of ECOWAS coun-
tries in terms of their institutional quality with a 
particular focus on the most important (disaggregat-
ed) indicators of institutional quality. This benchmark-
ing is useful for an application of the examined link-

ages for ECOWAS countries and for the identifi cation 
of the areas that governments in the West African 
region should focus on, in particular when consid ering 
any changes in their regulatory framework. Since it 
has been pointed out that institutional quality plays 
an important role for overall economic development, 
we do not suggest that other areas for reform of the 
institutional setting should be neglected. Rather, we 
concentrate our analysis on the identifi cation of the 
most important sub-components for the linkages 
 between institutions, trade and growth without deny-
ing that other indicators and, above all, the interplay 
of different indicators matter too.

The investigation is structured as follows: In the next 
section, we review the literature on trade and growth, 
with a special emphasis on the role of institutional 
quality. Section 2.2 introduces the indicators used for 
measuring institutional quality, that is, the disaggre-
gated set of six indicators for good governance and 
ten indicators for regulatory quality. Furthermore, the 
section discusses the quality of the institutional data 
and its implications for the subsequent analysis. It will 
be pointed out that several of the indicators available 
(and used) in previous empirical studies are likely to 
lead to biased results, since the majority of indicators 
are perception based rather than accurate measure-
ments of institutional quality. 

The next three sections embrace the model specifi ca-
tions and the empirical results. First, the simple link-
age between trade and income levels will be examined 
(Section 2.3). Following this, the focus will turn to the 
impact of trade on growth rates in the most recent 
period from 1994 to 2003 (Section 2.4). Third, the 
disaggregated institutional indicators that matter most 
for a successful trade liberalisation5 will be identifi ed 

2. Trade, Institutions and Growth: An Empirical Analysis of the 
 Proposed ACP/EU Economic Partnership Agreements for ECOWAS  
 Countries

5 Importantly, throughout this study, we do not use a measure of trade liberalisation in both empirical investigations but rather trade openness 
as a proxy for the extent of and changes in trade liberalisations. In fact, changes in trade openness and trade liberalisation are closely linked 
if we take the other determinants of the trade volume into account.
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(Section 2.5).6 In all three sections, two different esti-
mation techniques, that is, ordinary least squares (OLS) 
and instrumental variable (IV) regressions, will be 
used. While the fi rst technique provides a fi rst impres-
sion of the order of magnitude of the estimated coef-
fi cients and the signifi cance levels, only the IV approach 
can account for the endogeneity of the variables. Hence, 
the IV results are more relevant for addressing the 
main questions raised above. 

Section 2.6 shows the benchmarking for ECOWAS 
countries and institutional quality indicators at an 
aggregated level. Finally, Section 2.7 discusses the 
policy implications of the results for institutional re-
form in ECOWAS countries and (briefl y) addresses 
strategies for reform.

2.1 Review of the Literature

There is extensive theoretical and empirical literature 
on the potential gains from trade. Given constant re-
turns to scale, perfect competition and the absence of 
distortions, traditional trade theory shows that there 
are considerable welfare gains from trade across 
borders. Countries that open up to foreign trade can 
achieve mutual benefi ts due to gains from exchange 
and gains from specialisation. Exchange allows con-
sumers to exploit the differences in their endowments 
or preferences. Specialisation, on the other hand, al-
lows the world to produce more of each of the goods 
by allowing each country to concentrate on what it 
does best, that is, to produce goods for which it has a 
low opportunity cost.

Even in new trade models that rely on imperfect com-
petition, such as monopolistic competition and in-
creasing returns to scale, considerable gains from 
trade can be achieved. When a monopolistically com-
petitive market expands, it does so through a mixture 
of more fi rms (greater product variety) and bigger 

fi rms, with improved economies of scale. Free trade 
expands market size beyond national borders and so 
allows fi rms to reap greater economies of scale, to the 
benefi t of consumers, workers and shareholders. 
Moreover, free trade reduces market power of (domes-
tic) fi rms that might enjoy monopoly profi ts, and thus 
lowers prices to the advantage of consumers.

Theoretical growth studies, on the other hand, point 
to a very complex and highly ambiguous linkage 
 between trade restrictions and growth rates. In fact, 
the quite diverse endogenous growth literature sup-
plies a different array of models in which trade res-
trictions may boost or reduce growth rates worldwide 
or in just a few countries (Romer, 1990; Grossman and 
Helpman, 1990; Rivera-Batiz and Romer, 1991ab). 
However, most of the theoretical models analyse the 
link between trade policies and growth rates rather 
than trade volumes and growth rates. Though both 
concepts are closely related to each other, we cannot 
conclude from growth models that changes in trade 
volumes themselves are necessarily associated with 
increasing or decreasing growth rates. For instance, 
the size and location of a country clearly affects trade 
volumes but not necessarily trade policies. Clearly, a 
landlocked country faces higher transport costs and 
we would expect a lower trade volume even if it has 
a relatively open trading regime.7 

Based on various theoretical models, abundant em-
pirical literature has examined the welfare effects of 
trade (volumes) on income levels and growth rates. If 
anything, the majority of studies show that trade is 
positively associated with growth rates.8 According to 
the results from Levine and Renelt (1992), the ratio of 
trade to gross domestic product (GDP) is one of the 
very few variables that are relatively robust in ex-
plaining differences in cross-country growth rates.9 

Since studies up to the mid-1990s did not control for 
the above-explained endogeneity of trade in the regres-
sions, their results are likely to be biased. The fi rst 

6 In Sections 2.3 and 2.4, we also include an indicator for institutional quality as an important control variable in the regression, but only at a 
fairly aggregated level.

7 In the following, we explicitly use trade volumes, measured as imports and exports as a share of Gross Domestic Product (GDP), as our preferred 
indicator for openness to trade. Rather than analysing the impact of trade barriers, we are interested in examining the impact of trade on 
income levels and growth rates across countries.

8 See Yanikkaya (2003) for a review of the extensive literature. Prominent studies are, for example, Dollar (1992), Sachs and Warner (1995), 
Frankel and Romer (1999), Dollar and Kraay (2002), Irwin and Terviö (2002), and Noguer and Siscart (2005). A critical view can be found in 
Rodriguez and Rodrik (2000).

9 Another robust linkage with growth rates was established for the investment to GDP ratio.

INSTITUTIONS, GOVERNANCE AND TRADE
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comprehensive attempt to control for endogeneity was 
made by Frankel and Romer (1999). They construct 
measures of the geographic component of countries’ 
trade and use them to obtain instrumental variables’ 
estimates of the effect of trade on income. In fact, they 
employ a gravity model and the base year 1985 but 
do not include any income component in the regres-
sions. Rather, they use various geographic indicators 
to determine bilateral trade levels, including the dis-
tance between trading partners, and then add them 
up to obtain total trade fl ows. Using these so-called 
fi tted trade fi gures as an instrument for trade volumes, 
they show that trade has a quantitatively large and 
robust positive effect on income.

Irwin and Terviö (2002) evaluate this fi nding across 
different time periods. Using data from the pre-World 
War I, the inter-war, and the post-war periods, they 
basically confi rm the Frankel and Romer result for the 
entire 20th century, that is, countries that trade more 
as a proportion of their GDP have higher incomes even 
after controlling for the endogeneity of trade. They 
also fi nd that the OLS estimate of the effect of trade 
on income is biased downwards in almost every sam-
ple year, although this result is not robust to the inclu-
sion of distance from the equator (latitude). In a more 
recent study, Noguer and Siscart (2005) extend the 
work by Frankel and Romer (1999) and Irwin and 
Terviö (2002), using a much richer dataset that enables 
them to obtain a more powerful instrument, thereby 
allowing them to estimate the effect of trade on income 
with more precision. They show that geographical 
control variables must enter the income equation to 
avoid an upward bias on the trade coeffi cient. Since 
they also confi rm the positive impact of trade on income 
per capita, we have quite some evidence that trade 
has a positive infl uence on income levels.

In addition to trade, various studies have demon-
strated that institutional quality is crucial for eco-
nomic and social development. Adam Smith (1776) 
noted that private contracting is an important pre-
requisite for the mutually benefi cial exchanges that 
promote specialisation, innovation and growth, which 
are also the main factors for the gains from trade. 
More recently, empirical studies reveal that institu-

tional quality is associated with higher economic growth 
and income levels (Campos and Nugent, 1998; Ace-
moglu et al., 2001), an increase in (public and private) 
investment (Knack and Keefer, 1995), an improved 
stock of human capital (Arimah, 2004), better manage-
ment of (ethnic) confl icts (Easterly, 2001), less income 
inequality (Chong and Gradstein, 2004), and better 
fi nancial development (Beck et al., 2001).10

In contrast to the impact of institutional quality on 
various economic and social indicators, there are far 
less studies on the determinants of institutions them-
selves. In general, there are two main views on the 
factors that lead to higher or lower institutional qual-
ity. First, the law view emphasises that disparities in 
legal traditions established centuries ago in Europe 
and spread via conquest, colonisation, adaptation and 
imitation around the world still have a major impact 
on the institutional setting of a country. Leading pro-
ponents of the legal view are La Porta et al. (1997, 
1998), who show that differences in the legal origin 
had important consequences for institutional quality. 
For instance, countries which implemented the French 
civil law have – in comparison to the British common 
law – on average weaker property rights protection, 
an important element of institutional quality.

Second, the endowment view stresses that disparities 
in natural resources, climate, the indigenous popula-
tion and the disease environment had a signifi cant 
impact on the establishment of institutions, and that 
these self-sustaining institutions still have an impact 
on institutional quality at present. Engerman and 
Sokoloff (1997, 2002) argue that natural resource 
endowments related to mining and crops benefi ted 
only a fortunate few in societies. The ruling elite thus 
enjoyed both enormous land holdings and profi ts 
extracted. As a consequence, income inequality rose 
in which the ruling elites did not permit the develop-
ment of institutions that fostered equality before the 
law. Quite the opposite, the elites established insti-
tutions to maintain their hegemony. 

Under another approach, supporting the endowment 
view, Acemoglu et al. (2001) argue that European sett-
lers adopted very different colonisation strategies in 

10 See Jütting (2003) and Resnick and Birner (2005) for overviews of the literature.
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different colonies, with consequently different asso-
ciated institutions. In places where Europeans faced 
high mortality rates, they could not settle and were 
more  likely  to  set  up  extractive  institutions,  which 
were of lower quality. They argue that these institu-
tions have persisted to date. Acemoglu and associates 
use mortality rates of European settlers as an instru-
ment for the institutional quality and then estimate 
the impact of institutions on income levels. They fi nd 
that institutional quality has a large and signifi cant 
impact on income per capita.

Rodrik et al. (2004), on the other hand, integrate the 
various lines of research and analyse the relative 
importance of institutional quality, geography and 
trade in determining differences in cross-country in-
come levels using an instrumental approach. For in-
stitutional quality, they use the same instruments as 
Acemoglu et al. (2001), that is, mortality rates of 
 European settlers, as well as the origin of the legal 
system. For trade, they closely follow Frankel and 
Romer (1999) and use geographical based instru-
ments. According to their results, institutional quality 
has by far the strongest impact on per capita income 
levels. Controlling for institutional quality, geography 
has at best a weak direct effect on income levels, 
 although it has a signifi cant indirect effect through 
institutional quality on income levels (see Figure 1). 
In a similar fashion, controlling for institutions, trade 
is negatively associated with income levels, though the 
coeffi cient is not signifi cant. Nonetheless, trade has 
an indirect effect on income levels via its effects on 
institutional quality. 

As has been pointed out, institutional quality can be 
proxied by good governance and the regulatory qual-
ity in a country. Bolaky and Freund (2004) demonstrate 
that regulatory quality infl uences the interaction be-
tween trade and economic growth and that countries 
with excessive regulations do not benefi t from trade. 
The argument is relatively simple: Trade is only 
 benefi cial if the involved adjustment costs are rela-
tively low, that is, the reallocation of labour and capi-
tal from the import-competing sector to the export 
sector can be achieved at minimal costs. However, if 
the structure of the economy is relatively rigid, pro-
duction factors cannot move to the sectors where large 
welfare gains can be achieved. The economy may end 
up in a situation where trade does not have a bene fi cial 
impact on the allocation of resources within and be-

tween sectors. Furthermore, excessive regulations 
may encourage a country to produce goods for which 
the country has no comparative advantage and/or the 
terms of trade have been unfavourable over recent 
decades.

The impact of institutional quality on the reallocation 
of resources within an economy has been analysed to 
some extent. Most (case) studies offer only modest 
evidence of signifi cant labour reallocation as open ness 
increases in developing countries (Currie and Harrison, 
1997). It has been stressed that trade reform in 
Mexico did not affect employment due to excessive 
labour regulations (Revenga, 1997). Blanchard and 
Portugal (2001), on the other hand, demonstrate in 
their comparison of the Portuguese and the US labour 
markets that employment protection has strong ne-
gative effects on the reallocation of labour. Their results 
imply that increased openness to trade will have a 
lower effect on growth in economies with infl exible 
labour laws.

Fisman and Sarria-Allende (2004) discover that in 
countries with excessive regulations, industries re-
spond to shocks, such as a lowering of trade barriers, 
through the expansion of existing fi rms, while in 
countries with low entry barriers, industries respond 
through the creation of new fi rms. In addition, in 
countries with high entry barriers, industries charac-
terised by large sales turnover tend to have only a few 
large fi rms while countries with low entry barriers 
have many smaller fi rms. Thus, their results suggest 
that regulation distorts the structure of an industry, 
promotes industry concentration, and affects the 
number of entrants to an industry in case of external 
shocks. Similarly, Klapper et al. (2004) examine data 
on fi rms in Western and Eastern Europe and dis -
cover that entry regulations lead to less entry, espe-
cially in industries with naturally high entry barriers. 
They also fi nd less entry into labour-intensive indus-
tries in countries with excessive labour regulations.

To  sum  up,  these  results  suggest  that  any  cross-
 sectional or panel data analysis on the relative impact 
of trade on income and growth would suffer from a 
lack of relevant control variables, if important deter-
minants of a successful trade liberalisation, such as 
institutional quality affecting the reallocation of re-
sources, are not included. Hence, any careful econome-
tric study should include the different determinants of 

INSTITUTIONS, GOVERNANCE AND TRADE
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per capita income levels across countries and above 
all, combine both aspects, that is, to include measures 
for institutional quality if the impact of openness to 
trade on income or growth rates is examined. More-
over, the results also imply that the institutional envi-
ronment plays a role in infl uencing whether trade has 
positive effects on growth through various sources of 
gains from trade.

2.2  Measuring Institutional Quality

Although the overall importance of institutions has 
been emphasised in the literature, there is less agree-
ment on how to measure the quality of institutions. 
For a long time, researchers who undertook empirical 
research on the effects and determinants of institutions 
had to rely on relatively few sources. One of these 
sources is the International Country Risk Guide (ICRG), 
published by Public Risk Services (PRS) Group (2007a). 
Since 1984, the group has provided monthly infor-
mation on areas like political risk, which is partly 
related to the strength of the institutional setting and 
the government. Another source is the Global Com-
petitiveness Report, supplied by the World Economic 
Forum (2005). In their fl agship publication, they pre-
sent extensive (annual) information, such as infor-
mation on government regulations across countries. 
While both organisations publish a large variety of 
relevant indicators, they retrieve their information 
from executive and resident opinion polls and thus 
measure the perceived level of institutional quality. 
For the majority of these indicators, they do not use 
factual information to measure differences in insti-
tutional quality across countries.

In a similar approach, a team of researchers at the 
World Bank (Kaufmann et al., 2005) constructed six 
indicators measuring the quality of institutions by 
comparing good governance across countries. Accord-
ing to their classifi cation, governance itself can be 
broadly defi ned as the set of traditions and institutions 
by which authority in a country is exercised. This 
includes (1) the process by which governments are 
selected, monitored and replaced, represented by two 
indicators, Voice and Accountability and Political 
Stability. Furthermore, governance includes (2) the 
capacity of the government to effectively formulate 
and implement sound policies, which is represented 
by the indicators Government Effectiveness and 

Regulatory Quality. Finally, governance implies (3) the 
respect of citizens and the state for the institutions 
that govern economic and social interactions among 
them, which is represented by the indicators Rule of 
Law and Control of Corruption.

Hence, the indicators describe informal and formal 
public institutional quality and address different di-
mensions of the overall government performance. The 
six dimensions of governance can be described as 
follows:

• Voice and Accountability, representing different 
aspects of political rights and civil liberties, such as 
free and fair elections, the infl uence of the military 
in politics and the independence of the media.

• Political Stability, describing perceptions of the 
likelihood that the government in power will be 
destabilised or even overthrown by unconstitu-
tional and/or violent means, due to, for example, 
ethnic tensions.

• Government Effectiveness, measuring perceptions 
of “inputs” that are required for the government to 
be able to produce and implement good policies, 
including the quality of government, bureaucracy 
and public administration, the competence of civil 
servants, the management time spent with bureau-
crats,  and  the  independence  of  the  civil  service 
from political pressure.

• Regulatory Quality, combining measures of the 
incidence of government intervention in the econ-
omy, such as wage or price controls, regulations on 
foreign trade, and legal restrictions on business 
ownership or equity by non-residents.

• Rule of Law, representing the extent to which agents 
have confi dence in and follow the rules of society, 
that is, the enforceability of contracts, the prevalence 
of black market activities and the effectiveness and 
predictability of the judiciary.

• Control of Corruption, describing the exercise of 
public power for private gain, ranging from the 
incidence of improper practices, through effects of 
corruption on the attractiveness of the country as 
a place to do business, to the likelihood that addi-
tio nal payments are required to “get things done”.
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These indicators are based on several hundred in-
dividual variables measuring perceptions of govern-
ance, drawn from 37 separate data sources con-
structed by 31 different organisations.11 Their dataset, 
covering 209 countries, is exceptionally large and 
provides information for fi ve time periods: 1996, 1998, 
2000, 2002 and 2004. Kaufmann and associates 
standardise  all  six  indicators,  ranging  from  about 
-2.5 to +2.5, with higher values corresponding to 
 better governance outcomes. 

Although the good governance measures are also 
perception-based indicators, we use them in the fol-
lowing empirical analysis for three reasons.12 First of 
all, the fi gures are available (and comparable) for a 
very large number of countries, including all 16 
ECOWAS countries. No other source of information 

for institutional quality covers the West African region 
in such a comprehensive manner. Second, the good 
governance indicators are in fact a combined set of 
(underlying) variables. Since they are based on a large 
number of different sources, any error or bias in the 
data is likely to be reduced in comparison to other sets 
of indicators for institutional quality. Finally, the six 
indicators are clearly relevant measures of institu-
tional quality regarding the linkage between trade and 
income/growth rates.

Not surprisingly, average fi gures for all six indicators 
for developed countries are higher than those for 
developing countries in 2004, the most recent period 
for which data is available (Table 1).13 A closer look at 
the fi gures at a regional level shows that sub-Saharan 
Africa has on average particularly low scores. For all 

11 For a detailed overview of the variables, the organisations and the different components of each indicator, see Kaufmann et al. (1999). The 
relevant indicators from the ICRG and Global Competitiveness Report are included there as well. 

12 In the second empirical investigation, we will use ICRG data since they are the only indicators that date back to the 1980s.
13 According to the World Bank (2005a) defi nition, developing economies are countries with a Gross National Income (GNI) per capita in 2003 of 

below US $9,386. For the empirical analysis that uses the good governance indicators, we reduce the country sample to 146 countries since 
we could not get data for the dependent and/or the (other) independent variables.

Table 1: Good Governance Indicators, 2004

Table 1

Good Governance Indicators, 2004

Indicator Developed 
countries

Developing countries

All Latin 
America1

Sub-Saharan Africa (SSA)

All ECOWAS Rest of SSA

Rule of Law 1.46 -0.47 -0.45 -0.73 -0.78 -0.70

Control of 
Corruption

1.65 -0.45 -0.34 -0.60 -0.58 -0.62

Regulatory 
Quality

1.31 -0.33 -0.05 -0.59 -0.60 -0.59

Government 
Effectiveness

1.55 -0.41 -0.34 -0.68 -0.74 -0.64

Political 
Stability

0.95 -0.46 -0.39 -0.65 -0.57 -0.71

Voice and 
Accountability

1.04 -0.31 0.16 -0.47 -0.44 -0.50

Average 1.33 -0.41 -0.24 -0.62 -0.62 -0.63

Notes: All indicators are standardised, that is, they have a mean of 0 and a standard deviation of 1, and range from -2.5 to +2.5; a higher value for any of the 

 indicators indicates a better performance; fi gures are based on our sub-sample of 146 countries; 1includes in the Caribbean.
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six  good  governance  indicators,  African  countries 
south of the Sahara rank consistently below the al-
ready low fi gures for all developing countries. Among 
sub-Saharan African countries, ECOWAS scores are 
roughly similar in comparison to the rest of sub-Sa-
haran Africa. The average fi gures for all six indicators 
are -0.62 and -0.63 respectively. Yet ECOWAS coun-
tries have relatively low scores for the Rule of Law   
(-0.78) and Government Effectiveness (-0.74), indi-
cating that these are areas with ample room for im-
provement. For  a  comparison  with  sub-Saharan 
 Africa, we have singled out Latin America and the 
Caribbean as a further region for analysis. Based on 
average fi gures, the performance of Latin America 
and the Caribbean is better than that of sub-Saharan 
African countries and also better than the average of 
all developing countries.

Given that they are perception-based indicators, it is 
not surprising that all six indicators are closely asso-
ciated with (the log) of GNI per capita. The partial 

correlations are in the range from 0.65 to 0.85, indi-
cating a very close linkage with per capita income 
levels (Table 2). Most of the indicators are very close-
ly related to one another too, as the partial correlations 
are always at or above 0.74.

In addition to the good governance indicators, we use 
the World Bank Doing Business dataset, which provides 
objective measures on government regulations and 
their effect on businesses (World Bank, 2005c). The 
Doing Business indicators are comparable across 
economies and indicate the regulatory costs of busi-
ness. They allow us to obtain information on regula-
tory outcomes, such as time and money spent on 
bureaucratic procedures, and thus to investigate the 
effi ciency of governmental institutions in place. By 
focusing on evidence for regulations, we obtain more 
objective indicators that are less infl uenced by stages 
of economic development or recent events.14 Objective 
measures have the advantage of allowing a more 
precise and consistent benchmarking. Nonetheless, 

14 For an extended discussion of the advantages of the Doing Business indicators, see World Bank (2003, 2004). In general, the Doing Business 
database is widely recognised (and used) as a high-quality measure of regulations across countries. According to the World Bank (2005c), many 
papers have already used the Doing Business indicators.

Table 2

Correlation Matrix for Good Governance Indicators

Ln GNI per 
capita

Rule of 
Law

Control of 
Corruption

Regulatory 
Quality

Government 
Effectiveness

Political 
Stability

Voice and 
Accountability

Ln GNI per 
capita

1.00

Rule of Law 0.82 1.00

Control of 
Corruption

0.80 0.97 1.00

Regulatory 
Quality

0.77 0.93 0.90 1.00

Government 
Effectiveness

0.85 0.97 0.96 0.92 1.00

Political 
Stability

0.67 0.88 0.83 0.84 0.83 1.00

Voice and 
Accountability

0.65 0.79 0.74 0.82 0.75 0.75 1.00
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for some indicators, such as corruption or political 
stability, subjective indicators may be the only pos-
sible way to gauge differences across locations.
The Doing Business database contains a wealth of 
information for a total of ten regulation indicators. 
For example, for information on how to start a busi-
ness, the Doing Business indicators provide fi gures 
for the number of (bureaucratic) procedures required, 
the time spent for the entire process and the costs 
involved. For the composition of each indicator, laws 
and regulations were studied as a fi rst step. Thereaf-
ter, the data has been verifi ed by over 3,500 local 
government offi cials, lawyers, business consultants 
and other professionals with hands-on experience in 
adminis tering or advising on legal and regulatory 
requirements. Therefore, the data presented by Doing 
Business refl ects the actual requirements and costs 
that businesses face, rather than a simple description 
of written laws and regulations. All data is based on 
infor mation as at January 2005. The ten sub-indica-
tors are as follows:

• Starting a Business gives information on the aver-
age number of procedures required to start a 
business, the number of days and the costs required 
to complete the process and the minimum capital 
needed to start up a business. To give an example, 
a Nigerian entrepreneur needs to complete nine 
procedures to start up an industrial or commercial 
business in his country. On average, it takes him 
43 days and costs 77.8% of income per capita to 
complete the procedures. Furthermore, 43.3% of 
income per capita has to be deposited as minimum 
capital in a bank to start the business registration.

• Labour Market Regulation combines three differ-
ent dimensions: fl exibility and costs of hiring, 
fl exibility and costs of fi ring, and conditions of 
employment. The fi rst dimension measures the 
diffi culty of hiring a new worker, for example, by 
comparing the mandated minimum wages to the 
average value-added per working population, and 
all social security payments and payroll taxes 
 associated with hiring an employee (expressed as 
a percentage of the worker’s salary). The second 
dimension measures the diffi culty, expenses and 
costs of dismissing a redundant worker. Finally, 
the third dimension measures the restrictions on 
expanding or contracting the number of working 
hours, for instance, if night or weekend work is 
allowed or if a six day workweek or a 13-hour 
workday is possible.

• Paying Taxes measures the effective tax, as a per-
centage of gross profi t, that a medium sized com-
pany has to pay in the second year of operation 
(except for labour taxes). The total amount of 
taxes is the sum of all the different taxes payable 
after accounting for deductions and exemptions. 
In addition, it measures tax administration, such 
as number of payments and time spent to comply 
with tax requirements.

• Protecting Investors measures the strength of 
minority shareholder protections against direc-
tors’ misuse of corporate assets for personal gain. 
This includes three aspects: (1) the transparency 
of transactions, measuring how easy it is for a 
company’s director to misuse his responsibility for 
personal gain instead of for company gain; (2) the 
liability for self-dealing which covers the plain tiff’s 
ability to sue the company or even the responsible 
director in case of a questionable and hurtful 
transaction; and (3) the shareholders’ ability to sue 
offi cers and directors for misconduct, which deals 
with the rights of the shareholders in a legal pro-
cess.

• Trading across Borders considers the effi ciency of 
the customs and trade transport in a country, 
measuring the number of documents and signa-
tures and days required to fulfi l customs proce-
dures for imports and exports.

• Getting Credit quantifi es the legal rights of lenders 
and borrowers, which facilitate lending through 
bankruptcy and collateral laws. For instance, the 
easier it is for a lender to get his money back in 
cases of bankruptcy, the more willing he may be 
to lend money. On the contrary, the easier it is for 
a creditor to describe his assets in a collateral 
agreement, the more willing he may be to borrow 
money. In addition, the indicator incorporates 
credit sharing information, including the coverage, 
scope, quality and accessibility of credit informa-
tion of lenders, available through public and private 
credit registries.

• Enforcing Contracts covers the number of judicial 
procedures to enforce a contract, the duration and 
the costs. Thus, it measures the effi ciency of the 
judicial  or  administrative  system  to  collect  over -
due debts.
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weighted average of nine out of ten regulation in di-
cators. We do not include Protecting Investors, as 
information for a further eight countries for this 
 in dicator is missing. The aggregated indicator is com-
piled taking factor loadings in principal components 
ana lysis as weights. For our country sample, Regu-
lation Index ranges from – 11.6 to 8.6.17

As can be seen from Table 3, the overall regulation 
intensity in developed countries is far lower (average 
regulation index of 4.65) in comparison to developing 
countries (-1.30). Striking, however, are the very low 
scores for sub-Saharan African countries, with an 
average of -3.32 for the aggregated index and con-
sistently negative fi gures for all ten disaggregated 
indicators. What is more worrying is the fact that the 
scores for the average regulation indicator and the 
majority of disaggregated indicators are even lower 
for ECOWAS countries in comparison to the other 
sub-Saharan African countries. Among the ten dis-
aggregated indicators, ECOWAS countries have, on 
average, particularly low scores for Registering Prop-
erty, Dealing with Licences, Labour Market Regula -
tion, Getting Credit, and Starting a Business.18

Similar to the quality of institutions, it has been 
pointed out by the World Bank (2005c) that the regu-
latory quality is closely associated with per-capita 
income levels. We can confi rm this linkage for our 
country sample, as GNI per capita, measured at pur-
chasing power parity (PPP),19 and the aggregated 
regulation index are strongly positively correlated 
(Figure 2). 

The impression obtained from this simple scatter 
diagram is further confi rmed by the relatively high 
partial correlation between per capita income and the 
regulation index, which is equal to 0.78 (Table 4). 
Apart from the overall regulation indicator, GNI per 
capita is also closely associated with Trading across 
Borders (0.71), Getting Credit (0.68), Closing a Busi-
ness (0.59), Starting a Business (0.56), and Enforcing 
Contracts (0.53). Much lower partial correlations can 
be found for Labour Market Regulation (0.27) and 

15 Among ECOWAS countries, no data for regulatory quality is available for Cape Verde, Gambia, Guinea-Bissau, and Liberia. 
16 See Appendix A for the country sample.
17 For the aggregated regulation index, the country sample is reduced to 139 countries, as information on some disaggregated indicators is missing.
18 See Section 2.6 for a benchmarking of the performance of ECOWAS countries for all ten regulation indicators. Detailed information on the 

underlying (sub-)components can be found in Appendix D. 
19 PPP GNI fi gures take differences in prices across countries into account.

• Closing a Business refl ects the diffi culties in closing 
down a business, taking into account the time and 
costs involved in insolvency proceedings as well 
as the recovery rate. The latter is based on the 
amount (cents on the dollar) claimants, such as 
creditors, tax authorities and employees, recover 
from an insolvent fi rm.

• Dealing with Licences includes all procedures that 
are required for a business in the construction 
industry to build a standardised warehouse, as 
well as the time and costs to complete them. Pro-
cedures in this aspect can be steps to obtain ne-
cessary licences and permits, complete required 
notifi cations and inspections and obtain utility 
connections.

• Registering Property considers all different pro-
cedures, including their time and costs, necessary 
to transfer a property title from the seller to the 
buyer when a business purchases land and a 
 building.

To facilitate a quantitative analysis, we fi rst compute 
standardised fi gures for each component of the ten 
sub-indicators. However, a higher fi gure for an indi-
cator may be associated with either more rigid or less 
rigid  regulations.  Hence,  in  order  to  have  a  con-
sistent set of indicators and to facilitate the interpre-
tation of the results, we will multiply by (-1) if a 
higher fi gure is associated with more rigid regulations. 
As a consequence, a higher fi gure is always associ-
ated with less restrictive regulations. Finally, we 
compute the means of all components and standard-
ise them again to obtain consistent indicators.

While the Doing Business indicators are available for 
a total of 155 countries, we have to restrict our sam-
ple to 142 countries, including data of 12 out of 16 
ECOWAS countries.15 We include all countries for 
which data on regulations, the dependent and all 
independent variables are available.16 To obtain an 
overall index of regulations for each country (the 
variable is labelled Regulation Index), we compute a 
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Protecting Investors (0.34). Most of the ten regulations 
indicators have partial correlation coeffi cients in the 
medium range of 0.3 to 0.5, indicating that the linkage 
between income and the regulatory quality is based 
on a broader range of indicators and does not vary 
considerably among the indicators.

2.3 Trade and Income Levels

We start the empirical analysis with benchmark 
 regressions on the interaction of trade, institutions 
and income levels, and then move on to examine the 
impact of trade on income levels and growth in 
ECOWAS countries. In the benchmark levels regres-

sions, the dependent variable is the log-level of GNI 
per capita, measured in PPP US dollars (the variable 
is labelled GNI). Given the assumption that per capita 
income levels were roughly similar in the very distant 
past, differences in current income levels refl ect a 
diverging growth performance in the long run. By 
using per capita income levels, we can interpret the 
estimates of the regressions as capturing the effects 
of the independent variables on growth in the very 
long run.

As the independent variables, we closely follow the 
previous literature and include measures for geogra-
phy and market size, in addition to indicators for 

Table 3

Doing Business Regulation Indicators, 2005

Indicator Developed 
countries

Developing countries

All Latin 
America1

Sub-Saharan Africa (SSA)

All ECOWAS Rest of SSA

Starting a 
Business

0.82 -0.26 -0.29 -0.76 -0.72 -0.79

Labour Market 
Regulation

0.26 -0.16 -0.11 -0.40 -0.95 -0.13

Paying Taxes 0.73 -0.26 -0.66 -0.39 -0.64 -0.27

Protecting 
Investors 

0.72 -0.17 -0.40 -0.04 -0.18 0.04

Trading across 
Borders

1.01 -0.29 0.12 -0.84 -0.67 -0.93

Getting Credit 1.15 -0.27 0.53 -0.61 -0.80 -0.52

Enforcing 
Contracts

0.86 -0.20 -0.24 -0.47 -0.34 -0.54

Closing a 
Business

1.17 -0.27 -0.13 -0.42 -0.30 -0.48

Dealing with 
Licences

0.67 -0.24 0.23 -0.65 -1.02 -0.46

Registering 
Property

0.55 -0.20 0.06 -0.84 -1.15 -0.68

Regulation 
Index

4.65 -1.30 -0.24 -3.32 -3.97 -2.98

Notes: All indicators are standardised; a higher value for any of the indicators indicates a better performance, that is, less strict regulations; fi gures are based on

 a sub-sample of 142 countries (139 countries for Regulation Index); 1includes the Caribbean.
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institutions and trade. More specifi cally, we include 
the following explanatory variables:20

• Distance from equator, measured as absolute value 
of latitude of the country’s capital city (Distance)

• Dummy for landlocked countries (Landlock)
• Market size, measured as total population in mil-

 lion people (Population)
• Trade, computed as the sum of imports and ex ports, 

divided by GDP (Trade)21

• Institutional quality as specifi ed in the previous 
section, that is, good governance and regulatory 
quality (Institution)

The fi rst two variables are related to the geography 
of a country. As already mentioned in the introduc tion, 
geography may have an impact on incomes through 
agricultural productivity and morbidity rates (Rodrik 
et al., 2004). The distance from the equator can be 

interpreted as a proxy for various determinants of 
economic growth that relate to the climate. For exam-
ple, a country with a tropical climate is more likely to 
suffer from higher morbidity rates and thus lower 
growth rates due to malaria or other tropical diseases. 
Thus, we expect a negative link with per capita income. 
Being landlocked is likely to increase transport costs 
and hence, reduces trade and other economic ac-
tivities across borders, in particular in developing 
countries with a poor infrastructure (also negative 
linkage with income). The third variable, market 
size, may be another important determinant of per 
capita income levels, since a large internal market 
is likely to be associated with increasing economic 
effi ciency due to economies of scale, intensive com-
petition and so on. We proxy market size with the 
total population since we cannot use total GDP, and 
expect a positive coeffi cient.

20 Data sources for all variables can be found in Appendix B.
21 We use fi gures for trade in goods only and do not include trade in services, because a number of West African countries do not report data for 

trade in services.

FIGURE 2: Per-Capita Income and Regulation Index

Note: Income (log-level of GNI per capita PPP, US $) is based on 2003 data, while the Regulations Index relates to January 2005
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Additionally, we use two explanatory indicators that 
previous studies have found to be of particular im-
portance for explaining the disappointing growth 
performance of sub-Saharan African countries, that 
is:

• Ethno-linguistic fractionalisation of the popula-
tion, measured as the average of ethno and lin-
guistic diversity (Fractionalisation) and

• Confl icts, computed as the number of internal and 
external confl icts that took place in a country from 
1970 to 2004, multiplied by the intensity of each 
confl ict (Confl ict)

Easterly and Levine (1997) show that ethno-linguistic 
diversity helps to explain differences across countries 
in public policies and various economic indicators. 
This is particularly the case in sub-Saharan Africa, 

Table 4

Correlation Matrix for Regulation Indicators
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Ln GNI per 
capita

1.00

Starting a 
Business

0.56 1.00

Dealing with 
Licences

0.41 0.37 1.00

Labour 
Market 
Regulation

0.27 0.36 0.39 1.00

Registering 
Property

0.46 0.39 0.40 0.26 1.00

Getting Credit 0.68 0.42 0.34 0.29 0.39 1.00

Protecting 
Investors

0.34 0.40 0.31 0.46 0.19 0.44 1.00

Paying Taxes 0.43 0.35 0.31 0.42 0.30 0.25 0.35 1.00

Trading across 
Borders

0.71 0.45 0.48 0.24 0.46 0.52 0.31 0.33 1.00

Enforcing 
Contracts

0.53 0.50 0.37 0.32 0.28 0.43 0.25 0.27 0.46 1.00

Closing a 
Business

0.59 0.52 0.34 0.27 0.29 0.56 0.36 0.33 0.53 0.58 1.00

Regulation 
Index

0.78 0.74 0.64 0.55 0.67 0.70 0.48 0.54 0.75 0.70 0.73 1.00
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where low economic growth is associated with low 
schooling, political instability, insuffi cient public in-
frastructure, underdeveloped fi nancial systems, etc. 
According to their results, the degree of fractionali-
sation may well be an important determinant of dif-
ferences in per capita income levels. These results are 
basically confi rmed by the study of Alesina et el. (2003), 
who use an extended dataset for the degree of frac-
tionalisation. Our data is taken from Alesina and as-
sociates.

The threat of incidence of internal and external con-
fl icts, ranging from political violence, cross-border 
confl icts or civil disorder to civil (internal) war or an 
all-out war with other countries, clearly creates 
higher uncertainty. Domestic and international in-
vestors are then likely to increase the risk premium 
of their investment projects, which in turn reduces 
overall investment and negatively affects the country’s 
growth rate. Other than investment, further eco-
nomic and institutional variables, such as infl ation, 
the effectiveness of aid or corruption levels, are 
negatively affected as well, which diminish prospects 
for economic development as a consequence (Collier 
and Hoeffl er, 2004ab).

Information on confl icts is taken from an extensive 
database on various forms of confl icts, operated 
jointly by the International Peace Research Institute 
(PRIO) in Oslo and the Department of Peace and Con-
fl ict Research at Uppsala University in Sweden (CSCW, 
2007). Researchers from both organisations have 
compiled information on various armed confl icts and 
have assigned quantitative fi gures for the intensity of 
each confl ict. If there were no confl ict, they assign a 
0, for number of casualties in the range from 1 to 25 
they give a 1, for 26 to 1000 casualties a 2 and above 
1000 casualties a 3. While these numbers are neces-
sarily arbitrary, they provide an useful dataset for  any 
quantitative analysis as the intensity of each confl ict 
is taken into account. For our analysis, we only in-
 clude confl icts in the period from 1970 to 2004 to 
focus on the economic impact of more recent confl icts. 
Finally, we take the natural logarithm to reduce the 
skewness in the data. Similar to Fractionalisation, we 

22 To avoid the dummy trap, we have to exclude at least one regional dummy. Since we are more interested in the impact of trade on income 
levels in developing countries and to facilitate the interpretation of the coeffi cients, we exclude both the European and the North American 
dummy. Sign and signifi cance levels of the most important variables would not change, however, if we exclude only one regional dummy.

expect a negative linkage of Confl ict with per capita 
income levels.

Therefore, the specifi cation of the benchmark cross-
sectional model is as follows:

(1) ln GNIi = β
0
 + β

1
 Xi + β

2
 Institutioni + β

3
 Tradei + γj 

Regional Dummyj + ei

where ln GNIi is the (natural) log of per capita income 
in country i, Xi is the set of control variables explained 
above, and ei is an error term. Regional Dummyj 
stands for a full set of regional dummies to control 
for regional characteristics. We follow the World Bank 
(2005a) classifi cation of regions and include sub-
 Saharan Africa, East Asia & the Pacifi c, Middle East 
& North Africa, South Asia, Central Asia, Latin Ame-
rica & the Caribbean, Europe, and North America.22 
In addition to GNI, the market size (Population) and 
the number and intensity of confl icts (Confl ict) also 
enter the regressions in logs. Of particular interest are 
the estimates for the two coeffi cients β2 and β3, which 
show the linkage of institutional quality and trade with 
income levels.

Base year for all variables is 2003, except otherwise 
noted. We include all countries for which we have 
data for the dependent and all independent variables. 
That leaves us with a sample of 146 countries, which 
is a relatively large dataset in comparison to some of 
the studies surveyed in Section 2.1. Moreover, we 
include all 16 ECOWAS countries in the regressions 
using   Rule of Law from the good governance dataset 
and 12 West African countries where we employ 
Regulation Index from the Doing Business data-
base.

The results for the OLS regressions are shown in the 
fi rst six columns of Table 5. Most of the control vari-
ables have the expected sign, but not all of them are 
statistically signifi cant. An increase in the distance 
from the equator, having access to the sea and a 
lower degree of fractionalisation are closely asso ciated 
with an increase in per capita income. A larger popu-
lation is associated with higher GNI fi gures. The 



23

FRIEDRICH-EBERT-STIFTUNG

INSTITUTIONS, GOVERNANCE AND TRADE
Ta

bl
e 

5

Tr
ad

e 
an

d
 In

co
m

e 
Le

ve
ls

, B
en

ch
m

ar
k 

R
eg

re
ss

io
n

s,
 2

00
3

D
ep

en
d

en
t 

va
ri

ab
le

: l
n

 G
N

I p
er

 c
ap

it
a,

 P
PP

 U
S 

$,
 2

00
3

(1
)

(2
)

(3
)

(4
)

(5
)

(6
)

(7
)

(8
)

(9
)

(1
0)

(1
1)

(1
2)

In
d

ep
en

d
en

t 
va

ri
ab

le
s

O
LS

O
LS

O
LS

O
LS

O
LS

O
LS

IV
IV

IV
IV

IV
IV

Tr
ad

e
0.

47
**

(2
.0

2)
0.

50
**

*
(2

.6
2)

0.
45

**
*

(2
.4

9)
0.

26
**

*
(2

.7
0)

0.
11

(1
.2

8)
0.

13
(1

.2
0)

-0
.0

5
(0

.1
3)

0.
11

(0
.2

9)
0.

16
(0

.4
5)

-0
.2

1
(0

.8
0)

-0
.1

5
(0

.6
5)

0.
08

(0
.2

9)

R
u

le
 o

f 
La

w
 

0.
73

**
*

(1
1.

80
)

0.
82

**
*

(1
0.

82
)

0.
91

**
*

(5
.9

7)
0.

85
**

*
(5

.4
0)

R
eg

u
la

ti
o

n
 In

d
ex

0.
14

**
*

(6
.5

6)
0.

11
**

*
(3

.2
0)

D
is

ta
n

ce
 f

ro
m

 
Eq

u
at

o
r

0.
05

**
*

(1
1.

74
)

0.
04

**
*

(8
.3

0)
0.

03
**

*
(7

.9
2)

0.
02

**
*

(4
.9

7)
0.

01
(1

.0
4)

0.
01

(1
.6

0)
0.

05
**

*
(1

1.
21

)
0.

04
**

*
(8

.2
5)

0.
03

**
*

(7
.5

2)
0.

01
**

(2
.4

3)
0.

00
(0

.7
9)

0.
01

**
(1

.9
8)

La
n

d
lo

ck
-0

.7
4*

**
(4

.7
4)

-0
.5

5*
**

(3
.5

1)
-0

.5
8*

**
(-

3.
69

)
-0

.2
1*

(1
.6

6)
-0

.1
0

(0
.8

0)
-0

.2
1

(1
.5

6)
-0

.7
8*

**
(4

.4
4)

-0
.5

8*
**

(-
3.

49
)

-0
.6

0*
**

(-
3.

69
)

-0
.1

5
(1

.0
3)

-0
.1

0
(0

.8
4)

-0
.2

5*
*

(1
.8

4)

ln
 P

o
p

u
la

ti
o

n
0.

05
(0

.9
9)

0.
07

(1
.5

7)
0.

12
**

(2
.3

9)
0.

10
**

*
(2

.6
5)

0.
08

**
*

(2
.8

1)
0.

06
*

(1
.8

7)
0.

01
(0

.1
8)

0.
05

(0
.9

2)
0.

10
**

(2
.0

7)
0.

08
**

(1
.9

3)
0.

07
**

(2
.1

9)
0.

06
(1

.5
3)

Fr
ac

ti
o

n
al

is
at

io
n

-1
.4

7*
**

(-
4.

12
)

-1
.3

7*
**

(-
3.

93
)

-0
.9

5*
**

(-
3.

54
)

-0
.0

9
(0

.3
5)

-0
.1

8
(0

.6
0)

-1
.4

5*
**

(-
4.

74
)

-1
.3

4*
**

(-
4.

43
)

-0
.8

1*
**

(-
3.

17
)

0.
00

(0
.0

0)
-0

.1
7

( 0
.6

6)

ln
 C

o
n

fl 
ic

t
-0

.1
1*

*
(2

.2
2)

0.
02

(0
.6

0)
0.

04
(1

.2
2)

-0
.0

3
(0

.7
1)

-0
.1

2*
*

(2
.3

1)
0.

04
(0

.7
8)

0.
04

(0
.8

3)
-0

.0
4

(1
.0

4)

R
eg

io
n

al
 

D
u

m
m

ie
s

N
o

N
o

N
o

N
o

Ye
s

Ye
s

N
o

N
o

N
o

N
o

Ye
s

Ye
s

Sh
ea

 p
ar

ti
al

 R
2  

(fi
 r

st
-s

ta
g

e)

Tr
ad

e
0.

19
0.

19
0.

20
0.

24
0.

24
0.

22

R
u

le
 o

f 
La

w
 

0.
23

0.
22

R
eg

u
la

ti
o

n
 In

d
ex

0.
27

H
an

se
n

-S
ar

g
an

 
o

ve
ri

d
en

ti
fi 

ca
-

ti
o

n
 t

es
t 

(χ
2 (

j)
 P

 v
al

u
e)

(0
.0

0)
1

(0
.0

0)
1

(0
.0

0)
1

5.
97

(0
.2

0)
3.

99
(0

.4
1)

1.
83

(0
.6

1)

R
2

0.
53

0.
60

0.
61

0.
78

0.
84

0.
80

0.
50

0.
58

0.
60

0.
75

0.
84

0.
80

O
b

se
rv

at
io

n
s

14
6

14
6

14
6

14
6

14
6

13
9

14
6

14
6

14
6

14
6

14
6

13
9

N
ot

es
: C

on
st

an
t 

te
rm

 is
 n

ot
 s

ho
w

n 
du

e 
to

 s
pa

ce
 c

on
st

ra
in

ts
; O

LS
 r

eg
re

ss
io

ns
 h

av
e 

be
en

 e
st

im
at

ed
 w

ith
 r

ob
us

t 
st

an
da

rd
 e

rro
rs

; t
 o

r 
z-

va
lu

es
 a

re
 r

ep
or

te
d 

in
 p

ar
en

th
es

es
; m

ul
tic

ol
lin

ea
rit

y 
ha

s 
be

en
 t

es
te

d 
by

 t
he

 c
re

at
io

n 
of

 v
ar

ia
nc

e 

 
in

fl a
tio

n 
fa

ct
or

s 
(V

IF
), 

al
l r

eg
re

ss
io

ns
 p

as
s 

at
 c

on
ve

nt
io

na
l l

ev
el

s; 
1 e

qu
at

io
n 

ex
ac

tly
 id

en
tifi

 e
d;

 s
ig

ni
fi c

an
ce

 a
t 

th
e 

10
, 5

, a
nd

 1
 p

er
 c

en
t 

le
ve

ls 
ar

e 
de

no
te

d 
by

 *
, *

*,
 *

**
, r

es
pe

ct
iv

el
y; 

in
st

ru
m

en
te

d 
va

ria
bl

es
 (d

ep
en

di
ng

 o
n 

th
e 

 
sp

ec
ifi 

ca
tio

n)
: T

ra
de

, R
ul

e 
of

 L
aw

, R
eg

ul
at

io
n 

In
de

x;
 in

st
ru

m
en

ts
: F

itt
ra

de
, E

ng
fra

c, 
Eu

rfr
ac

, L
eg

al
 O

rig
in

 (B
rit

ish
, F

re
nc

h,
 G

er
m

an
, a

nd
 S

ca
nd

in
av

ia
n)

, a
nd

 in
clu

de
d 

ex
og

en
ou

s 
va

ria
bl

es
.



24

INSTITUTIONS, GOVERNANCE AND TRADE

FRIEDRICH-EBERT-STIFTUNG

confl ict variable is signifi cant (and has a negative sign) 
in one of the specifi cations only. Not surprisingly, 
geographical variables lose their explanatory power 
when regional dummies are included.

If regional dummies are excluded, openness to trade 
is always positively associated with per capita income 
(columns 1 to 4). The coeffi cient for Trade is signifi cant 
at the 5 or 1 per cent level, even when we include Rule 
of Law (column 4). We use Rule of Law as opposed to 
the other fi ve good governance indicators, since this 
indicator is arguably the most important indicator 
affecting institutional quality. The signifi cance of the 
coeffi cient for openness to trade vanishes if we in clude 
regional dummies (columns 5 and 6). This result 
implies that regional characteristics explain variations 
in income levels to a considerable degree and that the 
linkage between trade and income is not robust to 
this specifi cation. Both the Rule of Law and the 
Regulation Index are highly signifi cant and posi-
tively associated with per capita income. They 
clearly dominate the OLS regressions and signifi -
cantly improve the overall fi t of the model (R-squared 
of 0.78 and above). 

So far, we have assumed that the control variables, 
trade and the institutional quality indicators are ex-
ogenous. As explained in the introduction, openness 
to trade and institutional quality are in fact endogenous. 
We are very likely to obtain biased results in OLS 
 regressions and therefore, to address this issue, we 
add an instrumental variable approach. More spe-
cifi cally, we employ a two-stage least squares (2SLS) 
estimation procedure. The identifi cation strategy is to 
use the Frankel and Romer (1999) instrument for 
trade, that is, the fi tted values of trade predicted by 
the exogenous variables in a gravity model.23 This 
approach has the main advantage that geographical 
components of trade fl ows are identifi ed and used to 
examine the linkage between trade and income levels.

For the quality of institutions, we also follow the lit-
erature and use two different sets of variables that are 
partly based on history: First, the legal origin, that is, 
whether a country has a British, French, German, 
Socialist, or Scandinavian origin for its legal system, 

and second, the share of the population who speak 
English and/or a major European language. There is 
evidence that the colonial origin is still a major de-
terminant of the current institutional setting and 
regu latory quality of a country (La Porta et al., 1998, 
1999). The legal origin may have an infl uence on the 
dispo sition of countries when they intend to reform 
their institutional structure. Along these lines, Djank-
ov et al. (2002) fi nd that French legal origin is highly 
 correlated with an excessive regulatory environment 
and may lead to lower quality institutions, particu-
larly when the French legal system was implemented 
in developing countries. We do not, however, use 
mortality rates of European settlers as an instrument 
for institutional quality, as suggested by Acemoglu et 
al. (2001), as this would severely reduce the number 
of countries included in our sample, which could bias 
the results.

Columns 6 to 12 in Table 5 show the results for the 
IV regressions. Similar to the OLS regressions, we do 
not include institutional variables in the fi rst three 
regressions but focus on trade only (columns 7 to 9). 
In line with the results reported by Rodrik et al. (2004), 
we do not obtain a signifi cant coeffi cient for Trade 
once we instrument for it. Moreover, the sign of the 
estimate for openness to trade switches between a 
positive to a negative sign. The results for the other 
control variables are roughly similar to those obtained 
in the OLS regressions. Still, both institutional indica-
tors are highly signifi cant and thereby, important 
determinants of per capita income levels (columns 10 
to 12). In these extended specifi cations, the coeffi cients 
for Trade continue to be insignifi cant.

We assess the validity of the instruments using the 
Hansen-Sargan test for overidentifying restrictions. 
Our IV regressions are based on the assumption that 
the instruments are uncorrelated with the error term 
in the per capita income equation. The results for the 
p-value of the J-test for each IV specifi cation are re-
ported in the last third row in Table 5. For the last 
three specifi cations, we cannot reject the null hypoth-
esis that the instruments are uncorrelated with the 
error term in all specifi cations.24 This result means 
that our instruments are affecting income levels but 

23 We are grateful to Aart Kraay for sharing his estimates for the Frankel and Romer fi tted trade values. Other data, such as the distance from 
the equator or information on landlocked countries, are also taken from the Dollar and Kraay (2002) dataset.

24 Since we are using Fittrade as the only instrument for Trade in the fi rst three IV regressions, the J-test is not applicable.
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25 In that case, however, we include a Rest of Sub-Saharan Africa dummy, which is one for all sub-Saharan African countries except ECOWAS 
member states and zero for all other countries.

26 We do not use the aggregated regulation index in this model specifi cation, as information for four ECOWAS countries is missing for this indi-
cator.

only through the trade variable and the institutional 
indicators.

It is important to test for the instrument relevance 
when using IV estimation. Since we are using more 
instruments than endogenous variables (columns 10 
to 12), we do not know if the instruments collectively 
capture the independent variation in the right-hand-
side variables. One way to assess this issue is to take 
a closer look at the magnitude of the R2 in the fi rst 
stage for each endogenous variable. The Shea fi rst 
stage R2 shows that the partial R2 for changes in 
average Trade is between 19 and 24 per cent in all 
six model specifi cations, which is reasonable. For the 
institutional indicators, the fi gures are roughly simi-
lar, as the Shea fi rst stage R2 is 0.22 and 0.23 for Rule 
of Law and 0.27 for the Regulation Index, indicating 
a similar (appropriate) fi t. Since all values for the 
partial R2 are above 10 per cent, the instruments are 
relevant in Shea’s (1997) sense, which in turn im plies 
that the instruments have suffi cient relevance for the 
right-hand side variables in the growth regression. 
As a consequence, the chosen instruments are both 
valid and relevant for trade and institutional qua lity.

All in all, the results demonstrate that, in comparison 
to trade, institutional quality has a much stronger 
impact on income levels. We confi rm in fact the results 
reported by Rodrik et al. (2004). This does not imply, 
however, that trade does not play an important role 
in explaining variations in income levels. Rather, what 
is emphasised here is the importance of including 
institutional quality in any per capita income regres-
sion.

To analyse the impact of trade on long-term growth 
at a regional level, we extend the benchmark regres-
sions and add the interactive term Trade*Regional 
Dummy: 

(2)  ln GNIi = β0 + β1 Xi + β2 Institutioni + β3 Tradei 
 + β4 Tradei

*Regional Dummyj + γj Regional Dummyj 

+ ei

We start with an analysis for the ECOWAS group and 
add Trade*ECOWAS and ECOWAS to the benchmark 
regression, while keeping the remaining regional 
dummy variables included.25 Now, the indicators of 
particular interest are Trade and Trade*ECOWAS. As 
can be seen from columns 1 to 4 in Table 6, the coef-
fi cient for trade in the OLS regressions is always 
positive and signifi cant, while the coeffi cient for the 
interactive term is always negative and signifi cant in 
three out of four specifi cations. Importantly, the coef-
fi cient for the interactive term Trade*ECOWAS is al-
ways larger than the one for Trade, which implies 
that the net impact of trade on per capita income is 
negative for West African countries. Only in the last 
regression, which includes Rule of Law, all (other) 
regional dummies and the full set of explanatory 
variables, we do not get a statistically signifi cant result 
for the coeffi cient.26

Depending on the specifi cation of the model, we next 
instrument for trade, the interactive term and rule of 
law, using the same set of instruments as before. 
Similar to the previous set of regressions in the bench-
mark model, Trade is no longer signifi cant once we 
instrument for it (columns 5 to 8). The interactive 
term Trade*ECOWAS has still a negative sign in all 
four specifi cations, but the coeffi cient is much larger 
than in the OLS regressions and is always signifi cant. 
Thus, the results show that the relationship between 
trade and per capita income is negative for ECOWAS 
countries, as the interactive term is negative and 
signifi cant in three out of four OLS and four out of 
four IV regressions. Importantly, this results holds 
even if we control for various important determi nants 
of income levels in Africa that have been singled out in 
the literature, including fractionalisation, confl icts and 
the rule of law.

We then repeat the exercise for all sub-Saharan Afri-
can countries and obtain very similar results. The sign 
for the interactive term (Trade*Sub-Saharan Africa) 
is always negative and signifi cant at the 10 per cent 
level or higher in all four IV regressions (Table 7). For 
the OLS regressions, however, we obtain slightly 
weaker estimates, as the signifi cance level for the 
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Table 6

Trade and Income Levels in ECOWAS Countries, 2003

Notes: See Table 5; signifi cance at the 10, 5, and 1 per cent levels are denoted by *, **, ***, respectively; further instruments (in addition to those listed below Table 5): interactions 

 between Fittrade and ECOWAS as well as legal origin dummies and ECOWAS.

Dependent variable: ln GNI per capita, PPP US $, 2003

(1) (2) (3) (4) (5) (6) (7) (8)

Independent 
variables

OLS OLS OLS OLS IV IV IV IV

Trade
0.42**
(2.41)

0.44***
(2.68)

0.39**
(2.38)

0.13*
(1.63)

0.41
(1.31)

0.43 
(1.35)

0.37 
(1.18)

0.06 
(0.27)

Rule of Law
0.80*** 

(11.29)
0.79***

(5.56)

Distance from 
Equator

0.03***
(3.14)

0.03***
(2.78)

0.02***
(2.59)

0.01
(1.10)

0.03***
(3.78)

0.02*** 
(3.53)

0.02***
(3.25)

0.01
(1.08)

Landlock
-0.48***
(3.35) 

-0.46***
(3.20)

-0.47***
(3.28)

-0.17
(1.46)

-0.54***
(3.54)

-0.52*** 
(3.39)

-0.54*** 
(3.52)

-0.23* 
(1.77)

ln Population
0.04 
(1.00)

0.04 
(1.18)

0.08** 
(1.96)

0.08*** 
(2.76)

0.03  
(0.69)

0.04
(0.85)

0.06 
(1.46)

0.06* 
(1.90)

Fractionalisation
-0.41 
(1.16)

-0.32 
(0.91)

-0.01 
(0.03)

-0.32 
(0.97)

-0.24 
(0.73)

0.07 
(0.29)

ln Confl ict
-0.09* 
(1.93)

0.03 
(0.78)

-0.08 
(1.50)

0.04  
(0.92)

Trade*ECOWAS
-1.19*** 
(3.27)

-1.15*** 
(3.25)

-0.99*** 
(2.79)

-0.20 
(0.69)

-2.91*** 
(2.51)

-2.80** 
(2.42)

-2.60** 
(2.25)

-1.66* 
(1.84)

ECOWAS
-1.27*** 
(3.04)

-1.17*** 
(2.85)

-1.29*** 
(3.19)

-1.09*** 
(3.30)

-0.24 
(0.29)

-0.20 
(0.25)

-0.35 
(0.44)

-0.26 
(0.43)

Other Regional 
Dummies

Yes Yes Yes Yes Yes Yes Yes Yes

Shea partial R2 (fi rst-stage)

Trade 0.25 0.25 0.25 0.25

Trade*ECOWAS 0.21 0.20 0.20 0.20

Rule of Law 0.30

Hansen-Sargan 
overidentifi cation 
test (χ2(j) P value)

6.14 
(0.19)

6.60 
(0.16)

5.72 
(0.22)

1.96 
(0.85)

R2 0.71 0.72 0.73 0.85 0.69 0.69 0.70 0.83

Observations 146 146 146 146 146 146 146 146
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coeffi cient of the interactive term declines to the 10 
to 15 per cent level. For two other regions, East Asia 
& the Pacifi c, and Middle East & North Africa, on the 
other hand, we obtain a positive interactive term, 
implying that trade has a positive impact on income 
for the countries in these two regions. This outcome 
can easily be explained, as East Asian countries have 
actively followed an export promotion strategy over 
the last couple of decades and countries in the Middle 
East benefi ted considerably from the exploitation and 
export of oil and gas resources.

Similar to sub-Saharan Africa, the coeffi cient for the 
interactive term for Latin America and the Caribbean 
is negative, though the signifi cance level is in the range 
between 15 to 30 per cent and thus falls below con-
ventional threshold levels. For Central Asia and South 
Asia, we do not obtain signifi cant results in the IV 
regressions.

Table 7

Trade and Income Levels at a Regional Level, 2003

Notes: 1Number of regressions where interactive term Trade*Regional Dummy is signifi cant at the 10 per cent signifi cance level or better. 

 2Signifi cance level 10 to 15 per cent. 

 3Signifi cance level 15 to 30 per cent. 

 4Including ECOWAS.

Number of regressions where interactive term Trade* Regional Dummy is signifi cant 

OLS IV (2SLS)

Region Sign of coeffi cient Number of 
signifi cant 
regressions (out of 4 
OLS regressions)1

Sign of coeffi cient Number of 
signifi cant 
regressions (out of 4 
IV regressions) 1

ECOWAS – 3 – 4

Sub-Saharan Africa4 –  02 – 4

East Asia & the 
Pacifi c

+ 3 + 3

South Asia + 3 –  02

Central Asia +/– 0 +/– 0

Middle East and 
North Africa

+ 3 + 4

Latin America & the 
Caribbean

–  03 –  03
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2.4 Trade and Economic Growth

So far, we have used a cross-sectional model specifi -
cations. By following this approach, we concentrate 
on the (very) long-run growth across countries. Yet it 
might be useful to complement the analysis with 
further regressions on the linkage between trade and 
growth in the short or medium term. Moreover, cross-
country regressions do not account for changes in the 
dependent and independent variables, which are 
clearly relevant for policy issues. Hence, we run cross-
country (dynamic) growth regressions for the most 
recent period of ten years from 1994 to 2003, for 
which we have relatively complete data.

The “standard” cross-country growth regression 
model is usually specifi ed as follows:

(3)   In GDPit  – In GDPit–1 = 0 In GDPit–1 +  γ' Xit + eit,

where GDPit is per capita GDP for country i and pe-
riod t, X is a set of explanatory variables, including 
institutions, trade fl ows and other control variables, 
0 and γ' are the coeffi cients to be estimated for the 
initial GDP per capita (GDPt-1) and the control vari-
ables respectively, and e is the error term.27 By fol-
lowing this approach, however, we are likely to obtain 
biased estimates due to the well-known problems of 
cross-country growth regression, such as reverse 
causality, measurement errors, omitted variables or 
simultaneity. 

To deal with these issues, a panel data approach in-
cluding changes over time in the variables in question 
would be preferable. Unfortunately, our institutional 
indicators are limited to information in 2004 (good 
governance indicators) or 2005 (regulation indicators) 
only, which does allow us to explore changes in a 
dynamic setting.28 As a remedy, we use the Law and 
Order indicator from the International Country Risk 

Guide (PRS Group, 2007b). This indicator is one of 
the political risk variables that measures the strength 
and impartiality of the legal system.29 Similar to the 
good governance indicators, the Law and Order in-
dicator can be criticised for relying on subjective 
“expert” based opinions. If that is the case, changes 
over time are particularly affected by subjective meas-
ures and the results of the regressions analysis have 
to be treated with caution.

Regarding the methodology, we follow the approach 
of Caselli, Esquivel and Lefort (1996) and Dollar and 
Kraay (2002) and transform equation (3) by taking into 
account the fact that there are country effects ηi in-
cluded in the error term that are likely to be corre-
lated to the explanatory variables, thereby producing 
biased coeffi cients in a pure OLS estimation. Thus, the 
model can be rewritten as:

(4)  GDPit  = α GDPit–1 +  γ' Xit + ηi + εit,

where α is 1 + 0.

To avoid the country effect bias we estimate (4) in 
differences: 

(5) In GDPit  – In GDPit–1 = α (In GDPit–1 – In GDPit–2) 

 + ã
1 (Xit – Xit-1 ) + εit – εit-1).

In essence, we regress growth in the most recent 
period of 10 years between 1994-2003, on growth in 
the previous period (1984-1993) and on changes from 
the previous to the current period in trade and the 
other explanatory variables.30 As the independent 
variables, we always use Trade and Law and Order, 
because the sign and signifi cance level of the esti-
mated coeffi cient for trade might be biased if we do 
not control for institutional quality. In addition to 
openness to trade and law and order, we follow the 
literature on the determinants of economic growth 

27 In the growth regressions, we use GDP rather than GNI fi gures, because GNI data in PPP US dollars is not always available for a number of 
sub-Saharan African countries.

28 Though the good governance indicators are available for every other year since 1996, we cannot use them in a panel due to the fact that they 
are standardised. The Doing Business dataset provides information on regulations in 2003, 2004 and 2005 and will be updated and extended 
every year. Yet at this stage, we do not have a complete dataset for other variables like GNI and trade for 2004. Furthermore, changes in regu-
latory quality may take time to affect other variables. Hence, the Doing Business dataset is an excellent source for a panel analysis in a couple 
of years.

29 See PRS Group (2005) for details on sub-components and aggregation procedures.
30  In the following, the period 1994-2003 will be referred as the current period, whereas 1984-1993 is the previous period.
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and add the following control variables:31

• Black market premium for foreign currency (US 
Dollar) in per cent

• Changes in consumer prices in per cent
• Population growth in per cent
• Government consumption, calculated as total gov-

ernment consumption as a share of GDP
• Investment, computed as gross capital formation 

as a share of GDP
• Human capital levels, measured as secondary school 

enrolment rates and literacy rates
• Terms of trade, defi ned as the ratio of the export 

price index to the corresponding import price index 
measured relative to the base year 2000

To control for regional characteristics in explaining 
variations in GDP growth rates across countries, we 
also add a set of regional dummies. Again, we include 
the interactive term Trade*Regional Dummy to ana-
lyse the effects of changes in trade at the regional 
level. At this stage of the study, however, we have not 
run growth regressions for all regions but rather, we 
focus on the ECOWAS group.32 

As can be seen from column 1 in Table 8, the bench-
mark regression is based on a sample of 103 countries 
for which data is available. Growth in the previous 
period, changes in trade, and changes in law and 
order  are  all  positively  associated  with  economic 
growth in the current period. The signifi cance level of 
all three coeffi cients is relatively high (1 per cent 
level). In contrast to the levels regressions, the inter-
active term Trade*ECOWAS now has a positive coef-
fi cient, implying that changes in Trade is positively 
associated with economic growth in the most recent 
period from 1994 to 2003. However, the t-value for 
the coeffi cient is very low and far from conventional 
threshold levels. Thus, we cannot establish a statis-
tically signifi cant linkage between trade and growth 
for ECOWAS countries in the growth regressions. This 
result holds for all other specifi cations, when addi-
tional control variables are included in the OLS re-
gressions (columns 2 to 8).

It can be argued that even changes in most of the 
independent variables over two periods of 10 years 
are not exogenous. Lagged growth and the error term 
in (5) are correlated by construction. In addition, 
trade may not only lead to higher growth rates, but 
growing markets might be attractive for exporting 
fi rms seeking to increase exports. Therefore, we 
should exploit the moment conditions in a dynamic 
setting using adequate instruments. For growth rates 
in the previous period, we employ the lagged change 
in growth rates in period t-2, that is, growth rates in 
the period 1974-1983. For the other explanatory 
variables, we use the lagged change and/or the initial 
value of the variable in 1984.33 

In the fi rst IV regression, we do not include the law 
and order indicator, since information for this indica-
tor for the year 1984 is not available for a number of 
countries. When we include law and order (column 
10), the sample drops from 110 to 86 countries. For 
both IV specifi cations, the instruments are relevant, 
though we get a Shea partial R2 of 0.09 for the inter-
active term, which is slightly below the 10 per cent 
threshold. Moreover, we reject the null hypothesis that 
the instruments are uncorrelated with the error term 
in the second IV specifi cation. Nevertheless, the Shea 
partial R2 improves considerably, when the country 
sample drops from 110 to 86 countries. In compari-
son to the reasonable fi t in the levels IV regressions, 
both econometric problems indicate that our instru-
ments are somewhat less appropriate in the growth 
regressions. 

Apart from these drawbacks, we observe a roughly 
similar outcome for the IV regressions in comparison 
to the OLS estimates. The coeffi cient for the interactive 
term is still positive, but not signifi cant. Hence, we 
only can conclude from the growth regressions that 
the negative linkage between trade and growth that 
we have found for ECOWAS countries in the very long 
run did not exist in the period 1994-2003.

31 See Levine and Renelt (1992) for an overview and a sensitivity analysis of the variables that are commonly associated with economic growth.
32 In addition to several further robustness checks, this could be done at a later stage.
33 For example, we do not have information on law and order before 1984 and have to rely on the initial value in 1984 as an instrument.
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2.5 Trade, Institutions and Income Levels

In another set of regressions, we are interested in 
whether the observed linkage between openness to 
trade and income levels differs for countries with, for 
instance, low-quality institutions. Hence, we test the 
hypothesis that low institutional quality hinders 
 countries from taking advantage of increased open -
ness to trade. In fact, this might be an explanation for 
the lack of a clear linkage between trade and income 
in IV regressions. For this exercise, we divide the 
country sample into groups according to their relative 
rankings in the institutional quality indicators. More 
specifi cally, we construct an institutional dummy 
( Institution Dummy), which has a value of one if a 
country belongs, for example, to the group of countries 
with the 20 per cent worst scores on institutional 
quality, and zero otherwise. We then compute an in-
teractive term of the institutional dummy and trade 
to see whether institutions in the most regulated 
countries matter and add that to the list of independ-
ent variables.34

We use different cut-off points for the institutional 
dummy, that is, the bottom 20, 30, 40, and 50 per cent 
countries (the variables are labelled Bottom 20 to Bot-
tom 50). In a similar way, we employ the dummy for 
different groups of countries with the top 20, 30, 40, 
and 50 per cent scores on our institutional measures 
(Top 20 to Top 50). In addition to the dummy, we add 
an interactive term of the institutional dummy and 
openness to trade to analyse the relationship between 
trade and income levels. The model specifi cation can 
then be written as follows:

(6) ln GNIi = β
0
 + β1 Xi + β

2
 Institutioni + β3 Tradei + 

β4 Tradei*Institution Dummyk + β
5
 Institution Dum-

myk + γj Regional Dummyj + ei

In a fi rst set of regressions, we use the regulation 
index and focus on the 20 per cent most regulated 
countries (Bottom 20). In the opening specifi cation 
(column 1 in Table 9), namely, the benchmark model 
excluding Fractionalisation, Confl ict and the regional 
dummies, the coeffi cient for the regulation index has 

the expected positive sign and is highly signifi cant at 
the 1 per cent level. Similar to the previous benchmark 
equation (column 1 in Table 6), trade is positively 
associated with per capita income levels. The interac-
tive term Trade*Bottom20 is negative and signifi cant 
at the 10 per cent level. Importantly, the coeffi cient for 
Trade*Bottom20 is three times as large as the coef-
fi cient for Trade, which implies that trade has a 
negative net impact on income in the countries with 
low-quality regulations (+0.25-0.74 = -0.49). The sig-
nifi cance level for the interactive term declines below 
the conventional threshold level, however, if we add 
further control variables and the regional dummies 
(columns 2 to 4).

Next, we instrument for trade, regulations and the 
interactive term (columns 5 to 8). The regulatory qual-
ity is still an important explanatory variable for vari-
ations in per capita income. Similar to the results 
presented in Table 6, Trade is no longer signifi cant in 
the IV regressions. The interactive term has now a 
negative and signifi cant coeffi cient in three out of four 
specifi cations, implying that countries with the worst 
regulatory quality are not able to benefi t from an in-
creasing market integration. The selected instruments 
are both valid and appropriate for all three instru-
mented variables, as can be seen from the results for 
the Shea partial R2 and the Hansen-Sargan test. 

In another set of regressions, we repeat the exercise 
for the top 30, 40 and 50 per cent most regulated 
economies (Bottom 30, Bottom 40, and Bottom 50). 
These further tests are useful to ascertain whether the 
results are infl uenced by the particular threshold 
level chosen for the institution dummy. In comparison 
to the 20 per cent most regulated countries, the sig-
nifi cance levels of the coeffi cients for the interactive 
term slightly improve if we set the cut-off point at the 
30 per cent most regulated economies (top-left in 
Table 10). While the interactive term is also statis ti-
cally signifi cant in one out of four OLS regressions, it 
is signifi cant in all four IV regressions. If we increase 
the threshold level to 40 or 50 per cent most regu-
lated countries, the number of signifi cant coeffi cients 
declines  considerably.  These  results  indicate  that 

34 We have used the institution dummy as opposed to the institution indicators directly in the interaction because it offers the better fi t. At this 
stage, we have not performed dynamic growth regressions that include the interactive term Trade*Institutional Dummy. This could be an use-
ful extension of the analysis to further check the robustness of the results.
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Table 9

Trade, Institutions and Income Levels, Aggregated Regulation Index and 20 Per Cent 
Most Regulated Countries, 2003

Notes: See Tables 5 and 6; signifi cance at the 10, 5, and 1 per cent levels are denoted by *, **, ***, respectively. For the regressions with the interactive 

 term, we also explore the interactions of the legal origin and the language variables with the instruments selected from our identifying assumptions.

Dependent variable: ln GNI per capita, PPP US $, 2003

(1) (2) (3) (4) (5) (6) (7) (8)

Independent 
variables

OLS OLS OLS OLS IV IV IV IV

Trade
0.25**
(2.48)

0.26***
(2.70)

0.25***
(2.56)

0.18*
(1.79)

0.05
(0.15)

0.30
(0.97)

0.27
(0.90)

0.05
(0.17)

Regulation Index
0.18***
(9.37)

0.17***
(8.65)

0.17***
(8.35)

0.16***
(6.77)

0.09**
(2.18)

0.12***
(2.93)

0.12***
(2.84)

0.11**
(2.09)

Trade*Bottom 20
0.74*
(1.64)

0.53
(1.18)

0.48
(1.09)

0.51
(1.16)

2.63*
(1.70)

2.57*
(1.67)

2.36
(1.49)

2.74**
(1.93)

Bottom 20
0.58* 
(1.86)

0.52* 
(1.74)

0.49*
(1.70)

0.54*
(1.88)

0.99
(1.32)

1.25*
(1.66)

1.12
(1.46)

1.30*
(1.85)

Distance from 
Equator

0.03***
(7.87)

0.02***
(6.95)

0.02***
(6.48)

0.01*
(1.71)

0.03***
(6.86)

0.03***
(5.94)

0.03***
(5.98)

0.01**
(1.97)

Landlock
0.42***
(2.58)

0.34**
(2.19)

0.34**
(2.21)

0.23*
(1.67)

0.69***
(3.67)

0.55***
(2.96)

0.55***
(2.99)

0.45***
(2.52)

ln Population
0.03
(1.04)

0.05
(1.39)

0.06
(1.44)

0.05
(1.46)

0.01
(0.18)

0.02
(0.46)

0.03
(0.66)

0.01
(0.17)

Fractionalisation
0.68***
(2.48)

0.67**
(2.46)

0.15
(0.51)

0.59**
(2.02)

0.59**
(2.07)

0.04
(0.13)

ln Confl ict
0.02

(0.52)
0.02

(0.46)
0.03

(0.53)
0.01

(0.24)

Regional 
dummies

No No No Yes No No No Yes

Shea partial R2 (fi rst-stage)

Regulation Index 0.33 0.28 0.30 0.23

Trade 0.25 0.22 0.24 0.24

Trade*Bottom 20 0.14 0.13 0.12 0.13

Hansen-Sargan 
overidentifi cation 
test (χ2(j) P value)

8.67
(0.12)

2.92
(0.40)

2.71
(0.44)

2.31
(0.68)

R2 0.73 0.75 0.75 0.80 0.66 0.71 0.71 0.75

Observations 139 139 139 139 139 139 139 139
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there is a particular threshold level, which is highly 
relevant for our results. In other words, low-quality 
regulations do not allow the top 20 or 30 per cent most 
regulated economies to take advantage of trade.

Contrary to the most regulated countries, we do not 
obtain signifi cant results for the countries with better 
regulatory quality (Top 20 to Top 50). This does not 
imply, however, that these countries are able to achieve 
gains from trade. Rather, the chosen cut-off points for 
the dummy or the aggregation procedure for the 
regulation index might contribute to this outcome. 
Therefore, we repeat the analysis for all ten disag-
gregated regulations indicators. By applying them 
individually, we are able to identify those regulation 
sub-components that drive our results. Out of the ten 
sub-components, Labour Market Regulation shows 
the strongest results if we focus on the 20 to 50 per 
cent most regulated countries. In all OLS and IV 
specifi cations, we obtain a negative and signifi cant 
coeffi cient for the interactive term, independent of 
whether we use the 20, 30, 40 or 50 per cent thresh-
old level.35 Countries with less regulated labour mar-
kets, on the other hand, are able to benefi t from trade, 
since the sign of the coeffi cient is positive and signi-
fi cant in almost all model specifi cations. Following 
this, governments should have a strong incentive to 
reform their regulatory framework.

We also fi nd strong results for regulations related to 
starting a business and paying taxes. For Starting a 
Business and Paying Taxes, the IV regressions show 
that at the Bottom 50 and Bottom 40 cut-off points, 
respectively, countries with excessive regulations may 
not take advantage from an increase in market inte-
gration. Importantly, for countries with less rigid re-
gulations for both indicators we obtain the opposite 
outcome, though the results for different cut-off points 
are less straight forward in comparison to the labour 
market regulation sub-component.

For the remaining sub-components, we obtain sig-
nifi cant results for Trading across Borders, Enforcing 
Contracts, and Closing a Business, but only for the 20 
per cent most regulated countries, indicating that the 
threshold level is much lower for these indicators. 

Still, they matter for the impact of regulations on 
growth rates via the interaction with trade, but the 
negative impact of trade on income is restricted to the 
group of countries with very rigid regulations (bot -
tom 20 per cent). Getting credit, dealing with li-
cences or registering property are not closely asso-
ciated in the linkage between trade and income 
levels. In general, these results underline the fact that 
some individual regulations, such as starting a busi-
ness, the rigidity of employment and paying taxes, 
matter more for the interaction between trade, regu-
lations and growth. Nevertheless, we think that the 
overall level of regulations in a country plays an im-
portant role too. Above all, individual components 
which affect the reallocation of factor endowments 
may interact with each other. 

In another set of regressions, we employ the good 
governance variables for the computation of the insti-
tutional dummy. As opposed to the regulation indica-
tors, we do not fi nd a similarly strong infl uence of 
institutional quality on the interaction of trade and 
income levels (Table 11). While the results of OLS 
regressions are broadly comparable to those of the 
fi rst set of regressions, we hardly get a consistent 
 pattern in the instrumental approach. For Rule of Law 
and Control of Corruption, we do not obtain robust 
estimates.  Furthermore,  for  Political  Stability  and 
 Voice and Accountability, the coeffi cients for the in-
teractive  term  in  the  IV  regressions  are  not  sig-
nifi cant at all. One reason that might help to explain 
this rather disappointing outcome is the fact that the 
good  governance  indicators  are  perception-based 
and that the surveys conducted for the indicators are 
par ticularly infl uenced by different stages of develop-
ment. This could explain the considerable differences 
between the OLS and IV results.

Nonetheless, we do fi nd evidence that Regulatory 
Quality and Government Effectiveness have some 
explanatory power in the instrumental regressions 
too. Although the IV results for both good governance 
indicators are not very robust too, we fi nd signifi cant 
results if the cut-off point is set at the 20 cent level for 
the most regulated countries. Using this threshold 
level, we observe a negative impact of trade on income 

35 Detailed results for all sub-components are not shown due to space constraints. Like all other results, they are available upon request.
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levels. Regulatory Quality and Government Effective-
ness are related to the capacity of the government to 
effectively formulate and implement sound policies, 
which in fact is quite similar to business regulations, 
measured by the Doing Business indicators. In fact, 
the partial correlations between Regulation Index and 
Regulatory Quality and Government Effectiveness are 
0.82 and 0.83, respectively, indicating that both sets 

of indicators are closely related to each other. How-
ever, the Doing Business indicators measure regula-
tions in a more objective way, which stresses their 
relevance for our analysis. Overall, the results em-
phasise the importance of high-quality regulations in 
order to reduce the adjustment costs of trade libe-
ralisation and enhance the welfare gains from trade.

Table 11: 

Table 11

Trade, Institutions and Income Levels, Good Governance Indicators, 2003

Notes: See Table 10. 110 per cent signifi cance level or better. 2 Sign of the coeffi cient. 

Cut-off 
point for 
Institution 
Dummy 
(per cent)

Number of regressions where interactive term Trade*Institution Dummy is signifi cant 
(4 OLS and IV regressions each)1

Rule of Law Control of Corruption Regulatory Quality

OLS IV Sign2 OLS IV Sign2 OLS IV Sign2

Bottom 20 4 2 - 0 1 - 1 4 -

Bottom 30 2 0 - 4 0 - 0 0

Bottom 40 4 1 - 4 1 - 0 0

Bottom 50 3 0 - 4 0 - 0 0

Top 20 0 1 + 0 0 0 0

Top 30 0 0 0 0 0 0

Top 40 0 0 1 0 + 0 0

Top 50 2 0 + 4 1 + 0 0

Government Effectiveness Political Stability Voice and Accountability

OLS IV Sign2 OLS IV Sign2 OLS IV Sign2

Bottom 20 3 3 - 1 0 - 4 0 -

Bottom 30 4 0 - 0 0 0 0

Bottom 40 1 0 - 1 0 - 4 0 -

Bottom 50 0 0 4 0 - 0 0

Top 20 0 0 0 0 4 0 -

Top 30 0 1 + 0 0 4 0 -

Top 40 0 0 0 0 4 0 -

Top 50 0 0 4 0 0 0
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2.6  Institutional Quality in ECOWAS Countries

So far, we have discussed the importance of institu-
tional quality for the impact of trade on income levels 
for all countries included in our data sample. Next, 
the focus will turn to the relative performance of 
ECOWAS countries (benchmarking). Using the aggre-
gated Regulation Index, we fi nd that no West African 
country falls in the group of the 50 per cent least 
regulated countries (Table 12). Even Ghana, the top 
performer in West Africa, is placed at a rather low 
ranking of 82. What is more worrying is the fact that 
apart from Ghana and Senegal, all other ECOWAS 
countries belong to the group of 30 per cent most 
regulated countries (bottom 30 per cent of 139 coun-
tries is equal to ranking no. 98 and below). Niger, 
Sierra Leone and Burkina Faso are in fact very close 
to the bottom of the entire country sample, that is, 
they have business regulations that are far below 
average. As a consequence, the large majority of 
West African countries belong precisely to the group 
of countries for which we obtain a negative linkage 
between trade and income levels.

For three sub-components of the aggregated indicator 
that play a major role in infl uencing whether trade 
has a positive impact on economic development, the 
rankings are somewhat similar. ECOWAS countries 
have relatively time consuming and expensive proce-
dures for local entrepreneurs in starting a business. 
Apart from Nigeria, all of them are in the lower half 
of the ranking, thereby hindering their economies from 
taking advantage of trade. For labour market regula-
tions, only Ghana and Nigeria have relative fl exible 
regulations, whereas the remaining West African 
countries belong to the Bottom 40 group. Finally, only 
Ghana, Burkina Faso and Niger have tax systems that 
are fl exible enough to exclude them from the Bottom 
40 group of countries. For Trading across Borders, 
Enforcing Contracts and Closing a Business, three out 
of 12 ECOWAS countries belong to the Bottom 20 group 
for which we obtain a negative impact of trade on 
income.36

While the majority of ECOWAS countries score well 
below average in the Doing Business indicators, the 
relative ranking does do not exemplify the sometimes 
severe impact of business regulations on economic 
activities in West African countries. Following this, we 
provide a few examples for the sub-components of the 
disaggregated indicators for illustration of business 
regulations. For instance37

• Entrepreneurs in Sierra Leone have to pay 835 per 
cent of (national) income per capita to start a busi-
ness.

• The cost of fi ring an employee in Mali is equivalent 
to some 81 weeks’ wages.

• Firms in Sierra Leone who intend to pay their 
taxes in full would have to part with 164 per cent 
of their gross profi ts, that is, everything they earn 
and more.

• To import a product into Niger, it takes 19 docu-
ments, requires 52 signatures and takes 89 days 
to deal with the required paperwork and customs 
inspections.

• The judicial procedures for the enforcement of a 
contract in Burkina Faso take 446 days and cost 
some 95 per cent of the debt, i.e., almost the entire 
disputed amount.

• To register a property in Nigeria, the owner has to 
part with 27 per cent of the property value.

Though these are admittedly extreme examples, busi-
ness regulations in West Africa often fail even on their 
own terms: Higher tax rates do not always pull in more 
revenue, or the most tightly regulated labour markets 
do not offer the best protection to workers. Rather, 
extremely infl exible business regulations drive fi rms 
and workers into the informal economy, beyond the 
reach of inspectors, trade unions and tax authorities 
(Figure 3). Needless to say, working conditions in the 
shadow economy are often much worse in comparison 
to formal sector. What is more worrying, fi rms in the 
informal sector are less productive (World Bank, 2005c). 
They cannot take advantage of economies of scale, 
since they must be small to stay hidden. In addition, 
they are less likely to engage in trade and take ad-
vantage of export opportunities abroad, that is, the 
potential gains from trade cannot be realised.

36 It is important to keep in mind that these are preliminary results which should be built on in a more comprehensive analysis of the relative 
(absolute) performance of institutional quality in West Africa.

37 See Appendix D for details on all ECOWAS countries.



37

FRIEDRICH-EBERT-STIFTUNG

INSTITUTIONS, GOVERNANCE AND TRADE
Ta

bl
e 

12

R
el

at
iv

e 
R

an
ki

n
g

 f
o

r 
EC

O
W

A
S 

C
o

u
n

tr
ie

s 
an

d
 R

eg
u

la
ti

o
n

 In
d

ic
at

o
rs

St
ar

ti
n

g
 a

 
B

u
si

n
es

s
La

b
o

u
r 

M
ar

ke
t 

R
eg

u
la

ti
o

n
Pa

yi
n

g
 T

ax
es

Pr
o

te
ct

in
g

 
In

ve
st

o
rs

Tr
ad

in
g

 a
cr

o
ss

 
B

o
ar

d
er

s
G

et
ti

n
g

 C
re

d
it

En
fo

rc
in

g
 

C
o

n
tr

ac
ts

C
lo

si
n

g
 a

 
B

u
si

n
es

s
D

ea
lin

g
 w

it
h

 
Li

ce
n

ce
s

R
eg

is
te

ri
n

g
 

Pr
o

p
er

ty
R

eg
u

la
ti

o
n

 
In

d
ex

C
o

u
n

tr
y

R
*

C
o

u
n

tr
y

R
*

C
o

u
n

tr
y

R
*

C
o

u
n

tr
y

R
*

C
o

u
n

tr
y

R
*

C
o

u
n

tr
y

R
*

C
o

u
n

tr
y

R
*

C
o

u
n

tr
y

R
*

C
o

u
n

tr
y

R
*

C
o

u
n

tr
y

R
*

C
o

u
n

tr
y

R
*

N
ig

er
ia

66
G

ha
na

34
G

ha
na

65
G

ha
na

25
Se

ne
ga

l
39

N
ig

er
ia

59
G

ha
na

28
N

ig
er

ia
59

Se
ne

ga
l

62
M

au
ri-

ta
ni

a
43

G
ha

na
82

Be
ni

n
80

N
ig

er
ia

39
Bu

rk
in

a 
Fa

so
77

Be
ni

n
33

Si
er

ra
 

Le
on

e
72

Se
ne

ga
l

61
M

al
i

63
Se

ne
ga

l
61

G
ha

na
66

Be
ni

n
80

Se
ne

ga
l

94

Se
ne

ga
l

86
C

ot
e 

d‘
Iv

oi
re

93
N

ig
er

83
N

ig
er

ia
33

To
go

84
G

ui
ne

a
68

M
au

ri-
ta

ni
a

69
G

ui
ne

a
68

M
au

ri-
ta

ni
a

74
N

ig
er

96
Be

ni
n

10
5

C
ot

e 
d‘

Iv
oi

re
98

G
ui

ne
a

97
To

go
96

Bu
rk

in
a 

Fa
so

73
Be

ni
n

95
G

ha
na

69
N

ig
er

80
G

ha
na

69
To

go
93

To
go

10
9

M
au

ri-
ta

ni
a

10
7

G
ha

na
11

1
Be

ni
n

10
9

M
al

i
10

2
C

ot
e 

d‘
Iv

oi
re

73
M

au
ri-

ta
ni

a
98

C
ot

e 
d‘

Iv
oi

re
77

Se
ne

ga
l

87
C

ot
e 

d‘
Iv

oi
re

77
Be

ni
n

11
1

M
al

i
11

2
To

go
11

3

Bu
rk

in
a 

Fa
so

11
4

Se
ne

ga
l

11
1

G
ui

ne
a

11
1

G
ui

ne
a

73
G

ha
na

10
0

To
go

79
G

ui
ne

a
93

To
go

79
N

ig
er

ia
11

8
G

ui
ne

a
11

3
G

ui
ne

a
11

6

G
ui

ne
a

11
8

M
au

ri-
ta

ni
a

11
4

N
ig

er
ia

11
3

M
al

i
73

C
ot

e 
d‘

Iv
oi

re
10

2
Be

ni
n

89
C

ot
e 

d‘
Iv

oi
re

94
Be

ni
n

89
G

ui
ne

a
12

1
Si

er
ra

 
Le

on
e

12
0

C
ot

e 
d‘

Iv
oi

re
12

0

M
al

i
12

0
M

al
i

12
6

C
ot

e 
d‘

Iv
oi

re
11

4
N

ig
er

73
G

ui
ne

a
10

9
Bu

rk
in

a 
Fa

so
96

To
go

10
2

Bu
rk

in
a 

Fa
so

96
N

ig
er

12
4

Se
ne

ga
l

12
2

N
ig

er
ia

12
5

To
go

12
4

To
go

13
9

Be
ni

n
11

8
Si

er
ra

 
Le

on
e

73
Bu

rk
in

a 
Fa

so
12

2
M

al
i

10
4

N
ig

er
ia

10
5

M
al

i
10

4
M

al
i

12
9

G
ha

na
12

4
M

al
i

12
7

M
au

ri-
ta

ni
a

12
5

Bu
rk

in
a 

Fa
so

14
0

Se
ne

ga
l

12
0

To
go

10
3

N
ig

er
ia

12
9

N
ig

er
12

0
Si

er
ra

 
Le

on
e

12
1

N
ig

er
12

0
C

ot
e 

d‘
Iv

oi
re

13
2

Bu
rk

in
a 

Fa
so

12
8

N
ig

er
13

1

Si
er

ra
 

Le
on

e
13

1
N

ig
er

14
1

M
au

ri-
ta

ni
a

13
3

Se
ne

ga
l

11
5

M
al

i
13

1
Si

er
ra

 
Le

on
e

12
1

Be
ni

n
12

5
Si

er
ra

 
Le

on
e

12
1

Si
er

ra
 

Le
on

e
13

3
C

ot
e 

d‘
Iv

oi
re

13
7

Si
er

ra
 

Le
on

e
13

3

N
ig

er
13

4
Si

er
ra

 
Le

on
e

14
2

Si
er

ra
 

Le
on

e
13

5
M

au
ri-

ta
ni

a
na

N
ig

er
13

9
M

au
ri-

ta
ni

a
12

5
Bu

rk
in

a 
Fa

so
13

2
M

au
ri-

ta
ni

a
12

5
Bu

rk
in

a 
Fa

so
13

7
N

ig
er

ia
14

1
Bu

rk
in

a 
Fa

so
13

5

N
o.

 o
f 

co
un

-
tr

ie
s:

  
14

2

14
2

14
1

13
4

14
2

14
2

14
2

14
2

13
9

14
1

13
9

N
ot

es
: *

Re
la

tiv
e 

ra
nk

in
g;

 c
ou

nt
rie

s 
in

 th
e 

sh
ad

ed
 a

re
as

 b
el

on
g 

to
 th

e 
gr

ou
p 

fo
r w

hi
ch

 th
e 

lin
ka

ge
 b

et
w

ee
n 

tra
de

 a
nd

 in
co

m
e 

is 
ne

ga
tiv

e.



38

INSTITUTIONS, GOVERNANCE AND TRADE

FRIEDRICH-EBERT-STIFTUNG

Ta
bl

e 
13

R
el

at
iv

e 
R

an
ki

n
g

 f
o

r 
EC

O
W

A
S 

C
o

u
n

tr
ie

s 
an

d
 G

o
o

d
 G

o
ve

rn
an

ce
 In

d
ic

at
o

rs

N
ot

e:
 C

ou
nt

rie
s 

in
 th

e 
sh

ad
ed

 a
re

as
 b

el
on

g 
to

 th
e 

gr
ou

p 
fo

r w
hi

ch
 th

e 
lin

ka
ge

 b
et

w
ee

n 
tra

de
 a

nd
 in

co
m

e 
is 

ne
ga

tiv
e.

R
u

le
 o

f 
La

w
C

o
n

tr
o

l o
f 

C
o

rr
u

p
ti

o
n

R
eg

u
la

to
ry

 Q
u

al
it

y
G

o
ve

rn
m

en
t 

Ef
fe

ct
iv

en
es

s
Po

lit
ic

al
 S

ta
b

ili
ty

V
o

ic
e 

&
 A

cc
o

u
n

ta
b

ili
ty

C
o

u
n

tr
y

R
an

ki
n

g
C

o
u

n
tr

y
R

an
ki

n
g

C
o

u
n

tr
y

R
an

ki
n

g
C

o
u

n
tr

y
R

an
ki

n
g

C
o

u
n

tr
y

R
an

ki
n

g
C

o
u

n
tr

y
R

an
ki

n
g

C
ap

e 
Ve

rd
e

48
C

ap
e 

Ve
rd

e
42

C
ap

e 
Ve

rd
e

49
M

au
rit

an
ia

50
C

ap
e 

Ve
rd

e
35

C
ap

e 
Ve

rd
e

36

G
ha

na
65

M
au

rit
an

ia
53

M
au

rit
an

ia
63

Se
ne

ga
l

62
G

am
bi

a
47

G
ha

na
51

Se
ne

ga
l

68
G

ha
na

63
G

am
bi

a
74

G
ha

na
65

M
au

rit
an

ia
54

M
al

i
54

G
am

bi
a

74
Be

ni
n

70
M

al
i

80
C

ap
e 

Ve
rd

e
68

M
al

i
61

Be
ni

n
56

M
al

i
77

Bu
rk

in
a 

Fa
so

73
Bu

rk
in

a 
Fa

so
82

M
al

i
75

G
ha

na
65

Se
ne

ga
l

63

Be
ni

n
81

Se
ne

ga
l

77
G

ha
na

83
Be

ni
n

85
Se

ne
ga

l
74

N
ig

er
75

M
au

rit
an

ia
92

M
al

i
85

Se
ne

ga
l

86
G

am
bi

a
91

Bu
rk

in
a 

Fa
so

82
Bu

rk
in

a 
Fa

so
89

Bu
rk

in
a 

Fa
so

94
G

am
bi

a
93

Be
ni

n
99

Bu
rk

in
a 

Fa
so

92
Be

ni
n

84
Si

er
ra

 L
eo

ne
96

N
ig

er
11

6
G

ui
ne

a-
Bi

ss
au

99
N

ig
er

11
2

N
ig

er
11

8
G

ui
ne

a-
Bi

ss
au

88
G

am
bi

a
99

To
go

12
3

G
ui

ne
a

11
0

To
go

11
7

G
ui

ne
a

12
4

To
go

89
G

ui
ne

a-
Bi

ss
au

10
0

G
ui

ne
a

12
6

Li
be

ria
11

5
C

ot
e 

d‘
Iv

oi
re

11
9

N
ig

er
ia

12
9

N
ig

er
90

N
ig

er
ia

10
3

Si
er

ra
 L

eo
ne

12
7

N
ig

er
11

7
G

ui
ne

a-
Bi

ss
au

12
1

G
ui

ne
a-

Bi
ss

au
13

6
Si

er
ra

 L
eo

ne
94

G
ui

ne
a

12
4

G
ui

ne
a-

Bi
ss

au
13

3
Si

er
ra

 L
eo

ne
11

8
G

ui
ne

a
12

4
C

ot
e 

d‘
Iv

oi
re

13
9

G
ui

ne
a

11
2

M
au

rit
an

ia
12

6

C
ot

e 
d‘

Iv
oi

re
13

8
To

go
12

5
Si

er
ra

 L
eo

ne
12

5
To

go
14

0
N

ig
er

ia
13

9
To

go
13

1

N
ig

er
ia

13
9

C
ot

e 
d‘

Iv
oi

re
13

0
N

ig
er

ia
13

6
Si

er
ra

 L
eo

ne
14

1
Li

be
ria

14
4

Li
be

ria
13

2

Li
be

ria
14

6
N

ig
er

ia
13

6
Li

be
ria

14
4

Li
be

ria
14

5
C

ot
e 

d‘
Iv

oi
re

14
6

C
ot

e 
d‘

Iv
oi

re
13

5

N
o.

 o
f 

co
un

tr
ie

s:
14

6
14

6
14

6
14

6
14

6
14

6



39

FRIEDRICH-EBERT-STIFTUNG

INSTITUTIONS, GOVERNANCE AND TRADE

In view of the relative performance of ECOWAS coun-
tries in business regulations, reforms are sorely 
needed. However, all 16 West African governments 
managed just two reforms in 2004, thereby placing 
ECOWAS in the regional group with the lowest reform 
intensity (World Bank, 2005c). Although a few ECOW-
AS countries, such as Burkina Faso, intend to improve 
their regulatory framework, others made their regula-
tory framework even more burdensome. In fact, 
Mauritania was the only country in the world to raise 
its corporate income tax rate in 2004. 

For the good governance indicators, we obtain a rela-
tively similar ranking for ECOWAS countries. In gen-
eral, West African countries can be found in the 
lower half or even lower third of the ranking of 146 
countries (Table 13).38 For Regulatory Quality and 

Government Effectiveness, half of ECOWAS countries 
belong to the bottom 20 per cent nations with the 
most regulations and least governmental effi ciency, 
for which we obtain a negative relationship between 
trade and income. On the other hand, Cape Verde 
scores relatively well on all six good governance in-
dicators. Its performance is even better than that of 
Ghana, the country with the best performance in the 
Doing Business dataset among West African coun-
tries.39

To sum up the results, there is evidence that ECOWAS 
countries have not been able to take advantage of trade 
so far, as shown by the negative linkage between trade 
and income for this regional grouping in the (very) 
long run. Furthermore, institutional quality clearly 
plays a fundamental key role for successful trade lib-

FIGURE 3: Regulation Index and Informal Economy

Note: Estimates for the informal economy are available for only 108 countries in our sample (World Bank, 2005c).

38 See Appendix E for details on all ECOWAS countries.
39 We could not include Cape Verde in the Doing Business Regulation ranking, as no data is available for this country.
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eralisation. While the good governance indicators are 
less important for the direct linkage between trade 
and income levels, they do matter for overall eco-
nomic development. Given the scale of infl exibility in 
regulations, ECOWAS countries would need to take 
big steps (or even start) in reforming their regulatory 
framework in order to enable them to take advantage 
of trade liberalisation. 

While the results demonstrate the importance of in-
stitutional quality, they do not imply that the majority 
of ECOWAS countries will never be able to achieve 
gains from trade. Rather, the outcome demonstrates 
that West African countries are currently unlikely to 
benefi t from a dismantling of tariff barriers as part of 
the EPA process and suggests that comprehensive 
institutional reforms are required to harness the gains 
from increased market integration.

2.7  Implications for Institutional Reforms

Institutional reforms imply an enormous policy chal-
lenge for ECOWAS member states, since the majority 
of them are least-developed countries and have to start 
from a low level of formal institutional development. 
Moreover, they face a vast array of serious political, 
economic and social problems. In the remaining sec-
tion of this investigation, we briefl y discuss fi ve main 
aspects of institutional change in ECOWAS countries: 
(1) the enormous scope of institutional reform re-
quirements, (2) the complex framework for related 
policies, (3) the considerable time pressure involved, 
(4) the selection and design of appropriate strategies, 
and (5) the amount and quality of external support 
for reforms. We intend to outline broader issues in-
volved as well as to highlight some of the main ques-
tions and challenges faced. Needless to say, a much 
more in-depth-analysis of institutional reforms is 
required to adequately address the complex issues 
involved, including an analysis at the (ECOWAS) 
country level.

The relatively poor performance of ECOWAS countries 
for the institutional quality indicators highlights the 
enormous scope of institutional reform requirements 
and might dampen prospects for improvements 
 achievable in the short and medium terms. According 
to the World Bank (2001), policy makers could be-
come paralysed by the apparent need to undertake 
ambitious  reforms  on  a  wide  and  ever-expanding 

front. Even if we narrow the scope and concentrate 
on those institutions that are directly related to trade 
liberalisation, we still face a whole host of problems, 
which are partly interrelated and which call for an 
integrated approach. For example, market entry con-
ditions, which we identifi ed earlier as a priority area 
for institutional reforms, include a large number of 
issues such as property rights (access and transfer), 
competition law (rules for mergers, acquisitions, 
 pricing), taxation (level and structure, incentives), 
 fi nancial market regulations (collateral requirements, 
protection of creditors), openness (rules for trade, 
 fi nancial services, FDI), administrative procedures and 
costs to start a business. Regulations of market per-
formance show a similarly complex pattern. Here 
again, competition law matters as well as labour mar-
ket regulations, ecological and technical standards 
and provisions, the law and enforcement of contracts, 
trade supervision, customs clearance, to mention just 
a few issues. Last but not least, conditions for market 
exit are relevant too, such as insolvency law, right of 
cancellation, social safety, and so on.

Following this, the question remains as to how com-
prehensive and integrated a strategy for institutional 
change should be and whether partial reforms could 
also be successful, taking into account the often lim-
ited political and administrative capacities of poor 
countries. Although more in-depth-analysis is required 
to shed more insight, some empirical observations 
and suggestions taken from the literature of institu-
tional change are worth mentioning here. Aron (2000) 
and Rodrik (2004), for example, argue that large-scale 
institutional transformation is hardly ever a pre-
requisite for getting growth going, not even in poorer 
countries. The initial impetus for growth could also 
be achieved with minimal changes in institutional 
 arrangements. There is a need to distinguish between 
stimulating economic growth and sustaining it. Solid 
institutions appear much more important for the 
 latter than for the former (Rodrik, 2004; Hausmann 
et al., 2004).

As to the framework conditions, it is not the low level 
of institutional development alone that is a burden for 
reforms. What matters probably more is the fact that 
a country’s institutional setting is shaped by a combi-
nation of history, economic structure, political system 
and culture (IMF, 2005). Consequently, institutions 
tend to be persistent over time although not immuta-
ble. They typically change incrementally rather than 
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in a discontinuous fashion (North, 1990). Even dis-
continuous changes such as revolution are never 
completely discontinuous, but the result of the em-
bedded informal constraints in society. Although 
formal rules may be changed abruptly as a result of 
political and judicial decisions, informal constraints 
like customs, traditions and code of conducts cannot 
be fully excluded from the reform agenda when, for 
example, economic performance and effi ciency are 
to be increased by the formalisation of a greater part 
of informal economic activities. In contrast to formal 
rules, informal institutions are much more diffi cult to 
be penetrated by deliberate policies. Informal rules 
have to be respected, since they form a large part of 
the indispensable social capital and compensate much 
for the defi ciencies of formal institutions. Building 
bridges between existing formal and informal insti-
tutions is an effective route to enhancing the success 
of formal institutions (World Bank, 2001).

In this context, an important question is how to ini-
tiate institutional change despite the inertia of exist-
ing formal and informal institutions. Above all, 
whether more effi cient institutions can be introduc ed 
largely depends on the interests of those having the 
power to devise new institutions and of others, who 
should accept, adapt to and use the new rules 
( Anderson, 2005; WTO, 2004). In fact, this is a clas-
sical example for the political economy of reforms. 
The general commitment of political leaders to good 
governance and their willingness to use their poli tical 
weight in support of reforms is crucial for an effective 
impetus  for  institutional  reforms.  Institutional  im-
provements can only be harnessed if the top has fully 
recognised their importance (Szepesi, 2004). Trade 
liberalisation could provide an external impetus and 
may help politicians to lock in their reform pro-
grammes (see Section 3). 

However, institutional and other reforms are un-
likely to survive or to be implemented if established 
only in response to external pressures and designed 
and implemented without ownership of those whose 
interests would directly be affected. It is important to 
involve all possible public and private stakeholders 

in the reform process. In the area of trade reform, for 
instance,  developing  countries,  which  have  broad-
ened their policy-making processes by engaging in 
open and inclusive consultations with the private 
sector, have generally performed better than coun-
tries where such consultations have been absent 
(Fukuda-Parr et al., 2002). Once stakeholders fi nd 
themselves adequately involved in the planning and 
implementation of new rules, a promising basis for 
institutional change can emerge (Szepesi, 2004). 

ECOWAS countries are facing the challenge of much 
needed institutional reforms due to general institu-
tional defi cits as well as the intra-regional integration 
process40 and the tight EPA time schedule. Substan-
tive EPA negotiations started only in 2004. The agree-
ments ought to enter into force at the beginning of 
2008, with an implementation period from 2008 to 
2020. Still, there is considerable time pressure during 
the transitory phase, as the institutions have to be in 
place before the actual trade liberalisation. It is an 
open question, whether the time frames for trade 
liberalisation and the required institutional reforms 
do really match.

As to the negotiation phase of the EPAs, the challenge 
is to get a clear picture of the size and structure of 
institutional reforms, to involve all stakeholders into 
the process as a prerequisite of success and to imple-
ment a fi rst package of required institutional reforms. 
With the agreements coming into effect, a gradual 
process of dismantling trade barriers would start, 
which has to be accompanied by preparatory and 
synchronous institutional reforms. There is a on-go-
ing debate on the defi nition of an appropriate length 
of this transitory phase. Here, the legal aspect of the 
WTO conformity of submitted proposals, limiting this 
phase either to 10, 12, 15 or more than 18 years,41 
plays a remarkable role.42 It appears, however, that 
the legal approach is misleading, since the timing of 
the EPA process should be designed according to the 
objectives of the two projects, the capacity to cope 
with the required structural adjustments, the re-
sources available to prepare for the hard and soft 
infrastructure needed to make best use of the new 

40 ECOWAS member countries intend to establish a customs union by 2007 at the latest.
41 In a submission to the WTO, ACP countries proposed a transitory phase of more than 18 years (WTO, 2004).
42 See Borrmann et al. (2005) for an overview; other main papers on this issue are Mathis (2002), Onguglo and Ito (2003) and South Centre 

(2005).
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trading environment for growth, and the ability to 
master the political and administrative problems of 
related institutional reforms. Apparently, this is an 
enormous challenge, in particular for the least de-
veloped countries within ECOWAS, and there is an 
obvious risk of overstraining them by an overly tight 
time  schedule.  Therefore,  much  more  analysis  of 
their capacity to manage all this in due time is need-
ed to improve the basis for a proper scheduling of the 
EPA process.

The time required for institutional change also de-
pends on the selection of an appropriate strategy for 
reform. Basically, there are three options: imitation, 
adaptation  and  innovation.  Developing  countries 
might have a preference for imitating models of in-
stitutional reforms that were successfully applied 
elsewhere, thus saving time and resources and re-
peating effective leapfrogging in the fi eld of technol-
ogy. Chang (2002) suggests such a “catching-up” 
framework, where the late-developing countries can 
import institutions from the developed countries and 
thereby use “better” institutions without paying for 
the same “prices”. He argues that the developing 
countries today are enjoying higher standards of 
political democracy, human rights, and social devel-
opment  than  what  were  achieved  by  today’s devel-
oped countries at similar levels of economic develop-
ment, thanks to their institutional imitation. 

However, there are clear warnings of simplistic insti-
tutional imitation. Institutions that are effective in 
industrial countries can have quite different outcomes 
in developing countries, which, for example, have 
fewer complementary institutions, weaker adminis-
trative capacity, higher per capita costs, lower human 
capital  levels,  different  technology,  and  different 
levels and perceptions of corruption (World Bank, 
2001). According to Rodrik et al. (2004), desirable 
institutional arrangements have a large element of 
context specifi city due to differences in historical tra-
jectories, geography and political economy or other 
initial conditions. A vivid indication that there is no 
blue print of an institutional design is the fact that 
countries with a similar level of income can have very 
different institutional settings (Jütting, 2003). There-
fore, cross-country studies are of limited value for 
specifying a reform agenda for any particular country. 
By abstracting from the individual country case, cross-
country studies may give important insights on how 

institutions impact on development outcomes and 
vice-versa (Jütting, 2003; World Bank, 2001). But there 
is wide consensus that in the same way in which im-
ported technology needs to be adapted to the local 
conditions, some degree of adaptation is needed in 
order to make imported institutions work (Chang, 
2005). 

Regardless of being imported or innovated, new in-
stitutions should be designed to complement what 
exists. Both the historical European example and the 
more recent example from China illustrate that in-
stitutions tend to function well if they complement the 
existing environment in terms of other supporting 
institutions, human capabilities and available tech-
nologies (North, 1990, 1994). This has again much to 
do with the political economy of reforms: Unless 
newly designed institutions enjoy certain degree of 
political legitimacy among the members of the society 
in question, they are not going to work (Jacoby, 
2000).

Frequently, ECOWAS (and other ACP) countries have 
reminded the EU that her external support for insti-
tutional reforms is part and parcel of the EPA project. 
Moreover, they argue that their general need of fi -
nancial support for implementing EPAs exceeds cur-
rent fi nancial commitments of the EU. Therefore, they 
expect the EU to substantially increase the volume of 
aid. While we refrain from contributing to this de-
bate, we would like to emphasise that it is an indis-
pensable precondition for the success of the EPAs that 
ACP countries have to commit themselves to suffi cient 
investments in their institutional infrastructure. In-
stitutional reforms are a part of their very own res-
ponsibility  for  development  and  aid  might  provide 
just a minor supplement. In addition, we would like 
to stress that the quality of aid and the way it is used 
also matter. Aid can affect institutional development 
in the recipient countries in many ways – positively 
as well as negatively (IMF, 2005). Empirical evidence 
on the net effect is mixed. Therefore, donors and re-
cipients should be mindful of the potential effects and 
seek to ensure both that aid is provided in ways that 
minimise any adverse risks to domestic institutions, 
and that the institutional environment in recipient 
countries is strengthened to make best use of aid 
 infl ows. Both sides should be particularly aware of 
the risks involved in “blue-print-aid”. 
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After pointing out that institutions (and governance) 
matter for a successful trade liberalisation, we explore 
the determinants of governance, that is, how to im-
prove governance and the particular role trade open-
ness plays in that process, in the second empirical 
investigation. Surprisingly, the (empirical) literature 
on this linkage is almost non-existent. To our knowl-
edge, only three studies have addressed the linkage 
between openness to trade and institutional quality 
(governance) directly. Wei (2000) pointed out that 
more open economies tend to have lower corruption 
levels, since they are more likely to devote resources 
to building good institutions. Islam and Montenegro 
(2002) examined the determinants of institutional 
quality for a sample of up to 104 countries. For all 
variables, they used averages for the 1980s and 1990s 
and, hence, a cross-country approach, including an 
instrumental variable estimation technique to deal 
with a number of endogenous variables. They showed 
that trade openness is robustly associated with in-
stitutional quality, whereas inequality and ethnic 
 diversity are not. Finally, the IMF (2005) found that 
trade openness is positively associated with both 
institutional transitions and the quality of economic 
institutions. Yet the latter result is only robust in a 
cross-country analysis, but not in a panel setting over 
time.

Unfortunately, all three existing studies possess one 
or more weaknesses, which may lead to biased results 
and cast doubts on whether their results are reliable. 
Above all, the cross-country analysis used by all three 
studies might lead to biased estimations, due to the 
well-known problems of this econometric technique, 
such as reverse causality, measurement errors, omit-
ted variables or simultaneity.43 Even if instrumen tal 
variable techniques were used, the cross-country 
 approach cannot capture the most important aspect 
of the linkage between trade and institutions, that is, 
the dynamics over time. Above all, we are most in-

terested in the impact of trade liberalisation on 
changes in governance, as ACP countries ponder the 
possible effects of the EPAs.

To avoid the drawbacks of previous attempts, we use 
a dynamic Generalised Method of Moments (GMM) 
panel estimator. This technique deals effectively with 
endogeneity issues, as trade might not lead only to 
better governance but good governance might also 
increase trade volumes through lower risk premiums 
of economic agents. Moreover, we are able to analyse 
the most important aspect, that is, the impact of trade 
openness (or trade liberalisation) on an appropriate 
governance indicator both over time and across 
 countries.44

Obviously,  trade  liberalisation  cannot  (and  should 
not) be the only way to improve governance in ACP 
countries. The European Commission advocates a 
more comprehensive approach, including, as men-
tioned above, a political dimension by explicitly ad-
dressing corruption and promoting participatory 
approaches. In addition to trade liberalisation, en-
hanced regional integration in ACP countries is sup-
posed to encourage better governance at a national 
level by fostering institutional reforms at a regional 
level. Many ACP countries, in particular smaller ACP 
countries, currently lack an effective institutional 
framework in areas such as competition policy or 
public procurement. Effective and binding rules at a 
regional level are supposed to fi ll that gap, to ensure 
a more consistent and less erratic economic policy at 
a country level, and to improve governance.

In addition, ACP countries have reminded the EU that 
her fi nancial support for institutional reforms is an 
important part of the EPA project. Though fi nancial 
aid is not directly incorporated in the EPAs, the EU 
has indicated that it is willing to support ACP coun -
tries in reforming their institutional frameworks by 

43 Only the IMF (2005) study used a panel estimation technique. Yet they did not obtain a robust linkage between trade and economic institutions 
over time. It is unclear whether this outcome is the result of the specifi c method or the particular dataset on institutions used.

44 The GMM estimator will be explained in more detail in Section 3.2 and Appendix I.

3. Does Trade Liberalisation Lead to Better Governance? An Analysis  
 of the Proposed ACP/EU Economic Partnership Agreements
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providing technical and fi nancial assistance.45 In ad-
dition to trade liberalisation and regional integration, 
an increase in aid is thus likely to be provided to those 
ACP countries that conclude EPAs with the EU and 
that are willing to improve governance.

Against this background, we will address three prin-
cipal research questions in this section: 

(1) Does trade liberalisation lead to better govern-
ance? If so, do all countries benefi t equally from 
trade openness?

(2) Can regional integration enhance governance?
(3) Is foreign aid helpful for improving govern-

ance?

Though developed countries are included in the em-
pirical analysis, the focus will be on developing coun-
tries and, in particular, on ACP countries. Obviously, 
the three main research questions do not cover the 
entire EPA negotiating agenda. Yet all of them are 
highly relevant for governance issues.

The second investigation is structures as follows: In 
the next section, we introduce the country sample 
covered, the indicators used to measure governance 
and the control variables, and the econometric 
method employed in our analysis. Whereas Section 
3.2 embraces the empirical results for the impact of 
trade on governance, Sections 3.3 and 3.4 focus on 
the role of regional integration and foreign aid in 
changes in governance, respectively. Section 3.5 pro-
vides a summary and a brief discussion of the main 
results.

3.1 Variables, Country Sample, and 
 Methodology

As pointed out in Section 2, there are many indicators 
available for measuring governance. However, most 
of them are either restricted to recent years or do not 
measure governance precisely enough. The most 
detailed set of governance indicators for a longer 
period of time, that is, more than ten years, is compiled 
by Political Risk Services Group (PRS Group 2007a). 
In  their  International  Country  Risk  Guide  (ICRG), 

they provide detailed (monthly) data on various as-
pects of political risk since 1984. Though the indicators 
are perception-based, that is, they are based on expert 
surveys, they are considered as of high quality and 
are often used in the empirical literature.46 Overall, 
the  ICRG  dataset  consists  of  12  sub-components. 
Three of these sub-components are both clearly linked 
to governance and highly relevant for development 
issues:47

• Corruption assesses the level of corruption within 
a political system. It includes on the one hand fi -
nancial corruption, such as demands for special 
payments and bribes in connection with import 
and export licenses, exchange controls, tax assess-
ments, or loans; on the other hand, it consists of 
excessive patronage, nepotism, job reservations, 
“favour-for-favour”, secret party funding, and sus-
piciously close ties between politics and busi-
ness.

• Law & Order includes measures for the strength 
and objectiveness of the legal system (law) and 
assesses the popular compliance with the law (or-
der).

• Bureaucracy Quality measures the strength and 
quality of the bureaucracy, which may act, for 
example, as a shock absorber that tends to minimize 
revisions of policy when governments change. 
Countries that do not have a high bureaucratic 
quality often have to cope with severe problems in 
policy formulation and day-to-day administrative 
functions after a change of government or other 
shocks.

All three sub-components are scaled (or rescaled) from 
0 to 6, where higher values indicate less corruption, 
better law and order enforcement, and higher bureau-
cratic quality. Rather than using the sub-components 
individually, we compute a composite governance 
indicator (labelled Govcomp) by adding up the three 
sub-components. Accordingly, our dependent variable 
is measured on an ordinal scale and ranges from a 0 
(very bad governance) to 18 (very good governance).

45 The EU has pledged that ACP countries will be primarily supported with resources managed by the European Development Fund (EDF). More 
specifi cally, the EU pledged to provide  € 2 billion Aid for Trade by 2010, that is, € 1 billion by the European Commission (which includes 
the EDF), and € 1 billion by EU member states.

46 See Busse and Hefeker (2007) for a survey of the literature.
47 See PRS Group (2007a) for details.
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At a country level, governance is relatively persistent. 
Neither does it change frequently nor abruptly apart 
from a few exceptional situations in central and east-
ern European countries after the end of the cold war. 
Since we are not interested in examining the determi-
nants of short-term fl uctuations in governance, we 
compile three-year averages of Govcomp (and all 
other variables).48 Our analysis comprises the period 
1984  to  2004,  which  is  the  period  for  which  we 
ob-tain relatively consistent data (for all variables). 
This leaves us with seven time periods, that is, 1984-
86, 1987-89, and so on.

To fi nd out what drives variations in Govcomp, we 
include a broad set of independent variables. As men-
tioned before, our main interest is to investigate the 
infl uence of trade liberalisation on governance. While 
we would have preferred to use the level of trade and 
non-tariff barriers as measures for trade liberali sa-
tion, exact fi gures for them are frequently not avail-
able over time in developing countries. As a remedy, 
we use a common proxy for trade liberalisation, that 
is, the sum of exports and imports of a country di-
vided by its (GDP). This variable, labelled Trade, allows 
for a consistent calculation and the inclusion of a very 
large number of countries.

Unfortunately, due to the lack of a credible and deep 
regional integration process, we cannot measure its 
impact on governance in ACP countries directly. As a 
remedy, we examine that link for other developing and 
emerging market economies. The accession to the EU 
(or European Community, EC) is a classical example, 
as  it  helped  fi rst  southern  (Greece,  Portugal  and 
Spain) and then central and eastern European coun-
tries to improve governance. The prospect and ex-
pected benefi ts of EU membership provided a strong 
impetus for domestic reforms in these countries, which 
made it easier for elected governments to push through 
the required reforms to improve governance signifi -
cantly. Another example is the North American Free 
Trade Agreement (NAFTA), which helped Mexico to 

engage in a liberalisation and reform process that 
would have been more diffi cult to achieve without 
external pressure (Capital Markets Consultative Group 
2003). Accordingly, we create a dummy variable, 
 labelled Anchor EU/NAFTA, that takes the value one 
for those years that Mexico has been a member of 
NAFTA (that is, since 1994) and that accession coun-
tries have been members of the EC or EU, and zero 
for all other countries and/or years. We expect a 
positive infl uence of Anchor EU/NAFTA on our de-
pendent variable.

The third independent variable of interest, the amount 
of offi cial development assistance (ODA) a country 
receives, is measured by total ODA as a share of the 
recipient’s GDP (Aid). In comparison to anchor links, 
the impact of aid on governance is less clear-cut. For-
eign aid could release governments from binding 
revenue constraints and enable them to concentrate 
on enforcing bureaucracy quality, ensuring law and 
order, and fi ghting corruption effectively. In addition, 
aid could provide developing countries much needed 
technical assistance in building effective institutions 
to improve governance.

On the other hand, due to moral hazard problems and 
rent seeking, high levels of aid could delay or block 
necessary domestic reforms to improve governance 
(Bräutigam and Knack 2004). Furthermore, high 
transaction costs that accompany aid (on the side of 
the receiving country), donor fragmentation that 
 multiple donor projects and agendas promote, 
 problems of “poaching” qualifi ed (government) staff 
members for aid projects, and the potential negative 
effects on raising taxes could all result in a deterio-
ration of governance, even though entirely unintend-
ed. Hence, the net impact of Aid on governance is 
unclear at the outset. 

In addition to these variables of main interest, we 
include a set of further control variables that are 
likely to infl uence governance:49

48 By using both monthly data and three-year averages, Govcomp transforms from an ordinal to an almost steady scaled one, which ensures that 
we can use standard econometric methods.

49 Data sources and descriptive statistics can be found in Appendices F and G. While the economic determinants of governance are relatively 
straight forward, the choice of the political variables has been inspired by the extensive discussion in the African Governance Report of the 
United Nations Economic Commission for Africa (2005) and the Final Report of the Commission for Africa (2005). Due to a lack of time-series 
data, however, not all political variables that were discussed in these reports could be included. Still, the most important determinants of 
governance are covered in our analysis.
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• Press Freedom measures the degree of freedom 
the press has; it takes the values 0 (no press free-
dom), 1 (partly free), or 2 (completely free). A 
higher degree of press freedom is expected to lead 
to better governance, since information is easier 
to access for the population. Press freedom can 
also act as a control for governmental policies and 
actions.

• Confl icts quantifi es the incidence or the threat of 
incidence of internal and external confl icts, rang-
ing from political violence, cross-border confl icts 
or civil disorder to civil (internal) war or an all-out 
war with other countries. The variable takes the 
number of casualties as a measure for the inten-
sity of a confl ict. It varies between 0 (no confl ict), 
1 (number of casualties in the range from 1 to 25), 
2 (26 to 1000 casualties), and 3 (above 1000 
casualties). While these numbers are necessarily 
arbitrary, they provide a useful dataset for any 
quantitative analysis as the intensity of each con-
fl ict is taken into account. Needless to say, we 
expect a negative impact of confl icts on govern-
ance.

• Population acts as a proxy for the country size and 
refers to the total number of people. It might be 
easier for a larger country to push through neces-
sary reforms or required rules to improve govern-
ance, since it possesses a critical fi nancial mass. 
Yet bigger countries might face more information 
asymmetry problems, higher transaction costs, 
and/or more intensive ethnical confl icts, which 
could impede improvements in governance. There-
fore, the sign of this control variable is unclear.

• Economic Growth represents the (real) per-capita 
growth rate of GDP, which is likely to foster im-
provements in governance; a growing economy 
strengthens preferences of the local population for 
better governance and generates the required fi -
nancial resources for the enhancement.

• Infl ation stands for the annual change in the con-
sumer price index. A high infl ation rate is closely 
related to other forms of macroeconomic distor-
tions, the absence of which in turn is required to 

improve governance. We thus expect a negative 
infl uence of Infl ation on governance.

• Education refers to educational attainment levels, 
quantifi ed by the average years of schooling of the 
population 15 years and older. A higher score is 
expected to have a positive impact on governance, 
as a better educated population is more likely to 
participate in (public) decision making and to 
demand better governance.

• Political Constraints assesses the degree of con-
straints on the (political) executive branch, ranging 
(steadily) from 0 (no checks and balances) to 1 (full 
set of checks and balances). A government that 
faces more checks and balances and that is ac-
countable to a larger part of the population could 
be associated with political reforms that are en-
hancing governance. Thus, we expect this aspect 
to have a positive impact on governance.

Finally, we include year dummies for each time pe-
riod to capture both a time trend and special deve-
lopments  within  a  particular  period  that  are  not 
caused by factors included in our analysis. 

Overall, the country sample consists of 131 countries, 
including 96 developing countries.50 In our analysis, 
we have incorporated all countries for which we ob-
tained suffi cient data for the dependent and inde-
pendent variables. Our sample covers 37 ACP coun-
tries, which amounts to some 50 per cent of the entire 
ACP group. Though this percentage is not very high, 
we have to keep in mind that a considerable number 
of ACP countries, in particular those in the Caribbean 
and the Pacifi c, are tiny islands, for which we could 
not get governance data over time and/or information 
on the control variables. Still, we have covered a con-
siderable share of the ACP group in our analysis, in-
cluding almost all larger and mid-sized countries.

Not surprisingly, the average score for Govcomp is 
lower in developing countries in comparison to high-
income countries (Table 14). Yet the average fi gure for 
the ACP group is even lower than the corresponding 
one for all developing countries. What is more, ACP 
countries are – on average – less open to trade, enjoy 

50 According to the World Bank (2007b) criterion, a country is classifi ed as a developing country if its Gross National Income per capita in 2005 
is below US$ 10,725.
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a lower level of press freedom, have more confl icts, 
lower growth, higher infl ation, lower educational 
 attainment levels, and less political constraints. 
Partly as a consequence, they receive much higher 
aid levels. 

Apart from the population size, all independent va-
riables are very likely to be endogenous, that is, they 
have an impact on governance but they are infl uenced 
by Govcomp too. Above all, various studies have shown 
that better governance will lead to enhanced growth 
rates, improved education, fewer confl icts (or better 
confl ict management), more trade, lower infl ation 
rates, and so on (World Bank 2005d, Jütting 2003, 
Levine 2005). This calls for an appropriate instru-
mental variable approach. Consequently, we use a 
dyna mic GMM panel estimator (system-GMM) that 
allows us to analyse changes across countries and over 
time (panel analysis). The estimator also effectively 
deals with reverse causality by using a set of instru-

ments for the endogenous variables, and includes the 
lagged dependent variable to account for the persis-
tence of the governance indicator.51 

One of the main advantages of the system-GMM esti-
mator is the fact that it does not require any external 
instruments other than the variables already included 
in our dataset. In fact, it uses lagged levels and dif-
ferences between two periods as instruments for cur-
rent values of the endogenous variable (Figure 4). For 
the trade indicator and period 1999 to 2001, for ex-
ample, the system-GMM method uses as instruments 
(a) levels of Trade, that is, data for the period 1996-
1998 and previous periods, and (b) differences in 
Trade, namely, differences between the periods 1996-
1998 and 1999-2001 (and preceding differences).52 
Importantly, the estimator does not use lagged levels 
or differences by itself for the estimation, but rather 
employs them to instrument the variation in the trade 
indicator in a given period to explain variation in the 

51 Appendix I provides a more formal presentation and further (technical) details on the estimator used.
52 In fact, the system-GMM approach consists of a simultaneous estimation of two equations; one in levels and another in differences (see Ap-

pendix I).

Table 14

Mean for Main Variables and Country Groupings, Period 2002-2004

Variable
All 

countries
Developed 
countries

Developing 
countries

ACP
countries

Govcomp 9.54 14.22 7.83 6.78

Trade 83.77 97.08 78.92 75.15

Press Freedom 1.05 1.68 0.83 0.82

Confl icts 0.25 0.09 0.31 0.32

ln Population 16.29 15.91 16.43 15.92

Economic Growth 2.71 1.83 3.02 1.34

Infl ation 8.56 2.12 10.91 17.90

Education 6.55 9.47 5.20 3.64

Political Constraints 0.48 0.67 0.41 0.35

Aid 5.32 0.181 5.92 11.72

Countries 131 35 96 37

Note: 1Though they belong to the group of high-income countries, a few nations, such as Slovenia, Cyprus, Antigua and Barbuda (and some others), 

 still received foreign aid in the period 2002-2004.
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Figure 4: 

Estimation Strategy

governance indicator. This approach ensures that all 
information will be used effi ciently and that we con-
centrate on the impact of trade on governance and not 
vice versa.

3.2 Trade and Governance

Following the introduction of the variables and the 
econometric method used, we now turn to the em-
pirical results. For a start, we use the entire sample 
of 131 countries and incorporate only openness to 
trade, press freedom, confl icts and population as ex-
planatory variables (Model 1 in Table 15). For the fi rst 
two variables, we obtain the expected positive sign of 
the coeffi cient and a 1 per cent statistical signifi cance 
level. For the country size, proxied by the population, 
we also get a positive sign for the coeffi cient (and a 10 
per cent signifi cance level). Whereas the number and 
intensity of confl icts in a country is negatively asso-
ciated with governance, the signifi cance level falls 
short of the conventional 10 per cent level. 

We then add the remaining control variables one by 
one to the benchmark specifi cation (Models 2 to 5) 
and all of them simultaneously in Model 6 (except 
Education).53 Overall, we fi nd that Infl ation and, in the 
majority  of  the  model  specifi cations,  Confl icts  have 
the expected negative impact on governance, while 
the opposite applies to Education, Trade, Press Free-
dom, and the population size. Only for political con-
straints  on  the  executive  branch,  we  do  not  obtain 
any signifi cant impact on governance.54

These fi rst results could be infl uenced by the fact that 
a considerable number of developed countries are 
included in our sample, which might bias size and 
signifi cance levels of the coeffi cients. As a consequence, 
we run another set of regressions that excludes high-
income countries but uses the same six model speci-
fi cations. For the developing country sample (Table 
16), we still obtain a positive impact of trade open -
ness on governance, as the estimated coeffi cient is 
always positive and statistically signifi cant at the 1 or 

53 We exclude educational attainment levels in Model 6, since the number of countries for which we have educational data is much lower in 
comparison to the other (control) variables.

54 We also tested various other explanatory variables, such as foreign direct investment (FDI), the black-market premium for foreign currency, 
and several other educational attainment measures. The results for other independent variables, however, do not change much. While Busse 
and Hefeker (2007) found a positive impact of various indicators for political risk on FDI, we could not establish any robust impact of foreign 
investment on governance, meaning that causality runs from governance to FDI and not the other way around.
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Table 15

Determinants of Governance, All Countries

Independent 
variables

Dependent variable: Composite governance indicator (Govcomp)

Model 1 Model 2 Model 3 Model 4 Model 5 Model 6

Govcomp (t-1) 0.986*** 
(21.4)

0.987*** 
(21.5)

1.007*** 
(23.1)

0.919*** 
(17.8)

1.001*** 
(21.6)

0.752***
(4.72)

Govcomp (t-2) -0.22***
(-5.97)

-0.216***
(-6.1)

-0.219***
(-6.05)

-0.221**
(-6.51)

-0.22***
(-6.01)

-0.214***
(-6.13)

Trade 0.0074***
(3.25)

0.0046**
(2.38)

0.0062***
(3.25)

0.0039**
(1.96)

0.0073***
(3.17)

0.0043**
(2.35)

Press Freedom 0.501***
(2.6)

0.522***
(3.05)

0.44***
(2.74)

0.178
(0.82)

0.502**
(2.44)

0.401**
(2.31)

Confl icts -0.190
(-1.56)

-0.206*
(-1.76)

-0.183*
(-1.66)

-0.285**
(-2.28)

-0.149
(-1.3)

-0.200*
(-1.86)

ln Population 0.111*
(1.82)

0.076
(1.26)

0.095*
(1.73)

0.074
(1.11)

0.109*
(1.77)

0.074
(1.28)

Economic Growth 0.030
(1.09)

0.037
(1.51)

Infl ation -0.0003***
(-2.84)

-0.00026**
(-2.34)

Education 0.271***
(3.81)

Political Constraints 0.066
(0.13)

0.386
(0.88)

Observations 601 596 600 460 596 590

Countries 131 130 131 92 130 129

Sargan (p-value)1 0.14 0.27 0.66 0.90 0.43 0.64

AB 2 (p-value)2 0.17 0.21 0.11 0.05 0.15 0.18

Instruments 82 101 101 101 101 110

1 Sargan-test of overidentifi cation.
2 Arellano-Bond-test that second-order autocorrelation in residuals is 0; fi rst-order autocorrelation is always rejected (not reported).

Notes: Signifi cance at the 10, 5, and 1 percent level is denoted by *, **, and ***, respectively. Estimation based one one-step system-GMM estimator with robust

 standard errors; corresponding z-values are reported in parentheses. Constant terms and time dummies are always included but not reported.
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5 per cent level. Similar to the full country sample, 
having a larger population is associated with better 
governance, while the opposite applies to the infl ation 
rate. On the other hand, the intensity of internal and 
external confl icts now has a much stronger and 
negative impact on governance. 

In comparison to the full country sample, having 
checks and balances in the political system has a much 
larger (and highly signifi cant) positive impact on 
governance in developing countries (Model 5). The 
signifi cance level for Press Freedom declines some-
what, though the coeffi cients are still positive and 
signifi cant in the fi rst three model specifi cations. The 
smaller size of the estimated coeffi cient and the decline 
in signifi cance levels, in particular in Models 5 and 
6, might be due to the fact that both press freedom 
and political constraints measure both transparency 
and the accountability of the government and thus 
create multicollinearity in the regressions. Higher 
educational attainment levels do lead to a signifi cant 
improvement in governance, though the impact is 
lower in developing countries (as opposed to the full 
country sample). 

Even if signifi cant in all specifi cations, the coeffi cient 
for Trade is quite small. In other words, statistical 
signifi cance should not be confused with economic 
meaningfulness of a coeffi cient. For example, the 
Trade coeffi cient may be statistically signifi cantly dif-
ferent from zero but so close to zero that the signi-
fi cance is of little relevance. In fact, the estimated 
coeffi cient for trade openness of Model 1 in Table 16 
is 0.0085, meaning that an increase in Trade by one 
within standard deviation (14.0) leads to a rise in the 
governance score by 0.12.55 While such an increase 
in trade openness is well within reach for a country 
that liberalises its external sector, the associated 
 enlargement in Govcomp is fairly small.56 In contrast 
to trade and infl ation, increased transparency and a 
greater accountability of the government through 

press freedom and/or checks and balances in the 
political system have a much larger impact on gov-
ernance. Likewise, reducing the intensity of confl icts 
(or avoiding them at all) also has a considerably 
stronger infl uence on governance as compared to 
trade openness.

So far, we have analysed the impact of trade (and 
other variables) on governance, taking all countries, 
or all developing countries, as a group. While this 
sheds light on the impact of trade on governance in 
the average country, it does not answer the question 
as to whether there are countries or sub-groups of 
countries for which this linkage does not hold. In 
other words, there might be non-linearities in the 
relationship between the two variables. In view of 
that, we examine whether the positive impact of trade 
on governance, however small it might be, is valid for 
numerous sub-groups. To begin with, we compute 
interaction terms between Trade and the relevant 
regional groupings,57 and add them one by one to the 
benchmark specifi cation (plus the corresponding 
regional dummies). Yet we do not get any robust re-
sults for the linkage between trade and governance 
at a group or regional level.58

Next, we separate the group of developing countries 
into those that export primarily fuels and minerals 
and those that do not. For example, we construct a 
dummy (labelled FuelMineralExportsAbove20) that 
takes the value one if the share of fuel and mineral 
exports in total exports is larger than 20 per cent of 
total exports, and zero otherwise.59 We then compute 
an interaction term FuelMineralExportsAbove20 x  
Trade and add both the interaction term and the 
dummy itself to the same model specifi cations as 
 before.60  As  can  be  seen  in  Table  17,  we  always 
obtain a negative coeffi cient for the interaction term. 
In three out of fi ve regressions, FuelMineralExports-
Above20 x Trade is signifi cant at the 5 or 10 per cent 
level. Importantly, the coeffi cients for the interaction 

55 The within standard deviation refers to the deviation from the mean at a country level.
56 Note that Govcomp ranges from 0 to 18.
57 More specifi cally, we tested the interaction terms of trade with the entire ACP group, ECOWAS, SADC, CEMAC, ESA, CARIFORUM, and ACP 

Pacifi c.
58 These results, which are not reported, can be obtained from the fi rst author upon request.
59 We exclude high-income resource-intensive countries, such as Australia or Norway, from that group as we are particularly interested in the 

impact of resource-intensive exports on governance in developing countries.
60 Yet we exclude Model 4 that includes Education. For this variable, we are not able to obtain data for a considerable number of countries that 

belong to the resource-intensive group. Our results would thus not be comparable to the other regressions.
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Table 16

Determinants of Governance, Developing Countries

Independent 
variables

Dependent variable: Composite governance indicator (Govcomp)

Model 1 Model 2 Model 3 Model 4 Model 5 Model 6

Govcomp (t-1) 0.932*** 
(19.0)

0.923*** 
(18.2)

0.969*** 
(21.2)

0.919***  
(15.5)

0.917*** 
(17.6)

0.944***  
(18.9)

Govcomp (t-2) -0.278***
(-6.43)

-0.279***
(-6.55)

-0.272***
(-6.47)

-0.267***
(-6.32)

-0.276***
(-6.62)

-0.266***
(-6.85)

Trade 0.0085***
(2.82)

0.0067**
(2.42)

0.0054**
(2.49)

0.0083***
(2.74)

0.0062**
(2.12)

0.0047**
(1.96)

Press Freedom 0.335*
(1.72)

0.346*
(1.95)

0.318**
(2.09)

0.244
(0.95)

0.139
(0.71)

0.050
(0.24)

Confl icts -0.463***
(-3.30)

-0.516***
(-3.40)

-0.403***
(-3.35)

-0.497***
(-3.46)

-0.435***
(-3.23)

-0.395***
(-3.18)

ln Population 0.264***
(3.72)

0.242***
(3.01)

0.214***
(3.38)

0.305***
(3.18)

0.208***
(2.92)

0.162**
(2.32)

Economic Growth 0.040
(1.43)

0.047
(1.81)

Infl ation -0.0003***
(-3.37)

-0.00027**
(-3.22)

Education 0.175**
(2.00)

Political Constraints 1.103**
(2.44)

1.035**
(2.12)

Observations 430 430 429 315 430 429

Countries 96 96 96 63 96 96

Sargan (p-value)1 0.44 0.68 0.56 0.74 0.93 0.78

AB 2 (p-value)2 0.92 0.86 0.83 0.67 0.78 0.88

Instruments 82 96 96 69 96 97

Notes: See Table 15. Signifi cance at the 10, 5, and 1 percent level is denoted by *, **, and ***, respectively.
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Table 17 

Governance and Resource-intensive Countries, 20 Per Cent Cut-off Point

Dependent variable: Composite governance indicator (Govcomp)

Independent variables Model 1 Model 2 Model 3 Model 5 Model 6

Govcomp (t-1) 0.989*** 
(20.4)

0.987*** 
(20.9)

0.994*** 
(20.7)

1.001*** 
(20.2)

0.997*** 
(20.6)

Govcomp (t-2) -0.213***
(-5.75)

-0.211***
(-5.74)

-0.214***
(-5.91)

-0.217***
(-5.82)

-0.214***
(-5.89)

Trade 0.0060**
(2.25)

0.0035
(1.58)

0.0061**
(2.42)

0.0066***
(2.71)

0.0046*
(2.13)

Press Freedom 0.368**
(2.15)

0.434***
(2.70)

0.328**
(2.21)

0.395**
(2.05)

0.388**
(2.56)

Confl icts -0.145
(-1.23)

-0.168
(-1.41)

-0.141
(-1.27)

-0.103
(-0.94)

-0.192*
(-1.68)

ln Population 0.070
(1.21)

0.045
(0.77)

0.070
(1.25)

0.070
(1.24)

0.065
(1.10)

FuelMineralExports-
Above20 x Trade

-0.0091*
(-1.74)

-0.0069
(-1.45)

-0.0087**
(-2.04)

-0.011**
(-2.30)

-0.0063
(-1.62)

FuelMineralExports-
Above20

0.146
(0.22)

-0.0012
(-0.0020)

0.150
(0.33)

0.450
(0.83)

0.197
(0.45)

Economic Growth 0.020
(0.74)

0.0227
(0.92)

Infl ation -0.00019
(-1.54)

-0.00017
(-1.25)

Political Constraints 0.220
(0.53)

0.435
(1.14)

Observations 596 591 595 591 585

Countries 130 129 130 129 128

Sargan (p-value)1 0.66 0.41 0.98 0.77 0.97

AB 2 (p-value)2 0.11 0.12 0.10 0.11 0.15

Instruments 105 124 124 124 138

Notes: See Table 15. Signifi cance at the 10, 5, and 1 percent level is denoted by *, **, and ***, respectively.
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term are larger than those for Trade in all fi ve regres-
sions, meaning that for resource-intensive countries 
we obtain a negative net impact of trade on govern-
ance.61 Yet the results are not robust, as the inter ac-
tion term is not signifi cant at conventional threshold 
levels in all model specifi cations.

In addition, we fi nd that the introduction of the inter-
action term (and the dummy itself) lowers the sig-
nifi cance levels for some of the control variables, such 
as Confl icts, Infl ation, or Political Constraints. This 
means that the dummy catches some of the variation 
in Govcomp that previously has been explained by 
these three variables. In other words, resource-inten-
sive developing countries have more (and more severe) 
confl icts, higher infl ation rates and less political con-
straints on the executive branch. Needless to say, a 
considerable number of African ACP countries, such 
as Angola, the Republic of Congo, the Democratic 
Republic of Congo, or Nigeria, to mention a few, fi t 
quite well into this picture.

We repeat the procedure for varying threshold levels 
for the share of resource-intensive exports, ranging 
from 15 to 30 per cent of total exports. While we get 
hardly any signifi cant results for the interaction term 
and the 15 per cent cut-off point, the outcome chang-
es dramatically as we increase the threshold level 
(Table 18). For the group of countries which has a 
share of fuel and mineral exports above 30 per cent 
of total exports, we always obtain a statistically sig-
nifi cant negative coeffi cient for the interaction term 
that is larger than Trade. Accordingly, for these coun-
tries, shown in Box 1, we observe on average a 
negative impact of trade on governance.62

In a third step, we examine the impact of trade on 
governance in those countries that have had rela-
tively low governance scores in the fi rst period of our 
analysis. To begin with, we create another dummy 
(GovcompBelow4)  that  is  equal  to  one  if  a  coun-
try has a Govcomp score of 4.0 or below in the period 
1984-86, and zero otherwise. Again, we compute an 

interaction term GovcompBelow4 x Trade, and add 
both the interaction term and the dummy to all 
model specifi cations except the one that includes 
Education (Model 4). Similar to the higher cut-off 
points for resource-intensive countries, we obtain a 
negative coeffi cient for the interaction term that is 
signifi cant in four out of fi ve model specifi cations 
(Table 19). Yet the estimated coeffi cient for Govcomp-
Below4 x Trade is usually smaller than that for Trade, 
meaning that the impact for countries with “bad 
governance” in the fi rst period is even smaller than 
that for the entire country sample but still positive. 
The countries that belong to the GovcompBelow4 
group are shown in Box 2.

We then increase the threshold level for the dummy 
from 4 to 6, 8 and 10 to check the outcome for a 
larger set of countries with scores for Govcomp that 
are below or close to the mean for the full country 
sample in the period 1984-86 (9.45). As can be seen 
in Table 20, the signifi cance levels decline if we in-
crease the threshold level, meaning that trade has a 
smaller (but still positive) impact on governance only 
in countries with very low governance scores in the 
fi rst period. Conversely, countries with better gov-
ernance scores (above the mean) benefi t more from 
trade (results not reported). This outcome can partly 
be  explained  by  the  fact  that  those  countries  that 
have had low Govcomp scores in the fi rst place are 
also the ones that are resource-intensive. Important -
ly, these results do not imply that countries with a low 
Govcomp score in the fi rst period have not been able 
to improve governance. Rather, they show that trade 
openness did not play a major role in that process, 
and that other (political) variables had been more 
important.

3.3 Regional Integration and Governance

After examining the impact of trade on governance, 
we next turn to the second main research question: 
the role of regional integration in improving govern-
ance. As explained above, we cannot measure the 

61 To obtain the net impact of Trade on Govcomp for those countries that belong to the FuelMineralExportsAbove20 group, one has to add up 
the coeffi cients for the interaction term and Trade. We test the joint signifi cance of Govcomp with the interaction term, using an appropriate 
F-test. The hypothesis that both coeffi cients are jointly zero cannot be rejected at the 1 or 5 cent level, depending on the model specifi cation. 

62 We also analyse the impact of the trade structure with respect to manufacturing and/or capital goods on governance, but do not get any sig-
nifi cant results.
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direct infl uence of regional integration in ACP countries 
on governance. Rather, we analyse the impact of 
NAFTA on Mexico and EC/EU on accession countries. 
In the empirical analysis, we simply add the joint 
dummy Anchor EU/NAFTA to our regressions. In all 
six model specifi cations, the variable has the ex-
pected positive sign and is highly signifi cant at the 1 
or 5 per cent level (Table 21). Moreover, the coeffi cient 
ranges between 1.3 and 1.5, which is relatively large. 
The exception is Model 4, which includes Education 
as a further control variable. In this specifi cation, the 
coeffi cient drops to 0.95. As mentioned above, this 
could be due to the smaller country sample, as data 
on educational attainment levels are not available for 
35 countries in our sample, including a few EU ac-
cession countries, such as the Czech Republic or 
Lithuania.

Importantly, the coeffi cients for Trade stay signifi cant 
at the 1 and 5 percent level and do not differ much 
from  the  estimates  in  the  fi rst  set  of  regressions 
( Table 15). This means that both regional integration 
and trade openness explain variations in Govcomp. 
Crucially, the estimates for Anchor EU/NAFTA are 
quite large. Joining NAFTA or the EC/EU thus had led 
– on average – to an improvement by up to 1.5 points 
in our governance measure. While this fi gure is already 
clearly larger than the ones for all other determinants 
of governance, we have to keep in mind that An-
chor EU/NAFTA refers to the time of joining NAFTA 
or EC/EU accession. Since it is reasonable to as sume 
that Mexico and European accession countries im-
prove governance before they actually joined, the 
actual impact should be even larger. If we introduce 
time lags of one or two periods (not reported), that 

Box 1

List of Resource-intensive Countries in Which Fuel and Mineral Exports Exceed 30 Per Cent of Total Exports 
(FuelMineralExportsAbove30)

Algeria, Angola, Azerbaijan, Bhutan, Bolivia, Cameroon, Cape Verde, Chile, Colombia, Republic of Congo, Cuba, Ecuador, 
Egypt, Gabon, Guinea, Indonesia, Iran, Kazakhstan, Liberia, Libya, Mauritania, Mongolia, Niger, Nigeria, Oman, Papua 
New Guinea, Peru, Russian Federation, Syrian Arab Republic, Tajikistan, Togo, Trinidad & Tobago, Turkmenistan, Zambia

Note: ACP countries in italics.

Table 18

Governance and Resource-intensive Countries, Varying Cut-off Points

Dummy Sign1 Number of regressions where interactive term Tra-
de x FuelMineralExportsAbove dummy is signifi cant2

FuelMineralExportsAbove15 - 4/5 (4 out of 5)

FuelMineralExportsAbove20 - 2/5

FuelMineralExportsAbove25 - 0/5

FuelMineralExportsAbove30 - 0/5

1Sign of the coeffi cient. 
210 per cent signifi cance level or better. 

Notes: The dummy FuelMineralExportsAbove15, for example, refers to the set of countries in which fuel and mineral exports exceed 15 per cent of total 

 exports; the other dummies differ only with respect to the threshold level.
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Table 19 

Governance and Countries with Low Governance Scores, Governance Cut-off Point 4

Dependent variable: Composite governance indicator (Govcomp)

Independent variables Model 1 Model 2 Model 3 Model 5 Model 6

Govcomp (t-1) 1.027***  
(22.3)

1.020***  
(22.9)

1.033***  
(24.2)

1.038***  
(21.9)

1.032***  
(22.7)

Govcomp (t-2) -0.286***
(-6.85)

-0.266***
(-6.56)

-0.285***
(-6.97)

-0.288***
(-6.42)

-0.267***
(-6.05)

Trade 0.0096***
(3.37)

0.0075***
(3.04)

0.0094***
(3.43)

0.0097***
(3.36)

0.0070***
(2.65)

Press Freedom 0.524***
(3.46)

0.533***
(3.65)

0.473***
(3.50)

0.562***
(3.00)

0.542***
(2.64)

Confl icts -0.245**
(-2.27)

-0.223*
(-1.96)

-0.233**
(-2.23)

-0.199*
(-1.80)

-0.226*
(-1.89)

ln Population 0.14**
(2.23)

0.108*
(1.68)

0.14**
(2.29)

0.145**
(2.23)

0.111*
(1.64)

GovcompBelow4 
x Trade

-0.0066*
(-1.89)

-0.0051*
(-1.66)

-0.0062*
(-1.89)

-0.0059*
(-1.73)

-0.173
(-0.54)

GovcompBelow4 -0.186
(-0.52)

-0.097
(-0.32)

-0.225
(-0.75)

-0.253
(-0.69)

-0.0044
(-1.40)

Economic Growth 0.0403
(1.56)

0.046*
(1.85)

Infl ation -0.00035***
(-2.66)

-0.00026**
(-2.01)

Political Constraints -0.190
(-0.38)

0.205
(0.41)

Observations 579 574 578 574 568

Countries 116 115 116 115 114

Sargan (p-value)1 0.86 0.97 0.97 0.99 034

AB 2 (p-value)2 0.44 0.47 0.32 0.38 0.39

Instruments 105 118 118 118 114

Notes: See Table 15. Signifi cance at the 10, 5, and 1 percent level is denoted by *, **, and ***, respectively.
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Table 20

Governance and Countries with Low Governance Scores, Varying Cut-off Points

Dummy Sign1 Number of regressions where interactive term 
Trade x GovcompBelow dummy is signifi cant2

GovcompBelow4 - 4/5 (4 out of 5)

GovcompBelow6 - 2/5

GovcompBelow8 - 0/5

GovcompBelow10 + 0/5

1Sign of the coeffi cient. 
210 per cent signifi cance level or better. 

Notes: The dummy GovcompBelow4 refers to the set of countries in which the composite governance in the period 1984-1986 is equal to or below 4.0;  

 the other dummies differ only with respect to the threshold level.

is, three or six years, the impact of having a link to a 
strong external anchor country is indeed up to two 
times as large in comparison to the coeffi cients shown 
in Table 21.

In addition to anchor links to the United States and 
the EU, we tested for the impact of joining the World 
Trade Organisation (WTO). It could be argued that the 
WTO has served the role of an external anchor by 
promoting competition and trade liberalisation. Being 
a member of the WTO could entail conditionality with 
potentially benefi cial effects for governance. The WTO 
accession of China, for example, led to a (or acceler-
ated) liberalisation process in the external sector of 
that country (Mallon and Whalley 2004). However, 
we do not fi nd any empirical evidence that WTO ac-
cession has had a positive impact on governance in 
those developing or ACP countries that are included 
in our sample (not reported).63

But this does not necessarily mean that joining the 
WTO has had no impact on governance at all. It might 
also be an indication that our indicator could be 
 misleading. Above all, many (developing) countries 
joined the WTO shortly after the end of the Uruguay 

round of the General Agreement on Tariffs and Trade 
(GATT), regardless of their actual political situation 
or pro ceeding in the application process. Group be-
haviour rather than individual political situations 
could have been crucial in some situations for a pro-
membership decision. This could render our indicator 
powerless in terms of giving an explanation towards 
the development of (good) governance.

3.4 Foreign Aid and Governance

The third and fi nal principal research question ad-
dresses the infl uence of foreign aid on governance. 
Naturally, adding Aid to our model specifi cations 
reduces our country sample, as most of the high-
 income countries did not receive ODA in the period 
1984 to 2004.64 In all model specifi cations, we fi nd a 
negative infl uence of aid on governance (Table 22). 
Depending on the model specifi cation, the estimated 
coeffi cients for Aid vary between 0.02 and 0.025 and 
are always signifi cant at the 1 or 5 per cent level. 
Taken at face value, this would mean that an increase 
in aid by the within standard deviation (4.43 percent-
age points of Gross National Income), leads to a de-
terioration in Govcomp of some 0.09 to 0.11 points. 

63 Again, all non-reported results can be obtained from the fi rst author upon request.
64 In fact, the sample declines from 131 to 106 countries. Overall, 10 high-income countries did receive aid (or repaid loans) in the period 1984 

to 2004, that is, they report positive (or negative) aid fl ows for that period.
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Though the impact of aid on governance is thus not 
very large, we are surprised that foreign aid – inde-
pendent of the model specifi cation – always has a 
negative impact on governance. Yet we have to bear 
in mind that Aid refers to total ODA, that is, it inclu-
des various forms of development assistance, such as 
grants, loans, debt relief, or military assistance.65 It 
could  be  argued  that  our  aid  variable  does  not 
 correctly measure the amount of development as sis-
tance a country actually receives. On the other hand, 
it could also be true that some aid forms do indeed 
foster good governance, whereas others do not, and 
the results are strongly infl uenced by the latter group. 
For both reasons, the results should be interpreted 
with caution. Only a profound analysis that dis tin-
guishes  between  different  forms  of  aid  can pro duce 
reliable results and should only then be used for de-
tailed policy recommendations.66

3.5 Summary and Discussion of the Results

Overall, we fi nd evidence that trade liberalisation can 
help to improve governance in developing countries. 
While this outcome can be generally considered as 
good news for many ACP countries that ponder the 
likely effects of trade liberalisation in their countries 
due to the EPAs, a few limitations have to be made. 
Most of all, the impact of trade on governance in 
developing countries has been relatively small. What 
is more, the impact has been close to zero for countries 
with  low  governance  scores  in  the  initial  period 
and, even worse, negative for resource-intensive 
countries. The results clearly showed that a country 
has to reach a particular development level fi rst be-
fore it can benefi t from trade openness. On the other 
hand, countries that are already governed well will 
benefi t much more from trade liberalisation, but – in-
tuitively – do not need the EPAs as much as those 
countries with “bad governance”.

On  the  other  hand,  trade  might  have  a  more  pro-
found indirect impact if trade openness infl uences 
other de terminants of governance. Yet this study has 
basically been limited to the direct impact of trade on 
governance.67 The other economic determinants of 
changes in governance either have also a very small 
impact (like infl ation as a proxy for macroeconomic 
distortions) or are not signifi cant (such as economic 
growth), meaning that they are less likely to play a 
major (or the only) role in improving governance in 
ACP countries.68 The exception is the educational 
 attainment level of a country, which has a positive 
and stronger impact on governance.69

We fi nd that the political dimension matters most, as 
political variables have a much larger impact on 
governance. In particular, this applies to having press 
freedom, ensuring political constraints on the execu-
tive branch, and avoiding internal and external con-
fl icts. Ensuring that ACP countries do make consider-
able progress regarding these political variables, 
therefore, is an indispensable precondition to im-
proving governance. The only political variable with 
a somewhat unexpected impact on changes in govern-
ance is the negative sign for aid fl ows. As has been 
pointed out, this applies to total aid fl ows only and 
should be interpreted with caution.

Regional integration, which broadly refers to another 
policy dimension, could also have a signifi cant (and 
lasting) positive impact on governance. Our results 
for anchor links of developing countries and emerging 
market economies to the United States and the EU 
exemplify the potentially large and positive impact of 
having a link to a strong anchor in a regional group-
ing. If the EPAs do lead to closer economic (and po-
litical) links between the EU and ACP countries, 
governance in the latter group could improve signi-
fi cantly. However, it is questionable that signing an 

65 Likewise, our aid measure does not distinguish between budget or project aid.
66 Indeed, these results call for an extensive analysis of the impact of aid on governance. As our main interest is the impact of trade on govern-

ance, this is beyond the scope of our study. Based on the results, we will still draw some broader policy conclusions in the next section.
67 A comprehensive analysis of all indirect effects of trade openness is quite complex and, again, far beyond the scope of this study.
68 This interpretation, of course, applies only to those economic determinants that are included in our analysis. Yet size and signifi cance levels 

of most of the variables included do not change much if we use other control variables, such as FDI or the black-market premium.
69 While the educational attainment level is not a “classical” economic variable, such as trade or infl ation, it still refers to human capital levels 

that are an extremely important factor in economic growth models. Still, it could be argued that education has a strong non-economic com-
ponent that falls into the group of social (or political) variables.
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Table 21

Governance and EU/NAFTA as Anchor Links

Dependent variable: Composite governance indicator (Govcomp)

Independent variables Model 1 Model 2 Model 3 Model 4 Model 5 Model 6

Govcomp (t-1) 0.984*** 
(22.3)

0.985*** 
(22.4)

1.002*** 
(24.2)

0.920*** 
(18.3)

0.975*** 
(22.1)

0.984*** 
(23.2)

Govcomp (t-2) -0.242***
(-6.50)

-0.237***
(-6.62)

-0.239***
(-6.51)

-0.240***
(-6.72)

-0.24***
(-6.56)

-0.236***
(-6.64)

Trade 0.0075***
(3.38)

0.0046**
(2.35)

0.0059***
(3.37)

0.0064**
(2.39)

0.0062***
(2.89)

0.0041**
(2.03)

Press Freedom 0.34*
(1.91)

0.38**
(2.35)

0.333**
(2.27)

0.295
(1.20)

0.185
(0.97)

0.109
(0.50)

Confl icts -0.170
(-1.38)

-0.188
(-1.60)

-0.162
(-1.46)

-0.309**
(-2.08)

-0.134
(-1.16)

-0.196
(-1.61)

ln Population 0.083
(1.25)

0.047
(0.71)

0.065
(1.10)

0.099
(1.27)

0.051
(0.73)

0.031
(0.44)

Anchor EU/NAFTA 1.388***
(3.89)

1.311***
(4.11)

1.271***
(4.13)

0.954**
(2.20)

1.424***
(4.04)

1.533***
(4.21)

Economic Growth 0.034
(1.21)

0.047*
(1.74)

Infl ation -0.00030***
(-3.21)

-0.00023**
(-2.54)

Education 0.285***
(3.40)

Political Constraints 0.826*
(1.79)

1.036**
(2.02)

Observations 601 596 600 460 596 590

Countries 131 130 131 92 130 129

Sargan (p-value)1 0.07 0.33 0.70 0.53 0.43 0.19

AB 2 (p-value)2 0.24 0.29 0.15 0.07 0.30 0.37

Instruments 100 119 119 81 119 109

Notes: See Table 15. Signifi cance at the 10, 5, and 1 percent level is denoted by *, **, and ***, respectively.
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Table 22

Governance and Aid

Dependent variable: Composite governance indicator (Govcomp)

Independent variables Model 1 Model 2 Model 3 Model 5 Model 6

Govcomp (t-1) 0.914*** 
(19.7)

0.904*** 
(18.7)

0.956*** 
(21.5)

0.902*** 
(18.91)

0.913*** 
(19.1)

Govcomp (t-2) -0.283***
(-6.92)

-0.28***
(-6.91)

-0.271***
(-6.86)

-0.277***
(-7.12)

-0.267***
(-7.04)

Trade 0.010***
(3.13)

0.0097***
(3.28)

0.0079*
(3.76)

0.0085***
(2.90)

0.0059***
(2.63)

Press Freedom 0.273
(1.63)

0.29*
(1.71)

0.249*
(1.73)

0.082
(0.43)

0.00396
(0.18)

Confl icts -0.338**
(-2.39)

-0.397***
(-2.80)

-0.3**
(-2.56)

-0.304**
(-2.40)

-0.336***
(-2.77)

ln Population 0.131*
(1.69)

0.143*
(1.79)

0.109*
(1.66)

0.099
(1.21)

0.081
(0.98)

Anchor EU/NAFTA -0.024***
(-2.66)

-0.025***
(-2.83)

-0.019**
(-2.48)

-0.023**
(-2.33)

-0.022**
(-2.43)

Economic Growth 0.0099
(0.49)

0.022
(1.04)

Infl ation -0.00029***
(-3.06)

-0.00029***
(3.26)

Political Constraints 1.120**
(1.21)

1.178**
(2.43)

Observations 475 470 475 470 465

Countries 106 105 106 105 104

Sargan (p-value)1 0.24 0.44 0.41 0.39 0.99

AB 2 (p-value)2 0.99 0.99 0.61 0.88 0.89

Instruments 96 102 102 102 110

Notes: See Table 15. Signifi cance at the 10, 5, and 1 percent level is denoted by *, **, and ***, respectively.
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EPA with the EU has the same (quantitative) impact 
as joining the EU. The magnitude of having a strong 
link to the EU is thus very likely to be smaller for ACP 
countries. 

On the other hand, if the intended regional EPAs lead 
to effective and binding rules at a regional level, gov-
ernance in many ACP countries is very likely to im-
prove. This outcome is supported by our observation 
that the size of a country, approximated by the popu-
lation, has a positive impact on governance in devel-
oping countries. This is clearly relevant for a large 
number of small ACP countries that often lack high-
quality institutions to promote good governance. 

Nonetheless, it is uncertain whether strong anchor 
countries do exist in all six regional EPA groupings. 
For the Southern African Development Community 
(SADC), South Africa could be an anchor if the coun-
try would join the regional EPA (or form a similar 
regional agreement with the EU in the future). But 
what about the other fi ve regional EPAs? If we take 
a closer look at the large countries within each group-
ing,  the  outcome  is  rather  uncertain:  Could  Ni-
geria be a credible and strong anchor for the other 
ECOWAS members? What about Papua New Guinea 
in the ACP Pacifi c grouping or Cameroon in the Com-
munauté Économique et Monétaire de l’Afrique 
 Centrale (CEMAC)? Does Kenya have enough political 
(and economic) clout in the Eastern and Southern 
African (ESA) group to play that role? What about 
Jamaica or Trinidad and Tobago in the Caribbean 
Forum of ACP Countries (CARIFORUM)?

While this list of countries is neither exhaustive nor 
“path breaking”, fi nding a strong anchor country 
seems to be both a likely requirement for the ex-
pected positive effects of regional integration and a 
considerable challenge for the majority of the re-
gional EPAs. Above all, if economic factors do not play 
a major role, an external anchor could help a country 
to implement and, equally important, to lock in the 
necessary reforms. As has been pointed out, reforms 
of political and economic institutions to improve the 
quality of governance are much more likely to be 
 successful (and lasting) if they are supported by a 
credible commitment mechanism (IMF 2005). 

Potentially, the New Partnership for Africa’s Deve-
lopment  (NEPAD),  formally  established  in  2001, 
could also have a positive role in providing an exter-
nal anchor for promoting good governance in Africa. 
So far, however, the outcome has been limited. As of 
May 2007, NEPAD has completed the intended peer 
reviews, including the policy recommendations and 
action plans, for only three countries: Ghana, Rwan-
da, and Kenya (NEPAD 2007). Moreover, NEPAD might 
lack both credible commitment and enforcement 
mechanisms that are needed to enforce better gov-
ernance in many African countries. From this perspec-
tive, the concept of promoting deeper regional inte-
gration through EPAs seems to be a more promising 
approach in enhancing institutional quality and gov-
ernance in many African countries.
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In this study, we have performed a comprehensive 
empirical analysis of the linkages between institu-
tions/governance, trade, and income levels. The re-
sults of the fi rst investigation can be summarised as 
follows: 

(1) Institutional quality is an important prerequisite 
for a successful trade liberalisation. This result 
might help to explain why some countries observe 
positive welfare effects of an increase in trade 
openness, whereas other countries do not ben-
efi t from trade. 

(2) A limited number of sub-components of good 
governance and regulatory quality are most im-
portant for successful trade liberalisation. Among 
the regulation indicators, we obtain the most 
signifi cant results for starting a business, labour 
market regulation, and paying taxes. In particu-
lar, the fi rst two regulation indicators are very 
important for the reallocation of factor resour ces 
within a country, which is a prerequisite to har-
ness the gains from trade.

(3) Given their present institutional setting, ECOWAS 
countries are not very likely to benefi t from an 
increasing integration into the world economy. 
For the 16 West African countries, we fi nd rela-
tively low rankings for the regulation and good 
governance indicators, even when compared to 
other developing countries. The large majority of 
ECOWAS countries show scores for the most 
important indicators that fall precisely in the 
categories of countries that are less likely to 
benefi t from trade. 

These results do not imply that ECOWAS countries 
will never be able to benefi t from increasing market 
integration with the rest of the world, either through 
the EPAs, multilateral or unilateral tariff liberalisa-
tion. Rather, the results clearly show that the major-
ity of West African countries are currently less likely 
to harness the gains from trade and that a reform of 
the institutional framework is clearly a highly impor-
tant topic on the agenda. For West African countries, 
a major reform of institutions would not only allow 
them to increase welfare, improving gains from trade 
through specialisation and exchange. Rather, high-

quality institutions would also enable them to achieve 
much higher gains through their direct impact on 
economic and social development.

Given the low level of institutional quality as well as 
the scope and complexity of institutional reforms, 
ECOWAS  countries  face  an  enormous  policy  chal-
lenge. As there are clear warnings of simplistic insti-
tutional imitation, any reform of the institutional 
setting requires a careful analysis that takes coun try-
specifi c circumstances into account. In addition, it is 
important to involve all possible public and private 
stakeholders in the planning and implementation of 
new rules. Since stakeholders have to be convinced 
of institutional changes and the reforms have to be 
carefully designed and implemented, the establish-
ment of effective institutions is very likely to take 
plenty of time. It is an open question whether the time 
frames for trade liberalisation and required insti-
tutional reforms do really match.

In the second empirical investigation, we focused on 
the determinants of changes in governance and the 
particular role that trade openness plays in that proc-
ess. The outcome of that analysis indicates that:

(4) Trade liberalisation can lead to better governance. 
Yet the estimated impact of trade is rather small; 
other (political) variables, such as press freedom 
and political constraints on the executive branch 
(and confl icts) have a considerably larger positive 
(negative) impact on governance. Moreover, the 
impact of trade on governance is even smaller 
(or close to zero) for countries with low initial 
governance scores; that is, countries with “bad 
governance” in the past are less likely to benefi t 
from trade openness in the future. What is more, 
countries with a high proportion of resource-
intensive goods (namely, fuels and minerals) in 
total exports do not benefi t from trade at all.

(5) A closer link to a strong external anchor could 
have a positive (and large) impact on governance. 
Yet it is neither certain that the EU could act as 
an external anchor to ACP countries nor that 
anchor countries exist within all six EPA regions 
that are strong enough to exert their political and 
economic infl uence in a positive way.

4. Concluding Remarks and Policy Implications
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(6) Total aid fl ows are negatively associated with 
governance. 

While the last result should be treated with some 
caution, as we do not distinguish between different 
forms of aid, it points to a weakness in current aid 
spending.  If  aid  effectiveness  does  not  improve 
and/or the aid structure is not changed, any increase 
in aid fl ows as part of the EPAs should be considered 
with  caution.  Instead,  aid  should  be  provided  in 
ways that minimise any adverse risks to domestic 
institutions.

While our results support the EU approach towards 
deeper regional integration, there is an important 
drawback regarding the formation of EPA groupings. 
As we have highlighted, trade liberalisation does not 
help to improve governance in resource-intensive 
countries. Within each EPA grouping, we thus have 
a group of countries that is likely to benefi t from trade 
openness, and another group of countries that is not. 
In fact, this outcome is fairly similar to that of the 
linkage between trade liberalisation and long-term 
growth rates, as some ACP countries have high-qual-
ity government regulations in place that are needed 
to benefi t from trade, but others within the same EPA 
region do not (see Section 2). Also, some ACP coun-
tries are least-developed countries (LDCs) and might 
switch  to  trade  preferences  of  the  Everything  but 
Arms (EBA) Initiative of the European Commission if 
they do not sign an EPA with the EU, whereas others 
are  non-LDCs  that  would  fall  back  to  the  less  
favourable preferences of the Generalised System of 
Preferences (GSP). In short, the “one-size-fi ts-all” ap-
proach at a regional level could put some ACP coun-
tries at a disadvantage and/or undermine regional 
integration, which contradicts the intentions of the 
EPAs.70

Another concern relates to our results for education 
attainment levels. While Education always has a 
positive (and highly signifi cant) impact on governance, 
the EPA process still entails certain risks for rela-
tively poor ACP countries. A considerable decline in 
tariff revenues due to the preferential tariff elimi nation 
could erode the fi nancial base for educational (and 
other) spending, in turn worsening governance.71 

Although the introduction of an effective value added 
tax or the improvement of tariff collection (for the 
remaining imports that still face duties) could theo-
retically make up for revenue losses, the implemen-
tation record is rather mixed. Baunsgaard and Keen 
(2005) show that the fi scal recovery rate from trade 
liberalisation is relatively low in developing countries. 
While middle-income countries are able to cover 
government revenue losses due to trade liberalisation 
in the order of some 45 to 60 cents for each dollar of 
lost trade tax revenue, the recovery rate drops to no 
more than 30 per cent in low-income countries. 

To cope with revenue losses in trade taxes, foreign 
donors could fi ll the gap in the recovery rate by in-
creasing aid for a limited time. In principle, this could 
enable ACP countries to adjust their tax system and 
keep (or increase) spending on education, infrastruc-
ture, and so on (Bräutigam and Knack 2004). On the 
other hand, simply increasing aid fl ows as part of the 
EPA process might bring about some other risks to 
governance, as our results indicate. While we do not 
claim that total aid always and for every country has 
a negative impact on governance, one has to take into 
account the above-mentioned potential negative effects 
of aid on governance. Donors should reconsider cur-
rent aid structures and aid effectiveness when increas-
ing aid fl ows to ACP countries as part of the EPAs. 
Correspondingly, recipient countries need to rethink 
carefully  the  potential  drawbacks  of  aid  on  gover-
nance at both a country and a project level, and try to 
minimise any likely harmful effects. 

To sum up, our results indicate that the design of the 
EPAs is crucial to ensure that the outcome is pro-de-
velopment and that all ACP countries are able to 
benefi t from them. If the focus is only or heavily con-
centrated on the economic aspects of the EPAs, such 
as trade liberalisation in a currently discussed “EPA-
light”  scenario,  the  intended  trade  liberalisation 
might not lead to an increase in welfare, and more 
effective approaches to enhance governance (and hence 
welfare)  would  be  neglected.  Most  noteworthy  is 
that our results support the view that the political 
dimension of the Cotonou Agreement is of highest 
importance, which calls for various participatory 
 approaches during that process. 

70 On the other hand, a more positive interpretation of the results would be that the positive effects of regional integration are so strong that 
even countries with low governance scores or resource-intensive countries would benefi t from the EPAs overall.

71 At a country level, tariff revenue losses due to the EPAs could be of a sizeable amount (Busse et al. 2004, Karingi et al. 2005).
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Appendix A

Country Sample, Section 2

Albania, Algeria, Angola, Argentina, Armenia, Australia, Austria, Azerbaijan, Bangladesh, Belarus, Belgium, Benin, Bhutan, 
Bolivia, Bosnia and Herzegovina, Botswana, Brazil, Bulgaria, Burkina Faso, Burundi, Cambodia, Cameroon, Canada, Cape 
Verde, Central African Republic, Chad, Chile, China, Colombia, Democratic Republic of Congo, Republic of Congo, Costa 
Rica, Cote d‘Ivoire, Croatia, Czech Republic, Denmark, Dominican Republic, Ecuador, Egypt, El Salvador, Estonia, Ethiopia, 
Fiji, Finland, France, Gambia, Georgia, Germany, Ghana, Greece, Guatemala, Guinea, Guinea-Bissau, Guyana, Haiti, Hon-
duras, Hong Kong, China, Hungary, Iceland, India, Indonesia, Iran, Ireland, Israel, Italy, Jamaica, Japan, Jordan, Kazakhstan, 
Kenya, Republic of Korea, Kuwait, Kyrgyz Republic, Laos, Latvia, Lebanon, Lesotho, Liberia, Lithuania, Macedonia, Mada-
gascar, Malawi, Malaysia, Mali, Mauritania, Mauritius, Mexico, Moldova, Mongolia, Morocco, Mozambique, Namibia, 
Nepal, Netherlands, New Zealand, Nicaragua, Niger, Nigeria, Norway, Oman, Pakistan, Panama, Papua New Guinea, Para-
guay, Peru, Philippines, Poland, Portugal, Romania, Russian Federation, Rwanda, Samoa, Country, Sao Tome and Principe, 
Saudi Arabia, Senegal, Sierra Leone, Singapore, Slovak Republic, Slovenia, Solomon Islands, South Africa, Spain, Sri Lanka, 
Sudan, Sweden, Switzerland, Arab Republic of Syrian, Tanzania, Thailand, Togo, Tonga, Tunisia, Turkey, Uganda, Ukraine, 
United Arab Emirates, United Kingdom, United States, Uruguay, Uzbekistan, Vanuatu, Venezuela, Vietnam, Republic of 
Yemen, Zambia, Zimbabwe

Appendix
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Appendix B

Defi nition and Data Sources for all Variables, Section 2

Variable Defi nition Source

BMP Black market premium (BMP) for foreign currency (US Dollar) in per cent, 
calculated as ln (1+BMP)

World Bank (2005b)

Confl ict Number and intensity of internal and external confl icts, 1970-2004 CSCW (2007)

Distance from 
Equator

Distance from the equator, measured as absolute value of latitude 
of capital city

Dollar and Kraay 
(2002) dataset

Engfrac Fraction of the population speaking English, per cent Dollar and Kraay 
(2002) dataset

Eurfrac Fraction of the population speaking a major European Language, per cent Dollar and Kraay 
(2002) dataset

Fittrade Fitted values of predicted trade by the exogenous variables in a gravity model Dollar and Kraay 
(2002) dataset

Fractionali-
sation

Ethno-linguistic fractionalisation of the population, average for ethno and 
linguistic diversity, varying base years

Alesina et al. (2003)

Growth Real growth of Gross Domestic Product per capita in per cent World Bank (2005a)

GNI Gross National Income per capita in international US dollars (PPP) World Bank (2005a)

Good 
Governance

Set of six good governance indicators, standardised values, range from -2.5 
to +2.5, 2004

Kaufmann et al. 
(2005)

Government Government consumption divided by GDP World Bank (2005a)

Human Capital Educational attainment level, measured as school enrolment ratios and 
literacy rates

Barro & Lee (2000)

Infl ation Rate Change in consumer prices (CPI), computed as ln (1+CPI average infl ation) World Bank (2005a)

Informal Informal economy, per cent of Gross National Income World Bank (2005c)

Institution 
Dummy

Composite regulation dummy for the 20/30/40/50 per cent most or least 
regulated countries in the sample, 0 and 1, January 2005

Investment Investment (gross capital formation) divided by GDP World Bank (2005a)

Landlock Dummy for landlocked countries, 0 and 1 Dollar and Kraay 
(2002) dataset

Law and Order Law and Order, 0-12 scale PRS Group (2007b)

Legal Origin Legal origin dummies for British, French, German, Scandinavian and Socialist, 
0 and 1

World Bank (2004)

Population Population in million, 2003 World Bank (2005a)

Population 
Growth

Population growth in per cent World Bank (2005a)

Regional 
dummies

Set of eight regional dummy variables: (1) Sub-Saharan Africa, (2) South Asia, 
(3) East Asia & the Pacifi c, (4) Central Asia, (5) Middle East & North Africa, (6) 
Latin America & the Caribbean, (7) Europe, and (8) North America

World Bank (2005a)

Regulation 
Indicator

Set of ten business regulation indicators: starting a business, labour market 
regulation, paying taxes, protecting investors, trading across borders, getting 
credit, enforcing contracts, closing a business, dealing with licences, registe-
ring property, and aggregated Regulation Index, January 2005

World Bank (2005c)

Terms of Trade Terms of trade, defi ned as the ratio of the export price index to the cor-
responding import price index measured relative to the base year 2000

World Bank (2005b)

Trade Total imports and exports of goods divided by Gross Domestic Product, 2003 World Bank (2005a)
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Appendix C1

Per Capita Income, Trade and Geographic Data, Section 2

Country
GNI per capita, 
PPP US $, 
2003

Trade, 
% of GDP,
 2003

Population, 
mill., 
2003

Dummy 
landlocked 
country, 0-1

Distance from 
equator, 
latitude

Benin 1,110 37.4 6.7 0 6

Burkina Faso 1,170 28.0 12.1 1 12

Cape Verde 5,130 39.8 0.5 0 14

Cote d‘Ivoire 1,400 75.3 16.8 0 5

Gambia 1,740 50.1 1.4 0 13

Ghana 2,190 75.4 20.7 0 5

Guinea 2,080 45.3 7.9 0 9

Guinea-Bissau 680 87.6 1.5 0 11

Liberia 410 178.7 3.4 0 6

Mali 960 50.4 11.7 1 12

Mauritania 1,870 84.1 2.8 0 18

Niger 830 32.6 11.8 1 13

Nigeria 900 53.3 136.5 0 9

Senegal 1,620 56.9 10.2 0 14

Sierra Leone 530 49.8 5.3 0 8

Togo 1,640 57.3 4.9 0 6

Appendix C: Economic, Social & Legal Origin Data for ECOWAS Countries, Section 2
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Appendix C2

Fractionalisation, Confl ict and Language Data, Section 2

Country
Ethnic 

diversity
Linguistic 
diversity

Fractionali-
sation Confl ict Engfrac Eurfrac

Benin 0.79 0.79 0.79 0 0 0

Burkina Faso 0.74 0.72 0.73 2 0 0

Cape Verde 0.42 0.42 0 0 0.7

Cote d‘Ivoire 0.82 0.78 0.80 3 0 0

Gambia 0.79 0.81 0.80 1 0 0

Ghana 0.67 0.67 0.67 2 0 0

Guinea 0.74 0.77 0.76 3 0 0

Guinea-Bissau 0.81 0.81 0.81 5 0 0

Liberia 0.91 0.90 0.91 22 0.025 0.025

Mali 0.69 0.84 0.76 3 0 0

Mauritania 0.62 0.33 0.47 0 0 0

Niger 0.65 0.65 0.65 4 0 0

Nigeria 0.85 0.85 0.85 6 0 0

Senegal 0.69 0.70 0.70 14 0 0

Sierra Leone 0.82 0.76 0.79 19 0 0

Togo 0.71 0.90 0.80 2 0 0
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Appendix C3

Legal Origin, Section 2

  Country French 
legal origin

Socialist 
legal origin

German 
legal origin

Scandinavian 
legal origin

British 
legal origin

Benin 1 0 0 0 0

Burkina Faso 1 0 0 0 0

Cape Verde 1 0 0 0 0

Cote d‘Ivoire 1 0 0 0 0

Gambia 0 0 0 0 1

Ghana 0 0 0 0 1

Guinea 1 0 0 0 0

Guinea-Bissau 1 0 0 0 0

Liberia 0 0 0 0 1

Mali 1 0 0 0 0

Mauritania 1 0 0 0 0

Niger 1 0 0 0 0

Nigeria 0 0 0 0 1

Senegal 1 0 0 0 0

Sierra Leone 0 0 0 0 1

Togo 1 0 0 0 0

INSTITUTIONS, GOVERNANCE AND TRADE
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Appendix D

World Bank Doing Business Indicators for Regulatory Quality and ECOWAS Countries, 2005, Section 2

Protecting Investors 

Country

Disclosure 
index

(1)

Director 
liability index

(2)

Shareholder 
suits index

(3)

Mean of 
standardised 

indices1

(4)

Protecting 
Investors fi nal 

indicator2

(5)

Benin 5 8 4 5.7 0.41

Burkina Faso 6 5 3 4.7 -0.28

Cote d‘Ivoire 6 5 3 4.7 -0.28

Ghana 7 7 4 6.0 0.61

Guinea 5 6 3 4.7 -0.28

Mali 6 5 3 4.7 -0.28

Mauritania n.a. n.a. n.a. n.a. n.a.

Niger 6 5 3 4.7 -0.28

Nigeria 6 7 4 5.7 0.41

Senegal 7 1 3 3.7 -0.96

Sierra Leone 3 6 5 4.7 -0.28

Togo 4 3 5 4.0 -0.76

Average ECOWAS3 6 5 4 4.8 -0.18

Notes: See text for explanations; 1 mean of (1), (2) and (3); 2 standardised indicator of (4); 3 unweighted average.
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Appendix F

Defi nition of Variables and Data Sources, Section 3

Variable Defi nition Source

Aid Offi cial development assistance (ODA) in per cent of Gross Domestic Product 
(GDP)

OECD (2007) and 
World Bank (2007b)

Anchor EU/
NAFTA

Link to anchor partner, measured by year of accession to EU/NAFTA, 0-1 World Bank (2007b)

Confl icts Incidence and intensity of internal and external confl icts: 
0 (no confl ict), 1 (number of casualties in the range from 1 to 25), 
2 (26 to 1000 casualties), and 3 (above 1000)

CSCW (2007)

Economic 
Growth

Real growth of Gross Domestic Product per capita in per cent World Bank (2007b)

Education Average years of total schooling in the population of age 15 and over Barro and Lee (2001), 
updated with 
UNESCO (2007)

Fuel Mineral 
Exports

Fuel and mineral exports in per cent of total exports World Bank (2007b)

Govcomp Composite governance indicator, including law & order, 
bureaucracy quality, and corruption, 0-18

PRS Group (2007b)

Political 
Constraints

Political constraints V, Henisz database, 0-1 Henisz (2000, 2007) 

Population Total Population World Bank (2007b)

Press 
Freedom

Freedom of the press (0-2) Freedom House 
(2007)

Trade Total imports and exports of goods divided by Gross Domestic Product 
in per cent

Heston, Summers 
and Aten (2006)
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Appendix G

Descriptive Statistics, Period 1984-2004, Section 3

Variable Observations Mean
Standard 
Deviation Minimum Maximum

Govcomp 878 10.11 4.11 1.00 18.00

Trade 856 74.12 46.53 11.79 396.72

Press Freedom 874 1.02 0.82 0.00 2.00

Confl icts 878 0.40 0.85 0.00 3.00

ln Population 878 16.17 1.58 12.31 20.97

Economic Growth 861 1.56 4.35 -42.27 37.99

Infl ation 868 63.20 432.72 -8.62 8767.31

Education 652 5.94 2.81 0.49 12.13

Political Constraints 871 0.42 0.33 0.00 0.89

Anchor EU/NAFTA 878 0.12 0.32 0.00 1.00

Aid 681 5.90 9.45 -0.15 72.18

Appendix H

Country Sample, Section 2

Albania, Algeria, Angola, Argentina, Armenia, Australia, Austria, Azerbaijan, Bahamas, Bahrain, Bangladesh, Belarus, Bel-
gium, Bolivia, Botswana, Brazil, Bulgaria, Burkina Faso, Cameroon, Canada, Chile, China, Colombia, Democratic Republic 
of Congo, Republic of Congo, Costa Rica, Cote d‘Ivoire, Croatia, Cuba, Cyprus, Czech Republic, Denmark, Dominican 
Republic, Ecuador, Egypt, El Salvador, Estonia, Ethiopia, Finland, France, Gabon, Gambia, Germany, Ghana, Greece, Gua-
temala, Guinea, Guinea-Bissau, Guyana, Haiti, Honduras, Hungary, Iceland, India, Indonesia, Iran, Ireland, Israel, Italy, 
Jamaica, Japan, Jordan, Kazakhstan, Kenya, Korea, Kuwait, Latvia, Lebanon, Liberia, Libya, Lithuania, Luxembourg, Mada-
gascar, Malawi, Malaysia, Mali, Mexico, Moldova, Mongolia, Morocco, Mozambique, Namibia, Netherlands, New Zealand, 
Nicaragua, Niger, Nigeria, Norway, Oman, Pakistan, Panama, Papua New Guinea, Paraguay, Peru, Philippines, Poland, 
Portugal, Qatar, Romania, Russian Federation, Saudi Arabia, Senegal, Sierra Leone, Singapore, Slovak Republic, Slovenia, 
South Africa, Spain, Sri Lanka, Sudan, Sweden, Switzerland, Syrian Arab Republic, Taiwan, Tanzania, Thailand, Togo, Trinidad 
and Tobago, Tunisia, Turkey, Uganda, Ukraine, United Arab Emirates, United Kingdom, United States, Uruguay, Venezuela, 
Vietnam, Yemen, Zambia, Zimbabwe

Note: ACP countries in italics.
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For the dynamic panel analysis, we start with a rela-
tive simple specifi cation:

(A1) Govcompit = αi + β1Govcompit-1 + β1Govcompit-2

 + β3 Trade + γ' Xit + λt + εit 

where Govcompit stands for the governance indicator 
for country i in period t, αi is the country fi xed effect, 
Govcompit-1  represents  the  lagged  dependent  vari-
able in the previous period, Tradeit is the variable of 
interest, Xit denotes the set of control variables (as 
introduced in Section 3.1), λt is a set of time dummies 
which is supposed to capture period specifi c effects 
and changes in Govcomp over time, and εit stands for 
the error term. In subsequent regressions, we add 
Anchor EU/NAFTAit and Aidit to explore their impact 
on governance too. 

Estimating equation (A1) by ordinary least squares 
for the typical pooled cross-country time series 
analysis with “small T and large N” is very likely to 
produce biased coeffi cients due to the well-known 
problems if independent variables are endogenous 
(which is true for our sample). As a remedy, we follow 
the procedure suggested by Arellano and Bond (1991) 
and, as a fi rst step, eliminate the country-specifi c ef-
fects using fi rst differences:

(A1) ΔGovcompit = β2ΔGovcompit-2 + β3ΔTradeit

 + γ' ΔXit + Δλt + Δεit 

where ΔGovcompit = Govcompit  – Govcompit-1. As a 
second step, we estimate equation (A2) by GMM. By 
following this approach, we would get the Arellano 
and Bond difference-GMM estimator. This estimator, 
which can be thought of as an extension of the An-
derson and Hsiao (1982) estimator, produces effi cient 
(and consistent) estimates, since the latter estimator 
fails to take all the potential orthogonality conditions 
into account.

In two later papers, however, Arellano and Bover 
(1995) and Blundell and Bond (1998) reveal a poten-
tial weakness of the difference-GMM estimator. They 
show that lagged levels can be poor instruments for 
fi rst-differenced variables, in particular if the vari-
ables are persistent. In their modifi cation of the esti-
mator, they suggest to include lagged levels along 
lagged differences. In contrast to the original differ-
ence-GMM, they term this expanded estimator sys-
tem-GMM. In fact, the system-GMM approach esti-
mates equations (1) and (2) simultaneously, by using 
lagged levels and lagged differences as instruments. 
We favour the system-GMM estimator, as Govcomp is 
very likely to be persistent. 

The consistency of the system-GMM estimator requires 
a lack of second-order serial correlation in the re-
siduals. The regression statistics, reported in Section 
3, show that there is no second-order serial correla-
tion in the large majority of regressions, as the null-
hypothesis has usually been rejected.72 However, we 
obtain this result only by including the second lag of 
the dependent variable in addition to the fi rst lag. In 
those (few) regressions, where we still have second-
order serial correlation in the residuals, we have 
added the third lag of the dependent variable (results 
not reported). While this solves the econometric 
 problem adequately, we further restrict the length of 
our panel. Apart from the size of some of the esti-
mated coeffi cients, the sign and signifi cance levels are 
hardly affected. For the interpretation of the size of 
the coeffi cient for the lagged dependent variable, one 
has to add up both coeffi cients, that is, the coeffi cient 
for lag one plus the coeffi cient of lag two. To test the 
appropriateness of the instruments used, we report 
the results of a Sargan test of over-identifying res-
trictions in all tables. The J-statistics show that the 
applied instruments are valid.

As we use lagged levels and lagged differences, the 
number of instruments can be quite large in a sys -

Appendix I: System-GMM Dynamic Panel Estimator, Section 3

72 First-order autocorrelation of the residuals is always rejected by another Arellano-Bond test.



86

INSTITUTIONS, GOVERNANCE AND TRADE

FRIEDRICH-EBERT-STIFTUNG

tem-GMM estimator. Yet too many instruments can 
overfi t endogenous variables and fail to expunge their 
endogenous components. Moreover, it also weakens 
the power of the Sargan test to detect overidentifi -
cation. Since the risk can be quite high with this es-
timator, it has become common practice in the lite-
rature to keep the number of instruments below the 

number of observations, that is, the number of coun-
tries included in our sample. To avoid this bias, we 
reduce  in  a  number  of  regressions,  in  particular 
when we include the education variable, the size of 
the instrument matrix by restricting the number of 
lags used.
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