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INSTITUCIJE V MEDNARODNI MENJAVI IN TNI

Povzetek

Ta niz člankov poskuša odraziti splošno vodilo Nove institucionalne ekonomike o endogenizaciji

institucij v ekonomskih analizah bodisi kot center preučevanje bodisi v drugih aplikacijah. Dok-

torsko delo je sestavljeno iz petih člankov, pri čemer je prvi posvečen preučevanju institucij v

celoti, drugi in tretji preučujeta institucije in mednarodno trgovino, četrti in peti pa institucije in

tuje neposredne investicije (TNI). Poleg tega se doktorsko delo razvija tudi v smeri osredotočanja

na institucije, saj začnemo sprva s formalnimi institucijami, nakar vključimo še eno vrsto nefor-

malnih institucij, na koncu pa se neformalnim institucijam popolnoma posvetimo.

V prvem članku poudarimo vlogo institucij kot temelja družbene in ekonomske aktivnosti. Primer-

jamo in analiziramo različne sisteme razvrščanja institucij, kar je v literaturi redkost, in pokažemo,

kako lahko teoretične koncepte povežemo z empiričnimi kazalci. Več kot trideset uveljavljenih in-

stitucionalnih kazalcev razvrstimo v tri homogene skupine formalnih institucij: pravno, politično

in ekonomsko, ki v veliki meri popolnoma določajo formalno institucionalno okolje države. Izraču-

namo latentno kvaliteto institucij znotraj vsake skupine, in sicer za vse države po svetu za vsako

leto posebej. Na podlagi tega predlagamo razvrstitev držav na pravni, politični in ekonomski

Svetovni lestvici kvalitete institucij (SLKI), na kateri lahko sledimo relativnemu napredku ali

nazadovanju izbrane države. Izračunani latentni kazalci treh dimenzij institucij so še posebej

uporabni v analizi z longitudinalnimi podatki. Podatkovna zbirka kvalitete institucij, ki pokriva

do 197 držav in ozemlji v obdobju od 1990 do 2010, je zato prosto dostopna na internetu.

V drugem članku se posvetimo institucionalnim determinantam bilateralne trgovine, pri čemer

smo posebej pozorni pri izbiri institucionalnih kazalcev, ravnanju z endogenostjo institucij in

izbiri najbolj primernih metod za ocenjevanje gravitacijskih modelov. Pri institucijah se osre-

dotočimo na učinek institucionalne razlike, ki je lahko celo bolj pomembna dimenzija kot sama

kvaliteta institucij in je običajno v literaturi zanemarjena. Izpeljemo teoretičen gravitacijski

model in ga preverimo na podatkih. Odkrijemo, da vse institucije ne vplivajo na mednarodno

trgovino enako. Statistično značilni mejni učinki so denimo faktorji potiska kot kvaliteta pravnih

institucij v državi izvora in faktorji privlačnosti kot kvaliteta političnih in ekonomskih institucij v

državi namena. Kot še bolj pomembne se izkažejo institucionalne razlike med partnerjema, kjer

zaznamo močan in značilen negativen mejni učinek razlike v kvaliteti ekonomskih institucij, ki

deluje preko povečevanja trgovinskih stroškov. Zaznamo tudi pozitiven učinek v razliki v kvaliteti

političnih institucij, kar namiguje na nestandardne načine za povečevanje trgovine. Te rezultate

potrdimo z alternativnimi specifikacijami, obenem pa pokažemo tudi na heterogenost v vplivu

institucij, kjer oba učinka institucionalnih razlik pri državah v skupnem prosto-trgovinskem spo-

razumu izvodenita.

V tretjem članku uporabimo edinstveno zbirko podatkov o slovenski izvozni aktivnosti na ravni

podjetij, kar nam omogoča dezagregacijo izvoza na intenzivno (vrednost na podjetje ali vre-

dnost na izdelek) in ekstenzivno mejo (število podjetij ali število izdelkov). Najprej pregledamo

strukturo slovenskega izvoza, primerjamo intenzivno in ekstenzivno izvozno mejo in ju empirično

ocenimo v gravitacijskem modelu. Odkrijemo, da ekstenzivne meje pojasnijo več variance celo-

tnega izvoza kot intenzivne, in da imajo gravitacijske enačbe z ekstenzivnimi mejami mnogo



bolǰso pojasnjevalno moč kot tiste z intenzivnimi. Posebej se osredotočimo na vpliv institucij in

institucionalnih razlik in odkrijemo negativen mejni učinek politične institucionalne razlike na

izvoz, ki pa izvira iz negativnega učinka na intenzivnih mejah. Drugih institucionalnih učinkov

ne zaznamo, pri čemer je heterogenost v vplivu institucij eden izmed razlogov, da je splošen vpliv

težje zaznati. V gravitacijskem ocenjevanju upoštevamo učinek večstranske odpornosti in pa en-

dogeno naravo institucij.

V četrtem članku raziskujemo vlogo formalnih, obenem pa še vlogo oblike neformalnih institucij

pri tujih neposrednih investicijah. Preverimo vpliv kvalitete pravnih, političnih in ekonomskih

institucij kot tudi vpliv institucionalnih razlik na TNI v državah Organizacije za ekonomsko sode-

lovanje in razvoj z uporabo gravitacijskega modela. Zanima nas tudi vpliv izbrane neformalne

institucije - javnega mnenja o ekonomskem liberalizmu, na TNI. Odziv TNI na liberalno in neli-

beralno javno mnenje je preverjen ob vključenosti in izključenosti formalnih institucij. Odkrijemo,

da tako kvaliteta pravnega kot političnega sistema vpliva na TNI, da razlika v kvaliteti pravnih

in političnih institucij predstavlja značilno in pomembno oviro TNI ter da ima javno mnenje prav

tako vpliv. Ko vključimo tako formalne institucije kot tudi javno mnenje, odkrijemo, da ima

neliberalno javno mnenje negativen učinek na TNI, ampak s časovnim zamikom.

V petem članku nadaljujemo z osredotočanjem na TNI, pri čemer se povsem posvetimo vlogi

neformalnih institucij. Raziskujemo prepričanja in drže ljudi, ki delajo v sektorju pospeševanja

TNI in primerjamo njihova prepričanja ter drže z znanimi faktorji privlačnosti pri TNI. S tem

namenom uporabimo podatkovno zbirko prepričanj ljudi, ki delajo večinoma v regionalnih ali

nacionalnih agencijah za pospeševanje investicij v Evropi in na zahodnem Balkanu. Analiza

razvrščanja odkrije, da lahko govorimo o treh skupinah ljudi po prepričanju glede TNI: “pe-

simistih”, “keynesiancih” in “neoklasikih”. Keynesianci imajo po večini raǰsi proračunske ukrepe

za priteg TNI, na drugi strani pa neoklasiki tem in drugim državnim ukrepom nasprotujejo in

prisegajo bolj na dobre ekonomske osnove gospodarstva, infrastrukturo in kvalificirano delovno

silo. Pokaže se, da lahko večino vzorca iz vzhodne Evrope in vzhodno južne Evrope klasificiramo

kot keynesiance, na drugi strani pa je večina neoklasikov iz zahodne Evrope.

V zaključku lahko zapǐsemo, da so institucije pomembne in bi morale biti vključene v ekonomske

in družbene analize. Institucije so namreč temelj, na katerem stoji kakršnakoli ekonomska ak-

tivnost, in sestavni del najbolj osnovnih vezi v družbi, brez katerih ni mogoča praktično nobena

družbeno organizirana aktivnost. Namen te dizertacije ni oblikovanje enotne teorije institucij v

mednarodni ekonomiji. Prav tako ne trdimo, da bodo naše ugotovitve ostale v prihodnje ne-

spremenjene, brez izbolǰsav ali nasprotovanj. Naš namen je v prvi vrsti prispevati k vzpostavitvi

dobrega teoretičnega in empiričnega vira institucij za družbene znanstvenike, kar prikažemo v

prvem članku in s podatkovno zbirko kvalitete institucij, v drugi vrsti pa želimo pokazati različno

uporabo institucionalnih kazalcev in konceptov, s poudarkom na mednarodni trgovini in tujih

neposrednih investicijah.

Ključne besede: institucije, kvaliteta institucij, zbirka institucij, institucionalna razlika, bila-

teralna trgovina, intenzivna in ekstenzivna trgovinska meja, bilateralne TNI



INSTITUTIONS IN INTERNATIONAL TRADE AND FDI

Summary

This series of papers tries to reflect the general notion of New Institutional Economics of endo-

genizing and/or examining institutions either by themselves or in other economic applications.

The thesis itself consists of five papers, of which the first one is devoted completely to the study

of institutions, the second and third to the study of institutions and trade, and the fourth and

the fifth to the study of institutions and foreign direct investments (FDI). In the thesis there is

also a progression in focus from concentrating on only formal institutions in the first half of the

thesis, to gradually changing in focus to and ending up examining only informal institutions.

In the first paper we emphasize the role of institutions as the underlying basis for economic and

social activity. We describe and compare different institutional classifications systems, which is

rarely done in the literature, and show how to empirically operationalize institutional concepts.

More than thirty established institutional indicators can be clustered into three homogenous

groups of formal institutions: legal, political and economic, which capture to a large extent the

complete formal institutional environment of a country. We compute the latent quality of legal,

political and economic institutions for every country in the world and for every year. On this

basis we propose a legal, political and economic World Institutional Quality Ranking, through

which we can follow whether a country is improving or worsening its relative institutional envi-

ronment. The calculated latent institutional quality measures can be especially useful in further

panel data applications. We make the Institutional Quality Dataset, covering up to 197 countries

and territories from 1990 to 2010, freely available online.

In the second paper we examine institutional determinants of bilateral trade in a thorough fashion,

paying special attention to the issues of selecting institutional measures, institutional endogeneity

and state of the art gravity trade estimations. In terms of the institutional focus, we emphasize

that institutional distances can be even more relevant determinants of trade than institutional

quality on its own, which is generally overlooked in the literature. We derive a theoretical gravity

equation and test it empirically. We find that not all types of institutions matter for bilateral

trade to the same extent. The significant marginal effects discovered can be seen as the push

factor of origin’s legal institutions and the pull factor of destination’s political and economic in-

stitutions. More importantly, we highlight the importance of the effect of institutional distance

on trade, showing that economic distance affects trade significantly and negatively, as expected,

through trade costs, while political institutional distance increases trade, pointing to alternative

ways of trade enhancement. We confirm these results with an alternative specification and show

also their heterogeneity, in which both institutional distance effects dissipate for country pairs

sharing a regional trade agreement.

In the third paper we use a unique firm level trade database on Slovenian exports to disaggregate

total exports into an intensive and extensive margin. We examine the structure of Slovenian

exports in detail and also highlight the differences between both margins and model them empir-

ically in a gravity model. We find that extensive margins explain more variance of total exports

than intensive margins, and that the explanatory power of a gravity model with extensive mar-

gins is much higher than its counterpart using intensive margins. We particularly focus on the



effects of institutions and institutional distances on total exports and export margins, and find

that political institutional distance has a negative effect on total exports, which is based on its

negative effect on intensive margins. We do not find any other institutional effects, but find that

one of the reasons for these difficulties in finding general effects may be in institutions having

very heterogenous effects, which are hard to detect.

In the fourth paper we examine the role of formal and informal institutions in FDI dynamics.

We examine the effects of the quality of legal, political and economic formal institution as well

as the effect of institutional distance on bilateral FDI inflows in OECD countries using a gravity

specification. We also examine FDI for the effects of a specific informal institution - attitude of

the public towards economic liberal issues. Reactions of FDI to liberal and non liberal public

opinion are examined with and without controlling for formal institutions. Findings show that

the quality of legal and political institutions serves is an important determinant for FDI, that

legal and political institutional distances are significant and important obstacles for FDI, and

that public opinion also matters. It is important to control for formal institutions when looking

at the effect of informal institutions. We find that nonliberal public attitude significantly reduces

inward FDI with a lag.

In the fifth paper we continue with the FDI focus from the fourth paper, but concentrate solely on

informal institutions. We examine the beliefs or attitudes of people working in the FDI promotion

industry and the extent to which they coincide with the known FDI pull factors.

To that end, we utilize a data set of attitudes of people largely working in regional

and national investment promotion agencies in Europe and the Western Balkans.

Cluster analysis reveals that in fact we can talk about three sets of beliefs or attitudes

toward FDI: ”pessimistic,” ”Keynesian,” and ”neoclassical.” Keynesians largely favor

fiscal measures for attracting FDI, whereas neoclassicals dislike fiscal measures and

government interventions and prefer good economic fundamentals and infrastructure

and qualified personnel. Interestingly enough, most of the eastern European Union

as well as southeastern European respondents can be classified as Keynesians; on the

other hand, almost all neoclassicals are from western Europe. (Kunčič and Svetličič,

2011, p. 66)

In summation, institutions do matter in economics and should be included in the analysis. They

are the foundations on which economic projects stand on, they are the fabric of a civilized soci-

ety, which is a precondition for any sort of organized activity. This thesis does not aim to either

provide a general unified theory of institutions in international economics, nor does it claim that

its findings will stand without improvements, changes, or repudiations. Our aim is to firstly

contribute to the formation of a solid theoretical and empirical source for social science analysis

where institutions are either the center of attention, or should be taken into account, which we do

in the first paper and with the Institutional Quality Dataset, and secondly, to show the various

applications of both general and specific institutional concepts with the emphasis on international

trade and foreign direct investments applications.

Keywords: institutions, institutional quality, institutional dataset, institutional distance, bilat-

eral trade, intensive and extensive trade margins, bilateral FDI
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You praise the firm restraint with which they write –

I’m with you there, of course:

They use the snaffle and the curb all right,

But where’s the bloody horse?

Roy Campbell (1930, p. 104), (1901-1957)

On Some South African Novelists1

INTRODUCTION

The intellectual father of modern day (classical) economics is often considered to be Adam Smith

(1723-1790) with his magnum opus An Inquiry into the Nature and Causes of the Wealth of

Nations (Smith, 1776). In his work, Smith argued for free market economies as most beneficial for

societies. His ideas were later formalized in the work of Alfred Marshall (1842-1924), appropriately

named Principles of Economics (Marshall, 1890), which became the basis of neoclassical economics

we know today. Interestingly enough, the “invisible hand” concept on which this large body of

literature rests, was mentioned in The Wealth of Nations only once in Book 4: Systems of Political

Economy, almost in passing:

[individual] intends only his own security; and by directing that industry in such

a manner as its produce may be of the greatest value, he intends only his own gain,

and he is in this, as in many other cases, led by an invisible hand to promote an end

which was no part of his intention. (Smith, 1776, p. 477)

Smith did, however, spend a healthy share of the book pointing out the desired characteristics of

the environment, in which an economy lies, as pointed out by Forsgren and Yamin (2010). This

importance of institutional environment was largely overlooked by mainstream economics until

recently, as noted in an article online by Sen (2009):

Lack of clarity about the distinction between the necessity and sufficiency of the

market has been responsible for some misunderstandings of Smith’s assessment of the

market mechanism by many who would claim to be his followers [...] Smith viewed

markets and capital as doing good work within their own sphere, but first, they re-

quired support from other institutions-including public services such as schools—and

values other than pure profit seeking, and second, they needed restraint and cor-

rection by still other institutions—e.g., well-devised financial regulations and state

assistance to the poor—for preventing instability, inequity, and injustice.

The Wealth of Nations can thus be understood to be at least as much (but easily more) about the

necessary conditions for a market economy, as it is about well functioning decentralized markets.

If The Wealth of Nations discusses the formal rules that should guide a market economy, than the

preceding book titled The Theory of Moral Sentiments (Smith, 1759) touches upon the subject

1Coase (1998) paraphrases Campbell’s poem in an excellent essay on New Institutional Economics,

implying that the majority of mainstream economists ”study the circulation of blood without a body”

(Coase, 1998, p. 73).

1



of informal rules or morality, which is socially embedded but very relevant in any human cultural

or social interactions.

In a different but related strand of literature on the social contract, which examines the necessity

for a compact of rules governing society and their enforcement, philosophers of contractarianism

recognized the need for some mechanisms, which would govern human interaction. Thinkers such

as Thomas Hobbes (1588-1679), John Locke (1632-1704) and Jean-Jacques Rousseau (1712-1778)

actively pursued this idea of a necessity for rules of conduct and their enforcement. A well known

citation from Leviathan (Hobbes, 1651) describes what happens in the absence of such rules and

their enforcement, implying that the ”natural condition of mankind” is war, in which ”there is

no place for industry”, and ”the life of man, solitary, poor, nasty, brutish, and short”. (Hobbes,

1651, Chapter XIII)

Mainstream economics in the form of neoclassical economics is not generic. It can not uniformly

be applied to any given situation or environment and perform well. Social interactions or any

other interactions in an economic system do not happen in vacuum, even though they may be

mostly studied in such a way, neatly exogenizing other factors, which nevertheless, govern or have

an effect on interactions of subjects, be it individuals, organizations or firms or even countries.

The study of this factors is the core idea of what is today known as New Institutional Economics

(NIE). It must be noted that formally NIE rests on two influential papers that spawned trans-

action costs literature. The stream that started the river of research under the today’s name of

NIE originated from, in author’s words, a widely cited but little used paper titled The nature of

the firm (Coase, 1937), and has furthermore got another big boost from a later work entitled The

problem of social costs (Coase, 1960).

The space in which neoclassical economics operates is one where all transactions happen instan-

taneously and without cost. Coase (Coase, 1937, 1960) argued that legal rules in the form of well

defined property rights are necessary for obtaining an efficient outcome in cases with externalities.

He noted as well, that due to positive costs associated with bargaining, some of these welfare

enhancing transaction do not take place.

Property rights and legal rules are not the only factors contributing to transaction costs. A large

part of transaction costs can be attributed to the limited capacity of the human mind and in-

complete information. There are, naturally, other rules, which are named institutions and have

a direct or indirect effect on transaction costs, which should be taken into account in economic

analysis. ”It makes little sense for economists to discuss the process of exchange without specify-

ing the institutional setting within which the trading takes place, since this affects the incentives

to produce and the costs of transacting.” (Coase, 2005, p. 37)

The three scholars perhaps most exemplifying the field of NIE are tentatively Coase (1937, 1960),

North (1990, 2005b), and Williamson (1975, 2000), who incidentally coined the expression New

Institutional Economics (Williamson, 1975). North (1993) describes the relation of New Institu-

tional Economics to neoclassical theory:
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How does this new institutional approach fit in with neo-classical theory? It be-

gins with the scarcity hence competition postulate; it views economics as a theory

of choice subject to constraints; it employs price theory as an essential part of the

analysis of institutions; and it sees changes in relative prices as a major force inducing

change in institutions.

How does this approach modify or extend neo-classical theory? In addition to mod-

ifying the rationality postulate, it adds institutions as a critical constraint and ana-

lyzes the role of transaction costs as the connection between institutions and costs

of production. It extends economic theory by incorporating ideas and ideologies into

the analysis, modeling the political process as a critical factor in the performance

of economies, as the source of the diverse performance of economies, and as the

explanation for “inefficient” markets. (North, 1993, p. 2)

In essence, NIE endogenizes institutions in economic analysis and uses the tools of mainstream

economics for the analysis. We could also say, that in relation to neoclassical theory, where the

focus of the analysis is on choice, NIE focuses on contracts and interactions. But one would be

hard pressed to say that NIE represents a theory unto its own. It is more of a combination, a

framework of topics and principles within which analysis can be done. Thus, this work does not

aim to produce a general unified theory, as this is most likely a quest with uncertain end. It does

take a small step in that direction, with the taxonomic attempt in the first paper.

In this series of papers we try to reflect the general notion of endogenizing and/or examining in-

stitutions either by themselves or in other economic applications. Since we are most interested in

institutions in international economics applications, we divide our work into three larger blocks.

The first one deals solely with institutions, the second one examines trade and institutions, and

the third one is devoted to foreign direct investments (FDI) and institutions. While the first

building block is represented by one paper, the second and the third building blocks both consist

of two papers. Moreover, we gradually progress from concentrating only on formal institutions

in papers one to three, to including one set of informal institutions in paper four, and switching

the focus to only informal institutions in paper five.

In the first paper we present the problem of classification of institutions, present in the literature.

The definitions of institutions and frameworks for examining institutions are discussed, compared

and evaluated. We discuss institutions at large and lay the groundwork for the rest of the thesis,

both in terms of new institutional economics theory as well as in developing a unique dataset.

More than thirty existing institutional proxies are clustered into three homogenous groups of

formal institutions, as following from the theory on classification of institutions based on subject

category. Based on the classification on legal, political and economic institutions, a unique Insti-

tutional Quality Dataset containing institutional quality measures for all countries in the world

in the period 1990 to 2010 is developed, and also used in three of the subsequent four papers.

In the second paper we start examining some of the aspects of institutions in international trade.

It is there where the differences in institutional environments are most emphasized and come to

the forefront of importance. If we imagine the number of informal and formal rules necessary to

exchange some bushels of wheat for some bushels of corn within a country, can we only imagine
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the amount of informal and formal rules necessary to do the same exchange at an international

level. It is not straightforward to exchange a Chinese apple for a French pear, as the firms want-

ing to do the transaction come from two completely different institutional settings. The general

importance of institutions is examined and evaluated in a gravity setting, looking at trade of all

the countries in the world in the last twenty years, and by using the Institutional Quality Dataset

from the first paper. The innovation besides the application of new institutional measures lies

also in the research focus on examining the effects of institutional distances/institutional homo-

geneity, which is generally overlooked in the theory.

In the third paper we continue with the study of institutions and trade, but instead of looking

at world trade, we concentrate on Slovenia. We use this opportunity to present the structure of

Slovenian exports in detail, and due to the fact that we analyze firm level data on exports, we

are able to disaggregate trade into extensive and intensive margins on the country level, that is

either volumes per firm and number of exporting firms, or volumes per product and number of

products. Besides the concentration on examination of Slovenian exports and the comparison of

extensive and intensive margins, the focus is also on examining the effects of institutional factors

from the Institutional Quality Dataset as well as the effects of calculated institutional distances

in a gravity specification, trying to uncover where the institutional costs or frictions actually lie,

in intensive or extensive margins.

In the fourth paper, we shift the substance focus twice. Firstly, we move from the analysis of

international trade to the analysis of foreign direct investments. Secondly, we do not only fo-

cus on formal institutions, but also include a form of an informal institution. In this paper we

examine bilateral FDI inward stocks and how institutions affect them. The impact of formal

institutions from the Institutional Quality Dataset is examined, adding as in the previous two

papers, the innovation of the focus on institutional distances. Additionally, also a form of a belief

based informal institution is included in the shape of a measure for public opinion, which can

be economically liberal or non liberal. This allows us to shed some light on firstly the effect of

not only formal, but also informal institutions on FDI, which is a rarity in itself, but also on the

interplay between the effects of formal institutions and public opinion, as they relate to FDI.

In the fifth paper we continue with examining FDI, and go further in the examination of informal

institutions, as we focus completely on these issues. We use a unique survey about FDI pro-

motion and effects amongst the representatives of the FDI promotion sector. We examine what

types of informal institutions, that is attitudes, norms and beliefs, the people working in the FDI

promotion sector have. Cluster analysis is used with the aim of being able to clearly determine

different sets of beliefs, which the people in the FDI promotion sectors across Europe have, since

they are one of the critical actors in the formation process for FDI policies.

Finally, the conclusion of this thesis is devoted to briefly reasserting the importance of taking

institutional environment into account in economic and social sciences analysis, and to summa-

rizing the findings of each of the five papers in the thesis. Their common points, innovations and

conclusions are pointed out, the aim of this thesis reiterated and our contribution to the literature

conveyed.
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1 INSTITUTIONAL QUALITY DATASET

Abstract

In this paper we emphasize the role of institutions as the underlying basis for

economic and social activity. We describe and compare different institutional classi-

fications systems, which is rarely done in the literature, and show how to empirically

operationalize institutional concepts. More than thirty established institutional in-

dicators can be clustered into three homogenous groups of formal institutions: legal,

political and economic, which capture to a large extent the complete formal insti-

tutional environment of a country. We compute the latent quality of legal, political

and economic institutions for every country in the world and for every year. On this

basis we propose a legal, political and economic World Institutional Quality Ranking,

through which we can follow whether a country is improving or worsening its relative

institutional environment. The calculated latent institutional quality measures can

be especially useful in further panel data applications and add to the usual practice

of using simply one or another index of institutional quality to capture the institu-

tional environment. We make the Institutional Quality Dataset, covering up to 197

countries and territories from 1990 to 2010, freely available online.

Keywords: Institutions, institutional classification, institutional quality, institu-

tional change, competitiveness, institutional dataset.

JEL classifications: P48, F55
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1.1 Introduction

This paper discusses and contrasts existing frameworks for research on institutions and com-

piles an original dataset. Although many theoretical institutional descriptions are in use and are

suitable for general institutional debates, they are applicable to data to different degrees. Our

evaluation of existing institutional definitions and frameworks with the end goal of connecting

them to the data in mind, allows us to propose which institutional matrix is best for operational-

ization. We proceed by showing how, on this basis, a comprehensive Institutional Quality Dataset

can be constructed, which is readily available for other uses.

With the aim of finding good empirical counter parts to theoretical concepts, we choose a spe-

cific institutional classification system based on subject category, defining formal institutions as

legal, political and economic, and operationalize them with existing institutional proxies. We

depart from the literature, which tends to use one or another institutional proxy, and show how

to capture the true latent institutional quality within each group. We extract the underlying

relative quality of legal, political and economic institutions for every country in the world in

every year in the period 1990 to 2010 and rank the countries each year on a World Institutional

Quality Ranking (WIQR). This allows us to examine the countries in the world from a com-

parative institutional perspective. Both the relative institutional dynamics of a country with its

relative institutional quality scores, most useful in panel data cross country applications, as well

as absolute institutional quality variables and other statistical measures from this paper are freely

available in a dataset on the author’s webpage http://sites.google.com/site/aljazkuncic/.

The data can be used for further research, especially from an institutional perspective or as an

inclusion in terms of explanatory variables in other economic applications.

The importance of this paper is in that mainstream economics in the form of neoclassical eco-

nomics is not generic and self standing. It can not uniformly be applied to any given situation or

environment produce viable results. Social interactions or any other interactions in an economic

system do not happen in vacuum, even though they may be mostly studied in such a way, neatly

exogenizing other factors, which nevertheless, govern or have an effect on interactions of economic

agents (be it individuals, organizations or firms or even countries). The study of this factors is

the core idea of our paper and the field of New Institutional Economics (NIE), which amongst

others, is built on the contributions of Coase (1937, 1960), North (1981, 1990, 2005b), Ostrom

(1990, 2005) and Williamson (1975, 2000).

If the importance of institutions today is well acknowledged and extensively used in growth and

cross country income levels studies (Hall and Jones, 1999; Acemoglu et al., 2001; Easterly and

Levine, 2003; Rodrik et al., 2004), as well as assiduously within the general research program

of New Institutional Economics, there still lacks a common sense of what institutions are and

how can they can be classified. This is not so much a consequence of different definitions, but a

consequence of different frameworks used to study institutions, which have not yet been, to our

knowledge, evaluated and discussed in relation to one another, with which we start in our paper.

The paper is structured as follows. Section 2 defines institutions, presents institutional classifica-
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tions and relates out work to the rest of the literature. Section 3 describes the empirical proxies

used and offers a basic empirical overview. Section 4 describes the construction of the dataset

and presents some directly applicable empirical uses, such as the World Institutional Quality

Rankings. Finally, section 5 summarizes the paper and concludes.

1.2 Institutions, classification systems and other work

The most common and widely used definition of institutions can be attributed to Douglas North,

who defines institutions as formal and informal rules of the game, and their enforcement character-

istics (North, 1990, 1993, 2005a). North (1993) also demarcates institutions from organizations,

which are the players of the game, be it individuals, firms, organizations or any other definable

social construct. The game, in this respect, is any social interaction.

Often the definition of institutions will include the provision that institutions are all rules or

forms of conduct, which are devised with the intention of reducing uncertainty (as a consequence

of imperfect information and limited rationality), controlling the environment/game and lowering

transaction costs (Menard and Shirley, 2005).

Yet another, less succinct but equally important definition of institutions offers Ostrom (1990):

”Institutions” can be defined as the sets of working rules that are used to deter-

mine who is eligible to make decisions in some arena, what actions are allowed or

constrained, what aggregation rules will be used, what procedures must be followed,

what information must or must not be provided, and what payoffs will be assigned

to individuals dependent on their actions. (Ostrom, 1990, p. 51)

In Ostrom’s definition, the concept of arena or action arena (Ostrom, 2005) is analogous to

North’s concept of a game. If the definitions of institutions have a lot of common ground and

are widely accepted by the scientific community, there are still more variations in terms of how

to correctly sum up or classify everything, that can be considered to be part of the institutional

environment.

We discuss 3 commonly known classifications of institutions: subject category, degree of formality

and degree of embeddedness, which each in a different way try to capture the institutional matrix

(North, 1993, 2005a) or action arena (Ostrom, 2005). Regardless of the type of classification

chosen, the groups of institutions are almost always intersecting, both within as well as between

system of classification, which must be kept in mind, as it implies that there exists more ways

than one to classify institutions, even within a chosen type of classification. This holds especially

for the marginal institutions from the point of view of classifications, which have characteristics

of more than one group, and can so be classified as belonging to one group, the other group or both.

In respect to subject category, we can classify institutions as being legal, political, economic and

social institutions (Joskow, 2008), while it would be perfectly sensible to place the organizational

institutions within firms (also called modes of governance) into a separate group. Legal institu-

tions are the most omnipresent type of institutions, for some or another form of legislature can be
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found in practically any kind of, but most primitive or intimate, social interactions. They vary

from public or state devised legal institutions, to private legal institutions, which are realized in

contracts. Legal institutions are a large part of what is called formal institutions in the degree

of formality classification. The range of issues where legal institutions are important is vast,

some of the grave issues involve property rights, the origins of legal systems and their effects,

and enforcement of legislation. We can talk about political institutions at any time, when we

discuss polity in a broad meaning, the voters, electoral rules, political parties and rules of and

limits of a government or state. Economic institutions are being intersected to a large extent by

legal institutions and are institutions needed to secure a properly working market, such as the

legal system, enforcement of property rights, some parts of regulation, etc. Social institutions are

concepts such as norms, beliefs, trust, civic cooperation, and coincide largely with informal insti-

tutions in the degree of formality classification. The literature on social institutions also examines

and researches social capital and social networks. Lastly, institutions within a firm or modes of

governance are the micro organizational type institutions, which rest directly on transaction costs

concepts. The issues researched within this last group of institutions are what kind of types of

organization (ranging from a free market to a perfectly integrated firm) are most appropriate.

Classification on the degree of formality is the simplest, as there are only two, largely distinct

groups: formal and informal institutions. This classification follows directly from North’s def-

inition of institutions and is often used in general applications. Formal institutions are largely

laws (statute or common law or a combination of both), regulations and any other rules to which

people explicitly subscribe, while informal institutions are norms, conventions, codes of conduct,

trust, etc. and are the rules which are not explicitly written down and are below the social

surface. There is also an earlier similar distinction of institutions as being either constitutional

rules (such as the constitution and basic legislation), operating rules (legislation) and behaviour

rules (aimed at legitimizing the first two groups) (North, 1981). The first two groups can thus

be considered as formal institutions, and the third as informal institutions.

The degree of embeddedness or Williamson’s (Williamson, 2000) classification of institutions is

one of the most interesting, as it is able to describe the interlinking nature between formal and

informal institution with the concept of embeddedness of institutions. In this classification, in-

stitutions are ordered in four levels. Because lower levels of institutions are more embedded,

they change more slowly than higher levels of institutions. Level 1 institutions are mostly in-

formal institutions such as customs, traditions, norms and religion. Less embedded are Level 2

institutions or institutional environment, defined as the formal institutions or formal rules of the

game, especially property rights, polity, judiciary and bureaucracy. Level 3 are the institutions

of governance, where governance structures are aligned with transactions, especially contracts

with their transaction costs. Finally, Level 4 institutions present the rules that govern resource

allocation and employment, that is using the neoclassical marginal principles to maximize certain

objectives. Each higher level evolves more slowly than a lower level. The proposed frequency of

change for the first level is from 100 to 1000 years, 10 to 100 years for the second and 1 to 10 years

for the third, while changes at the fourth level can happen on a continuous basis. Additionally,

since levels are embedded in each other, each institutional level is constrained by the immediately

preceding lower (more embedded) level. There can be feedback from higher to lower levels as
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well, although the first constraining relationship is much stronger.

Apart from the suitability of theoretical classification for a chosen area of investigation, for any

empirical application one must take into account the possibilities for conceptualization of chosen

theoretical constructs. With that in mind we proceed with the subject category classification

(Joskow, 2008) and concentrate on three relatively homogenous groups of institutions: legal, po-

litical and economic. The reason for excluding social and organizational institutions is that the

institutions which could be grouped into the first or the second groups are still too heterogenous

for the groups to be thought of as representing a common underlying dimension. Additionally,

for the first three formal subject groups the availability of indicators both across countries as well

as in time is much better than for the social and organizational institutions, for which there are

few empirical proxies, and even fewer that are internationally comparable.

One of the advantages of our approach is that it is based on New Institutional Economics the-

ory. In that respect we are providing the link between theoretical constructs and their empirical

counterparts. We can compare and contrast our paper and the resulting dataset to three well

known projects, which are in the same track as ours, but different in their objectives, methodol-

ogy and goals. Firstly, perhaps the best known effort at capturing the institutional environment

of countries, among many other things, is the Global Competitiveness Report of the World Eco-

nomic Forum (Sala i Martin et al., 2011). Secondly, a project following a more similar logic as

ours is the Quality of Government project, compiled by the Quality of Government Institute at

the University of Gothenburg (Teorell et al., 2011). And thirdly, the CESifo Group in Germany

has been constructing an Institutional climate index (Eicher and Röhn, 2007), which is the most

similar to our paper.

The Global Competitiveness Report examines the competitiveness of economies around the world

on twelve pillars. It was initiated in 1979 and the 2011−2012 report covers 142 developed and

emerging economies. Since 2004, the report offers the Global Competitiveness Index which ranks

countries based on their scores in all pillars, which are based on more than 100 different measures.

The focus of the report are not institutions per se, but the competitiveness and productivity of

economies, albeit some pillars, especially the First Pillar: Institutions, are directly related to the

topic of this paper, and many indicators used by them are also used in this paper. However, the

report has a different stated focus, which is much broader than only institutions, has a very short

available time span, and is not trying to capture the institutional environment of countries in the

same capacity the theory would imply. The aggregated Global Competitiveness Index, as well as

its major construction blocks, also go against the logic that in terms of institutions, aggregation

is tricky and only the measures with a clear common underlying dimension should and can be

aggregated together.

Avoiding aggregation altogether, the Quality of Government Institute at the University of Gothen-

burg, compiles a comprehensive cross-sectional and time series dataset with global coverage vary-

ing in time and countries, depending on the variables included. They comb the literature for

an impressive amount of indicators related to the quality of government, and offer them in a

merged dateset for easier use. The variables are collected in three groups: ”WII (What It Is)
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variables, that is, variables pertaining to the core features of QoG (such as corruption, bureau-

cratic quality, and democracy)[,] HTG (How To Get it) variables, that is, variables posited to

promote the development of QoG (such as electoral rules, forms of government, federalism, legal

& colonial origin, religion and social fractionalization)[,] WYG (What You Get) variables, that is,

variables pertaining to some of the posited consequences of QoG (such as economic and human

development, international and domestic peace, environmental sustainability, gender equality,

and satisfied, trusting & confident citizens)” (Teorell et al., 2011, p. 36). The variables from

the first two groups are used extensively also in this paper, the difference being the theoretical

underpinning and aggregation of variables, which they do not attempt.

In terms of the spirit of this paper, the final product - the Institutional Quality Dataset, is most

related to a dataset offered by CESifo Group in Munich (Eicher and Röhn, 2007). They compose

an Institutional climate index for OECD countries from 1994 onwards. The index, composed

out of eight parts, is primarily intended “to assess the extent to which individual OECD coun-

tries possess the institutional quality to achieve economic growth” (Eicher and Röhn, 2007, p.

39), which also means that its “components are selected and weighted based on their predictive

power” (Eicher and Röhn, 2007, p. 40). Firstly, their focus and weighting on the predictive

power of indices for economic growth with the focus on only OECD countries is the first main

difference between the dataset constructed in this paper and their work. Our dataset has from 94

to 109 complete institutional country values for each year from 1990 to 2010 and is not restricted

to the OECD countries. Secondly, we start from the theoretical foundations of institutions and

thus do not weight institutional proxies by their GDP predictive power, but rather show how

New Institutional Economics theory can be operationalized to capture the bulk of what is known

as institutional environment. We do not believe in the possibility of forming a single variable

that could adequately describe the entire institutional environment of a country, as (Eicher and

Röhn, 2007). Although several indices used by the authors such as some from Polity IV project,

International country risk guide, Freedom House, Fraser Institute and the World Bank are also

used in our paper, others are different and most do not coincide. Moreover, comparing our three

institutional measures with parts of Institutional climate index, the difference is that most parts

of the Institutional climate index would actually not be called institutions in our work (using

North’s rules of the game definition (North, 1990), as they also represent policy choices, market

outcomes, preferences and their interactions. Our work thus contributes to the literature both in

terms of country and year coverage and in terms of linking the theoretical institutional concepts

with the empirical counterparts, without biasing the composition of the institutional measures

with a particular end-game in mind.

1.3 Institutional measures and empirical overview

The important issue in empirical research is how to conceptualize the theoretical constructs. In-

stitutions are latent factors within the economic system, and it is hard to find one proxy which

would suitably represent the quality of the institutional environment. A composite indicator

which combines the information of several empirical measures is a better solution. It can be

based on a simple average of more variables or better yet, extracted as the latent factor with
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factor analysis, so that it truly represents the underlying institutional dimension, which the in-

stitutional proxies share.

After a careful review of the available empirical institutional indices which correspond to the

above stated definition of an institution, we compose a table of the ones that have the longest

time coverage, that is a coverage starting at least in the 1990s, and include the bulk of the coun-

tries in the world. If the case was that and indicator is poor either in terms of the cross-sectional

coverage (including less than 100 countries), or in terms of time coverage (starting from only with

the year 2000 or later), it was not included in our analysis. As an additional criteria, we give

preference to the indicators with a proven track record in the literature and to the original source.

In the 2000s the availability of institutional proxies has increased dramatically. We do not, how-

ever, include the more recent indicators, as that would limit the sample to a much shorter period,

or make the results hard to justify and compare on the time dimension. Not ideally, but necessary

for our purposes, excellent indicators with either only a cross-sectional coverage or starting only

in 2000s such as Democracy and dictatorship dataset (Cheibub et al., 2010), Regulation of labor

(Botero et al., 2004), Doing business indicators (The World Bank, 2013a), Global competitiveness

index (Sala i Martin et al., 2011), Political constraints index (Henisz, 2013), and others, cannot be

included in the dataset. Most of them are, however, collected within the Quality of Government

Institute’s project at the University of Gothenburg in their raw form (Teorell et al., 2011). At the

end of the next section, we also discuss the sensitivity of the dataset to inclusion and exclusion

of raw institutional indicators.

A further note on the empirical institutional measures available in the literature is, that some

institutional measures provide a clear ordinal ranking, which are the measures that we use in this

paper, while others such as Cheibub et al. (2010) are more focused on classification of different

institutional frameworks. Those measures correspond more to the Varieties of Capitalism (VOC)

approach, originated by Hall and Soskice (2001). ”The key notion here is institutional comple-

mentary: put simply, institutions across different areas must be consistent with one another in

order to support economic development. There is no a priori assumption that market or strategic

coordination is intrinsically better.” (Kunčič and Šušteršič, 2012, p. 241). Putting it differently,

with the VOC, there is no assumption that pro-market institutions are better than some other

combination of institutions, which is the underlying notion of the ordinal institutional measures

we select and analyze in this paper.

With time coverage, geographic coverage and suitability of established indicators in mind, we

collect the empirical proxies. The list however is not exhaustive and it is, admittedly, subjective

to some degree, although the number of indicators used and the technique of extracting the latent

institutional factor goes a long way to capturing the true underlying institutional quality, which

is not dependent on only a couple of included or excluded institutional proxies. We group the

empirical proxies into three relatively homogenous groups of formal institutions: legal, political

and economic, as showed in Table 1.1, which also includes the coverage and source of the in-

dicator, while the name of the indicator itself represents what the indicator is capturing. The

institutional measure includes most countries in the world with various coverage and are predom-
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inantly available on a yearly basis in the period from 1990 to 2010. Authors and sources of the

data are, as follows in the table, Miller et al. (2010), Freedom House (2012a), Freedom House

(2012b), Gwartney et al. (2012), The PRS Group (2013), Kaufmann et al. (2013), Marshall et al.

(2013), Keefer and Stasavage (2003), Transparency International (2013), Gibney et al. (2013).

Most indicators are available from 1990 to 2010, while some begin in the early or middle 1990s.

Specifics for the availability of institutional proxies are further discussed in the Appendix.

Table 1.1: Institutional proxies

Institutional group and measure Source Code

Legal institutions

Index of Economic Freedom: Property rights The Heritage Foundation and WSJ L1

Freedom of the Press: Legal Environment* Freedom House L2

Freedom in the World: Civil Liberties* Freedom House L3

EFW Index: Judicial independence Fraser Institute L4

EFW Index: Impartial courts Fraser Institute L5

EFW Index: Protection of property rights Fraser Institute L6

Law and order ICRG L7

Religion in Politics ICRG L8

Rule of Law WB WGI L9

Political institutions

Freedom of the Press: Political Environment* Freedom House P1

Freedom in the World: Political Rights* Freedom House P2

Institutionalized Democracy - Institutionalized Autocracy Polity IV P3

Checks and balances WB DPI P4

Democratic accountability ICRG P5

Corruption ICRG P6

Bureaucratic quality ICRG P7

Internal conflict ICRG P8

Military in politics ICRG P9

Control of Corruption WB WGI P10

Corruption perceptions index Transparency international P11

Political terror scale* Political terror scale P12

Economic institutions

Index of Economic Freedom: Financial Freedom The Heritage Foundation and WSJ E1

Index of Economic Freedom: Business freedom The Heritage Foundation and WSJ E2

Regulatory Quality WB WGI E3

Freedom of the Press: Economic Environment* Freedom House E4

EFW Index: Freedom to own foreign currency bank accounts Fraser Institute E5

EFW Index: Regulation of Credit, Labor, and Business: Credit market regulations Fraser Institute E6

EFW Index: Regulation of Credit, Labor, and Business: Labor market regulations Fraser Institute E7

EFW Index: Regulation of Credit, Labor, and Business: Business Regulations Fraser Institute E8

EFW Index: Foreign ownership/investment restrictions Fraser Institute E9

EFW Index: Capital controls Fraser Institute E10

Investment profile ICRG E11

* Scale is inverse, a higher number implies lower quality.

Source: As noted in the table.

A quick look at the general quality of institutional environments around the world can be taken

with cluster analysis. We condense all the information on institutional proxies to one time period

to get an overview of how similar countries are. Cluster analysis allows us to cluster similar

countries in terms of institutional quality together and forms homogenous groups. We use hi-

erarchical clustering with Euclidean metric and Ward’s error sum of squares method. We take

the average of institutional proxies in the entire period, which yields 111 countries with average

values for all institutional proxies.2 We firstly standardize the average institutional measures not

to be dependent on the scale used in further calculations. To enlarge the sample we use a variant

of the nearest neighbor matching within each institutional group to determine which countries

are closest to each country, and then substitute the missing values of countries which are missing

2Freedom of the Press indicators have three different scales in the examined period, which is remedied

by dividing the values with the maximum value in each period in order for the averages not to be dependent

on the number and years of observations.
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less than one third of their institutional proxies within each group with the average of the value

of the two closest neighbors. This leaves us with 126 countries on which we continue the cluster

analysis.3 The dendrogram (available upon request), where the length of vertical lines shows

dissimilarity between groups, implies a big divide into two large groups of countries, one with

better general quality of institutional environment and one with worse, or, more interestingly, a

clustering solution into five groups of countries, which is also shown on a world map in Figure 1.1.

Figure 1.1: New institutional world order

1
2
3
4
5
No data

Source: own calculation

The quality of institutional proxies within each group is best examined when comparing the

average values for each proxy between clusters for legal, political and economic institutions, re-

spectively (tables available upon request). Based on that, we can also interpret the average cluster

characteristics. Cluster 1 is really bad, as it scores consistently around one standard deviation

below the average in all three institutional groups. In contrast, cluster 5 is doing extremely well,

as it scores consistently one or more standard deviations above the average. Cluster 4 is also good,

with having most of the institutional proxies well above the average. The two more interesting

clusters are clusters 2 and 3. In terms of the legal environment, cluster 2 scores poorly on the

quality of courts and protection of property rights, and reasonably well on freedom of the press,

civil liberties and interference of religion; the opposite goes for cluster 3. In terms of the political

environment, cluster 2 and 3 mostly have average scores, with the exception of cluster 3 doing

very badly on the autocracy versus democracy measure, checks and balances and democratical

accountability, but very well on the corruption measure. Finally, in terms of economic institu-

tions, cluster 2 is bad, with scores significantly below the average, while cluster 3 is doing well,

with the same exception as before, that is the oppression of the press.

Table 1.2 lists the countries belonging to each of the clusters. A look at the average GDP per

capita, literacy rate and life expectancy for each cluster, points to the average state of the world

3We allow ourselves to employ this procedure to enlarge the sample in order to be able to provide a

better snapshot of the world. Since the safeguard of substituting missing values for only those countries

which already have two thirds or more of all other available values is used, the procedure does not have a

large effect on the cluster results. It does, however, enable us to include 15 extra countries on the map,

which would otherwise be excluded.
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in those countries. The 28 countries in cluster 1 have extremely hard living conditions, as they

have an average GDP pc of only 933 USD, a life expectancy of less than 58 years and a literacy

rate of less than 67%. All in all, they are underdeveloped, poor, and sometimes even politi-

cally unstable, and have a large intersection with Paul Collier’s bottom billion countries (Collier,

2007), although the group is three times as large, with almost 3 billion people living there. The

18 countries in cluster 5 are the complete opposite and are the so called developed world, with a

high incomes of over 34000 USD, life expectancy of 78 years and almost perfect literacy rate at

99%. Those are in fact the best living conditions one could hope for, but only 700 million people

get to enjoy them. The highest number of countries is clustered into cluster 2, where we can find

42 countries. Their average income is still very low, but more than twice the one of cluster 1, and

they have a significantly higher life expectancy and literacy, at 66 years and 82%, respectively.

Institutionally however, they are not doing that well, especially on legal and economic institu-

tional quality. Cluster 4 with 26 countries and 400 million people, which prevalently consists of

reasonably developed countries with also some very developed countries, has an average GDP per

capita of over 11000USD but high life expectancy at 73 years and extremely good literacy rate of

95%. The most mixed group is in fact cluster 3, where there are only 12 countries with a sum of

133 million people. What makes them similar outside of the variables in question is the fact that

they are, apart from Hong Kong, all countries with a majority muslim religion. In terms of their

average GDP per capita and life expectancy, they even exceed cluster 4, but are behind it for

more than 10 percentage points in literacy. The specific institutional system in these countries

seems to be one in which countries tend to oppress certain groups in their populations. It seems

that countries in cluster 3 seem to be reasonably well off, with the exception of providing certain

civil liberties (which might depend also on gender and religion), democratic accountability and

free media, which is problematic for some more than for others.

Table 1.2: Cluster memberships (number of countries)

1 (N=28) 2 (N=42) 3 (N=12) 4 (N=26) 5 (N=18)

Angola Albania Peru UAE Bahamas Australia

Azerbaijan Argentina Philippines Bahrain Botswana Austria

Bangladesh Armenia Papua New G. Hong Kong Chile Belgium

China Burkina Faso Paraguay Jordan Costa Rica Canada

Cote d’Ivoire Bulgaria Romania Kuwait Cyprus Switzerland

Cameroon Bolivia Russia Morocco Czech Republic Germany

Republic of Congo Brazil El Salvador Malaysia Spain Denmark

Algeria Colombia Serbia Oman Estonia Finland

Egypt Dominican R. Thailand Qatar France United Kingdom

Ethiopia Ecuador Turkey Saudi Arabia Greece Ireland

GuineaBissau Gabon Tanzania Singapore Hungary Iceland

Haiti Ghana Ukraine Tunisia Israel Japan

Indonesia Guatemala Venezuela Italy Luxembourg

Iran Guyana Zambia South Korea Netherlands

Kazakhstan Honduras Lithuania Norway

Kenya Croatia Latvia New Zealand

Burma India Malta Sweden

Niger Jamaica Namibia United States

Nigeria Sri Lanka Poland

Pakistan Moldova Portugal

Senegal Madagascar Slovakia

Sierra Leone Mexico Slovenia

Syria Mali Trinidad & Tobago

Togo Mongolia Taiwan

Uganda Mozambique Uruguay

Vietnam Malawi South Africa

DR of Congo Nicaragua

Zimbabwe Panama

Source: own calculation
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Returning to the world map in Figure 1.1, the quality of institutional environment data of the

last 21 years is clearly implying a geographical division of the world, in terms of the quality of

institutions. The highest quality of institutional environment can be found in North America,

Australia, central and northern Europe or Japan. At the other extreme of countries with ex-

tremely poor quality of institutional environment and high on the not to move there institutional

list, are countries in Central America, Asia and most of South America and Africa.

1.4 Building up the dataset and examples of applica-

tions

We proceed with a description of dataset construction and some applications in terms of com-

parative institutional analysis of all the countries in the world, which is based on results of

confirmatory factor analysis. Factor analysis allows us to calculate the latent underlying factor in

each institutional group, which represents what the institutional proxies have in common within

each group. It enables us to arrive at three country level institutional quality variables: legal,

political and economic, which form the heart of our institutional dataset and can then be used

also in other economic applications. In this section, we also show the usefulness of our calculated

institutional quality measures by showing institutional rankings of countries and display changes

in country institutional rankings throughout the period.

There are two options for cluster analysis, we could either calculate the latent factors within each

institutional group for every country separately throughout the observed period (intra country),

or for every year separately for all the countries (inter country). Intra country factor analysis

is not optimal due to a poor intersection of institutional indicators, and since we have more full

observations for each yearly factor analysis when taking the second route, we proceed with the

inter country factor analysis, one for every viable year in the sample.

Table 1.3 shows both the coverage of countries with institutional proxies, and their internal con-

sistency within each institutional group, using two measures; Cronbach’s alpha(Cronbach, 1951)

(calculated on raw variables) and a simple measure of our own. Cronbach’s alpha tells us whether

the variables within each group are internally consistent, that is, measuring the same thing. The

values range from 0 to 1, and a rule of thumb generally used is that anything above 0.7 is ac-

ceptable (Nunnally, 1978), while values above 0.8 are good and above 0.9 excellent. The legal,

political and economic availability indicator is simply the number of usable indicators in a given

year as a share of the maximum possible indicators. The calculations based on more indicators are

more sound than the calculations based on an available subset, however, less than one third of the

maximum of proxies is never used, which is at least three within legal and economic institutions,

and at least four within political institutions. Finally, the last four columns show the number of

observations (countries) in each year, that have values for the usable institutional proxies. The

last column shows the good coverage of the dataset, as every year, more than 100 countries have

full observations for all three institutional groups; legal, political and economic.

We start the factor analysis by firstly standardizing the variables across countries for each year.

When an indicator has a very poor coverage in certain years, that indicator is excluded for those
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Table 1.3: Internal consistency, reliability, and coverage

Legal

Alpha

Legal

Avail-

ability

Political

Alpha

Political

Avail-

ability

Economic

Alpha

Economic

Avail-

ability

Legal

country

observa-

tions

Political

country

observa-

tions

Economic

country

observa-

tions

All

country

observa-

tions

1990 0.71 0.33 0.92 0.75 0.77 0.45 128 113 105 105

1991 0.73 0.33 0.93 0.75 0.77 0.36 128 112 105 105

1992 0.71 0.33 0.93 0.75 0.79 0.36 127 113 105 105

1993 0.81 0.44 0.93 0.83 0.80 0.45 127 116 105 105

1994 0.82 0.44 0.93 0.83 0.81 0.45 127 117 105 105

1995 0.90 0.89 0.93 0.92 0.87 0.91 107 117 107 107

1996 0.88 0.67 0.94 1.00 0.89 0.73 119 117 102 102

1997 0.89 0.67 0.95 1.00 0.90 0.73 121 118 103 103

1998 0.89 0.67 0.94 1.00 0.89 0.73 123 120 104 104

1999 0.89 0.67 0.94 1.00 0.90 0.73 135 129 111 111

2000 0.93 1.00 0.95 1.00 0.90 1.00 112 128 111 111

2001 0.93 1.00 0.94 1.00 0.91 1.00 110 129 109 109

2002 0.93 1.00 0.94 1.00 0.92 1.00 109 129 108 108

2003 0.93 1.00 0.94 1.00 0.92 1.00 112 116 111 111

2004 0.93 1.00 0.95 1.00 0.91 1.00 104 120 103 103

2005 0.94 1.00 0.94 1.00 0.91 1.00 105 125 104 104

2006 0.93 1.00 0.94 1.00 0.91 1.00 109 125 108 108

2007 0.94 1.00 0.94 1.00 0.91 1.00 111 126 110 110

2008 0.93 1.00 0.94 1.00 0.92 1.00 110 128 109 109

2009 0.93 1.00 0.94 1.00 0.91 1.00 113 128 112 112

2010 0.93 1.00 0.94 1.00 0.90 1.00 115 129 115 114

Source: own calculation

years, as it would otherwise severely limit the coverage of the factor analysis for those years. The

factor equation, which breaks the total variance of each institutional indicator on the variance

of the common latent factor - communality, and indicator specific variance, is estimated in two

steps. Firstly, we estimate the communalities with the principal factor method, which is most

appropriate for smaller samples. Next, since we are searching for only one latent factor within

each institutional group and thus are not constrained with within factor correlations, we use

the orthogonal rotation with Varimax method, which is most suitable when we want to explain

every indicator with one or a minimal number of factors. Factor analysis is very suitable for our

purposes, as allows us to test the hypothesis that each of the institutional groups is homogenous

and can be explained by only one latent factor. This implies the eigenvalue of first factor in each

group should greatly exceed the eigenvalues of other factors (also, the Kaiser criterion suggests

keeping only factors with eigenvalues of greater than one). Putting it differently, the variance of

each indicator within each group should be explained well with only one latent factor, if all the

indicators in fact point to the same underlying latent institutional quality. The statistics imply

that we are right in our assumption that each of the three groups are in fact homogenous, as

the eigenvalue of the first latent factor is always much higher than the eigenvalue of the second

factor, in fact, the first eigenvalue exceeds the second one every year by a factor of at least four

in legal and political institutions, and at least six in economic institutions.

Additionally, the rule of thumb tells us that every good indicator for the latent factor should have

a communality of 0.2 or more (a lower communality implies the indicator is capturing something

else than the others), which allows us to test the strength and usefulness of indicators within

each group. Practically always the majority of the variance of indicators is explained with the

first latent factor, leading us to believe that the first factor is performing well in capturing the

latent quality of legal, political and economic environment, respectively, as already Cronbach’s

Alpha would imply. With the exception of ICRG religion in politics indicator and some years for

the Labor Market Indicator from Fraser Institute, all indicators are very strong, implying that
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overall the indicators chosen do in fact capture the same underlying factors. The factor loadings,

that is Pearson correlations of each indicator with the latent factor, point to the fact that the

first factor is always highly correlated with the indicators within each institutional group (with

the exception already mentioned), and moreover, that the indicators with the inverse scale load

the factor negatively, which implies that the latent factors do in fact represent the quality of un-

derlying institutional environment monotonically, a higher value of the latent factor thus always

implies a better quality of the institutional environment.

The most useful result of the factor analysis are the standardized factor scores, which are gen-

erated within each institutional group and year for all the available countries. These values are

directly comparable across countries and thus can be used in any international economics appli-

cation. The yearly coverage with these new measures of institutional quality span for 21 years for

all three institutional groups; legal, political and economic, respectively. Wanting to control for

all formal institutional quality dimensions in a panel, for instance, leaves us with a 21 year time

period and a coverage from 102 to 113 countries, which is a reasonable amount of panel data, as

it amounts to 2251 full country observations.

When interested only in the within country dynamics, the data regrettably does not facilitate

factor analysis. Instead, we take all available indicators and express each country value as a share

of the maximum, then compute a country average for every institutional group. This way, we also

arrive at three indicative absolute measures of legal, political and economic institutional quality,

which reflect solely internal institutional changes, t.i. how the country is doing in time in relation

to itself, not others. For indicators with an inverse scale, the scale is firstly adjusted. The raw

institutional scores are then, in order to adjust for different ranges, recalculated as s−mins
maxs−mins

,

where s stands for an institutional score or value. This procedure neutralizes the scale effects of

different indicators, constraints all indicators to the range between zero and one, and thus allows

each indicator to weighted equally when taking the country-year means. Furthermore, not to

allow disproportionate impact of any single factor within each institutional group, the means are

calculated only for country-years when at least one third of possible indicators have non missing

values. Since all in all this is a considerably cruder statistical approach compared to the factor

analysis for the first set of relative institutional quality measures, it warrants for a careful use of

the calculated indicative absolute institutional quality measures.

Institutional factor scores are correlated with each other, as follows from Table 1.4. Legal in-

stitutional quality indicator correlates with the political and economic one at 0.92 and 0.83,

respectively, and the Political and Economic institutional quality indicators are correlated at

0.81. The remaining factor specific variance in all three indicators thus implies that they never-

theless capture different dimensions of the institutional environment.

The calculated institutional quality variables, not surprisingly, also correlate strongly with real

GDP per capital (in 2000 USD), with the strength of correlation in the order of legal, economic,

and political institutional quality, and with other institutional quality measures. Table 1.4 shows

the pairwise correlations between our relative institutional quality measures based on factor anal-

ysis, the absolute institutional quality measures, real GDP p.c., the Institutional Climate Index,
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the mean of the World governance indicators, Global Competitiveness Index and the Institutional

subpart of the Global Competitiveness Index. All correlations are strongly significant and pos-

itive, at the significance level of less than 0.1%, implying a common ground to all institutional

quality variables, but at the same time clearly reveal that some variation is specific to our calcu-

lated institutional quality variables, which also cover the widest time span as compared to other

institutional measures. The calculated institutional quality variables can thus easily be used in

panel data international economics application.

Table 1.4: Correlations of institutional quality measures

Legal Inst. Q. Political Inst. Q. Economic Inst. Q.

Legal Inst. Q. 1.00

Political Inst. Q. 0.92 1.00

Economic Inst. Q. 0.83 0.81 1.00

real GDP p.c. 0.75 0.68 0.72

Legal Inst. Q. Abs. 0.96 0.92 0.81

Political Inst. Q. Abs. 0.90 0.99 0.79

Economic Inst. Q. Abs. 0.68 0.73 0.89

WGI mean 0.97 0.94 0.91

Institutional Climate Index 0.77 0.76 0.76

GCI 0.86 0.74 0.80

GCI: 1st pillar - Institutions 0.92 0.71 0.78

Notes: WGI - Worldwide Governance Indicators, GCI - Global Competitiveness Index

Source: Kaufmann et al. (2013); Eicher and Röhn, 2007; own calculation

The quality of institutional environment by country and institutional group can also be presented

as a ranking of factor scores for all countries and years, which we call World institutional qual-

ity ranking - WIQR. This rankings for legal, political and economic institutions can simply be

constructed for every year of the sample in two ways. The first set of WIQRs are constructed by

only including the countries which have all observations on the quality of institutions available in

the studied period, which yields 84 countries for Legal WIQR, 88 countries for Political WIQR

and 84 countries for Economic WIQR. The second set of rankings are again constructed year by

year, but with the inclusion of all available countries in each year. The second set represents the

maximal coverage for WIQR in each year, but can not be straightforwardly compared from year

to year, as movements up and down WIQR can be caused either by country’s own changes in

the relative quality of institutional environment, or by the inclusion or exclusion in the rankings

of a other countries. The dataset does however facilitate a user with an interest in following a

country on rankings which does not have all the values available, to form new WIQRs based on

only the sample of countries including the country of interest. This way, the specific WIQRs are

then consistent for looking at how the rankings of this specific country change through time.

For every country, the ranking in each year for each institutional group can be presented on a

graph, which shows how the country is progressing, in terms of institutional quality, relative to

other countries in the world. Place on the WIQR for USA, Germany and Turkey, which all have

observations for the entire sample, can be seen in Figure 1.2 for legal institutions, in Figure 1.3

for political institutions and in Figure 1.4 for economic institutions. A negative trend indicates

that a country is improving the quality of a given set of institutions through time, relative to

the others (climbing the institutional quality ladder), while a positive trend implies a country

is loosing its institutional competitiveness. The graphs imply that in terms of relative quality

of legal environment, Germany has been increasing it, overtaking USA in 2002, which has be
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loosing on the legal front slightly. Turkey, although at a different level - signifying a much worse

overall state of the legal environment, shows fastest improvements. In terms of relative quality

of political environment, Germany has been keeping its place throughout the sample, USA shows

slight regression, while Turkey has been very volatile in this respect, balancing out after 2004 at

a slightly better position than it started. Finally, in terms of the relative quality of economic

environment, the USA and Turkey have both been sustaining their position, but on considerably

different planes, while Germany has been loosing its economic institutional quality, although fi-

nally converging to the USA at the end of the period.

Figure 1.2: Place on the legal WIQR
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Figure 1.3: Place on the political WIQR
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Figure 1.4: Place on the economic WIQR
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Looking at the relative institutional dynamics of any country in the world, say USA depicted in

the graphs, the question remains whether USA is digressing on its legal and political institutional

fronts only relative to other countries in the world, that is to say other countries are improving

their institutional quality faster than USA, or also in absolute terms. Digressing in absolute

terms would imply that the absolute quality of institutions is digressing within the country. A

graph of within USA institutional dynamics with all three institutional absolute quality values is

shown in Figure 1.5. The graph firstly implies, as have the relative rankings, that the USA is very

high up the quality ladder with institutions. Secondly, it also reveals that the absolute quality

of economic institutions does not show a clear trend as it is too volatile, while both legal and

political institutional quality seems to be deteriorating. To put it differently, the USA is not di-

gressing on its political and legal institutional quality only because of others, but because of itself.

Figure 1.5: Absolute quality of institutions
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Moreover, we can see who the winners and loosers are in terms of institutional dynamics, by

comparing country specific institutional linear trends in all three WIQR. Bottom five countries

with worst dynamics and top five countries with best dynamics are shown in Table 1.5 for each

institutional group, based on the WIQRs for countries with observations in all years. The coun-

tries that made the highest strides in terms of the improvements in their relative institutional

qualities are the countries that started quite low with the absolute quality of their institutions

in the beginning of 1990s. The progression is quite remarkable, looking for instance at United

Arab Emirates reveals that the country took over 22 and 24 countries in the quality of legal

and political institutions, respectively. On the other extremes are countries which worsened their

institutional systems relative to others. Ecuador, for instance, was in the period beaten by 54,

33 and 42 countries in the quality of legal, political and economic institutions, respectively.

The availability of the factor analysis based calculated institutional quality values as well as the

simple within country absolute institutional quality averages is from 1990 to 2010, and ranges
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Table 1.5: Trend changes in World Institutional Quality Rankings

Best dynamics Worst dynamics

N Trend N Trend

Legal institutions

Sri Lanka 21 -1.978 Ecuador 21 2.74

Kuwait 21 -1.974 Paraguay 21 2.577

Malaysia 21 -1.886 Russia 21 2.192

UAE 21 -1.748 Argentina 21 2.084

Tunisia 21 -1.688 Bolivia 21 1.748

Political institutions

Indonesia 21 -2.175 Zimbabwe 21 2.231

Qatar 21 -2.03 Papua New Guinea 21 1.905

Panama 21 -1.782 Ecuador 21 1.786

UAE 21 -1.755 Gambia 21 1.631

El Salvador 21 -1.697 Pakistan 21 1.327

Economic institutions

Romania 21 -2.926 Argentina 21 2.852

Bulgaria 21 -2.518 Bolivia 21 2.76

Hungary 21 -2.483 Ecuador 21 2.734

Malta 21 -2.238 Paraguay 21 2.716

Israel 21 -2.044 Venezuela 21 2.652

Source: own calculation

from the minimum of 2252 observations for the relative Economic Institutional Quality, to 3776

observations for absolute Economic Institutional Quality. This data is freely available on the

author’s webpage, as the relative institutional quality values are especially useful in panel data

cross country applications. The dataset includes the world bank iso3 country codes, country

names and years, the three institutional quality measures based on relative factor scores, the

adjunct World Institutional Quality Rankings for all three sets of institutions (one triplet only

ranking countries with observations in all periods, one triplet ranking all countries), the three

absolute quality of institutions measures and countries’ cluster memberships, as presented in this

paper.The Appendix shows the variable names, labels and some basic summary statistics in a

table.

Besides the use as controls in panel data applications, some other possible uses of the Insti-

tutional Quality Dataset include, but are not limited to the following research tracks. Using

cluster analysis it is possible to examine whom to look up to and whom not to in terms of in-

stitutions, researching institutional role models and rotten apples by looking at the world from

an institutional perspective in several different time points, clustering the countries according to

the quality of their institutional environment and then highlighting the countries which switched

from worse to better clusters, the role models, and countries, which switched from better to

worse clusters, the rotten apples. Cluster analysis and the use of multiple indicators is a neces-

sity, as the use of only one indicator can often be misleading, especially in country groupings,

rankings or comparisons. A natural prerequisite and a research topic on its own is the institu-

tional structure of the world and how it changes, an extension to the static New Institutional

World Order map in this paper. A similar and interesting line of research includes the question

of institutional convergence, where the data allows for researching whether countries in different

regions in the world converge on the quality of their institutional environment or not. From the

available data, institutional risk, change and contagion can also be extracted, where one can look

at how institutional changes across countries and time are connected to each other, examining

patterns of institutional change around the world and quite possibly using these institutional risk

measures as international business risk indicators. The applications are plentiful, and the dataset

is constructed with keeping these issues in mind, and making the data as user friendly as possible.
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To test the robustness of the calculated latent qualities of legal, political and economic insti-

tutions, we compare the calculated values from this paper to the values from the first working

version of the paper available as Kunčič (2012b), where some indicators used are different, as

well as the procedure before factor analysis includes some additional data modifications. Com-

paring the Institutional Quality Dataset of this paper to the working version dataset, four legal

institutional proxies are dropped and one added, three political institutional proxies are dropped

and one added, and one economic institutional proxy is dropped and four added. The pairwise

Pearson correlation coefficients between the ”old” and the ”new” extracted latent institutional

qualities are 0.98 for legal, 0.98 for political and 0.94 for economic institutional quality. This

serves as a robustness check that in fact including or excluding some particular institutional mea-

sures from our analysis does not change the calculations much. As the list of the proxies used

in the analysis depends on some argumentative choices, and could in some respects be either

expanded or reduced, this reassures us that the procedure used in this paper and the resulting

dataset has a certain measure of robustness.

As a final note, since the dataset has been constructed out of many sources, using several statistical

aggregation procedures, the choice when deciding for a criteria for an inclusion of some calculated

statistic was always between the inclusion of more values and higher volatility with outliers on

one side, or less data and a more stable data series, but also much poorer in terms of time and

country coverage, on the other. The decision was predominantly in favor of the first one, which

also implies outliers are bound to occur in the dataset. These statistical artifacts should thus be

discounted when discovered.

1.5 Conclusion

The aim of this paper is to firstly define and discuss different classification systems of institutions,

and then to bring an appropriate institutional classification system to the data and compose a

dataset of underlying institutional quality for every country in the world and for a longer time

period. We collect more than thirty institutional indicators widely used in the literature that have

a reasonable time span and coverage, and use the institutional classification based on subject cat-

egory to group them into three sets of formal institutions: legal, political and economic. We then

extract the true underlying institutional qualities for legal, political and economic institutions

and show how the results can be used for social science research.

Looking at how countries cluster together in terms of their average institutional quality in the

studied period reveals that countries can be clustered into five clusters, which roughly correspond

with levels of development. The most developed countries in terms of income, longevity and

literacy are also ahead in the quality of all three sets of institutions. The second most developed

group follows both in terms of development and quality of institutions. The following two clusters

are more mixed. One is composed of almost exclusively muslim countries, which have reasonably

good institutions with the exception of oppression of the press and some other groups in the

society, as well as poor democratic accountability. The other cluster is reasonably bad on all

three institutional fronts, with a slightly better result in the quality of political institutions. The
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last cluster of countries are the least developed countries of the world, having worst quality of all

three sets of institutions, facing the failed or failing state problem at one point or another and

currently include almost three billion people.

Turning from a snapshot picture of the world to how the quality of institutional environment

changes in time on a country level, we search for a common latent dimension within each institu-

tional group and each year. Firstly, factor analysis confirms that our three groups of institutional

indicators are very homogenous within, as the first latent factor within each group of institu-

tions captures the large majority of the total variance. Secondly, the empirical indicators chosen

perform well and share a reasonable amount of variance in each year within each institutional

group. Within each institutional group, we calculate the latent factor scores for every country

in the world and each year, which capture the relative institutional quality. Although the legal,

political and economic latent institutional qualities are correlated, they vary enough to capture

three different dimensions of formal institutional environment. All the countries are ranked on

all of the three institutional quality measures in every year, yielding a set of rankings we call

World institutional quality rankings - WIQR. WIQR for legal, economic and political institutions

shows the relative competitiveness of every country in the world and every year, in terms of the

quality of the underlying institutional environment. As a demonstration, we track the evolution

of ranking on all three WIQR scales for United States, Germany and Turkey, and display the use

of calculated latent institutional variables.

Additionally, using scaled averages of raw institutional indicators within each group, we also

calculate the within country, absolute values for the quality of legal, political and economic in-

stitutions. This allows us to track the dynamics of a country firstly relative to other countries in

the world using the relative calculations based on factor scores, and then also in absolute terms.

A country digressing in terms of institutional quality relative to other countries might simply be

progressing slower than others in absolute terms, or, it might also be digressing in absolute terms,

which can be checked with the comparison of relative and absolute institutional qualities.

In terms of panel applications of calculated relative quality of institutions variables, values for

all three institutional groups at the same time are available in a 21 year time period and cover

more than 100 countries each year, which is a reasonable amount of data. The calculated latent

institutional quality variables can easily be used in panel data international economics applica-

tions when formal institutions should be controlled for, thus the data is publicly available at the

author’s website http://sites.google.com/site/aljazkuncic/. The dataset also includes the

yearly place on the WIQR for every country, indicators of absolute quality of institutions (more

appropriate for tracing institutional quality changes within a country), and also average countries’

cluster memberships.

Our aim is to contribute to the formation of a solid source for social science analysis where

institutions are either the center of attention, or should be taken into account. Institutional

Quality Dataset is an honest attempt in this direction and should be explored, critiqued and

improved in the future.
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2 TRADE AND INSTITUTIONS: DO NOT FOR-

GET INSTITUTIONAL DISTANCE4

Abstract

This paper examines institutional determinants of bilateral trade in a thorough

fashion, paying special attention to the issues of selecting institutional measures (us-

ing a new institutional dataset), institutional endogeneity (cleansing the endogenous

part) and state of the art gravity trade estimations (controlling for multilateral resis-

tance). In terms of the institutional focus, we emphasize that institutional distance

can be an even more relevant determinant of trade than institutional quality on its

own, which is generally overlooked in the literature. We derive a theoretical gravity

equation and test it empirically. We find that not all types of institutions matter for

bilateral trade to the same extent. The significant marginal effects discovered can be

seen as the push factor of origin’s legal institutions and the pull factor of destination’s

political and economic institutions. More importantly, we highlight the importance

of the effect of institutional distance on trade, showing that economic distance affects

trade significantly and negatively, as expected in through trade costs, while political

institutional distance increases trade, pointing to alternative ways of trade enhance-

ment. We confirm these results with an alternative specification and show also their

heterogeneity, whereas both institutional distance effects dissipate for country pairs

sharing a regional trade agreement.

Keywords: bilateral trade, gravity equation, institutions, institutional quality, in-

stitutional distance.

JEL classifications: F14, B52

4This research was supported by a grant from the CERGE-EI Foundation under a program of the Global

Development Network. All opinions expressed are those of the author(s) and have not been endorsed by

CERGE-EI or the GDN.
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2.1 Introduction

The aim of this paper is to examine specific aspects of institutions in international trade, where

we firstly derive a theoretical gravity equation, and proceed to test it empirically, paying special

attention to controlling for multilateral resistance and other endogeneity issues. We concentrate

on capturing the complete formal institutional environment of a country, using a new dataset

on institutions, which is based on theory and disaggregates formal institutional environment into

legal, political and economic dimension. The added value of this paper is that it is one of the few

that examines the effect of complete formal institutional environment on trade, using a compre-

hensive set of institutional measures derived from the theory, and that it especially concentrates

on the effect of institutional distance, which is completely underrated in both theory and empirics.

Differences in institutional environments can be most salient in international trade and come to

the the forefront of importance in affecting those flows. If we imagine the number of informal

and formal rules necessary to exchange some bushels of wheat for some bushels of corn within a

country, we can only imagine the multiplied numerous of informal and formal rules necessary to

do the same exchange on an international level. It is not straightforward to exchange a Chinese

apple for a French pear, as the firms wanting to do the transaction come from two completely

different institutional settings. The institutional efficiency which reduces transaction costs is at

least as if not easily more important on the international exchange level, as it is important in

domestic transactions.

We draw the importance of institutions from the fact that although neoclassical economics oper-

ates in a vacuum, where all transactions happen instantaneously and without cost, the reality is

quite different and should be taken into account. Coase (1937, 1960) argued that legal rules in the

form of well defined property rights are necessary for obtaining an efficient outcome in cases with

any kind of externalities, always present in the market. But transaction costs are not only a result

of frictions in property rights and legal rules, since to a large extent, they are also a consequence

of limited information and limitations of the human mind to process information rationally to a

full degree. To alleviate such problems, laws, rules, regulations, norms, etc. have been developed,

aiming at reducing the resulting transaction costs. These rules of the game (North, 1990, 1993)

should be taken into account in economic analysis in a systematic way. Showing the general

approach how to do that, is also our purpose. ”It makes little sense for economists to discuss the

process of exchange without specifying the institutional setting within which the trading takes

place, since this affects the incentives to produce and the costs of transacting.” (Coase, 2005, p.

37)

We find that not all institutions matter for trade to the same extent, and that the institutional

distance is indeed important. We find there is a push factor, the origin country’s quality of legal

institutions, and pull factors, the destination country’s quality of political and economic institu-

tions, which all enhance trade at the margin. On the other hand, origin’s political and economic

institutions revert trade on the margin. Political and economic institutional distance is also found

to be very important, having a positive and a negative marginal effect, respectively.
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Section 2 of this paper presents the literature in the field of trade and institutions. Section 3 sets

up the theoretical framework, and Section 4 proposes an empirical specification and identification

of the research question at hand. Section 5 presents and discusses the empirical results, and

Section 6 concludes and summarizes the findings.

2.2 Literature review on trade and institutions

Institutions are important because they matter for growth and can account for cross country in-

come levels differences (Hall and Jones, 1999; Acemoglu et al., 2001; Easterly and Levine, 2003).

There is a body of work linking together the literature dealing with geographical and institutional

determinants and growth (or income differences) on the one side, and on the other, a more specific

body of literature deals directly with the effect of institutions on trade, which is the focus of this

paper. An overview of some of this literature is summarized in Table 2.1, with the most relevant

paper for our topic discussed in detail below.

Table 2.1: Literature on trade and institutions

Authors Journal Main inst. proxy Conclusions Inst.

dist.

Growth (or incomes), trade and institutions

Dollar and Kraay

(2003)

Journal of Monetary

Economics

WB WGI Both trade and institutions are important in the long run, but

trade is more important in the short run.

no

Rodrik et al.

(2004)

Journal of Economic

Growth

WB WGI Institutions are crucial for development, more so than openness

or geography, their conclusion is: ”Institutions rule”

no

Bhattacharyya

et al. (2009)

The Economic Record ICRG Political risk The interaction of institutions and trade share affects develop-

ment and thus trade share and institutions should be examined

as complements.

no

Trade and institutions (focus on contract imperfectiveness)

Cowan and Neut

(2007)

Working Papers Cen-

tral Bank of Chile

ICRG Political risk Countries with more complex intermediate goods structures

and poor institutional environment suffer a relatively higher

loss of productivity.

no

Levchenko (2007) Review of Economic

Studies

WB WGI Legal institutional differences are a significant determinant of

bilateral trade flows, in the sense that the import share of

a particular sector (controlling for the reliance of the sector

on contracting institutions) is higher for countries with better

institutions.

no

Nunn (2007) Quarterly Journal of

Economics

WB WGI Countries with good contract enforcing institutions specialize

in those sectors (products) which rely on contract enforcing

the most.

no

Trade and institutions (general approach)

Anderson and

Marcouiller

(2002a)

The Review of Eco-

nomics and Statistics

Corruption and Rule

of Law (World Eco-

nomic Forum)

Institutions can considerably reduce international trade, if not

of adequate quality.

no

de Groot et al.

(2004)

Kyklos WB WGI Both the home and host countries’ quality of institutions mat-

ter for trade flows, and institutional homogeneity has an addi-

tional explanatory value and significantly and positively effects

bilateral trade.

yes

Belloc (2006) Journal of Economic

Surveys

/ Institutions affect international trade through three channels;

exchange, industrial organization process (the make or buy de-

cision) and financial markets

no

Berkowitz et al.

(2006)

Review of Economics

and Statistics

ICRG Political risk Both the institutions of the importer as well as exporter mat-

ter. Moreover, the effect of institutions differs with regards

to product (industry complexity). They find that production

costs effect is stronger than the trade costs effect, and conse-

quently, more relevant for complex products.

no

Cowan and Neut (2007), Levchenko (2007), and Nunn (2007) emphasize the effect of institu-

tions on trade mainly through contract imperfectiveness directly, with a comparative advantage

based on superior institutions in the institution intensive sectors or countries. This channel of

influence follows also from theoretical models such as (Acemoglu et al., 2007). They show that

comparative advantage emerges from the cross country differences in contracting institutions, as
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contractual incompleteness leads to the adoption of less advanced technologies. A more gen-

eral approach to institutions entails looking at a wider range of rules of the games, which can

be associated with tangible and intangible transaction costs, without necessarily assigning them

solely to contractual relationships or basing comparative advantages on them. Examples of such

more general attempts at capturing the effect of institutions on trade include Anderson and Mar-

couiller (2002a), de Groot et al. (2004), Belloc (2006), Berkowitz et al. (2006), with some of them

in between the first and second group. Another way of looking at the two ways of including in-

stitutions into trade analysis is that mainly, institutions affect trade most directly either through

influencing production costs, leading to the comparative advantage treatment of institutions and

patterns of trade, or through trade costs, implying an aggregated transaction cost effects. Both

approaches yield interesting findings, albeit they are answering different questions. In this paper,

we focus on the second type of inclusion of institutions and focus on institutional effects on trade

costs.5

The work by de Groot et al. (2004) is particularly salient for this paper, as it is one of the few

applications of the idea that institutional distance, or as they call it in their paper - institutional

homogeneity, must be playing an important role in bilateral trade flows. The authors explicitly

research what effect a series of institutional indicators have on bilateral trade flows, when the

institutions are included as trade barriers within the standard gravity model. They use bilateral

trade data (both imports and exports) for the world in 1998 on a country level, and besides

the common border, language, religion and colonial past dummies, use also the set of quality

of governance indicators from WB WGI (Kaufmann et al., 2002). They test both the effect of

home and host country quality of institutions, as well as the effect of institutional homogeneity.

The latter is defined as a dummy variable taking the value of 1 if the countries are institutional

homogenous according to a criteria (the institutional distance of a pair of countries being below

either under 1, 2 or 3 SD of the sample). They discover that both the home and host countries’

quality of institutions matters, as it increases bilateral trade flows. Institutional homogeneity as

well, when defined for a wide enough group (taking either 2 or 3 SD as the cut off value), has

an additional explanatory value and significantly and positively affects bilateral trade, but only

when looked at broadly (excluding only the countries with a SD of over 2 or 3 in the institutional

distance).6 Moreover, the effect of governance homogeneity does not depend on the levels of

governance: ”Differences in institutional effectiveness affect trade, independently of the impact

of governance effectiveness itself.” (de Groot et al., 2004).

That being said, it is important to note that the paper has some technical as well as substance

shortcomings, which is one of the reasons for our paper. On the technical side, the data used

is a cross-section of countries from 1998, which from the starts limits the econometrics options

and has an inherent risk of endogeneity, since dyadic fixed effects and with that - multilateral

resistance (see discussion in Section 4) - can not be controlled for. On the substance side, the

5However, the institutional measures used in this paper are highly appropriate for testing the compar-

ative advantage institutional approach through research on sectoral or product trade level.
6Interestingly enough, the authors also show, that the effect of economic development (proxied with

GDP p.c.) on trade flows disappears, when controlling for institutional quality, which implies that insti-

tutions are in fact the factor driving the development, or at the very least, the effect of development on

trade flows.
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paper uses WB WGI as their measure of institutions, although these indicators are in fact cap-

turing only governance and should be treated and interpreted as such. When trying to control

for the institutional environment, more thought is needed, starting from the theory and arriving

at a more complete set of indicators, which can than account for all the dimensions of (at least)

formal institutional environment (see more in Section 4).

In summary of the existing literature, the indicators mostly used in the literature to test the effect

of institutional quality on trade are the indices from World Bank World Governance Indicators

(Kaufmann et al., 2009), predominantly only the rule of law index, or indices from Political Risk

Service from ICRG (The PRS Group, 2013), where also rule of law index is often used. Never,

however, do the studies take into account the underlying new institutional economics theory,

control for different institutional environments and rarely include any measure of institutional

homogeneity or distance.

2.3 Theoretical framework

A model, which provides a direct link between country characteristics, country pair character-

istics, and trade flows and which has become the literature’s workhorse model for the study of

bilateral flows, is the gravity model. It can be theoretically derived from a variety of international

trade models, but more interestingly, Head and Mayer (2011a) and Head and Mayer (2011b) show

how the gravity relationship can be derived using only two conditions; importer’s budget alloca-

tion and exporter’s market clearing.

The first condition denotes that expenditures of country j Xj are allocated between goods from

different countries, Πij being the share of expenditures in country j being spent on goods from

country i, yielding the total value of trade from country i to j as in Equation 2.1.

Xij = ΠijXj (2.1)

The sum of all shares ij over i is one and the sum of all bilateral flows Xij over i is Xj . The

crucial step is to show that Πij can be expressed in the multiplicative form Πij =
Aiϕij

Φj
, where

Ai are the characteristics of the exporter i, 0 ≤ ϕij ≤ 1 measures the accessibility of the market

and can be thought of as the total trade costs, and Φj is the degree of competition in the market j.

The exact form of ϕij depends on the underlying theoretical model, but the form remains the

same. Head and Mayer (2011b) show in their online appendix to Head and Mayer (2011a),

that this form is compatible with a wide range of extensively used theoretical models, such

as CES national product differentiation models, CES monopolistic competition (Dixit-Stiglitz-

Krugman) models, models with heterogeneous consumers, models with heterogeneous industries

(comparative advantage) and the newest set of models with heterogeneous firms (Melitz-Chaney

type models). We can then write the first step version of the gravity specification as in Equation

2.2.

Xij = ΠijXj = Ai
Xj

Φj
ϕij (2.2)
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The second condition, the market clearing for the exporter, tells us that the total value of pro-

duction for each exporter Qi has to be the same as the sum of shipments to all destinations,

including itself, as follows from Equation 2.3.

Qi =
∑
j

Xij (2.3)

At the world level, production equals expenditure, so we can write Q = X, and thus country j’s

share in the world expenditure equals the share in the world production
Xj

X =
Xj

Q . Using this

identities we can reexpress the market clearing condition as in Equation 2.4, where Φ∗
i is the

market potential or access term, central in economic geography (see more in Head and Mayer

(2011a)).

Qi =
∑
j

ΠijXj = Aj

∑
j

Xjϕij

XΦj
X = AiΦ

∗
iQ (2.4)

Expenditures Qi of a country are equal to the country’s nominal GDP Yi, so we can express Ai as

in Equation 2.5, and substitute it in Equation 2.2, which yields the theoretical gravity equation

specification in Equation 2.6.

Ai =
Yi

Φ∗
iY

(2.5)

Xij =
Yi

Φ∗
iY

Xj

Φj
ϕij =

1

Y

Yi
Φ∗
i

Xj

Φj
ϕij (2.6)

Cross section Equation 2.6 can then be extended to the time dimension and used to arrive at

consistent empirical estimates of factors affecting bilateral trade flows. Trade costs ϕij are an

integral part of trade flows analysis. It is argued that besides distance, trade costs arising from

institutional factors such as law enforcement, property rights and informal institutions are even

more important than trade policy instruments(Anderson and van Wincoop, 2004). The broad

definition of trade costs can be found in the widely cited paper by Anderson and van Wincoop

(2004):

Trade costs, broadly defined, include all costs incurred in getting a good to a final

user other than the marginal cost of producing the good itself: transportation costs

(both freight costs and time costs), policy barriers (tariffs and nontariff barriers),

information costs, contract enforcement costs, costs associated with the use of differ-

ent currencies, legal and regulatory costs, and local distribution costs (wholesale and

retail).

The quality of institutions in both the country of origin as well as the importing country plays

a direct role in the frequency and magnitude of the above trade costs. Specifically, the share

of trade costs which is dependent on institutions will be country specific:”Poor institutions [...]

penalize trade differentially across countries.” (Anderson and van Wincoop, 2004, p. 693).

We continue on this note saying that it is not only the quality of institutions of both countries

that will have a considerable effect on bilateral trade flows, it is also the institutional distance,

calculated as institutional quality of origin country i minus institutional quality of destination
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country j. This notion rests on a logic similar to the gravity equation for intra-industry trade,

where similar countries trade more with one another. It extends this concept of similarity to

institutional framework. We argue that the difference in the quality of institutions is an important

determinant of trade costs and thus trade flows, as firms will tend to trade with firms from similar

institutional environments. This in turn aggregates on a macro level to larger trade flows between

countries where institutional distance is small (controlling of course, for other relevant factors).

A recent WTO publication (Beverelli et al., 2012) emphasizes a similar logic:

Search costs are probably lower for trade between countries whose business practices,

competitiveness and delivery reliability are well known to one another. Firms in

adjacent countries, countries with a common language or other relevant cultural

features are likely to know more about each other and to understand each other’s

business practices better than firms operating in less-similar environments. For this

reason, firms are more likely to search for suppliers or customers in countries where

the business environment is familiar to them. (Beverelli et al., 2012, p. 106)

The negative effect of institutional distance should thus hold unless there are specific ways to

enhance trade outside of the general trade theory, where a large difference in the quality of insti-

tutions could spur more trade, perhaps because with a large difference in some of the quality of

institutions, breaking the rules can be easier than accruing the differential costs of following them.

An important discrepancy exists, when we talk about institutions, between institutional measures

that can be used to provide ordinal rankings of countries, and institutional measures that are used

more for classification purposes. With the latter institutional measures, the focus is more on the

entire institutional framework a combination of institutions is forming. These measures are close

to the Varieties of Capitalism (VOC) approach, originated by Hall and Soskice (2001). ”The key

notion here is institutional complementary: put simply, institutions across different areas must

be consistent with one another in order to support economic development. There is no a priori

assumption that market or strategic coordination is intrinsically better.” (Kunčič and Šušteršič,

2012, p. 241). In this paper, however, we continue with institutions that allow clear ordinal

rankings of countries, and are not interested in particular systemic variety of capitalism a set of

institutions might support, but rather in their quality in itself and how this quality compares

between countries and affects trade flows.

The studies mentioned in the literature review have established that institutional factors do indeed

have an effect on trade, however, they are somewhat arbitrary in choosing which institutions to

include. The question this paper deals with is the robust estimates of the effect of institutional

quality as well as concentrating on the effect of institutional distance on trade.

2.4 Empirical framework and data

The prevalent model for bilateral trade flows research has for long been the gravity model, and

it provides a direct link between trade flows and trade barriers, while incorporating the relevant

factors affecting trade flows. One of the first applications of the gravity theory was Anderson

(1979), followed by a number of papers, more recently papers such as McCallum (1995), Rose
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(2000), and Rose and van Wincoop (2001).

Since Anderson and van Wincoop (2003), it has however, became apparent that the multilateral

resistance term 1
Φ∗

iΦj
from theoretical gravity Equation 2.6 has to be accounted for. Only including

respective countries GDP’s in estimation, without the market potential and market competition

terms, biases the estimates on the trade cost term, as market competition depends on the ca-

pabilities of all exporters present in that market and the ease of market access Φj =
∑

iAiϕij .

Baldwin and Taglioni (2006) write about the three medals mistakes one can commit in estimat-

ing the gravity equation. They name the inclusion of country GDP’s in the attempt to correctly

capture the market potential and market competition terms as the gold medal mistake.

Equation 2.6 with the additional time dimension, expressed for a country i, can be log linearized

and estimated. The time varying term ln 1
Yt

is captured with time dummies, while the monadic

terms (that vary on the it and jt dimension) are log of GDP per capita and log of population,

which accounts both for size of the country and its level of the development and is available in

the World Bank World Development Indicators (The World Bank, 2013b). The most interesting

term is the bilateral trade openness term ϕijt which is proxied with a set of extended control

variables from Head et al. (2010), some of which are time invariant dyadic controls, and some are

time variant dyadic controls. The first group of controls (which vary on the ij dimension) are log

of distance, shared border, shared language, colonial history and being a colony, while the second

group of controls (which vary on the ijt dimension) are regional trade agreeement (RTA), both

countries being members of General Agreement on Tarifs and Trade, sharing a currency and the

preferential treatment of exports from Aasia-Carribean-Pacific preferential trade countries to the

EU. The dummy variable on whether two countries used to be part of another common political

entity is extracted from the CEPII distance database(Mayer and Zignago, 2011) and extended to

2010.

Bilateral export flows are gathered from the World Integrated Trade Solution (WITS) system

from the World Bank. We start with the entire export database based on SITC rev. 3 nomen-

clature, which is then supplemented when needed by SITC rev. 2, HS2007, HS2002, HS1996,

HS1988/92, respectively. Finally, since exports are the flip side of imports, the resulting flows

are supplemented by reversed import flows based on SITC rev. 3 and SITC rev. 2, multiplied

by 0.9 to account for the difference between the export (fob) and import (cif) values (which also

includes trade costs).

Several institutional proxies are available for empirical analysis, but few, with the exception of

projects such the Institutional climate index from Eicher and Röhn (2007) make an effort to-

wards a systematic approach to the entire institutional environment. Thus, the institutional

quality variables we use in this paper come from Kunčič (2013), based on Kunčič (2012b), who

calculates the relative quality of formal institutional environment for all countries in the world

in the period 1990 - 2010. This dataset is the most suitable due to time and worldwide country

coverage, as well as due to the procedures used to arrive at institutional measures. The paper

derives institutional measures from the theory and using more than thirty existing institutional

indices, the underlying quality of legal, political and economic institutions is calculated for each
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country in every year, relative to all the others. These three institutional monadic variables that

vary on the it and jt dimension are additionally used in calculating institutional distance terms,

by subtracting the destination’s quality of each institutional environment to the origin’s one and

taking the absolute value of the result. Measures of institutional distance thus vary on the ijt

dimension. Institutional distance calculated on the basis of afore mentioned indicators captures

the relative distances between countries very well, as it the indicators themselves are calculated

on a relative basis.

Consistent estimates of the gravity equation involve controlling for exporter-time fixed effects

and for importer-time fixed effects, which besides monadic terms also captures the multilateral

resistance term 1
Φ∗

itΦjt
and thus is not biasing the estimates of ϕijt. However, controlling for

monadic-time fixed effects firstly presents itself as a technical problem, as the econometric soft-

ware can not process such a large number of dummies; with 50 years of data and 200 countries,

this would imply 20000 dummies would have to be estimated. The literature resolves the problem

of multilateral resistance in two ways. The first is by controlling for what it can, which implies,

besides the usual explanatory variables, controlling also for time, exporter, importer and dyadic

fixed effects. The rationale is that by including all the fixed effects possible, depending of course

on specific research focus at hand, the results of the gravity specification should be fairly robust.

The second way of controlling for the multilateral resistance is by exploiting the multiplicative

form of the gravity equation, as the problematic monadic terms can be canceled out by taking

ratios of flows, as for instance the friction specification used by Head and Ries (2001), or, taking

the ratio of ratios, called the tetrads specification in Head et al. (2010). The latter one cancels

out everything exporter-time and importer-time specific and allows for consistent estimates of the

effect of trade costs and barriers that vary on the ijt dimension, although the explanatory power

of this approach is incredibly low. An additional problem with controlling for the importer-timer

and exporter-time fixed effects is, that the monadic variables can not be identified anymore. This

implies that also the effect of the quality of institutional environment can not be identified in

the tetrads specifications, as it varies only on the it and jt dimension. However, the dyadic time

varying variables, which vary on the ijt dimension, can still be identified, which also includes

institutional distance. Additionally, the tetrads specification in fact leaves very little variation to

be looked at, and has to due to this obsessive cleansing property, be taken with a large grain of salt.

Institutions are inherently endogenous, and are known to be correlated with development, which

requires an additional solution besides controlling for multilateral resistance. The use of instru-

ments which do not vary in time, such as Acemoglu et al. (2001)’s settler mortality or geograph-

ical instruments, is prevented by the panel structure of the data. Thus, we use the approach

of Benassy-Quere et al. (2007) to purge our institutional variables of their endogenous nature.

Firstly, we start by regressing GDP per capita on each institution and then collect the residual,

which is orthogonal to the so called ’capture all’ development variable GDP per capita, and pro-

ceed with the residual as the orthogonalized institutional measure. Secondly, we also instrument

for the already orthogonalized institutional quality measures with their first lags, avoiding the

possibilities of contemporaneous connections between residuals and institutions.

We show the structure of the data and the dangers of not controlling for fixed effects properly
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or not cleansing the institutional variables of their endogeneity with a progression of regressions.

We start with the most common, sometimes also called naive gravity equation, and then proceed

to include and control for an increasing number of fixed effects, controlling for multilateral re-

sistance, we also show the results of the tetrads specification, where exporter-time fixed effects

and importer-time fixed effects are completely controlled for. Finally, we use the orthogonal

values of institutional variables and also instrument them in our preferred regression. Next, we

are particularly interested in the effect of institutional distance on trade flows, allowing also for

alternative specifications of institutional distance and interactions. The world trade data, which

includes trade flows between all countries in the world, comes from WB WITS, standard trade

control from Head et al. (2010), Mayer and Zignago (2011) and de Sousa (2012). Finally, the

institutional data, which includes data on relative quality of legal, political and economic insti-

tutions for all countries in the world in the period 1990 - 2010, comes from Kunčič (2013). A

thorough descriptions of all datasets can be found in the respective papers.

Table 2.2 show the summary statistics of the variables used in estimation, where the value of

exports and GDP’s is expressed in millions current USD, and population is expressed in millions

as well. With the dummy variables, the mean values shows the share of country pair observations

in the entire pooled sample, that share that particular common characteristics. For instance, 13%

of country pairs in the sample share a language, 12% have a regional trade agreement in place and

82% are simultaneously members of the WTO. Moreover, our focus on institutional distance and

the assumptions, drawing parallels between geographical and institutional distance, are substan-

tiated in Figure 2.1. Exports against geographical weighted distance, legal institutional quality

distance, political institutional quality distance and economic institutional quality distance are

plotted for Germany for the pooled period 1990 to 2010. The summary evidence shows expectedly,

that geographical distance impedes trade, but also confirms our starting assumption, that we are

on the right track with comparing the effects of institutional distances on bilateral trade flows to

the effect of geographical distance. The scatter plots showing the relations between trade flows

and four different concepts of distance display non-linearities, but are also very similar implying

that the analogy between the effects of geographical and institutional distances on trade flows.

However, whether this hold in the entire sample and for all the countries is examined in detail in

the next section.
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Table 2.2: Summary Statistics

variable mean sd min max

export (mill current USD) 683.40 5195.97 0 332846.66

pop o 58.18 171.37 0.49 1337.83

pop d 57.55 170.42 0.49 1337.83

gdpcap o 10385.23 13732.12 86.03 95189.87

gdpcap d 10359.72 13728.14 86.03 95189.87

distance 7623.64 4443.40 114.64 19650.13

common border 0.03 0.16 0.00 1.00

common country 0.01 0.10 0.00 1.00

common language 0.13 0.34 0.00 1.00

common legal 0.32 0.47 0.00 1.00

colony 0.02 0.14 0.00 1.00

rta 0.12 0.33 0.00 1.00

wto 0.82 0.38 0.00 1.00

common currency 0.01 0.11 0.00 1.00

acp to eu 0.04 0.20 0.00 1.00

legal inst o 0.06 0.93 -2.15 1.93

political inst o 0.25 0.93 -2.13 2.04

economic inst o 0.03 0.93 -2.93 1.89

legal inst d 0.05 0.93 -2.15 1.93

political inst d 0.24 0.93 -2.13 2.04

economic inst d 0.02 0.93 -2.93 1.89

abs(legal diff) 1.08 0.78 0.00 3.98

abs(political diff) 1.09 0.77 0.00 3.82

abs(economic diff) 1.08 0.77 0.00 4.71

Source: World Bank WITS; Head et al. (2010); Mayer and Zignago (2011);

de Sousa (2012); Kuncic (2013); own calculation.

Figure 2.1: The importance of distance: Germany’s trade
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2.5 Empirical estimations and discussion

In this section, we show the progression of gravity estimations, starting with a simple gravity

specification plagued by several endogeneity problems, and proceeding by improving the specifi-

cation in order to eliminate as many sources of bias as possible, while still managing to identify

our variables of interest. We continue with our focus on institutional distance, by checking the

robustness of our results with an alternative specification of institutional distance. As a final ro-

bustness check, we also show the relation of our preferred institutional measures to other indices

widely used in the literature.

We take Equation 2.6 to the data with several ways of controlling for fixed effects, which is

shown in baseline gravity results in Table 2.3, and points to several empirical findings. Most

importantly, it shows that a gravity specification which does not control for exporter, importer

and dyadic fixed effects is plagued by too many biases to be worth interpreting. The partial

coefficients settle down on their sign as well as significance and magnitude (predominantly) only

after the inclusion of dyadic fixed effects, both in terms of standard gravity variables as well

as in terms of institutional qualities and institutional distance. It seems that overall, dyadic

specific and time invariant factors distort results most, as before they are controlled for, in re-

gressions 1 and 2, artifacts such as a negative effect of origin’s population or a negative effect of

sharing a currency falsely arise, and the institutional estimations vary in the same manner as well.

Regression 3, which includes time, exporter, importer and dyadic fixed effects replicates the stan-

dard literature results of gravity estimation, yielding a positive size and development effect for

both origin and destination country. Sharing a regional trade agreement, WTO membership or

currency also affects bilateral trade positively, while the country pairs with the exporter from the

ACP region have a significantly lower bilateral trade (hence the preferential trade treatment).

The tetrad regression in column 4 controls for complete multilateral resistance, as it controls for

exporter-time and importer-time fixed effects, time fixed effects and dyadic fixed effects, thus,

it can only identify variables varying on the ijt dimension, where it reproduces previous results

with some loss of significance.

Turning to the institutional variables of interest, they are reasonably well identified in regressions

3 and 4, but do not deal yet with their endogenous nature. Orthogonalizing institutional quality

measures yields regression 5, going even further, instrumenting them by their first lags, yields

regression 6, which is in signs, magnitude and significance similar to 5, but also 3 and 4, implying

that the most important bias source is dyadic and time specific, while institutions should also

be orthogonalized, whereas instrumentation does not seem to be crucial. Nevertheless, to err on

the side of caution, our preferred regression is in column 6, controlling for as much as possible

in terms of multilateral resistance and making special adjustments for the endogenous nature of

institutional quality.

The results imply that what affects trade positively, are origin’s legal, and destination’s political

and economic institutions. Origin’s political and economic institutions affect bilateral trade neg-

atively. It seems we have a push factor in the form of good legal environment on the exporter’s
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side, and two pull factors in the form of good political and economic institutions on the importer’s

side. Interestingly enough, good economic and political institutions on the exporter’s side seem

to discourage trade, which implies that good political and economic rules offer a good position to

be active in the domestic market. Destination’s quality of legal institutions is not significant. In

terms of subject category, the quality of political and economic institutions is dominant, as both

partner’s institutions matter. But in terms of magnitude, the most salient institutional factor is

the quality of legal institutions in the origin country, as its increase for one standard deviation

implies an increase of exports from that country for more than 20%.

We are most interested in the institutional distance triplets, and are surprised to find that legal

institutional distance does not seem to have an effect on bilateral trade. The effects of politi-

cal institutional distance and economic institutional distance are consistently estimated across

specification, having a positive and negative effect, respectively. A positive effect of political insti-

tutional distance on bilateral trade implies that countries that are further apart in their qualities

of political systems, trade more on the margin. The reasons for that can lie in the uncomfort-

able possibility that trade can also be spurred by corrupted politicians or unaccountable country

leaders, who can facilitate trade outside of general trade enhancing rules, but more research is

necessary to pursue this explanation, especially in the field of how multinationals with large trade

flows conduct business. The negative effect of economic institutional distance is expected, as a

large difference in economic rules of the game at home and in the destination country repre-

sents and additional adjustment cost for the firms. The negative effect of economic institutional

distance implies also a trade diversion effect. For an exporter, an increase in the quality of its

economic institutional environment leads to a shift of exports from the countries economically

further away from the exporter to the countries economically closer to the exporter. An increase

in economic institutional distance reduces trade by around 10%. Similar countries, in terms of

economic institutions, trade more.

Finally, the regression in column 7 shows that when multilateral resistance is controlled for with

time, exporter, importer and dyadic fixed effects, and institutions cleansed of their endogenous

dimension, the effects of institutional distance can be consistently estimated even without the

inclusion of institutional quality on the exporter’s and importer’s side.
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Table 2.3: Full gravity estimations

dep. var: ln(exports) 1 2 3 4 5 6 7

ln(pop o) 1.278*** -0.258** 0.174* 0.152 0.215*** 0.367***

(0.0102) (0.101) (0.101) (0.102) (0.0584) (0.0564)

ln(pop d) 1.017*** 1.171*** 1.417*** 1.352*** 1.270*** 1.376***

(0.00991) (0.0970) (0.0936) (0.0941) (0.0581) (0.0561)

ln(gdpcap o) 1.069*** 0.566*** 0.545*** 0.544*** 0.502*** 0.486***

(0.0182) (0.0311) (0.0309) (0.0310) (0.0188) (0.0178)

ln(gdpcap d) 0.897*** 0.592*** 0.630*** 0.644*** 0.651*** 0.675***

(0.0165) (0.0315) (0.0302) (0.0295) (0.0188) (0.0178)

ln(distance) -1.162*** -1.462***

(0.0232) (0.0246)

common border 0.738*** 0.391***

(0.114) (0.117)

common country 0.954*** 0.759***

(0.162) (0.161)

common language 0.634*** 0.661***

(0.0517) (0.0487)

common legal 0.280*** 0.277***

(0.0364) (0.0312)

colony 0.396*** 0.626***

(0.0956) (0.0917)

rta 0.432*** 0.350*** 0.250*** 0.206*** 0.257*** 0.235*** 0.247***

(0.0456) (0.0412) (0.0257) (0.0386) (0.0256) (0.0206) (0.0205)

wto 0.125*** 0.219*** 0.148*** 0.0211 0.144*** 0.178*** 0.174***

(0.0347) (0.0322) (0.0297) (0.143) (0.0297) (0.0188) (0.0186)

common currency 0.0572 -0.244** 0.0741* 0.0214 0.129*** 0.135** 0.0912

(0.117) (0.119) (0.0380) (0.0519) (0.0376) (0.0560) (0.0558)

acp to eu 0.0444 0.595*** -0.761*** -0.679*** -0.776*** -0.778*** -0.772***

(0.0907) (0.0766) (0.109) (0.140) (0.109) (0.0499) (0.0498)

legal inst o 0.346*** 0.142*** 0.146*** 0.169*** 0.208***

(0.0345) (0.0247) (0.0244) (0.0243) (0.0202)

political inst o 0.0281 -0.0293 -0.0735** -0.0500* -0.0364*

(0.0368) (0.0294) (0.0295) (0.0259) (0.0200)

economic inst o 0.0677** -0.0659*** -0.0743*** -0.0464** -0.0494***

(0.0285) (0.0215) (0.0212) (0.0206) (0.0153)

legal inst d 0.117*** -0.000165 -0.00202 0.0263 0.0187

(0.0354) (0.0262) (0.0256) (0.0250) (0.0203)

political inst d -0.188*** 0.126*** 0.0917*** 0.0944*** 0.0975***

(0.0350) (0.0290) (0.0288) (0.0252) (0.0200)

economic inst d 0.284*** 0.00898 0.0268 0.0510** 0.0579***

(0.0281) (0.0226) (0.0226) (0.0213) (0.0153)

abs(legal diff) 0.0673** 0.0749*** -0.0219 0.00313 0.0105 0.00950 -0.0201

(0.0275) (0.0223) (0.0194) (0.0248) (0.0188) (0.0184) (0.0180)

abs(political diff) -0.0801*** 0.0821*** 0.0682*** 0.105*** 0.0685*** 0.0899*** 0.0710***

(0.0286) (0.0227) (0.0228) (0.0306) (0.0192) (0.0174) (0.0170)

abs(economic diff) 0.0790*** -0.114*** -0.106*** -0.182*** -0.0716*** -0.0940*** -0.111***

(0.0221) (0.0180) (0.0169) (0.0224) (0.0164) (0.0128) (0.0127)

Constant 3.270*** 11.79*** 1.433*** 9.87e-09 1.629*** 1.971*** 1.108***

(0.290) (0.810) (0.527) (0.0133) (0.583) (0.364) (0.354)

Observations 184,622 184,622 184,622 176,425 184,622 168,901 168,901

R-squared 0.706 0.776 0.882 0.022 0.882 / /

Time FE YES YES YES YES YES YES YES

Exporter FE NO YES YES YES YES YES YES

Importer FE NO YES YES YES YES YES YES

Dyadic FE NO NO YES YES YES YES YES

Orthog. Inst. NO NO NO NO YES YES YES

Instrumented Inst. NO NO NO NO NO YES YES

Notes: *** p<0.01, ** p<0.05, * p<0.1. Country pair robust standard errors in parentheses. When dyadic fixed effects are

included, exporter and importer fixed effects are controled for by construction. With the tetrads in regression 4, standard

errors are CGM standard errors, the FE are in fact Exporter-time and Importer-time, and the reference importer and exporter

are France and Great Britain. In regressions 6 and 7, the Kleibergen-Paap rk LM statistic at P = 0.000 imply that the

matrix is full column rank - that the model is identified, and instruments are relevant. Since we have exactly as many

instruments as we have endogenous regressors, we can not test for exogeneity.

Source: own calculation
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We test the effect of institutional distance by yet another way, following de Groot et al. (2004),

which serves as a robustness check for our previous results and also allows a direct comparison to

the results of de Groot et al. (2004). In Table 2.4, institutional distance is redefined with dummy

variables. Instead of using the orthogonalized institutional quality measure from Kunčič (2012b),

we define institutional quality dummies on legal, economic and political institutional differences

as being one, if the orthogonal institutional distance is less than one standard deviation (narrow

homogeneity), or three standard deviations of the sample (broad homogeneity) in each year. In

Table 2.4 we confirm our results from Table 2.3, both in terms of the effects of institutional quality

levels as well as in terms of the effects of institutional similarity/homogeneity (which corresponds

to a reversed side of institutional distance) in political and economic institutions. The effect of

negative political institutional homogeneity can be detected at both the chosen cut-offs, whereas

the positive effect of economic institutional homogeneity can be detected at the broader definition

of institutional homogeneity. The other gravity variables, as well as institutional levels variables

keep their signs, magnitude and significance as before. Also, the results on the institutional dis-

tance are again not dependent on the inclusion of institutional quality levels.

Table 2.4: Institutional homogeneity

< 1 std. dev. < 1 std. dev. < 3 std. dev. < 3 std. dev.

dep. var: ln(exports) 1 2 3 4

ln(pop o) 0.146 0.260*** 0.143 0.251**

(0.102) (0.100) (0.102) (0.100)

ln(pop d) 1.343*** 1.448*** 1.342*** 1.441***

(0.0943) (0.0928) (0.0942) (0.0927)

ln(gdpcap o) 0.548*** 0.538*** 0.544*** 0.530***

(0.0312) (0.0311) (0.0310) (0.0309)

ln(gdpcap d) 0.648*** 0.679*** 0.644*** 0.671***

(0.0295) (0.0291) (0.0295) (0.0291)

rta 0.253*** 0.262*** 0.257*** 0.266***

(0.0256) (0.0257) (0.0256) (0.0256)

wto 0.140*** 0.137*** 0.141*** 0.136***

(0.0297) (0.0299) (0.0298) (0.0299)

common currency 0.132*** 0.0986*** 0.136*** 0.0999***

(0.0375) (0.0379) (0.0374) (0.0378)

acp to eu -0.793*** -0.791*** -0.786*** -0.785***

(0.109) (0.109) (0.109) (0.109)

legal inst o 0.169*** 0.168***

(0.0243) (0.0243)

political inst o -0.0545** -0.0586**

(0.0258) (0.0259)

economic inst o -0.0436** -0.0468**

(0.0206) (0.0207)

legal inst d 0.0273 0.0264

(0.0246) (0.0247)

political inst d 0.0884*** 0.0849***

(0.0245) (0.0247)

economic inst d 0.0547** 0.0510**

(0.0213) (0.0213)

abs(legal diff)<xSD -0.00268 0.00971 -0.0275 0.00263

(0.0117) (0.0117) (0.0243) (0.0240)

abs(political diff)<xSD -0.0312** -0.0210* -0.0642** -0.0441*

(0.0126) (0.0124) (0.0260) (0.0255)

abs(economic diff)<xSD 0.00704 0.0133 0.142*** 0.162***

(0.0118) (0.0118) (0.0280) (0.0280)

Constant 1.621*** 0.879* 1.639*** 0.923*

(0.586) (0.526) (0.586) (0.524)

Observations 184,622 184,622 184,622 184,622

R-squared 0.882 0.882 0.882 0.882

Time FE YES YES YES YES

Exporter FE YES YES YES YES

Importer FE YES YES YES YES

Dyadic FE YES YES YES YES

Orth. Inst. YES YES YES YES

Notes: *** p<0.01, ** p<0.05, * p<0.1. Country pair robust standard errors in paren-

theses.

Source: own calculation
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Lastly, there are still a variety of interactions which can be interesting to look at, which we do in

Table 2.5 for countries countries sharing a RTA, WTO membership, or currency, but concentrate

on the heterogenous effects of institutional distance (the empirical evidence points to the direc-

tion of being able to test the effect of institutional distance without controlling for institutional

levels). Regressions 1 to 3 include RTA, WTO and common currency interactions gradually, while

regression 4 includes all interactions simultaneously. With the differential effect of institutional

distance on countries sharing a regional trade agreement, we find that both effects of institutional

distances, the positive effect of political institutional distance as well as the negative effect of eco-

nomic institutional distance, disappear for the countries within the same RTA. However, only

around 12% of country-pair-year observations are in fact in a RTA, so the general effects of both

institutional distances remain. Since 82% of observations in the sample are members of WTO,

the general effect of political institutional difference is in fact first and foremost for this group,

while the general effect of economic institutional distance remains for all. Finally, the specific

effect of institutional distance within countries sharing a common currency (only a bit over 1% of

observations) seems to be a much larger negative effect of political institutional distance, which

shows that the possible problem of alternative ways to enhance trade between a country with

good political institutions and a country with bad political institutions is exacerbated within

areas using same currency.
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Table 2.5: Heterogenous effects of institutional distance

dep. var: ln(exports) 1 2 3 4

ln(pop o) 0.263*** 0.262*** 0.258*** 0.256**

(0.100) (0.1000) (0.100) (0.100)

ln(pop d) 1.455*** 1.453*** 1.450*** 1.449***

(0.0928) (0.0931) (0.0928) (0.0932)

ln(gdpcap o) 0.529*** 0.530*** 0.530*** 0.530***

(0.0309) (0.0309) (0.0309) (0.0309)

ln(gdpcap d) 0.670*** 0.670*** 0.670*** 0.671***

(0.0290) (0.0290) (0.0290) (0.0290)

rta 0.259*** 0.266*** 0.263*** 0.254***

(0.0341) (0.0256) (0.0256) (0.0345)

wto 0.140*** 0.161*** 0.140*** 0.163***

(0.0299) (0.0484) (0.0299) (0.0487)

common currency 0.109*** 0.0921** -0.0239 -0.0184

(0.0382) (0.0381) (0.0992) (0.0996)

acp to eu -0.774*** -0.776*** -0.775*** -0.774***

(0.109) (0.109) (0.109) (0.109)

abs(legal diff) -0.0139 0.0701 -0.0133 0.0693

(0.0197) (0.0442) (0.0186) (0.0442)

abs(political diff) 0.0557*** -0.00985 0.0518*** -0.00659

(0.0194) (0.0412) (0.0184) (0.0413)

abs(economic diff) -0.0894*** -0.0684* -0.0845*** -0.0723*

(0.0177) (0.0387) (0.0165) (0.0389)

abs(legal diff)*rta -0.00170 0.00449

(0.0448) (0.0460)

abs(legal diff)*wto -0.101** -0.103**

(0.0479) (0.0482)

abs(legal diff)*common currency 0.0782 0.0934

(0.141) (0.144)

abs(political diff)*rta -0.0829* -0.0771*

(0.0456) (0.0465)

abs(political diff)*wto 0.0743* 0.0777*

(0.0435) (0.0437)

abs(political diff)*common currency -0.257* -0.223

(0.152) (0.155)

abs(economic diff)*rta 0.0890** 0.0799**

(0.0358) (0.0361)

abs(economic diff)*wto -0.0174 -0.0224

(0.0413) (0.0414)

abs(economic diff)*common currency 0.568*** 0.520***

(0.182) (0.183)

Constant 1.018* 0.995* 1.031** 1.018*

(0.524) (0.527) (0.524) (0.527)

Observations 184,622 184,622 184,622 184,622

R-squared 0.882 0.882 0.882 0.882

Time FE YES YES YES YES

Exporter FE YES YES YES YES

Importer FE YES YES YES YES

Dyadic FE YES YES YES YES

Orthog. Inst. YES YES YES YES

Notes: *** p<0.01, ** p<0.05, * p<0.1. Country pair robust standard errors in parentheses.

Source: own calculation
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2.6 Conclusion

The aim of this paper is to thoroughly examine the effect of institutions on bilateral trade flows

within a gravity model. Theoretically, we derive the gravity set up from the two accounting condi-

tions on the exporter and importer side, and make the case for the inclusion of institutions in the

trade costs term. We operationalize the theoretical gravity specification controlling specifically

for multilateral resistance.

As opposed to much of the literature, we do not rely on one or another specific institutional index,

but use a set of theory based measures on formal institutional environment from Kunčič (2013),

who calculates measures of institutional quality of legal, political and economic environment, and

correct them for their inherent endogenous nature. Besides examining institutional levels, we

concentrate on getting unbiased estimates of institutional distance on trade, which is rarely done

in the literature.

Our gravity specification includes standard monadic gravity variables to capture the size and

development of each country, as well as dyadic variables such as distance, common border, trade

agreements, common currency etc. We add institutional quality levels and institutional distance

to the gravity equation, and show that it is crucial to control for multilateral resistance with as

many fixed effects as possible, and also important to purge the institutional variables of their

endogenous nature. Our final specifications include time, exporter, importer and dyadic fixed

effects to control for multilateral resistance, as well as orthogonalized institutional levels and

distances. We show and confirm our findings also with he so called tetrads approach.

The results show that institutions are in fact important determinants of bilateral trade, but not

as uniformly as expected. Both origin’s as well as destination’s institutions matter. They imply

that there is a push factor in the form of good legal environment on the exporter’s side, and two

pull factors in the form of good political and economic institutions on the importer’s side. The

marginal effect of economic and political institutions on the exporter’s side is negative, that is

trade reducing, which points to the fact that in a stable political and good economic environment,

domestic market becomes relatively more attractive. The most salient institutional factor is the

quality of legal institutions in the origin country.

The focus of the gravity estimations is on legal, political and economic institutional distance.

Surprisingly, legal institutional distance does not have an effect on bilateral trade on the mar-

gin, while political and economic institutional distance have a positive and negative marginal

effect, respectively, consistently estimated across specifications. The positive effect of political

institutional distance is explained with firms arranging business in less than legitimate ways with

the help of politics on one or the other side, while the negative effect of economic distance lies

in the increase of costs due to operating in and adjusting to a different business environment.

These results are confirmed by using an alternative measure of institutional distance. There are

also some important heterogeneities, most interestingly, that the effects of political and economic

institutional distances disappear for countries sharing the same regional trade agreement.
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This paper focuses on the general effect of institutions and institutional distance on bilateral trade.

We show that institutions do matter in bilateral trade, and that not all types of institutions have

the same marginal effect. Moreover, we emphasize the importance of inclusion of institutional

distance, which is generally overlooked in the literature.
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3 TRADE AND INSTITUTIONS: EXTENSIVE AND

INTENSIVE MARGINS7

Abstract

In this paper we use a unique firm level trade database on Slovenian exports to

disaggregate total exports into an intensive (volume per firm or volume per product)

and extensive margin (number of firms or number of products). We examine the

structure of Slovenian exports ind detail and also highlight the differences between

both margins and model them empirically in a gravity model. We find that export

margins explain more variance of total exports, and that the explanatory power of a

gravity model with extensive margins is much higher than its counterpart using in-

tensive margins. We particularly focus on the effects of institutions and institutional

distances on total exports and export margins, and find that political institutional

distance has a negative effect on total exports, which is based on its negative effect

on the intensive margins. We do not find any other institutional effect, but find that

one of the reasons for these difficulties in finding general effects may be in institutions

having very heterogenous effects, which are hard to detect. In the gravity estima-

tions, we control for multilateral resistance and the endogenous nature of institutions.

Keywords: bilateral trade, intensive margin, extensive margin, gravity equation,

institutions, institutional distance.

JEL classifications: F14, B52

7This research was supported by a grant from the CERGE-EI Foundation under a program of the Global

Development Network. All opinions expressed are those of the author(s) and have not been endorsed by

CERGE-EI or the GDN.
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3.1 Introduction

The importance of institutions is by now well taken for granted, as they have large explanatory

power for cross country differences and long run growth potential (Hall and Jones, 1999; Ace-

moglu et al., 2001; Easterly and Levine, 2003). International trade has not avoided this influx of

institutional literature, with a consensus now building building around the notion that institu-

tional quality matters for bilateral trade flows (Anderson and Marcouiller, 2002b; Belloc, 2006;

Berkowitz et al., 2006), with some findings that what also matters, if not more, is the institutional

distance of the trading countries (de Groot et al., 2004; Kunčič, 2012a).

The aim of this paper is to provide a thorough overview of Slovenia’s trade and to take the litera-

ture on trade flows and institutions one step further, disentangling exports into an intensive trade

margin (volumes on existing trade) and extensive trade margin (new trade), and discovering in

more detail, where the institutional effect in fact lies. For that, we make use of a unique firm

level database on Slovenian exports for the past seventeen years, and show that the extensive

export margin on a country level can be represented by the number of firms exporting to a par-

ticular country, or the number of product varieties, while the intensive export margin is then

the average value of exports per firm or product. We combine this data with selected institu-

tional quality measures, and concentrate not only on the effect of institutional quality, but also

institutional distance, that is the difference between institutional quality in two partner countries.

The results show that there are interesting differences between the extensive and intensive export

margins revealed with summary statistics. They are tested formally within a gravity model, and

we find that the standard gravity coefficients do differ between the two margins. We also find

that in this setting, the effect of institutional quality variables as well as institutional distances is

hard to detect. We do find a general negative effect of political institutional quality distance. The

results also imply that institutions might have a lot of heterogenous effects, and so the general

effect can be difficult to detect statistically.

Section 2 of this paper presents the theoretical framework for gravity estimation and disaggre-

gation of trade flows. Section 3 presents the data and summary statistics, while section 4 deals

with the empirical estimations and discusses the results. Section 5 summarizes and concludes.

3.2 Theoretical framework

We rely on the theoretical models which yield a gravity trade specifications, such as the CES

national product differentiation models, CES monopolistic competition (Dixit-Stiglitz-Krugman)

models, models with heterogeneous consumers, models with heterogeneous industries (compar-

ative advantage) and the newest set of models with heterogeneous firms (Melitz-Chaney type

models).

Head and Mayer (2011a) and Head and Mayer (2011b) show how a gravity relationship can be

derived by combining some relatively simple accounting conditions on the importer and exporter

side. Their approach is also compatible with all of the complete, general equilibrium models.
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Expenditures of country j are spent on goods from different countries, where Πij is the share of

expenditures in country j being spent on goods from country i, so total trade from i to j can

be written as Xij = ΠijXj . Moreover, if follows from theoretical models with imperfect compe-

tition, that Πij can be expressed multiplicatively as Πij =
Aiϕij

Φj
, where 0 ≤ ϕij ≤ 1 measures

the accessibility of the market (and is analogous to total trade costs), Ai are the characteristics

of the exporter and Φj denotes how competitive market j is. Using the two equations together

yields Xij = ΠijXj = Ai
Xj

Φj
ϕij .

On the exporter side, simple accounting implies that the sum of exports to all destinations equals

the total value of exports, which we can write at the world level as Qi = Xi =
∑

j Xij . As

it follows, production equals consumption on the world level, so country j’s share in the world

expenditures is the same as it’s share in the world production
Xj

X =
Xj

Q . Based on this, we can

rewrite production of country i as Qi =
∑

j ΠijXj = Aj
∑

j
Xjϕij

XΦj
X = AiΦ

∗
iQ, where Φ∗

i is the

market access term.

Finally, since expenditures of country i Xi are equal to the consumption Qi in a closed system,

we can write Ai =
Yi

Φ∗
i Y

and substitute it in the equation for exports Xij which leaves us with a

theoretical gravity equation for bilateral trade flows such as the one in Equation 3.1, where the

bilateral trade depends on some constant term, exporter and importer characteristics, and some

bilateral frictions.

Xij =
1

Y

Yi
Φ∗
i

Xj

Φj
ϕij (3.1)

The institutional effect on trade can be placed in monadic (exporter and importer) terms, when

we examine the effect of institutional quality on trade, or in the bilateral trade costs terms, when

we examine the effect of institutional distance.

It is also possible to disaggregate trade flows on the extensive and intensive margins. In this line

of research, Eaton et al. (2004) were early in incorporating the extensive margin in a trade model

with more countries. Also one of the most influential papers, including the extensive margin in a

Krugman heterogenous firms model (Krugman, 1980) is the paper by Chaney (2008), who shows

the theoretical underpinnings of trade flows disaggregation. Extensive margin has considerable

explanatory power in bilateral gravity specifications of trade, the finding of many papers in the

past years, such as Hummels and Klenow (2005) or Helpman et al. (2008), however, the litera-

ture is not yet in agreement on the relative importance of gravity determinants for intensive and

extensive margins.

We disaggregate trade flows broadly as in Bernard et al. (2007) or Mayer and Ottaviano (2008),

who describe the trade flows with very insightful summary statistics and also some general gravity

specifications. More specifically, focusing solely on gravity, we follow approaches such as Lawless

(2010) and Buono and Lalanne (2012), who disaggregate exports for traders from a particular

country i on the extensive margin: number of firms, and the intensive margin: trade volumes per

firm. We can write the disaggregated trade flow on a yearly basis as in Equation 3.2. Xij are the
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exports from country i to country j, Nij is the number of exporting firms in country i, and ¯Xkij

is the average value of exports per firm from country i to country j.

Xij = Nj
¯Xkij = Nij

∑
k Xkij

Nij
(3.2)

Alternatively, we can also look at another disaggregation of trade flows such as in Martincus

et al. (2011) or Debaere and Mostashari (2010). The intensive margin for traders from country i

can be represented as trade volumes per product variety exported to each country j - ¯Xkij
′
, and

the extensive margin proxied with the number of product varieties exported from country i to

country j - N ′
j , as in Equation 3.3.

Xij = N ′
j

¯Xkij
′
= N ′

ij

∑
k X

′
kij

N ′
ij

(3.3)

The question this paper deals with is where this effect lies in the trade dynamics, in terms of the

extensive margin of trade: number of firms and number of varieties, or in terms of the intensive

margin of trade: value of exports per firm and value of exports per variety. The literature,

although not in agreement which institutions are the ones actually most important, or whether

it is both the institutional quality and institutional distance that matters, has established that

institutional factors do indeed have an effect on trade, but has not pin pointed this effect to either

of the margins.

3.3 Data and summary statistics

We combine several data sources. We firstly some of World Bank macro data to provide an

overview of Slovenian trade dynamics and structure, and also for some gravity variables. The

export status and number of firms in manufacturing are calculated from the balance sheet and

income statement database of the Agency of Republic of Slovenia for Public Records and Re-

lated Services (AJPES). Much more than that, we rely on a firm level trade database from the

Slovenian Statistical Office to get the Slovenian trade flows which can be disaggregate on the

intensive and extensive margin. For the standard gravity controls in trade flows estimation, we

use the squared gravity controls dataset of Head et al. (2010), which we extend to 2010, with

the addition of a variable indicating countries sharing a common political entity in the past

from CEPII (Mayer and Zignago, 2011). Finally, the institutional data comes firstly from a

new institutional dataset which bases the empirical institutional proxies in the New Institutional

Economics literature Kunčič (2012b). The sources and the data used are further described below.

For an overview, total exports can be disaggregated into merchandise exports and exports of

services. Their dynamics are shown in Figure 3.1 in absulute values and as a share of GDP, for

all available years. Total exports as a share of GDP have increased from under 50% to over 70%

in the period in question. 85% of total exports are merchandise exports on average, and out of

those, almost 90% are manufacturing products. Due to this reasons and data availability, our

analysis of Slovenian data concentrates on examining manufacturing exports, which represent

more than 70% of all export value. Consequently, we refer to merchandise exports in the data

simply as exports. In terms of volumes, Slovenian total merchandise exports experienced a prac-

tically exponential growth in the period from 1992 to 2008, going from 6 billion current USD to
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almost 34 billions, averaging to an 11% annual nominal growth. Due to the crisis, we can see a

drop in merchandise export in 2009, but in 2010 it already bounces back.

Figure 3.1: Exports disaggregation
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The main data source on firm level trade is the statistical database at Slovenian Statistical Office.

From this source, we have rich firm level data on bilateral trade flows from Slovenian Customs

Administration (CARS) for the period of 1994 - 2010. Due to a changed system of recording

trade flows, there is a break in the series from Slovenia’s accession to EU in 2004. Before 1st of

May 2004, all trade flows were recorded by CARS, while only flows of firms with trade exceeding

100 000 Euros on an annual level were recorded after that. This curtails the sample then on for

all the smaller firms not being able to make the cut, which might still be exporting but are left

out of the database, so caution is needed when trying to control for that and interpreting those

results. This database is used to calculate the extensive trade margin for Slovenia - number of

firms exporting and number of products exported, and intensive margin - average value of exports

per firm and average value of exports per product. Additionally to simply having the net state

numbers for the extensive margin, we also calculate the number of products and firms entering a

particular market anew, and the number of products and firms exiting a particular market.

An important note with the firm level data at Slovenian Statistical Office is to account for

the changes in the Statistical classification of economic activities in the European Community

(NACE) for industries and Combined Nomenclature for product classifications the official statis-

tics uses for industry groupings and product groupings. In the first case, NACE Rev. 1.1 changed

starting with 2008 into NACE Rev. 2, and in order to have consistency in industry classifications

through time, we reclassified the newer data using the older version of NACE. In the case of the

Combined Nomenclature for products, we always use the 6-digit product number for groupings

of relatively similar or related products. The 6-digit product codes have also changed through

time, due to splits and mergers in the nomenclature, so to be able to measure correctly the intro-

duction of new product varieties and the extinction of old product varieties, a series of inter year

classification tables has been used and product codes have been either extended forward from the

starting classification, extended backwards from the newer classification, or were left intact in
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the case of creation of completely new products. Most changes, however, occurred on the 8-digit

level, with less disturbances on the 6-digit level, which we use in this paper.

The universe of firms in manufacturing according to the Statistical Classification of Economic

Activities in the European Community (two digit codes from 15 to 37) in the period 1994 - 2010

is shown in Table 3.1. A large share of firms exports every year, ranging from 34% at the lowest,

to 46% at the highest, which also explains why up to 70% of Slovenian GDP are exports (foreign

consumption).

Table 3.1: The universe of manufacturing firms

Year Non-exporters Exporters Total Share of exporters

1994 3710 1883 5593 33.67%

1995 3496 2097 5593 37.49%

1996 3743 2132 5875 36.29%

1997 3909 2212 6121 36.14%

1998 4032 2212 6244 35.43%

1999 3906 2377 6283 37.83%

2000 3790 2460 6250 39.36%

2001 3668 2514 6182 40.67%

2002 3734 2647 6381 41.48%

2003 3918 2678 6596 40.60%

2004 3966 2816 6782 41.52%

2005 3932 2907 6839 42.51%

2006 3919 3020 6939 43.52%

2007 4087 3114 7201 43.24%

2008 3231 2760 5991 46.07%

2009 3353 2762 6115 45.17%

2010 3504 2873 6377 45.05%

Source: AJPES and own calculations.

Next, trade is not the rule in world, rather an exception, as clearly shown in the paper by (Bernard

et al., 2007), so it is important to note, that Slovenian manufacturing exporters do not trade with

every country in every year. There are 237 countries in every year, and Figure 3.2 shows on a

per year basis, the share of destinations actually receiving exports from Slovenia. Trading with

between 70% and 80% of possible destinations each year, Slovenia trails France with a share of

around 80% (Buono and Lalanne, 2012).

Trade patterns can best be examined on a map of Europe, where there is a high concentration

of trading partners, which we show for the year 2010. Figure 3.3 shows total manufacturing ex-

ports to location across Europe, while Figure 3.4 shows the intensive margin and Figure 3.5 the

extensive export margins. In all figures, the portrayed variable is divided into ordinal quartiles,

the first quartile having lowest export intensity and the forth quartile the highest. Slovenia does

not have an export value and is thus categorized in the figures as not having any data.8 The

comparison of Figure 3.3, displaying total export flows, with Figures 3.4 and 3.5, showing the

intensive and extensive export margins respectively, depicts that there are more similarities be-

tween total exports and intensive margin, than total exports and extensive margin. Moreover, it

is interesting to note, that both extensive margins, number of exporting firms as well as number

of products, being concentrically stacked around Slovenia on their intensity, follow the gravity

8Montenegro and Kosovo also do not have any data. Slovenian exports to those two countries are, due

to consistency reasons in later analysis (from a time perspective), combined with exports to Serbia. They

are also ascribed to Serbia in maps and subsequent analysis, since Serbia has been the leading political

entity of former Yugoslavia in different varieties.

49



Figure 3.2: Share of export destinations
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distance expectations much more, than the intensive margins, which vary more across Europe

and do not show such a clear pattern.

Figure 3.3: Export intensities in 2010, total value
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Besides the CARS database of firm levels exports, we depend heavily on the gravity dataset

offered by Head et al. (2010) (with the data on sharing political past from Mayer and Zignago

(2011), and data on RTA’s from de Sousa, 2012), and the Institutional Quality Dataset from

Kunčič (2013) (based on Kunčič (2012b)). From the supplemented square trade database, we

draw the standard gravity controls for all destination countries and their relation to Slovenia: dis-
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Figure 3.4: Intensive export margin in 2010
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Figure 3.5: Extensive export margin in 2010
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tance, shared border, shared legal origins, sharing a regional trade agreement, being members of

the WTO, sharing a currency, and sharing political history (common country). The gravity trade

controls are extended to 2010 to match our sample, and variables that capture country’s size and

development (GDP) are added from the World Bank World Development Indicators. Following

the focus on the institutional effects on the extensive and intensive margins, the institutional

quality variables are drawn from Kunčič (2013), who on the basis of more than 30 institutional

proxies, calculates the relative quality of formal institutional environment for all countries in the

world in the period 1990 - 2010. The formal institutional environment is captured by the quality

of legal, political and economic institutions and is calculated in the paper for each country in

every year, relative to all others. We use these values to additionally compute a measure of legal,

political and economic institutional distance for each country pair and year, by subtracting the

destination’s quality of each institutional environment to the origin’s one and taking the absolute

value.
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Total manufacturing exports can also be plotted against the four concepts of distance we use in

this paper: geographical distance, legal, political and institutional distance. This is shown, for

the entire period, in Figure 3.6. The total export value plotted against distances shows a slight

negative correlation with geographical as well as institutional distances, as predicted by theory.

More interestingly, we can depict the same relationship when disaggregation total exports into

the extensive and intensive margin.

The gravity implications of distance, not only geographical, but also institutional, can be seen on

Figure 3.7, which shows sixteen scatter plots of export measures against geographical distance,

legal, political and economic distance. The top eight scatter plots represent the two extensive

trade margins, plotting number of exporting firms and number of exported products against dis-

tance measures, while the bottom eight scatter plots represent their counterparts on the intensive

margin. The scatter plots are consistent with what the maps have already implied, which is that

the extensive margin is more susceptible to the effect of geographical distance, but now also that

institutional distance affect negatively total trade flows as well as both margins.

Figure 3.6: Total exports against distances
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Figure 3.7: Export margins against distances
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Finally, Table 3.2 show some summary statistics for the entire period. It shows the number of

observations, min, max and mean values and standard deviation for total exports, two extensive

(number of firms and varieties) and two intensive margins, and also variables which show the

movement of extensive margins. The extensive margins only show the state of each margin, while

it can be the case that the margin does not change, although some new firms (varieties) show up

and some old ones go out of the market. This is captured separately by the births and deaths

of firms, and births and deaths of product varieties. These statistics are shown for the coverage

of the sample in a regression including all explanatory variables. To put names on some values

in the sample, the highest value of total exports was in 2008 to Germany, the lowest in 1999 to

Togo. The largest number of exporters and the most varieties were being exported to Croatia

in 2007 and 2008, respectively. In terms of dynamics, the largest exit and entry of firms from

and to a particular market was in Croatia in 2009 and 2004, respectively. The highest number of

new varieties were introduced to Albania in 2009, while the most varieties were pulled out of the

market from Russia in 1999.

Table 3.2: Summary statistics

variable N mean sd min max

export (bill current USD) 1169 0.15 0.48 0.00 5.20

firms 1169 225.28 581.39 1.00 5178.00

products 1169 369.56 579.57 1.00 3652.00

volume firm (mill current USD) 1169 0.31 0.46 0.00 3.88

volume product (mill current USD) 1169 0.15 0.24 0.00 2.10

firms birth 1169 69.76 168.29 0.00 1515.00

firms death 1169 68.80 176.56 0.00 1590.00

products birth 1169 103.13 111.66 0.00 483.00

products deaths 1169 91.28 102.15 0.00 497.00

gdp d (bill current USD) 1169 439.51 1390.94 0.20 14419.40

gdpcap d (current USD) 1169 11655.71 15214.50 140.56 95189.87

distance 1169 5427.59 4048.38 180.34 18192.70

common border 1169 0.04 0.20 0.00 1.00

common country 1169 0.05 0.22 0.00 1.00

common legal 1169 0.18 0.38 0.00 1.00

rta 1169 0.32 0.47 0.00 1.00

wto 1169 0.92 0.26 0.00 1.00

common currency 1169 0.04 0.20 0.00 1.00

legal inst d 1169 -0.01 0.96 -2.15 1.93

political inst d 1169 0.22 0.94 -1.83 2.04

economic inst d 1169 0.01 0.95 -2.89 1.89

abs(legal diff) 1169 1.05 0.60 0.00 2.81

abs(political diff) 1169 1.10 0.72 0.00 2.92

abs(economic diff) 1169 0.86 0.57 0.00 3.29

Source: CARS, Head et al. (2010) and Kuncic (2013); own calculation.
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3.4 Empirical framework, estimations and discussion

Equation 3.1 with the additional time dimension, expressed for a Slovenia as the exporter, can be

log linearized and estimated. The time varying term ln 1
Yt

is captured with time dummies, while

the destination monadic terms (that vary on the jt dimension) are log of GDP per capita and

log of population, which accounts both for size of the country and its level of the development.

The most interesting term is the bilateral trade openness term ϕijt which is proxied with a set of

control variables from Head et al. (2010), some of which are time invariant dyadic controls, and

some are time variant dyadic controls. The first group of controls (which vary on the ij dimen-

sion) are log of distance, shared border, sharing legal origins, common country in the past, while

the second group of controls (which vary on the ijt dimension) are regional trade agreeement

(RTA), both countries being members of the WTO and sharing a currency.

The disaggregation the total value of exports for Slovenia, as in Equation 3.2 (and Equation 3.3),

and log-linearization of the equation, yields Equation 3.4. This additive form implies that the

partial coefficients in a total exports gravity estimation will be the sum of the partial coefficients

on specific variables in extensive and intensive export margin regressions. The coefficients can

be added together to get their effect on the total exports depending on exports disaggregation,

volume of exports per firm and number of firms, or volume of exports per product and number

of products.

ln(Xij) = ln(Nj) + ln( ¯Xkij) (3.4)

A first look into the relative importance of intensive and extensive margins for gravity exports can

be measured by decomposition of a variance of a sum of correlated variables, that is decomposing

the sum of variance of exports into the two export margins and their covariance, as Equation

3.5 shows. We find that out of the total variance of exports, the first disaggregation yields that

34% of total variance can be attributed to the number of firms, 28% to the volume per firm,

while the rest is due to their covariance. The second disaggregation yields a variance of number

of products at 38%, variance of volumes per product at 26%, and the rest is again the result of

their covariance. These numbers imply that the extensive margin has an even higher explanatory

power than the intensive margin, which is also a finding of Lawless (2010).

V ar[ln(Xij)] = V ar[ln(Nj)] + V ar[ln( ¯Xkij)] + 2Cov[ln(Nj), ln( ¯Xkij)] (3.5)

We continue with gravity regression estimations, where a particular concern in the literature is

how to correctly control for the problematic multilateral resistance (also called remoteness) term
1

Φ∗
itΦjt

in the log-linearized version of Equation 3.1, which, if not properly controlled for, can

bias the trade costs term ϕijt, that we are most interested in. The literature takes two different

approaches, either using the multiplicative nature of the gravity equation to divide trade flows be-

tween each other and through that canceling the problematic multilateral resistance, such as the

friction specification in Head and Ries (2001) or the tetrads specification in Head et al. (2010), or

alternatively, using a variety of fixed effects to control for the bulk of the multilateral resistance.

Since the disadvantages of the friction and tetrads specification, which are having to construct
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additional problematic variables such as distance to oneself, low explanatory power (a typical

tetrads specification explains only a couple percents of total variation), the elimination of all

variance but at the ijt dimension in tetrads, and a questionable use when a dataset only has one

exporter (Slovenia), seem to outweigh the benefits, we proceed with the first route, controlling for

multilateral resistance with fixed effects. Completely controlling for the multilateral resistance

with fixed effects would involve including origin-year dummies (17) and destination-year dummies

(more than 4000), but this leaves as no degrees of freedom in our case of export data for Slovenia

only, and even in the case of more variables, it is computationally to intensive for the standard

equipment (in a full macro gravity dataset with 200 countries and 50 years, this would result in

20000 dummies). We thus control for the average multilateral resistance, when we include time

fixed effects, and additionally with exporter, importer and dyadic fixed effects.

Table 3.3 shows the baseline gravity estimations with the inclusion of year fixed effects, while 3.4

shows the results with the inclusion of exporter, importer and dyadic fixed effects. In both tables,

the first column regresses log of exports on standard gravity controls, while columns two to five

regress both extensive and intensive margin on the same gravity regressors. Note that the sum of

the partial coefficients on both margins yields the combines effect of a variable on total exports.

Also, in Table 3.4, identification of dyadic time invariant variables (ln(distance), common border,

common country, common legal) is not possible.

Results in Tables 3.3 and 3.4 imply that indeed, as foreshadowed by the decomposition of vari-

ance, the gravity variables better explain extensive margins than intensive margins, having having

in all cases a much higher R2 than intensive margins. The main coefficients are consistent with

the literature, the GDP of the destination country having a positive effect and distance a nega-

tive effect. In Table 3.3, the common border is mostly insignificant, except with the number of

products, where it unexpectedly has a significant and negative partial coefficient. The common

country dummy (former Yugoslavia) has a positive effect on total exports, but when disaggre-

gated, we find that this effect is a result of the extensive margins, not the intensive margins,

that is those markets have a higher number of firms and products than other markets, but not

higher volumes. The common legal origin is positive and significant for both total exports and

the extensive and intensive margins. Finally, RTAs do not seem to have an effect on exports,

common currency a positive effect on one intensive margin and sharing a membership in the WTO

even some negative effects, which is a consequence of not controlling for multilateral resistance

properly. Also, the dummy from the year 2004 has mixed effects due to the fact the country and

country pair fixed effects are not controlled for, and that there are two opposing effects being

captured by the dummy (one being the change in statistical reporting, one being Slovenian entry

into the EU). Thus, exports should be analyzed more robustly with the inclusion of all fixed effects.

Table 3.4 shows the gravity estimations for total exports, and disaggregated exports into extensive

and intensive margins, but controlling for all fixed effects. In relation to Table 3.3, the differences

in removing the biases are that the coefficients on WTO are now positive and significant (as ex-

pected) for total exports and both extensive margins, implying that the effect of WTO is purely

on the increase of number of exporters and number of exported products, while the opposite

can be seen for sharing a currency, which besides affecting total exports, works only through the
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intensive margins, increasing both volumes per firm as well as volumes per product. Including

all the fixed effects in the analysis also makes the year 2004 dummy insignificant, and sharing an

RTA remains insignificant as before.

Table 3.3: Extensive and intensive margins: year FE

1 2 3 4 5

ln(exports) ln(firms) ln(exports firm) ln(products) ln(exports product)

ln(gdp d) 1.042*** 0.624*** 0.418*** 0.622*** 0.421***

(0.0418) (0.0239) (0.0274) (0.0270) (0.0276)

ln(distance) -1.356*** -0.884*** -0.472*** -0.957*** -0.399***

(0.108) (0.0754) (0.0702) (0.0887) (0.0622)

common border -0.597 -0.446 -0.151 -0.792* 0.195

(0.535) (0.574) (0.152) (0.412) (0.173)

common country 1.115** 1.674*** -0.559*** 1.041** 0.0738

(0.540) (0.544) (0.143) (0.469) (0.135)

common legal 1.131*** 0.469*** 0.663*** 0.876*** 0.256**

(0.217) (0.143) (0.154) (0.171) (0.127)

rta 0.178 0.192 -0.0142 0.0949 0.0830

(0.164) (0.120) (0.108) (0.121) (0.106)

wto -0.341* 0.0265 -0.368*** 0.0140 -0.355***

(0.192) (0.128) (0.128) (0.129) (0.129)

common currency 0.209 -0.128 0.337** -0.0315 0.241

(0.175) (0.157) (0.149) (0.158) (0.151)

dummy2004 0.133 -0.232** 0.365*** 0.318*** -0.184

(0.169) (0.102) (0.121) (0.113) (0.126)

Constant -5.606*** 3.939*** -2.637*** 4.855*** -3.553***

(1.062) (0.746) (0.671) (0.873) (0.635)

Observations 2,563 2,563 2,563 2,563 2,563

R-squared 0.784 0.855 0.463 0.808 0.445

Time FE YES YES YES YES YES

Exporter FE NO NO NO NO NO

Importer FE NO NO NO NO NO

Dyadic FE NO NO NO NO NO

Country pair robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1

Source: own calculation

Table 3.4: Extensive and intensive margins: year, exporter, importer and dyadic FE

1 2 3 4 5

ln(exports) ln(firms) ln(exports firm) ln(products) ln(exports product)

ln(gdp d) 0.980*** 0.492*** 0.488*** 0.577*** 0.488***

(0.152) (0.0664) (0.132) (0.0909) (0.132)

rta 0.0441 0.0698 -0.0258 -0.0405 -0.0258

(0.127) (0.0538) (0.106) (0.0668) (0.106)

wto 0.403* 0.383*** 0.0204 0.302** 0.0204

(0.225) (0.137) (0.176) (0.148) (0.176)

common currency 0.225* -0.0435 0.268** 0.0544 0.268**

(0.125) (0.0851) (0.117) (0.0708) (0.117)

dummy2004 0.192 -0.167 0.359 0.183 0.359

(0.287) (0.115) (0.247) (0.156) (0.247)

Constant -16.62*** -2.136*** -7.578*** -2.483*** -7.578***

(1.442) (0.646) (1.255) (0.875) (1.255)

Observations 2,563 2,563 2,563 2,563 2,563

R-squared 0.882 0.960 0.630 0.926 0.630

Time FE YES YES YES YES YES

Exporter FE YES YES YES YES YES

Importer FE YES YES YES YES YES

Dyadic FE YES YES YES YES YES

Country pair robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1

Source: own calculation

Since the maps and scatter plots representation of exports and distances imply that distances

affect total exports and export margins negatively, we proceed with the preferred specification

from Table 3.4 which controls for the average multilateral resistance and include institutional

variables. Table 3.5 shows the results of gravity regressions including institutions on total ex-

ports, both extensive and both intensive margins. Firstly, the sample size more than halves, due
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to worse availability of institutional quality variables, but still remains well over one thousand

observations. Secondly, a general and surprising finding is, that institutional levels do not seem

to have a statistically significant effect on export flow or margins. However, we find interesting

results on the terms capturing absolute institution distance between Slovenia and its partners.

Namely, the absolute difference in the quality of legal institutions has a negative effect on both

extensive trade margins (slightly missing significance for the number of products), and a positive

effect on both intensive trade margins. Furthermore, absolute political institutional distance has

a negative effect on total exports, which is based solely on both intensive margins (again slightly

missing significance in the case of exports per product), while it does not effect the extensive

margins.

Table 3.5: Extensive and intensive margins with institutions

1 2 3 4 5

ln(exports) ln(firms) ln(exports firm) ln(products) ln(exports product)

ln(gdp d) 1.075*** 0.427*** 0.648*** 0.556*** 0.518*

(0.236) (0.0921) (0.222) (0.144) (0.270)

rta 0.184 0.152*** 0.0320 0.0761 0.108

(0.120) (0.0513) (0.117) (0.0751) (0.123)

wto 0.0612 0.0180 0.0432 0.0292 0.0321

(0.231) (0.0934) (0.216) (0.139) (0.244)

common currency 0.135 -0.0851 0.220** 0.0117 0.123

(0.0899) (0.0620) (0.0912) (0.0654) (0.102)

dummy2004 -0.125 -0.118** -0.00724 -0.107 -0.0183

(0.135) (0.0550) (0.125) (0.0748) (0.125)

legal inst d 0.197 -0.0522 0.249 -0.00227 0.199

(0.224) (0.117) (0.196) (0.137) (0.244)

political inst d -0.403 -0.00503 -0.398 0.0438 -0.447

(0.270) (0.132) (0.246) (0.163) (0.271)

economic inst d -0.0603 0.0545 -0.115 0.175 -0.236

(0.134) (0.0687) (0.118) (0.149) (0.183)

abs(legal diff) 0.289 -0.157* 0.446*** -0.0271 0.316*

(0.184) (0.0795) (0.166) (0.0844) (0.181)

abs(political diff) -0.454* 0.00814 -0.462** -0.0874 -0.366

(0.260) (0.121) (0.228) (0.129) (0.248)

abs(economic diff) -0.119 -0.0273 -0.0915 0.124 -0.243

(0.168) (0.0666) (0.144) (0.170) (0.238)

Constant -16.67*** -0.720 -9.048*** -1.618 -8.150***

(2.553) (0.979) (2.402) (1.520) (2.899)

Observations 1,169 1,169 1,169 1,169 1,169

R-squared 0.935 0.981 0.757 0.954 0.750

Time FE YES YES YES YES YES

Exporter FE YES YES YES YES YES

Importer FE YES YES YES YES YES

Dyadic FE YES YES YES YES YES

Orthog. Inst. NO NO NO NO NO

Robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1

Source: own calculation

Due to the proven endogenous nature of institutional quality variables in the literature on insti-

tutions, growth and incomes, we also replicate the results from Table 3.5, using orthogonalized

institutions. As in Benassy-Quere et al. (2007), we regress every institutional measure on GDP

per capita as a capture all development variable, and collect the residuals, which are then the part

of institutional measures orthogonal to development. The results of the gravity regressions using

orthogonalized institutions are reported in Table 3.6. We find significant changes in terms of the

effect of legal institutional distance, which now looses its significance in all regressions. Political

institutional distance, on the other hand, keeps its negative sign and significance on total exports,

confirming the previous result since it is based solely on both intensive margins (again slightly

missing significance in the case of exports per product).
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Table 3.6: Extensive and intensive margins with orthogonal institutions

1 2 3 4 5

ln(exports) ln(firms) ln(exports firm) ln(products) ln(exports product)

ln(gdp d) 1.061*** 0.478*** 0.582*** 0.580*** 0.480*

(0.216) (0.0832) (0.205) (0.144) (0.253)

rta 0.200 0.159*** 0.0411 0.0952 0.105

(0.123) (0.0518) (0.118) (0.0782) (0.129)

wto 0.0671 0.0229 0.0442 0.0325 0.0345

(0.235) (0.0925) (0.231) (0.140) (0.258)

common currency 0.0820 -0.0708 0.153 0.0655 0.0165

(0.113) (0.0681) (0.108) (0.0676) (0.131)

dummy2004 -0.214 -0.108* -0.107 -0.103 -0.111

(0.156) (0.0587) (0.143) (0.0824) (0.148)

legal inst d -0.00629 0.0686 -0.0749 -0.00105 -0.00524

(0.223) (0.0971) (0.199) (0.132) (0.232)

political inst d -0.107 -0.00919 -0.0975 0.0615 -0.168

(0.177) (0.0969) (0.165) (0.142) (0.183)

economic inst d -0.0635 0.0594 -0.123 0.0852 -0.149

(0.151) (0.0752) (0.131) (0.112) (0.150)

abs(legal diff) -0.0282 -0.00612 -0.0221 -0.00244 -0.0258

(0.183) (0.0725) (0.162) (0.112) (0.188)

abs(political diff) -0.310* -0.0319 -0.278* -0.0379 -0.272

(0.179) (0.0883) (0.147) (0.126) (0.168)

abs(economic diff) 0.107 -0.00219 0.109 0.0197 0.0873

(0.178) (0.0647) (0.168) (0.117) (0.210)

Constant -16.74*** -1.445 -8.383*** -1.897 -7.930***

(2.285) (0.895) (2.167) (1.540) (2.671)

Observations 1,169 1,169 1,169 1,169 1,169

R-squared 0.935 0.981 0.758 0.954 0.751

Time FE YES YES YES YES YES

Exporter FE YES YES YES YES YES

Importer FE YES YES YES YES YES

Dyadic FE YES YES YES YES YES

Orthog. Inst. YES YES YES YES YES

Robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1

Source: own calculation

We continue with our focus on institutional distance and test for possible nonlinear effects of

institutional distance, but find none. We also test for heterogenous effects of institutional distance

depending on whether the trade is predominantly intra industry trade or inter industry trade.

For that purpose, we utilize a CEPII TradeProd (de Sousa et al., 2012), which includes 26

industrial sectors according to the three digit ISIC Revision 2 (International Standard Industrial

Classification) from 1980 to 2006. For each country-year, we calculate the bilateral Grubel-Lloyd

(GL) index for each trading partner, according to Equation 3.6, where i is the exporter cuntry, j

the importer country, k the sector, X exports and M imports.

GLij
k = 1−

|Xij
k −M ij

k |
Xij

k +M ij
k

(3.6)

We only use the values for Slovenia as an exporter in this paper, and to have the coverage we want,

we use the average GL index for each of Slovenia’s trade partner. The ten top intra industry trade

partners for Slovenia, and the ten lowest ones (top inter industry trade) with values larger than

zero are shown in Table 3.7, along with the values of the intra-industry trade index, while Fig-

ure 1 in the Appendix shows the average intra industry intensity on a map of Europe, in quartiles.

The gravity estimations, concentrating on the effect of institutional distance and thus leaving

out the institutional quality levels (as they remain insignificant even when included), with the

addition of an interaction effect for each institutional distance, are shown in Table 3.8. The

dummy intra is defined as one if the particular trading partner of Slovenia is in the top 50

percentiles of intra-industry trade. Since the partner countries of Slovenia with whom Slovenia
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Table 3.7: Top and bottom intra-industry trade partners

Top partners avg. Grubel-Lloyd Bottom partners avg. Grubel-Lloyd

1 France 0.7571 1 Turkmenistan 0.0001

2 Austria 0.7015 2 Somalia 0.0002

3 Italy 0.6739 3 Burkina Faso 0.0004

4 Germany 0.6672 4 Congo, Rep. 0.0006

5 Croatia 0.5652 5 Paraguay 0.0006

6 Netherlands 0.5481 6 Armenia 0.0007

7 Czech Republic 0.5462 7 Myanmar 0.0007

8 Hungary 0.5454 8 Senegal 0.0010

9 United Kingdom 0.5038 9 Mali 0.0011

10 Sweden 0.5036 10 Sierra Leone 0.0015

Source: de Sousa et al. (2012) and own calculation

trades predominantly in intra-industry goods are very different on their level of development than

the countries where inter-industry trade is more important, it is not all that surprising that we

can find a differential effect of institutional distance. We find that the negative effect of political

institutional distance found in Table 3.6 is in fact based on intra-industry trade, as the effect

of the interaction is negative and significant for intra = 0, whereas the heterogenous effect of

political institutions distance for intra-industry trade is in fact positive. In both cases, it is still

based on the intensive margin.

Table 3.8: Differential effect of institutional distance

1 2 3 4 5

ln(exports) ln(firms) ln(exports firm) ln(products) ln(exports product)

ln(gdp d) 1.100*** 0.505*** 0.595*** 0.613*** 0.487*

(0.220) (0.0737) (0.206) (0.143) (0.261)

rta 0.165 0.144*** 0.0218 0.103 0.0627

(0.126) (0.0542) (0.118) (0.0795) (0.128)

wto 0.0149 0.0245 -0.00951 0.0539 -0.0390

(0.238) (0.0845) (0.231) (0.135) (0.261)

common currency 0.202** -0.0947 0.297*** 0.0222 0.180*

(0.0944) (0.0677) (0.105) (0.0588) (0.0995)

dummy2004 -0.168 -0.130** -0.0376 -0.146* -0.0215

(0.144) (0.0525) (0.131) (0.0795) (0.127)

abs(legal diff) -0.0974 -0.0991 0.00178 -0.0342 -0.0631

(0.319) (0.0928) (0.295) (0.190) (0.354)

abs(legal diff)*intra 0.0341 0.0228 0.0114 -0.00771 0.0418

(0.334) (0.133) (0.312) (0.216) (0.360)

abs(political diff) -0.669** -0.197 -0.472* -0.0960 -0.573

(0.334) (0.157) (0.272) (0.235) (0.373)

abs(political diff)*intra 0.700* 0.274 0.426 0.0903 0.610

(0.414) (0.187) (0.343) (0.269) (0.435)

abs(economic diff) 0.246 -0.0848 0.331 0.00749 0.239

(0.321) (0.0947) (0.300) (0.215) (0.395)

abs(economic diff)*intra -0.297 0.143 -0.440 0.00878 -0.306

(0.348) (0.115) (0.324) (0.230) (0.415)

Constant -17.12*** -1.662** -8.553*** -2.212 -8.004***

(2.320) (0.785) (2.173) (1.503) (2.741)

Observations 1,169 1,169 1,169 1,169 1,169

R-squared 0.935 0.981 0.758 0.954 0.750

Time FE YES YES YES YES YES

Exporter FE YES YES YES YES YES

Importer FE YES YES YES YES YES

Dyadic FE YES YES YES YES YES

Orthog. Inst. YES YES YES YES YES

Robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1

Source: own calculation
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3.5 Conclusion

The aim of this paper is to examine exports of Slovenia and to pay particular attention to the

differences in intensive and extensive margins. We also examine what the effect of institutions

and institutional distances is on exports, with micro, firm level export data from Slovenia, which

allows us to look at both the intensive and the extensive export margin. We disaggregate exports

in two ways, yielding two intensive and two extensive trade margins. The first disaggregation

is on volumes per firm and number of firms, and the second one is on volumes per product and

number of products.

A thorough examination of Slovenia’s export activity reveals some interesting facts. Firstly, Slove-

nia is a small open economy and as such very much dependent on exports, which represent up to

70% of its GDP. Out of those, a majority share are manufacturing exports, which represent also

around 70% of total export value. Out of all the firms in manufacturing, we find that up to 45%

of firms export, which is a high percentage as compared to other countries. Out of all possible

export markets (countries), in every year, Slovenian firms export to around 70% of them, having

no exports to the others.

Summary statistics also show that in terms of intensity of exports on both margins, distance is

a decisive factor, especially so with the extensive margins. We also show that scatter plots of

total exports, intensive or extensive margins against the four concepts of distances: geographical

distance, legal, political and economic quality distance, imply that there is a negative relationship

between export measures and distances. We test this notion within a gravity model, where total

exports and disaggregated exports on the intensive and extensive margins are analyzed.

In terms of variance of total exports explained by the two margins, the extensive margin fares

better. Also, all gravity specifications with extensive margins have a much better explanatory

power as compared to the gravity regressions with intensive margins. We show that it is im-

portant to control for multilateral resistance with enough fixed effects, and firstly replicate the

results of the literature, yielding amongst other, standard positive and significant estimates on

GDP and negative and significant estimates on geographical distance.

We focus particularly on the effect of destination’s quality of legal, political and economic institu-

tions, and the effect of absolute institutional distance in all three institutional groups. We show

that it is important to take not only multilateral resistance into account, but also the inherent

endogenous nature of institutions, which we purge of the most problematic part. The results on

the effects of institutions and institutional distances leave something to be desired for, as we are

unable to replicate the more salient effects from the literature.

We find that the quality of institutions in the destination country is not a significant determinant

of exports, and that out of institutional distances, only distance in the quality of political insti-

tutions affects exports negatively. This negative effect is based on the intensive margin, whereas

no institutional variable seems to have an effect on the extensive margin. We also find hetero-

geneities in the effect of political institutional distance. Although the general effect is negative,
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when including the interaction between political institutional distance and intra-industry trade

dummy, we find that besides the general negative effect is based on inter-industry trade, while in

intra-industry trade, this effect is positive.

In conclusion, there are differences in the estimations of gravity coefficients between the intensive

and extensive margins. Institutional factors in this paper have only a modest effect, but the

summary statistics and later estimations suggest there might be a lot of heterogeneity, which

makes it harder to statistically detect general effects.
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4 FDI AND INSTITUTIONS: FORMAL AND IN-

FORMAL INSTITUTIONS9

Abstract

This paper examines the role of formal and informal institutions in FDI dynam-

ics. We examine the effects of the quality of legal, political and economic formal

institution as well as the effect of institutional distance (based on new dataset) on

bilateral FDI inflows in OECD countries using a gravity specification. We also ex-

amine FDI for the effects of a specific informal institution - attitude of the public

towards economic liberal issues. Reactions of FDI to liberal and non liberal public

opinion (proxied with a summary index on attitudes on liberalization issues from the

World Values Survey and European Values Survey) are examined with and without

controlling for formal institutions. Findings show that the quality of legal and polit-

ical institutions is in fact an important determinant of FDI, that legal and political

institutional distance are both significant and important obstacles to FDI, and that

public opinion also matters. It is important to control for formal institutions when

looking at the effect of informal institutions. We find that nonliberal public attitude

significantly reduces inward FDI with a lag. Results are relevant for enterprises’

investment strategies, consultancies influencing public opinion as well as for policy

makers and governmental agencies involved in investment promotion programs.

Keywords: FDI, gravity equation, institutional quality, institutional distance, pub-

lic opinion

JEL classifications: F21,F23, B52

9This paper is coauthored with prof. Andreja Jaklič, Ph.D.
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4.1 Introduction

Determinants of foreign direct investments (FDI) have been widely discussed in the last two

decades along with ways on how to attract FDI. The importance of FDI determinants has even

increased with more dynamics in the international business environment and made the investment

decisions making process more complex. A set of traditional gravity variables (such as market size,

proximity, trade agreements) is frequently not enough to understand foreign direct investment

behavior. More recent discussions are starting to recognize that also factors such as institutional

quality are important for attracting FDI and can account for cross country differences in FDI,

wealth and development. The literature and business managers pay increasing attention to this

issue. Institutions and their transitions pose significant challenges for policymakers, multinational

enterprises (MNEs) and corporate strategies.

The aim of this paper is to add to the literature on FDI and institutions. For that purpose, we uti-

lize a new dataset on formal institutional quality, with measures on the quality of legal, political

and economic institutions. We pay particular attention to the much neglected concept of not only

institutional qualities being important as determinants of FDI, but also institutional distances,

that is the differences between the quality of origin’s and destination’s institutions. Moreover,

this paper explores whether FDI flows (reflecting MNEs’ investment location decisions) react also

to a measure of informal institutions in the form of public opinion towards liberalization issues.

We examine the effects of institutional quality levels, institutional distances and public opinion

on bilateral FDI inward stocks in OECD countries using a gravity specification in the period from

1990 to 2010. We proxy public opinion towards FDI with a summary index based on attitudes

towards liberalization issues from the World Values Survey and the European Values Survey. We

hypothesize that institutional quality of both the origin and destination country will have a pos-

itive effect on FDI, that liberal public opinion will also have a positive, while a non-liberal public

opinion will have a negative effect on FDI. Public opinion creates pressure for governments, which

may - in order to respect electorate - treat FDI differently. Moreover, when we focus on public

opinion, we also control for the usual gravity FDI determinants, fixed effects and finally also for

formal legal, political and economic institutional environment in the destination and origin coun-

try, to eliminate the possible indirect effect of public opinion working through government actions.

The available measures of political risk, such as country risks or country ratings are often insuf-

ficient for investors’ decision making process and a more detailed analysis is needed. Improved

indicators and data bases covering institutional variables are available10, but most of them have

an incomplete or a very focused concept of institutions and further more, concentrate solely on

formal institutions, while less attention is given to informal institutions. However, informal in-

stitutions such as public opinion can, similarly as weak public governance, inefficient protection

of property rights or corruption, also bring additional risks and costs to FDI, and can even affect

10For example the Worldwide governance indicators (Kaufmann et al., 2013), the Global Competitive-

ness Report (Sala i Martin et al., 2011), the Fraser Institute’s database (Gwartney et al., 2012), Heritage

Foundation’s Economic freedom (Miller et al., 2010), Transparency international Corruption Perception

Index (Transparency International, 2013), etc.
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other formal institutions (or wider country risk).

The role of public opinion as a determinant of FDI is modestly explored in the literature (one of

the rare empirical studies exploring the role of nationalism is offered by Jakobsen and Jakobsen

(2011)), yet anecdotic evidence exists, saying that a hostile public attitude toward FDI or raising

economic nationalism prevent FDI inflows and/or cause relocation of foreign investors. Business

press often reports negative attitudes toward foreign direct investment in the recent years.11 Fears

were frequently expressed against FDI from emerging economies and in particular against those

coming from Asia, as these economies in the last decade provided a majority share in European

FDI inflows (UNCTAD, 2008, 2009, 2011, 2012). Knowing the relations and the impact of in-

formal institutions such as public opinion on FDI is thus relevant for both enterprises and their

investment decision process as well as for policy makers and governmental agencies involved in

investment promotion strategies.

Institutional analysis is increasingly used as a policy tool for changing and promoting compara-

tive advantages. Research evidence highlights that institutional environment matters for FDI, yet

few studies include institutional distance into bilateral FDI analysis. Using institutional distance

(in legal, political and economic institutions) from a newly formed institutional dataset (Kunčič,

2012a) in bilateral FDI estimation is the first contribution of this study to the existing literature.

Next is including the public opinion into FDI inflows analysis. To our knowledge public opinion

has not been tested in any bilateral FDI study so far. Looking into the relationship of the effect

of formal institutions and public pressure (informal institutions) on FDI is the third novelty of

the study.

This paper is structured as follows. Section 2 presents the theoretical framework. Section 3

presents the empirical framework, data and summary statistics, while section 4 deals with the

empirical estimations and discusses the results. Section 5 summarizes and concludes.

4.2 Theoretical framework and existing evidence

Institutions were recognized as important determinants of cross country differences in wealth and

development (IMF, 2003; Acemoglu and Johnson, 2005), but also as a determinant of cross coun-

try differences in FDI (Dunning and Lundan, 2008; Wheeler and Mody, 1992; Wei, 2000; Stein

and Daude, 2001). Institutions (and their quality) were identified as a source of comparative

advantage and nations/governments are reforming institutional (legal, political, economic and

cultural) context for firms to improve their working conditions (Pedersen, 2010). Institutional

competitiveness has (along with the effort of attracting FDI) become implicitly the aim of indus-

trial policies and a tool for increasing international competitiveness all over the world. Nations

and governments not only restructure formal institutions and coordinate different policies and

departments, but also intervene in the attitudes, values, aspirations, and interests of citizens and

firms in attempts to use behavior change as a means to create comparative advantage (Pedersen,

2010). The concept of international competitiveness has placed institutions in in the center of

11One of the famous examples is hostile public opinion towards FDI (especially Wal-Mart) in retail in

India.
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focus the last two decades for business managers, policy makers and international organizations

when they measure competitiveness and construct internationalization strategies. Especially for-

eign investors have increasingly become aware of the importance of institutional quality as they

make their investment decisions (Bevan and Estrin, 2004).

The economic crisis enhanced these efforts as investment risks increased not only due to a less sta-

ble macroeconomic environment but also due to a more volatile social and political environment.

Global structural changes and growing influence of emerging economies additionally challenged

institutional uncertainty.12 Rising presence of Asian enterprises in the “old developed economies”

in Europe has been accompanied with a number of new bilateral investment treaties (BITs), but

also with a number of investment restrictions (UNCTAD, 2010, 2011).13 MNEs are responding

to the regulatory and other institutional changes, but also leading the change of institutions (and

build attitudes, values, aspirations, and interests of consumers). Changes in institutional envi-

ronment are thus increasingly monitored to evaluate “institutional competitiveness” (Campbell

and Pedersen, 2007) and as a consequence, institutional analysis have been growing.

Empirical research on FDI has recently begun to include institutional factors in both the FDI

effects on domestic economy such as spillovers and growth as well as the determinants of FDI

flows. Prüfer and Tondl (2008) discusses the positive effects of good institutional environment

in the form of a functioning legal framework and find they are important for FDI spillovers.

Moreover, the determinants of FDI or the attraction of FDI itself depends, inter alia, on the

local environment and institutional system, ranging from the level of corruption to property right

protection, for instance see Kostevc et al. (2007). Investment related costs, especially those influ-

encing uncertainty such as the quality of legal institutions and political institutions, affect FDI

costs and through that, FDI flows (Demekas et al., 2007; Daniele and Marani, 2006). Recently,

Ali et al. (2010) examined institutions as determinants of FDI for a large panel of countries and

found that they are a robust determinant of FDI flows, namely legal institutions in the form of

property rights, rule of law and expropriation risk.

The quality of institutions in both the country of origin as well as in the importing country plays

a direct role in the frequency and magnitude of the above mentioned costs, as emphasized within

the OLI paradigm by Dunning (1979, 1981, 1988) and Dunning and Lundan (2008). To this

12Emerging markets MNEs phenomenon along with the global crises has revived new protectionism and

nationalism in Europe, where in spite of the efforts to increase FDI inflows, huge challenges for new entries

from emerging markets MNEs still exists. Nationalism and hostile public opinion can even more easily

develop during and after an economic crisis.
13Growing outward FDI by Chinese companies in industrialized and especially in developed countries

go along the changing patterns of global economic governance; emerging economies intensify efforts to

influence institutions or rules of the game in international trade and investment. Since 1990 China inten-

sified the protection of foreign direct investment through BITs and the variance of the institutional design

of Chinese international investment agreements (IIAs) is huge. Nowadays China is demonstrating a new

confidence as an actor of importance in the global governance system for FDI shown by its willingness

to engage in BIT negotiations with the United States (Berger, 2011). A number of European countries

agreed to BITs in the last decade in spite of (or exactly despite of) the ”after Lisbon” intention of EU to

centralize the IIAs and that a European Model BIT is underway.
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theoretical framework we can include an innovation, which is institutional difference (explained

below in more detail). Both within the OLI paradigm and also within the Helpman (2006) model,

institutional difference, measured as quality of institutions in the origin country minus the quality

of institutions in the receiving country, can be incorporated into the country-pair specific invest-

ment costs that are pertinent in the theory.

Levchenko (2007) introduced institutional differences as a source of comparative advantages by

using bilateral data between the host and the source country on trade. To the extent that trade

and FDI are complements, this could raise FDI too. Aizenman and Spiegel (2006), on the contrary

(by using a principal-agent framework where ex-post monitoring of contracts is more costly for

foreign investors than for domestic ones) argue that the share of FDI in total investment should

be lower in countries with weak institutions (eg. enforcement of property rights). If investors

from weak quality of institution countries face lower costs (when investing in weak quality of in-

stitutions countries) than investors from strong quality of institutions countries, this would entail

that institutional difference between the origin and the host country should have a negative im-

pact on bilateral FDI. Institutional difference can be thus understood with traditional arguments

of the literature on management for “psychic distance” as a major impediment to the foreign

entry decision of companies. Proximity would reduce either perceived uncertainty or learning

costs about the target countries. Institutions based on economic and social history (including the

colonization era), attract more FDI, other things equal, amongst countries displaying relatively

similar institutions (Habib and Zurawicki, 2002).

The link between institutions and FDI is increasingly studied also as a channel through which

institutions promote productivity growth (Benassy-Quere et al., 2007). Good institutions (mainly

considered as formal institutions) exert their positive influence on development through the pro-

motion of investment in general, which faces less uncertainty and higher expected rates of return.

Since FDI now represent a very large share of capital formation in poor countries (UNCTAD,

2010), and forms one of the most stable sources of capital, the FDI-promoting effect of good

institutions might be an important channel of their overall effect on growth and development.

All the above mentioned studies focus mainly on formal institutions, while much less discussion

and research has been made on informal institutions. Still, state-society relations are seen as one

of the facets of institutional competitiveness and a number of actors apply professional means

to influence public opinion and government decisions. The impact of public opinion on institu-

tions has been recognized (Jakobsen and Jakobsen, 2011; Jaklič et al., 2011), but rarely studied

as a determinant of institutional quality separately or further investigated as a determinant of

international trade and capital flows. Multinational firms often report negative attitude in public

opinion or chicane due to liability of foreignness.14 Anecdotal evidence highlights the difficulties

(or even withdrawals) of foreign investors due to underestimated costs of unfavorable and hos-

tile climate. In societies where nationalist sentiments dominate, the public prefers indigenous to

foreign firms. This induces host authorities to institute more stringent foreign investment rules,

which deter FDI (Jakobsen and Jakobsen, 2011). Public opinion, if hostile, may prolong the pro-

14Public opinion is often related to FDI impact on labour market, through both job creation and wage

effects (Jaklič et al., 2011).
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cess of getting licences, hiring personnel, coordinating with stakeholders, etc. and consequently

increases costs and/or return period. Positive attitudes toward FDI (often established due to

job creation or wage increases) may on the other hand be a comparative advantage of a location

and may indirectly work as an incentive for improved functioning of formal institutions. Public

opinion may thus be relevant to MNC’s behavior, investment location decisions and performance.

4.3 Empirical framework and data

With the rise of availability of bilateral FDI flows, the empirical literature on FDI quickly adopted

the gravity approach from the trade literature. Whether we are exploring market seeking - hor-

izontal FDI, or efficiency seeking - vertical FDI (which is often joined by resource-seeking and

asset-seeking FDI), the two motives for FDI can be combined together in a gravity specification

of FDI from country i to country j (Markusen and Venables, 1998, 2000). Taking into account

that around two thirds of new FDI is in fact mergers and acquisitions (UNCTAD, 2011), Head

and Ries (2008) develop a gravity model of FDI, where the bilateral FDI flows depend on origin

country i’s characteristics, destination country j’s characteristics and bilateral specific variables

such as geographic and cultural distance. The authors also suggest, in line with the trade gravity

estimations, that the origin and destination effects can be estimated with i and j fixed effects.

When we log-linearize the multiplicative gravity equation for bilateral FDI from country i to

country j in time t, we arrive at an estimable expression such as the one in Equation 4.2, where

FDI is explained by a set of country origin and country destination specific time variant and

invariant variables in vectors Xit and Xjt , and a set of bilateral variables stacked in vector Xijt

, all of which are based on the literature and explained below. Additionally, the vector INST

contains the variables capturing the institutional environment in the origin country (it), the des-

tination country (jt) or institutional distance (ijt).

lnFDIijt = const.+X′
itα+X′

jtβ +X′
ijtγ + INST′

itδ + INST′
jtθ + INST′

ijtϑ+ εijt (4.1)

Empirically, the following questions have to be tackled: 1) Should we operate with FDI flows or

FDI stocks? 2) Which are the control variables that should be included? 3) Which are the in-

stitutional variables that should be included? 4) How to control for possible endogeneity sources

in general and how to control for endogeneity of institutions in particular? 5) Which estimation

procedure should be employed to account for the zeroes in the FDI flows? We discuss these

questions in the pecking order below.

The choice between FDI flows and FDI stocks is not completely straight forward, however, the

literature does favor using FDI stocks, namely for three reasons explained in Benassy-Quere et al.

(2007, p. 769): ”First, foreign investors decide on the worldwide allocation of output, hence on

capital stocks. Second, stocks account for foreign direct investment being financed through local

capital markets, hence it is a better measure of capital ownership (Devereux and Griffith, 2003).

Finally, stocks are much less volatile than flows which are sometimes dependent on one or two

large takeovers, especially in relatively small countries.” Also, some other recent examinations of
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bilateral FDI and institutions rely on using stocks instead of FDI flows, such as Júlio et al. (2011),

Bellak et al. (2010) or Head and Ries (2008), which is not to say that some other authors do

not also rely on flows (Aleksynska and Havrylchyk, 2013) or averaged flows (Andrés et al., 2013).

There are two sources of wide country and time coverage for bilateral FDI stocks, OECD and

UNCTAD. OECD covers member countries for the period at most from 1985 - 2010, while UNC-

TAD (UNCTAD’s Data Extract Service) covers a wider set of developed, various emerging and

developing countries, and covers the period of at most from 1980 to 2007. Due to the recent liter-

ature that emphasizes the differential impact of FDI determinants for emerging/non-traditional

sources as opposed to the ones for developed countries (Brennan, 2008; Sauvant, 2008), and due

to the fact that the UNCTAD database is available only for a fee, we use the inwards FDI stock

from the OECD database and concentrate our analysis only on OECD countries. Thus, our

sample of host countries is more homogenous, and using the inwards instead of outwards FDI

stock allows us to focus more on some specific pull factors we are interested in, as the data for

OECD countries is more readily available and when focusing on the pull factors, we would ideally

want all FDI in a country to be accounted for, which is directly achieved by studying inwards FDI.

The set of control variables we use include firstly the standard bilateral gravity controls based

on bilateral trade models, as for instance in Head et al. (2010), where the brackets denote which

margin the variables vary on: we include the nominal GDP’s in millions of current USD and

GDP’s per capita for both the origin and the host country (it and jt) from the World Bank’s

World Development Indicators (WB WDI), geographic distance between each country pair and

dummy for contiguity (ij) from Head et al. (2010) and extended to fit our sample. From the same

source we also include dummies for common language, common legal origins, colonial history (ij),

as well as common currency, both countries being members of GATT (WTO), sharing a regional

trade agreement (RTA) (de Sousa, 2012) and sharing a common political entity (country) in the

past (ijt) (Mayer and Zignago, 2011). The other variables which are specific to bilateral FDI

estimation and are used by the literature (see for instance Andrés et al. (2013) or Bellak et al.

(2010)) are again taken from WB WDI and include host country inflation (jt), as a proxy for

macroeconomic stability, total tax rate (% of commercial profits), research and development ex-

penditure (% of GDP, to capture the potential attractive spill-over effects). The horizontal motive

for FDI is captured with real GDP growth of the host country (along with GDP of the host),

and the vertical motive is controlled for with the host’s openness to trade, ICT-infrastructure

endowment (jt) and with the already included GDP’s per capita of origin and host countries, as

the difference in GDP’s per capita of each country pair proxies the cost benefits of vertical FDI.

Resource seeking FDI is captured by resource rents of the host economy, and asset augmenting

FDI by the number of patents per host country (jt). Finally, we also include the average FDI

stock in the host country (jt), to account for the ever more important agglomeration effects of

FDI. All the control variables with sources and remarks are listed in the Appendix.

The question of which institutional variables to include is rarely tackled directly in the literature,

as the generic term institutions is used to describe everything from financial market developments

to organizational structures. Most often, one of the indices for property rights protection either

from the ICRG (The PRS Group, 2013), World Bank World Governance Indicators (Kaufmann

et al., 2013) or Freedom House (Freedom House, 2012b) is used. This however does not take into
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account the New Institutional Economics theory, where institutions are defined as formal and

informal rules of the game, and their enforcement characteristics North (1990, 1993, 2005b). Our

own formal institutional measures come from a paper where a set of three institutional measures

are developed on the basis of more than thirty established institutional indicators with a wide

cross country and year coverage (Kunčič, 2013), and where the calculated institutional quality is

linked to the theory. The dataset is available online and offers already calculated cross country

and yearly values for the quality of legal, political and economic institutions, which we use to

control for the source country and destination country quality of formal institutional environ-

ment. We use these values to also calculate legal, political and economic institutional distance

between each country pair for every year, as the absolute difference between the country pair.

Capturing informal institutions is much trickier, as it is extremely difficult to arrive at a few

common informal institutional dimensions, as with formal institutions.15 We concentrate on one

dimension of informal institutions, which is the attitude of the public towards liberalization.

Liberal and non liberal attitudes in a society are captured with the data from European val-

ues study (EVS) (European Values Study Group) and World values study (WVS) World Values

Survey Association, which have been done in nine waves from the start of the eighties. We in-

tegrate both surveys and use three questions which can be used to measure the public attitude

towards liberalization, namely the attitude towards private versus government business owner-

ship, responsibility for oneself versus tasking the government with that, and competition being

good versus being bad.16 As Jakobsen and Jakobsen (2011) or Jaklič et al. (2011) the measure

of non(liberal) public attitude comes from using the aggregated values of answers to all three

questions. The total number of points from all three question is 30, so we calculate the share of

respondents for every country and year available with a total score of 10 and less, and call this the

share of non liberal people, and those with a total score of 20 or more, and call this the share of

liberal people. All the institutional variables with sources and remarks are listed in the Appendix.

The gravity specification of FDI flows has a range of possible endogeneities, stemming from pos-

sible heterogeneity of country pairs in time as well as country specific heterogeneity. Matyas

(1997) argues that in a gravity specification, time fixed effects as well as country specific fixed

effects should be included. This however, does not control for possible biases arising from time

varying factors, which also include the salient multilateral resistance (Anderson and van Win-

coop, 2003), although these effects can be varying slowly, so bilateral and country specific effects

do in fact still capture a large share of the cross sectional heterogeneity (Bergstrand and Egger,

2007). Benassy-Quere et al. (2007) use only time fixed effects to control for the problematic en-

dogeneity. The endogeneity of institutions requires a more sophisticated solution, as institutions

are notorious for being correlated to other measures of development. The use of panel data with

country fixed effects prevents the usage of time invariant instruments such as settler mortality

(Acemoglu et al., 2001) or latitude and longitude of a country as instruments for institutions.

15The most known attempt at this is Hofstede’s Cultural Dimensions index (hof), which concentrates

on five specific cultural dimensions.
16E036: Private ownership of business should be increased / Government ownership of business should

be increased. E037: People should take more responsibility to provide for themselves / The government

should take more responsibility to ensure that everyone is provided for. E039: Competition is good. It

stimulates people to work hard and develop new ideas / Competition is harmful. It brings the worst in

people.
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We follow Benassy-Quere et al. (2007) in cleansing our institutional variables of their endogenous

part. GDP per capita of both origin and destination country is separately regressed on each in-

stitutional measure. This makes the collected institutional residuals and calculated institutional

distance orthogonal to the capture-all development variable GDP per capita, and so cleansed of

the most problematic endogenous parts correlated with development.

The choice of the estimation procedure of the gravity specification is crucially affected by the

fact that 60% of our FDI stocks observations are zero or negative, which would turn into missing

values if we transform them with natural logs. The literature initially solved this problem with a

Tobit estimation (Jonathan and Akiko, 1994), which was shown later to produce biased results

in the presence of heteroskedastic errors, so Poisson Pseudo Maximum Likelihood (Poisson PML)

was suggested as an alternative procedure, which accounts for the zeros and is not biased (see

Silva and Tenreyro (2006) for an application to trade in goods or Head and Ries (2008) for an ap-

plication to bilateral FDI). However, the latter method is primarily intended to be used for count

dependent variables, and has the requirement of conditional means and conditional variances of

variables to be roughly the same; both of which is hardly the case with FDI data. Another option

is to firstly cap all negative observations to zero, then add a constant to the FDI stocks and only

then taking the natural logarithm of it, which is what we do, by firstly capping the negative obser-

vations to zero and then adding a constant of 0.3, following Benassy-Quere et al. (2007), which in

our sample of FDI stocks corresponds to the value of the fifth percentile of strictly positive values.

The summary statistics of all variables used (without logs) are presented in Table 4.1. Some

variables are not as available as our main gravity variables, variables such as R&D expenses, tax

rate, ICT infrastructure, and especially the institutional variables, so some variables are thus not

included in the final regression analysis. Figure 4.1 shows a scatter plot of public opinion in the

destination countries for FDI stocks from OECD. We can see there is a lot of variation, and that

the share of liberal people is much higher on average than the share of nonliberal people. Out of

OECD countries, the most liberal crowd can be found in Israel in 2001, when according to our

measure, everyone was liberal, followed by United Kingdom in 1998 at 93% and Sweden in 1997

at 72%. Low values of liberal public opinion are can be found in Korea in 2001, 2005 and 1996 at

2%, 2% and 4%, respectively. A look at nonliberal public opinion shows the the most nonliberal

public opinion can be found in Poland in 2005 at 30%, followed by Turkey in 1990 by just under

30% and Chile in 2008 at 28%. On the other end, the lowest values of nonliberal public opinion

as we measure it, are in France in 2000 with no nonliberal people, Sweden in 1999 with 0.2%,

and the Netherlands in 2006 at 0.3%. The dynamics of public opinion are more worrisome, as

they imply that the share of liberals is declining, while the share of nonliberals is increasing in

the total sample.
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Table 4.1: Summary statistics

variable N mean min max sd

FDIstock 55864 1772.19 0.00 447529.00 12473.47

gdp d (bill. current USD) 70518 1058.02 5.68 14419.40 2258.30

gdpcap d 70518 30160.55 1693.74 112028.50 18368.96

gdp o (bill. current USD) 66458 296.14 0.01 14419.40 1115.88

gdpcap o 66447 11265.84 64.36 138774.70 16839.89

distance 141372 7359.08 20.25 19563.95 4409.22

common border 141372 0.02 0.00 1.00 0.13

common language 141372 0.10 0.00 1.00 0.30

colony 141372 0.03 0.00 1.00 0.18

common legal 141372 0.24 0.00 1.00 0.43

common currency 140658 0.01 0.00 1.00 0.12

rta 141372 0.13 0.00 1.00 0.34

wto 146374 0.63 0.00 1.00 0.48

gdp growth d 70512 2.50 -14.07 10.49 3.35

inflation d 69596 3.69 -4.48 555.38 7.67

rd d 55202 1.81 0.31 4.84 0.93

resource rents d 70518 1.92 0.00 22.05 4.01

tax rate d 35587 44.41 20.80 77.50 12.21

trade d 70518 87.94 15.92 333.53 52.00

ict d 58638 1529.26 136.87 2303.50 384.73

patents d 63094 19880.58 1.00 222693.00 50984.56

FDIstockavg d 70518 2438.57 41.32 17006.06 3717.47

legal inst o 136422 1.09 -0.83 1.93 0.60

political inst o 128106 1.25 -0.74 2.04 0.51

economic inst o 135630 0.92 -0.91 1.91 0.56

legal inst d 82552 -0.01 -2.15 1.93 0.95

political inst d 86870 0.00 -2.22 2.04 0.98

economic inst d 76364 0.00 -2.93 1.96 0.95

abs(legal diff) 79490 1.32 0.00 3.98 0.86

abs(political diff) 78886 1.40 0.00 4.07 0.90

abs(economic diff) 73352 1.17 0.00 4.71 0.83

liberal d 26035 0.27 0.02 1.00 0.16

not liberal d 26035 0.10 0.00 0.30 0.07

liberal o 8874 0.23 0.02 1.00 0.15

not liberal o 8874 0.13 0.00 0.39 0.08

Source: OECD, World Bank WDI; Head et al. (2010); Mayer and Zignago (2011);

de Sousa (2012); Kuncic (2013); EVS; WVS; own calculation.

Figure 4.1: Public opinion
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4.4 Empirical estimations and results

What we start is the replication of gravity FDI results from the literature, essentially estimating

Equation 4.2 without the institutional part. Even here, we proceed in several steps, essentially

to show how the estimates can evolve, when controlling for endogeneity sources in different ways

and when using different methods. Table 4.2 shows the OLS gravity model estimations with and

without the FDI specific variables and with including an increasing number of fixed effects.

Regressions from 1 to 3 show the results with only including the full gravity variables, while

regressions from 4 to 6 add also the FDI specific variables suggested by the literature. Fixed

effects (FE) included are time FE in regressions 1 and 4, time and country FE in regressions

2 and 5, and finally the entire set of FE, time, country and dyadic FE in regressions 3 and 6.

Generally, we get the expected results in practically all regressions, namely that the GDP’s as

well as GDP’s per capita of both origin and destination country have a positive marginal effect on

bilateral inwards FDI17, as do variables denoting closeness of countries such as sharing a border,

language, currency, legal origins or colonial ties. Distance has a highly significant and negative

marginal effect. Also, being in the same regional trade agreement has a positive effect, while

both countries being members of WTO has an interesting negative marginal effect. In terms of

the FDI specific variables, the most consistent effect is the negative marginal effect of inflation in

the destination OECD country, and there seems to be a negative marginal effect of openness to

trade. Also the already amassed FDI stock has a positive and strong marginal effect, implying

big agglomeration effects.

It has to be noted, that depending on the fixed effects included, the partial coefficients can be very

different from one another. This volatility of estimates points to the fact that including only year

FE can be misleading, not only in the magnitudes, but also in significance and signs. Comparing

regressions 1 and 4 to the ones with more fixed effects, some variables stand out. Namely, the

positive effect of GDP of both the origin as well as destination country is severely overestimated

without country FE. There are also some changes in the FDI specific variables, highlighting the

need for the inclusion of additional FE.

The baseline model results imply that inwards FDI stock in the OECD countries is primarily

driven by the market seeking motive and agglomeration effects. It is much less motivated by

efficiency seeking FDI (which is to be expected as labour is expensive in OECD countries), not

motivated by resource seeking FDI (also expected, as OECD countries are not among the most

resource rich countries) but also surprisingly not motivated by asset seeking. We also believe that

the best specification is the one which includes the most fixed effects, as this allows us to control

for time heterogeneity, origin and destination country heterogeneity and heterogeneity in country

pairs.

17The negative coefficient on lngdp o and lngdp d can not be interpreted as a negative marginal effect

of GDP on FDI, as the entire influence of GDP is captured by adding the coefficient on GDP and the

coefficient on GDP p.c., which then turns positive and remains significant (with dyadic FE it turns slightly

negative, but is not significant). Worth noting is also that this implies also a negative effect of origin and

destination country population on bilateral FDI, which has been documented by the literature before (see

for instance Razin et al. (2008)) and is thus not discussed further.
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Table 4.2: Gravity estimations

dep. var. ln(FDIstock) 1 2 3 4 5 6

ln(gdp o) 0.521*** -1.254*** -1.083*** 0.498*** -1.291*** -1.164***

(0.0158) (0.270) (0.293) (0.0169) (0.274) (0.296)

ln(gdp d) 0.536*** -2.015*** -3.995*** 0.243*** -2.116*** -3.853***

(0.0212) (0.673) (0.630) (0.0487) (0.710) (0.698)

ln(gdpcap o) 0.658*** 1.408*** 1.268*** 0.662*** 1.434*** 1.333***

(0.0236) (0.280) (0.305) (0.0252) (0.285) (0.308)

ln(gdpcap d) 0.124*** 2.704*** 4.373*** -0.0883 2.750*** 3.994***

(0.0443) (0.682) (0.642) (0.0546) (0.711) (0.707)

ln(distance) -0.357*** -0.706*** -0.379*** -0.679***

(0.0485) (0.0515) (0.0537) (0.0545)

common border 1.325*** 0.806*** 1.460*** 0.857***

(0.222) (0.163) (0.245) (0.181)

common language 1.160*** 0.164 0.950*** 0.0774

(0.119) (0.106) (0.128) (0.109)

common legal 0.0257 0.364*** 0.00905 0.430***

(0.0751) (0.0591) (0.0899) (0.0671)

colony 1.126*** 1.106*** 1.346*** 1.160***

(0.202) (0.170) (0.212) (0.185)

rta 0.568*** 0.233*** 0.240*** 0.464*** 0.217** 0.235***

(0.101) (0.0833) (0.0651) (0.108) (0.0890) (0.0713)

wto 0.0408 -0.234*** -0.349*** 0.0565 -0.226*** -0.364***

(0.0625) (0.0760) (0.0711) (0.0681) (0.0806) (0.0766)

common currency 1.904*** 0.656*** 0.932*** 1.921*** 0.635*** 0.948***

(0.191) (0.140) (0.109) (0.212) (0.155) (0.131)

gdp growth d 0.00402 -0.00732*** -0.00369

(0.00316) (0.00229) (0.00233)

inflation d -0.0252*** -0.00227 -0.0163***

(0.00502) (0.00509) (0.00479)

resource rents d -0.0104 -0.0451*** 0.0119

(0.00942) (0.0123) (0.00934)

trade d 5.20e-05 -0.00191* -0.00288***

(0.000774) (0.000990) (0.00100)

patents d 0.175** -0.00457 0.0209

(0.0787) (0.0503) (0.0353)

ln(FDIstockavg d) 0.381***

(0.0467)

Constant -8.117*** -2.431 -26.16*** -6.393*** -38.25*** -23.59***

(0.659) (3.138) (0.766) (7.556) (3.504)

Observations 51,721 51,721 51,721 44,402 44,402 44,402

R-squared 0.608 0.787 0.924 0.614 0.791 0.927

Time FE YES YES YES YES YES YES

Origin FE NO YES YES NO YES YES

Destination FE NO YES YES NO YES YES

Dyadic FE NO NO YES NO NO YES

Country pair robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1

Source: own calculation

We proceed with cleansing of our formal institutional variables of their endogeneity. We regress

GDP per capita of origin (destination) country on origin (destination) country’s quality of the

legal, political and economic institutions, and collect the residuals, which are not correlated with

GDP per capita any more, and as such can be seen as cleansed of their most problematic part.

We use these orthogonal institutional values to further create the absolute institutional distance

between country pairs. The results with controlling for all the possible fixed effects, that is time,

country and dyadic fixed effects, are presented in Table 4.3 using the same control variables as in

Table 4.2 in regressions 1 to 3, and excluding the FDI non gravity variables in regressions 4 to 6

in order to increase the sample. In both instances we include firstly just the relative institutional

levels in regressions 1 and 4, then both the institutional levels and institutional distances in re-

gressions 2 and 5, and finally only institutional distances in regressions 3 and 6. In comparison

to the baseline estimates in Table 4.2, the partial coefficient on resource rents is now positive

and significant. However, since the FDI specific variables do not effect the institutional variables

much, we concentrate on getting a larger sample and on regressions 4 to 6.
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There are some empirical regularities with the institutional estimates. We have institutional push

and pull factors in the form of the quality of legal institutions in the origin country and political

institutions in the destination OECD country, which both have a significant and positive marginal

effect on inwards FDI stock, and the quality of political institutions in the origin country and

legal institutions in the destination country, which both have a negative and significant effect

on FDI. The political institutions imply that a better political environment at home is possibly

more conducive to home investment, and serves as an attractor of investments at home, instead of

abroad, whereas a good quality of political institutional environment in the destination country

attracts FDI. Vice versa goes for legal institutions, where legal institutions in the origin country

promote FDI, and interestingly, depress it in the destination country. A surprising finding is,

that the quality of economic institutions plays no role in FDI, either in levels or in differences,

implying that when it comes to investment, the quality of economic environment or the difference

in economic rules at home and in the destination country does not significantly contribute to

the costs of investment. This does not hold for legal and political institutional distance, since

they both depress inwards FDI stock in the OECD countries, implying that the differences in

legal and political rules of the game contribute to the costs of investing somewhere significantly.

This can be seen as being in line with the new institutional economics theory, which according to

Williamson (2000) differentiates institutions based on their embededness or frequency of change.

Economic institutions are most prone to changes, whereas poltitical and legal institutions change

more slowly, thus, they it may be more difficult for FDI to adjust to their changes, in comparison

to economic institutions, which change more frequently, so investors can firstly expect that and

secondly, for FDI stocks, it is more difficult to react to more frequent changes in institutions than

to less frequent ones (as opposed to possibly flows). Lastly, we also find that it does not seem to

matter for the effect of either levels or differences, whether we include only levels, only distances

or both.
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Table 4.3: Gravity estimations with formal institutions

dep. var. ln(FDIstock) 1 2 3 4 5 6

ln(gdp o) -0.878* -0.860* -0.978* -0.850* -0.826* -0.981**

(0.497) (0.494) (0.502) (0.488) (0.486) (0.490)

ln(gdp d) -5.157*** -5.127*** -4.134*** -4.347*** -4.388*** -3.942***

(1.141) (1.137) (1.146) (1.023) (1.026) (1.024)

ln(gdpcap o) 1.105** 1.074** 1.189** 1.133** 1.095** 1.261**

(0.506) (0.504) (0.513) (0.496) (0.495) (0.500)

ln(gdpcap d) 5.267*** 5.239*** 4.271*** 4.750*** 4.755*** 4.312***

(1.127) (1.124) (1.126) (1.031) (1.033) (1.026)

rta 0.0588 0.0701 0.0477 0.0301 0.0411 0.0209

(0.100) (0.100) (0.0994) (0.0886) (0.0890) (0.0882)

wto -0.166 -0.169 -0.305** -0.170 -0.173 -0.315**

(0.148) (0.148) (0.149) (0.133) (0.133) (0.135)

common currency 0.555*** 0.531*** 0.566*** 0.551*** 0.534*** 0.576***

(0.131) (0.131) (0.133) (0.114) (0.114) (0.114)

gdp growth d 0.00747 0.00694 0.00598

(0.00527) (0.00526) (0.00508)

inflation d -0.0128** -0.0118* -0.0118*

(0.00647) (0.00647) (0.00646)

resource rents d 0.0234* 0.0229* 0.0237*

(0.0135) (0.0135) (0.0134)

trade d -0.000985 -0.000999 0.00147

(0.00269) (0.00268) (0.00267)

patents d 0.0288 0.0433 0.0867

(0.0843) (0.0838) (0.0843)

legal inst o 0.387*** 0.363*** 0.331*** 0.309***

(0.108) (0.108) (0.0983) (0.0983)

political inst o -0.562*** -0.582*** -0.559*** -0.577***

(0.0954) (0.0957) (0.0874) (0.0877)

economic inst o -0.0345 -0.0497 -0.000522 -0.0162

(0.0871) (0.0859) (0.0793) (0.0783)

legal inst d -0.263** -0.284** -0.203* -0.255**

(0.128) (0.128) (0.112) (0.113)

political inst d 0.508*** 0.467*** 0.466*** 0.416***

(0.164) (0.163) (0.154) (0.152)

economic inst d -0.118 -0.122 -0.0745 -0.0869

(0.0977) (0.0996) (0.0850) (0.0869)

abs(legal diff) -0.139* -0.101 -0.178** -0.126*

(0.0791) (0.0802) (0.0711) (0.0725)

abs(political diff) -0.145* -0.165** -0.136* -0.171**

(0.0791) (0.0809) (0.0743) (0.0764)

abs(economic diff) -0.00828 0.0238 -0.0266 -0.00293

(0.0663) (0.0662) (0.0606) (0.0596)

Constant -24.18*** -23.56*** -20.43*** -24.06*** -23.48*** -22.05***

(4.955) (4.927) (4.946) (4.621) (4.626) (4.593)

Observations 24,486 24,486 24,486 28,734 28,734 28,734

R-squared 0.929 0.929 0.928 0.927 0.927 0.926

Time FE YES YES YES YES YES YES

Origin FE YES YES YES YES YES YES

Destination FE YES YES YES YES YES YES

Dyadic FE YES YES YES YES YES YES

Orthog. Inst. YES YES YES YES YES YES

Country pair robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1

Source: own calculation
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We move in our estimation to the effect of informal institutions and try to capture how either lib-

eral or non liberal public opinion affects inwards bilateral FDI stocks in OECD countries. Firstly,

since the EVS and WVS have values predominantly for the developed world, we only include the

destination country (OECD) liberal and non liberal public opinion, as we’re left with less than

1500 observations when both origin and destination country’s public opinion is used. Further

more, not to further reduce the size of our sample, which is with the inclusion of destination

country’s public opinion decimated as it is, we exclude the FDI specific variables and include

only the widely available gravity controls.

Table 4.4 below presents only the coefficients on liberal and nonliberal public opinion, controlling,

as before, for all possible fixed effects (year, country and dyadic fixed effects) and gravity explana-

tory variables. The complete regression coefficients are reported in the Appendix, although the

same variables as in Table 4.2 are included. The first three regressions include besides the stan-

dard gravity variables only liberal and nonliberal public opinion in the first regression, their first

lags in the second regression, and their second lag in the third.

Without controlling for formal institutions, we see that we get a positive and significant marginal

effect of liberal public opinion with one lag, and a significant and negative marginal effect of

nonliberal public opinion at two lags. However, not including formal institutions can bias results,

as public opinion as an informal institution can also be channeled through the formal institutional

environment. However, once we control for formal institutions, we can see that the result from

regressions two disappears, as well as that it becomes evident that only nonliberal public opinion

has a statically significant and negative direct marginal effect on FDI, at two lags. The positive

marginal effect of liberal public opinion disappears, implying that the liberal public sentiment

about economic issues is channeled through the formal institutional environment, which then has

a direct effect on FDI. We have to note, that also the marginal effect of nonliberal public opinion

is much smaller once we control for formal institutions, implying that formal institutions overtake

some of this negative marginal effect, but apparently not all of it, since nonliberal public opinion

is strong enough to keep a direct (but smaller) effect on FDI.

The negative marginal effect of nonliberal public opinion on FDI with a lagged impact implies

that negative public sentiment does indeed serve as a direct detrimental force for foreign investors,

with which we also confirm the findings of Jaklič et al. (2011), who also find that nonliberal public

attitudes reduce FDI with a lag. Liberal public opinion, however, does not have a direct effect

on FDI.
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Table 4.4: Gravity estimations with public opinion

dep. var. ln(FDIstock) 1 2 3 4 5 6

liberal 0.418 0.0123

(0.373) (0.414)

nonliberal 0.708 0.168

(1.070) (1.238)

L.liberal 0.692* 0.572

(0.372) (0.417)

L.nonliberal 0.834 0.535

(1.112) (1.276)

L2.liberal -0.527 -0.721

(0.492) (0.507)

L2.nonliberal -4.564*** -2.599*

(1.243) (1.401)

Constant -24.77*** -36.61*** -12.87 8.178 2.922 -5.465

(7.733) (7.878) (10.88) (10.00) (10.24) (11.72)

Observations 9,147 9,385 7,853 5,154 5,481 4,908

R-squared 0.942 0.939 0.956 0.950 0.942 0.953

Time FE YES YES YES YES YES YES

Origin FE YES YES YES YES YES YES

Destination FE YES YES YES YES YES YES

Dyadic FE YES YES YES YES YES YES

Formal inst. NO NO NO YES YES YES

Country pair robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1

Source: own calculation

4.5 Conclusions

Institutions, may be formal (economic, political, and legal) or informal, and their quality affects

FDI and poses significant challenges for MNEs and corporate strategies. Changes in political

risks after the economic crisis, rising protectionism and restrictions influence institutional uncer-

tainty and investment decisions. MNEs are responding to the regulatory and other institutional

changes. Public opinion is one of informal institutions where changes can be seen quickly. Being

increasingly monitored and discussed, public opinion may (due to latent costs) influence MNC’s

behavior, investment location decisions and performance. As a part of business environment and

business climate, public opinion may also cause change in and work through formal institutions

(and potential affect political risks or wider country risk).

This paper explores whether and how FDI (MNEs investment location decisions) react to firstly

the quality of formal institutional environment and institutional distances in formal institutional

environment between FDI partners, and secondly how FDI reacts to public opinion as a belief

based informal institution. We examine these institutional effects on bilateral inward FDI stocks

in OECD countries using a gravity specification. We utilize a new dataset on formal institutions

for the quality of legal, political and economic institutions, and World Values Survey and Euro-

pean Values Study for constructing liberal and nonliberal public opinion.

We confirm our hypotheses and find that most formal institutions influence FDI decisions, with

the interesting exception of economic institutions, which do not have a statistically significant

marginal effect. We find there is a twin set of promoting institutional factors for FDI in the form

of origin’s quality of legal institutions and destination’s quality of political institutions, and a

twin set of detrimental institutional factors for FDI in the form of origin’s quality of political

institutions and destination’s quality of legal institutions. It follows that an improvement in the

legal framework in the origin country increases inwards FDI to OECD countries, while an im-
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provement of the relative quality of political institutions of the origin country has a consistent and

negative effect on bilateral FDI stock, which implies that home investments are seen as relatively

more attractive than international investments when the quality of home political environment

is good. The quality of the legal environment of the receiving OECD country has a surprising

depressing marginal effect, while more in line of our expectations is the positive marginal effect

of the political environment in the destination country.

More interesting than the mere effects of institutional levels, are the effects of institutional dis-

tances, that is the differences between the quality of institutions in each set of partner countries

in each year. We find that legal institutional distance as well as political institutional distance

both have a significant and negative effect on inwards FDI stocks. Interestingly though, eco-

nomic institutional difference does not seem to matter. We explain this with the fact that we are

studying FDI stocks, which take the different economic rules into account already (that is to say,

differences and changes in economic rules are expected), since they are not expected to be the

same everywhere and they change frequently, as opposed to political and legal rules, which can

have more far-reaching effects. Additionally, the non responsiveness of FDI stocks to economic

institutions can also be seen in the light of stocks reacting much slower (if at all) to quick changes

in the economic environment.

We also find that informal institutions matter. Informal institutions such as the beliefs of the

public about FDI can have an effect on FDI. We find that a liberal public opinion has a positive

marginal effect on FDI, with one lag, while a non-liberal public opinion has a negative marginal

effect on FDI, with two lags. However, one effect disappears once we control for the formal

institutional environment, which eliminates the effect of liberal public opinion working through

government actions. The remaining effect of nonliberal public opinion is reduced due to partial

catalysation through the formal institutional environment, but it is still present a direct detri-

mental force for inward FDI stocks.

Non-favorable attitudes toward economic liberalism seem to be a trend in developed economies,

with significant impact on inward FDI. Data from European Value Study and World Value Survey

namely confirm raising protectionism after the crisis; since 1990, OECD countries face contin-

uously rising shares of non-liberal population. Testing the impact of public opinion in gravity

specification has proven our hypothesis: Liberal public opinion attracts FDI (although it works

through formal institutions), while nonliberal attitude reduces inward FDI. Non liberal public

opinion has a statically significant and negative effect at a two year lag.
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5 FDI AND INSTITUTIONS:WHO’SWHO IN FOR-

EIGN DIRECT INVESTMENT PROMOTION; KEY-

NESIANS VERSUS NEOCLASSICALS18

Abstract

The existing macroeconomic evidence predominantly demonstrates positive ef-

fects of foreign direct investment (FDI) on growth and competitiveness. Countries

thus tend to have systematic policies in place for FDI promotion, devised and im-

plemented especially through investment promotion agencies (IPA s). This paper

adds to the literature on FDI incentives by examining the beliefs or attitudes of peo-

ple working in the FDI promotion industry and the extent to which they coincide

with the known FDI pull factors. To that end, we utilize a data set of attitudes of

people largely working in regional and national IPA s in Europe and the Western

Balkans. Cluster analysis reveals that in fact we can talk about three sets of beliefs

or attitudes toward FDI: ”pessimistic,” ”Keynesian,” and ”neoclassical.” Keynesians

largely favor fiscal measures for attracting FDI, whereas neoclassicals dislike fiscal

measures and government interventions and prefer good economic fundamentals and

infrastructure and qualified personnel. Interestingly enough, most of the eastern

European Union as well as southeastern European respondents can be classified as

Keynesians; on the other hand, almost all neoclassicals are from western Europe.

Keywords: FDI, investment promotion, institutions, beliefs, keynesians, neoclassi-

cals.

JEL classifications: F21, B52

18This paper is coauthored with prof. dr. Marjan Svetličič and has been published as Kunčič and

Svetličič (2011)
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5.1 Introduction

Inward-bound foreign direct investment (FDI) is important for a country, not least because it

is, under specific conditions, beneficial to economic growth (Borensztein et al., 1998; Blomstrom

et al., 1994). Yet the evidence on the relation between FDI and growth is not conclusive, espe-

cially with regards to the direction of causality (Lipsey, 2002; Blomstrom and Kokko, 1995, 1998).

On the other hand, there is a healthy share of firm level evidence failing to confirm direct positive

effects of FDI on growth (Harrison and Aitken, 1999; Haddad and Harrison, 1993). The direct

effect of FDI on productivity or growth on a firm level is hard to establish, but there is credible

evidence on the positive spillover effects created by FDI (Javorcik, 2004), depending much on the

absorptive capacity of local firms and other country and industry specifics (Damijan et al., 2003).

Those with high absorptive capacity are likely to benefit. Similarly, outwards FDI can also have

beneficial spillover effects directly for the firms choosing outwards FDI and indirectly on other

domestic firms (Jaklič and Svetličič, 2003; Svetličič et al., 2007).

The established macroeconomic policy in European countries is FDI promotion and support. To

that aim, there are regional and national investment promotion agencies (IPAs) active in every

country, with additional national or regional governmental bodies or commissions in some places.

Deichmann (2010) offers some recent evidence on the importance of Czech IPA offices for FDI

promotion and support. The people working in IPAs and similar organizations (including private

consulting companies, trade associations, and commerce chambers) are in fact the ones that also

influence, shape, and implement the policies for FDI.

The aim of this empirical paper is to examine the attitudes or beliefs of people working in the

FDI promotion industry and the extent to which they coincide with the known FDI pull factors.

This topic relates to the role of informal institutions in new institutional economics, where in-

stitutions are commonly defined as the rules of the game, both formal rules and informal rules

such as norms or beliefs (North, 2005b). Beliefs of economic agents can play an important role

in economic decisions, transactions, policy formation, and so forth. The essential questions this

paper tackles are whether people working in the FDI promotion industry hold specific beliefs,

and if so, what those beliefs are, whether they can be classified as part of a familiar school of

thought, and how they relate to FDI determinants.

5.2 Theoretical background and existing empirical work

TThe new international trade models of heterogeneous firms differentiate between firms that pro-

duce exclusively for the domestic market, firms that trade, and firms that do FDI (see Helpman

et al. (2004) extending the Melitz (Melitz, 2003) model to include FDI). Some models imply that

firms are deciding between outsourcing in the home country, outsourcing abroad, integrating firm

structure in the home country, or integrating abroad (the last of which is outward FDI). (See

Helpman (2006), Greenaway and Kneller (2007) for a summary of the literature).

The divide between exporters and nonexporters, or firms that do FDI and those that do not, is
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typically modeled as arising from productivity differences (as random draws from a predetermined

distribution) between firms, combined with fixed costs of a particular form for the chosen type

of international integration. Specifically, when exports and FDI can be seen as two alternatives

and in some cases substitute means of internationalization, we can talk about the proximity-

concentration trade-off as established by Brainard (1993). Along the same strand, Helpman et al.

(2004) and other authors rely on some additional costs associated with FDI, usually linking them

with heterogeneous firm productivities.

Existing theoretical models directly take into account some costs associated with both exporting

and FDI, although in many instances the two are contrasted and the relative costs are the ones

that are used. It follows from the models that the fixed costs of setting up a foreign affiliate, the

operating costs of a foreign affiliate, and other costs or cost-reducing factors (such as beneficial

fiscal measures of the host country) matter in a firm’s decision to engage in FDI.

Another view of FDI is through international business theories of FDI. (Hymer, 1976) established

that the major motive for FDI is to have control over the activities of established affiliations

abroad. Dunning (1981, 2001) broadened this approach into an eclectic paradigm that incorpo-

rated other theories as well (e.g., internalization as proposed by Buckley and Casson (1976)).

Implications of this theory for FDI promotion are manifold. First, and most relevant for this

paper, is the importance of location factors, natural as well as institutional ones (laws and regu-

lations, etc.), price of labor, infrastructure, general economic environment, and so on. Second, the

investing firm’s specific advantages (attractive product, new technology, or managerial network

advantages) are necessary preconditions for FDI. Last, investors want control over operations

abroad. Therefore, spillover effects of such FDI depend largely on local absorption capabilities

and linkages with the host economy, local skills, and also negotiation capabilities.

Looking solely at FDI, there is a vast empirical literature examining the determinants of FDI

in the origin country and the host country. On a between-countries level, the size of the costs

associated with FDI setup can be decisive for determining the location. Apart from providing

resource endowments, countries do compete among themselves to attract FDI, more generally by

offering friendly business climate/conditions. Such competition involves the price of state services

(tax rate, for instance, or potential subsidies), effectiveness of the state (e.g., efficiency of the legal

system, quality of regulation, or bureaucratic obstacles), quality of infrastructure (transport and

communications), caliber of educational systems, and, finally, ability of government officials to

help companies to realize their advantages.

An important issue is what one can expect from FDI incentives, such as fiscal inducements and

tax breaks, whose role has recently been on the rise (Easson, 2001; James, 2009; Rojec et al.,

2007), as compared to the role of economic fundamentals (Hassett and Hubbard, 2002). Some

studies show that such programmes are effective (Morrisset and Pirnia, 2000; Deichmann, 2010),

but others suggest that they represent unwise spending of public money (UNCTAD, 2003). Al-

ternatively, FDI is also advanced by enhancing the local supply of human capital and modern

infrastructure and by improving other fundamentals for economic growth. A region or country

then not only becomes a more attractive host for foreign firms, but also increases the likelihood
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of positive spillovers (e.g., know-how) from foreign firms.

One way to look at different FDI determinants is to examine how the decisions about investing

abroad are made. Studies (European Commission, 2006; UNCTAD, 2003; Loewendahl, 2009;

Ernst and Young, 2006) have pointed out that foreign investors choose their locations through a

series of considerations. First, they choose the country on the basis of certain national character-

istics, and thereafter they look for the region with the most favorable characteristics within the

chosen country. Countries have to improve economic fundamentals, general investment climate,

and infrastructure, including educational system, because countries are in fact competing against

one another in offering friendly conditions to firms, domestic or foreign. Good national macro

conditions, market size, geography, and language are the basic preconditions for attracting any

FDI.

Hassett and Hubbard (2002) and James (2009) provide and overviews of fiscal incentives for FDI

for developing countries. According to James:

The investment climate is for determining the effectiveness of incentives in attract-

ing FDI especially crucial. Although lowering effective tax rates helps boost FDI,

the effect is eight times stronger for countries with good investment climates. This

finding helps explain why incentives have encouraged investment in some countries

yet failed in others. Legal guarantees for investors and simplified incentive regimes

also have positive effects on investment. Evidence for other common interventions,

such as tax holidays, tends to be less robust. (James, 2009, p. v)

It is also important to be aware that the significance of different instruments varies over time. Fis-

cal incentives are more important in the initial phase of attraction but are not enough to compete

with regions investing in underlying long-term growth factors that foster entrepreneurship, such

as education, research, information and communication infrastructure, and effective regulation.

de Mooij and Ederveen (2003) and Desai et al. (2004) point out that incentives for investments

work especially well in developed countries. Similarly, Klemm and Parys (2012) note that the re-

sponsiveness to incentives of investments in developing countries is much lower than in developed

countries. Hassett and Hubbard (2002) additionally point out the possible distortions created by

investment incentives and note that temporary incentives are better than permanent ones, and

more important, low inflation as a possible proxy for good economic fundamentals is the best

investment incentive.

Neither existing theory nor existing empirical evidence clearly indicates which policies for FDI

promotion are to be preferred. An intelligent mix of relevant policies seems to be needed, and

the most effective policies may vary from country to country and over time, depending on both

the level of a country’s development and other characteristics. Whether the beliefs of experts

involved in FDI promotion and policy work are as mixed as the empirical evidence on policies

and consequences would imply is the question examined in detail in the next section.
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5.3 Empirical analysis with discussion of results

5.3.1 Introduction and Summary Statistics

Questionnaire19 with sixteen questions was sent on February 21st 2010 to 620 addresses20 in 34

countries (all EU member countries plus Western Balkans and Turkey). The questionnaire in-

cluded both qualitative and quantitative questions, the latter part focusing on views of the key

reasons for FDI presence, the possibility of authorities’ influencing FDI, and views on how more

sustainable FDI flows could be achieved. The response rate left something to be desired—we

received forty-five responses (in the period from February to the beginning of May 2010). After

some data modifications,21 we were left with forty-four responses, sixteen national and twenty-

eight regional, from nineteen countries.

Almost two-thirds of the sample consisted of regional and national governmental organizations

(ministries, FDI agencies, etc.), whereas a little under one-third were economic intelligence or

research organizations. Three respondents were trade organizations (an economic chamber, a

business association, and an employer association). We received responses from more than one

institution from some countries.22 Most respondents (thirty-five) were from fifteen EU countries,

and there was no response from twelve EU countries.23 Nine out of forty-four valid responses

were from organizations based in non-EU countries (Croatia, Turkey, Switzerland, and Serbia).

Among the EU members, Slovenia, the Czech Republic, and Romania are the newest members,

and there were nine respondents from this eastern-southern EU bloc. Together with Croatia and

Serbia, the responses from this part of Europe totaled fourteen, or almost a third of the sample.

Additionally, respondents were classified as having either public or private interests as their main

objective. In three-fourths of the cases, the organizations pursued public interests.

The questions extensively used in the subsequent analysis are, as numbered in the complete survey,

questions 1, 2, 7, 11, and 13, with the last three having subquestions of the Likert scale type.

The questions are given below in full. Questions 1 and 2 have four answers available, ranging

from ”very important” to ”not important at all.” Subquestions 7, 11, and 13 have the typical

five-level Likert items available: ”strongly disagree,” ”disagree,” ”neither agree nor disagree,”

19In the interest of space, the whole questionnaire is available upon request. It was undertaken by the

Slovenian Business and Research Association, Brussels, as part of preparatory activities for 2010 EREF

FDI workshop in Graz and conference in Nova Gorica.
20National governments (ministries of economy), regional governments, Economic/FDI Institutes, As-

sembly of European Regions (AER) - members (regional or city authorities, Association of Regional De-

velopment Agencies (EURADA)), and some other organizations.
21For four respondents, the level (national/regional) of operations was determined based on the organi-

zation character, similarly for six respondents for the type of organization. Note that in three cases, there

are two sets of answers from the same organization. If the respondent’s organization was a University or

a research institute, it was reclassified as Economic intelligence or research organization. One unit had to

be dropped due to incompleteness of answers.
22These included Austria, Belgium, Croatia, Finland, Italy, the Netherlands, Romania, Serbia, Slovenia,

Spain, Turkey, and the UK.
23No responses were received from Bulgaria, Cyprus, Estonia, Germany, Greece, Ireland, Latvia, Lithua-

nia, Malta, Poland, Portugal, and Slovakia.
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”agree,” ”strongly agree.”

1. How important has FDI been for your country/region’s competitiveness?

2. How important do you expect FDI to be for your country/region’s competitiveness in the

future?

7. Which are the key reasons for FDI’s presence in your country/region (as a result of your

policy instruments/measures)? (a) good general economic fundamentals, (b) financial sub-

sidies for greenfield FDI, (c) fiscal incentives (such as tax holidays), (d) qualified personnel,

(e) good infrastructure, legal, and logistical support, (f) information services.

11. Are foreign investors influenced by authorities to act sustainably and respect your coun-

try/regional interests? (a) through the regulatory framework, (b) by well-elaborated local

development objectives/plans, (c) by keeping some sectors inaccessible for FDI, (d) by

directing foreign investors to region’s/ country’s priorities.

13. How do you expect more sustainable FDI flow could be achieved? (a) by improving general

economic fundamentals, (b) by providing better infrastructure, (c) by providing better local

human capital, (d) by developing local supplier networks, (e) by enhancing competition in

the local market, (f) by providing special fiscal and other incentives, (g) by making FDI

more coherent with regional/country development priorities.

All responses were recoded; a higher number stands for a higher level of agreement. Summary

statistics of all ordinal variables and five binary nominal variables are shown in Table 5.1, sum-

marizing responses by questions.

Table 5.1: Summary statistics

Variable Mean Median Std. deviation min max N

Not EU member 0.20 0 0.41 0 1 44

Eastern EU 0.20 0 0.41 0 1 44

South-Eastern Europe 0.32 0 0.47 0 1 44

Private interest 0.16 0 0.37 0 1 44

B 0.36 0 0.49 0 1 44

1 3.55 4 0.79 1 4 44

2 3.57 4 0.59 2 4 44

3 2.30 2 0.73 1 4 44

4 2.17 2 0.97 1 4 41

7a 3.66 4 0.75 1 4 44

7b 3.18 4 1.19 1 5 44

7c 2.82 3 1.26 1 5 44

7d 4.30 4 0.82 1 5 44

7e 3.80 4 1.23 1 5 44

7f 3.84 4 0.89 1 5 44

11a 3.77 4 0.94 1 5 44

11b 3.14 3 1.21 1 5 44

11c 2.32 2 0.98 1 5 44

11d 3.39 4 1.20 1 5 44

11Likert 3.15 3.25 0.57 1.75 4 44

13a 3.80 4 1.02 1 5 44

13b 4.02 4 1.05 1 5 44

13c 4.02 4 0.93 2 5 44

13d 3.64 4 0.78 1 5 44

13e 3.39 3.5 0.95 1 5 44

13f 3.43 4 1.23 1 5 44

13g 4.02 4 0.98 1 5 44

Notes: For nominal variables, 1 stands for not an EU member, Eastern European

Union, Southeastern Europe, private interest, and national level. The additional

variable 11Likert is a constructed Likert variable, calculated as an arithmetic mean

of questions 11a–11d.
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The empirical analysis proceeds with a look at Spearman correlations, differences in means, and,

finally, cluster analysis, which reveals the data structure.

5.3.2 Spearman Rank Correlations

The Spearman rank correlation coefficient lies in the interval [–1, 1] and measures linear and

nonlinear correlation between two ordinal variables. In the interest of space, the complete table

is available on request from the authors. A correlation of 0.5 or more in absolute terms can be

considered reasonably strong, since it implies that in half of the cases the variables move in the

same direction (about 25 percent of the variance is shared, which is sufficient if we take into

account that in survey data about 30 percent of the variance is caused by random respondent

errors). We interpret the biggest and most significant correlations below.

The strongest and most highly significant Spearman rank correlations is the one between the

present and future importance of FDI for competitiveness, which is to be expected, as it links

the attitudes toward importance of FDI for competitiveness in the present time and in the future

(questions 1 and 2).24 The strong positive correlation of 0.66 implies that high (low) responses

on the existing importance of FDI for competitiveness (question 1) are strongly correlated with

high (low) responses on the expected future role of FDI (question 2).

Half of the correlations between subquestions of question 7 (Which are the key reasons for FDI’s

presence in your country/region as a result of your policy instruments/measures?) are significant.

Positive correlations between parts of question 7 imply that respondents have tended to give high

(or low) answers to those subquestions. It is more interesting to see where this correlation is

lacking. Good economic fundamentals (7a) correlates positively with qualified personnel (7d),

good infrastructure, legal, and logistical support (7e), and information services (7f), but not with

financial subsidies for greenfield FDI (7b) and fiscal incentives (7c).

It shows that the importance of economic fundamentals cannot be statistically significantly corre-

lated with the questions on the importance of two fiscal measures: financial subsidies for greenfield

FDI and fiscal incentives. Respondents who value good general economic fundamentals do not

systematically agree or disagree on the importance of fiscal measures, but they do systematically

agree more on the importance of qualified personnel (7d), good infrastructure (7e), and informa-

tional services (7d). On the other hand, the high and positive correlation (0.50) between 7b and

7c clearly implies that the respondents who value one of the fiscal measures value the other as

well. These two groups could be the respondents that tend to systematically value fiscal measures

on one side, and the respondents that tend to systematically value economic fundamentals and

supporting personnel, logistics, and information services on the other side.

The positive correlation coefficients between 11a and 7d, 7e, and 7f are more puzzling. They

imply that those who think that foreign investors are influenced by the authorities to act sus-

tainably through the regulatory framework (11a) also think that key reasons for FDI presence

(as a policy result) are qualified personnel, good infrastructure, and information services (7d, 7e,

24All numbers in parentheses refer to the number of the respective survey question.
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and 7f). One possible explanation of these positive correlations is that the respondents believe

that qualified personnel, good infrastructure, and information services are part of the regulatory

framework under their purview and at their level. This fits well with the positive correlations

between influencing FDI by well-elaborated local development objectives/plans (11b) and 7d, 7e,

and 7f, which emphasize the local level of action of the people working in the surveyed organiza-

tions (twenty-eight out of forty-four answers represent organizations active regionally). Positive

correlation between 11d and 7b again connects a financial measure of subsidies with the answers

that FDI can be influenced by directing foreign investors toward the country or region’s priorities

(with the tool of directing being subsidies).

The relation between the influence of authorities on FDI by keeping some sectors inaccessible

(11c) correlates positively with the importance of FDI for a country’s/ region’s competitiveness

(1) and with financial subsidies as key for FDI presence (7b), and it correlates strongly and neg-

atively (–0.52) with the role of qualified personnel as a key reason for FDI presence (7d) and

with influencing FDI through well-elaborated local development plans (11b), which is correlated

positively with local factors such as information, infrastructure, and personnel. Answers that

agree that foreign investors are influenced by authorities by keeping some sectors inaccessible

for FDI correlate positively with the answers on the importance of FDI for the competitiveness

of the region/country (and financial subsidies as a key attractor) and negatively with answers

on qualified personnel as a key reason for FDI presence. This, interestingly, implies that FDI

is considered important for competitiveness, but also excluding some sectors for FDI is consid-

ered important. It also implies that when comparing qualified personnel as a key reason for

FDI presence and influencing FDI by keeping some sectors inaccessible or with financial subsi-

dies, people either think one or the other measure is more effective, but not both at the same

time (negative correlation). It could also mean that the people who think good personnel is key

also believe that (because of good personnel) there is no need for closing up certain sectors to FDI.

The positive correlation between 13e and 13g, which implies that on the question of how a more

sustainable FDI flow could be achieved the answers on enhancing competition in the local market

and making FDI more coherent with development priorities move together, was expected. Also

not surprising is the positive correlation between 13a and 13b, which is linking good economic

fundamentals with better infrastructure.

In line with the correlations in the case of question 7 (related to key reasons for FDI’s presence

in the respondent’s country/region) is the positive correlation (0.47) between the answers on fi-

nancial subsidies and special fiscal and other incentives (7b and 13f) as key for more sustainable

FDI flows, which was expected. The same type of correlation is the positive correlation between

valuing fiscal measures as key for FDI presence and thinking that fiscal measures are the answer

to more sustainable FDI (7c and 13f). On the other side, the correlation between 7e and 13b

shows the positive relation between the importance of good infrastructure for FDI currently and

as key for more sustainable FDI flows in the future.

It would seem that what the data are suggesting is that there are two wide sets of opinions

in relation to present FDI, future FDI flows, and influence over FDI. The first is that good
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economic fundamentals and local factors such as information, infrastructure, and personnel are

key for dealing with FDI; the second is the notion that financial measures such as subsidies

and fiscal incentives are more important than good economic fundamentals and local factors.

There is agreement on influencing FDI through regulatory framework, although the two groups

seem to mentally associate regulatory framework either more with fiscal measures or more with

local measures and economic fundamentals. This divide reminds us of the split in economics

between adherents of Keynesianism and those of the neoclassical school. As long as the two

groups identified from the Spearman correlation matrix are not heavily intersecting, they can be

seen as foreshadowing the results of cluster analysis.

5.3.3 Differences in Mean Ranks

We are interested in whether our respondents differ statistically significantly on the basis of any

of our five binary classifications: EU member or not, eastern EU member or not, southeastern

European member or not, private or public interest, and national or regional level of activity.

For small samples such as ours, the common solution would be a comparison of the means of

two independent samples with the t-test, but we note that the parametric conditions necessarily

for the t-test are not fulfilled.25 We use the Mann-Whitney test instead, which is a nonparamet-

ric equivalent of the independent samples t.test. One important drawback of the nonparametric

Mann-Whitney test surfaces later in the results for comparing means. Because the Mann.Whitney

test, unlike the t-test, does not assume a distributional form for the population, it works with

many more unknowns, which means that proving a statistically significant difference between the

mean ranks is much harder. The null hypothesis of the test is that the distribution (and hence

mean rank) of sample 1 is equal to the distribution (and hence mean rank) of sample 2.26

Dividing the sample on the basis of whether organizations are located in an EU country does

not reveal any statistically significant differences between respondents from organizations in the

EU and those from organizations from outside of the European Union. A little more informative

is the division of organizations from the eastern EU countries and those located elsewhere. For

question 13e, respondents from eastern European countries show a higher agreement than other

countries on the notion that more sustainable FDI flows could be achieved by enhancing com-

petition in the local market, which is consistent with poor product market competition in many

eastern European economies. The division on southeastern European respondents and others is

significant on question 2 (with southeastern European respondents valuing importance of FDI for

future competitiveness more) and question 7c, which shows a taste for fiscal incentives.

When we divide our sample on the basis of national or regional character of the respondent’s

organization, the only statistically significant difference is with good infrastructure, legal, and

logistical support (7e) as the key reason for the presence of FDI, which implies that organizations

25The parametric conditions are the following: the variables are measured at the interval or ratio level

(not fulfilled); the variance of the two comparing samples is homogeneous; the sample is drawn from a

normally distributed population (not necessarily fulfilled).
26Results of the Mann-Whitney test are available upon request.
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at the regional level believe significantly more strongly that good infrastructure, legal, and logis-

tical support are the key reasons for FDI presence in the region/country. This is understandable

since there are usually bigger differences in this respect among regions than among countries.

Also, the regional organizations, because of their local activities and work, most likely have bet-

ter information on how beneficial the infrastructure and logistics are for FDI than organizations

working at the national level.

The division of organizations on the basis of public or private interest shows statistically significant

differences when it comes to the importance of FDI for region/country’s future competitiveness

(2); qualified personnel as a key reason for FDI presence (7d); and the role of authorities in

designing development plans (11b) and keeping some sectors inaccessible (11c), with 11a and 11d

on the margin of significance, which is enough for the Likert scale to be significant. The Likert

scale (11Likert; Table 1) tells us the perception on whether foreign investors are influenced by

authorities to act sustainably and respect the respondent’s country/ regional interests. The dif-

ferences in the significant questions reveal that private interest organizations are more pessimistic

than public interest organizations about FDI being important for the country/region’s compet-

itiveness in the future. This may be because they have better information about the business

climate and are pessimistic about the future because of the 2008–9 economic crisis. People from

private interest organizations are also more realistic about foreign investors being influenced by

authorities. Looking at the constructed Likert scale indicates that public interest organizations

believe more strongly than private interest organizations that foreign investors are influenced by

authorities to act sustainably and respect country/regional interests, which makes intuitive sense,

since respondents from public organizations may be trying to defend the importance of their role

by idealizing the effects of their actions and their importance.

The tests of mean rank differences reveal some statistically significantly different attitudes between

eastern EU members and others, national and regional levels, and public and private interest

organizations. The differences would imply that all the dimensions but EU member versus not an

EU member matter, although the most cases of significant differences can be found in the public

interest versus private interest division.

5.3.4 Cluster Analysis

Cluster analysis forms somewhat homogeneous groups or clusters from the examined units or

variables, or both (block clustering). We are only concerned with unit clustering in this analysis.

Unit clustering techniques can be broadly divided into three groups: hierarchical clustering, non-

hierarchical or partitioning methods, and graphical methods. Due to very good complementarities

between the first and the second types of techniques, we combine them. We use agglomerative

hierarchical clustering in combination with k.means clustering.

For cluster formation it is crucial to be able to calculate the distance between two clusters (a unit

can be a cluster as well, that is, a singleton). A metric27 must be used, and a commonly used

27The usual conditions for a function to be a metric must hold. For any x, y, and z in our space, the

following four properties must hold: nonnegativity d(x, y) ≥ 0; identity of indiscernibles d(x, y) = 0 if
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metric for the distance between clusters i and j is the Minkowski metric, defined in Equation 5.1.

dij = (
n∑

k=1

|Xik −Xjk|r)
1
r (5.1)

Setting r = 1 yields the Manhattan metric, and r = 2 gives the frequently used Euclidean metric.

An important caveat in using the Euclidean metric is that it is not scale invariant, so standard-

ization of variables is recommended beforehand. Standardization is necessary when variables use

different scales as well. In agglomerative hierarchical clustering, the analysis starts at the indi-

vidual unit level, with the units then being grouped together one by one (or cluster by cluster)

until only one cluster remains, according to the specific agglomeration method and metric used.

The advantage is that we do not need to know how many clusters there are in the data—the

results of the analysis imply the appropriate number of clusters. The disadvantage is that the

clustering algorithm is a local optimization procedure, so optimal solutions at lower levels can

lead to suboptimal final clusters (greedy heuristics).

Apart from the chosen metric, a method for agglomeration must be chosen for agglomerative

hierarchical clustering, which tells us which distance will be calculated between clusters. The

single linkage method uses the minimal rule; it measures the distance between the closest units.

The complete linkage is the opposite of the single linkage method, as it measures the distance

between the two most distant units. Another approach, the Ward’s error sum of squares method,

uses a variance-based method, which minimizes the loss of information because of clustering units.

Ideally, we would want our units in final clusters to display a small within-cluster variation and a

large between-cluster variation. The single and complete linkage (nearest and farthest neighbor)

methods yield opposite results on this requirement, since the single linkage method searches for

groups that are very dissimilar (while it disregards within-cluster similarity) and the complete

linkage method searches for groups that are very homogeneous (while it disregards between-cluster

similarity) (Ferligoj, 1989). Moreover, Ferligoj and Batagelj (1980) and other authors have empir-

ically examined the appropriateness of each method and found that the single linkage method is

most appropriate for elongated, chainlike structured data, the complete linkage method for round

(clumplike) data, and the Ward method for elliptically structured data. A significant drawback of

the single linkage method is the possibility of chaining, an undesired effect where units are added

to the cluster one by one (because the single linkage method is a local optimization criterion),

resulting in long chains with no regard to the overall shape of the cluster (this is particularly

likely when clusters might be intersecting on some dimensions).

Unlike hierarchical clustering, k.means clustering is not greedy, as units can change clusters in

the process of cluster formation, but the drawback is that we have to set the desired number

of clusters in advance. The clustering algorithm starts with k units, which are selected to be

initial cluster centers. Each unit is then assigned to the closest cluster center, according to a

predetermined metric. After the clusters are formed, new cluster centers are calculated and used

again as the initial cluster centers. The algorithm iterates until no more units change clusters,

which then yields one possibly optimal solution. The k-means method has to be repeated with

x = y; symmetry d(x, y) = d(y, x); and triangle inequality d(x, z) ≤ d(x, y) + d(y, z).
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different initial cluster centers, since the final solution depends on the choice of the initial clusters.

Each time k-means clustering yields results, the Ward criterion function can be calculated as in

Equation 5.2, which can use the original squared Euclidean distance as a metric or use some

other metric (see Ferligoj (1989) and Batagelj (1988); for multicriteria clustering algorithms, see

Ferligoj (1992)).

P (C) =

n∑
c∈C

n∑
X∈c

d(X,Tc) (5.2)

In Equation 5.2, X is a unit in a cluster c and Tc is the mean/centroid of that cluster. Because

P (C) is a measure of homogeneity of units within clusters, the best clustering solution will have

the lowest value of the Ward criterion function (taking into account that cluster solutions with

different numbers of clusters are incomparable, since a higher number of clusters de facto means

a lower value for the criterion function). The k-means clustering algorithm demands data on

ordinal scale or better.

We use a combination of agglomerative hierarchical clustering (which yields the most appropriate

number of groups) and k.means clustering. Additionally, the final cluster centers from hierarchi-

cal clustering are used as starting cluster centers for k-means clustering in order to detect and

correct the effect of greedy heuristics (if hierarchical clustering does not suffer from it, the clusters

are left untouched and k.means clustering is complete in one iteration).

The variables used in the cluster analysis are all the variables from Table 5.1, apart from the

constructed variable 11Likert and the five dichotomous variables. All variables are standard-

ized (z-scores) before clustering because of different scales. The metric we use in all subsequent

analysis is the Euclidean metric,28 and the hierarchical methods employed are the single linkage,

complete linkage, and Ward’s method. The appropriate clusters are then used to calculate the

initial cluster centers for the k-means cluster analysis.

The dendrogram of the single linkage shows that the method suffers from the effect of chaining

and is inappropriate; thus, we continue using only complete linkage and Ward’s method.29 The

dendrograms from the latter methods imply that the appropriate number of clusters is either

three or four with the complete linkage method, or three or five with Ward’s method; the fre-

quency distributions in each of the mentioned cluster divisions are shown in Table 5.2.

Which method is in fact the most appropriate can be further determined only with additional

analysis. We proceed with the k.means clustering, trying out three, four, and five cluster solutions

with each method and running each number of cluster solutions three times: using statistical pack-

age automatic starting cluster centers (which are the most distant units), using the final cluster

centers from hierarchical clustering with the complete linkage method as starting cluster centers,

and using the final cluster centers from hierarchical clustering with Ward’s method as starting

28It is common to use the squared Euclidean metric with Ward’s method, although Batagelj (1988)

shows that the Euclidean metric can still be used.
29The dendrograms with the single linkage, complete linkage, and Ward’s method are available upon

request.
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Table 5.2: Cluster Distributions

Frequency Percent

3 Clusters, Complete linkage method

1 40 90.91

2 2 4.55

3 2 4.55

Total 44 100.00

3 Clusters, Ward’s method

1 13 29.55

2 18 40.91

3 13 29.55

Total 44 100.00

4 Clusters, Complete linkage method

1 32 72.73

2 8 18.18

3 2 4.55

4 2 4.55

Total 44 100.00

5 Clusters, Ward’s method

1 13 29.55

2 12 27.27

3 9 20.45

4 6 13.64

5 4 9.09

Total 44 100.00

cluster centers. Ward’s criterion function (using Euclidean distance as our metric) is then calcu-

lated for each clustering solution, as reported in Table 5.3.

Table 5.3: Ward’s criterion function

3 Clusters 4 Clusters 5 Clusters

Complete linkage 168.48 160.71 154.39

Ward’s method 162.15 155.38 150.37

Stat. package default 167.48 161.17 152.93

The results of Ward’s criterion functions imply that Ward’s method is the appropriate method

to utilize for hierarchical clustering (its value is the smallest), since it trumps both the complete

linkage method and use of statistical package defaults as our initial cluster centers. This in turn

implies that our data are elliptically structured. Again looking at the dendrogram when Ward’s

method is used (available from the authors) implies three clusters as the solution. We analyze in

more detail the three-cluster solution from k-means cluster analysis when the final cluster centers

from hierarchical clustering with Ward’s method as starting cluster centers are used. Compared

to hierarchical clustering results, the k-means clustering moves three units from cluster 3 to clus-

ter 2. The final cluster frequencies and the standardized as well as unstandardized centroids for

each cluster are shown in Table 5.4.

Table 5.4 shows cluster frequencies and means of standardized and unstandardized variables. If

we take an arbitrary value of standard deviation of 0.5 to be able to determine larger and smaller

deviations, it becomes clear why we name the groups as we do in Table 5.4.

The ten respondents in cluster 3 have mostly answered with much lower values than the sample

mean for almost all the questions, so they are called ”pessimists.” They feel that FDI will be less

important for future competitiveness than others do, and that none of the possible reasons for

FDI presence is convincing enough or none of the 7a–7f factors matters much. Similarly, they do
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Table 5.4: Standardized and unstandardized means by cluster

Clusters, stand. values Clusters, unstand. values

1 2 3 Total 1 2 3 Total

Cluster name Neo-classicals Keynesians Pessimists Neo-classicals Keynesians Pessimists

Freq. 13 21 10 44 13 21 10 44

Percent 29.55 47.73 22.73 100 29.55 47.73 22.73 100

1 0.09 0.03 -0.18 0 3.62 3.57 3.4 3.55

2 0.21 0.17 -0.63 0 3.69 3.67 3.2 3.57

7a 0.46 0.14 -0.88 0 4 3.76 3 3.66

7b -0.93 0.69 -0.24 0 2.08 4 2.9 3.18

7c -0.4 0.52 -0.57 0 2.31 3.48 2.1 2.82

7d 0.67 0.05 -0.97 0 4.85 4.33 3.5 4.3

7e 0.1 0.4 -0.97 0 3.92 4.29 2.6 3.8

7f 0.35 0.23 -0.95 0 4.15 4.05 3 3.84

11a 0.08 0.24 -0.61 0 3.85 4 3.2 3.77

11b 0.46 0.24 -1.1 0 3.69 3.43 1.8 3.14

11c -0.87 0.16 0.8 0 1.46 2.48 3.1 2.32

11d -0.07 0.31 -0.57 0 3.31 3.76 2.7 3.39

13a 0.27 -0.08 -0.19 0 4.08 3.71 3.6 3.8

13b -0.61 0.16 0.46 0 3.38 4.19 4.5 4.02

13c -0.11 0.18 -0.24 0 3.92 4.19 3.8 4.02

13d 0.37 -0.02 -0.43 0 3.92 3.62 3.3 3.64

13e -0.41 0.1 0.33 0 3 3.48 3.7 3.39

13f -0.54 0.54 -0.43 0 2.77 4.1 2.9 3.43

13g -0.73 0.22 0.49 0 3.31 4.24 4.5 4.02

Notes: As a cutoff rule, a standard deviation of 0.5 or more in absolute value appears in boldface.

not believe that foreign investors can be influenced in any way (11) except through keeping some

sectors inaccessible for FDI. Their views on how more sustainable FDI flows could be achieved

(13) do not differ much from the sample means (although they do seem to favor infrastructure

and development priorities and dislike developing local supplier networks and fiscal measures a

bit).

Cluster 2, which is the largest with twenty-one units, or almost half of all respondents, does not

deviate much (because it is the largest) from the average answers on all questions except three,

where it deviates positively. As it happens, two of the three instances are about whether financial

subsidies and fiscal incentives are key for FDI presence, and one is whether more sustainable FDI

could be achieved by providing special fiscal and other incentives. It seems that respondents in

cluster 2 are very keen on fiscal measures when dealing with FDI, so they are named ”Keynesians.”

Finally, the thirteen units in cluster 3 are named ”neoclassicals” due to their distaste for the same

three fiscal measures the Keynesians are fond of (in relation to the sample mean as well as in

absolute terms). Additionally, the standard deviation of 0.46 is almost enough to show a prefer-

ence for good general economic fundamentals as a key reason for FDI presence. Instead of fiscal

measures, the neoclassicals believe more than the average respondent that qualified personnel are

important for FDI presence, and they are against influencing investors by keeping some sectors

inaccessible for FDI. They favor better infrastructure as a means for more sustainable FDI flows

and are consistently, as before, against influencing FDI through regional/country development

priorities.

The cluster analysis results are in line with the division implied by the Spearman correlation

coefficients, where we were able to make out two groups of respondents: the ones that tend to

systematically value fiscal measures such as subsidies and fiscal incentives, and the ones that do

not value fiscal measures but tend to systematically value economic fundamentals and supporting
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personnel, logistics, and information services. Cluster 2 (Keynesians) represents the first group;

cluster 3 (neoclassicals) represents the second group. A third group, not noticed before, surfaced

as well. Cluster 1 (pessimists) contains the ones pessimistic or even skeptical toward any factors

influencing FDI or measures proposed to influence FDI.

The pessimists’ standpoint coincides somewhat with that of private interest organizations, as

revealed by mean rank comparison at the start of this section. A cross-tabulation30 of private

interest organizations and cluster membership reveals that four out of ten pessimists are in fact

private interest organizations (which represents four out of a total of five private interest re-

sponses). The national or regional level of operations does not reveal any particular cluster

allegiance. On the other hand, five out of nine non-EU respondents are Keynesians, as are six out

of nine eastern EU respondents (only two are neoclassicals, one of which is a private company).

If we look at southeastern European respondents, ten out of fourteen are Keynesians. This also

shows, incidentally, that almost all neoclassicals are from western Europe, that is, the old EU

plus Switzerland (eleven out of thirteen), as are most of the pessimists (eight out of ten).

5.4 Conclusion

The theoretical literature on FDI attraction and management tells us that both fiscal incentives

and subsidies are relevant for attracting and influencing FDI, as are general economic funda-

mentals, qualified personnel, and so forth. But there can be a discrepancy between the de facto

situation in the FDI-promoting sector and what the people working on these issues in investment

promotion organizations, and possibly even people setting policy priorities, really think.

The aim of this paper is to examine the attitudes and beliefs of people in the FDI industry,

whether they work (as the majority do) in one of the public investment promotion agencies, pri-

vate consulting companies, or other types of research/ economic intelligence organizations.

A careful examination of Spearman correlations implies that there are two wide sets of opinions

in relation to present FDI, future FDI flows, and influence over FDI. Some believe that the key for

dealing with FDI consists of good economic fundamentals and local measures such as information,

infrastructure, and personnel; others think that more important than the factors just mentioned

are financial measures such as subsidies and fiscal incentives. A similar divide is present in eco-

nomic theory between Keynesians and neoclassicals.

The tests of mean rank differences reveal some statistically significant differences in attitudes

of eastern EU (and southeastern European) respondents. The eastern EU group agrees more

than the rest that improved market competition can stimulate more sustainable FDI flows, which

is consistent with poorer product market competition in eastern Europe compared with western

30To examine whether our three clusters are homogeneous in any of the five dichotomous ways con-

structed in Table 5.1, we would ideally proceed with contingency analysis and cross-tabulate each of them

with a cluster variable and check the contingency coefficient. Both the chi-square and contingency coef-

ficient need a minimum frequency of 5 in each category to be valid, which is not the case with our data,

due to a smaller sample; thus, we do not go further than cross-tabulation.
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Europe. They also believe more that fiscal incentives are key for attracting FDI. Other important

differences are between respondents who work on a national versus regional level.

Regional organizations seemingly having better local information and put more emphasis on good

infrastructure, legal, and logistical support in comparison with national organizations. The dif-

ferences are also seen between public and private interest organizations, where private ones are

more realistic/pessimistic about a number of issues.

Both the analysis of correlations and differences in mean ranks carry through to cluster analysis,

which reveals the data structure in total and discriminates between three distinct groups of re-

spondents. The pessimists generally have a much more negative view on FDI than the rest, being

of the opinion that the importance of FDI for the future is generally overvalued, that no factors

are really key for FDI presence, and that FDI cannot be influenced in the future (with the excep-

tion of keeping some sectors inaccessible to FDI). The pessimists incidentally coincide to a degree

with the private interest respondents and are mostly from western Europe. One explanation may

be a protectionist instinct, recent fears from the ”other” kind of investors coming from China and

other emerging economies, sovereign wealth funds, and so on, or even that they are just more

influenced by the climate of the 2008–9 economic crisis, in contrast to their counterparts in public

organizations who are in effect shielded from the real world.

The respondents in the largest cluster are called Keynesians, because they believe in fiscal mea-

sures when dealing with FDI. Keynesians believe financial subsidies and fiscal incentives are key

for FDI presence and are also of the opinion that more sustainable FDI could be achieved by

providing special fiscal and other incentives. Interestingly enough, most of the eastern EU as

well as southeastern European respondents are Keynesians, which can be partly explained by

their systemic path dependency, being a consequence of the previous political system with cen-

tral planning and a great deal of state interference in the market.

Last but not least come the neoclassicals, who have a distinctive distaste for the exact measure

the Keynesians like, and rather show a preference for good general economic fundamentals as a

key reason for FDI presence and think that qualified personnel are important for FDI presence

and good infrastructure for future FDI flows. They subscribe to the classical tradition and are

against influencing investors, by keeping some sectors inaccessible to FDI and influencing FDI

through regional/country development priorities. Almost all neoclassicals reside in western Eu-

rope.

Beliefs as such are an important part of informal institutions (much like norms) within the field of

new institutional economics. The division of people into three clearly demarcated groups on the

basis of their beliefs about FDI, two of the groups coinciding with two major schools of economic

thought, reaffirms the importance of taking institutions into account in economic research and

analysis. It is those embedded beliefs that can play an important role in everyday economic deci-

sions concerning FDI, and they do not necessarily concur with empirical and theoretical findings

on FDI factors and determinants.
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An interesting area for future research is implied by these results, mainly comparing the atti-

tudes and beliefs of people in the FDI industry with the de facto measures and policies they are

undertaking, as well as comparing these views to objective or empirical measures of FDI factors.

Both can be examined within institutional frameworks and political economy of each specific

FDI situation, whether on a regional or country level. One must not disregard the possibility

that in fact Keynesian measures are more appropriate in some regions or countries than others,

which would be a basis for the beliefs uncovered. Some of the existing literature, such as work

by de Mooij and Ederveen (2003) and Desai et al. (2004), deals with these specifics but argues

that investment incentives work especially in developed countries but not catching-up countries

such as those in the eastern EU and southeastern Europe, which is exactly the opposite of the

attitudes and beliefs uncovered in this paper. As opposed to a taste for fiscal measures, it seems

possible that either a hands-off policy or a policy of correcting some market externalities could

be more appropriate, or better yet, a combination of these two.

Limitations of our research are important to note. We acknowledge the option that the factors

mentioned above could be a part of what is driving our results, since they are not examined

explicitly. Additionally, the small sample leaves much to be desired, both in size and geographical

representation, as does the questionnaire, which was too general and with many objectives and

thus not structured enough to allow more detailed evaluation of issues that are the topic of this

paper.
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CONCLUSION

The aim of this conclusion is to reaffirm the findings of the PhD thesis. The thesis itself consists

of five papers, out of which the first one is devoted completely to the study of institutions, the

second and third to the study of institutions and trade, and the fourth and the fifth to the study

of institutions and foreign direct investments (FDI). There is also a progression in the thesis in

focus from concentration on only formal institutions in the first half of the thesis, to gradually

changing in focus to and ending up examining only informal institutions.

The definitions of institutions and institutional classification systems are presented and discussed

in the first paper. Theoretical institutional concepts are linked with the appropriate empirical

counterparts which are then used for the formation of the Institutional Quality Dataset, which

develops measures of the quality of legal, political and economic institutions and is freely available

online. The effects of institutional quality and distances on bilateral trade flows from a macro

perspective are presented in the second paper, and only for Slovenia with the disaggregation on

intensive and extensive margins in the third paper. Turning to FDI in the fourth paper, the effects

of formal legal, political and economic institutional quality on inwards FDI stocks are examined,

with the addition of examining the effect of a belief based informal institution - public opinion.

Lastly, the focus in the fifth paper is only on FDI and informal institutions, that is, examining

whether there exist informal institutions such as norms and beliefs in the FDI promotion sector,

and what their implications are. The main findings of each of the five papers are summarized

below. Finally, some tentative generalized conclusions of both formal and informal institutional

effects on international trade and FDI are drawn and discussed.

In the first paper we firstly define and discuss different classification systems of institutions, and

then bring an appropriate institutional classification system to the data and compose a dataset

of underlying institutional quality for every country in the world and for a longer time period.

We collect more than thirty institutional indicators widely used in the literature that have a

reasonable time span and coverage, and use the institutional classification based on subject cat-

egory to group them into three sets of formal institutions: legal, political and economic. Within

each institutional group, we calculate the latent factor scores for every country in the world and

each year, which capture the relative institutional quality. Although the legal, political and eco-

nomic latent institutional qualities are correlated, they vary enough to capture three different

dimensions of formal institutional environment. All the countries are ranked on all of the three

institutional quality measures in every year, yielding a set of rankings we call World institu-

tional quality rankings - WIQR. WIQR for legal, economic and political institutions shows the

relative competitiveness of every country in the world and every year, in terms of the quality of

the underlying institutional environment. Additionally, using scaled averages of raw institutional

indicators within each group, we also calculate the within country, absolute values for the quality

of legal, political and economic institutions. The two sets of indicators allow us to track the

dynamics of a country firstly relative to other countries in the world using the relative calcula-

tions based on factor scores, and then also in absolute terms. A country digressing in terms of

institutional quality relative to other countries might simply be progressing slower than others

in absolute terms, or, it might also be digressing in absolute terms, which can be checked with
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the comparison of relative and absolute institutional qualities. Values for all three institutional

groups at the same time are available in a 21-year time period and cover more than 100 coun-

tries each year, which is a reasonable amount of data. The calculated latent institutional quality

variables can easily be used in panel data international economics applications when formal in-

stitutions should be controlled for, thus the data is publicly available at the author’s website

http://sites.google.com/site/aljazkuncic/. The dataset also includes the yearly place on

the WIQR for every country and indicators of absolute quality of institutions (more appropriate

for tracing institutional quality changes within a country).

In the second paper, we thoroughly examine the effect of institutions on bilateral trade flows

within a gravity model. Theoretically, we derive the gravity set up from two accounting condi-

tions on the exporter and importer side, and make the case for the inclusion of institutions in the

trade costs term. We operationalize the theoretical gravity specification controlling specifically

for multilateral resistance and the inherent endogenous nature of institutions. We use the insti-

tutional measures developed in the first paper and pay particular attention to getting unbiased

estimates of institutional distances on trade, which is rarely done in the literature. Our gravity

specification includes standard monadic gravity variables to capture the size and development

of each country, as well as dyadic variables such as distance, common border, trade agreements,

common currency etc. We add institutional quality levels and institutional distances to the grav-

ity equation, and show that it is crucial to control for multilateral resistance with as many fixed

effects as possible, and also important to purge the institutional variables of their endogenous

nature. The results show that institutions are in fact important determinants of bilateral trade,

but not as uniformly as expected. Both origin’s as well as destination’s institutions matter. They

imply that there is a push factor in the form of good legal environment on the exporter’s side,

and two pull factors in the form of good political and economic institutions on the importer’s

side. The marginal effect of economic and political institutions on the exporter’s side is negative,

that is trade reducing, which points to the fact that in a stable political and good economic en-

vironment, domestic market becomes relatively more attractive. Surprisingly, legal institutional

distance does not have an effect on bilateral trade on the margin, while political and economic

institutional distance have a positive and negative marginal effect, respectively, consistently es-

timated across specifications. The positive effect of political institutional distance is explained

with firms arranging business in less than legitimate ways with the help of politics on one or

the other side, while the negative effect of economic distance lies in the increase of costs due to

operating in and adjusting to a different business environment. These results are confirmed with

an alternative measure of institutional distance. There are also some important heterogeneities

found, most interestingly, the effects of political and economic institutional distances disappear

for countries sharing the same regional trade agreement.

In the third paper we continue with both the institutional quality and institutional distances

focus of the second paper, but examine exports of Slovenia in particular, starting with a focus

on the structure of Slovenian exports and the differences in intensive and extensive margins. We

use two ways to disaggregate exports, the first one being on volumes per firm and number of

firms, and the second one on volumes per product and number of products. A thorough exam-

ination of Slovenia’s export activity reveals some interesting facts. Firstly, Slovenia is a small
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open economy and as such very much dependent on exports, which represent up to 70% of its

GDP. Out of those, a majority share are manufacturing exports, which represent around 70%

of total export value. Out of all the firms in manufacturing, we find that up to 45% of firms

export, and out of all possible export markets (countries), in every year, Slovenian firms export

to around 70% of them, having no exports to the others. In terms of variance of total exports

explained by the two margins, the extensive margin fares better. Also, all gravity specifications

with extensive margins have a much higher explanatory power as compared to the gravity regres-

sions with intensive margins. In gravity equations, we explicitly control for multilateral resistance

and deal with the endogenous institutional nature, once institutions are included. The results

on the effects of institutions and institutional distances leave something to be desired for, as we

are unable to replicate the more salient institutional effects from the literature. We find that

the quality of institutions in the destination country is not a significant determinant of exports,

and that out of institutional distances, only distance in the quality of political institutions affects

exports negatively. This negative effect is based on the intensive margin, whereas no institutional

variable seems to have an effect on the extensive margin. We also find heterogeneities in the effect

of political institutional distance depending on whether trade is intra-industry, or inter-industry.

In the fourth paper, we turn to FDI and the effect of formal institutions on inwards FDI stocks.

Besides the focus on the quality of formal institutional environment and institutional distances,

we additionally examine how FDI reacts to public opinion towards FDI as a belief based informal

institution, which we proxy with a summary index based on attitudes on liberalization issues

from the World Values Survey and European Values Study. We confirm our hypotheses and find

that most formal institutions influence FDI decisions, with the interesting exception of economic

institutions, which do not have a statistically significant marginal effect. We find there is a twin

set of promoting institutional factors for FDI in the form of origin’s quality of legal institutions

and destination’s quality of political institutions, and a twin set of detrimental institutional fac-

tors for FDI in the form of origin’s quality of political institutions and destination’s quality of

legal institutions. More interesting than the mere effects of institutional levels, are the effects

of institutional distances, that is the differences between the quality of institutions in each set

of partner countries in each year. We find that legal institutional distance as well as political

institutional distance both have a significant and negative effect on inward FDI stocks. Interest-

ingly though, economic institutional difference does not seem to matter. We explain this with

the fact that we are studying FDI stocks, which take the different economic rules into account

already (that is to say, differences and changes in economic rules are expected), since they are

not expected to be the same everywhere and they change frequently, as opposed to political and

legal rules, which can have more far-reaching effects. Additionally, the non responsiveness of FDI

stocks to economic institutions can also be seen in the light of stocks reacting much slower (if

at all) to quicker changes in the economic environment. We also find that informal institutions

matter. Informal institutions such as the beliefs of the public about FDI can have an effect on

FDI. We find that a liberal public opinion has a positive marginal effect on FDI, with one lag,

while a non-liberal public opinion has a negative marginal effect on FDI, with two lags. However,

one effect disappears once we control for the formal institutional environment, which eliminates

the effect of liberal public opinion working through government actions. The remaining effect of

nonliberal public opinion is reduced due to partial catalysation through the formal institutional
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environment, but it is still present as a direct detrimental force for inwards FDI stocks.

In the fifth paper, the focus on FDI remains, while we also focus exclusively on informal institu-

tions. We examine what the stances, attitudes or beliefs of the people working in the FDI promo-

tion industry are and to what extent they coincide with the known FDI pull factors/determinants.

The essential question we tackle in this paper is whether the people working in the FDI promotion

industry have specific beliefs formed, what those beliefs are, whether they can be classified as

being a part of a familiar school of thought and how do they relate to FDI determinants. We base

our analysis on a unique dataset based on a survey, where the questions vary from qualitative

to quantitative ones, focusing in the latter part on views of the key reasons for FDI presence,

the possibility of influencing FDI by authorities, and views on how more sustainable FDI flows

could be achieved. Cluster analysis reveals the data structure in total and allows us to iden-

tify three distinct groups of beliefs: ”Pessimists”, ”Keynesians” and ”Neoclassicals”. Pessimists

have generally a much more negative view on FDI than all the others, being of the opinion that

the importance of FDI for the future is generally overvalued, that no factors are really key for

FDI presence nor that FDI can be influenced in the future (with the exception of keeping some

sectors inaccessible for FDI). The respondents in the largest cluster are called ”Keynesians”, as

they believe in fiscal measures when dealing with FDI. Keynesians believe financial subsidies and

fiscal incentives are key for FDI presence, and are also of the opinion that more sustainable FDI

could be achieved by providing special fiscal and other incentives. Last but not least come the

”Neoclassicals”, which have a distinctive distaste for the exact measures the Keynesians like, and

instead show a preference for good general economic fundamentals as a key reason for FDI pres-

ence, think that qualified personnel are also important for FDI presence and good infrastructure

necessary for future FDI flows. They subscribe to the classical economic tradition and are against

influencing investors by keeping some sectors inaccessible for FDI and influencing FDI through

regional/country development priorities. Almost all Neoclassicals are from Western Europe.

Interestingly enough, most of the Eastern EU as well as South-Eastern Europe

respondents are Keynesians, which can be partly explained by their systemic path de-

pendency, being a consequence of the previous political system with central planning

and a great deal of state interference in the market. [...] The division of people on the

basis of their beliefs towards FDI into three clearly demarcated groups, two of them

coinciding with two major schools of economic thought, reaffirms the importance

of taking institutions into account in economic research and analysis. It is those

embedded beliefs that can play an important role in everyday economic decisions

concerning FDI, and they do not necessarily concur with empirical and theoretical

findings on FDI factors and determinants. (Kunčič and Svetličič, 2011, p. 85)

In summation, institutions do matter in economics and should be included in the analysis. They

are the foundations on which economic projects stand, they are the fabric of any society, which

is a precondition for any sort of organized activity. “The institutional framework determines the

incentive structure of the society.” (North, 2005a, p.24) We find that institutional effects are

easier to detect on a macro level, than on a micro level for the instance of trade, which is not

only a consequence of our developed institutional measures, which were constructed with macro

applications in mind, but also a result of the fact that institutions can have very heterogenous
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effects, which can prevail on lower levels of analysis and result in no unified general effects.

We are, however, able to show some consistent effects of institutions on both trade and FDI,

namely a common detrimental effect of the quality of political institutions of the origin country,

implying a stable and good political environment serves as a good reason for business to stay

at home, and strong and positive marginal effects of both the quality of origins’s legal and the

quality of destination’s political institutions. It terms of the marginal effects of institutional dis-

tances, there is a strong and negative marginal effect of economic institutional distance in trade,

implying there are evident costs to doing business in an environment different from the ones firms

are used to at home, whereas in FDI, we detect the negative institutional distance effects with

political and legal institutional distance and explain it with a similar reasoning, that it affects

business costs. It seems that economic institutions are important for trade, but not for FDI.

One of the reasons FDI does not react to economic institutional quality or economic institutional

distance, as opposed to trade, can be that trade can be more flexible than FDI stocks and react

quicker to changes in economic rules of the game, which can also change relatively quickly. FDI

stocks on the other hand are harder to move as they are sunk to a degree, and may thus only

react to changes in quality and changes in differences of the more underlying legal and political

institutions.

When the focus is changed from a macro to a micro trade level, our developed measures may

not be that suitable for statistical analysis, although we are able to detect one significant and

negative effect of political institutional distance, working on the intensive trade margin, but we

are unable to detect other institutional influences for Slovenia. Nevertheless, as we find in the

last paper, informal institutions can still come to the forefront at a micro level, where we find

that opinions and beliefs are clearly formed in people dealing with FDI, influencing their own

actions as well as the policy formation process they can be a part of.

This thesis does not aim to provide a general unified theory of institutions in international eco-

nomics, nor does it claim that its findings will stand without improvements, changes, or repudia-

tions. Our aim is to firstly contribute to the formation of a solid source for social science analysis

where institutions are either the center of attention, or should be taken into account, which we

do in the first paper and the resulting Institutional Quality Dataset, and secondly, to show the

various applications of both general and specific institutional concepts with the emphasis on in-

ternational trade and foreign direct investments applications. The findings are not set in stone,

and so all of these attempts, as always, are subject to scientific scrutiny, exploration, critique and

improvement in the future.
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Appendix 1: Chapter 1

There are some specifics in terms of availability of institutional proxies. Economic freedom of the

World indicators have been produced on a yearly basis from 2000 onwards, while before, they were

computed on a 5 year basis. Instead of imputing the values for the period from 1991 to 1994 and

1996-1999, we opt for having an unbalanced panel for those indicators except for three Economic

Institutions indicators (E5, E6 and E10), where linear imputation is used in order to have enough

observations in the early 1990s for later calculations. With the Rule of Law index from the World

Bank WGI (L9), the missing years (1997, 1999 and 2001) are imputed as the average values of

the year before and after. With the Freedom of the Press indicators from the Freedom House (L2,

P1, E4), there is a significant break in the series due to a changed methodology from 1995 to 1996

and from 2000 to 2001. This does not represent a problem in cross country comparison though,

since the same break is present for all the countries, but caution is needed when dealing with

within country aggregation in time, which is taken into account. Finally, in all cases of Serbia

and its adjoined states from 1990 - 2010, the country code assigned to the entity (which varied in

its geographical coverage) is Serbia, since it was the dominant country in the entity throughout

the period.

Table 1: Institutional Quality Dataset variables

variable label N mean sd min max

wbcode World Bank iso3 country code

country Country name

year Year 4137 1990 2010

legal rel Legal institutional quality (relative factor scores) 2452 0.00 0.95 -2.15 1.93

political rel Political institutional quality (relative factor scores) 2555 0.00 0.98 -2.22 2.04

economic rel Economic institutional quality (relative factor scores) 2252 0.00 0.95 -2.93 1.96

legalWIQR Legal World Institutional Quality Ranking (countries with full

observations)

1764 42.50 24.25 1.00 84.00

politicalWIQR Political World Institutional Quality Ranking (countries with

full observations)

1848 44.50 25.41 1.00 88.00

economicWIQR Economic World Institutional Quality Ranking (countries with

full observations)

1764 42.50 24.25 1.00 84.00

legalWIQR2 Legal World Institutional Quality Ranking (all countries) 2452 59.22 34.31 1.00 135.00

politicalWIQR2 Political World Institutional Quality Ranking (all countries) 2555 61.48 35.39 1.00 129.00

economicWIQR2 Economic World Institutional Quality Ranking (all countries) 2252 54.17 31.06 1.00 115.00

legal abs Absolute legal institutional quality (simple averages) 3651 0.56 0.20 0.06 1.00

political abs Absolute political institutional quality (simple averages) 3678 0.50 0.21 0.02 0.93

economic abs Absolute economic institutional quality(simple averages) 3776 0.50 0.20 0.00 0.95

cluster Cluster memberships based on means 2625 1.00 5.00

Source: own calculation
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Appendix 2: Chapter 3

Figure 1: Average intra-industry trade intensities

1
2
3
4
No data

Grubel−Lloyd Index in intensity quartiles

Source: de Sousa et al. (2012), own calculation

2



Appendix 3: Chapter 4

Table 2: Gravity and FDI specific variables used

Variable Definition Variation

dimen-

sion

Source

Gravity variables

FDIstock Inwards FDI stock in mill USD ijt for Economic Cooperation and

(OECD)

gdp Nominal GDP in mill USD it and jt The World Bank (2013b)

gdpcap Nominal GDP per capita in USD it and jt The World Bank (2013b)

distance Average distance between two countries based on bilateral

distances between the largest cities of those two countries,

weighted by the share of the city in the overall country’s pop-

ulation.

ij Head et al. (2010)

common border Dummy for sharing a border ij Head et al. (2010)

common language Dummy for sharing a language ij Head et al. (2010)

common legal Dummy for common legal origins ij Head et al. (2010)

colonial history Dummy for country pair ever being in a colonial relationship ij Head et al. (2010)

rta Dummy for sharing a regional trade agreement ijt de Sousa (2012)

wto Dummy for both countries being members of WTO ijt Head et al. (2010),

common currency Dummy for sharing a currency ijt Head et al. (2010),

FDI specific variables

inflation Host country’s inflation rate jt The World Bank (2013b)

tax rate Host country’s total tax rate (% of commercial profits) jt The World Bank (2013b)

rd Host country’s research and development expenditure (% of

GDP)

jt The World Bank (2013b)

gdp growth Host country’s real GDP growth jt The World Bank (2013b)

trade Host country’s opennes to trade, sum of imports and exports

as a share of GDP

jt The World Bank (2013b)

ict Host country’s infrastructure, sum of telephone mainlines, mo-

bile phone subscribers and internet connections per 1,000 in-

habitants

jt citetwdi

resource rents Host country’s total resource rents as a share of GDP jt The World Bank (2013b)

patents Host country’s patent applications by residents and nonresi-

dents, divided by total population in thousands

jt WIPO

FDIstockavg Host country’s average total FDI stock j for Economic Cooperation and

(OECD)

Table 3: Institutional variables used

Variable Definition Variation dimension Source

legal inst Relative quality of legal institutions it and jt Kunčič (2013)

political inst Relative quality of political institu-

tions

it and jt Kunčič (2013)

economic inst Relative quality of economic insti-

tutions

it and jt Kunčič (2013)

abs(legal diff) Absolute difference between the two

institutional measures

ijt Kunčič (2013) and own

calculations

abs(political diff) Absolute difference between the two

institutional measures

ijt Kunčič (2013) and own

calculations

abs(economic diff) Absolute difference between the two

institutional measures

ijt Kunčič (2013) and own

calculations

liberal Share of people with liberal eco-

nomic attitudes

it and jt EVS and WVS

not liberal Share of people with nonliberal eco-

nomic attitudes

it and jt EVS and WVS
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Table 4: Full results with public opinion

dep. var. ln(FDIstock) 1 2 3 4 5 6

ln(gdp o) -2.161*** -1.884*** -0.810 -0.675 -0.384 -0.212

(0.688) (0.673) (0.730) (1.135) (1.041) (0.856)

ln(gdp d) -2.416 -5.639*** -1.700 4.249* 1.122 -0.477

(1.480) (1.518) (2.289) (2.376) (2.271) (2.624)

ln(gdpcap o) 2.331*** 2.007*** 1.061 1.150 0.739 0.711

(0.703) (0.678) (0.742) (1.152) (1.060) (0.893)

ln(gdpcap d) 2.735* 6.117*** 1.790 -3.881* -1.140 0.604

(1.525) (1.578) (2.408) (2.352) (2.319) (2.712)

rta 0.141 0.111 0.124 0.0262 0.0840 -0.0775

(0.192) (0.161) (0.209) (0.244) (0.230) (0.232)

wto -0.631*** -0.498*** -0.463** -0.417 0.000867 -0.179

(0.160) (0.178) (0.189) (0.261) (0.314) (0.285)

common currency 0.909*** 0.970*** 0.919*** 0.919*** 0.809*** 0.636***

(0.297) (0.245) (0.277) (0.314) (0.253) (0.245)

legal inst o 0.441** 0.316 0.583**

(0.221) (0.240) (0.240)

political inst o -0.662*** -0.690*** -0.688***

(0.203) (0.227) (0.210)

economic inst o -0.107 0.108 0.0160

(0.173) (0.183) (0.186)

legal inst d 0.189 -0.385 -0.586

(0.327) (0.320) (0.387)

political inst d -0.415 0.552 0.613

(0.428) (0.516) (0.428)

economic inst d -0.388 0.249 0.339

(0.277) (0.273) (0.344)

abs(legal diff) -0.136 -0.239 -0.271

(0.195) (0.189) (0.193)

abs(political diff) -0.0644 -0.0398 -0.00891

(0.195) (0.204) (0.190)

abs(economic diff) -0.175 -0.194 -0.0306

(0.161) (0.152) (0.149)

liberal 0.418 0.0123

(0.373) (0.414)

nonliberal 0.708 0.168

(1.070) (1.238)

L.liberal 0.692* 0.572

(0.372) (0.417)

L.nonliberal 0.834 0.535

(1.112) (1.276)

L2.liberal -0.527 -0.721

(0.492) (0.507)

L2.nonliberal -4.564*** -2.599*

(1.243) (1.401)

Constant -24.77*** -36.61*** -12.87 8.178 2.922 -5.465

(7.733) (7.878) (10.88) (10.00) (10.24) (11.72)

Observations 9,147 9,385 7,853 5,154 5,481 4,908

R-squared 0.942 0.939 0.956 0.950 0.942 0.953

Time FE YES YES YES YES YES YES

Origin FE YES YES YES YES YES YES

Destination FE YES YES YES YES YES YES

Dyadic FE YES YES YES YES YES YES

Formal inst. NO NO NO YES YES YES

Country pair robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1
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LONGER SUMMARY IN SLOVENIAN

Ko se bo večina ekonomistov spremenila, bodo ekonomisti prevladujoče ekonomske

misli sprejeli pomembnost obravnave ekonomskih sistemov na ta način in trdili, da

so to vedeli že od nekdaj.1 (Coase, 1998) [...]

Prevladujoča veja ekonomske znanosti v obliki neoklasične ekonomije ni generična.

Njena uporaba v različnih okvirih, okoljih ali razmerah ne zagotavlja konsistentnih

rezultatov. Družbena razmerja in interakcije se namreč ne dogajajo v vakuumu,

čeprav so večino časa preučevani na ta način. Ekonomski pristop k raziskovanju

običajno endogenizira samo tiste faktorje, ki so sredǐsče preučevanja, druge pa izključi

kot eksogene, dasiravno imajo tudi izključeni faktorji svoj vpliv na interakcije sub-

jektov, bodisi posameznikov, organizacij, podjetij ali tudi držav. Preučevanje teh

faktorjev, ki nekako določajo in oblikujejo okolje, v katerem so pojavi, ki jih raziskuje

ekonomija, je osnovno vodilo nove institucionalne ekonomike. (Kunčič, 2012c, str. 5)

Ta niz člankov poskuša odraziti splošno vodilo Nove institucionalne ekonomike o endogenizaciji

institucij v ekonomskih analizah bodisi kot center preučevanje bodisi v drugih aplikacijah. Dok-

torsko delo je sestavljeno iz petih člankov, pri čemer je prvi posvečen preučevanju institucij v

celoti, drugi in tretji preučujeta institucije in mednarodno trgovino, četrti in peti pa institucije in

tuje neposredne investicije (TNI). Poleg tega se doktorsko delo razvija tudi v smeri osredotočanja

na institucije, saj začnemo sprva s formalnimi institucijami, nakar dodatno vključimo še eno vrsto

neformalnih institucij, na koncu pa se neformalnim institucijam popolnoma posvetimo.

Pričujoči dalǰsi povzetek v slovenščini je v prvi vrsti namenjen postavitvi okvira Nove institu-

cionalne ekonomike (NIE), znotraj katere in z uporabo katere razvijamo posamezne članke, ki so

sestavni deli doktorskega dela. Zato prva polovica tega povzetka ta okvir podrobneje predstavlja.

Velik del tega povzetka v prvi polovici obsega citate iz že objavljenega dela v slovenščini istega av-

torja. Druga polovica dalǰsega povzetka v slovenščini pa je namenjena dalǰsi predstavitvi vsakega

izmed petih člankov in temelji na zaključnih delih posameznih člankov. Na koncu povzetka splošne

ugotovitve celotnega doktorskega dela tudi na kratko povzamemo in zaključimo z opisom našega

načrtovanega prispevka k literaturi.

Začetek NIE lahko povežemo z dvema vplivnima člankoma Nobelovca Ronalda Coasa, in sicer

najprej s člankom The nature of the firm (Coase, 1937) in kasneje s člankom The problem of

social costs (Coase, 1960). V vakuumu, znotraj katerega se zadržuje neoklasična ekonomija vse

transakcije nastanejo v trenutku in brez dodatnih stroškov. Coase (1937, 1960) zapǐse, da so

pravna pravila v obliki dobro določenih lastninskih pravic potreben pogoj za učinkovit rezultat

v primerih, ko so prisotne tudi eksternalije. Prav tako ugotavlja, da stroški pogajanj v nekaterih

primerih preprečijo transakcije, ki bi lahko izbolǰsale blaginjo. Lastninske pravice in druga pravna

pravila pa niso edini faktorji, ki ustvarjajo transakcijske stroške. Dober del transakcijskih stroškov

je možno pripisati tudi omejenim zmožnostim človeškega razuma in nepopolnim informacijam.

Prav tako obstajajo tudi drugi faktorji, ki jih poimenujemo institucije, ki imajo neposreden ali

1“When the majority of economists have changed, mainstream economists will acknowledge the im-

portance of examining the economic system in this way and will claim that they knew it all along.”
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posreden vpliv na transakcijske stroške, in bi jih morali upoštevati v družbenih in ekonomskih

analizah.

Za ekonomiste razprava o procesu menjave ni smiselna, če se zraven ne opredeli

še institucionalno okolje, znotraj katerega menjava poteka, saj institucionalno okolje

vpliva na sistem vzpodbud v produkciji in na stroške transakcij.2 (Coase, 2005,

str. 37)

Danes spada NIE med tako imenovane šole nove neoklasične sinteze (Sušjan, 2006) ali bolj

natančno med novo oz. sodobno politično ekonomijo, kamor jo uvršča Šušteršič (2003).3

V pristopu in analizi se NIE poslužuje orodij neoklasične ekonomije, med tem ko je predmet

proučevanja običajno drugačen. Med tem ko se neoklasična ekonomija osredotoča na izbiro, se

NIE osredotoča na razmerja med subjekti in njihove interakcije. Nova institucionalna ekonomika

tako ni osredotočena samo na eno področje, prav tako ni mogoče reči, da predstavlja samostoječo

ekonomsko teorijo. Gre namreč za kombinacijo tem oz. dežnik, pod katerim se lahko upoštevaje

institucije, preučuje ekonomske in druge pojave.

Institucije so v literaturi od leta 2000 vse pogosteje uporabljene in preučevane.

Na makroekonomski ravni imajo razlagalno moč pri gospodarski rasti in razlikah

med dohodki na prebivalca po svetu, na mikroravni pa so prav tako pomembne za

interakcije med subjekti - pri formalnih institucijah lahko opozorimo predvsem na

vpliv na podjetja. Obstoječa podjetja potrebujejo za vsakodnevno poslovanje namreč

pregledno in čim lažje razumljivo regulacijo, jasno in učinkovito pravno zakonodajo

in njeno uresničevanje, podjetja v ustanavljanju pa poleg že omenjenega potrebujejo

še čim manj birokratskih ovir pri samem ustanavljanju in drugih vstopnih stroškov,

ki so povezani z regulacijo, birokracijo in pravnim sistemom. [...]

Čeprav je pomembnost institucij v ekonomski analizi danes že splošno priznana in

so institucije vključene v čedalje večji del raziskav, zanje še vedno ni vzpostavljenega

enotnega klasifikacijskega sistema in opredelitev. Razlog neenotnosti ni toliko v ra-

zličnih opredelitvah kolikor v različnih ogrodjih, ki so uporabljena za preučevanje

institucij in so lahko odvisna od preučevane tematike. Prav tako različne razvrstitve

običajno niso predstavljene na istem mestu. To vrzel v literaturi želimo zapolniti,

zato v tem delu pogosto uporabljene razvrstitve institucij predstavimo in razložimo.

Najobičajneje in najpogosteje uporabljeno opredelitev institucij je zapisal Dou-

glas North. Opredeljuje jih kot formalna in neformalna pravila igre ter uveljavljanje

le-teh (North, 1990, 1993, 2005). North (1993) prav tako ločuje institucije od orga-

nizacij, ki so lahko subjekti oz. igralci igre. Slednji so poleg organizacij seveda lahko

2“It makes little sense for economists to discuss the process of exchange without specifying the insti-

tutional setting within which the trading takes place, since this affects the incentives to produce and the

costs of transacting.”
3Zainteresirani bralec lahko v omenjeni knjigi nadaljuje branje o NIE in sodobni politični ekonomiji.
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posamezniki, podjetja, države ali katera koli druga družbena skupina. Igra v tem

okviru predstavlja kakršno koli družbeno interakcijo. (Kunčič, 2012c, str. 6)

Institucije lahko opredelimo tudi kot vsa tista pravila in načine obnašanja, ki so vzpostavljena

z namenom zmanǰsevanja negotovosti (kot posledice nepopolnih informacij in omejene racional-

nosti), z namenom vplivanja na okolje oz. igro in nižanja transakcijih stroškov (Menard and

Shirley, 2005).

Naslednja, manj jedrnata, a nič manj točna definicija, je s strani Nobelove nagrajenke Elinor

Ostrom, kjer je koncept arene analogen Northovemu konceptu igre:

Institucije so lahko definirane kot sklop delovnih pravih, ki določajo, kdo lahko

sprejema odločitve v posamezni areni, kakšni ukrepi so možni in kakšni omejeni,

kakšna pravila agregacije bodo uporabljena, kakšnim postopkom je potrebno slediti,

kakšen sklop informacij mora biti na voljo in kaj bodo posamezniki ob sprejemu ra-

zličnih odločitev pridobili.4 (Ostrom, 1990, str. 51)

Institucije v literaturi se najpogosteje razvrščajo glede na vsebino, formalnost in

usidranost. Skupine institucij po različnih klasifikacijskih sistemih se do neke mere

med seboj prekrivajo. Prekrivanje je mogoče celo znotraj klasifikacijskega sistema,

saj imajo nekatere institucije več razsežnosti, torej lahko institucijo ob upoštevanju

prve razsežnosti uvrstimo v prvo skupino, ob upoštevanju neke druge pa je lahko

primerneǰsa druga skupina ali celo obe.

Pri razvrstitvi po vsebini razdelimo institucije na pravne, politične, ekonomske

in družbene (Joskow, 2008), k čemur bi načelno lahko dodali še eno skupino, in

sicer institucije organizacije (imenovane tudi načini upravljanja, ang. modes of gov-

ernance). Pravne institucije so naǰsirše zastopane, saj del zakonodaje in pravnega

sistema lahko najdemo pravzaprav v skorajda vseh družbenih interakcijah, razen

mogoče tistih najosnovneǰsih oz. bioloških. Prav tako so pravne institucije večji del

tistega, kar imenujemo formalne institucije pri njihovi razvrstitvi glede na formalnost.

Pravne institucije obsegajo vse državne pravne institucije, začenši z ustavo in zakon-

odajo, pa tudi zasebne pravne institucije, ki so običajno udejanjene s pogodbami.

Obseg področij in tematik, ki spadajo k pravnim institucijam, je širok, zagotovo

pa so med pomembneǰsimi lastninska pravica, izvor pravnega sistema in posledice

ter uresničevanje oz. uveljavljanje pravnih institucij. Politične institucije kot druga

skupina predstavljajo vsa tista pravila igre, ki jih uporabljamo, ko govorimo o poli-

tiki in političnem sistemu v širšem pomenu, torej ko govorimo o volivcih, volilnih

sistemih in pravilih, političnih strankah in načinih vladanja ter mej moči vlade in

države. Ekonomske institucije se dokaj prekrivajo s pravnimi, saj tu prav tako veliko

4“Institutions can be defined as the sets of working rules that are used to determine who is eligible to

make decisions in some arena, what actions are allowed or constrained, what aggregation rules will be used,

what procedures must be followed, what information must or must not be provided, and what payoffs will

be assigned to individuals dependent on their actions.”
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govorimo o institucijah, ki varujejo zasebno lastnino in delujoči trg, vzpostavljajo re-

gulacijo in ovire ter varovala pri poslovanju ali vzpostavljanju gospodarske dejavnosti.

Družbene institucije so koncepti v družbi, denimo norme, prepričanja, zaupanje in

družbeno sodelovanje. Gre tudi za nastajanje in razvoj socialnega kapitala in social-

nih omrežij. Družbene institucije se dobro ujemajo z neformalnimi institucijami pri

njihovi razvrstitvi glede na formalnost. Zadnja skupina glede na vsebino, institucije

organizacije, vsebuje mikroorganizacijske institucije, torej pravila v organizacijah, ki

se neposredno naslanjajo na teorijo transakcijskih stroškov. V tej skupini se raziskuje,

kakšen način organizacije podjetij ali drugih družbenih struktur je najprimerneǰsi za

dosego nekega cilja, pri čemer ti načini variirajo od prostega trga na eni strani do

popolnoma integriranega podjetja na drugi strani.

Najpreprosteǰsa je razvrstitev glede na formalnost institucij, saj lahko razlikujemo

preprosto med dvema, večinoma neprekrivajočima se skupinama: formalnimi in ne-

formalnimi institucijami. Ta razvrstitev sledi neposredno iz Northove opredelitve

institucij in je pogosto uporabljena v literaturi v splošneǰsi rabi. Formalne institucije

so povečini pravne, kakršne so zakonodaja in druga formalna pravila, medtem ko so

neformalne institucije predvsem norme, konvencije, prepričanja, pravila obnašanja,

zaupanje itd. Neformalne institucije niso nikjer izrecno zapisane, vendar so močno

zastopane pod formalnim družbenim površjem in imajo vpliv na družbene interakcije.

Na tem mestu gre omeniti tudi sorodno, a zgodneǰso Northovo razdelitev institucij,

pri kateri govori o konstitucijskih pravilih (ustava in osnovni zakoni), operativnih

pravilih (zakonodaja) in behaviorističnih normativnih pravilih, ki legitimizirajo prvi

dve skupini (North, 1981). Prvi dve skupini predstavljata formalne institucije, druga

skupina pa neformalne.

Razvrstitev glede na usidranost (ang. embededdness) je opredelil Oliver Williamson

(2000) in je ena izmed celoviteǰsih, saj povezuje formalnost institucij z njihovo usidra-

nostjo v družbi. Nižje ravni institucij so bolj neformalne, a tudi bolj usidrane v

družbo in se prilagajajo počasneje, medtem ko so vǐsje ravni formalneǰse in se spre-

minjajo hitreje. Pogostost sprememb je od nekaj sto let na najnižji ravni do nenehnih

sprememb na najvǐsji ravni. Nižje ravni, denimo kultura in norme, omejujejo možne

spremembe na vǐsjih ravneh, na katerih je denimo zakonodaja, obenem pa imajo tudi

vǐsje ravni povratni (a manj močan) vpliv na nižje ravni.

Poleg same teoretične razvrstitve in primernosti za izbrano področje je pri izbiri

najprimerneǰsega okvira za obravnavo institucij treba imeti v mislih tudi možnost

konceptualizacije teoretičnih konstruktov. S tem v mislih [...] posežemo po razvrstitvi

glede na vsebino (Joskow, 2008), pri čemer nadaljujemo s tremi, dokaj homogenimi

skupinami formalnih institucij: pravnimi, političnimi in ekonomskimi. Težava pri

družbenih in organizacijskih institucijah je, da je vsaka skupina teh institucij znotraj

sebe še vedno preveč različna, da bi jih lahko konceptualizirali kot homogeno skupino

in tako tudi obravnavali. Hkrati je za prve tri formalne skupine institucij na razpo-

lago veliko več obstoječih in mednarodno primerljivih empiričnih kazalnikov kakor za
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drugi dve skupini, kjer jih je malo, še manj pa je mednarodno primerljivih. [...]

Z vprašanjem merjenja institucij je povezano vprašanje njihove konceptualizacije.

Institucije so namreč latentni faktorji, zato je težko ali pa kar nemogoče najti em-

pirične spremenljivke, ki bi bile z institucijami v linearni povezavi. Običajna rešitev

v obstoječih raziskavah je, da se avtorji odločijo za enega od obstoječih empiričnih

približkov, ki ga izberejo glede na raziskovalno vprašanje, in ga uporabijo v nadaljnji

raziskavi ali pa uporabijo enostavno povprečje dveh ali treh kazalnikov. Druga, redko

uporabljena možnost v literaturi pa je, da se obstoječi institucionalni kazalniki najprej

razčlenijo s faktorsko analizo (ali alternativno metodo glavnih komponent), katere

prvi namen je odkrivanje latentnih faktorjev, ki so skupni vsem spremenljivkam,

uporabljene rezultate pa uporablja naprej kot mero za kakovost institucij. (Kunčič,

2012c, str. 6-7)

V prvem članku izberemo več kot trideset institucionalnih indikatorjev, ki so pogosto uporabljeni v

literaturi in imajo dolgo časovno in široko državno pokritost. Glede na institucionalno razvrstitev

na vsebino jih razdelimo v tri skupine: pravno, politično in ekonomsko. Znotraj vsake institu-

cionalne skupine izračunamo s faktorsko analizo latentne faktorje za vsako državo na svetu in za

vsako leto posebej, ki zajemajo relativno kvaliteto pravnih, političnih in ekonomskih institucij.

Na podlagi izračunanih kazalcev kvalitete institucij v vsakem letu lahko oblikujemo lestvico držav,

katero poimenujemo Svetovna lestvica kvalitete institucij (SLKI). SLKI za pravne, politične in

ekonomske institucije kažejo na relativno institucionalno konkurenčnost držav v svetu v vsakem

letu. Na podlagi normaliziranih vrednosti surovih institucionalnih kazalcev znotraj vsake institu-

cionalne skupine izračunamo tudi absolutno kvaliteto pravnih, političnih in ekonomskih institucij

za vsako državo v vsakem letu. Oba trojčka kazalcev, relativni in absolutni, nam omogočata

spremljanje dinamike države v relativnem smislu glede na vse ostale države v svetu, pri čemer so

uporabljeni relativni institucionalni kazalci, ki temeljijo na izračunanih latentnih faktorskih vre-

dnostih, in absolutno dinamiko države, pri čemer se lahko spremljajo institucionalne spremembe

znotraj države same. Država, ki pada na eni izmed SLKI, lahko namreč nazaduje le relativno

glede na druge države, torej druge države hitreje izbolǰsujejo svojo institucionalno kvaliteto, lahko

pa nazaduje tudi v absolutnem smislu, kar se lahko preveri z absolutnimi indikatorji kvalitete in-

stitucionalnega okolja. Vrednosti za vse tri latentne kazalce kvalitete institucij naenkrat so na

razpolago v obdobju 21 let, v vsakem letu za več kot 100 držav, kar skupaj nanese več kot 2100

opazovanj. Ti kazalci so lahko še posebej koristno uporabljeni v raziskavah primerjalne institu-

cionalne analize in v mednarodni ekonomiji, ko je potrebno za nepristranost rezultatov vključiti

tudi kvaliteto formalnih institucij. Zato je podatkovna zbirka kvalitete institucij na voljo brez-

plačno na internetu na avtorjevi osebni strani http://sites.google.com/site/aljazkuncic/.

Podatkovna zbirka vključuje tudi letno uvrstitve držav na vseh treh SLKI in pa indikatorje abso-

lutne kvalitete institucij, ki so bolj primerni za spremljanje napredka države znotraj države same.

V drugem članku preiskujemo vpliv institucij na bilateralno trgovinsko menjavo v okviru gravita-

cijskega modela. Teoretično izpeljemo gravitacijski model z uporabo dveh računovodskih prin-

cipov, enega na strani izvoznika in enega na strani uvoznika, pri čemer so institucije del tako

večstranske odpornosti 1
Φ∗

itΦjt
kot tudi bilateralnih trgovinskih stroškov ϕij , kot prikazuje spod-
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nja enačba.
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Empirično ocenjujemo gravitacijsko enačbo pazljivo zaradi kontroliranja za večstransko odpornost

in endogene narave institucij. Učinek večstranske odpornosti lahko pri ocenjevanju zajemamo s

serijo fiksnih učinkov; s časovnimi fiksnimi učinki, fiksnimi učinki izvoznikov, fiksnimi učinki

uvoznikov in fiksnimi učinki trgovalnih parov. Endogenost institucij, pri čemer uporabljamo

razvite institucionalne kazalce iz prvega članka, rešujemo s postopkom iz članka Benassy-Quere

et al. (2007), kjer mere institucij regresiramo na BDP na prebivalca kot splošno razvojno spre-

menljivko ter uporabimo institucionalne ostanke teh enačb, ki so potem pravokotni na nivo razvi-

tosti držav. Poleg vključevanja same kvalitete institucij na izvozni in uvozni strani vključimo

tudi institucionalno razliko, izračunano kot absolutno vrednost razlike v kvaliteti institucij med

partnerjema, kar je redko narejeno v literaturi. Naša gravitacijska specifikacija vključuje še stan-

dardne kontrolne spremenljivke kot so populacija in BDP na prebivalca, ki označujeta velikost

in razvitost trga, geografsko razdaljo, skupno mejo, prostotrgovinski sporazum, skupno valuto,

skupen jezik, skupno bivšo državo, skupno članstvo v Svetovni trgovinski organizaciji itd. K

temu dodamo še kvaliteto pravnih, političnih in ekonomskih institucij, prav tako pa pravno,

politično in ekonomsko institucionalno razliko. S postopnim vključevanjem kontrol za večstransko

odpornost in s prikazom rezultatov z vključitvijo institucij z in brez postopka čǐsčenja njihove

endogenosti prikažemo, da je v gravitacijski enačbi pomembno, da popolnoma kontroliramo tako

za večstransko odpornost kot za endogeno naravo institucij. Rezultati pokažejo pričakovane par-

cialne koeficiente pri spremenljivkah, ki se pogosto uporabljajo v literaturi, pokažejo pa tudi, da

so institucije v bilateralni trgovini pomembne determinante, vendar ne tako uniformno, kot smo

pričakovali. Institucije, tako na strani izvoznika kot na strani uvoznika, se pokažejo kot statistično

značilne. Na strani izvoznika imamo faktor potiska v obliki kvalitete pravnih institucij, na strani

uvoznika pa dva faktorja privlačnosti v obliki kvalitete političnih in ekonomskih institucij. Mejni

učinek kvalitete ekonomskih in političnih institucij na strani izvoznika je negativen in zmanǰsuje

bilateralen izvoz, kar lahko pomeni, da ob izbolǰsanem političnem in ekonomskim okoljem doma,

tuji trg postane relativno manj privlačen. Presenetljivo pa pri institucionalnih razlikah razlika v

kvaliteti pravnega okolja nima statistično značilnega mejnega učinka, med tem ko lahko zaznamo

značilen in pozitiven mejni učinek razlike v kvaliteti političnih institucij, in značilen in negativen

učinek v razliki v kvaliteti ekonomskih institucij, kar je ocenjeno konsistentno v vrsti specifikacij.

Pozitiven učinek politične institucionalne razlike lahko pomeni, da podjetja takrat, ko to insti-

tucionalno okolje dopušča, izkorǐsčajo tudi nestandardne in neekonomske poti za povečevanje

izvoza preko političnih kontaktov in vez. Na drugi strani pa je negativen učinek ekonomske in-

stitucionalne razlike pričakovan, saj je poslovanje podjetja v okolju z drugačnimi ekonomskimi

pravili igre praviloma dražje, kar pa zmanǰsuje trgovino. Ti rezultati so nadaljnje podprti z

alternativnimi merili institucionalnih razlik. Obstajajo tudi pomembni heterogeni učinki insti-

tucionalnih razlik, omenimo lahko predvsem, da učinka politične in ekonomske institucionalne

razlike ni mogoče zaznati pri parih držav, ki imajo sklenjen in uveljavljen prostotrgovinski spo-

razum.
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V tretjem članku nadaljujemo z raziskovanjem vpliva kvalitete institucij in institucionalnih raz-

lik, podobno kot v drugem članku, pri čemer se posvetimu njihovemu vplivu na slovenski izvoz.

Najprej podrobno predstavimo strukturo slovenskega izvoza in razlike med intenzivno in eksten-

zivno izvozno mejo. Skupen izvoz na državni ravni dezagregiramo na intenzivno in ekstenzivno

mejo na dva načina. Pri prvem predstavlja intenzivno izvozno mejo vrednost izvoza na podjetje,

ekstenzivno pa število podjetij, ki izvažajo, pri drugem pa predstavlja intenzivno izvozno mejo

vrednost izvoza na izdelek, ekstenzivno pa število izdelkov, ki se izvažajo. Podroben pregled

slovenske izvozne aktivnosti razkrije nekaj zanimivih podatkov. Slovenija je kot majhno odprto

gospodarstvo zelo odvisna od izvoza, saj le-ta predstavlja kar 70 % bruto domačega proizvoda.

Od tega velika večina izvoza predstavlja predelovalna dejavnost, katera obsega 70 % celotne vred-

nosti izvoza. Od vseh podjetij, ki poslujejo v predelovalni dejavnosti, jih izvaža kar do 45 %. Od

vseh možnih izvoznih destinacij (držav) pa slovenska podjetja vsako leto izvažajo na okoli 70 %

razpoložljivih trgov. Variiranje skupnega izvoza veliko bolje pojasnjuje ekstenzivna izvozna meja

kot intenzivna. Prav tako imajo empirično ocenjeni gravitacijski modeli z ekstenzivnimi izvoznimi

mejami veliko večjo razlagalno moč kot tisti z intenzivnimi izvoznimi mejami. V gravitacijskih

modelih kontroliramo za večstransko odpornost in endogeno naravo institucij, ko le-te vključimo.

Rezultati kažejo, da je učinkov kvalitete institucij in institucionalnih razlik na nivoju države veliko

manj, kot smo pričakovali, saj ne uspemo replicirati institucionalnih vplivov študij iz literature na

makroekonomski ravni. Odkrijemo, da kvaliteta institucij v državi partnerici ne vpliva statistično

značilno na skupen izvoz niti na intenzivne in ekstenzivne meje. Od institucionalnih razlik vpliva

statistično značilno in negativno na skupen izvoz samo razlika v kvaliteti političnih institucij.

Ta učinek temelji na intenzivnih izvoznih mejah, med tem ko na ekstenzivne izvozne meje nima

vpliva. Odkrijemo tudi heterogenost v učinku razlike v kvaliteti političnih institucij, pri čemer

je učinek odvisen od vrste trgovine, ki je lahko s posameznim partnerjem pretežno znotraj iste

industrije, ali pa pretežno med različnimi industrijami.

V četrtem članku se iz področja mednarodne trgovine usmerimo na področje tujih neposrednih

investicij (TNI). Še vedno smo osredotočeni na vplive kvalitete institucij in institucionalnih razlik,

pri čemer pa dodamo v analizo še izbrano neformalno institucijo, in sicer javno prepričanje oz.

mnenje o TNI, katerega zajemamo s sestavljenim indeksom odnosa do ekonomskega liberalizma,

za katerega podatke pridobimo v vprašalnikih World Values Survey in European Values Survey.

Vplive institucionalne kvalitete, institucionalnih razlik in javnega mnenja na vhodni stog TNI

v državah Organizacije za ekonomsko sodelovanje, in razvoj preučujemo znotraj gravitacijskega

modela, kjer posebej obravnavamo težave povezane z večstransko odpornostjo in endogenostjo

tako formalnih kot neformalnih institucionalnih spremenljivk. Našo hipotezo, da formalne in-

stitucije vplivajo na odločitev o lokaciji TNI, lahko potrdimo. Mejni učinek kvalitete političnih

institucij v državi izvora ima konsistenten statistično značilen in negativen učinek na TNI. Pri

institucionalnih razlikah lahko zaznamo tudi statistično značilen in negativen učinek ekonomske

institucionalne razlike. Prvi institucionalni učinek implicira, da so domače investicije relativno

bolj privlačne napram tujim takrat, ko je domače politično okolje bolǰse kvalitete oz. se izbolǰsa.

Drugi institucionalni učinek pa implicira, da imajo podjetja dodatne stroške, ko želijo investi-

rati v državi, v kateri so ekonomska pravila drugačna, kot so jih vajena doma, ti stroški pa TNI

znižujejo. Druge formalne institucije in institucionalne razlike nimajo konsistentnega učinka. Od-

krijemo tudi, da je pri TNI pomembno tudi javno mnenje kot neformalna institucija, temelječa na
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prepričanju. Liberalno javno mnenje ima istodobni pozitiven mejni učinek na TNI, neliberalno

javno mnenje pa istodobnega učinka nima. Pomembno je, da poleg javnega mnenja kot neformalne

institucije v gravitacijski enačbi obenem vključimo tudi formalne institucije. Ko to storimo, ugo-

tovimo, da istodobni učinki javnega mnenje niso več prisotni. Ohrani se negativen mejni učinek

neliberalnega javnega mnenje, ki deluje na TNI z odlogom. Nenaklonjenost ljudi TNI se torej ne

manifestira izključno preko ukrepov politike in preko sprememb formalnih institucij, temveč ima

lasten neposreden negativen mejni učinek na TNI.

V petem in zadnjem članku ostanemo osredotočeni na TNI, obenem pa tudi nadaljujemo z razisko-

vanjem odnosa med TNI in neformalnimi institucijami, katerim se v tem članku popolnoma posve-

timo. Preiskujemo namreč, kakšna so stalǐsča, drže ali prepričanja ljudi, ki delajo v sektorju za

pospeševanje TNI, in do katere mere ta stalǐsča sovpadajo z znanimi faktorji potega in deter-

minantami TNI. Glavna vprašanja tega članka so, ali imajo ljudje iz sektorja za pospeševanje

TNI izoblikovana posebna stalǐsča oz. prepričanja, kakšna so ta prepričanja, ali lahko te drže

povežemo s katerimi izmed svetovnonazorskih pogledov in v kakšnem odnosu so do znanih de-

terminant TNI. Naša analiza temelji na edinstveni podatkovni zbirki, ki temelji na vprašalniku,

poslanem po večjem delu Evrope in Balkana, v katerem so vprašanja, tako kvalitativne kot kvanti-

tativne narave, osredotočena na glavne razloge za prisotnost TNI, možnosti vpliva na TNI s strani

države in možnosti za zagotovitev bolj trajnih TNI. S hierarhično analizo razvrščanja zmanǰsamo

dimenzijo podatkov in prikažemo strukturo vzorca, kar nam omogoči, da določimo tri skupine,

ki se med seboj korenito razlikujejo glede drž do TNI: “pesimisti”, “keynesianci” in “neoklasiki”.

Pesimisti imajo v povprečju veliko bolj negativno mnenje in pogled na TNI kot drugi. Menijo, da

je pomembnost TNI za prihodnost na splošno precenjena, da ni faktorjev, ki bi bili zares ključni

za TNI, in da se na TNI ne da vplivati v prihodnje. Tisti v največji skupini so keynesianci.

Za njih velja, da prisegajo na proračunske ukrepe, ko je potrebno kaj ukreniti glede TNI. Key-

nesianci menijo, da so proračunske subvencije in spodbude ključne za prisotnost TNI obenem

so tudi mnenja, da lahko bolj vzdržne TNI zagotovimo z nadaljnjimi proračunskimi in drugimi

ugodnostmi za investitorje. Neoklasiki nasprotujejo prav tistim ukrepom, ki jih zagovarjajo key-

nesianci. Poudarjajo pa pomembnost dobrih ekonomskih osnov in splošne klime v gospodarstvu

kot ključnim razlogom za prisotnost TNI, in menijo tudi, da sta kvalificirana delovna sila in do-

bra infrastruktura pomembni za TNI. So proti vplivanju na investitorje s strani države, zapiranju

določenih sektorjev za TNI ali vplivanju na TNI preko regijskih ali državnih razvojnih prioritet.

Do zanimivih ugotovitev se dokopljemo tudi, ko pogledamo geografsko in vsebinsko razporeditev

teh treh skupin. Večina pesimistev prihaja iz privatnega sektorja, kar lahko kaže na dejstvo, da

je privatni sektor v času ekonomske krize bolj prizadet od javnega. Večina neoklasikov prihaja

iz zahodne Evrope, večina keynesiancev pa iz vzhodne oz. vzhodno-južne Evrope. Slednje lahko

kaže na odvisnost od prehojene politične poti v vzhodni in južni Evropi, kjer je bilo posredovanje

države in usmerjanje gospodarstva s strani državnih uradnikov v preteklosti običajno. Ta jasna

razdelitev ljudi, ki delajo v sektorju za pospeševanje TNI, v tri dobro določene skupine, od ka-

terih dve dobro sovpadata z dvema izmed znanih ekonomskih šol oz. pristopov, ponovno potrjuje

pomembnost vključevanja institucij v ekonomska raziskovanja in analize. Ugnezdena prepričanja

so namreč tista, ki lahko igrajo pomembno vlogo pri vsakodnevnem kontaktu s TNI in oblikovanju

politik o TNI, ne sovpadajo pa nujno z znanimi empiričnimi in teoretičnimi determinantami TNI.
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V zaključku lahko zapǐsemo, da so institucije pomembne v ekonomije in bi načeloma morale biti

vključene v analizo. Institucije so namreč temelj, na katerem stoji kakršnakoli ekonomska ak-

tivnost, in sestavni del najbolj osnovnih vezi v družbi, brez katerih ni mogoča praktično nobena

družbeno organizirana aktivnost. “Institucionalno ogrodje določa sestavo spodbud v družbi.”5

(North, 2005a, str. 24) Odkrijemo, da je vpliv institucij nekoliko lažje zaznati na makro kot na

mikro nivoju za mednarodno trgovino, kar ni samo posledica izbranih in razvitih institucional-

nih kazalcev, ki so prilagojeni za makro analize, temveč tudi heterogenosti institucij, ki lahko na

nižjih nivojih agregagacije prevlada in s tem prepreči, da bi bil splošen učinek institucij statistično

zaznan.

Pri makro analizah bilateralne trgovine in bilateralnih TNI odkrijemo nekatere podobne in konsi-

stentne učinke institucij. Najprej lahko govorimo o skupnem negativnem mejnem učinku kvalitete

političnih institucij v državi izvora na mednarodno aktivnost države (bodisi trgovino bodisi TNI),

ki lahko kaže na to, da je ekonomska aktivnost doma, ob izbolǰsanem političnem okolju oz.

političnem okolju dobre kvalitete, bolj privlačna z vidika podjetja kot pa ekonomska aktivnost v

tujini. Nadalje lahko zaznamo tudi skupen pozitiven mejni učinek kvalitete pravnih institucij v

državi porekla in kvalitete političnih institutcij v državi namena. Zaznamo tudi zanimive razlike

v vplivih institucionalnih razlik med trgovino in TNI. Pri trgovine so zelo pomembne ekonomske

institucije, kjer zaznamo tudi statistično značilen negativen in pomemben mejni vpliv razlike v

kvaliteti ekonomskih institucij, pri čemer gre verjetno predvsem za dodatne stroške na nivoju

podjetja, ki so povezani s poslovanjem v okolju, kjer veljajo drugačna ekonomska pravila, kot

jih je podjetje vajeno doma. Nasprotno, pri TNI kvaliteta ekonomskih institucij ali ekonomska

institucionalna razlika ni pomembna, pomembno negativno in značilno pa na TNI vpliva razlika

v kvaliteti pravnih institucij in politicnih institucij. Razlaga tega negativnega mejnega vpliva je

prav tako v povečevanju stroškov poslovanja kot pri trgovine. Eden izmed razlogov, ki vpliva na

nepomembnost ekonomskih institucij pri TNI in njihovo pomembnost pri trgovine, je v tem, da se

ekonomske institucije od vseh vseh treh skupin institucij lahko spreminjajo najhitreje. Na takšne

spremembe pa se lažje odzove trgovina, ki je tok, kot TNI, ki so stog oz. stanje in vsebujejo

veliko fiksnih investicij, katere je težko hitro premakniti. TNI se zato veliko bolje odzivajo na

spremembe v političnih in pravnih institucijah in razlikah v le-teh.

Na mikro nivoju pri trgovinskih tokovih z našimi institucionalnimi kazalci ne moremo zaznati

toliko statistično značilnih učinkov kot na makro nivoju, zaznamo pa značilen in negativen mejni

učinek razlike v kvaliteti političnih institucij, ki izvira iz obeh intenzivnih izvoznih mej. Po drugi

strani pa lahko na mikro nivoju TNI in ljudi, ki delajo v sektorju pospeševanje TNI, jasno od-

krijemo prisotne neformalne institucije, ki vplivajo tako na ravnanje ljudi v tem sektorju kot

posledično na formiranje ekonomskih politik o TNI, niso pa nujno usklajene z empirično znanimi

determinantami TNI.

Namen tega doktorskega dela ni oblikovanje enotne teorije institucij v mednarodni ekonomiji.

Prav tako ne trdimo, da bodo naše ugotovitve ostale v prihodnje nespremenjene, brez izbolǰsav

ali nasprotovanj. Naš namen je v prvi vrsti prispevati k vzpostavitvi dobrega teoretičnega in

empiričnega vira institucij za družbene znanstvenike, kar je namen prvega članka in podatkovne

5“The institutional framework determines the incentive structure of the society.”
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zbirke kvalitete institucij ter tudi prve polovice tega povzetka. V drugi vrsti pa želimo pokazati

različno uporabo institucionalnih kazalcev in konceptov s poudarkom na mednarodni trgovini

in tujih neposrednih investicijah, kar je namen drugega, tretjega, četrtega in petega članka, ter

drugega dela tega dalǰsega povzetka v slovenskem jeziku.
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