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Abstract

This study analyses the role of governance institutions in trade involving Sub-Saharan
Africa (SSA) and its trading partners. Specifically, the objectives of this study are to:
investigate the effect of institutions on trade between SSA and its trading partners;
and examine whether governance institutions matter more for trade in SSA resource-
poor countries (or non-mineral products) than for trade in resource-rich countries
(or mineral products). Based on a combination of strands of literature on the subject
matter, we used a modified gravity model to analyse the objectives highlighted
above. Using data spanning 1996 to 2014, empirical analysis involves estimating
variants of gravity equations using the modified Poisson pseudo maximum likelihood
estimation approaches. Empirical results show that not all governance variables
matter for trade between SSA and its partners. Whether it matters or not depends on
countries’resource endowment, the pattern of trade and the direction of trade. Trade
between SSA and developed countries (especially imports) is driven significantly by
governance institutions, particularly the bureaucratic quality and compliance with
law and order. Such importance of governance institutions could not be established
in trade between SSA and Asia, which are both developing economies. Furthermore,
governance institutions matter more for trade in non-mineral products than for trade
in mineral products. The interaction of tariff with governance variables produced
some results which suggest that inadequate governance institutions reflected in
poor implementation of tariff policy may increase trade costs, thus reinforcing the
negative effect of tariff on trade. Some policy recommendations were articulated to
improve governance institutions in SSA to promote trade with its trading partners.

Key words: Governance institutions; Trade flows; Sub-Saharan Africa; Regional trading
partners; Panel data analysis



1. Introduction

Trade is an important vehicle for economic development. The degree of the effect of
trade on economic development depends on the extent to which goods and services
can flow. International trade literature has established that free trade is welfare-
improving while restrictive trade is welfare-reducing (Krugman and Obsfeld, 2000;
Markusen et al, 1995). As a result, reduction in tariffs, declining costs of transportation,
and technological advances have considerably increased international trade but not
to the expected level (De Groot et al, 2003). To this end, Rauch (2001) submits that
physical and market distortions fail to explain why some countries with seemingly
pro-trade policies have relatively small trade flow per GDP.

To promote trade, African countries have entered into various bilateral, regional
and multilateral trade agreements. For example, at the bilateral level, African countries
are part of the ACP (Africa, Caribbean and Pacific) countries that engaged in non-
reciprocal trade agreement with the European Union (EU-ACP pact). The EU-ACP trade
pact (spelt out in the Cotonou Agreement) aims to provide improved market access
for ACP countries to EU markets, enhance trade in services, increase cooperation
in trade-related areas such as competition and investment, enhance the political
dimension (to explicitly address corruption: promote participatory approaches,
and to refocus development policies on poverty reduction). However, Africa’s trade
performance has been low despite non-reciprocal trade preferences for products
originating from African countries. Anecdotal evidence shows that the share of Africa
in European Union’s (EU) market fell from 6.7% in 1976 when trade between them
was less free to 2.8% in 2004 when policy barriers were almost completely dismantled
(EU Commission, 2005). Further, about 65% of total exports consist of raw materials
and over 60% are concentrated on only 10 products. This suggests that preferential
market access alone is not capable of capturing substantial gains from trade by the
African continent.

One of the factors militating against satisfactory trade performance is lack of
quality governance institutions." Governance institution refers to humanly devised
mechanisms that structure political, economic and social interactions. They exist
to reduce uncertainties that arise from incomplete information concerning the
behaviour of other individuals in the process of interaction (North, 1990; Busse et
al, 2007). According to WTO (2004), if a country lowers its trade barriers, outsiders
may be reluctant to trade with it if, for example, they do not believe contracts can be
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enforced or are not sure whether payments will be made. Therefore, the quality of
domestic institutions matters for international trade. In particular, a country or region
may experience low trade if the governance situation is not encouraging, even though
there are strong free trade policies. According to Wei (2000), if a country is naturally
open (existence of low transaction cost and less market distortion), it will be optimal
for such a country to devote more resources to building good governance institutions
to attract more international traders.

Further analysis of the impact of governance on trade by scholars including Li
and Samsell (2009) and Wu, Li and Samsell (2012), led to the conclusion that the
direction of effect of governance on trade depends on the effectiveness of governance
systems, be it rule-based, relation-based or family-based.? Trade among rule-based
economies is easy and high because they share the same features, while in the case
of relation-based economies, trade is less easy and low because they tend to have
diverse commonalities.® However, trade between rule-based and relations-based
economies may be strong or weak. Therefore, the literature is unclear as to how
diverse governance institutions among countries and regions tend to impact trade.

Governance institutions in Africa and particularly Sub-Saharan Africa (SSA)
are essentially weak. The World Bank has argued that the major bane to Africa’s
development and particularly to Africa’s poor trade is the governance crisis. Most of
SSA countries are characterized by poor quality institutions, weak rule of law, absence
of accountability, tight controls over information and high levels of corruption. Poor
governancein SSA has been attributed to lack of strong indigenously rooted institutions
that could tackle the development demands of modern states, economic crisis and
unsustainable debt, civil wars, and political instability (Brautigam and Knack, 2004).
However, the United Nations Economic Commission for Africa (UNECA) reports that
Africa has made modest progress inimproving governance specifically in the angles of
declining levels of violent conflicts and civil wars, consolidation of peace and security,
improved budgetary management and a business-friendly environment (UNECA,
2009). Nevertheless, institutional challenges in the growth path of the region are poor
political democracy, lack of respect for the rule of law, insecurity and corruption. In
fact, in most African countries, high levels of insecurity and political instability and
internal conflict have resurfaced, and this could pose more threat to the continent’s
growth performance (UNECA, 2009).

A UNECA report suggests that Africa can exploit resource endowments and high
international commodity prices to generate the required resources to improve the
institutional environment in the continent. Also, since the global economic and
geopolitical changes have shifted from the North to South through revolution in
information and communication technology, remarkable cross-border capital flows
and trade in intermediate goods present opportunities for Africa to reclaim its lost
legacies (UNECA, 2013). However, the state and pattern of governance institutions of
a country tends to predict its chances of benefiting from any opportunities provided
by global dynamics (UNECA, 2013). Thus, what is the share of Africa, and particularly
SSA (compared to Asia) in the recent surge in capital inflow and commodity trade of
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developing region? Does weak governance attenuate the chances of Africa in taking
greater opportunities provided by globalization?

In SSA, virtually all the countries appear to experience low levels of governance
indicators. For example, based on data from the Political Risk Service (PRS) group,
SSAislagging in relevant business regulating governance indicators such as control
of corruption, law and order, and bureaucracy quality, compared to Asia and Europe
with higher ratings.*

The emerging issues and questions from the foregoing are: how and to what
extent do governance institutions help to explain trade flows and directions? And
do governance institutions matter more for trade in resource-poor countries or non-
mineral products than for trade in resource-rich economies or mineral products?
Specifically, the objectives of this study are to: investigate the impact of governance
institutions on SSA’s total trade, and trade with its trading partners; and examine
whether governance institutions matter more for trade in SSA resource-poor countries
(or non-mineral products) than for trade in SSA resource-rich economies (or mineral
products).

The motivation for this study lies in the fact that although there exist some studies
on the link between governance institutions and trade for developed countries,
few studies are available for developing nations. Some of the cross country studies
included only a part of Africa (high/middle income countries), which does not reflect
heterogeneity of Africa’s features in terms of commodities traded, diverse trading
partners, governance qualities and resource endowment. Besides, to our knowledge,
thereis dearth of specific studies on the role of governace institutions in trade between
SSA and its trading partners (SSA-EU, SSA-America or SSA-Asia). Therefore, none of
the earlier studies specifically and comprehensively investigated the case of Africa,
or even produced empirical evidence that recognized the differences (peculiarity)
highlighted above. These are the gaps and main areas of value addition of this study.
The study covers 1996 to 2014, for which the required data for classification of SSA
trade into mineral and non-mineral products are available for analysis.

The rest of this report is organized as follows: Section Il covers the stylized facts
about trade and governance institutions in SSA and its trading partners, while
section Ill is on literature review. Section IV discusses the theoretical framework and
methodology of the study, while section V presents and discusses empirical results.
Section VI summarizes and concludes the study with policy recommendations.



2. Trade and governance institutions
in sub-Saharan Africa

Magnitude and structure of SSA’s trade

Explanations on the structure and direction of trade in this section are based on real term;
that is, all the values in Tables 1 to 3, except where otherwise specified, were deflated
using world commodity price.” The level of trade of SSA with the World was low in the
1990s compared to the 2000s (Table 1). Exports rose from over US$ 128.19 billion in 1996
to over USS 304.10 billion in 2014 while imports increased from over US$ 137.59 billion in
1996 to over US$ 298.78 billion in 2014. Going by the data presented in Table 1, SSA began
to record trade surplus from 2010 while there had been a trade deficit before that time.

At the regional level, the EU offers the largest market for SSA's exports. The value of
SSA's exports to the EU rose from US$ 48.73 billion in 1996 to US$ 52.21 billion in 2005
and further to US$ 86.05 billion in 2014. In the same period, the respective values of
SSA exports to Asia were US$ 21.42 billion, US$32.23 and USS 106.17 billion while to
America the values of exports were USS$ 26.04 billion, US$ 18.67 billion and US$ 32.37
billion, respectively. This implies that exports to the EU and Asia rose consecutively,
but that of America fell between 2010 and 2014. This fall was preceded by a sudden
jump from US$ 18.67 billion in 2005 to USS 69.75 billion in 2010. This scenario may
reflect the impact of the financial crisis that occurred during this period on exports
of SSA. The second observation from Table 1 is that the EU ceased to be the highest
market for SSA exports from 2010. In fact, other continents (Africa, Russia Federation,
Middle East and Australia) put together imported more than the EUin 2010. Similarly,
SSA imported more from the EU than from other regions in 1996 through 2000, but
thereafter SSA imported more from Asia than any other continent while the least
imports came from America.

Sub-Saharan Africa (SSA) is a small player in the world in terms of trade flows. This
is because the shares of the continent’s exports and imports in total world trade were
around 1.0% between 1996 and 2005 (Table 1). The highest share was experienced in
2010, with exports accounting for 2.22% while the proportion of imports was 1.96%.
This suggests that neither SSA's exports nor imports accounted for 2.5% of global trade
over time. The SSA constitutes a small market in the world but also in the developed
regions and the emerging markets. The share of SSA's exports to Asia was less than 1.0%
in 1996 through 2005 but rose to 1.95% in 2010 and then fell slightly to 1.86% in 2014.
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Table 1:  Direction, share and structure of SSA’s trade (US$ billion)

Direction of Trade
Year Value of exports (constant US$ billions) Value of imports (constant US$ billions)
World Asia EU America | Others | World Asia EU America | Others
1996 128.19 2142 | 48.73 26.04 32.00 |137.59 33.00 56.35 18.25 30.00
2000 190.96 | 3490 | 62.61 47.80 45.64 |158.05 44.01 57.41 16.79 39.84
2005 140.11 32.23 52.21 18.67 37.00 |187.05 62.73 59.66 17.30 47.36
2010 298.05 90.99 | 64.67 69.75 72.64 |276.90 105.80 72.62 34.62 63.86
2014 304.10 | 106.17 | 86.05 3237 79.51 |298.78 124.84 75.43 28.82 69.70
Share of SSA Trade in the World and Regions
Year Export Share (%) Import Share (%)
World Asia EU America | World Asia EU America
1996 1.35 0.90 1.23 1.30 1.38 1.24 1.47 0.76
2000 1.42 0.93 1.1 1.57 1.08 1.20 1.00 0.39
2005 1.02 0.77 0.89 0.75 1.27 1.56 1.00 0.47
2010 2.22 1.95 1.29 3.08 1.96 2.31 1.41 1.1
2014 1.99 1.86 1.58 1.28 1.86 2.18 1.40 0.81
Magnitude and Structure of SSA’s Trade (constant US$ billions)
Year Exports (constant USS$ billions) Imports (constant US$ billions)
Share of Shgre of
Mineral Non-mineral mineral Mineral Non— mineral
products products Total productsin | products mineral | Total products
total (%) products in total
(%)
1996 83.22 49.34 132.56 62.78 2493 79.73 104.66 23.82
2000 101.53 80.66 182.19 55.73 25.81 110.11 135.91 18.99
2005 31.32 103.35 134.68 23.31 25.75 148.36 174.11 14.79
2010 119.20 110.81 230.02 51.82 38.46 191.21 | 229.67 16.75
2014 120.33 124.09 24442 49.23 52.93 220.87 273.80 19.33

Source: Computed using data from the World Trade Integrated Solution (WITS: UNCTAD) database. Note: In part A of
the table, exports and imports consist of mineral and non-mineral products and services.

In contrast to exports, imports from Asia were over 1% in 1996 through 2005 but
rose sharply to over 2% in 2010 and then fell to 2.18% in 2014. The situation is not
different in the case of trade between SSA and the EU. SSA’s exports accounted for
around 1% of the EU’s total exports but there was a slight improvement in 2014
where it posted 1.58%. Imports exhibited the same characteristics but there was
no year that imports from the EU accounted for 2%. The share of SSA’s exports in
America’s total world exports ranged from 1.3% to 1.57% from 1996 to 2000 but fell
t00.75%in 2005 and rose to 3.1%in 2010 before it fell again to 1.28% in 2014. In the
case of imports, the share was less than 1% in 1996 through 2005, rose to 1.11% in
2010 and then fell slightly to 0.81% in 2014. Clearly, trade with America appears to
be less stable compared to other regions. Also, the market share of SSA’s products
is higherin the EU than any of the regions under review until 2010 when the EU was
overturned by Asia. The overall observation from the trade structure of SSA is that
except in 1996, the continent exported more mineral products than non-mineral
products, and therefore it imported more non-mineral products throughout the
period under review (Table 1).
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Analysis of the contribution of SSA’'s groups (mineral-
rich and mineral-poor) to trade

To further analyse SSA's trade performance, the contributions of the resource-rich and
resource-poor groups are examined. According to Collier and O'Connel (2008), there
are 14 Sub-Saharan African countries that can be identified as mineral-rich while the
rest are mineral-poor. Based on this classification, despite there being more mineral-
scarce/poor countries than mineral-rich countries in SSA, the latter traded more than
the former (Table 2). Specifically, the export of mineral-rich countries was more than
US$ 110.42 billion in 1996 while that of their mineral-scarce counterparts was just a
little above US$ 22.14 billion in real term. The real value of exports of mineral-rich
countries rose to US$ 189.86 billion in 2010 and to US$ 195.27 billion in 2014 while
that of the mineral-scarce increased to US$ 40.16 billion in 2010 and then to US$ 49.15
in 2014. In the case of imports, mineral-rich countries imported US$ 70.51 billion in
1996 while the mineral-scarce countries imported US$ 34.15 billion. The real values
of import by the two groups rose drastically from US$ 144.23in 2010 to US$ 168.31in
2014 for mineral-rich countries and from US$ 85.44 to USS$ 105.49 in the same period
for mineral-poor countries.

The share of mineral-rich countries in total SSA's trade provides a clearer picture
of the dominance of the group in SSA’s trade. Over the study period, mineral-rich
countries accounted for more than 70% of overall exports and over 59% of total
imports. This trade pattern suggests that countries endowed with mineral resources
accounted for alarge percentage of SSA's trade with the world. An examination of the
trade structure of the SSA’s groups shows that, as expected, mineral-rich countries
exported more of mineral products than non-mineral products (Table 2). Specifically,
the share of mineral products in total exports of mineral-rich countries was more
than 60% while that of mineral-scarce countries hovered around 20% for most of
the period 1996-2014. Imports of mineral products by the mineral-rich countries was
lower than that of the mineral-poor countries for the periods. As shown in Table 2,
the share of mineral products in imports of the mineral-rich countries was 15-22%
during the study period while that of the mineral-poor country was between 16%
and 28%.

The trade position of each group reveals that mineral rich countries had trade
surplus in mineral products and trade deficit in non-mineral products, and the overall
trade balance was positive. The converse is the case when the trade balance of mineral
scarce countries is considered. The group experienced trade deficit in both mineral
and non-mineral products throughout the years, and this consequently resulted in
overall trade deficit recorded by the group. Therefore, mineral-scarce SSA's countries
are indebted to the world. It can also be said that this group contributed to the
deteriorating traded balance of SSA.



Do GOVERNANCE INSTITUTIONS MATTER FOR TRADE FLows? 7

Table 2:  Magnitude and structure of trade of SSA groups

Description | Trade type Export (constant USS billions) Import (constant USS$ billions)
Share / 1996 2000 | 2005 | 2010 | 2014 | 1996 | 2000 | 2005 | 2010 | 2014
Year
SSA Group | Mineral- 11042 |148.07 |195.34 |1189.86|195.27 | 70.51 85.47 | 103.26 | 144.23 | 168.31
Rich
Mineral- 22.14 34.12 39.34 | 40.16 | 49.15| 34.15 | 50.44 | 70.85 | 85.44 | 105.49
Poor
Total SSA 132.56 |182.19 |234.68 | 230.02|244.42 | 104.66 | 13591 | 174.11 [ 229.27 | 273.80
Export
Share of 83.30 81.27 83.24 | 8254 | 79.89| 67.37 | 62.89 | 59.30 | 62.80 | 61.47
Mineral-
Rich in SSA
(%)
SSA Group Mineral-Rich countries Mineral-Poor countries
Description | Trade 1996 2000 2005 2010 | 2014 1996 2000 2005 | 2010 (2014
Structure
Exports Mineral 7374 | 9411 [123.79 | 11044 (11031 947 | 742 | 753 | 876 | 10.02
(constant Products
billion US$)
Non- 36.68 | 5395 | 7155|7942 | 84.97 | 12.66 | 26.70 | 31.80 | 31.39 | 39.13
mineral
Products
Total 11042 |148.07 |195.34 |1189.86|195.27 | 22.14 | 34.12 | 39.34 | 40.16 | 49.15
Share of 66.78 | 63.56 | 63.37 | 58.17 | 56.49 | 42.79 | 21.74 | 19.15 | 21.83 | 20.39
Mineral in
Total (%)
Imports Mineral 1543 | 1511 | 15.45 | 22.10 | 33.08| 9550 | 10.70 | 10.30 | 16.36 | 19.85
(constant Products
billion US$)
Non- 55.08 70.37 87.80 [122.13(135.23| 24.65 | 39.74 | 60.55 | 69.08 | 85.64
Mineral
Products
Total 7051 | 85.47 [103.26 |144.23|168.31| 34.15 | 50.44 | 70.85 | 85.44 |105.49
Share of 21.88 17.67 1497 [ 1532 | 19.66 | 27.81 21.22 | 1454 | 19.15 | 18.82
Mineral in
Total (%)
Trade Mineral 58.31 79.00 | 10834 | 88.34 | 77.22| -0.02 | -3.28 | -2.77 | -7.60 | -9.83
Balance Products
(billion
uss$)
Non- -1840 | -16.41 |-16.25 | -42.71 | -50.26 | -11.99 | -13.04 | -28.75 | -37.69 | -46.52
Mineral
Products
Total 39.91 62.59 92.09 | 45.63 | 26.97 | -12.01 | -16.32 | -31.52 | -45.28 | -56.34

Source: Computed using data from WITS (UNCTAD). Note: Exports and imports exclude services

Sub-Saharan Africa trade with regional trading partners

Except in 2005, the major products exported by SSA to Asia were minerals (Table
3). In 1996, a total of USS$ 12.45 billion of mineral products were exported to Asia
and the value rose significantly to US$ 68.37 bilion in 2010 and by 2014, it was US$
73.87 billion. However, there was a slight decline in mineral exports to Asia in 2005.
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Non-mineral products exported to Asia were US$ 9.85 billion in 1996, which rose to
USS$ 22.62 billion in 2010 and by 2014, it had risen slightly to US$ 23.73 billion. The
structure of SSA’s imports from Asia is relatively different as non-mineral products
dominated. Specifically, non-mineral imports rose from US$ 19.23 billion in 1996
to US$ 85.43 billion in 2010 and then rose to US$ 108.25 billion in 2014. Meanwhile,
mineral imports were also rising, picking from US$ 10.95 billion in 1996 to US$ 20.37
billion in 2010 and then to US$ 24.85 billion in 2014.

The share of minerals in total exports of SSA to Asia clearly reveals that except
in 1996 and 2005, mineral products accounted for more than 60%, with the highest
share experienced in 2010. However, the share of mineral imports was below 40%
and in fact it reduced to 19% in 2010 and 2014. Thus, SSA exported more mineral
products to Asia than non-mineral products and imported more non-mineral products
than mineral products. As a result of this trade pattern, SSA experienced total trade
deficit, informed by large trade deficit in non-mineral imports. However, the region
experienced trade surplus in mineral products in most of the years. This suggests
that exports of mineral products by SSA’s countries tend to offset some of the deficit
incurred from large inflow of imported manufactured products.

The SSA’s mineral exports to the EU outweighed non-mineral exports in 1996 and
2014 (Table 3). The value of mineral exports was US$ 30.91 billion in 1996 while that
of non-mineral exports was US$ 21.15 billion. Mineral exports fell to US$ 31.57 billion
in 2010 while non-mineral exports rose to US$ 33.10 billion in 2010. However, in 2014,
mineral exports posted US$ 48.79 billion while non-mineral exports recorded US$
35.78 billion. Overall, SSA's major exports to the EU markets are mineral products,
accounting for at least 50%. The case is opposite for imports from the EU. The share
of imports of mineral products was between 5% and 12% with the highest, which is
12%, occurring in 2014. Also, while imports of non-mineral products was increasing,
that of mineral products was unstable. Further, the value of non-mineral imports
more than offset the value of mineral exports, and this has implications for the trade
balance of the region with the EU. SSA enjoyed trade surplus in mineral products
but trade deficit in non-mineral products, with overall trade balance being surplus
except in 2005 and 2010.

Mineral products dominated exports to America exceptin 2005 when non-mineral
products surpassed mineral products. In 1996, mineral products exported to America
were worth US$ 26.28 billion and rose to US$ 56.56 billion in 2010 after a major decline
in 2005.In 2014, exports of mineral products to America fell to US$ 20.04 billion. In the
case of imports, non-mineral products also rose from US$ 6.51 billion to US$ 13.20
billion in 2010 but fell slightly to US$ 11.48 billion in 2014. Unlike mineral exports that
experienced decline in 2005, imports of non-mineral products were rising consistently
from 1996 until 2010 when it fell. In fact, the continuous increase of non-mineral
products caused it to account for more than 80% of total exports to America except
in 2005 when it accounted for just 32% and in 2014 when it was 64% of total exports
to the region.
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Table 3:  SSA trade with trading partners: Asia, EU and America
Description |  ProductType | 1996 | 2000 2005 2010 2014
Magnitude and Structure of SSA’s Trade with Asia

Exports Mineral 12.45 23.11 11.60 68.37 73.87
(constant US$ | Non-mineral 9.85 12.51 21.64 22.62 27.73
billions) Total 2230 3561 33.25 90.99 101.60

Share of mineral 56% 65% 35% 75% 73%
Imports Mineral 10.95 13.53 14.10 20.37 24.85
(constant US$ | Non-mineral 19.23 29.42 52.52 85.43 108.25
billions) Total 30.17 42.95 66.62 105.80 133.10

Share of mineral (%)| 36% 32% 21% 19% 19%
Trade balance |Mineral 1.50 9.57 -2.50 48.01 49.02
(constant USS | Non-mineral -9.37 -16.91 -30.87 -62.82 -80.52
billions) Total 7.87 7.33 3338 1481 -31.50

Magnitude and Structure of SSA’s Trade with EU

Exports Mineral 30.91 26.88 11.44 31.57 48.97
(constant USS | Non-mineral 21.15 35.17 44.08 33.10 35.78
billions) Total 52,06 62.05 5551 64.67 84.75

Share of mineral 59% 43% 21% 49% 58%
Imports Mineral 3.64 2.73 1.93 6.73 9.53
I(OC‘I’IT;:;’“ USS Non-mineral 4023 51.41 64.02 65.89 72.09

1l

Total 43.86 54.14 65.95 72.62 81.62

Share of mineral 8% 5% 3% 9% 12%
Trade balance |Mineral 27.27 24.15 9.50 24.84 39.43
(constant USS '\ on” ineral 19.08 16.24 19.94 32.80 3631
billions)

Total 8.20 7.91 -10.44 -7.95 3.12

Magnitude and Structure of SSA’s Trade with Americ

Exports Mineral 26.28 40.63 6.12 56.56 20.04
(constant USS '\ on " ineral 6.51 9.28 13.28 13.20 11.48
billions)

Total 32.79 49.90 19.39 69.75 31.52

Share of mineral 80% 81% 32% 81% 64%
Imports Mineral 2.09 1.21 0.95 2.13 2.12
(billion Non-mineral 1258 14.67 18.09 32.49 29.40
constant US$)

Total 14.67 15.89 19.04 34.62 31.52

Share of mineral 14% 8% 5% 6% 7%
Trade balance |Mineral 24.19 3941 5.17 54.43 17.92
(constant USS '\ on” ineral 6.07 -5.40 482 19.29 17.92
billions)

Total 18.12 34.02 0.35 35.13 0.00

Source: Computed using World Integrated Trade Solution (WITS). Note: The total export and import exclude services

The situation was slightly different in the case of imports because non-mineral
products dominated throughout, even though they declined in 2014 when compared
t0 2010. Imports of mineral products declined from US$ 2.09 billion in 1996 to US$ 1.21
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billion in 2000 and then to US$ 0.95 billion in 2005. But the imports rose to US$ 2.13
billion in 2010 and decreased slightly in 2014, posting US$ 2.1 billion. This suggests
that non-mineral imports to America were more stable than mineral imports. Like
in the EU, SSA enjoyed trade surplus for mineral products and trade deficit for non-
mineral products. Overall, America is indebted to SSA in terms of trade balance as
the region (SSA)’s trade surplus in mineral products more than offset trade deficit
of non-mineral products. Comparing the trade position of SSA in relation to all the
regions, SSAisindebted to Asia, less indebted to the EU but not indebted to America.

This analysis of trade magnitude and structure of SSA indicates that there is
divergent trade relations between SSA and other regions. Trade with the world and
each of the regions is small, implying that SSA is a small country. But the structure
of trade with each region suggests that the strength of SSA trade lies in its natural
resources. Trade deficit occurred for non-mineral products because, apart from the
high preference forimported manufactured final goods, the region needs intermediate
goods to power its manufacturing sectors, and this type of inputs were not produced
in the region. Given this situation, of what relevance are governance institutions in the
trade position of SSA in the world in each region? Can governance institutions explain
why exports of non-mineral products is small? Can it explain why trade with America
is smaller than that of Europe and Asia? The basis of this work is to answer these and
other related questions. Before turning attention to answering these questions, it is
imperative to provide background information about governance institutions in SSA
and compare this with the trading partners identified in the study.

Analysis of governance indicators

There are many governance indicators provided by different sources. However, in
this study, governance indicators provided in the International Country Risk Guide
(ICRG) published by the Political Risk Service (PRS)¢ group are used for the reason that
will be well articulated in subsequent sections. Alongside governance indicators are
trade facilitation variables that are considered to complement information from the
governance institution variables. Among the indicators provided in the ICRG,” three
of the political risk indicators were selected based on the emphasis placed on themin
the theoretical literature. The three selected indicators are control of corruption, law
and order and bureaucratic quality. According to ICRG, control of corruption indicator
covers avoidance of requests for special payments and bribes while obtaining import
and export licences, exchange controls, tax assessments, police protection, or loans,
which can hinder effective business conduct and may even lead to the removal or
cancellation of business activities. It also includes potential sources of corruption such
as undue patronage, partiality, job reservations, reciprocal favoritism, underground
party sponsoring, and an undisclosed link between politics and business. Similarly,
the law and order indicator considers the strength and fairness of the legal system
and adherence to the law by the people, including enforceability of contracts.
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Bureaucratic quality indicator captures the institutional strength and quality of the
bureaucracy (expertise) to govern. It also covers freedom of the bureaucracy from
political interference, which could lead to undue radical policy changes or disruption
in government services.

Table 4 shows the trend of governance indicators across regions during 1995 to
2014. Control of corruption was not encouraging in SSA as its rating ranges between
2.0 and 2.9, out of a maximum of 6.0 points, while a similar trend could be noticed
in the case of Asia. Most of the regions had higher rating on law and order compared
to ratings on control of corruption. Of course, this trend is not peculiar to SSA. For
example, in America, control of corruption rating declined from 3.19in 1995 to 2.52
in 2014. Europe’s rating on control of corruption was higher than the other regions,
but the rating fell from 3.75in 1995 to 3.19in 2005 and later picked up at 3.89in 2014.
Comparatively, the EU had the highest ratings on control of corruption followed by
America and then Asia, while SSA had the least ratings on the indicator. The story is
different when attention is focused on the ratings on law and order, as the ratings
suggest that after EU, the next region with effective law and order was Asia, followed
by America, while SSA takes the last position. However, America has experienced
declining rating of law and order over time, while Asia recorded a marginal decline
in 2010. With respect to bureaucratic quality, the ratings show that it was poor in
the SSA compared to other regions. There was insignificant change in the ratings
of bureaucratic quality for Asia while that of Europe improved over the period,
and the ratings for America declined particularly after 2000. In summary, SSA is
lagging the three selected indicators (Figure 1). Analysis by SSA groups suggests
that mineral-poor countries had relatively more improved governance institutions
than the mineral-rich countries and the SSA as a whole during the period under
review (Figure 2).

Table 4: Trend of governance indicators across regions

Governance Continent 1995 2000 2005 2010 2014
Indicators
Control of Asia 2.92 248 2.09 247 2.68
Corruption America 3.19 3.22 245 2.54 252
(6 points) Europe 375 3.65 3.19 371 3.89
SSA 29 233 2.05 2.34 243
Law and Order | Asia 4.02 413 3.97 3.96 3.90
(6 points) America 3.84 3.54 3.1 2.69 2.58
Europe 4.5 442 4.32 4.95 5.40
SSA 3.18 3.13 2.98 3.06 3.14
Bureaucratic Asia 2.04 2.15 2.10 2.18 2.28
Quality America 2.66 2.94 2.88 2.19 1.86
(4 points) Europe 1.92 2.15 2.19 3.25 3.79
SSA 1.45 1.03 1.04 1.44 1.89

Source: Computed using International Country Risk Guide (ICRG) (http://www.prsgroup.com/icrg.aspx)
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The number in the parenthesis indicates the maximum number that shows the
highest improvement of the indicator. The closer the number in the table to the
number in the parenthesis, the more improved the governance indicator.

Analysis of the indicators measuring the efficiency of trade facilitation system
shows that it takes longer days to set up a business, toimport and to exportin SSA than
in the other regions (Figure 3). The foregoing analysis indicates that governance and
trade facilitation institutions are less efficient in SSA compared with the other regions.

Figure 1: Governance indicators of SSA compared with regional trade partners
(1995-2014)
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Figure 2: Governance institutions in SSA by country group (1995-2014)
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Figure 3: Trade facilitation across country group and across trading partners
(1995-2014)
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Preliminary analysis of the link between SSA’s trade and
governance indicators

The relationship between exports and imports of SSA and governance variables are
analysed using some scattered plots presented in panels A in Appendix A. These
relationships are also analysed for SSA’s groups (mineral-rich and mineral-poor
groups) as shown in panels B and C in Appendix A.

In Panel A, it seems that there is an inverse relationship between exports of SSA
and ratings on control of corruption. This kind of relationship holds between imports
of the region and the governance variable. This means that high levels of SSA’s exports
and imports are associated with low ratings on corruption control or high rate of
corruption. However, SSA’s exports and imports appear to have a direct positive link
with high ratings on compliance with law and order, which suggests that high levels
of exports and imports are related with high ratings on compliamce with law and
order. Moreover, as in the case of corruption control, it seems that there is a negative
association between SSA’s exports and imports and bureaucratic quality ratings.
This means that upward trends in SSA's exports and imports are connected with low
ratings on bureaucratic quality. This analysis suggests that high trade volumes in
the SSA, which correlate with low bureacratic quality and high rate of enforcement
of compliance with law and order result in high rate of corruption. This is consistent
with efficiency grease hypothesis since, in an attempt to circumvent law and red tape,
traders may offer bribes to public officials who are expected to enforce compliance.
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In Panel B, it seems that there is a negative relationship between exports of the
mineral-rich SSA’'s group and control of corruption; this relationship also holds for
imports. Similarly, an inverse link is shown between exports of the mineral-rich SSA
and bureacratic quality, which also holds for imports of the region. This analysis
suggests that high levels of exports (and imports) of this group are associated with
low ratings of control of corruption, and bureaucratic quality. As in the general case
above, high levels of trade are connected with low bureacratic quality and high level
of corruption. However, the links between exports and imports of the mineral-rich
SSA and compliance with law and order are not very clear.

In Panel C, it appears that there are inverse relationships between exports and
imports of the mineral-poor SSA’s group and each of the three governance indicators
(control of corruption, law and order, and bureaucratic quality). Thus, trade of this
group flourishes under low rate of corruption control (high rate of corruption), low
rate of compliance with law and order, and low bureaucratic quality.



3. Literature review

Theoretical and methodological review

Among the studies that examine the theoretical link between trade and governance
are Kaufman and Wei (1999); Anderson and Marcouiller (2002); Acemoglu and Johnson
(2003); Koukhartchouk and Maurel (2003); De Groot et al (2004); Levchenko (2004 and
2007); Li, et al (2003); Ederington, Levinson and Minner (2005); Anderson and Young
(2006); Li and Samsell (2009); and Wu, Li and Samsell (2012). The main theoretical
arguments of each of these studies are discussed in what follows.

Kaufman and Wei (1999) used game theory (involving a rent-seeking government
official and a representative firm) to develop an efficiency grease hypothesis, which
shows that in a partial equilibrium analysis, weak governance in form of high level
of corruption can facilitate trade. They argued that the size of bribes offered by
different economic agents could reflect their different opportunity cost of transactions
and, therefore, firms are willing to buy lower effective red tape that enhances their
performance. Therefore, like an auction, a licence or contract awarded based on
bribe size could achieve Pareto-optimal allocation. They submited that in the context
of exogenous poor bureaucractic quality, bribe payments may help firms reduce
the effective burden and delay they face and increase trade. However, Anderson
and Marcouiller (2000) opined that cross-country variation in the effectiveness
of institutions and consequent variation in the prices of traded goods accounts
for disproportionate trade between the North and the South. Furthermore, they
argued that insecurity in form of corruption and defective contract enforcement act
as a hidden tax or tariff, which must be incorporated in the gravity model of trade.
According to them, if such an important governance indicator is missing, it could bias
typical gravity model estimations. Anderson and Marcouiller (2002) used an import
demand framework to explain that corruption and poor contract enforcement in a
country increase the insecurity of selling to that country and, by implication, reduces
foreign trade.

In another development, Acemoglu and Johnson (2003) stated that improved
productivity facilitated by good governance institutions promotes trade. They argued
that the contracting institution in the Ricardian world acts as a technology that boosts
workers’productivity.t Thus, an institution-dependent economy tends to experience
increased production and, in the Ricardian idea, such economy may export more to

15
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other economies, particularly those with weak institutions. The inflow of goods to
the countries with weak institutions in turn reduces product prices and increases
purchasing power.Thus, good governance tends to increase gains from trade between
good governance and those with weak governance.

Some researchers have also used contract incompleteness model to examine the
consequence of institution differential on trade among countries. Since trade ordinarily
implies the exchange of goods or services against money, contract incompleteness
occurs when the delivery of commodities and payment for them do not take place at
the same moment in time. There may be increase in transactions if credit is involved
because it will be possible to pay today for commodities that will be delivered in the
future or to obtain commodities today and pay for them in the future. However, the
challenge in this development is that the person giving the credit (either in the form
of money or in the form of goods or services) needs to have some assurance that he or
she will in the future get what was agreed upon when the deal was made. Levchenko
(2004 and 2007) uses this framework to argue that contractincompleteness, absence
of property right and weak shareholder protection are important factors constraining
international trade. According to his model, a country exhibiting these characteristics
will experience low comparative advantage in bilateral trade and, by implication, will
record low trade volume despite any trade policy that fosters free trade.

Anderson and Young (2006) argued that contract incompleteness presumes that
courts enforce contracts that contain verifiable actions, and that actions that cannot
be verified are excluded. This means that all traders in the model will prefer a costless
enforcement, which may not always be true. They, therefore, developed a model
that translated contract incompleteness in their model to first show that partial
enforcement of all actions that are not perfectly contractible results in inefficient trade.
They went further to show that imperfect contract enforcement engenders inefficient
trade because the victims of contract repudiation have alternative optionsincluding
recourse to a spot market. Their model, therefore, reveals the implications of imperfect
enforcement that are clearly different from that of incompleteness in the contracts
to be enforced. According to them, imperfect enforcement fits into the “incomplete
contracts” approach only in the sense that it reflects the impossibility of contracting
on the performance of the “court”. As in the case of the contract incompleteness
model, they show thatimprovement in institutions can enlarge contractible activities
without being necessarily supported by all agents.

Li and Samsell (2009) extended theoretical literature by arguing that past studies
only focus on formal institutions such as government institutions (laws and regulations),
while the effect of informal and social institutions such as information infrastructure
(such as the free flow of information and the quality of information) and public trust,
which also account for low international trade are ignored. Similarly, Wu, Li and Samsell
(2012) consider the role of family-based mode of governance in trade apart from the well
known rule-based and relation-based modes. They argue that some countries’ mode
of governance may lack both the public rule and private network, while family-based
governance (or trade networks) tends to be important for trade.
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Rule-based regions have similar laid down (most official) rules, while relation-based
regions have varieties of relation-based governance mechanisms (official, unofficial
and persuasive). Because of the homegeneity among relation-based countries, it
is expected that trade among them will be relatively easier. Thus, trade between
relation-based countries is expected to be positvely affected by the governance
environment, but such trade will be less compared to trade between rule-based and
relation-based economies.

Itis also important to note that there are arguments concerning the moderating
effect of resource endowment on the link between governance quality and trade.
Given that SSA countries can be categorized by their resource endowment as mineral-
rich and mineral-poor, the diverse arguments in the literature concerning the link
between resource endowment and governance can be analysed. It is argued in the
literature that boom in the natural resources exports is the cause of poor governance
(corruption) in most of the resource-rich economies (Ross, 2012; and Arndt and Tsui,
2011). However, it is also submitted that the source of resources required to build
effective governance institutions (quality) is trade (Wei, 2000; Alonso and Garcimartin,
2009; and Torres, Afonso and Soares, 2013). This implies that a boom in resource
exports could help the resource-rich economies to generate the resources needed
to build effective governance institutions.

On methodological approach, the gravity model has found increased application
following the pioneering work of Tinbergen (1962). The earlier studies that used the
gravity model were based on time series and cross-section regression equations.
Subsequent studies show that the model was estimated at first difference to correct
for possible autocorrelation and simultaneity problems. The focus of further
refinement of the gravity model for empirical analysis of bilateral trade flows is on
the adequacy of the linear estimation techniques used. The use of least squares has
been criticized by researchers such as Santos and Tenreyro (2006) who observed
that the appropriateness of estimating log-linearized form of gravity equation rests
heavily on the assumption that the error term/factor and its log are statistically
independent of the regressors (i.e. homoskedastic). But there is sufficient evidence
that the error terms/factors in the normal log-linear form of the gravity equation
are heteroskedastic (Santos and Tenreyro, 2006). Thus, with heteroskedasticity, the
estimates of elasticities derived from the least squares method are inefficient and
inconsistent. Also, the parameters from the log-linearized gravity model estimated
with the least squares and interpreted as elasticities will be invalid in the presence
of heteroskedasticity (Santos and Tenreyro, 2006).

Another recent observation is that the initial theory upon which the gravity model
of trade was based permits gravitational force to be very small but not zero. However,
the reality is that there are frequent occurrences of zero bilateral trade flows due to a
number of reasons, including lack of trade between some pairs of countries, rounding
up and measurement errors, and unreported trade flows (Frankel, 1997). All these
pose both theoretical and methodological challenges particularly with excessive
presence of the zero values in the bilateral trade data. The initial approach used in
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the empirical literature to handle this problem was to exclude the pairs of countries
with zero trade flows from the dataset and still use least squares method. However,
Linders and De Groot (2006) posit that by excluding the zero trade flows, there is a
loss of information on the reason for the occurrence of such low trade levels between
certain countries, which will bias the empirical results particularly in the absence
of random distribution of the zero trade flows. Also, exclusion of countries with
zero trade flows in the analysis will place more weight both in terms of magnitude
and statistical significance on the remaining observations and their corresponding
coefficient estimates. Another alternative in the literature is the substitution of the
zeros with a small positive constant. This approach has been criticized based on the
arbitrary choice of the small positive constant and, therefore, lack of theoretical or
empirical justification for the choice (Linders and De Groot, 2006; and Turkson, 2011).

The latest development in the approach to handling zero trade flow is the adoption
of alternative regression techniques that appeared to be more appropriate to estimate
the gravity model than the earlier approaches. Several extensions of Tobit estimation,
truncated regression, probit regressions, Poisson and modified Poisson models have
been used to deal with the problems discussed above. However, the appropriateness
of using the Tobit model has been challenged by Linders and De Groot (2006) and the
alternative methods adopted are the Poisson and modified Poisson specifications
of the gravity model. The rationale for the adoption of these specifications is that,
given its multiplicative form, the fixed effects Poisson pseudo maximum likelihood
(PPML) method provides a genuine method of handling the issue. This is because
zero- trade flows PPML works through the maximum likelihood method, which
guarantees that the estimates produced are adapted to the actual data, implying
that the sum of the predicted values are almost identical to the sum of the original
values (Santos and Tenreyro, 2006; and Turkson, 2011). However, a major defect of
this approach is the over-dispersion in the dependent variable (trade flows) due
to the presence of unobserved heterogeneity from omitted variables usually not
accounted for in the conditional mean. This problem has been addressed by some
researchers using modified Poisson models in the form of either negative binomial
pseudo maximum likelihood (NBPML) or zero-inflated pseudo maximum likelihood
models. The selection between these models depends on presence of excessive zero-
valued trade flows in the sample. Thus, Burger et al (2009) stated that in cases where
the number of observed zero trade flows exceeds the number of zeros predicted by
the model, the NBPML model is not appropriate.

Review of empirical studies

Wei (2000) used bureaucratic corruption (output indicators of public governance) and
relative wage (input indicator of public governance) to develop a minimalist model
in which bad governace was demonstrated to reduce trade. Also, the model shows
that countries tend to invest on building good governance to attact foreign trade.
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With the aid of gravity equation, the study found evidence supporting the fact that
after controlling for the level of development and other possible determinants of
corruption, a naturally more open economy tends to display a lower level of corruption.
The paper concluded that trade liberalization increases the level of natural openness,
which in turn enhances a country’s capacity to build good governance.

De Groot et al (2003) adopted the gravity model of trade to examine the effect of
institutions on trade flows. They extended the gravity equation by including proxies
forinstitutional quality and institutional homogeneity between trade partners. Using
governance indicators developed by Kaufmann et al (2002), they found that having
a similar law or regulatory framework (that is country with similar governance - be
it rule-based or relation-based) promotes bilateral trade by 12% to 18%.° They also
found that rule-based governance economies report higher trade among themselves.
Anincrease in regulatory quality of 1.0% deviation from the mean leads to an estimated
increase of 20% to 24% in bilateral trade. Also, lower corruption accounts for 17.0%
to 27.0% extra trade.

Kaufmann and Wei (1998) showed that in an environment with exogenous
bureacratic burden and delay, weak institutions tend to promote trade while if such
bureaucratic quality is endogenous, then weak institutions seem to hinder trade. Using
three different worldwide firm-level surveys, the authors found that the “efficient
grease hypothesis”does not work. In fact, it is the case that weak governance is costly
and, therefore, reduces international trade.

Li and Samsell (2009) focused on how governance affects world trade using 44
countries for which data on bilateral trade and govenance indicators are available.
They adopted the governance environment index (GEl), which are: political rights,
rule of law, quality of accounting standards, free flow of information and public
trust. They used a gravity model estimated with both OLS with fixed effect and OLS
country-specific fixed effect. They found that the governance environment matters for
bilateral trade flows. Countries with more highly rule-based governance systems tend
to trade more than countries with more highly relation-based governance systems.
They also found that countries with a large difference in governance environments
tend to trade less with each other, which does not necessarily lead to the conclusion
that countries having a similar governance environment seem to trade more, as
previous studies have reported.

Wu et al (2012) investigated the reason why some countries trade more, some
trade less and some trade almost nothing. They used an updated classification of
governance framework for 44 countries that accounted for 89% of world trade. The
authors included family-based mode of governance apart from the well-known rule-
based and relation-based mode of governance. Their argument for the inclusion of
family-governance mode was that some countries’'mode of governance may lack both
public rule and private network. Their results suggested that rule-based countries
trade more than relation-based or family-based countries. Further, favourable and
large trade flows among highly rule-based economies was observed, which also
occurred among relation-based economies. Trade flows with and among family-based
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countries was negligible, an indication that the absence of well defined governance
institutions is detrimental to trade among the affected countries.

The brief empirical evidence presented above appears to agree that governance
matters for trade. Meanwhile, none of the studies discussed above focuses on Sub-
Saharan Africa. For example, in Li and Samsell (2009), only South Africa, Egypt and
Morocco appear as African countries, which implies that only South Africa represents
Sub-Saharan Africa. For other studies that included SSA, analysis did not reflect the
heterogenetity of the region in terms of differences in trading partners, quality of
governance institutions and commodities traded. This is an empirical gap in the
bilateral trade literature, which this study attempts to fill.



4. Theoretical framework and
methodology

Theoretical framework

There seems to be two main arguments in the theoretical literature: (a) different
governance institutions (high or low) may produce positive or negative effect on trade
(Anderson and Marcouiller, 2000, 2002; Koukhartchouk and Maurel, 2003; Ederington,
Levinson and Minner, 2005; Acemoglu and Johnson, 2003; and Levchenko, 2004 and
2007); and (b) economies are dichotomized by effectiveness of governance institutions
and trade patterns (Li et al, 2003; De Groot, et al, 2004; and Li and Samsell, 2009).

This study follows a combination of the above two strands of literature and, as
stated earlier in the concluding part of the previous section, the gravity model is used
to operationalize them. The gravity model of bilateral trade is inspired by Newton'’s
gravity equation in physics, which relates the gravity force (with which two bodies
attract each other) proportionately to the product of their masses, and inversely to
the square of their distance. Specifically, gravity modelling in economics involves the
application of Newton’s Law of Gravity to provide an empirically tractable framework
to demonstrate a linear relationship between trade volumes, trading distances and
the importing and exporting countries’ GDP. We begin with the basic gravity model
formulation, and then modify to reflect recent theoretical refinement.

The traditional specification of gravity model is expressed in equation 1

YY,
M,=K—"1 M
DIST?,

Where M, implies trade value between countriesiand j, Y, and Y,are the GDPs of
country (or regions) i and country j, respectively, and DIST2ij is the square of distance
between them. Equation 1 shows that the gravity attraction force between two bodies
i and j (trade flow between two countries, ij: Mij) is proportionately linked with the
product of thier masses (incomes of the trading partners i and j), and inversely to the
square (nonlinearity) of their distance (DIST?).

According to Frankel and Wei (1993), the levels of development of the partner
economies (captured by GDP per capita) determine the degree of their specialization
and trade.Thus, they argued that at a particular size, countries appear to specialize and
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trade more as they become more developed. Subsequent theoretical advancement in
gravity modeling also led to an important contribution by McCallum (1995) following
the estimation of the traditional gravity equation for bilateral trade among United
States and Canada. After taking account of distance and size, McCallum (1995) revealed
that trade between provinces was 22 times greater than trade between states and
provinces, which implies that substantial trade costs were incurred in cross-border
trade between the United States and Canada. Several ways of augmenting the gravity
equation have been suggested, including the use of common border or contiguity
dummy variables, and exporter and importer fixed effects resulting in the stochastic
theory-based gravity equation (McCallum, 1995; Anderson and van Wincoop, 2003;
Feenstra, 2004; Baier and Bergstrand, 2007; and Brun et al, 2005). Another significant
contribution to the literature on the analysis of drivers of trade flows between nations
using gravity equation was in terms of the augmentation of the equation with other
factors that are considered significant drivers of trade costs and volumes. These
drivers include various measures of country characteristics such as language, logistics
and governance institutions quality (Anderson and Marcouiller, 2000; Wu et al, 2012).

Incorporating other trade drivers including governance institution variables of
both partners in Equation 1 produces the following:

¥;¥;
My = K giori= Ype,» Ype; = OCC, » 0CC; = INST, = INST, 2)

Where INST, and INSTj stand for governance institutions in countries i and j,
respectively, measured by governance quality indicators. OCC, and OCCj represent
other macroeconomic factors and characteristics of countries i and j such as real
exchange rate, tariff rate, bilateral trade treaties, contiguity and language. Following
Beharand Manners (2008), Hoekman and Nicita (2008) and Turkson (2011), we specify
the standard multiplicative form of the modified gravity model as follows:

M; = aY¥, * ¥, = DIST?; * Ypc, * Ypc; * OCC; = OCC; * INST, « INST;  (3)

Methodology

Empirical model specification

Following the above theoretical framewok, the empirical model estimated in this
study is as follows:

M = aY, =Y, = DIST? ; = Ypc, * Ypc; * OCC, = OCC,; = INST, = INST,; = e;;  (4)
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Where:

Mij means mineral (MINEXP) or non-mineral (NONMINEXP) export from country i
to country j; or mineral (MINIMP) or non-mineral (NONMINIMP) import of country
i from country j;

Y. and Y, indicate GDP of countriesiandj.
Ypc, and Ypc, connote GDP per capita of countriesiand j.

INST, and INSTj are control of corruption, compliance with law and order, and
bureaucratic quality in countries i and j. DIST, represents distance between
countriesiand j;

OCC (for countriesiand j) means other determinants such as real effective exchange
rate (REER), tariff and country characteristics including dummy variables for
contiguity and common language, and number of bilateral trade treaties signed
between countriesiand j.

Allvariables are as earlier defined, while e;e;; is the error terms, which captures all
other variables omitted in the model. Export and import variables were converted to
real variables by deflating using energy and non-energy price indices (at 2010 constant
price) obtained from the World Bank Commodity price indices database available
online. Similarly, the GDP and GDP per capita variables are measured in US dollars
2010 constant price. All the variables in equation 4 are explicitly defined in Table 5.

This study covers 1996 to 2014 because of data availability for variables used. In
accordance with the objectives of the study, we estimated versions of Equation 4 to
show the importance of governance institutions as drivers of SSA trade. To handle
some of the methodological challenges discussed in the previous section, this study
adopts the count data model (modified Poisson models such as negative binomial
pseudo maximum likelihood-NBPML and zero-inflated models). These estimation
approaches capture the source of the zero counts by separating country pairs
possessing strictly zero trade flows from those that have non-zero probability of
having non-zero-valued trade flows. This estimation process is similar to the Heckman
selection model extended by Helpman et al (2008) and Linders and De Groot (2006)
to control for firm heterogeneity. It is a two-step method which contains a logit or
Probit regression of the probability of no bilateral trade, and a Poisson regression of
the probability of each zero count for the country pairs that have non-zero probability
or interaction intensity other than zero. It is better than the Heckman selection model
becauseitis less restrictive and does not require an instrument for the second stage of
the regression. Further, the bias that results from the logarithmic transformation in the
second part of the Heckman selection model is avoided because of the multiplicative
nature of the equations used.
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Table 5:  Definition of variables and sources of data
Variables Definition Sources
EXPORTS Total export in real term using commodity price | Computed using data
index of 2010 as base (all SITC revision 1 CODE | from WITS (COMTRADE)
1 1-9) and commodity price
published by the World
Bank
IMPORTS Total import measured same as above (all SITC
2 revision 1 CODES 1to 9) same as for EXPORT
MINEXP. Mineral exports (SITC revision 1 CODES 2 and .
3 ’ 3) from the reporting countries (i) in SSA to the Computed using data
o . from WITS (COMTRADE)
partner countries (j) measured in US$
4 MINIMPJ.i Mineral imports (SITC revision 1 CODES 2 and | Computed using data
3) measured in US$ from WITS (COMTRADE)
5 NONMINEXPij Non-mineral exports (SITC revision 1 CODES 1 | Computed using data
to 9 excluding 2 and 3) measured in US$ from WITS (COMTRADE)
6 NONMINIM,, Non-mineral imports (SITC revision 1 CODES 1 | Computed using data
to 9 excluding 2 and 3) measured in US$ from WITS (COMTRADE)
7 COMMON_LANG | Dummy variable for common language CEPII gravity dataset
3 DISTANCE DlstanFe between the capltal.cmes of the CEPII gravity dataset
reporting and partner countries
9 CONTIGUITY Varlable capturlng sharing of borders by the CEPII gravity dataset
pair countries
10 LOG_GDP_j Gross Domestic Product of countries i World Development
(reporting countries) Indicators (2014)
1 LOG_GDP_j Gross Domestic Product of countries j (Partner | World Development
countries) Indicators (2014)
LOG_GDPCAP_i Per Capita Income of countries i (reporting Word Development
12 ; .
countries) Indicators (2014)
LOG_GDPCAP_j Per capita income countries j (partner World Development
13 . .
countries) Indicators (2014)
14 LOG_REER_i Real Effective Exchange Rate of countries i World Development
(reporting countries) Indicators (2014)
LOG_REER_j Real Effective Exchange Rate of countries j World Development
15 . .
(partner countries) Indicators (2014)
16 LANDLOCKED Dummy variable for if a country is landlocked | CEPII
17 BTAU. Number of bilateral trade ag.ree'ment's signed WTO data set/CEPI|
between the partner countries i and j
18 CONTROL_CORR_i Contro! of corrup'Flon rating for countries i ICRG (PRS)
(reporting countries)
19 LAW_ORDER_i Law an.d order rating for countries i (reporting ICRG (PRS)
countries)
20 BUREAUC i BureauF:racy quall.ty rating for countries i ICRG (PRS)
(reporting countries)
21 LAW_ORDER_j Law aqd order rating for countries j (partner ICRG (PRS)
countries)
2 CONTROL_CORR_j | Control of corrL{ptlon rating for countries j ICRG (PRS)
(partner countries)
23 BUREAUC_j Bureaucracy quality rating for countries j ICRG (PRS)

(partner countries)

Scope of the study, methods of analysis and sources of data




Do GOVERNANCE INSTITUTIONS MATTER FOR TRADE FLows? 25

To analyse the moderating role of mineral endowment in the link between trade
and governance institutions, there is a need to categorize SSA economies into
resource-rich and resource-poor. In the literature, there are alternative approaches
to such classification of economies. For example, Wood (2003) used area of land per
inhabitant to categorize countries into resource (land) abundant and resource-scarce.
This approach was criticised by Collier and O'Connell (2008) in the sense that a country
with a large landlocked acreage, which is in a resource-scarce desert will be classified
as resource-rich at the expense of another country characterized as small island
full of oil. Also, Collier and O'Connell (2008) adopted the concept of resource value
and used three conditions that will impose stability on the data such that a country
classification will not change so frequently. The conditions are: (a) present rents
from energy, mineral and forest should be greater than 5% of gross national income
(GNI); (b) a forward moving average of the rents should exceed 10% of GNI; and (c)
the proportion of primary commodities in export should be higher than 20% for at
least a five-year period following the initial year. According to them, these conditions
will single-out countries where natural resource wealth is sufficienctly large to play
a major role in economic management and international markets. Based on these
approach, 14 SSA countries were categorized as resource-rich, while others were
categorized as resource-scarce.

Another approach was used by Sala-i-Martin and Pinkkovskiy (2010) to construct an
index of mineral richness and identified 19 countries as mineral-rich. Sala-i-Martin and
Pinkkovskiy (2010) argue that a country is mineral-rich if the sum of fuel and mineral
exports exceed other exports (totality of manufacturing, agricultulre and food exports).
The drawback of this approach includes the idea that prices of primary commodities
are unstable, which also leads to instability in the export receipts, hence frequent
changes in the classification of countries from year-to-year. Yet another approach is
to categorize exports of SSA into mineral and non-mineral products.

In this study, two approaches were adopted to conduct analysis on the role of
resource endowment. First, the approach developed by Collier and O’Connell (2008)
was adopted not only because the number of countries categorized as mineral-rich
is not significantly different from those identified by Sala-i-Martin and Pinkkovskiy
(2010), but also because it overcomes the shortcomings of the other two approaches.
Thus, a table showing the classification of SSA countries into resource-rich and
resource-scarce is placed in Appendix B (1b). Second, to avoid the problem of
inconsistency in the classification of countries by mineral endowment, the structure
of SSA trade has been dichotomized into mineral and non-mineral products based on
the available data obtained from World Intergrated Trade Solution - WITS (developed
by the UNCTAD) so as to see the effect of governance on each type of trade.

Bilateral trade data were extracted from the WITS, which is an offshoot of COMRADE
database provided by UNCTAD and World Bank over 1996 to 2014. Data for incomes
and other variables were extracted from World Development Indicators (WDI-online)
and database of Centre d’Etudes Prospectives et d’'Informations Internationales
(CEPII). Anumber of aggregate governance indicators have been produced by Political
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Risk Services (PRS) group within the framework of the International Country Risk
Guide (ICRG: available at http://www.prsgroup.com/icrg.aspx) and the Worldwide
Governance Indicators (“WGI") produced by the World Bank. In this study, the ICRG
governance indicators were used because they take positive values (which could be
easily analysed and interpreted) rather than mixed values (negative and positive)
assumed in the WGI. Besides, ICRG presents a private independent assessment of
political, financial and economic risks situation. It is a good source of comparative
indicators of governance with those produced by the World Bank that have received
much criticism in recent times (Thomas, 2010; Kaufmann, Kraay and Mastruzzi, 2007).



5. Empirical results and discussions

Preliminary Analysis

Descriptive statistics of major variables in respect of SSA and its trading partners are
presented in the upper part of Table 6 while pair-wise correlation results of governance
variables are presented in the lower part. It can be observed from the pair-wise
correlation results for full SSA sample, mineral or resource-rich and resource-poor
SSA groups that the governance variables are highly associated among themselves.
The implication of these results is that the inclusion of all these variables in a single
regression model will lead to imprecise results. Thus, each of these governance
variables will be treated separately in the gravity regression models to analyse its
impact on SSA bilateral trade flows.

Table 6: Descriptive statistics for SSA and pair-wise correlation of the selected
governance variables

Variable Obs Mean Std. Deviation | Minimum Maximum
LOG_EXPORTS 25730 7.07 3.54 478 18.01
LOG_IMPORTS 32827 7.35 3.53 7.08 18.13
LOG_GDP_i 58293 22.77 1.34 18.89 26.71
LOG_GDPCAPL i 58293 6.29 0.95 4.28 9.37
LOG_REER_i 27814 4.71 0.31 4.24 6.93
BTA_i 56134 0.68 0.50 0.00 1.79
LOG_GDP_j 55431 24.40 2.15 18.89 30.40
LOG_GDPCAP_j 55431 8.20 1.65 4.28 11.63
LOG_REER j 31158 4.63 0.19 4.03 6.93
LOG_DISTi,j 58293 8.65 0.72 2.35 9.90
TARIFF, 24001 16.98 14.95 4.10 126.70
TARIFF, 25856 14.99 12.56 0.00 125.89
BTA | 56134 2.23 1.19 1.00 6.00
BUR7U_QUAL . 58293 2.21 0.64 1.00 3.35
CONTR_CORR . 58166 2.53 1.09 0.50 533
LAW_ORDER 58293 2.69 1.02 1.00 5.00
BURU_QUAL; 52083 2.31 2.11 0.90 3.91
CONTR_CORR | 53433 3.15 1.36 1.00 6.00
LAW_ORDER , 53703 3.63 1.53 1.00 6.00

continued next page

27
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Table 6 Continued
Pair-wise correlation of selected governance variables
| BUREAUCI CORRi LODi BUREAUCi | CORRI LODi
FULL SAMPLE
BUREAUCi 1.0000
CONTROL_CORRIi 0.9478* 1.0000
LAW_ORDERi 0.9302* 0.9136* 1.0000
BUREAUCj 0.8561* 0.8424* -0.9191* 1.0000
CONTROL_CORRj 0.8963* 0.8786* -0.8164* 0.8833* 1.0000
LAW_ORDER;j -0.9480* -0.8390* 0.8994* 0.8167* 0.8108* | 1.0000
MINERAL/RESOURCE-RICH
BUREAUCi 1.0000
CONTROL_CORRi 0.5467* 1.0000
LAW_ORDERi 0.5720*% 0.5459* 1.0000
BUREAUC] 0.7704* 0.5394* -0.5098 1.0000
CONTROL_CORRj 0.6158* 0.7592* -0.7023 0.6836* 1.0000
LAW_ORDER;j -0.5268* -0.5498* 0.6836* 0.6332*% 0.5984* | 1.0000
MINERAL/RESOURCE-POOR
BUREAUCI 1.0000
CONTROL_CORRi 0.8990* 1.0000
LAW_ORDERi 0.8880* 0.8742* 1.0000
BUREAUC] 0.8991* 0.8493* -0.9244* 1.0000
CONTROL_CORRj 0.8721* 0.8042* -0.9238* 0.84871* | 1.0000
LAW_ORDER;j -0.8322* -0.8330* 0.8108* 0.8718* 0.8085* | 1.0000

Source: Computed; Note: i represents SSA countries, while j connotes SSA’s partner countries

Regression results and discussions

Four models were estimated to analyse the impact of governance on exports of SSA.
The first model contains the basic variables of the gravity model and some related
control variables. The remaining three models were estimated to capture the effect of
each of the governance variables. Thus, the second model was estimated to analyse
the effect of bureaucratic quality in SSA and its interaction with trade cost; that is,
tariff. The third and fourth models were estimated to examine the effect of control of
corruption, and compliance with law and order alongside their interaction with each
of the respective governance variables. This approach was also used to analyse the
impact of governance on import of SSA. Analysis was conducted for aggregate exports
and imports of SSA; for SSA groups (mineral or resource-rich and resource-poor); for
categories of products traded by SSA (mineral and non-mineral products); and by SSA
trading partners (America, Asia and Europe).

Both the Negative Binomial Pseudo Maximum Likelihood (NBPML) and Zero-Inflated
Pseudo Maximum Likelihood (ZIPML) regression estimates were obtained. However, since
the log of the dispersion parameter (Lnalpha) in the NBPML regression is statistically
significant at 1% in all the models, which confirms over-dispersion in the data due to
unobserved heterogeneity (Turkson, 2011), these models are preferred to the ZIPML.
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Impact of governance on SSA’s trade (aggregate analysis)

Regression results showing the impact of the various explanatory variables including
governance on total exports and imports of SSA are presented in Table 7. It can be
observed from the four versions of the NBPML regression estimates for exports
and imports that the explanatory power (R-squared) of the models improves when
moving from the basic gravity result to incorporating governance variables. This
suggests that governance variables contribute to the explanatory power of the
model. All the gravity variables significantly influence exports of SSA. The GDP of SSA
and partners, the GDP per capita of partner, contiguity, official common language and
distance have the expected signs. These means that the productive capacity of SSA
(GDP) and market size of its trading partners (GDP) and their level of development
(per capita GDP) promote exports of SSA. It also means that contiguity and common
language foster SSA’s exports, while short distances between the trading partner
increases exports. The GDP per capita of SSA produces significant negative impact
on SSA exports. This suggests that the low level of development of SSA countries,
which is reflected in production of primary products, hinders their exports. It also
implies that there are export supply response constraints in these countries. It
may also mean that as per capita income rises, there is increase in the domestic
consumption of locally made products at the expense of exports. Real effective
exchange rate (REER) of SSA showed insignificant negative effect. The negative sign
of the BTAs variable may be a reflection of trade diversion following preferential
market access granted to SSA by the EU and US under the non-reciprocal market
access conditions of the Lome Convention (and Cotonou Partnership Agreement)
and the African Growth and Opportutnity Act (AGOA), respectively. In the case of
imports of SSA, almost all the basic gravity variables are significant drivers. Thus,
GDP and per capita GDP of SSA and its trading partners, and contiguity, common
language and distance promote exports of SSA.

Analysis of the impact of the governance variables reveals that although
bureaucratic quality of SSA’s trading partners has insignificant impact on exports
of SSA, its interaction with tariff produce significant positive effects. This suggests
that efficiency and effectiveness of the bureaucratic machinery of the SSA’s trading
partners in the implementation of tariff policy enhances exports of SSA. The results
also show that bureaucratic quality of SSA's trading partners fosters imports of SSA.
This result is consistent with the theoretical argument by Kaufman and Wei (1999)
that low effective red tape (which implies high bureaucratic quality) promotes trade.
This result is also supported by the data presented in the background which shows
that time toimportin the SSA partner countries particularly the developed regions
is far lower than what obtains in the SSA. However, neither bureaucratic quality in
SSA nor its interaction with SSA tariff had any significant effect on exports. On the
impact of corruption, the result reveals that this governance variable for both SSA
and trading partners matters significantly for exports of SSA. Thus, improvement
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in the control of corruption in the SSA encourages exports by reducing trade cost,
while low level of corruption in the partner countries provides confidence and
security for exports to thrive. This result also confirms the finding of Kaufmann
and Wei (1998) and De Groot et al (2003) who showed that low corruption levels
(high rating of index for control of corruption) induce trade. The result is also in
line with the argument of Anderson and Marcouiller (2002) who argued that a high
level of corruption in a country increases the insecurity of selling to that country,
and therefore reduces foreign trade. This means that low corruption level in the
destination country reduces insecurity of selling to that nation and thus promotes
trade. In the case of imports, control of corruption in the SSA significantly induced
more imports from abroad. In the same vein, the interaction of tariff with control
of corruption in SSA shows significant impact on SSA imports. This suggests that
control of corruption particulalry in the implementation of tariff policy in the SSA
countries encourages inflow of imports.

In the case of compliance with law and order in the SSA, the results reveal that
both exports and imports were hindered by this governance variable. This result
contrasts the findings of Anderson and Marcouiller (2002) who argued that the ease
of contract enforcement in a country improves security of selling to that country,
and thereby increases trade. Similarly, Levchenko (2004 and 2007) pointed out
that contract incompleteness, absence of property rights and weak shareholder
protection are critical factors hindering foreign trade. If traders find it difficult to
enforce contract in a timely manner, then they resort to underground/informal
trade at the expense of formal trade. Also, if most exporters find law and order too
costly to comply with, they tend to either forgo trade or find alternative means
which hinder formal trade.

Estimates of the marginal effects presented in the lower part of Table 7 show
that SSA bureaucratic quality and partners’ enforcement of law and order did not
significantly affect SSA exports. Specifically, a 1.0% increase in partners’ bureacratic
quality increases exports of SSA by 0.49%. In the same vein, a 1% improvement in
the control of corruption in SSA and trading partners will increase its exports by
0.58% and 0.52%, respectively, while a 1% rise in the enforcement of law and order
in SSA will reduce exports by 1.24%. With respect to imports, improvement in control
of corruption in SSA will increase imports by 1.04% while a 1.0% increase in the
effectiveness of law and order in SSA will reduce imports by 0.60%. A close look at
the results reveals that governance institutions in both SSA and its trading partners
contribute to exports of SSA, while these institutions in both trading partners play a
minimal role in imports. Besides, the magnitude of effects of these variables differs
considerably.
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To examine the moderating role of mineral endowment in the link between SSA
trade and governance, it is imperative to decompose the region into mineral-rich
and mineral-poor groups. As stated earlier, to avoid the divergence in classification
of countries by mineral endowment, SSA trade has been grouped into mineral and
non-mineral product exports and imports based on the data available on the database
of the United Nations Conference on Trade and Development (UNCTAD).

Impact of governance on trade of SSA groups (mineral or
resource-rich and resource-poor)

The regression results on the effect of governance on exports and imports of resource
or mineral-rich and mineral-poor groups of SSA are presented in Tables 8a and 8b.
The results of the four versions of the NBPML regression estimates for exports and
imports indicate that the explanatory power (R-squared) of the models moderately
increases when governance variables were included. This suggests that governence
variables add to the explanatory power of the model and, therefore, the variables
constitute major determinants of exports and imports of the two groups of SSA
countries.

Beginning from the analysis of mineral-rich SSA countries, results in Table 8a show
that (in most of the equations) the basic gravity variables are significant determinants
of exports of the SSA’s group. Moreover, significant drivers of exports of the resource-
rich SSA countries also include partner countries’ tariff, distance and real effective
exchange rate (REER) of both trading partners. However, contiguity and landlocked
could not explain exports of resource-rich SSA countries. Meanwhile, imports of the
resource-rich SSA countries are influenced by GDP and per capita GDP of both the
resource-rich SSA countries and their trading partners. Other variables that are major
drivers of imports of the resource-rich SSA countries are REER of SSA, distance, bilateral
trade agreements (BTA) and tariff of SSA’s partners.

Columns 3 to 5 and 7 to 9 show the behaviour of exports and imports when
governance variables are included in the models. Column 3 reveals that there is
no significant impact of either the bureaucratic quality in the resource-rich SSA
or that of the trading partners on exports and imports of the SSA’s group. Even
when bureaucratic quality was interacted with tariffs, there was no change in the
result in terms of significance. The same outcome was observed for control of
corruption and compliance with law and order in both the resource-rich SSA and
the trading partners. However, interacting control of corruption with tariff in the
resource-rich SSA shows a significant positive impact, suggesting that control of
corruption in the execution of tariff policy produces positive effects on exports
and imports of resource-rich SSA countries (control of corruption moderate the
effect of tariff). Similarly, the interaction of tariff with compliance with law and
order produce a negative impact on exports. This result is not surprising since the
composition of exports is skewed towards mineral products, which may not be
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influenced by governance institutions. Therefore, as far as exports of resource-rich
SSA are concerned, governance institutions play a mild role. Given that some crude
mineral resources serve as critical inputs in the production activities and trade in
the developed, industrialized and mineral-scarce countries, governance institutions
may not matter much for trade between mineral-rich countries and their trading
partners. For example, to ensure steady supply of raw materials (critical inputs),
some countries in need of these kinds of resources engage in trade facilitation
through various means including signing of bilateral trade agreements (BTAs),
while to stabilize demand or price, mineral-rich countries form cartels. All these
may suppress the role of effective governance in trade.

Estimates of the marginal effects show that governance variables had mixed effects
on trade. For example, a 1.0% improvement in the control of corruption in the mineral-
rich SSA increased exports by 1.81% but increased imports by 2.02%. But increase in
foreign bureaucratic quality by 1.0% will raise exports from the resource-rich SSA by
0.86%. Improvement in control of corruption in the partner country had no statistical
significant effect on resource-rich SSA's exports and imports. This is clear evidence that
resource-rich exports do not depend mainly on governance institutions. The major
drivers are the size of the economy and other basic gravity variables.
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The results on the impact of governance on exports and imports of the resource-
poor SSA are presented in Table 7b. The results show that apart from economic or
market size, productive capacity and level of development (GDP and per capita GDP)
of the resource-poor SSA and its trading partners, other determinants of exports are
contiguity, common language, landlocked, BTA and distance. However, imports of
the resource-poor SSA are influenced by GDP, per capita GDP and REER of the SSA
group, GDP of trading partners, common language, distance, landlocked and BTA.

The results in Table 8b reveal that bureaucratic quality in the resource-poor SSA
produced significant and negative impacts on exports and imports of the SSA’s
group. This governance indicator of the partner countries had insignificant positive
impact on the exports of mineral-poor SSA while it shows significant positive impact
on imports of the SSA’'s group. The interaction of the partners’ bureaucratic quality
with tariff exerts significant positive effects on the exports of resource-poor SSA. This
suggests that improvement in the bureaucratic quality of the tariff policy executors
in the trading partners is very important for exports of the resource-poor countries.
Control of corruption in the resource-poor SSA had insignificant negative impact
while that of the partner countries had significant positive impact on exports of the
resource-poor SSA.The interaction of tariff with control of corruption in both resource-
poor SSA and its partners had significant impact. The results suggest that, in the
resource-poor SSA, improvement in the control of corruption in the implementation
of tariff policy promotes exports while a similar development in the partner countries
hinders exports.

Although control of corruption in both resource-poor SSA’'s group and its trading
partners had insignificant effect on imports of the SSA’s group, its interaction with
tariff produced significant positive impact. Compliance with law and order in the
resource-poor SSA countries had insignificant effect on its exports and imports while
that of the partner countries had significant (negative) effect only on imports. Further,
the interaction of compliance with law and order with tariff in the resource-poor SSA
countries generated significant negative effects on exports while that of the partner
countries produced significant positive impacts. However, such interactions do not
have a significant effect on imports of the resource-poor SSA’s group.

In terms of the marginal effects of governance on trade of mineral-poor SSA, a
1.0% improvement in the control of corruption in the SSA’s group will harm exports
by 1.16% but with insignificant effect on imports. A 1% rise in control of corruption
in the SSA’s partner countries will raise exports by 1.54%. An improvement in the
compliance with law and order in the mineral-poor SSA by 1% will reduce exports
by 1.73% and raise imports by 0.70%. If this indicator improved in the SSA's partner
countries by the same percentage, it would have insignificant effect on exports, while
imports would reduce by 0.72%.

In summary, the results portray the importance of governance institutions in the
SSA partner countries for exports of the mineral-rich and mineral-poor groups of SSA,
while governance institutions of both SSA groups are very crucial for their imports.
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Impact of governance on SSA trade structure (mineral and non-
mineral products)

Further analysis of the moderating role of mineral endowment in the determination of
the impact of governance on SSA trade leads to categorization of exports and imports
into mineral and non-mineral products. Regression results shown in Table 9a indicate
that SSA’s GDP and GDP per capita, common language, and distance are the variables
that had significant impact on SSA's mineral product exports, while the effects of other
variables are insignificant. Thus, the productive capacity (GDP) and level of development
(GDP per capita) of SSA countries coupled with common language and distance between
these countries and their trading partners drive mineral exports. However, while GDP
and common language promote mineral exports, GDP per capita and distance hinder
it. The result in respect of GDP per capita suggests that the low level of development
of the SSA countries (which support production of primary products) hinders exports.
The regression results also reveal that only partners’ GDP, GDP per capita and tariff are
the significant determinants of mineral product imports of SSA. It must be noted that
all the variables carry the expected sign. Therefore, while SSA's partners’GDP per capita
fosters imports, their tariffs and GDP harm imports. The result in respect of partners’
GDP suggests that SSA's exports become an inferior product as partners’ GDP expands.

With respect to the effect of governance on mineral product exports, Table 9a
shows that only interaction of bureaucratic quality in the SSA with tariff had significant
negative impact onits mineral product exports. Thus, other governance variables have
insignificant impact. This outcome further strengthens the claim that mineral-based
exports appear not to be influenced by governance institutions. However, while control
of corruption in the SSA's partner countries engendered increased mineral imports,
compliance with law and order in the SSA’s countries (which is low) hinders such
imports. The results are in line with the position of Acemoglu and Johnson (2003) who
argued that institution-dependent economies (such as the developed SSA’s partners)
seem to record more output and therefore increased exports to economies with weak
governance institutions (such as most SSA countries).

Based on the results of the marginal effects, a 1% improvement in control of
bureaucratic quality in SSA will lead to -0.296% reduction in mineral product exports.
Also, a similarimprovement in corruption in the SSA’s partner countries raises mineral
imports by 3.3%, while law and order in SSA reduces imports of such products by
1.04%. Other governance variables show no significant effect.

Table 9b presents the regression results on the drivers of non-mineral product exports
and imports of SSA, including the governance variables. The regression results show that
GDP and GDP per capita of SSA countries and their partners, and contiguity, common
language and distance are major determinants of SSA’'s exports of non-mineral products.
The GDP of both SSA countries and their partners stimulate non-mineral product exports,
which means that productive capacity (or resource endowment) of SSA countries and
the market size of their partners promote exports of non-mineral products.
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However, the GDP per capita of both SSA countries and their partners discourage
non-mineral product exports, which suggests that the levels of development of the
SSA countries (which is low) and their partners (which is high) hinder exports. While
the negative effect of GDP per capita of SSA countries is a reflection of exports supply
response capacity constraint, that of their trading partners portrays low or declining
patronage of such exports as income increases (signifying inferior products).

The results also reveal that while contiguity and common language enhance non-
mineral exports, distance hinders it. In the case of non-mineral imports, results show
that GDP of both SSA countries and their partners, and GDP per capita are significant
drivers of such imports of SSA countries. Other major drivers of non-mineral imports
of SSA countries are REER of SSA’s partners, contiguity, common language, distance,
landlocked, BTA and tariff. While distance, landlocked, REER and GDP per capita of
SSA's partners harm non-mineral import of SSA countries, other factors promote it.

Results indicate that, out of the three governance variables considered, control
of corruption in both the SSA countries and their partner countries, and compliance
with law and order (interaction with tariff) are very important for non-mineral exports
of SSA countries. However, the results suggest that low level of compliance with law
and order in SSA countries particularly in the execution of tariff policy (law and order
interact with tariff) impacts negatively on exports. An assessment of the impacts of
governance variables on non-mineral import of SSA shows that bureaucratic quality of
SSA and their trading partners produce a significant positive effect. Meanwhile, when
the variables are interacted with respective tariffs, the positive effect of bureaucratic
quality of the SSA countries was turned negative by tariffs. Thus, the negative effect of
tariff overweighs the positive effect of bureaucratic quality on imports of non-mineral
products. Furthermore, improvement in control of corruption of the SSA’ trading
partners impacted positively on non-mineral imports while that of the SSA countries
had insignificant impact. In the same vein, while compliance with law and order in
the SSA’s trading partners engendered positive influence on non-mineral imports of
SSA countries, that of SSA countries (with interaction with tariff) generated negative
effects. This also means that the negative effect of tariff overweighs the positive effect
of bureaucratic quality on imports of non-mineral products.

The results from the marginal effects obtained indicate that a 1.0% rise in the
control of corruption in the SSA’s countries and their partner countries raised exports
by 2.39% and 1.00%, respectively. The same percentage increase in SSA’s partners’
compliance with law and order increased non-mineral exports by 0.11%. However,
a 1.0% improvement in bureaucratic quality in the SSA countries and their partners
produced insignificant effects. In the same vein, a 1.0% progress in bureaucratic
quality in the SSA countries and their partner countries will raise non-mineral imports
by 0.42% and 0.95%, respectively. Further, a 1.0% increase in control of corruption,
and compliance with law and order in the SSA’s partner countries, will increase non-
mineral imports of SSA countries by 1.54% and 0.22%, respectively. These results,
therefore, suggest that while non-mineral trade werewas responsive to governancein
both source and destination countries, exports are less responsive to such governance.
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Impact of governance on trade between SSA and its trading
partners

The role of governance in trade between SSA countries and their trading partners in
different regions is also analysed. Starting with the United States of America, Table
10 indicates that the major determinants of export flows from SSA countries to the
region are SSA's GDP and GDP per capita, and tariff, partner countries'GDP and GDP per
capita, and landlocked. While GDP of SSA countries and their partners had significant
positive effect on exports, their GDP per capita, landlocked and tariff generated
negative impacts on the same. Other variables (SSA’s REER, partner countries REER
and tariff, common language, distance and contiguity) produced insignificant effects
on export flows from SSA to America. The significant factors influencing SSA’s imports
from America are SSA's GDP and GDP per capita, tariff and REER, SSA’s partners’ GDP
and SSA tariff, landlocked and BTAs. Although GDP of SSA and their partners promote
imports of SSA from America, BTA's and SSA's GDP per capita hinders it. The impact
of other variables such as contiguity and common official language on import flows
is not significant.

An assessment of the impact of governance on export flows from SSA to America
reveals that the bureaucratic quality in the SSA had significant positive impact on
both exports and imports between SSA and America while the bureaucratic quality
in America produced insignificant impact on them. However, the interaction of SSA’s
bureaucratic quality with tariff produced significant negative impacts, suggesting
that poor bureaucratic quality in the SSA can reinforce the negative effect of tariff on
trade. Control of corruption (and its interaction with tariff) had insignificant impact
on exports and imports between SSA and America. However, compliance with law
and order (and its interaction with tariff) shows positive (negative) impact. This also
suggests that enforcement of compliance with law and order can reinforce the negative
impact of tariff on exports and imports between SSA and America.

The results of the marginal effects show that 1.0% rise in the bureaucratic quality
in the SSA will raise its exports to America by 1.48%. The same percentage rise in
compliance with law and order in America will raise exports to the continent by 4.34%
and imports from the region by 1.87%.
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The results presented in Table 11 show that most variables are not significant
drivers of exports flows from SSA to Asia. Specifically, only SSA’s GDP and GDP per
capita and Asia’s GDP showed significant positive impacts, while distance indicates
significant negative effect. Other variables such as GDP per capita of Asia, common
official language, landlocked, contiguity REER and tariff produced insignificant effects
on SSA’s exports. The results indicate that GDP of SSA and Asia had significant positive
effects on SSA's imports from Asia while per capital GDP of both engendered negative
impacts. Other variables such as language, distance, BTA and tariff hindered imports
of SSA from Asia.

All governance indicators of both SSA and Asia (even with their interaction
with tariff) had insignificant impact on export flows from SSA to Asia. In contrast,
bureaucratic quality and compliance with law and order are important governance
variables driving imports of SSA from Asia. Compliance with law and order in SSA and
Asia alongside their respective interaction with tariff produced significant impacts on
SSA’s imports from Asia. This implies that while governance variables do not matter
for exports from SSA to Asia, they do matter for imports from Asia. These results
remain valid even when tariff was introduced to moderate the influence of these
variables on trade with Asia. It is of interest that corruption in either of the trading
partners does not influence trade between SSA and Asia. The result follows Li et al
(2003) where they argue that trade between two relation-based economies may not
be driven importantly by governance institutions. The reason why governance may
matter less for exports from SSA to Asia is the dominance of mineral products which
are needed as raw materials for industrialization.

The results of the marginal effect indicate that a 1.0% enhancement of compliance
with law and order in the SSA will reduce its exports to Asia by 1.2% while similar
improvement in Asia’s compliance with law and order will raise export by 1.63%. Also,
a 1% rise in the bureaucratic quality in Asia will increase imports by 0.49%.
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In the case of Europe, the results in Table 12 show that the main determinants of
SSA’s exports to the region are SSA’'s GDP, partners’ (Europe) GDP and GDP per capita,
REER, and BTAs. While SSA’s GDP, and partners’ (Europe) GDP and GDP per capita had
significant positive effects on exports, Europe’s REER and BTAs produced significant
negative impact. Other variables, namely SSA's GDP per capita and REER, tariffs,
landlocked, contiguity, common language and distance were not able to impact on
exports from SSA to Europe. Imports from SSA to Europe are encouraged by GDP of
SSA and Europe and discouraged by their GDP per capita. Other major determinants of
SSA's imports from Europe are tariffs of both partners, language, distance, and BTAs.

The results of the impact of governance on SSA’s exports to Europe are also
analysed. Unlike in other regions (America and Asia), bureaucratic quality of SSA (and
its interaction with tariff) impacted negatively (positively) on SSA exports to the region.
Also, control of corruption in Europe (and its interaction with tariff) had significant
positive (negative) impact on SSA exports to Europe. However, compliance with law
and order in Europe enhanced SSA’s exports to the region. Virtually all governance
indicators significantly influenced imports from Europe. Results confirm that both
bureaucratic quality and control of corruption in the SSA produced adverse effects on
the region’simports from Europe, while control of corruption in Europe encouraged it.
In the same vein, compliance with law and order in both SSA and Europe contributed
significantly and positively to SSA'simports from Europe. Assessing the marginal effect
of governance indicators on trade with Europe, it was found that 1.0% improvement
in the bureaucratic quality in SSA will reduce SSA’s exports to the region by 1.02%
while the same percentage rise in the control of corruption and compliance with
law and order in Europe will facilitate SSA exports by 1.51% and 1.05%, respectively.
Moreover, while a 1.0% rise in the bureaucratic quality and control of corruption will
harm SSA’s imports by 0.42% and 0.20%, respectively, the same percentage rise in
compliance with law and order will foster imports by 0.69%. Also, a 1% improvement
in the control of corruption and compliance with law and order in Europe will promote
SSA's imports from the region by 0.33% and 2.81%, respectively.
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6. Conclusion

This study examined the impact of governance institutions on trade between SSA
and its trading partners. Thus, the impact of governance on SSA's trade at aggregate
and regional levels was analysed. The study also investigated whether governance
institutions matter more for trade in the resource-rich (mineral-based) economies than
in the resource-poor (non-mineral based) countries. This study, which covers 1996
to 2014, used the modified Poisson pseudo maximum likelihood (Negative Binomial
Pseudo Maximum Likelihood and Zero-Inflated Pseudo Maximum Likelihood) for
analysis due to the presence of some zero or unreported trade flows among the trading
partners. Thus, both the Negative Binomial Pseudo Maximum Likelihood (NBPML) and
Zero-Inflated Pseudo Maximum Likelihood (ZIPML) regression estimates were obtained.
However, since the log of the dispersion parameter (Lnalpha) in the NBPML regression
is statistically significant at 1% in all the models, which confirms over-dispersion in the
data due to unobserved heterogeneity, these models are preferred for analysis over
the ZIPML.

The productive capacity of SSA (GDP) and market size of its trading partners (GDP)
and their level of development (per capita GDP) promote aggregate exports of SSA.
It also means that contiguity and common language foster SSA’'s exports while short
distances between the trading partners increase exports. Analysis of the impact of
the governance variables reveals that although bureaucratic quality of SSA’s trading
partners has insignificantimpact on exports of SSA, its interaction with tariffs produces
significant positive effects. The results also show that bureaucratic quality of SSA’s
trading partners fosters imports of SSA. However, neither bureaucratic quality in SSA
nor its interaction with SSA tariff had any significant effect on exports. Coming to the
impact of corruption, the result reveals that this governance variable for both SSA and
trading partners matters significantly for exports of SSA. In the case of compliance
with law and order in the SSA, the results reveal that both exports and imports were
hindered by this governance variable.

Results show that the basic gravity variables (GDP and GDP per capita) are
significant determinants of exports of the mineral-rich SSA. Moreover, significant
drivers of exports of the resource-rich SSA also include partner countries’ tariff,
distance and real effective exchange rate (REER) of both trading partners. However,
contiguity and landlocked could not explain exports of resource-rich SSA countries.
Meanwhile, imports of the resource-rich SSA countries are influenced by GDP and per
capita GDP of both the resource-rich SSA and their trading partners. Other variables
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that are major drivers of imports of the resource-rich SSA countries are REER of SSA,
distance, bilateral trade agreements (BTA) and tariff of SSA’s partners. There is no
significant impact of either the bureaucratic quality in the resource-rich SSA or that
of the trading partners on exports and imports of the SSA’s group. The same outcome
was observed for control of corruption and compliance with law and order in both the
resource-rich SSA and the trading partners. Therefore, as far as exports of resource-
rich SSA are concerned, governance institutions play a very little role.

The results show that apart from economic or market size, productive capacity and
level of development (GDP and per capita GDP) of the resource-poor SSA and its trading
partners, other determinants of exports are contiguity, common language, landlocked,
BTA and distance. However, imports of the resource-poor SSA are influenced by GDP,
per capita GDP and REER of the SSA group, GDP of trading partners, common language,
distance, landlocked and BTA. Bureaucracy quality in the resource-poor SSA produced
significant negative impact on its exports and imports. This governance indicator of
the partner countries had insignificant positive impact on exports of mineral-poor
SSA while it shows significant positive impact on imports of the SSA’s group. Control
of corruption in the resource-poor SSA had insignificant negative impacts while that of
the partner countries had significant positive impacts on exports of the resource-poor
SSA. Although control of corruption in both resource-poor SSA's group and its trading
partners had insignificant effect on imports of the SSA's group, its interaction with tariff
produced significant positive impacts. Compliance with law and order in the resource-
poor SSA countries had insignificant effect on its exports and imports, while that of the
partner countries had significant (negative) effect only on imports. In summary, the
results portray the importance of governance institutions in the exports and imports
of mineral-poor SSA group than mineral-rich SSA groups. Also, governance institutions
in SSA’s partners are more important than that of its own.

The results point out that governance institutions are not all that important for
exports of mineral products compared to non-mineral products. This may be so
because most SSA countries (such as Nigeria) are well endowed with high quality
(sought after) crude mineral products coupled with existence of cartels in the world
market, leaving governance institutions to play passive roles. Similarly, most SSA
countries rely on imports of refined mineral products from their trading partners,
having better trade-related governance to facilitate such imports. These results
suggest that quality of resources endowment and growing demand for such resources
may substitute for existence of better governance or may not necessitate provision of
better governance for trade to occur. Unlike the case of trade in mineral products, these
results indicate that governance institutions in both SSA and partner countries matter
for SSA's trade in non-mineral products. This main finding may reflect the high degree
of competition in the international markets for non-mineral products, where countries
have to ensure effectiveness of trade-related governance institutions to promote free
flow of commodities to maximize gains from trade. A comparative analysis reveals the
following findings. The results portray the importance of governance institutions in
the SSA partner countries for exports of the mineral-rich and mineral-poor groups of
SSA while governance institutions in the two groups of SSA are very crucial for their
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imports. In contrast, the results point out that governance institutions in both SSA
and partner countries matter for SSA’s exports and imports of non-mineral products.

Theresults reveal that only bureaucratic quality and compliance with law and order
in SSA matters for exports of SSA to America. None of the governance variables either
in SSA or Asia matter for exports from SSA to Asia. However, governance institutions
in both SSA and Europe matter importantly for exports from SSA to Europe. In the
case of imports, bureaucratic quality and compliance with law and order in SSA drive
imports from America while bureaucratic quality in Asia and compliance with law
and order in both partners are the major governance variables driving imports from
Asia. It can be observed from the results that governance variables in the SSA are not
significant. Virtually all governance variables in SSA and Europe are important drivers
of imports from the region while bureaucratic quality of both trading partners, control
of corruption in Europe and compliance with law and order in Europe are the major
governance variables determining exports to Europe.

Following this result, it can therefore be concluded that not all governance variables
matter for trade between SSA and its partners. Whether it matters or not depends on
countries’ resource endowment, the pattern of trade and the direction of trade. Trade
between SSA and developed countries is driven significantly by governance institutions
and it is the bureaucratic quality and compliance with law and order that are more
important. Such importance of governance institutions could not be established
between SSA and Asia, where the countries are classified as developing economies.
Furthermore, governance institutions matter more for trade in non-mineral products
but matter less for trade of mineral products. It was noticed that interaction of tariff
with governance variables produced some results. Some of these results suggest that
inadequate governance institutions reflected in poor implementation of tariff policy
may increase trade costs, which reinforces negative effects of tariff on trade.

Based on these results, the following recommendations are made to improve
the volume of trade between Sub-Saharan African (SSA) countries and their trading
partners. The governance institutions in the SSA should be strengthened to promote
exports and imports of non-mineral products and imports of refined mineral products.
In particular, there is a need to adopt a participatory approach to eliminate corruption
and bureaucratic red-tape at country level. People at all levels must be mobilized
and informed about the adverse effects of these governance variables on individual
and general welfare. Through participatory approach, there would be more effective
compliance with law and order and timely delivery of judgement on trade-related
offences. This will promote security and completeness of trade contracts. Efforts at
both the regional and sub-regional levels towards promoting good governance should
be intensified. The pre-requisite for good governance is good leadership and peaceful
reconciliation of conflicts, which are required in African countries.

It should be mentioned that we acknowledge the limitation of the empirical
analysis conducted in this study due to the fact that it reveals the level of impact of
governance rather than the impact of change in governance. Besides, cross section
correlations may not necessarily reflect causal links. However, the findings of this
study are still robust to elicit recommendations that are useful for policy.



Notes

1. For comprehensive review on factors affecting trade in Africa, see Agbodji (2008),
Kuroiwa and Ozeki (2010), and Roberto and Sekkat (2004).

2. Rule-based governance s characterized by sound checks and balances operatingamong
the legislature, judiciary and the executive, a well-developed information infrastructure,
a completely independent and transparent judicial system, and a reliance on public
rules to settle disputes. Relation-based systems are characterized by lack of checks
and balances among the arms of government, unfair and un-transparent public rules,
political influence of judiciary, porous public information infrastructure and lack of
confidence in public rules (Li and Samsell, 2009; wu, Li and Samsell, 2012).

3. The commonalities that are similar among them are corruption and lack of transparency.

4, PRS and International Country Risk Guide (ICRG); http/w.w.w.prsgroup.com/icrg.aspx.

5. http://www.worldbank.org/en/research/commodity-markets
6. http//www.prsgroup.com.icrg.aspx
7. These are governance stability, socio-economic conditions, investment profile, internal

conflict, external conflict, corruption, military in politics, religious tensions, law and
order, ethnic tensions, democratic accountability, and bureaucracy quality.

8. An arrangement that governs relationship between private economic parties rather
than between private and government.

0. These governance indicators are voice and accountability, political stability, governance

effectiveness, regulatory quality, rule of law and control of corruption (wage of public
workers to private workers).
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Panel B: The link between trade and governance for mineral-rich SSA group
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Panel C:
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Appendix B:  Method used to extract data
from WITS based on gravity

WITS has a utility where it is possible to customize countries and products required
for download. We selected mineral and non-mineral countries using what obtains in
the O’Connell (2008) AERC Growth project and customized each under non-mineral
and mineral group, respectively. The product classification was based on the SITC
Revision 1 in the WITS product window option. The mineral products appear in the
SITC Revision 1 Categories 2 and 3

2 = crude materials, inedible except fuel; 3 = Mineral fuel, lubricants and related
materials
Non-mineral products are in SITC Revision 1: 0-1, 4-9.

Table B1:  Classification of SSA into mineral-rich and mineral-scarce economies

Resource or mineral-scarce countries in SSA Resource or mineral-rich
countries in SSA
Burundi Congo, Dem. Rep. Seychelles Angola Swaziland
Benin Lesotho Togo Cameroon
Burkina Faso Madagascar Tanzania Botswana
Chad Mali Uganda Liberia
Central African Republic | Mozambique Zimbabwe Congo, Rep.
Comoros Ivory Coast Sudan Guinea
Cape Verde Malawi Equatorial Guinea
Eritrea Mayotte Gabon
Ethiopia South Africa Mauritania
Ghana Niger Nigeria
Cote d'lvoire Rwanda Sierra Leone
Gambia, The Senegal Namibia
Kenya Sao Tome and Principe Zambia

Source: Collier and O’ Connell (2008:127): AERC Growth Project

74



Do GOVERNANCE INSTITUTIONS MATTER FOR TRADE FLows? 75

Generation of data for Estimating the Gravity Model
The method used is country-pair. The breakdown is as follows:

Product level model:

We collected data on country-pair with each SSA country being the reporter and each
of ALL the countries listed in Table 1 below being the partner. Therefore, the export/
import product level data; that is, mineral products and non-mineral products, were
collected based on country-pair.

Country group level:

We collected data on country-pair with each of the mineral-rich SSA countries being
the reporter (for all products) and each of ALL the countries listed in Table 1 being the
partner. Therefore, the total export/imports were collected based on country-pair but
using each of mineral country-pair with ALL the trading partners as listed in Table 1.

The same procedure was used for the mineral-poor countries.

We have 46 by 100 country-pair for the product level gravity equation
We have 32 by 100 country-pair for the mineral-poor countries gravity equation

We have 14 by 100 country-pair for the mineral-rich countries gravity equation



76

RESEARCH PAPER 376

Table B2: List of SSA’s trading partners used in the generation of data for
estimating the gravity equations
1 ALB |Albania 35 GUY |Guyana 69 | OMN |Oman
2 ARE | United Arab 36 HKG |Hong Kong SAR, [70 | PAK [Pakistan
Emirates China
3 ARG |Argentina 37 HND |Honduras 71 PAN [Panama
4 ATG |Antigua and 38 HTI | Haiti 72 | PER |Peru
Babuda
5 AUS | Australia 39 HUN |Hungary 73 | PHL |Philippines
6 AZE | Azerbaijan 40 IDN |Indonesia 74 | PNG | Papua New Guinea
7 BGD |Bangladesh 41 IND |India 75 | POL |Poland
8 BGR |Bulgaria 42 IRL |lreland 76 | PRK |Korea, Dem. Rep.
9 BHR |[Bahrain 43 IRN  [lIran, Islamic 77 | PRT |Portugal
Rep.
10 BHS |Bahamas 44 IRQ |[lIraq 78 | PRY [Paraguay
1 BIH |Bosnia and 45 ISL  |lceland 79 | QAT |Qatar
Herzegovina
12 | BRA |Brazil 46 ISR |lsrael 80 | ROM | Romania
13 | BRB |Barbados 47 ITA |ltaly 81 | RUS |Russian Federation
14 | BTN [Bhutan 48 JAM | Jamaica 82 | SAU |SaudiArabia
15 | CHE |Switzerland 49 JOR |Jordan 83 | SGP |Singapore
16 | CHL |Chile 50 JPN |Japan 84 | SLV |ElSalvador
17 | CHN |[China 51 KAZ |Kazakhstan 85 | SUR |Suriname
18 | COL |Colombia 52 KOR | Korea, Rep. 86 | SVK |Slovak Republic
19 | CUB |[Cuba 53 KWT | Kuwait 87 | SWE |Sweden
20 | CYM |[Cayman Islands 54 LBN |Lebanon 88 | SYR |Syrian Arab
Republic
21 CZE |Czech Republic 55 LBY |Libya 89 | THA |Thailand
22 | DEU |Germany 56 LKA | SrilLanka 90 | TKM |Turkmenistan
23 | DNK |Denmark 57 LTU |Lithuania 91 | TTO |Trinidad and
Tobago
24 | DOM |Dominican Republic |58 LUX | Luxemburg 92 | TUN |Tunisia
25 | DZA |Algeria 59 | MAR |Morocco 93 | TUR |Turkey
26 ECU |Ecuador 60 MEX | Mexico 94 | TWN | Taiwan
27 | EGY |Egypt, Arab Rep. 61 MLT |Malta 95 | URY |Uruguay
28 ESP | Spain 62 | MMR [Myanmar 96 | USA | United States
29 FIN |Finland 63 | MNG |Mongolia 97 | VEN |Venezuela, RB
30 | FRA [France 64 MYS | Malaysia 98 | VGB |British Virgin Islands
31 FRO |Faeroe Islands 65 NIC |Nicaragua 99 | WSM | Samoa
32 | GBR |United Kingdom 66 NLD | Netherlands 100 | YEM |Yemen, Rep.
33 | GRC |Greece 67 NOR |Norway
34 | GTM |Guatemala 68 NZL |New Zealand

Note: The selection of countries was based on availability of governance data. Data were obtained from WITS
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