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Abstract 
 

This paper empirically examines the contribution of trade liberalisation to differences in the 
level of prosperity across nations. We compare this with the relative contribution of 
institutional capacity to prosperity, as well as the role of human capital accumulation in that 
respect. We employ several concepts of institutional quality, trade policy and openness 
variables following various definitions prevalent in the literature. Unlike in the comparable 
study by Rodrik et al (2004) we have (a) included a role for human capital, (b) employed six 
institutional variables compared to one only in Rodrik et al (rule of law), (c) included trade 
policy variables, and not just openness indicators and (d) expanded the set of openness 
measures employed. We discover that opening up domestic markets to foreign competition by 
removing trade restrictions and barriers may promote economic performance. Furthermore, 
developing human capital is as important as superior institutional functioning for economic 
wellbeing. We find that openness counts for little per se in explaining income differences across 
countries. This is because it is an outcome and not a cause. Trade policies, and liberalisation, 
on the other hand, are not insignificant in explaining cross-country per-capita income 
variation. With regard to trade policies, export taxes are the most important in explaining 
cross-country per-capita income differences.  

 
Keywords: Trade Policy, Institutional Quality, Per-Capita Income Differences across Countries  
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1. Introduction: 
 

In 1980s and early 1990s, many developing countries opened up their economies and 
became a more integral part of global finance and trade. There is a rich set of literature 
which already investigates income driven determinants and processes of economic 
development. The degree of international trade, which is viewed by many as engine of 
growth (Dollar and Kraay, 2002, 2003) is a good proxy for capturing the effect of 
globalisation on economic growth. Other fundamental determinants can be identified by 
rediscovering Adam Smith’s insight that countries need solid institutions for markets to 
work. Institutions capture many legal, political, economic and social outcomes that are 
necessary for development of the economy. Secure and stable property rights form the 
basis for well functioning legal institutions (Acemoglu, Johnson and Robinson, 2004, for 
example). Representative political institutions allowing for the participation of minority 
groups can constitute institutions for conflict management. Sound fiscal and monetary 
institutional capacities are necessary for ensuring economic stability. Regulatory 
institutions which manage a successful market economy are also manifestations of good 
economic institutions. In summary, institutions of a well-functioning social contract 
legitimise the market economy through social stability and social cohesion.  

 
This paper contributes to the debate over the relative role of institutions versus 
international trade integration (or policies) in determining relative levels of prosperity 
across countries. In this connection, some authors such as Rodrik, Subramanian and 
Trebbi (2004, henceforth Rodrik et al.) claim that institutions dominate all other factors 
in determining income differences across countries. This analysis, based on an extension 
of their framework, is somewhat sceptical of this assertion. In addition, following Glaeser 
et al. (2004a, 2004b), we examine the role of human capital accumulation in this process, 
finding some support for their view that human capital can be just as important as 
institutional quality in determining future relative prosperity, and may even lead to 
improved institutional functioning. With regard to international trade and its impact on 
economic well-being, it should be borne in mind that trade can increase or decrease 
independent of any changes to the trade policy stance (tariffs, non-tariff barriers, export 
subsidies etc.).1 Globalisation factors that are external to an individual nation, may 
facilitate trade. Technological changes may make certain goods, imports for example, 
cheaper despite the presence of trade restrictions. Similarly, a fall in transportation costs 
or the end of war may alter the relative price of tradables encouraging greater 
international trade. Trade may increase income, but changes in trade policies may not 
foster increased international trade and hence not contribute to growth or poverty 
reduction. In short, one has to distinguish between openness, something that is an 
outcome of policy choices or serendipity; and trade policies aimed at promoting greater 
international trade, which might or might not succeed. The following empirical work, 
unlike most authors, including Rodrik et al. (2004), draws this important distinction. We 
employ wide ranging definitions of institutions and economic openness. A rigorous 
statistical investigation is then carried out to do justice to the intellectual space which 
‘integration and institutions’ have received recently.  
 
The rest of the paper is organised as follows. Section 2 discusses the data and 
methodology, and section 3 (regression analysis) contains our contribution to the debate. 
The analysis, although similar to Rodrik et al. (2004), goes beyond their work by 
including more institutional measures, openness indicators, as well as explicit trade policy 

                                                 
1 Trade policy means, governmentally induced mechanisms that restrict, relax or facilitate the 
international exchange of certain or all goods and services.  



 

 

 

2 

variables and a role for human capital. Therein lays the innovation of this paper. 
Finally, section 4 concludes.  

2 Data and Methodology  

 
‘Once institutions are controlled for trade is almost always insignificant, and often enters 
the income equation with the ‘wrong (i.e.,) negative sign.’ (Rodrik et al, 2004, 131) 
However, in another paper published in the same year, Rodrik (2004) writes ‘I think the 
relationship is that the trade liberalization agenda today actually has become the 
elimination of (these) institutional differences (between developed and developing 
countries). ‘(p.517)  The comparison of two contributions by the same author suggests 
that Rodrik et al (2004) finding regarding insignificance of trade in determining long term 
growth rates has been more of a case of an emphasis on statistical significance 
(insignificance) than on economic significance (insignificance)’. To infer that trade does 
not matter from Rodrik et al (2004) results would be invalid.   
 

The economic significance of international trade and good institutions cannot be 
overemphasized. To be fair to Rodrik et al (2004), their findings need to be viewed in its 
right context. Rodriguez and Rodrik (2000) point out towards post 1980 promotion of 
international trade as a dominant determinant of economic growth such that other 
variables of interest had been largely ignored (for example see: Leamer, 1988; Dollar, 
1992; Edwards, 1992; Sachs and Warner, 1995 and Frankel and Romer, 1999). In this 
context, the empirical exercise undertaken by Rodrik et al (2004) has rightly brought back 
the importance of institutions into economic policy making by finding the dominant role 
of ‘rule of law’ in explaining development or lack of it among developed and developing 
countries. The role of trade has only been underscored because of its statistical 
insignificance in the model. Such results can always be re-evaluated by using better 
empirical specifications. We extend their analysis and utilize some new datasets in a 
similar empirical frame work as Rodrik et al’s (2004) to investigate the role of trade in 
relation to institutions and human capital. 

 
Our empirical model includes many of the core determinants of growth at the right hand 
side, namely international economic integration (including measures of openness and 
trade policy), measures of institutional quality and human capital. On the left hand side, 
present dependent variable is not growth per se, but the log of income per-capita. As 
argued, differences in per-capita income across countries are a result of differential 
growth rates in the past. This model follows the practice in Easterly and Levine (2003) 
and Rodrik et al. (2004) where the relative contribution of policies and institutions in 
explaining per-capita income differentials is tested. This model’s sample includes both 
rich OECD countries and developing countries. As regards policy, this paper examines the 
effect of both openness, as in Rodrik et al. (2004), as well as trade policy variables. 
Openness indicators are an outcome variable, pointing to the extent to which a country 
trades as a proportion of national income. Trade policy indicators are, however, a more 
direct measure of the policy stance, which Rodrik et al. (2004) did not examine. This 
paper deems these policy variables of greater significance in a test of the relative efficacy 
of policy vis-à-vis institutions. The final equation to estimate takes the following form:  
 

iiiii GeoHkTpNy  log    (1) 

 

The variable iy is income per capita in country i, iN , iTp , iHk  and iGeo are respectively 

measures for institutions, international economic integration or trade policy, human 
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capital, physical capital and geography, i  is the random error term. Average years of 

schooling represent human capital. In order to have in-depth insight into how 

institutions or increased integration affects income per-capita, this paper employs several 

concepts of institutional quality, trade policy and openness variables following various 

definitions prevalent in the literature.  
 

We employ two general estimation specifications for right-hand side variables. In 

specification 1, we have combined openness or trade policy indicators with institutions as 

well as human capital; and specification 2 corresponds to Rodrik et al. (2004) where trade 

policy or openness indicators are juxtaposed only against institutions. Table 1 provides 

summary statistics for all endogenous dependent, endogenous independent and 

independent measures and their respective definitions. 

  
Table 1. Summary Statistics  
Variables Code Source Obs Std . Dev 

Dependent      

Difference in Per-capita GDP, 2000 Lny World Development Indicators 163 (1.138) 
     

Endogenous Independent     

Openness Variables     

(Exports +Imports)/GDP at current Dollar prices, 
1985 

Lcopen World Development Indicators 170 (0.589) 

Import Penetration: overall, 1985 Impnov85 Pritchett (1996) 96 (21.08) 
TARS trade penetration,: overall, 1985 Tars85 Pritchett (1996) 96 (36.91) 
     

Trade Policy Variables     

Import duties as % imports, 1985 Tariffs World Development Indicators 99 (8.903) 
Tariffs on international inputs and capital goods, 
1985 

Owti Sachs and Warner (1995) 98 (0.165 

Trade taxes/ trade, 1982 Txtrdg Pritchett (1996) 54 (0.031) 
Weighted average of total import charges, 1985 Totimpov85 Pritchett (1996)  

(Available for developing countries 
only) 

76 (21.30) 

Non trade barriers frequency on intermediate 
inputs, 1985 

Owqi Sachs and Warner (1995) 96 (0.24) 

Non-tariff barriers Coverage: overall, 1987 Ntarfov87 Pritchett (1996) 
(Available for developing countries 
only) 

76 (36.305) 

Sachs and Warners composite openness index, 1980 Open80s Edwards (1998) 61 (0.446) 
Leamer’s measure of openness based on residuals 
capturing deviations of actual trade from trade as 
predicted by an empirical factor proportions model 
of trade, 1980 

Leamer82 Edwards (1998) 47 (0.527) 

     

Institutional Variables     

Voice and Accountability, 1999 Range: 2.5 to -2.5 Va Kaufmann, Kraay and Mastruzzi 
(2003) 

170 (0.952) 

Political stability, 1999 
Range: 2.5 to -2.5 

Ps Kaufmann, Kraay and Mastruzzi 
(2003) 

156 (0.954) 

Government effectiveness, 1999 
Range: 2.5 to -2.5 

Ge Kaufmann, Kraay and Mastruzzi 
(2003) 

157 (0.893) 

Regulatory quality, 1999 
Range: 2.5 to -2.5 

Rq Kaufmann, Kraay and Mastruzzi 
(2003) 

166 (0.892) 

Rule of Law, 1999 
Range: 2.5 to -2.5 

Rl Kaufmann, Kraay and Mastruzzi 
(2003) 

166 (0.937) 

Control for Corruption, 1999 
Range: 2.5 to -2.5 

Ctc Kaufmann, Kraay and Mastruzzi 
(2003) 

159 (0.910) 

     

Human Capital     

Average years of Schooling, 1999 Sch99 Baro and Lee (2001) 109 (2.914) 
     
Instruments     
Natural logarithm of predicted trade shares 
computed from a bilateral trade equation with 
‘pure geography’ variables, 1985 

Lfrkrom Frankel and Romer (1999) 163 (16.75) 

Fraction of the population speaking English Engfrac Hall and Jones (1999) 182 (0.236) 
Fraction of the population speaking one of the 
major languages of Western Europe: French, 
German, Portugese or Spanish 

Eurfrac Hall and Jones (1999) 185 (0.380) 

Drop out rate, 1990 Drop90 Barro and Lee (1996) 125 (0.802) 
Number of school days Schday Barro and Lee (1996) 139 (23.43) 
Distance from the equator of capital city measured 
as abs (Latitude)/90 

Disteq Acemoglu, Johnson and Robinson (AJR) 
(2001) 

208 (16.65) 
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2.1. Measuring Economic Growth:  

For most developing countries, growth rates have been highly volatile and unstable. In 
empirical studies, using growth rates as a measurement of development would also 
incorporate the volatility of growth rates in the analysis. Thus, per capita differences in 
income may be more suitable for an empirical exercise which sets out to determine the 
factors which lead to economic development. Income differences which prevail today 
among countries suggest that incomes in developing countries have failed to converge to 
that of higher income countries because of failing growth rates. An argument in favour 
of per capita income difference over GDP per capita growth rates does find some 
support in economic literature that has considered the econometric problems in using 
growth rates because of the enormous volatility of growth rates (Pritchett, 2000; 247)  

2.2. Measuring Institutions 

Kaufman et al (2003) have constructed six aggregate indicators of institutional quality: 
rule of law (Rl), political stability (Ps), regulatory quality (Rq), government effectiveness 
(Ge), voice and accountability (Va) and control of corruption (Ctc). The six governance 
indicators follow either of the 3 basic definitions of governance: (1) the process by which 
governments are selected, monitored and replaced (2) the capacity of the government to 
effectively formulate and implement sound policies, and (3) the respect of citizens and 
the state for the institutions that govern economic and social interactions among them. 
Kaufman et al (2003) relied on 194 different measures of governance drawn from 17 
different sources of subjective governance data constructed by 15 different sources 
including international organizations, political and business risk rating agencies, think 
tanks and non-governmental organizations. The governance indicators have been 
oriented so that higher values correspond to better outcomes on a scale from -2.5 to 2.5 
while covering these values for 175 countries.  

 
The rule of law only partly defines governance, and by incorporating the other five 
measures of governance developed by Kaufman et al (2003), one can carry out a 
comprehensive institutional analysis. For example, voice and accountability has been 
constructed from number of indicators which measure different aspects of political 
process, civil liberties and political rights. In other words, voice and accountability 
measures the extent to which citizens of a country are able to participate in the selection 
of governments. Independence of media is also part of voice and accountability, whereas 
it may capture the monitoring role of the media through which they hold governments 
accountable for their actions. Political stability (Ps) is broadly defined to measure stability 
of government and absence of violence. It includes perceptions of the chances that the 
government in power will be destabilized or overthrown by unconstitutional and/or 
violent means from foreign or domestic forces of discontent or through terrorism. 
Government Effectiveness (Ge) and Regulatory Quality (Rq) captures the second 
dimension of governance which is to do with the ability of the government to formulate 
and implement sound policies. In other words it captures the quality of public service 
provision, the quality of the bureaucracy, the competence of civil servants, the 
independence of the civil service from political pressures and the credibility of the 
government’s commitment to policies. The main focus of this index is on ‘’inputs’’ 
required for the government to be able to produce and implement good policies and 
deliver public goods. (Kaufman et al, 2003: 3). Regulatory quality captures the incidence 
of market unfriendly policies which may include price controls, inadequate bank 
supervision and also perceptions of protection against foreign trade or excessive 


