Economic Modeling ]
¥ https://eco.firuzkuh.iauir Volume 17, Issue 64, Winter 2024, 25-47.

Research Article

The impact of governance quality on industrial export advantage

Hedayat Hatami™!, Kaveh Derakhshani Darabi”*, Dariush Hassanvand*

DOl
Received:
16/10/2023 Abstract
The objective of this study is to examine the determinants of industrial
Accepted: product export advantage, focusing particularly on the influence of
13/02/2024 governance quality. Through a comprehensive literature review and
identification of pertinent variables affecting export advantage, this
Keywords: resear(_:h employs pane_l data models to analyze _data _spa_nning 82_ se_lgcted
Manufacturing Export, countries over the period 2007-2018. The findings indicate a significant
Institutional Quality, positive relationship between governance quality and the industrial product
Export Advantage, export advantage index. Furthermore, the study reveals that the quality of
Transport Logistic transportation infrastructure, real exchange rate, and foreign direct
investment also exhibit positive and statistically significant coefficients.
JEL Classification: These results underscore the importance of institutional quality and
L90, F14, B52 effective governance in fostering a conducive environment for industrial

export advantage by enhancing stability and reducing operational costs.
The study suggests that policies promoting stability, transparency in legal
frameworks, protection of property rights, and efficient contract
enforcement mechanisms are vital for enhancing industrial export
advantage in production.

*

PhD Candidate, Department of Economics, Aligudarz Branch, Islamic Azad University, Aligudarz, Iran,

h.hatami1975@gmail.com

**Assistant Professor of Economics, Arak University; and Visiting Professor at Aligudarz Branch, Islamic Azad
University, Arak, Iran (Corresponding Author), derakhshani.kaveh@gmail.com

* Assistant Professor of Economics, Aligudarz Branch, Islamic Azad University, Aligudarz, Iran, hassanvand-

d@Ilu.ac.ir

How to Cite: Hatami, H., Derakhshani Darabi, K. & Hassanvand, D. (2024). The impact of governance quality on
the industrial export advantage.Economic Modeling, 17 (64), 25-47.



https://eco.firuzkuh.iau.ir/

] Economic Modeling
Volume 17, Issue 64, Winter 2023, 25-47. . . Lo
https://eco.firuzkuh.iau.ir

1. Introduction

Recent economic literature has increasingly emphasized the pivotal role of governance
and institutions in shaping trade advantages. Institutions wield significant influence by
delineating and constraining individuals' choices, thus giving rise to underlying
motivations in trade dynamics (Hatami et al., 2021). Particularly, institutions are
instrumental in curbing expenses associated with exchange processes, thereby
amplifying overall economic efficiency. Through reducing transaction and overhead
costs, institutions contribute to price mitigation, thereby fortifying the comparative
advantage of products. Consequently, this study aims to model and scrutinize the
determinants of export advantage creation, with a specific focus on the influence of
institutional quality within the framework of governance indicators on the development
of export advantages in the industrial product sector.

2. Research method and data

The equation utilized to estimate the impact of variables on competitive advantage is as
follows:

Adv;, = By + P1Adv; .y + ByInst;, + BsReri, + ByTran;, + PsFdi;, + BeFdic + &, 1)

WhereAdv, . represents the symmetrical revealed comparative advantage index in the
export of industrial goods of country i in year t, which is calculated based on the SRCA
index. Inst Represents for Institutional Quality Index. Data of the indicator of Rule of
law has used for this variable. rer Represents the real exchange rate. Tran is the quality
of transportation infrastructure, Logistics Performance Index data are used for this
variable. Fdi is the net foreign direct investment, and Fd is the index of financial
development.

The research period spans from 2007 to 2018, determined by data availability
constraints. A sample coantains 82 countries, with data for the research variables
sourced from the World Bank's online data bank. The study employs various static and
dynamic Panel Data methodologies to estimate the coefficients.

3. Analysis and discussion

We estimated the coefficients through the application of static and dynamic Panel Data
models. Various tests have conducted to determine the most suitable static model for
coefficient estimation, with the fixed effects model identified as the preferred choice
based on test outcomes.

The results of coefficient estimation reveal that the estimated coefficients of the Rule
of Law index (INSQ) in both estimation methods are positive and statistically
significant. This suggests that improvements in the rule of law coincide with
advancements in the comparative advantage of exporting industrial products within the
sample under examination.

The findings of the study align with expectations, revealing a positive and
statistically significant relationship between the quality index of transportation
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infrastructure and the comparative advantage index of industrial product exports.
Similarly, the positive and significant coefficients estimated for the real exchange rate
variable validate the hypothesis of a favorable correlation between the actual exchange
rate and the enhancement of comparative advantage in tradable goods. However, while
financial development appears to positively impact the export advantage of industrial
products, the coefficients for financial development and foreign direct investment do not
achieve statistical significance, underscoring the complexity of their relationship with
export advantage.

Table 1. Estimation results

Panel Fixed Effect GMM
Variables
Coef.  [Std. Error| Prob. Coef. |[Std. Error Pro.
Constant 34.388 5.751 0.000 - - -
Adv(-1) - - - 1.065 0.018 0.000
Inst 1145.238 161.872 0.000 1292.097| 404.293 0.002
Tran 581.095 246.222 0.018 1257.259| 463.398 0.007
Rer 27.617 3.473 0.000 41.429 14.607 0.005
Fd 2.335 1.563 0.136 6.627 2.659 0.013
Fdi 1.425 0.992 0.151 0.189 2.876 0.947
R?=0.973 J-statistic =56.961
Adjusted R2=0.970 Instrument rank=62
L. Prob. =439090
F-statistics=334.88 AR(1) test (Prob)= -2.272 (0.0231)
Prob. =0.000 AR(2) test (Prob)=-0.799 (0.4246)

Source: research finding

4. Conclusion
The research findings highlight a notable positive association between the quality of
governance, particularly within the framework of the rule of law, and the index of
export advantage in industrial products. This observation underscores the significant
influence of investment and capital formation within the industrial sector, given its
inherent characteristics. As capital formation enables the expansion of production scale,
it concurrently facilitates the reduction of average costs, thereby establishing a
comparative advantage for this sector.

However, it's important to acknowledge that investing in the industrial sector entails
a time-consuming process and is susceptible to various business and macroeconomic
risks. These risks can potentially affect the sector's performance and, consequently, its
export advantage.

The research underscores the critical significance of prioritizing adherence to laws,
regulations, and policy stability. A stable regulatory framework and robust rule of law
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are paramount in fostering a competitive and predictable environment conducive to
industrial production. Such stability not only influences investment decisions but also
plays a pivotal role in creating export advantages.

Transparency in contract laws and expeditious resolution of disputes are essential
components in nurturing this favorable environment. Moreover, ensuring the protection
and guarantee of property rights, particularly concerning industrial investments,
emerges as a vital imperative. By safeguarding these rights, policymakers can bolster
investor confidence and stimulate further investment in the industrial sector, thereby
fortifying export advantages.
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