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Abstract

Article information

This study investigates the impact of institutional quality on Iran’s foreign trade
using the World Bank’s Worldwide Governance Indicators (WGI). To this end, an
econometric model based on the gravity framework is applied to the period 1996
2020. In principle, a high-quality institutional system— characterized by factors
such as a strict rule of law and political stability—is expected to reduce transaction
costs, enhance trust, and thereby promote foreign trade.

However, the findings reveal that institutional quality in Iran has exerted a
negative and statistically significant effect on the country’s trade volume. This
result contrasts with the dominant theoretical literature, which emphasizes a
positive relationship between institutional quality and foreign trade. Further
analysis suggests that this unexpected outcome reflects Iran’s specific economic
and geopolitical circumstances. Owing to international sanctions, Iran has been
compelled to redirect its trade toward partners that are less sensitive to
institutional indicators. Consequently, even amid declining domestic institutional
quality, trade with these partners has expanded.

An examination of Iran’s trade pattern supports this interpretation. The share of
industrialized countries with strong institutional frameworks—such as Germany,
Japan, and France—has declined, while the share of countries such as China, the
United Arab Emirates (UAE), and Turkey has increased. This atypical trade
structure explains the model’s results. The contrast becomes more pronounced
when compared with China, which, despite facing institutional challenges, has
evolved into a “successful developmental state.” By contrast, Iran has neither
developed robust governance indicators nor established itself as a developmental
state.

Therefore, the negative coefficient obtained in the model does not imply the
irrelevance of institutional quality. Rather, it indicates that under conditions of
sanctions and political isolation, Iran’s foreign trade has been dominated by
external constraints and compounded by inefficiencies in domestic governance
structures.
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Purpose/Aims:

This study examines the impact of institutional quality on Iran’s foreign trade
using the World Bank’s Worldwide Governance Indicators (WGI). While
economic theory posits that strong institutions—such as the rule of law and
political stability—reduce transaction costs and facilitate trade, this research
identifies a contrasting outcome in the case of Iran. Although previous studies
emphasize the positive role of institutional quality in reducing policy uncertainty
and fostering economic growth, its specific effect on Iran’s foreign trade remains
insufficiently explored, particularly given the country’s marginal share in global
trade. This paper seeks to address this gap.

Methodology & Framework:

The analysis employs a gravity model estimated using the Poisson Pseudo-
Maximum Likelihood (PPML) technique for the period 1996-2020. This method
enables robust estimation of trade flows while appropriately accounting for zero
trade observations and heteroskedasticity.

Findings:

The results indicate a statistically significant and negative relationship between
Iran’s institutional quality and its foreign trade volume. This finding suggests that
improvements in institutional quality have been associated with a reduction in
Iran’s trade volume over the period under study. The estimated negative
coefficient represents a clear departure from conventional theoretical expectations
regarding the role of institutions in promoting trade.

Discussion:

This counterintuitive result can be attributed to Iran’s distinctive geopolitical and
economic context. International sanctions have compelled Iran to reorient its trade
toward partners that are less sensitive to institutional indicators. Consequently,
Iran’s trade with industrialized countries characterized by strong institutional
frameworks—such as Germany, Japan, and France—has declined, while trade
with countries such as China, the United Arab Emirates, and Turkey has
expanded.

The findings also underscore a notable contrast with China, which, despite
institutional shortcomings, has successfully adopted a “developmental state”
model and emerged as a major global trading power. Iran, by contrast, has neither
established a coherent developmental state nor effectively addressed persistent
governance weaknesses. These internal deficiencies, combined with external
sanctions, have constrained Iran’s foreign trade performance. Importantly, the
negative coefficient does not imply that institutional quality is unimportant;
rather, it indicates that its potential positive effects have been outweighed by
external constraints and domestic inefficiencies.

Conclusion & Implications:

The study underscores that enhancing Iran’s foreign trade performance and
achieving deeper integration into the global economy require both the easing of
international sanctions and comprehensive institutional reforms. Without
simultaneously addressing these interrelated internal and external challenges,
Iran’s foreign trade is likely to remain limited and structurally vulnerable.
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Table 1. Results from the Gravity Model Estimation

Variables Instexpi Control Government Political | Regulatory Rule of Voice and
(t-1) of Effectiveness | Stability Quality Law Accountabilit
Corrupti (t-1) (t-1) (t-1) (t-1) y
on (t-1) (t-1)
Institutional -0.024 -0.005 -0.003 -0.012 -0.024 -0.017 -0.032
Indexi (t_l) *kk *k * *hk *kk
(0.0048) | (0.1245) (0.5570) (0.0172) (0.1011) (0.0073) (0.0002)
LnDist ij -1.615 -1.629 -1.649 -1.620 -1.643 -1.630 -1.611
*kk K*kk *kk F*kk *hk *hk *kk
(0.0000) | (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
LnGDPj 0.860 0.870 0.883 0.863 0.880 0.870 0.856
*kk F*kk *kk *kk *hk *hk *kk
(0.0000) | (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
LnPopulat j 0.924 0.931 0.941 0.926 0.940 0.934 0.925
*kk K*kk *hk *kk *hk *hk *kk
(0.0000) | (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
Constant 9.869 9.462 9.279 9.564 9.324 9.622 9.727
*kk K*kk *kk *kk *hk *hk *kk
(0.0000) | (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
Observations 1589 1589 1589 1589 1589 1589 1589
R-squared 0.36 0.35 0.35 0.35 0.35 0.35 0.35

Sy w5k
P<0.01 seses
**p<0.05
*p<0.1
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Table 2. Share of Iran’s main import countries (percent)

2000 2010 2019 2021
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