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Institutions, credit markets and development in Sub-Saharan Africa
Abstract

This paper reviews the evidence on the impact of institutions and credit market on development outcomes. The
study uses panel data techniques and the data is from 1995 to 2013. The results shows that the better the institu-
tions, the higher the credit extension to the private sector and higher the level of economic development. This
applies also to credit market. If credit market functions well, development is bound to increase. This has impor-
tant implications for policy in Africa. Governments should aim to improve their institutions to increase the
economic development of their countries. Also, improvement in markets, especially, credit access will

increase development.
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Introduction

Development economics has increasingly recognized
the importance of institutions in economic behavior
(see Harriss et al., 1995, Poulton et al., 1998). This has
led to increased acknowledgement of the importance
of institutions in global thinking, an example being the
2001/02 World Development Report, entitled Institu-
tions for Markets (World Bank, 2002), arguably bring-
ing institutions into mainstream of development policy.
The importance of institutions and quality of credit
markets is central to Africa development (Fedderke et
al., 2001).

Institutions are generally defined as “constraints that
human beings impose on themselves” (North, 1990).
These institutions may be of legal structures, business
practices, property rights, explicit or implicit contracts
and systems of governance. Institutions prohibit, per-
mit or require specific type of action, that is political,
economic or social, which are important for reducing
transaction costs, for improving information flows and
for defining and enforcing property rights. Institutions
determine the framework in which factors of produc-
tion are used and developed. Institutions and institu-
tional mechanisms for development provide the “miss-
ing link” that can explain differences in growth rates
and development paths across developing and devel-
oped countries (Acemoglu, 2006). East Asia miracle
countries showed the importance of institutions in
economic development (Rahman, 2007).

1. Motivation

In the particular case of Africa, underdevelopment of
countries was generally attributed to failures in factor
endowments, particularly a lack of capital (both physi-
cal and human) and foreign exchange for the acquisi-
tion of intermediate goods and essential equipment
(Bardham, 2001). Over the last two decades, there has
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been a growing awareness that the way out of poverty
is often strewn with institutional obstacles, that go far
beyond simple failure in factor endowments and whose
resolution requires much more than just foreign aid
flows, or even increase of domestic savings. Easterly
(2002) finds that poor institutions of developing coun-
tries, especially African countries, are the main cause
of ineffectiveness of debt relief in these countries. Fol-
lowing the same idea, economic report in Africa
(2010) shows that one important driver of economic
growth and development in Africa is stable macroeco-
nomic and political environment and better economic
management, that is, good institutions. Credit markets
are central in economic development. Therefore, poli-
cymakers must understand the key institutional drivers
of economic growth and development in Africa. So,
this paper addresses two key questions: How do insti-
tutions contribute to development outcomes in Africa?
And how does credit market affect development out-
comes in Africa?

This paper reviews the evidence on the impact of insti-
tutions and credit market on development outcomes.
This objective is based on the fact that although a con-
sensus that institutions “matter” has now emerged, the
causality of the various links and channels of influence
between the institutional set-up and development out-
comes is not well understood for Sub-Saharan African
(SSA) countries. The paper is unique, as it looked at
the impact of quantity and quality of credit resources
on economic development through institutions.

2. Brief literature review

There is a distinction between the institutional envi-
ronment and institutional (or contractual) arrangements
(Davis and North, 1971). Aron (2000) finds that meas-
ures of development are significantly positively corre-
lated with: protection of property rights and enforce-
ment, civil liberties; political rights and democracy;
and institutions supporting cooperation, including trust,
religion, and the extent of social clubs and associa-
tions; and negatively with political instability. He also
shows that the promotion of social capital strengthe-
ning informal institutions may positively influence
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economic growth both directly and indirectly and
quality of institutions has a robust and significant
indirect relationship to economic growth via its
effects on the volume of investment.

Institutional arrangements are interpreted as a dis-
tinction between particular sets of rules and struc-
tures governing particular contracts. Institutional
environment consists of general property rights,
enforcement mechanisms, costs, expected human
behaviors, power relations, communications infra-
structure and information flows. A key point that
emerges from an examination of institutional an
economic development using these concepts is

that low income economies are characterized
by high transaction costs and risks, weak informa-
tion flows, and a weak institutional environment.
Actors with little in the way of financial and social
resources or political leverage face high costs in ac-
cessing information and in enforcing property rights.
These costs inhibit both market development and
access to existing credit markets, in turn, inhibiting
economic and technological development. Low levels
of economic activity can lead to thin markets, inade-
quate co-ordination, high transaction costs and risks,
and high unit costs for infrastructural development.
The result can easily be a “low level equilibrium trap”,
as shown in Figure 1.

I Inhibited economic &
technological development

|

Inhibited market
access &
development

ILow economic activity, thin
markets, high transaction
costs & risks, & high unit

costs

Weak institutional
——1 & infrastructural
environment

I

High cost information
access & property rights

Fig. 1. Institutions and the low level equilibrium trap

Source: from Dorward et al. (2003).

Knack and Keefer (1995) use two indices (from the
World Bank and International Country Risk Guide
(ICRG) and the Business Environmental Risk Intelli-
gence (BERI)) measuring institutional quality services
and investment and economic growth as dependent
variables and find that institutions that protect rights
are crucial to economic growth and to investment.
Campos and Nugent’s (1998) results emphasize a nex-
us between institutional development and per capita
income growth through human capital formation. Ro-
drik et al. (2002), using rating of institutional quality
with respect to enforcement of property rights and the
strength of the rule of law, show that institutional qual-
ity has a positive and significant effect on economic
integration. Gaviria et al. (2000) find strong support for
the idea that high levels of political constraints and
intermediate levels of political particularism are asso-
ciated with a quick recovery from economic shocks.

3. Methodology

This paper utilizes two methods: qualitative and eco-
nometric approach.

3.1. Qualitative approach. The qualitative involves
the use of graph, tables comparing the three variables
markets, institutions and development. This data is
mainly from secondary sources: World Bank and In-
ternational Country Risk Guide (ICRG). The qualita-
tive methodology involves analysis of trends of sec-
ondary data, focusing on 15 Sub- Saharan Africa
(SSA) countries which include Zimbabwe, Zambia,
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Swaziland, Botswana, South Africa, Cote d’Ivoire,
Mauritius, Ghana, Kenya and Namibia while the eco-
nometric analysis uses 10 SSA countries. Our analysis
is influenced by data availability.

3.2. Econometrics approach. The model looks at the
impact of institutions and credit markets on economic
development. Our measure of development is econom-
ic growth (gross domestic per capita) and investment
(gross fixed capital formation). We follow Sachs
(2003), Dollar and Kraay (2002) in using gross domes-
tic product per capita as a measure of development and
also Knack and Keefer (1995) in using investment as a
measure of development outcome. Institutions meas-
ured by indexes are represented by regulatory quality,
control of corruption and democratic accountability.
The same has been used in literature by Knack and
Keefer (1995), La Porta et al (1998), Bockstette,
Chanda and Putterman (2002), Rodrick Subramania
and Trebbi (2004). Market is measured by domestic
credit to the private sector as percentage of gross do-
mestic product. This measure is widely used in litera-
ture and it can proxy how easily is credit received from
the market (Ahmad and Malik, 2009).

This study uses data for 10 Sub-Saharan Africa coun-
tries over 18 years. It’s a panel with n= 10 countries
and t=15. Data are from 1995 to 2012.

The model is specified as

Vi = +x, pBte,, (1)



where y, is the dependent variable for country i at

time t. In this case, a proxy for development as justi-
fied above is GDP per capita (gdpper) and also in-
vestment is proxied by gross fixed capital formation

(gfcf_pvt). «; is constant term of country i. &, is the

error term. X, are explanatory variables which are

measures of institutions and market. We have three
measures of institutions (I) which are regulatory quali-
ty (rq), control of corruption (cc) and democratic ac-
countability (da). For definition of these variables see
Appendix 1. The market variable used is domestic
credit to the private sector as percentage of gross do-
mestic product (dc_pvt). The above equation can,
therefore, be represented by these defined variables as:

log(gdpper,) =, + B.1, + B, dc _pvt, +¢&,., (2)

invest, =a,; + B.1, + B,dc _pvt, +¢,, 3

1

where . is measure of institution which is

it
represented by three indexes, as advised in the preced-
ing paragraph. Equations one and two represent
growth and investment equation as measures of devel-
opment. Estimation is done in three different ways,
running regression with only two explanatory variables
- one institutional measure variable and market varia-
ble. The other specification is with all the three institu-
tional measures included and market variable to
represent explanatory variables. For robustness checks
we include gross fixed capital formation and inflation
to see whether results from equations 2 and 3 results
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above hold. Panel data methodology is employed.
Human capital development is included in GDP per
capita equation as an additional control variable.

4. Results and discussion of results: qualitative
approach

This section deals with the qualitative approach. It
relies on secondary data from World Bank and
International Country Risk Guide. The various
index of measuring insitutions are used to com-
pare them to GDP trends and investment. The
market variable, in this case, the domestic credit
to the private sector (% of GDP), and market in-
formation from esay of doing business report.
Under this section, the study reports some sam-
pled countries with their statistics. Most of these
are among the 10 countries that will be used in a
panel regression on insitution, market and devel-
opment. Results are as discussed below.

GDP per capita and Regulatory Quality. From Fig-
ure 2, it is clear that there is a positive relationship
between GDP per capita and regulatory quality. This is
evident from Zimbabwe, where the regulatory quality
was declining and GDP was declining also. Kenya’s
regulatory quality was increasing so was also the GDP
per capita. Cote d’Ivore shows this trend also. When
the regulatory quality was deteriorating, GDP per capi-
ta was also declining. This figure points to the impor-
tance of institutions to development which in this case
is measured by GDP per capita. This points that regu-
latory quality promotes economic activity, hence, in-
crease in GDP per capita.
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—e— Mauritius —#—Botswana south Africa

Fig. 2. GDP per capita and regulatory quality

Source: authors’ computation.

Relationship between GDP per capita and rule of
law. On the relationship between GDP per capita and
rule of law it is clear from the figure below that
countries with good rule of law quality are also
experiencing an increase in development. It is also an
index between 0 and I with 1 being good rule of law.
Botswana and Mauritius shows that the higher the rule

of law the higher the GDP per capita. Countries with
low GDP per capita shows that they lack rule of law.
South Africa also has higher GDP per capita and
higher rule of law index though it seems its in terms
of rule of law it closer to Ghana, Zimbabwe and Cote
d’Ivoire. Private business flourish where there is
rule of law.

171



Banks and Bank Systems, Volume 11, Issue 4, 2016
@® Mauritius

® Botswana
@® South Africa

g
g
g |
g

® Namibia

GDP per capita

® Egypt @® Morocco

® Swaziland

® Cot, 'ivo'i:;'ie. Nigeria

® Kenya
4 ® Ghadhgam Zimbawe

® Malawi

T T
4 .5 .6 7 .8
Rule of law

Fig. 3. Relationship between GDP per capita and rule of law for 2009

Source: authors’ computation.

Control of corruption and investment. There is also  depicted in 1998 and all the 2000s years. Ghana also
a positive relationship between investment and control shows this relationship vividly. Zimbabwe though the
of corruption. From the figure below, Cote d’Ivoire later years seems to lack data it also depicts this
shows that there is a sharp positive relationship positive trend. Corruption poses a cost to business
between control of corruption and investment. This is  operation and, hence, retards development.
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Fig. 4. Control of corruption and investment (gross fixed capital formation-private)
Source: authors’ computation.
This trend is also shown for the high performing econ- between 2001 through to 2004 is also reflected in de-

omies in our sample, Botswana, Mauritius and South cline in investment. This trend points to the importance
Africa. Surge in control of corruption in South Africa  of institutions in shaping economic development path.
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Fig. 5. Control of corruption and investment (gross fixed capital formation-private)
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Source: authors’ computation.

Human Development Index (HDI) and Voice
and Accountabilty (VA). There is a clear
relationship between HDI, our measure of
development, and Voice and Accountability.
Voice and Accountabilty captures perceptions of
the extent to which a country’s citizens are able to
participate in selecting their government, as well
as freedom of expression, freedom of association

Banks and Bank Systems, Volume 11, Issue 4, 2016

and a free media (Kraay and Mastruzzi, 2010).
Cote d’Ivore has low Voice and Accountabilty
and also low Human Development Index. This
shows that VA plays a central role in human
development which is composite measure
involving health, education and GDP. If the
government is autocratic, it will not care about
development issues.

® Mauritius

® Botswana
@® South Africa

@. é © Tunisia ® Namibia
é a © Fovpt @® Morocco
@® Swacziland
g-
® Cote d'lvoire ® Nigeria onva
® Zimbabwe ® Ghana ® Zan®ikeny
® Malawi
o
T T : :
.2 8

Fig. 6. HDI and voice

Source: authors’ computation.

Political troubles and GDP per capita. Political
troubles disturb the workings of the market and pri-
vate business activities. It scares away investors and,
hence, contributes to decline in GDP. It is clear from
Figure 7 below that those countries that have/is ex-

@® Mauritius

® Botswana
® South Africa

1

® Tunisi
® Namibia unisia

1

APpa cota

1000 2000 300 400 50

® Egypt

® Swaziland

® Ghana® Zambi® Kenya
® Malawi

.4 .6
Democratic accountability

and accountabilty

periencing political troubles also face a low GDP
per capita. Zimbabwe is the case in point. It has
highest political trouble index and has a low GDP
per capita. Mauritius and Botswana have zero politi-
cal troubles and also higher GDP per capita.

@® Morocco

@® Cote d'lvoire ® Nigeria

® Zimbabwe

T

Fig. 7. Political troubles

Source: authors’ computation.

GDP per capita and domestic credit to private
Sector. Domestic credit to the private sector as
percentage of GDP is our measure of market.
Countries which have high domestic credit given

.5
politcal troubles

and GDP per capita

to the private sector has also higher GDP per
capita. South Africa, Mauritius and Namibia
demonstrate this clearly. Cote d’Ivoire, Ghana and
Zambia show that the lower the credit to private
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sector the lower is the GDP per capita. It shows
that the market mechanism affect development
path of any economy. Botswana seems not to be
confirming this trend, meaning that domestic

- @® Botswana

® Namibia

CDOP per cxaita

® Egypt
@® Swaziland

o 2SSt dWemPligeria
® Malawi

:
:
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credit is not what is driving developmnet in that
economy, which might points to the resource
endowment of diamond as the driver of
development in that economy.

® Mauritius

@® South Africa

@® Morocco
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domestic credit to the private sector( % of GDP)

T T

Fig. 8. GDP per capita and domestic credit to private sector

Source: authors’ computation.

This is also confirmed for investment for South
Africa, Mauritius, Namibia. Zambia seems to have
higher investment despite low domestic credit.
This is stark indication that investment in Zambia
is resource seeking for copper and is not
influenced by what is happening in the domestic

economy. Cote d’Ivoire, Ghana and Swaziland
show the positive relationship. This supports the
results found above that the HDI in Zambia
is low, because investment is not domestic driven,
but rather might be foreign driven in pursuit
of resources.
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Fig. 9. Investment and domestic credit to private sector

Source: authors’ computation.

Time (days) required to start a busi-
ness and Investment. Figure 10 below shows
that the number of days it takes to start a busi-
ness affect investment one of the development
variable. The time required to start a business
is a measure of market system and also insti-
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tution. It is clear that decline in number
of days are associated with increase in invest-
ment. This relationship is clear for Kenya,
South Africa and Mauritius in 2008. The lesser
the number of days for starting business the high-
er the investment flows into the country.
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Time (Days) required to start a business and investment

[\®]
80 =2 =,
60 - o9 += =) =
] & S W )
40 - =) S * = S
20 - g = E_=®
O 4
2 5 2 5 2 5 2 5
<) g <) g ) g ) g
= E = E = E = E
= = = =
KENYA Cote d'lvoire SA Mauritius
m2004 ®2005 =2007 =2008

Fig. 10. Time required start a business and investment

Source: authors’ computation.
5. Empirical estimation

5.1. Descriptive statistics. The estimated model
shows the relationship between the market, institu-
tions and development. The descriptive statistics is as
shown in Appendix 2. It shows the minimum and
maximum values of our variables. For example, it
shows that the mean for lgdpper (logged gross do-
mestic product) is 6.9, while the minimum value is
5.45 and maximum is 8.52. Also depicted on the table
of 10 African countries selected no country has, the
highest institutional index of 1. The highest is on
regulatory quality which is 0.95. This shows that the
countries still need to thrive to improve their institu-
tional indexes.Equations estimated.

log( gdpper ,)=a,+ p,rq, + B,dc _pvt, +¢&,,
log( gdpper ,) = a, + B,cc, + B,dc _ pvt, +

log( gdpper ,) = a, + B,da, + [f,dc _ pvt, +

The 3 equations were estimated separately and the
results are summarized in the table 2. We estimate 8
equations, starting with regressing each institutional
variable alone, thereafter adding domestic credit to the
private sector. As can be seen below, all the variables
are significant meaning they affect economic growth.
It shows that average effect of regulatory quality over
gross domestic product per capita is 33 % when regu-
latory quality changes across time and between coun-
tries by one unit holding all other variables constant.
Control of corruption is significant at 10%, as shown
by results in Appendix 2 (legend given below does not
show 10% level). Also, democratic accountability
positively affects gross domestic product per capita.
When DA is increasing by one, GDP per capita in-
creases by 41%( for equation that include domestic
credit and 48% without credit ). Our market variable is
also significant across the three regressions and has the
expected positive sign. The higher the domestic credit
to the private sector, the higher the gross domestic
product per capita for these selected SSA countries.

This study estimated three models in three different
ways for robustness checks. Firstly, each variable
proxy of institution was regressed with market
measure variable as determinants of development. It
has been found out that all the variables are signifi-
cant and have correct sign. GDP is affected positive-
ly by domestic credit and institutions.

5.2. Results using one institutional variable at a
time. We estimate panel equation with one institu-
tional variable and market variable measure. The
results below show three different equations run for
gdp per capita (Igdper) with definition of variable as
given above:

(Model 1)
Eys (Model 2)
g, . (Model 3)

Table 2. Growth and institutional quality

Variable 1 2 3 4 5 6 7 8

Regulatory

: 0.44*
quality

0.33"*

Domestic
credit to
private sector

0.004** 0.006™* 005" 0.005"*

Corruption 0.15| 0.14

Democratic

accountability 0.48"*10.41

0.11%+
6.9%+*

Institutions 0.09***

Constant 6.7 | 6.6™ |6.8™*| 6.7** | 6.6 | 6.5™"

Legend: * p<0.05; ** p<0.01; *** p<0.001

The same results have also been confirmed using
investment as a measure of development. All
the institutional variables are significant and have
the expected positive sign. Model 1 to Model 4
is just like the gross domestic per capita equations
above expect that dependent variable is now in-
vestment (gdcf_pvt).
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When we combine all institutions using principal com-
ponent analysis, the variable institutions is significant
and shows that when it increases by one unit, GDP will
increase by 19%.

Table 3. Investment and institutional quality

Variable 1 2 3 4
Regulatory quality 0.32
corruption 0.62*
Democratic accountability 1.2%*
Institutions 0.19***
Constans 220 | 227 | AT | 2.4

Legend: *p<0.05; ** p<0.01; *** p<0.001

5.3. Using all the three measures of institution in
one regression.

Growth equation:
Equation estimated is log(gdpper)=c, + frg, +
+ p,cc, + Pida, + fide _ pvt, + &, -

Table 4. Growth and institutional quality

Variable Coefficient P-value

Regulatory quality 0.29 0.00
Domestic credit to private 0.04 0.00
sector

Corruption 0.82 0.21
Democratic accountability 0.18 0.01
Investment 0.008 0.00
Constant 6.38 0.00

Legend: * p<0.05; ** p<0.01; *** p<0.001

From the results, it is shown that all the institutional
variables and market variable are significant and have
the expected positive sign. For example, the average
effect of democratic accountability over gross domes-
tic product per capita is 18% when regulatory quality
changes across time and between countries. This sup-
port the results found above. The same results have
been found for investment. However, regulatory quali-
ty is not significant for investment equation, but has
the expected positive sign.

Investment equation

log(gfef _ pvt,) =a; + Brq, + By, + Pida, +
+ B,dc _pvt, +¢,.

Table 5. Investment and institutional quality

Variable Coefficient P-value
Regulatory quality 0.25 0.305
Corruption 0.05 0.058
Democratic accountability 0.97 0.009
Constant 1.48 0.000
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5.4. Robust checks. Robust checks have been done
for gross domestic product per capita equation. The
robust checks involve adding more variables on
growth equation and assess whether the results found
above still holds. All other institutional variables are
significant and positive, as found above. However,
control of corruption is no longer significant. Gross
fixed capital formation (investment) has the expected
impact on growth and is positive. If investment in-
crease by 1, GDP per capita increase by 0,9%. Infla-
tion, as expected, has a negative sign on gross domes-
tic product per capita. Model 1 just adds investment
on growth equation and Model 2 adds inflation and
maintain investment. The results indicate that institu-
tions are crucial for the development of Southern
Africa countries. Also, the market variable measure
on economic development is robust in all cases. It
remains significant and positive in all the cases pre-
sented, thus, so far.

Growth  equation
log(gdpper;) = a; +
+ pB,rq, + B,cc, + Pida, + B,dc _ pvt, +
+ psgfcf _ pvt, +¢,-

Growth equation with investment and inflation is:
log( gdpper ) = a; + pirq, + pycc,, + fyda, +
+ fydc _ pvt, + Bsgfef _ pvt, +inf, + &, -

Table 6. Robust checks with inclusion of investment
and inflation

with investment is:

Variable 1 2

Regulatory quality 0.23** 0.28***
Democratic accountability 0.19* 0.17
Corruption 0.022 0.08
Investment 0.007* 0.009**
Domestic credit to private sector 0.004** 0.005***
Inflation -0.0003***
Constant 6.47+ 6.40%*

Legend: * p<0.05; ** p<0.01; *** p<0.001

Conclusion

The study shows the link between market, institution
and development for 10 Sub-Saharan Africa coun-
tries. It has been established that institutions affect
development positively. The better the institutions the
country has, the higher the level of development. This
applies also to credit market. If credit market func-
tions well, development is bound to increase. This has
important implication for policy in Africa. Govern-
ments should foster to improve their institutions for
them to increase development of their economies.
Also, improvement in market, especially, credit
access, will increase development.
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Appendix 1
Definition of variables

The variables are defined as follows. Regulatory quality (rq) tries to measures the perceptions of the ability of the
government to formulate and implement sound policies and regulations that permit and promote private sector
development. It ranges from 0 being the lowest to 1 being the highest. Countries with high regulatory quality
index are Botswana and South Africa in our sample, but it’s not 1 with countries outside our sample like Finland
scoring 1.

The other institutional variable used is control of corruption (cc) this tries to capture perceptions of the extent to
which public power is exercised for private gain. This also varies from 0 to 1, with 1 being the highest indicating
zero corruption. The last measure of institutions used is democratic accountability (DA). This tries to capture the
perceptions of the extent to which citizens are able to participate in selecting their government. All these three
measures can also be grouped as measure of governance which have been defined as “the traditions and institu-
tions by which authority in a country is exercised” (Kraay and Mostruzzi, 2010).

For development, as pointed above, we used gross domestic product per capita and gross fixed capital formation.
On the measure of market, the adopted proxy is domestic credit to the private sector as % of GDP. Domestic
credit to private sector refers to financial resources provided to the private sector, such as through loans, purchas-
es of non-equity securities, and trade credits and other accounts receivable, that establish a claim for repayment
(World Bank, 2011). This has been used to capture whether the market provide credit to the private sector and
deduce that the higher the credit might mean the market is not populated by networks that circumvent the opera-
tion of the market.

Appendix 2
Table 1. Descriptive statistics

Variable Observation Mean Std. Dev. Min Max
Regulatory quality 151 0.54 0.23 0 0.97
Democratic accountability 150 0.61 0.21 0.17 0.92
Corruption 151 0.40 0.18 0 0.83
Gross domestic product per capita 174 1749.4 1572.3 234 7027
Gross fixed capital formation 150 12.18 5.68 0.2 284
Inflation 170 167.77 1872.78 8 24411
Domestic credit to private sector 147 38.00 37.56 5.07 161.98
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