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Abstract

We re-examine the law—finance theory relying on 33 countries in sub-Saharan Africa over the
period 2004-2011. Our evidence suggests that legal origin significantly explains cross-country
differences in financial development and economic volatility. More importantly, relative to civil
law, English common law countries and those in Southern Africa have higher financial sector
development both in terms of financial activity and banking efficiency on the back of lower vola-
tility. While private credit bureau positively (negatively) affects financial development (economic
volatility) with economically large impact for English legal legacy countries, the latter effect is
contingent on the form of legal origin suggesting that, the establishment of information sharing
offices per se may be insufficient in taming growth vagaries.
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1. INTRODUCTION

Indeed, the current literature on finance-law nexus has left much space for engagement in
at least three areas: (i) re-positioning the debate where the issue of financial development
and banking system efficiency is lower; (7Z) examining the role of legal origin in influencing
information sharing for both financial system activity and the fundamental role of financial
institutions to transform mobilised deposits into credit for economic agents; and (77)
examining the moderation role of legal origin in information asymmetry-economic volatil-
ity nexus. Our study makes significant contributions to existing literature in several ways.
First, given the evolving legal systems in the sub-region on the back of narrow financial
markets, shocks and volatility, we engage the literature by empirically re-examining the
law—finance theory and the fundamental role of information sharing in financial develop-
ment measured in terms of financial activity and efficiency. Second, we also examine how
legal origin interacts with information asymmetry in explaining cross-country differences
in economic volatility in sub-Saharan Africa (SSA). This study therefore presents a case for
the imperative of introducing the previously missing links into the law—finance literature.
A growing body of literature highlights financial development as a key factor in pro-
moting economic growth (Levine, 1997; Beck ez al., 2000; Hassan ez a/., 2011; Ibrahim
and Alagidede, 2016) and reducing economic volatility (Denizer ez al., 2000; Ibrahim
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and Alagidede, 2017). Recent studies identify legal origin as important factor influencing
cross-country differences in financial development and growth (La Porta ez al., 1998;
Levine, 1998; Beck ez al., 2003). More importantly, the law—finance theory suggests that
common law countries have better prospects for financial development than civil law
countries. The reasons are that common laws are more likely to protect the private prop-
erty rights relative to the State, and they tend to be dynamic to changing country land-
scape (La Porta ez al., 1998; Beck and Levine, 2003).

There is literature proffering that limited access to finance has been on account of
higher information asymmetry (Triki and Gajigo, 2014; Asongu et al., 2015). Conse-
quently, the desire to increase financial access and financial development has led to the
establishment of information sharing offices notably the private credit bureaus (PCBs)
across SSA countries with the intent of reducing information asymmetry between bor-
rowers and lenders in the financial markets. Indeed, some authors (Batuo and Kupukile,
2010; Allen ez al., 2011) have argued that the establishment of information sharing offi-
ces is based on the premise that, the limited access to finance (and financial development
more generally) by prospective borrowers is constrained by such factors (namely eligibil-
ity of bank lending, physical access and affordability) that can be explained by informa-
tion asymmetry.

Theoretically, information sharing offices are expected to serve as agents of financial
intermediation by narrowing information gap between borrowers and lenders. According
to Jappelli and Pagano (2002), by reducing information asymmetry, these information
sharing bureaus are able to increase competition and reduce bottlenecks in access to
finance thus aiding in efficient capital allocation. However, recent literature on informa-
tion asymmetry (see Asongu ¢t al., 2015) has doubted the ability of these information
sharing offices to inspire competition in the financial sector for increased financial access.

For most part, studies on information asymmetry and financial development (Iva-
shina, 2009; Houston ez a/., 2010; Tanjung ez al., 2010) have failed to (7) engage the cru-
cial role of law in financial development in the light of evolving legal systems in SSA and
(ii) incorporate the concept of finance given the role of banking institutions in trans-
forming mobilised deposits into credit for productive investment. On the other hand,
the law—finance theory literature in Africa (see for instance Asongu, 2011) has been situ-
ated around its implications for economic growth and welfare without examining how
legal origin explains cross-country differences in economic volatility. More tellingly, how
effective law shapes and/or limits information sharing in growth volatility remains an
unexplored area of research in SSA. We therefore bridge these research gaps relying on
data for 33 SSA countries spanning 2004—2011.

Our evidence suggests that legal origin significantly explains cross-country differences
in financial development and economic volatility. More importantly, English common
law countries have higher financial sector development both in terms of activity and effi-
ciency accompanied by low growth volatility. Not only is the relationship between the
interaction term of legal origin and PCB on volatility negative and statistically significant,
it is economically large for the English legal legacy countries. However, juxtaposing the
impact of PCB on volatility on one hand and that of transmission channel on the other
suggests that, the establishment of information sharing offices per se may be insufficient
in taming growth vagaries. We argue that it is the effectiveness of law that is exceedingly
relevant in faltering economic volatility. Thus, relative to countries with lax legal systems,
those that enforce contracts effectively, protects private property and lender rights have
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better information sharing and reduced information asymmetry which are essendal in
smoothening fluctuations.

The next section of the paper draws the linkages among legal origin, financial sector
development and information asymmetry. Section 3 outlines the data and empirical strat-
egy while Section 4 presents the findings. We highlight the policy implications and rec-
ommendations in Section 5 and Section 6 concludes the study.

2. LEGAL ORIGIN, FINANCIAL SECTOR DEVELOPMENT AND INFORMATION
ASYMMETRY: DRAWING THE LINKAGES

According to Beck and Levine (2003), legal origins have been argued to influence finan-
cial development through (7) the political and (77) adaptability channels. The former is
built on two tenets: first, legal legacy varies regarding its emphasis on protecting the
rights of private investors compared with that of the State. Second, private property
rights protection forms the bedrock of financial development. Thus, primitively, differen-
ces in legal traditions may predicate prior variations in the level of financial development
(La Porta et al., 1998). Hence, the extent to which legal origin enhances or hampers the
financial sector depends on whether it supports the right of private property relative to
the State or vice versa. Where the prevailing legal framework supports the State, then pri-
vate property rights tend to suffer and the reverse also holds. Arguably, relative to the
common laws, the political mechanism contends that civil laws are more inclined to pro-
tecting the rights of the State as opposed to property rights which has consequential dire
implications for financial development (Beck and Levine, 2003). La Porta ez al. (2003)
note that States are more likely to intervene in the judicial system by slowing judges’ rul-
ings, offering courts’ jurisdiction over cases involving the government or allowing judicial
review of the laws governing the country which may lower its powers. La Porta et al.
(1999) therefore likens civil legal origin to those desirous of building institutions to fur-
ther confer powers to the State. In this case, a more powerful State is progressively
inclined to misappropriate society’s resources to its favour which is detrimental to com-
petitive financial market systems. Moreover, a relatively powerful State is more likely to
interfere in the operations of the financial sector by directing the flow of financial resour-
ces to cronies and ultimately increasing non-performing loans of the financial institu-
tions. The law and finance theory therefore suggests that civil law countries have feeble
private property rights protection and a lower financial sector development relative to
other legal legacies.

Conversely, the common law has historically been projected to uphold the rights of
private property owners against the State. In fact, Rajan and Zingales (2003) argue that
compared to civil law countries, governments in common law countries were ineffective
in expanding the role of the government at the expense of financial sector development
during the interwar period 1919-1939 largely on account of the stronger role of the
judiciary. Thus, the law and finance theory contends that the English common law sup-
ports financial sector development to a larger extent compared to civil law systems where
powers of the State are weakly checked.

Similarly, the second channel — adaptability mechanism — linking legal origin with
financial development is also constructed around two areas: First, legal systems vary in
their ability to adjust to changing landscapes. Second, if a country’s legal system slug-
gishly adapts to changing circumstances, then large gaps will exist between the economy’s
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financial needs and the ability of the legal system to support those needs (Beck and
Levine, 2003). The adaptability channel therefore predicts that English common law
countries have higher proclivity of instituting well developed and functional financial sec-
tor than civil law countries. More importantly, the adaptability mechanism affirms that
common laws are intrinsically dynamic and responds to the changing needs of countries
thus constantly narrowing agents’ demands and provisions of the law.

Indeed, the balkanisation and subsequent colonisation of Africa by Europeans resulted
in the transplant of their legal doctrines into the host countries. Beyond classifying coun-
tries into various colonies (such as the British, French, Portuguese or Belgian), Berkowitz
et al. (2002) stress that the transplant process also established legal systems in colonised
countries consistent with the colonial legacy. La Porta ez al’s (1997, 1999) study find
that countries that adopts the French civil law have the lowest levels of financial develop-
ment." Beck et al. (2003) empirically examine the political and adaptability channels —
respectively proxied by Supreme Court power and case law — in accounting for interna-
tional differences in stock market, financial intermediary and private property rights
development. As espoused by the political channel, it is expected that less State control
of the judiciary will result in higher financial development thus hypothesising a positive
coefficient of the political channel proxy. However, the authors find support for the
adaptability channel but not the political channel as the case law is positively associated
with stronger private property rights protection, higher stock market and bank
development.

Beyond the political and adaptability channels, legal frameworks must also be capable
of propelling agents to disclose full information on their qualities for the usage of other
interested parties. In other words, well-functional legal systems ought to be able to ensure
“perfect information” in the financial sector by propelling the disclosure of all relevant
information to information sharing offices to allow for efficient financial intermediation.

Tchamyou and Asongu (2016:3) define these information sharing offices also known
as “credit reference agencies” “as institutions that collect information on an individual or
commercial borrowers’ obligations from multiple sources, namely: retails lenders, credit
card companies and banks (for individuals) and supplies, direct investigation and public
sources (for businesses).” Information gathered here is used to write a report on credit
history and used by prospective lenders.

Diamond and Dybvig’s (1983) theoretical work posits that the key intent of financial
intermediaries is to decrease cost of transaction and information owing to information
asymmetry between borrowers and lenders. Other studies have highlighted the impor-
tance of reducing information asymmetry for increased financial intermediation largely
through diversification with financial intermediaries (Diamond, 1984) and communica-
tion by banks to investors on potential borrowers (Leland and Pyle, 1977). Thus, the
establishment of PCB is a genuine channel of increasing (decreasing) information sharing
(information asymmetry) to boost (dampen) financial development (growth volatility).

The substantial empirical literature on information asymmetry-finance nexus have
been on assessing how reduced information asymmetry propels financial access (Brown

' Levine (1998, 1999) and Levine et al. (2000) also find that legal origin importantly explains
cross-country differences in the development of bank and stock markets and that the level of
finance accounts for the international differences in long run growth.
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et al., 2009; Triki and Gajigo, 2014); reduces default rates (Jappelli and Pagano, 2002);
mitigates cost of credit (Brown ez al., 2009); influences syndicated bank loans (Ivashina,
2009) and affects corruption in lending (Barth ez a/., 2009). More recently, Asongu ez al.
(2015) have examined the information sharing threshold for financial development in
Africa. Evidence from their study shows that, while PCB negatively affects banking sys-
tem efficiency, the impact of public credit registry is insignificant. On the information
sharing-private credit nexus, the authors have established that both public credit registry
and PCB are associated with reduced financial activity with the PCB having a huge
magnitude.

Indeed, the rising establishment of PCBs in Africa (see Mylenko, 2008) is unsurpris-
ing given their key role in financial development as they remove information bottlenecks
restricting lenders from investigating and accessing risk registry of borrowers. With this,
they play a very critical role in addressing adverse selection from the part of lenders and
alleviate moral hazard by addressing the unappealing financial behaviour of borrowers.
Ultimately, the financial sector is able to shape and monitor investment choices of agents
both in terms of the nature of projects that get funded and their overall contribution to
economic growth. Following from the political and adaptability routes, we can presup-
pose that the extent to which agents disclose information to information sharing bureaus
crucially depends on the form of legal origin and this should be higher among British
common law countries relative to the French civil law.

Arguably, none of these studies has examined the connection between legal institu-
tions, availability and precision of information on borrower, the efficiency of banks, qual-
ity of financial development and growth voladlity. Given the role of financial
intermediaries, when information on borrower quality is symmetric, default rate is mini-
mised as financial intermediaries effectively monitor resources provided to the financial
sector hence dampening growth voladility. Indeed, lenders are often left with issues of
adverse selection on account of their lack of information on borrower quality particularly
on risks associated with investment needing the borrower to mobilise financial resources.
This concern is even more pronounced when lenders are intrinsically unable to control
the direction of borrowers in post-credit grant. Given this understanding, a borrower
may conceal returns from an underlying investment in order to reduce the possibility of
default or amount of repayment at agreed times. This behaviour of borrower is para-
mount and evident in countries with weak information sharing and legal systems leading
to sub-optimal resource allocation, financing of unproductive projects thus exacerbating
growth volatility.

Conceivably, countries in SSA are prone to economic volatility due to their
nature and financial sector underdevelopment (Ibrahim and Alagidede, 2017). For
this reason, financial sector development, premised on effective legal systems, is
viewed as essential factor influencing both the level of finance and volatility. Indeed,
our focus on the market-supporting institutions including law, information sharing
office and financial systems, in explaining long run economic volatility has been
identified as important factors for SSA, a clear niche for the sub-region that has
become a major puzzle necessitating research efforts to shed light on both its growth
vagaries and legal trajectory; and uncover any potential lessons for other developing
economies.

Admittedly, very scanty literature pertains to SSA and those existing ones do not par-
ticularly show how the evolving legal origins in the sub-region play out in information
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asymmetry-volatility nexus apart from their interaction with finance. We address this gap
in the literature by first discussing our methodology in the next section.

3. DATA AND METHODOLOGY

3.1 Data

Annual data for the study is sourced from 33 SSA countries comprising 13 English com-
mon law origins. The civil law countries consist of 14 French, 4 Portuguese and 2 Bel-
gian. Our sample covers the period 2004-2011. Details of the countries are in Appendix
A. The choice of these countries is exclusively based on data availability. For instance,
data on information sharing bureaus is only available from 2004 to 2011. The funda-
mental object of increasing (decreasing) information sharing (asymmetry) is to improve
financial intermediation efficiency, lower default rate which has the potential of improv-
ing returns on investment and growth. Following Triki and Gajigo (2014), we measure
information sharing/asymmetry with the PCBs. Our choice for this proxy is guided
around five indicators: access, data sources, ownership, coverage and purpose. Access to
PCBs is opened to all lenders and not restricted to only information providers. Data on
PCBs are extensive and largely obtained from the public credit registry, courts and tax
authorities. On the ownership, beyond central banks and government, ownership of
PCBs encapsulates lenders, independent third parties and lender group. In terms of cov-
erage, apart from the large corporations, PCBs also focus on small and medium scale
entrepreneurs often with richer data set. Finally, in terms of purpose, the PCBs are estab-
lished on account of the increasing demand for and need of information on borrowers in
the financial sector. Therefore, data on the PCBs provide crucial information of borrower
quality and is therefore used to proxy the level of information sharing or asymmetry in
the domestic financial markets. We use credit to the private sector as percentage of GDP
to proxy the quality of financial development. This measure, which accounts for credit
advanced to the private sector thus propelling the utilisation and allocation of funds to
more efficient and productive activities has been extensively used in the finance literature
(King and Levine, 1993; Levine ez al., 2000; Arcand ez al., 2012). While this proxy’s
financial access, as robustness checks, we used the banking system credit on “banking sys-
tem deposits” to measure the efficiency of the banking system in financial development.
The legal origin variables are the English common law, French, Portuguese and Belgian
civil laws. Data on GDP growth rates are used to construct growth fluctuations using the
generalised autoregressive conditional heteroskedasticity (GARCH) developed by Boller-
slev (1986).> Real and monetary shocks proxied by terms of trade and inflation shocks,
respectively, are similarly constructed using the GARCH (1, 1) process. The inflation
variable is the annual percentage change in the consumer price index while terms of trade
is the net barter terms of trade computed as the ratio of export to import price. While
data on the legal origin are taken from La Porta ez a/. (2008) and Asongu (2011), data
on PCB are sourced from African Development Bank. Data on all the remaining varia-
bles are taken from the World Development Indicators of the World Bank. Table 1
presents the summary statistics of the variables.

* This approach was also used by Alagidede and Ibrahim (2017) in modelling exchange rate
volatility.
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Table 1. Summary statistics (2004—2011)

Stand.  Coefficient of

Variables Mean dev variation Minimum Maximum Skewness Kurtosis Observations
Growth volatility 13.75 10.88 0.79 7.96 26.01 1.20 1.83 256
English 0.40 0.50 1.22 0.00 1.00 0.48 —-1.73 256
French 0.42 0.49 1.04 0.00 1.00 0.32 —1.81 256
Portuguese 0.12 0.33 2.75 0.00 1.00 1.67 2.00 256
Belgian 0.06 0.21 3.50 0.00 1.00 0.42 1.07 256
Private credit 22.02 18.35 0.83 0.41 128.43 1.95 7.01 251
Bank credit 43.49  25.11 0.58 15.30 98.21 2.33 9.75 244
Public credit bureau (PCB) 398 12.87 3.23 0.00 64.80 1.02 4.77 256
Terms of trade shock 1.93 0.22 0.11 0.31 3.01 —0.42 10.32 256
Inflation shock 3.96 0.95 0.24 1.33 6.70 —1.21 118.13 242
Trade openness 74.11 72.63 0.98 14.55 255.00 0.98 3.12 251

Preliminary findings reveal that out of the sampled 33 countries, majority (42%)
align with the French civil law relative to 40% of the English common law. While
12% are of the Portuguese legal origin where legal issues are adjudicated leveraging
from the Portuguese civil laws, only 6% are Belgian legal origin which is aligned to
the civil law. All variables are average over the sample period and suggest that private
credit-to-GDP is 22% relative to the bank credit of 43.49%. To allow for inter-
series comparison of variability, we compute the coefficient of variation (CV) as the
ratio of standard deviation to mean. Values from the CV show a higher volatility of
private credit proportional to bank credit. These taken together may imply higher
banking system efficiency relative to the financial system activity. The mean trade
openness is 74.11% and has a reasonably large variability. Interestingly, all the series
are positively skewed except our shock variables (inflation and terms of trade) which
are skewed to the left. We report the correlation coefficients in Appendix B which
reveals the level of association between the variables.

3.2 Empirical Strategy

The objective of this paper is to examine whether legal origins explain cross-country dif-
ferences in finance and volatility and how legal legacy interacts with information sharing
in economic fluctuations in SSA. Indeed, estimating such relationships using ordinary
least square pose endogeneity problems rending the estimates biased and inconsistent.
For instance, existence of robust legal environment shapes information sharing thus
determining the quality of financial development and its impact on growth voladlity.
This is in synch with the law—finance literature.

It is imperative to note that, two main problems may occur in assessing the impact of
financial development on growth volatility: endogeneity bias and reverse causality. Thus
a more general antidote to the endogeneity is the use of instrumental variables where the
current paper adopts the two-stage least squares (2SLS) with heteroskedasticity-consistent
standard errors. This approach which is also used by Beck ez al. (2003) relies on the iden-
tification of structural system of equations with instruments that are weakly correlated
with the endogenous regressor.

Given the overarching aim of this study, we address the issues of whether the exoge-
nous legal origins explain financial development and the propensity of the exogenous
components of finance to account for cross-country differences in growth volatility
besides the financial development. We examine this by specifying our first stage regres-
sion as:
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Finance;; =, [English;|+ 7, [French;|+ ;[ Portuguese;| + 4 [ Blocs;| + 0X;, + vy, (1)
In the second stage, we estimate the following regression:
Volatility;, = p, Finance;, + @[Inter;,| + 0X;, +u; (2)

In both regressions, Blocs is a set of the regional blocs while X denotes a vector of the
exogenous variables that are included in the second stage regression. We include an inter-
action term, Inter, of legal origin and PCB to account for the indirect influence of law
on volatility through information sharing. The error terms in the first and second stage
regressions are v and u, respectively.

Following Levine at al. (2000) and Beck ez al. (2003), we use the three legal origins
(English, French and Portuguese) dummies as instruments.” Once determined, legal ori-
gins stay the same by their nature and may be uncorrelated with growth volatility beyond
their relationship with financial development and information sharing. La Porta ez al.
(1998) show that legal origin crucially shapes national approaches to laws concerning bor-
rowers and lenders and the efficiency with which those laws are broadly applied. Indeed,
beyond effective enforcement, since finance is based on contracts, legal origins that produce
laws that protect the rights of external investors and lenders will perform a correspondingly
better job at increasing (reducing) information sharing (asymmetry). By recognising that
concealing vital information with regard to borrower traits and creditworthiness is punish-
able by law, borrowers reveal their “true” qualities to lenders. With this, legal origin pro-
motes financial development in its allocation of efficient resources. By considering legal
origins as not affected by the growth volatility, it satisfies only one of the two requirements
for a set of instruments to be regarded as valid. The second requirement is the correlation
between the set of instruments and the endogenous regressor. We empirically assess
whether our choice of instruments satisfies the exogeneity requirement by conducting the
Sargan over-identifying restrictions (OIR) test.* Relative to the number of the endogenous
explaining variables and an attempt to mitigate the constraints of the OIR test, we include
three additional dummies principally used as instruments. Our additional instruments are
the regional blocs comprising Western Africa, Southern Africa, and Eastern Africa where
Central African countries are used as the base group.

4. FINDINGS AND DISCUSSIONS

We examine the importance of legal origin in explaining cross-country differences in
growth volatility. In other words, we assess the ability of legal origins to explain the
cross-country variations in information sharing and financial development, and the pro-
pensity of the exogenous components of finance and information sharing channels to
account for the differences in countries’ growth volatility. In Table 2, our joint signifi-
cance test with the Fisher test reveals that legal origins jointly and significantly influence

> The Belgian legal origin serves as reference.

4 1eis imperative to note that the Sargan over-identifying restrictions (OIR) test for instrument
validity is feasible only in case of over-identification (where the instruments must be higher than
the endogenous explaining variables by at least one degree of freedom).
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Table 2. Legal origins, financial development and information asymmetry

First stage regressions

Financial system activity Banking system efficiency
(Private credit-to-GDP) (Bank credit on bank deposits)
Variables 1 2 3 4
Legal origin:
English 0.371** 0.402*** 0.391** 0.442**
(2.902) (3.101) (2.757) (2.751)
French 0.194*** 0.200%** 0.291%** 0.296***
(3.812) (2.915) (3.713) (3.812)
Portuguese 0.228** 0.293*** 0.301*** 0.321**
(2.011) (3.152) (3.910) (2.750)
Regional blocs:
Western Africa 0.201** 0.228*** 0.232%** 0.259**
(2.370) (3.072) (4.094) (2.610)
Southern Africa 0.337** 0.3500** 0.341%** 0.372**
(4.901) (2.011) (3.523) (2.341)
Eastern Africa 0.177* 0.195** 0.180** 0.197**
(1.955) (2.315) (2.097) (2.160)
Controls:
PCB 0.271** 0.114**
2.111) (1.982)
Term of trade shock 0.159** 0.311%*
(2.730) (3.015)
Inflation shock —0.221%* —0.301**
(—4.012) (=2.731)
Trade openness 0.092*** 0.271%*
(5.011) (3.301)
Diagnostics:
F-test (instruments) 24.11 16.01 25.24 18.90
Adjusted R 0.35 0.47 0.33 0.42
No. of observations 184 184 173 173

Notes: *, ** and ***, respectively, denote significance at 10, 5 and 1% level. PCB refers to pri-
vate credit bureau.

growth volatility suggesting that disaggregating countries by their legal origin reveals the
cross-country differences in growth volatility.

We assess the ability of legal origins to explain the variations in financial development
both in terms of activity and banking system efhciency. We regress the former (private
credit) and the latter (bank credit on bank deposit) on the legal traditions both without (col-
umns 1 and 3) and with controls (columns 2 and 4). Imperatively, the regression of financial
development on the instruments is a crucial precondition in the estimation of the 2SLS.
Our results provide ample evidence that the set of instruments significantly determine the
endogenous regressors of both financial system activity (private credit-to-GDP) and banking
system efficiency (bank credit on bank deposits). The values of the F-statistics suggest that
legal origins importantly explain the differences in financial development in SSA.

More specifically, with regard to columns 1 and 3, our evidence shows that, British
common law countries have significantly higher levels of financial system activity and
banking system efficiency than the French civil law countries which have relatively lower
private credit. Countries that have adopted the Portuguese civil law have significantly
higher financial system activity and lies in between the English and French civil law
countries. Further finding reveals higher banking system efficiency in all the legal origins
relative to the financial system activity.

With regard to the regional blocs, our findings reveal higher financial activity and efh-
ciency among Southern African countries compared to Western and Eastern Africa. East-
ern African countries have the lowest financial development while Western Africa is
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between the two blocs. For both financial development indicators, coefficients of the
regional dummies are higher when we include the controls although banking system effi-
ciency is consistently higher relative to the financial sector activity. To the extent that
about 62% of the Southern African countries fall under the English legal origin confirms
our earlier evidence that finance is higher among countries that adopts the English legal
doctrines. Moreover, based on our sample, 50% of the Western African countries follow
the French legal legacy which is relatively lower compared to the English common law
countries in relation to the levels of financial sector development. Our sample evidence
therefore confirms Mundell’s (1972) conjecture that financial development is higher
among Anglophone countries relative to the Francophone countries.

We include the control variables in columns 2 and 4 and our findings on legal origin-
finance nexuses are robustly positive and significant. Consistently with the earlier finding, Eng-
lish common law countries dominate in the banking efficiency followed by the Portuguese civil
laws which has higher bank credit on bank deposits relative to the French civil laws.

As regards to the impact of the covariates on the banking system efficiency, the coeffi-
cients of PCB are positive suggesting that higher information sharing is associated with
higher financial development. More specifically, a percentage increase in information
sharing significantly spurs financial system activity by 0.271 percentage-points. In the
case of efficiency of the banking system, higher PCB increases bank credit on bank
deposits by 0.114 percentage-points clearly highlighting the importance of reducing
information asymmetry to promote the development of the financial sector. Information
sharing bureaus are primarily designed to reduce information gap between lenders and
borrowers thus increasing financial access in the formal financial sector. Specifically, it
does this by mitigating moral hazard on the part of borrowers and adverse selection on
the part of lenders culminating in higher incentives for banks to lend.

Turning to the other controls, terms of trade shock is associated with higher financial
activity given the sign of the coefficient. As economies are hit by real external shocks,
agents in the large tradable sector recalibrate their investment and consumption choices
resulting in higher demand for financial resources. However, an increase in monetary
shock reduces the amount of private credit available. Our evidence suggests that econo-
mies with higher inflation variability are likely to have less active financial activity and
less efficient banking systems. A standard elucidation is that higher inflation volatility is
associated with greater uncertainty. In the face of information asymmetry, the problem is
particularly exacerbated when collateral is required for the efficient functioning of bor-
rowing and lending markets. With low returns on capital during inflationary episodes,
the disincentive to save due to high monetary shock inhibits the accumulation of collat-
eral and thereby militating against financial intermediation (Altig, 2003). Moreover, a
unit-percentage increase in trade openness significantly improves financial system activity
by 0.092 percentage-points. With more openness, there is demand for both external and
internal finance hence higher financial activity and efficiency. Indeed, de-restricting inter-
national trade allows the entry of efficient financial sector institutions from abroad with a
positive spill-over into the domestic financial system which increases both in terms of
size and quality. Undoubtedly, openness may potentially be associated with greater risks,
including exposure to external real shocks and foreign competition consequently encour-
aging the development of financial markets largely through the rising demand for finance
that can be used to diversify such risks and allow firms to surmount short term liquidity
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Table 3. Legal origins, growth volatility and information asymmetry

Second stage regressions

Economic volatility (GARCH) Economic volatility (Standard deviation)
Variables 1 2 3 4 5 6
Legal origin:
English —3.781*** —3.979%* —3.981*** —5.021%* —5.754*** —4.012%**
(—5.022) (—5.771) (—4.310) (—3.781) (—4.731) (—3.117)
French —2.803** —1.934** —2.111* —2.016* —4.481* —3.230**
(=3.755) (—2.017) (—2.312) (—2.751) (—2.750) (—2.021)
Portuguese —2.019*** —1.681* —1.995* —1.992%+* —0.981** —0.182*
(—4.663) (—2.925) (—1.961) (—3.217) (—2.045) (—2.399)
Regional blocs:
Western Africa —3.012* —3.191%* —3.211* —3.312%* —3.379* —3.441%*
(—2.042) (—3.401) (—2.630) (—3.753) (—2.601) (—3.991)
Southern Africa —4.022** —4.190** —4.201%%* —4.311* —4.471%% —4.801***
(—2.310) (—2.281) (—4.049) (—2.710) (—3.231) (—4.113)
Eastern Africa —1.878** —1.993* —2.151** —1.902** —2.120%** —2.190**
(—=2.511) (—2.403) (—2.620) (—2.351) (—3.710) (=2.117)
Controls:
PCB —0.301** — —0.198** -
(—2.104) (—2.156)
Private credit-to-GDP —0.721** —0.588** —0.201*** —0.141**
(—2.055) (—2.731) (—3.040) (—2.903)
Bank credit on bank deposits —0.511** —0.500** —0.432%** —0.250%**
(—2.034) (—2.722) (—3.281) (—3.099)
Terms of trade shock 0.055*** - 0.041* -
(2.214) (1.971)
Inflation shock 0.097** - 0.068*** -
(2.751) (3.771)
Transmission:
English and PCB —0.921*** —0.840**
(—4.925) (—2.351)
French and PCB —0.601** —0.520%**
(—2.891) (—3.053)
Portuguese and PCB —0.442* —0.372**
(—1.901) (=2.055)
Diagnostics
Hausman test 25.78 32.01 41.87 21.88 38.92 46.35
OIR (Sargan) test 9.21 11.55 12.58 8.37 9.61 10.69
[p-value] [0.002] [0.000] [0.000] [0.003] [0.001] [0.000]
Cragg-Donald Wald F-test 22.45 19.01 17.34 25.87 21.98 19.51
Number of obs. 162 162 162 155 155 155

Notes. *, ** and ***, respectively, denote significance at 10, 5 and 1%. PCB refers to private
% y g p
credit bureau.

constraints or adverse shocks. Thus, openness enhances financial sector development
through the demand side (Svaleryd and Vlachos, 2002).

What is also noticeable is that, while terms of trade shock improves financial develop-
ment, its impact is higher in the banking system efficiency than the financial system
activity. In the same view, the impact of openness on efficiency is almost three times
higher compared to the financial system activity.

In the next section, we assess whether the exogenous components of financial develop-
ment explain volatility and whether legal framework explains economic voladility through
some other sources apart from finance. This is done at two levels: first without (columns
1 and 4) and second with controls (columns 2, 3, 5 and 6) as shown in Table 3 below.
We flatly reject the null hypothesis of the Hausman tests in all the models suggesting the
presence of endogeneity bias thus justifying our use of the 2SLS approach.

Opverall, our findings show that legal origins dampen growth volatility. More specifi-
cally, growth volatility reduction is higher (lower) among countries with the English (Por-
tuguese) while French legal origin lies between the English and Portuguese civil laws
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(column 1). The implication is that countries with the English common laws are faster
in faltering growth vagaries while those with Portuguese legal origin are slower. In col-
umn 2, we estimate legal origin-volatility by including our controls. Our findings show
robust and overwhelming evidence that legal origin matter in growth fluctuations. More
specifically, the rate at which economic volatility is dampened is faster in English com-
mon law countries than those with the French civil laws. Countries with the Portuguese
legal origin are however between the English and French legal origins. By including our
covariates, what is apparent from the finding is that, while the coefficient of English
common law suggests a further dampening effect, inclusion of the controls marginally
exacerbates volatility among the French and Portuguese legal origins.

With regard to the regional blocs, our findings reveal negative relationship between the
regional blocs and growth volatility among Southern African countries compared to Western
and Eastern Africa. The coefficients of Southern Africa are more negative and thus capable
of registering lowest economic volatility. Moreover, the coefficients of Eastern Africa denote
higher volatility since the coefficients are relatively less negative. Countries in Western Africa
have relatively lower volatility and effects fall within the Southern and Eastern African coun-
tries. Interestingly, for all the blocs, volatility is lower when measured with the GARCH
compared to the standard deviation measure. This notwithstanding, whether measured with
conditional or unconditional volatility, the dampening effect is higher when controls and
transmission channels are successively introduced given the more negative coefficients.

On the effects of the control variables on growth volatility, the coefficient of PCB is
negative and statistically significant at 5% suggesting that higher (lower) information
sharing (asymmetry) dampens growth volatility. By ensuring better risk management and
improved quality finance, PCB efficiently allocates resources thus reducing volatility by
narrowing market imperfections. While higher information sharing improves financial
sector development, our evidence further suggests that financial development is also asso-
ciated with reduced economic fluctuations although the elasticity effect of financial sys-
tem activity is huge relative to the banking system efficiency. Specifically, the elasticity
effect of private credit-to-GDP is at least 1.4 times larger than the banking system effi-
ciency (column 2). Thus, although efficiency in the banking sector dampens growth,
their drive to do this is subdued in the face of financial sector activity. The implication is
that higher financial development is associated with lower volatility. More importantly,
improved financial systems should facilitate a closer match between savers and investors,
promotes diversification and potentially reduces risks and fluctuations. Thus, financially
underdeveloped economies are expected to experience higher economic volatility thus
projecting the beneficial effect of financial activity and banking system efficiency in
smoothing growth volatility in countries with well-developed financial sector.

The coefficient of terms of trade shock is positive suggesting that increases in terms of
trade shocks heighten volatilities. Specifically, more real external shock magnifies growth
volatility by 0.055% following a 1% real external shock. Arguably, variations in the terms
of trade affect the economy through relative price fluctuations of imported input and
exported output. As such, shock to terms of trade is expected to directly affect the tradable
sector and indirectly impacts on the non-tradable sector. It therefore presupposes that,
economies with huge non-tradable sector will be relatively immune to real shocks. Our
finding therefore highlights the dependency nature on primary commodities of our sampled
countries hence the relationship between the terms of trade shock and economic fluctuation
is unsurprising.
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Growth voladility is also positively associated with monetary shock proxied by inflation
shock. Our finding shows that, a unit-percentage rise in monetary shock heightens fluc-
tuations by 0.097 percentage-points. Monetary shock amplifies economic voladlity. In
fact, theory suggests that whether economic fluctuation is magnified or dampened by
inflation volatility well depends on the source of the shock. Monetary shock is expected
to stem the tide of macroeconomic volatility when shocks originate from wage-setting
but not when emanating from aggregate demand (see De Long and Summers, 1986;
Driskill and Sheffrin, 1986). To the extent that monetary shock proxied by inflation fluc-
tuation amplifies volatility underlines the key contribution of aggregate demand in the
region’s economic volatility. And as argued by Ibrahim and Alagidede (2017), higher
aggregate demand can be associated with higher inflation especially when the growing
demand does not follow a higher productivity and output.

Consistent with the instrumental variable estimation techniques, we test for the OIR
using the Sargan’s test. The null hypothesis of the test shows that our set of instruments
does not suffer from endogeneity as the exogenous components are uncorrelated with the
error terms in the second stage regressions. These findings therefore suggest legal origins
explain economic volatility via other transmission channels beyond financial system activ-
ity and banking efficiency.

From a theoretical point of view, legal origin may negatively affect growth volatility in
several ways. Direct negative effects could come through improvement in institutional
framework, improved regulation, corporate governance and efficiency in doing business
due to the protection of investor and/or shareholder rights. Apart from the direct dampen-
ing effect of legal origin on volatility, existence of efficient legal systems may improve the
allocation of capital. Moreover, the legal tradition indirectly falters growth volatility
through its effect on information sharing. Without information sharing, lenders are unable
to monitor and advice on the investment decision of borrowers. In this case, borrowers
may end up using the borrowed funds to finance unproductive investments thereby
increase economic volatility. However, with the existence of efficient laws and with the fear
of being prosecuted for concealing information on their creditworthiness and investment
choices, borrowers are compelled to disclose these information leading to less volatility. We
examine this indirect channel by introducing interaction terms of the legal origins and
PCB, our proxy for information asymmetry. In column 3, our findings are consistent with
our hypothesis and show that apart from the direct effect, legal origin dampens growth vol-
atility by reducing information asymmetry.” The coefficients of the interaction terms are
negative and statistically significant at conventional levels. The indirect effect of the legal
traditions is higher in English common law countries followed by the French civil law tra-
dition. The impact of the Portuguese civil law regimes on volatility through the PCB is
lower and slightly significant at 10%. The lower intrinsic characteristic of the Portuguese
civil law to exert large dampening effect on volatility can be attributed to its weak deterrent
nature in compelling borrowers to succumb to full disclosure. The marginal effect of Eng-
lish, French and Portuguese legal origins on PCB for growth volatility is —0.921, —0.601
and —0.442, respectively, with a corresponding net effect of —0.679, —0.583 and

> We do not include the real and monetary shocks as exogenous variables as their inclusion makes
the Sargan’s OIR test impossible due to under-identification. Their exclusion therefore makes the
number of instruments larger than that of the endogenous regressors by one degree of freedom.
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—0.354.° These findings are far reaching implying that, information about corporations
and borrowers is critical for exerting corporate governance and identifying the best invest-
ments. Not only is the relationship between the interaction term of legal origin and PCB
and volatility negative and statistically significant, it is economically large for the English
legal legacy. Thus, countries that enforce contracts effectively, protects shareholder and
lender rights have better information sharing and reduced information asymmetry than
countries with lax legal system. Invariably, what is apparent from the finding is that, higher
information sharing interacted with legal origin falters volatility.

Apart from OIR test, we test for the strength or otherwise the weakness of instruments
using Cragg-Donald Wald F-test. For each regression, the Wald F-test statistic exceeded
the critical values at 5% significance level implying a rejection of the weak instruments.
Thus, our instruments are not only valid but are sufficiently strong. Indeed, our results
are robust even after including the transmission channels. The coefficients of the legal
origins remain negative and statistically significant and so are the financial development
indicators (column 3). However, the ability of financial system activity and banking sys-
tem efficiency to tame volatility following their individual rise is lower relative to the
model without the interaction term (column 2).

In columns through 4 to 6, we provide sensitivity checks by regressing economic vola-
tility using standard deviation of growth rates on the exogenous variables. In column 4,
the coefficients of legal traditions are negative and statistically significant at conventional
levels with huge impact registered in the English common law countries relative to the
Portuguese civil law. Countries with the French civil law doctrines fall between the Eng-
lish and French legal origins. The value of the F-test statistic is consistent with the earlier
finding suggesting that grouping countries by their legal procedure provides an important
conduit for explaining the variations in growth volatility in SSA. Even after including
covariates, volatility is negatively associated with legal origins. Interestingly, while the
dampening volatility effect of the English common laws and French civil laws increased,
there is reduced volatility elasticity effect of the Portuguese legal origin. The coefficients
of PCB and financial development indicators remain negative and statistically significant
suggesting their dampening impact on economic volatility. In terms of magnitude of
effect, our finding shows that the ability of information sharing and financial develop-
ment to tame economic volatility — proxied by standard deviation — is lower since the
coefficients are less negative. Furthermore, improvement in the financial sector develop-
ment is more important than information sharing bureaus in their relative effect on out-
put fluctuations. Consistent with the earlier finding, both real and monetary shocks are
associated with increased volatility although the effect of the latter is higher.

In column 6, we include the interaction term of legal origins and information asymme-
try to examine how it affects volatility proxied by the standard deviation of growth rates.
Consistent with the earlier finding, the coefficients of the interaction terms are negative and
statistically significant albeit varying magnitudes. For instance, volatility-reducing effect of
the English common law is greater and averages at least 2.3 times higher than Portuguese
legal origin while countries with the French civil law origins are within the English and Por-
tuguese legal tradition effects. Although the effect of PCB is negative and significant,

° This is computed as [(Mean value of the respective legal origin) X coefficient of transmission
channel) + coefficient of PCB].
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juxtaposing the impact of PCB on volatility on one hand and that of transmission channel
on the other suggests that, the establishment of information sharing office per se may be
insufficient but the effectiveness of the law is relevant in faltering economic volatility. In
other words, our findings reaffirm the hypothesis that effectiveness of the legal origin
reduces information asymmetry between borrowers and lenders culminating in smoother
growth volatility. In this model, the coefficients of legal origin are still robustly negative evi-
dencing their dampening volatility effects. Indeed, effectiveness of the prevailing legal sys-
tem propels economic agents to disclose key borrower information to information sharing
bureaus which are subsequently accessed by financial institutions in pursuing their interme-
diation roles. Thus, improvement of the informational efficiency permitted by effective
legal regime improves the production of ex ante and ex post information about possible
investment and delegated monitoring thereby taming volatility.

5. POLICY IMPLICATIONS AND RECOMMENDATIONS

We discuss key policy implications arising from the study. We have found that legal origins
matter in explaining cross-country differences in financial development. More importantly,
countries with English common laws experience higher levels of financial activity and bank-
ing system efficiency since their legal legacy largely champion private property rights on the
back of its responsiveness to changing country’s economic and social environment. Indeed,
the financial needs of the economy continue to change so that more flexible legal frame-
works are better placed at advancing financial development relative to more rigid systems.
Undoubtedly, these conditions are fertile grounds for financial sector development.

One important finding documented is the finance-enhancing role of PCB. Theory sug-
gests that information sharing bureaus are expected to facilitate efficient resource allocation
in financial intermediation by reducing information asymmetry between borrowers and
lenders. Difficulty in accessing corporate records compels financial institutions to rely on
local market and community knowledge. While this may appear a norm, it inhibits the
financial sector’s role in intermediation that supports efficient resource allocation for
increased economic growth. Admittedly, fuzzy information investor creditworthiness does
not ensure reliable underwriting thus exposing banks to fraud. Apart from their vulnerability
to fraud, financial institutions are unable to monitor projects that get funded paving the way
for investors to invest in projects with no or low returns thus exacerbating economic volatil-
ity. Thus, the establishment of information sharing office may therefore aid in smoothening
fluctuations. While this holds, our finding further shows that the efficiency of the informa-
tion sharing office and the volatility-reducing effect of PCBs depend on how effective the
transplanted legal system is in forcing economic agents (such as borrowers and investors) to
disclose accurate information in promoting effective capital allocation consistent with long
run growth. Thus, countries that grant excessive power to State, and those laws that slug-
gishly respond to the changing financial needs will experience lower financial sector develop-
ment and higher volatility. Conclusively, apart from the direct effect of the legal origin, the
ineffective prevailing legal systems may be unable to commit agents to fully disclose key
information on their credit risk and investment choice. Consequently, bad projects get
funded exacerbating growth volatility owing to moral hazards on the part of borrowers.

At the policy level, the relatively sizable effect of PCB highlights some critical issues as
regards the best approaches to improve on information sharing. Structural changes in the
economy may be an important requirement for arresting volatility as these ensure stronger
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domestic institutions necessary for maintaining macroeconomic stability. On the back of
this is the need to maintain more agile and effective legal systems that are responsive to
changing financial landscape while forcing economic agents to full information disclosure.
Developing information sharing bureaus in SSA may present vital space for facilitating the
efficient resource allocation role of the financial sector. Once established, information shar-
ing offices should affect the operations of lenders and every economically active individual
or firm within country borders. Irrespective of the legal origin, financial institutions may be
restricted to ensuring confidendality in terms of disclosing customer information to third
parties. Following from the need to reduce (promote) information asymmetry (sharing)
aimed at efficient capital allocations and hence stable macro-economy, it is important for
legal frameworks to confer rights on financial institutions to share key information with
credit bureaus under their credit contractual agreements. This has imperative implications
for credit culture and changing the overall economic behaviour of agents. However, improv-
ing information infrastructure for efficient resource allocation is conditioned on the exis-
tence of well-functional legal and regulatory systems.

6. CONCLUSIONS

Previous studies on law—finance literature have failed to (z) engage the crucial role of law
in financial development in the light of evolving legal systems in SSA as well as (77) exam-
ine how legal origin explain cross-country differences in economic volatility. In addition,
how effectiveness of law shape or limit information sharing in growth voladility is not
thoroughly explored. The aim of this study has therefore been to (i) examine whether
cross-country differences in financial development and economic voladlity can be
explained by differences in legal origins in SSA and (i7) how legal origin interact with
information sharing in influencing growth volatility.

Our evidence suggests that legal origin significantly explains cross-country differences
in financial development and economic volatility. More importantly, English common
law countries and those in Southern Africa have higher financial sector development
both in terms of activity and efficiency on the back of lower volatility. Specifically,
volatility-reducing effect of the English common law is at least 2.3 times higher than Por-
tuguese legal origin while countries with the French civil law origins are within the two.
While PCB positively (negatively) impact on financial sector development (economic
volatility), their latter effect is conditioned on the form of legal origin suggesting that,
the establishment of information sharing offices per se may be insufficient in taming
growth vagaries but the effectiveness of law is exceedingly relevant. At the policy level,
maintaining more agile and effective legal systems that are responsive to changing finan-
cial landscape while forcing economic agents to improve informational infrastructure is
healthy for both financial sector development and macroeconomic stability.

Our study has opened new avenues necessitating further research efforts. First, although
the laws in these countries might have evolved, there may not be a fundamental change
from their original status. Nonetheless, our legal indicators are relatively time-invariant and
therefore empirical evidence are weakly able to explain dynamic influences of effectiveness
of law on both financial sector development and growth volatility. Constructing a new legal
index capable of monitoring the adaptability mechanism and their implications for macro-
economic stability is particularly apt given the evolving legal and narrow financial sector in
SSA. Second, it will also be interesting to examine the linkages between law and
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information sharing throughout the conditional distribution of financial sector develop-
ment and growth volatility components. Perhaps the role of law and information sharing
on finance may well depend on the level of financial sector development and type of
volatility.
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APPENDIX A: LIST OF COUNTRIES AND LEGAL ORIGIN

Legal origin Countries Number

English Ghana, Kenya, Lesotho, Malawi, Mauritius, Nigeria, Seychelles, Sierra 13
Leone, South Africa, Sudan, Swaziland, Tanzania and Zambia.

French Benin, Burkina Faso, Cameroon, Central African Republic, Chad, 14

Congo Republic, Cote d’ Ivoire, Gabon, Madagascar, Mali, Niger,
Rwanda, Senegal and Togo.

Portuguese Angola, Cape Verde, Guinea—Bissau and Mozambique. 4

Belgian Burundi and Democratic Republic of Congo (formerly Zaire) 2

Total 33

Western Africa Benin, Burkina Faso, Cape Verde, Cote d’ Ivoire, Ghana, Guinea—Bis- 12
sau, Mali, Niger, Nigeria, Senegal, Sierra Leone and Togo.

Southern Africa Lesotho, Madagascar, Malawi, Mauritius, Mozambique, Seychelles, 10
South Africa, Swaziland, Tanzania and Zambia.

Central Africa Angola, Cameroon, Central African Republic, Chad, Democratic 7
Republic of Congo, Congo Republic and Gabon.

Eastern Africa Burundi, Kenya, Rwanda and Sudan. 4

Total 33
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