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Abstract”

In this study, a number of factors have been considered as potential determinants of institutional quality in Sub-
Saharan African countries. The empirical analysis has shown that historical factors such as state legitimacy
determine the quality of current institutions in the region. Foreign aid dependence is found to erode quality of
governance as measured by rule of law. Variability of aid is found to counterbalance the destructive nature of
high level of aid dependence. However, the last result is not retained in the robust regression analysis
performed. Countries with strong political constraints on the ruling elites, proxied by checks and balances
between executive and legislative branches of governments, and press freedom, are found to have better quality
of institutions. Large countries and those closer to equator are disadvantaged in their success of building better
quality institutions. Unlike the popular discussions, ethnic fractionalization and identity of last coloniser do not
explain variations in institutional quality in the region. The paper also devotes a section for a case study of
Ethiopian institutional development to complement the cross country analysis by adding cultural, historical and
political specificities.

Key Words: Institutional Quality, Rule of Law, Foreign Aid, Colonialism, Ethnic Fractionalization and
Sub-Saharan Africa
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I. Introduction

In this study, economic institutions are defined as the rules of the game which are equilibrium
outcomes of strategic interaction of agents. Institutions are devised to constrain/encourage
agents, to reduce the uncertainty of social interaction and to prevent transactions from being too
costly and thus to allow the productivity gains of larger scale and improved technology to be

realized (Bardhan, 1999).

I take good institutions as those that are good for economic development. Shirley (2003) puts two
sets of institutions countries need to meet the challenges of development: those that foster
exchange by lowering transaction costs and encouraging trust (contracts and contract
enforcement mechanisms, commercial norms and rules, and habits and beliefs favouring shared
values) and those that influence the state to protect private property rather than expropriate it
(constitutions, electoral rules, laws governing speech and legal and civic norms). Acemoglu et al
(2004) add on the above point by taking good economic institutions as those that provide secure
property rights for broad cross-section of the society with some degree of equality of opportunity

so that those with good investment opportunities can take advantage of them.

There are four main approaches to the question of why countries have institutions that they are
having now and why institutions differ across countries. According to ‘Efficient Institutions’
view, societies will choose economic institutions that are socially efficient weighing social costs
against benefits to determine which economic institutions should prevail. A second view is that
economic institutions differ across countries because of belief and ideological differences,
between societies or their leaders, on socially beneficial institutions. According to ‘Social
Conlflict’ view, economic institutions are social decisions chosen for their consequences. Because
different groups and individuals benefit from different economic institutions, there is generally a
conflict over these social choices, ultimately resolved in favour of groups with greater political
power. These groups will choose the economic institutions that maximize their own rents.
Finally, the ‘Incidental Institutions’ view takes institutions as the unintended consequence of
other social interactions or historical accidents. And these institutions persist for a long time

Acemoglu et al (2004: pp 29-37).



Many people today live in countries that have failed to create or sustain strong institutions to
foster exchange and protect property. In these countries, most bargains are enforced using
informal mechanisms (threats to reputation, ostracism from kinship, ethnic or other networks)
with little trust to trade with people not subject to these mechanisms. The state is either too weak
to prevent theft of property by private actors, or so strong that the state itself threatens property
rights. As a result, agents face a high risk of not being able to reap their return from investing in

specific knowledge, skills or physical capital (Bardhan, 1999, and Shierly, 2003).

There is also a consensus that poor institutional quality is one of the main responsible factors for
economic stagnation of sub-Saharan African countries. However, the consensus breaks down,
when we come to the analysis of its determinants. There are many factors discussed in the
literature that contributed to the poor institutional development of African countries such as:
colonial heritages, resource curse and foreign aid dependence, political competition and

constraints, and ethnic fractionalization.

Arguments, based on the persistence of historical institutions, advocate that historical accidents
have major role in explaining the current quality of institutions in the region. It is often argued
that colonialists introduced extractive institutions in their colonies depending on the identity of
the coloniser and whether European themselves settled in their colonies. These colonial
institutions are believed to persist and determine the quality of current institutions former
colonies have. However, another version of historical explanations, i.e. the ‘state legitimacy’
hypothesis, points that the fact that all but one country has imported state structure explains that
colonialism in itself does not explain variation in institutional quality in sub-Saharan Africa'.
Instead, whether colonial institutions discontinued the pre-existing political institutions and
introduced institutions incongruent with the pre-colonial ones or not (vertical legitimacy in

Englebert’s words) explains institutional quality in the region (Englebert, 2000).

Some authors, in favour of indigenous institutional failures, doubt the persistence and continuity
of colonial institutions to date. It is argued that independence took countries in widely different
directions often accompanied by discontinuous changes in policy. Thus, revealing the need to

consider post-colonial policies of rulers in understanding institutional quality today (Congdon

' The occupation of Ethiopia by Italy from 1935-1941 is hardly included as colonialism in the literature considering
the time it takes to build institutions.



Fors and Olsson, 2005). Similarly, it is argued that public officials are likely to deviate from
benevolent behaviour, and hence to make the development of institutions of private property
more difficult, whenever there exist rents likely to be captured by them (Straub 2000). Recently,
foreign aid has been taken as an extractable rent present in most of sub-Saharan countries. When
there are effective constraints on ruling elites that limit their power and range of distortionary
policies that they can pursue, however, institutions of private property are more likely to arise or

endure (Acemoglu et al, 2004).

On the other hand, there are arguments pointing at ethnic fractionalization for the region’s poor
performance in institutional development. Ethnic fractionalization is closely associated with
social polarization and entrenched interest groups thus resulting in sub-optimal policies and weak

institutions (Easterly and Levine, 1997).

This analysis sorts through the different theories and findings in the literature, in trying to find
the significant variables in explaining institutional quality of 48 sub-Saharan African countries.
Using a cross-sectional data from various sources, an empirical investigation of determinants of
institutional quality is conducted. Many of the studies tried to explain this by including and
excluding the sub sample of sub-Saharan countries while this study closely investigates this sub

sample.

The rest of the paper is organised as follows. Section two broadly reviews related theoretical and
empirical literature on institutional developments mostly in the context of Africa. Section three
describes the nature and sources of the data used to analyze the issue at hand followed by a
section for empirical analysis. One section is also devoted to a case study of Ethiopian
institutions hoping that it would complement the cross country analysis by adding cultural,
historical and political specificities. The final section concludes based on the major findings of

the study.



I1. Literature Review

Although different factors contribute to the bad development performance of the region, there is
a consensus that poor institutional quality is one of the main responsible factors. The consensus
breaks down, however, once we move to the analysis of its determinants. There are many factors
discussed in the literature that contributed to the poor institutional development of African
countries: colonial heritages, resource curse and foreign aid dependency, political competition

and constraints, and ethnic fractionalization as discussed below.

Colonial heritage

The colonial heritage arguments, based on the premise that historical institutions persist and
shape current institutions, state that African countries have poor institutions because they
inherited bad and extractive institutions from their European colonizers. Legal origin has been
used as proxy for the influence of colonial institutions on current activities of societies (La Porta
et al 1999, Straub 2000 and Islam et al 2002). These studies find that countries with French legal
origin have poorer institutional quality than those with other legal traditions. But why do the
same colonizer countries establish different institutions in different countries? Acemoglu et al
(2004) argue that European colonizers introduced extractive institutions in areas where there are
resources and labour to be extracted and where the climate and the disease environment are not

conducive for European colonizers to settle.

State legitimacy hypothesis states that it is rather the congruence between the colonial and pre-
colonial institutions that matters for the quality of current institutions. Englebert (2000) argues
that all but one African state are structures inherited from colonisation and hence the imported
nature of the state is not by itself a factor of differentiation within Africa. Instead, he highlights
its varying degrees of congruence with pre-existing political institutions in explaining diverse

degrees of ‘neo-patrimonialism’ among African countries.

His argument is based on the point that formal institutions will be more likely to be efficient the
more they are in harmony with informal institutions and norms, and the more they are outcomes
of domestic social relations. In this line of argument ""the legitimacy of African states is a
function of its congruence with the pre-existing political systems and norms of political
authority. Varying levels of legitimacy in turn create diverse sets of constraints to the power of

political elites. The weaker the legitimacy of the states they inherit, the more likely it is that



political contestation will turn into challenges to the state itself and the greater, therefore, the
instability of the regime. In such conditions, elites are less likely to resort to developmental
policies. Finally, the more neo-patrimonial the nature of the ruling system, the weaker the
effectiveness of government institutions, the poorer the quality of governance, and the worse the

choice of economic policies. " (ibid, 14)

In his empirical analysis, state legitimacy is also positively and strongly associated with state
capacity” in the continent. He argues that Africa has paid a high price in terms of foregone

growth by failing in the early 1960s to question the state structures it inherited from colonialism.

On the other hand, there are debates on the relative influence of colonial institutions. Herbst
(2000) for instance argues that in the few decades of colonization, it was impossible for
Europeans to change ‘everything’. However, Robinson (2002), in his argument for the primacy
of colonial heritages, opposes this idea by pointing to the influence Europeans had on African
institutions long before formal colonization started in the Berlin conference of 1885. He argues
that it is this earlier expansion of Europe (starting in the 15" century) ultimately leading to full
colonization that played the major role in historical evolution and failure of African state

institutions.

Congdon Fors and Olsson (2005) on the other hand argue that although colonial policy is
relevant for understanding the current institutional environment, post-colonial policies of rulers
should also be considered in understanding institutional quality today. According to them, the
prevalence of a government-controlled stream of resource rents combined with weak interests in
the modern sectors provided post-independence rulers with incentives to neglect or weaken

private property rights institutions. This point is further discussed below.

% A similar concept as institutional quality in this analysis. He proxied state capacity by governance variables of
International Country Risk Guide (ICRG) which are often used as measures of institutional quality.



Extractible Rents and Resource Curse

The availability of extractable rents is also taken as another determinant of institutional quality
such as the efficiency of the public bureaucracy, the efficiency of the judiciary system, or
corruption. The presence of extractable rents sometimes appears to make the development of
institutions of private property more difficult (hence ‘resource curse’). This is because public
officials are likely to deviate from benevolent behaviour whenever there exists rents likely to be

captured by them (Straub 2000).

Natural resource endowments of a country (exogenous rents) and non-natural rents, derived from
aspects of the economic organisation that introduce monopolistic power in some sectors, are
discussed in the literature. The size of these rents has been proxied by the share of natural
resource export, the size of state-owned enterprises, openness, the level of existing price controls,
the extent of regulatory burden and the degree of industrial concentration. (Straub, 2000 and

Islam et.al, 2002)

Islam et.al (2002) found that concentration of trade in natural resources exports continues to be
associated with poor institutional quality after openness in trade is accounted for. Congdon Fors
and Olsson (2005) also observed a negative relationship between strength of property right
institutions and country size, which is associated with greater potential for point natural resources

and the cost of property rights institutions investment in their analysis.

Aid- Institutions Paradox

Recently in aid-institution paradox literature, foreign aid has been taken as an extractable rent
present in most of sub Saharan countries. Knack (2000) in his analyses of cross-country data
provide evidence that higher aid levels erode the quality of governance, as measured by indexes
of bureaucratic quality, corruption, and the rule of law. However, Aid variability reduces the
reliance on aid as a stable source of fund thus diminishing the harmful impact of aid in the
quality of institutions. He found that aid variability matters but’” Predictable variability’" does
not, in reducing the adverse effects of aid. The latter finding is in line with the argument that

expectation of foreign aid by itself suffice in eroding institutional quality in a country.



Aid dependence also believed to affect the tax effort of governments which many argue to be
basic in institutional development of countries. Foreign aid is generally expected to reduce tax
shares since aid provides an alternative, non-earned source of revenue for governments in
addition to tax revenue. Consequently, a government that receives significant amount of aid is
thought to have less incentive to tax and improve its tax administration (Brautigam and Knack,

2004 cited in Moss et al, 2006).

Aid has also been argued to weaken state-citizens relationships by undercutting government
accountability, and ownership and participation on the part of citizens. Moss (2006: 14) justifies
this point as follows: "~ Large aid flows can result in a reduction in governmental accountability
because governing elites no longer need to ensure the support of their public and the assent of
their legislatures when they do not need to raise revenues from the local economy........ If donors
are providing the majority of public finance and governments are primarily accountable to those
external agencies, then it may not be possible to expect a credible social contract to develop
between the state and its citizens.”” He further argues that the decline in ownership as a result of

the externalization of decision-making also undermines popular participation of citizens.

Ethnic Fractionalisation

Another explanation for institutions in Africa is that African countries have weak institutions and
adopt poor policies because of their ethnic fractionalization. Easterly and Levine (1997) argue
that ethnic diversity has led to social polarization and entrenched interest groups in Africa and
has thereby increased the likelihood of selecting socially sub-optimal polices. They find ethnic
diversity, as measured by ethino-lingustic fractionalisation index, to be a significant determinant
of poor policies, weak institutions and low growth both in Africa and in world-wide cross

sectional regressions.

However, Englebert (2000) argues against the above proposition by pointing that Africa’s
success stories are not significantly different from its failures in terms of their ethnic composition
thus failing to be able to account for the variations in state capacity observed across Africa. He

found no significant relationship between ethnic fractionalisation and governance indices.



Political Competition and Constraints

Some argue that Africa’s weak institutions resulted from too little political competition (or lack
of interstate conflicts). Herbst (2000) suggests that the structural conditions for state formation
and institution building in Europe were absent in Africa. Unlike in Europe, land was not scarce in
Africa. Thus in the pre-colonial period, states did not fight over land and hence were with out
constant necessity of defending territory. During colonialism, there was little fighting over
borders between the colonial powers. Hence, they had little incentive to develop state
institutions, except where there was a large European presence. After independence, colonial
boundaries were made to largely determine the form of the newly formed nations by the
international state system and United Nations hence preventing border disputes once again. As a
result, Herbst argues that, African states did not develop institutions that could effectively guard

their territories.

Accordingly, the lack of development of African state institutions helps explain many aspects of
modern Africa. Since states never had to fight to survive they never had to build effective fiscal
institutions. States never had to make political concessions to their citizens, hence the lack of

functioning domestic political institutions in Africa. (ibid)

Political constraints on the ruling elites are another determinant of institutional quality in the
social conflicts theories of institutions. When there are effective constraints on elites that limit
their power and range of distortionary policies that they can pursue, institutions of private
property are more likely to arise or endure (Acemoglu et al, 2004). Empirical studies have shown
that higher number of checks and balances between the executive, legislative and judicial powers
are important in determining overall institutional quality. Freedom of media also has an empirical

justification of enhancing the quality of institutions in a country. (Islam et al, 2002)

This paper attempts to sort through these stories and investigate what explains the quality of
contemporary institutions in Sub-Saharan Africa. Attempts will be made to investigate whether
distant historical institutions like colonial heritages and/or indigenous factors decide the

institutional development of African countries.



III. The Data

This analysis covers 48 countries in sub-Saharan Africa. As measures of institutional quality, I
use the ‘Governance Matters IV’ data set constructed by Kaufmann et al (2005). This data set is
based on the compilation of different governance measures from a variety of sources, organized
in six clusters regarding the process by which authorities are selected and replaced (‘voice and
accountability’ and ‘political instability and violence’), the capacity of the state to implement
sound policies (‘Government Effectiveness’ and ‘Regulatory Burden’) and citizens’ and states’
respect for rules governing their interactions (‘rule of law’ and ‘control of corruption’). The six
governance indicators are measured in units ranging from about -2.5 to 2.5, with higher values
corresponding to better governance outcomes. The ‘Rule of law’ indicator is used as a dependent

variable in this paper.

‘Rule of law’ measures the success of a society in developing an environment in which fair and
predictable rules form the basis for economic and social interactions. Specifically it measures the
quality of contract enforcement, the police, and the courts, as well as the likelihood of crime and
violence. Rule of law has been used in the literature as a proxy for the strength of property right
institutions. Its definition also indicates that this measure reflects the government’s
administrative capacity in enforcing the law, as well as the potential for rent seeking associated
with weak legal systems. I believe that rule of law captures the very essence of institutions in the

sense that it includes the concepts of property rights and enforcements.

In terms of independent variables, identity of former colonizer variable, from CIA world fact
book (2005), is used to account for colonial heritage. State legitimacy variables are from
Englebert (2000). State legitimacy has two dimensions: vertical and horizontal legitimacy.
According to Englebert, vertical legitimacy measures the existence of an agreement over the
principles upon which the ‘right to rule’ is based while horizontal legitimacy measures the extent
to which there is agreement about what community the state rules over. Countries receive one in
the vertical legitimacy dummy if: they were never colonized, there was no human settlement
prior to colonization and if it is believed (by Englebert and other africanists ) that the new state
did not do severe violence to the pre-colonial arrangement in case there was some political
authority or structure before colonization. The percentage of country’s population which belongs
to an ethnic group split between at least two countries is used to calculate horizontal legitimacy.
This proportion is subtracted from one to get the horizontal legitimacy variable. It measures the

arbitrariness of the state of the underlying society.
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Two indicators of political constraints: checks and balances, and press freedom, averaged over
the period 1994-2000 are used. The index of checks and balances used in this paper is developed
by Henisz (2002). It measures the number of independent branches of government with veto
power over policy change and estimates the feasibility of policy changes (the extent to which a
change in the preferences of any one actor may lead to a change in government policy). Index of
press freedom, taken as a measure of civil society participation and monitoring pressure on the
public sector, is drawn from Freedom House. It is an aggregate of three components: laws and
regulations, political pressures and controls, and economic influences over media content. The
index is constructed in such a way that higher values indicate lower press freedom in a given

country.

The impact of foreign aid dependence is investigated by using Official Development Assistance
(ODA) as a percentage of GNP available for the period 1980-2003 in World Development
Indicators (2005). The wvariable is averaged by country over the period. The ethnic
fractionalisation data is from Alesina et al (2003) for the period 1979-2001.

Latitude and country size are the control variables of this analysis. Absolute value of latitude is
included because it is often argued that countries farther from the equator have less difficulty
related to disease environment and adverse climatic conditions which has enabled them to
develop their economies and possibly their institutions as well. In the country size literature, rule
of law is taken as local public good whose effects are less felt the further away from the centre.
Size is also associated with cost of institutional change as it is difficult for large countries to

change institutions which they think are no more efficient.

Table 1 presents the descriptive statistics of the variables used in this analysis. Countries’ ranking
of institutional quality is presented in figure 1. as can be seen from the figure, countries like
Mauritius, Botswana, South Africa, Cape Verde and Namibia are among the top scorers of
institutional quality as measured by rule of law while Liberia, Congo Democratic and Somalia
are the least performers. Pair wise correlations between the independent variables are presented

in table 2.

11



IV. Empirical Analysis

4.1 Results

Foreign Aid Dependence

As can be seen from regression two of table 3, the aid coefficient is negative and significant. A
ten percentage point increase in aid as a share of GNP reduces the rule of law index by 0.15
point. Aid explains a significant part of the variation in the dependent variable: omitting aid from
equation two reduces adjusted R from 0.41 to 0.36. The partial regression plot for aid

dependence is depicted in figure 2.

If aid is highly variable over time within a country, it cannot be relied on as a stable source of
funds. This reduced reliance could diminish the harmful impact of aid on the quality of
governance. In specification 3, I included coefficient of variation of aid together with mean aid
over the period 1980-03. However, controlling for mean levels of aid, coefficient of variation
doesn’t have a significant relationship with the dependent variable while the level of aid

dependency still remains to have a significant negative sign.

An interaction term of aid dependency and the coefficient of variation is also included in
regression 4. The interaction term is positive and significant (at 10%) indicating that aid
variability lessens the harmful effect of aid levels on institutional quality i.e. strength of rule of
law. In this specification, aid variability significantly counterbalances the negative effect of aid
dependency by reducing the expectation of aid. The level of aid dependency continues to have a

significant negative coefficient at 1% level.
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Political Constraints

Check and balance between different branches of governments is highly significant in explaining
variations in rule of law across countries. The regression results show that political constraints is
related to better quality of institutions. Although it is difficult to establish causality due to
problem of endogenity, attempt has been made to reduce this problem by taking the variable
dated earlier (average of the period 1994-00) than the year the dependent variable is taken
(2004). The same applies to the other political institution variable: press freedom. Since the two
political institution variables are significantly correlated at 1% level, they are included in the
regression one at a time. As can be seen in regression 5, in table 3, poor performance of press
freedom has a significant negative association with the institutional outcome at 1% level. Since
this variable also indicates citizens’ freedom of expression of thoughts, inability of them to
exercise such a right might contribute to lawless-ness and thus, hinders the overall success of
countries in developing a strong rule of law institutions. It could also be the case that those

countries performing well in maintaining rule of law have better press freedom.

Colonial Powers

Although dummies for identity of coloniser mostly have a negative sign, they do not have
significant relationship with the institutional quality variable in the region. They also alternate
signs in different specifications as can be seen in table 3. Thus, these results do not accommodate
the argument that colonial institutions persist and explain the performance of current rule of law

institutional outcome.

State Legitimacy

In table 3, Vertical and horizontal legitimacy are introduced one at a time due to significant
correlation between them at 1% level. Vertical legitimacy has a significant positive effect on
institutional quality at 10% level. Controlling for colonialism, countries whose pre-existing
institutions were discontinued by colonialism perform lower in attaining stronger rule of law.
Thus, the congruence of pre-colonial institutions with what colonialism had introduced matters

for the current quality of rule of law institutions.

Next, I included horizontal legitimacy whose effect is positive but slightly insignificant at a p-
value of 10.5%. Controlling for the effects of ethnic fractionalization and colonialism, the extent
to which there is agreement about what community the state rules over (the fact that ethnic
groups are/are not split by arbitrary colonial borders) does not explain variation in rule of law

scores significantly.
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Ethnic Fractionalization

Ethnic fractionalization doesn’t have a significant relationship with rule of law. The variable
mostly has a positive sign, though insignificant. According to this result, ethnically diverse
societies do not score significantly different strength of rule of law. It tells some optimism that

ethnically diverse societies are not at least destined to have poor institutional quality.

Size and Other Control Variables

There is a strong negative relationship between country size and the rule of law. The larger the
country, the more likely it has remote and inaccessible areas. This is especially true in the
presence of poor infrastructure in developing countries. Thus, it would become increasingly
difficult to administer economic agents and to make formal rules form the basis for economic and
social interactions. Informal constraints may work in place of formal ones in this case but they

are not accounted for in this analysis.

However, when introducing a geographic variable, i.e. political geography, the size variable loses
its significance even though it still has a negative sign. Controlling for ease of broadcasting
power, larger countries do not have significantly lower rule of law score than others. However,
the political geography variables themselves do not significantly explain the variation in rule of
law in the region. Due to significant decline in adjusted R* and theoretically inconsistent signs of

some of the dummies for political geography, this regression result is not presented in this paper.

Countries farther from the equator have significantly higher quality of institutions than those
closer to it. Due to the difficulty related to disease environment and adverse climatic conditions
in the tropics, countries closer to equator tend to perform poor in building better quality

institutions and development in general.
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4.2 Outlier Analysis and Robust Regression

In this section, a regression diagnostics in search of potential outliers and influential cases will be
made. I will be looking for observations that may be substantially different from all other
observations and those that can possibly make a large difference in the results of the above
regression analysis. As can be seen from the residual versus fitted plot in figure 4, Botswana and
Gabon may be considered to have unusual dependent variable value given their values on the

predicator variables®.

On the other hand, observations with extreme values on predictor variables i.e. points with high
leverage, may also have an effect on the estimates of the regression coefficients. With the
conventional cut off point for evaluating leverage points, Burundi, Congo democratic,

Mozambique and Somalia are considered as observations with high leverage4

But the question is, are these unusual observations influential in the sense that removing them
from the analysis substantially changes the estimate of the coefficients of the OLS regressions.
Using Cook’s distance as a summary indicator of influence, Botswana, Comoros, Liberia and

Somalia are found to be influential cases’.

Robust regression analysis is used to deal with these outlying and influential cases. As can be
seen from table 4 the robust regression kept all the outlying and influential observations, giving
them less weight instead of deleting them. Country size, distance from the equator, checks and
balances, and aid dependence variables retained their significance and expected signs. However,
the interaction term between dependence and variability of aid loses its significance in this
analysis. Thus, this result does not support the hypothesis that the variation of aid counter
balances the negative effect of heavy aid dependence on governance as found in the above OLS

regression.

? Both countries have Istudentized residuall >2 having the two largest residuals in the sample. they may be

considered moderately unusual though not problematic.

* Leverage is a measure of how far an independent variable deviates from its mean. And the conventional cut off
point for evaluating leverage points as high is (2*no. of predicators +2 )/ the sample size

> Cook’s distance measures the influence of a given observation on all fitted values of observations in the sample.

The conventional cut off point for Cook’s distance to consider observations as influential is 4/number of
observations
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V. Case Study of Institutions in Ethiopia

5.1 Governance Profile of Ethiopia

In what follows, institutional profile of Ethiopia will be presented together with historical,
cultural and political contexts of the country’s institutional development which is believed to
complement the cross-country analysis. Due to the highly political nature of the issue in the
literature, I tried to present those which are based on evidence/ data rather than those that are
mere opinions of authors as much as possible. As a result, this section heavily depends on the
household survey and expert panel study for the national country report (2003) on governance in
Ethiopia conducted by United Nations Economic commission for Africa (ECA) for the year 2002
and the doing business survey of the world bank (2006) the data covering for the year 2005.

1. Human rights, the rule of law and enforcement

The right of due process of law, enclosed in Ethiopian constitution to protect citizens against
arbitrariness, uncertainty and inequality, has come to signify a guarantee of fairness in law
enforcement embodying many specific rights, which an individual should enjoy when

government action threatens to deprive liberty or property rights (Getachew, 2004).

However, according to the report of the justice sector reform program of Ethiopia, quoted in
Getachew, the machinery of justice is not efficient. The civil justice system is too costly,
complex and unpredictable. According to the same report some of the impacts of the
inefficiency are: court congestion and delays, obstacles in the promotion and protection of human
and democratic rights, inefficient system of enforcement and obstacles in the smooth operation of
the market and hence economic development of the country. The expert panel survey mentioned
above disclosed also the same fact as the majority of the panel members believed that citizens

have low confidence in the ability of law enforcement organs to protect them from crime

Furthermore, according to ECA (2004), the official public watchdog organizations which are
established to exercise effective oversight over the government, ensure the protection of civil
rights and the rule of law are not independent of the executive. This coupled with the relative
weakness of the legislature in terms of access to information and lack of experience has resulted

in limited control by these watchdog organizations.
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2. Transaction cost and ease of doing business in Ethiopia

World Bank’s ranking of countries on ease of doing business point to the administrative and
regulatory reforms needed to create a favourable environment for doing business. Aggregating
the regulatory burdens involved in performing standardized tasks such as starting a business,
registering property, getting credit, hiring and firing workers, enforcing contracts, protecting
investors, and closing a business, Ethiopia is ranked 101* out of the 155 countries included in the
study in the year 2005. This is too low when we compare it with that of Botswana (40™) which is

often considered as success story in institutional quality in sub-Saharan Africa.

When entrepreneurs start a business, the first obstacles they face are the administrative and legal
procedures required to register the new firm. In Ethiopia, entrepreneurs can expect to go through
7 steps to launch a business over 32 days on average, at a cost equal to 65.1% of gross national
income (GNI) per capita. They must deposit at least 1532.0% of GNI per capita in a bank to
obtain a business registration number. This minimum capital requirement is burdensome as

compared to the sub-Saharan standard (297.2 %) let alone to that of Botswana (0%).

Securing rights to property strengthens incentives to invest and facilitates trade. More complex
procedures to register property are associated with less perceived security of property rights,
more informality, and more corruption. In Ethiopia, it takes 15 steps and 56 days to register
property costing 10.4% of the overall property value. In this dimension, the country is ranked

140™ out of 155 countries covered by the doing business survey in 2005.

It has also been argued in the report that what companies must disclose to the public has a large
impact on legal protection for investors. The disclosure index is based on several measures of
ownership disclosure that reduce expropriation and help investors. In 0 to 10 scale of aggregate
investors’ protection index, where higher values indicate greater disclosure, greater liability of
directors, greater powers of shareholders to challenge the transaction, and better investor
protection, Ethiopia scores 2.7 as compared to 4.3 and 5.0 in Botswana and sub-Saharan Africa’s

average respectively.
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Without good contract enforcement, trade and credit will be restricted to a small community of
people who have developed relationships through repeated dealings or through the security of
assets. Thus, contract enforcement is critical to enable businesses to engage with new borrowers
or customers. The efficiency of contract enforcement is reflected in two indicators: the number of
judicial procedures to resolve a dispute and the time required to enforce a commercial contract. It
takes 30 steps and 420 days to enforce commercial contracts in Ethiopia costing 14.8% of the

debt.

3. Peace and Stability

Ethiopia is also not performing well in capacity of building peace and avoiding destabilizing
political crises. According to Center for International Development and Conflict Management
(CIDCM, 2001), Ethiopia is one of the bottom ten countries in capacity of building peace in sub-
Saharan countries. Country’s peace-building capacity is rated high insofar as it has avoided
recent armed conflicts, successfully managed movements for self-determination, maintained
stable democratic institutions, has substantial material resources, and is free of serious threats

from its external environment/ neighbourhoods.

4. The quality of public service delivery

The overall perception, from the household survey results of the national country report on
governance in Ethiopia, is that the quality of and access to public services is poor. The majority
of the surveyed population does not have access to a reliable clean water supply (69%),
electricity (74%) or a safe waste disposal (83%) though primary education and government

clinics are reported to be easy to reach for most of the public ECA (2004).
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5.2 What seems to explain the situation of Ethiopian institutions?

As can be referred from the outlier analysis in the previous chapter, Ethiopia is, by any measure,
not an outlier from the pool of countries in the sample. The linear prediction plot with confidence
interval for individual forecasts (figure 5) discloses that all countries except Botswana have an
actual value of the dependent variable i.e. rule of law, with in the 95% confidence interval
estimate of their own predicted values. Thus, it is reasonable to argue that the above regression
model have enough predictive power in explaining the quality of institutions in Ethiopia. In what
follows, I try to present qualitative data which complements the quantitative analysis in the

context of Ethiopia.

1. The Constitution and checks and balances

The Constitution of the Federal Democratic Republic of Ethiopia (FDRE) formally contains
provisions for ensuring checks and balances between the three branches of government. The
Constitution has further provided for a system of checks and balances between the federal and
regional governments by dividing power between the two tiers of government. However, the
system of checks and balances is not viewed, by the Panel of Experts, as effective in practice.
Over 80% of the experts questioned indicated that the Legislature is largely ineffective in holding
the Executive accountable. The same proportion of the Expert Panel also believed that the

Judiciary was dependent on other branches of government at least to some degree (ECA, 2004).

Regarding the independence of the Executive, nearly two thirds of the panel thought that many
policy areas were being influenced to varying degrees by external actors often due to the
country’s dependence on foreign aid. The decentralized local governments are also part of the
executive structure. Despite the considerable amount of powers and responsibilities assigned to
regional government structures by the Constitution, they tend to be highly dependent on federal
financial transfers to fulfil their duties, which in turn restrict their autonomy from the central

government (ibid).
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2. Non-state Actors and Governance

Akalu (2005) argues that Ethiopia had historically been a centralized state ruled by autocratic
governments with little space to entertain the views of independently organized groups.
Therefore, the role of the Ethiopian civil society has been limited to filling gaps in the successive
governments’ service delivery arena than being proactively engaged in improving governance

Processes.

The period since 1991 has seen the dramatic growth of organizations in many parts of the non-
governmental sphere. Despite the mushrooming of civil society bodies in business, development,
advocacy, and social sectors, few if any have developed into blocs sufficiently powerful or
energetic to lobby and influence the state. Associational life in most Ethiopian societies is limited
to kinship and focused on immediate social welfare of its members. And most of them are results
of disaster relief efforts and supply driven by international donors. Dialogue with the government
on matters of policy has been of less importance to most than consolidation of their own capacity
and activities. Thus, civil society has contributed less to the processes of building good

governance (Vaughan, 2004 and Akalu, 2005).

The media in Ethiopia is controlled by the state, and the private press is subject to tight
surveillance by the government. The lines of press freedom are not clearly drawn in practice, a
situation which many claim gives the government room to persecute its critics, occasionally
imprisoning editors, and regularly tying up the resources of critical publications with lengthy

court prosecutions (Vaughan, 2004).

3. Conflict and Ethnicity
According to Geda (2004), there are three types of conflicts underlying the lack of durable peace
and stability in the country. These are: competition for position of power, popular revolt against

those in power and conflict among people over resources such as water and grazing land.

Inspired by Gebre-Hiwot’s (one of the development thinkers of early 20" century Ethiopia)
analysis of the class-based nature of the Ethiopian conflicts, Geda argues that most of the
conflicts that have rendered the country unstable were motivated by competition for power.
According to him, conflict among people has been rare and where it occurred, it happened in
competition over resources and driven by economic rather than political or ethnic interests. He

further argues that despite the diverse ethnic and religious groups, Ethiopians are considered as a

20



culturally homogeneous people due to the continuous interaction through intermarriages, trade,
migration, war and other social activities for thousands of years thus creating unity in diversity.
Though recognizing the presence of conflicts of other sorts, both authors argue that ethnic
conflicts and politicization of ethnicity have power interest in the background making class based
conflicts the major contributors of instability in the country. Insignificance of ethnic
fractionalization, in the cross country analysis, in explaining institutional quality in itself can be

seen in light of this country specific explanation.

Modalities used to resolve conflict themselves contribute to another round/sort of conflict in the

country. Geda puts this phenomenon as follows:

¢

.. one observes certain pattern of conflict trajectory — a pattern that the modality
employed to resolve one conflict saw the seed for another round of conflict. The
dawn fall of the imperial regime can best be explained by the misery that system
caused on the majority of the rural population, who were basically in the state of
serfdom. This is resolved by the abolishing of the system, through popular uprising-
cum-military coup. The response to the grievance can be read from the first and
important proclamation of the Dergue — nationalization of land and its distribution
to the peasants. This, with its concomitant - and suitable - ideology of ‘socialism’ is
the modality used to resolve the first round of the conflict (ie. pre 1974). In the
second round of the conflict (1974-1990) the failure of promises that were
supposed to come form socialism started to frustrate the population in general and
the ‘educated elite in particular’. The exclusion of the majority of the elite from
power by the military junta (the Dergue) has aggravated the problem. Since that
period’s elite was virtually left leaning, the ideological weapon used for the
ensuing conflict had been either some refinement to the idea of socialism, or other
historically appealing grievance indicators — such as ethnicity. The rebels, who are
successful in toppling the Dergue, have used ethnic dominance or difference
(whether perceive or real) as an ideology. The second crisis period thus reaches its
peak by the end of 1990s. Owing to the major ideology used by the rebels, the
modality of solving the second crisis (1974-1990) and the political discourses
associated with it became ethnicity. This started to inform, the economic, the
political and the social arena of the Ethiopian polity since 1992.” Geda (2004, 24)

In general, greed for power, the negligible opportunity cost of the elite that purses a violent
mechanism to power sharing, and the path dependent nature of power transferring in the country

made sustaining peace and stability difficult in Ethiopia in his analysis.
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VI. Conclusions

In this analysis a number of competing hypotheses, on what contributes to sub-Saharan African
countries’ poor performance of institutional quality, have been tested using econometric model.
Forty eight Sub-Saharan African countries are studied using governance data of Kaufmann et al
(2005). Based on the assumption of persistence of historical institutions, colonial institutions are
argued to play major role in shaping current institutions of the countries under study. However,
identity of last coloniser variable is generally insignificant and doesn’t explain variation in
institutional quality in the region. Rather, the congruence of colonial institutions with pre-
existing political institutions and norms of political authority is significant determinant of
institutional quality in the region. As expected, vertical legitimacy has a significant positive
relationship with strength of rule of law. Controlling for colonialism and ethnic fractionalization,
the fact that ethnic groups are split by arbitrary colonial borders does not have a significant
impact on governance. Thus, the results confirm that historical factors matter for development of

current institutions.

Post-independence factors also have contributions to institutional failures of countries in the
region. Foreign aid dependence undermines institutional quality by making difficult for societies
to have strong rule law. The OLS regression result is also consistent with the argument that the
mere expectation of foreign aid is sufficient in destructing institutional quality. Variation of aid is
found to counter balance the negative effect of aid dependence on strength of rule of law.
However, this counter balancing effect of aid variability disappears when robust regression

analysis is used.

In line with the social conflicts view, countries with strong checks and balances between their
executive and legislative branches of governments significantly have better quality of
institutions. It is also shown that freedom of media is strongly associated with better quality of

institutions, as measured by rule of law.

22



The Ethiopian case study has also shown that system of checks and balance is weakened by
interdependence between the legislature, the judiciary and the executives as well as between
federal and regional governments. Although the Ethiopian constitution formally provides system
of checks and balances between the different branches of government, the expert opinion survey
has disclosed that the Legislature is, believed to be, largely ineffective in holding the Executive
accountable and the Judiciary was dependent on other branches of government. It is also reported
that decentralized local governments are highly dependent on federal financial transfers which in

turn restricts their autonomy (ECA, 2004).

Ethnic fractionalisation, which has often been pointed at as the major factor contributing for
weak institutions, does not significantly explain variations in institutional quality. This result is
optimistic in the sense that ethnically diverse countries are not at least destined to have worse
institutional quality. This result has been complemented by the country specific study in which
rather, politicization of ethnicity, and the underlying competition for power, may contribute to

nations’ instability and lack of durable peace.

Large countries and countries closer to equator are disadvantaged in their success of institutional
building. Large countries have significantly lower level of rule of law. On the other hand,

countries closer to the equator, score significantly lower level of institutional quality.
In general, historical factors as well as policies of post independent rulers explain current

performance of institutional quality in the region. Both exogenous and policy variables are

responsible for the general institutional failure of sub-Saharan African countries.
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Tablel. Descriptive Statistics of the Variables

The Institutional Variable

Variable Obs Mean Std. Dev. Min  Max
Rule of Law 48 -0.7698 0.6451 231 .84
The Independent Variables

Variable Obs Mean Std. Dev. Min Max
Log Area 48 11.9575 2.1312 6.12 14.7341
Latitude 48 11.6615 7.5688 0 293
Aid 48 15.7529 13.8565 0.34 72.63
Aid CV 48 0.5125 0.3038 0.18 2.08
France 48 0.3542 0.4833 0 1
British 48 0.3750 0.4893 0 1
Belgium 48 0.0625 0.2446 0 1
Portugal 48 0.1042 0.3087 0 1
Vertical 47 0.2128 0.4137 0 1
Horizontal 46 0.5724 0.3208 0 1
Checks& Balance 47 0.1702 0.1740 0 0.55
Press Freedom 48 57.6996 17.6366 23.86 86.43
Ethnic 47 0.6583 0.2300 0 0.93

Table 2. Pair Wise Correlation Coefficients of The Independent Variables

Log Area | Latitude | Aid France British | Belgium | Portugal | Vertical | Horizontal Checksd | Press Ethnic
Balance | Freedom
Log Area 1.000
Latitude 0.1116 1.000
Aid -0.3251%* | -0.181 1.000
France 0.1604 -0.05 -0.183 1.000
British -0.0380 0.242% | -0.185 -0.574*** | 1.000
Belgium -0.0323 -0.341** | 0.006 -0.191 -0.200 | 1.000
Portugal -0.2086 0.010 0.539%** | -0.253* -0.26% | -0.088 1.000
Vertical -0.5597*** | 0.114 0.092 -0.391%** | 0.125 | 0.290** | 0.158 1.000
Horizontal -0.3536*%* | 0.100 -0.065 -0.450*%** | 0.251* | 0.173 0.226 0.68*** | 1.000
Checks & Balance | 0.1444 0.188 -0.102 0.171 -0.034 |-0.258* | 0.177 -0.161 -0.083 1.000
Press Freedom 0.2270 -0.38*** | 0.019 -0.083 -0.049 | 0.343%* | -0.163 -0.163 -0.174 -0.65%** | 1.000
Ethnic 0.6267*** | -0.295%* | 0.003 0.220 -0.133 | -0.186 0.026 -0.66%** | -0.262* 0.155 0.134 1.000

Note: *** denotes significant at 1% level, ** significant at 5% level and * significant at 10% level
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Table 3. Regressions for Rule of Law

Dependent Variable: Rule of Law in 2004

€)) (2 3) “) (5) (6) @)

LogArea -0.134%** -0.150%** -0.149%** -0.147%*** -0.0525 -0.105* -0.106*

(0.0517) (0.0516) (0.0524) (0.0531) (0.0403) (0.0520) (0.0563)
Latitude 0.0390%** 0.0386%** 0.0378%%%* 0.0388**%* 0.0168* 0.0337%** 0.0310**

(0.0116) (0.0108) (0.0114) (0.0116) (0.00893) (0.0131) (0.0143)
French Colonialism -0.155 -0.215 -0.226 -0.161 -0.146 -0.0332 -0.0639

(0.257) (0.255) (0.269) (0.280) (0.205) (0.363) (0.345)
British Colonialism -0.0302 -0.0920 -0.0906 -0.0211 0.0219 0.00120 -0.0882

(0.262) (0.258) (0.263) (0.263) (0.203) (0.357) (0.334)
Belgian Colonialism -0.0492 -0.0724 -0.0236 -0.0462 0.142 -0.255 -0.267

(0.273) (0.283) (0.363) (0.314) (0.219) (0.350) (0.332)
Portuguese colonialism -0.392 -0.209 -0.189 -0.170 -0.253 -0.354 -0.431

(0.328) (0.363) (0.374) (0.356) (0.246) (0.392) (0.390)
Checks and Balance 1.570%** 1.443 %% 1.435%%* 1.385%%** 1.564%%* 1.513%**

(0.492) (0.463) (0.472) (0.485) (0.491) (0.510)
Press Freedom * -0.0276%%*

(0.00368)
Vertical Legitimacy 0.566%*
(0.293)
Horizontal Legitimacy 0.524
(0.315)

Ethnic 0.301 0.402 0.407 0.476 0.150 0.647 0.147
Fractionalization

(0.626) (0.604) (0.619) (0.635) (0.528) (0.532) (0.619)
Aid (mean)® -0.0149* -0.0159* -0.0304%***

(0.00825) (0.00910) (0.00978)
Aid (CV) © -0.0842 -0.493
(0.288) (0.394)
Aid mean*Aid CV 0.0415*
(0.0209)

Constant 0.0191 0418 0.473 0.493 1.224%%* -0.657 -0.413

(0.535) (0.539) (0.599) (0.593) (0.491) (0.679) (0.653)
Observations 47 47 47 47 47 46 45
Adj R2 0.3621 0.4087 0.3932 0.4024 0.6621 0.4071 0.3535

OLS estimation with White’s Heteroscedasticity corrected standard errors in parenthesis

5% p<0.01, ** p<0.05, * p<0.1

Notes:

a. Press freedom variable is constructed in a way that the higher the number, the less free a country is in this dimension

b. Aid denotes aid as a proportion of GNP. 1980- 2003 Period average is taken.

c. Aid CV denotes coefficient of variation of Aid /GNP over the time period 1980-03.
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Table 4. Robust Regression Analysis

Dependent Variable: Rule of Law in 2004

OLS Robust
LogArea -0.147%*** -0.168***
(0.0531) (0.0563)
Latitude 0.0388*** 0.0395%%**
(0.0116) (0.0142)
French Colonialism -0.161 -0.229
(0.280) (0.292)
British Colonialism -0.0211 -0.105
(0.263) (0.285)
Belgian Colonialism -0.0462 -0.0273
(0.314) (0.476)
Portuguese colonialism -0.170 -0.251
(0.356) (0.401)
Checks and Balance 1.385%** 1.364%*
(0.485) (0.503)
Ethnic Fractionalization 0.476 0.683
(0.635) (0.546)
Aid (mean) -0.0304*** -0.0332%*
(0.00978) (0.0153)
Aid (CV) -0.493 -0.659
(0.394) (0.509)
Aid mean*Aid CV 0.0415%* 0.0496
(0.0209) (0.0353)
Constant 0.493 0.729
(0.593) (0.638)
Observations 47 47
R-squared 0.545 0.517

The OLS estimation is with White’s Heteroscedasticity corrected standard errors in parenthesis.

5% p<0.01, ** p<0.05, * p<0.1
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