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Confidence, financial inclusion and sustainable economic development!
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Abstract This paper identifies two types of confidence, from the literature on trust and social
capital: Confidence in financial institutions; and confidence in the institutional framework,
which encompasses confidence in government, military, police and judicial system. We argue
that confidence has direct impact on economic growth and sustainable economic development,
but the indirect impact works through financial inclusion. We model the interactions among
confidence, financial inclusion and sustainable economic development using a simultaneous
equation system. We invoke system estimation techniques to estimate the model on a sample
of 131 developing and developed countries for 2006-2017. We uncover new results which
suggest that confidence works directly, as well as indirectly through financial inclusion, with a
positive impact on economic growth and sustainable economic development. We also find that
while confidence has a linear positive impact on economic growth, its impact on sustainable
economic development mimics an inverted-U curve, suggesting that there is a threshold level
beyond which confidence countervails sustainable economic development. These findings

support policy initiatives to build confidence and entrench financial inclusion.
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1. Introduction

‘Trust’ sounds like a revolutionary buzzword; indeed, there seems to be an increasing trend in
trying to figure out not only the process of building trust but also the role of trust in influencing
the behaviour of economic agents. For example, in their pioneering empirical work, Knack and
Keefer (1997) explore the link between trust and economic growth using a generalized trust
measure from the World Value Survey (WVS). It is found that high levels of trust entrench
social capital and deliver high rates of economic growth: Better trust environments attract more
economic activity due to less need for costly monitoring and enforcement mechanisms.

But, trust is not entirely homogenous. Indeed, the literature identifies three types of
trust: organizational, institutional and interpersonal trust. Organisational trust is related to the
positive expectations individuals have about an organisation (McEvily et al., 2003).
Institutional trust refers to trust in institutions and concentrates on the systemic level and the
extent to which individuals have trust in institutions such as the military, judiciary system,
government and the police (Cerna, 2014). The basis of interpersonal trust is “face-to-face
contacts, long-term acquaintance and mutual reliable credential” (Bahre and Smets, 1999: 53),
which includes generalized trust. Drawing from each of the above three types of trust, research
on the growth effects of trust are based traditionally on responses to survey questions such as
the WVS!; the question on trust is: “Generally speaking, would you say that most people can
be trusted or that you can’t be too careful in dealing with people?”.

Nevertheless, these measures of trust have been criticised. For example, Beugelsdijk
(2006) argues that generalized trust is too simplistic to derive macro conclusions, because it is
a proxy of social capital that reflects certain aspects of culture, corresponding to the micro level

trust. It is proposed by Luhmann (1979, 1988) and Beugelsdijk (2006) that it is rather

' A number of surveys and barometers (Eurobarometer, General Social Survey, European Social Survey and
International Social Survey Programme) conduct surveys to measure trust using the same question asked by WVS.
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confidence in institutions that matters as social capital at the macro level. Precisely, there is
distinction because trust requires a recognition of risk while confidence does not. For example,
individuals have confidence in money by accepting it as part of everyday life, because money
is based on ‘social contract’ (Lagerspetz, 1984), but “you also need trust to keep and not spend
your money, or to invest it in one way and not in others” (Luhmann, 1988, p.98). Overall,
therefore, while confidence and trust are two different attitudes, the former is a precondition of
the latter. It is curious that the existing literature has only focussed on the link between trust
(which is micro) and economic growth without exploring the link between confidence (which
is macro) and economic behaviour. Clearly, this is an important gap in the literature.

This paper aims to fill the above gap. We acknowledge the conceptual distinction
between trust and confidence, as proposed by Beugelsdijk (2006) and Luhmann (1979, 1988)
and seek to extend the existing literature on trust and growth in terms of four main
contributions. Firstly, we focus on confidence and investigate its relationship with economic
growth and sustainable economic development. This approach brings in a new dimension to
existing literature on trust and growth by unveiling how the precondition of trust influences
economic growth and sustainable economic growth. In particular, we identify two types of
confidence: Confidence in financial institutions, which refers to individuals’ confidence in all
transactions operated by financial institutions; confidence in the institutional framework, which
encompasses confidence in government, military, police and judicial system. The focus on
confidence also offers important advantages in terms of measurement and data quality. It
addresses the criticism that the generalized trust measure is time invariant (Algan and Cahuc,
2010). So far, six waves of cross-section data have been released by WVS where the number
of countries vary in each wave and the time interval between waves is not constant. On the
other hand, Gallup conducts a poll on confidence in a wide range of institutions annually for

across 140 countries since 2006, thus enabling us to address the time invariant issue in trust



data and conduct our analysis in a panel data setting using data on confidence. Hence, this
paper adopts the measures of confidence developed by Gallup World Poll.

Secondly, we introduce financial inclusion as the transmission mechanism through
which confidence may affect economic growth and sustainable economic growth. We argue
that confidence, as a precondition of trust, may affect growth through transaction costs. By
lowering transaction costs, confidence stimulates investment, production and trade, which in
turn stimulate economic activity. Also, financial markets function smoothly in an environment
of confidence, to promote resource allocation with less costly legal protection. On the contrary,
erosion of confidence and the rise of suspicion among economic agents tend to lead to mistrust
in financial institutions and reluctance to access and use financial product and services (Karlan
et al., 2014). Precisely, we argue that confidence in financial institutions and confidence in the
institutional framework are potential factors driving financial inclusion. This places our paper
squarely within a global research policy agenda for increasing access to, and use of, affordable
financial services in a sustainable way (Demirguc-Kunt et al., 2018).

Thirdly, we extend the research to explore the link between confidence, financial
inclusion and sustainable development. Financial inclusion is regarded as a key enabler for
poverty reduction and for increasing well-being and eventually improving the life standards of
individuals who are financially included (Kochar, 2018). Similarly, access to financial products
and services features in at least 5 goals (1 — poverty; 2 — hunger; 5 — gender; 8 — growth; and 9
- infrastructure) of the 17 Sustainable Development Goals (SDGs) established by the United
Nations for 2030 (Mader, 2018). Given the importance of confidence for financial inclusion as
well as the importance of financial inclusion for sustainable economic development, we seek
to contribute to the existing literature by empirically investigating the effect of confidence not
only on economic growth but also on sustainable economic development, either directly or

indirectly through an inclusive financial system as a transmission channel.



Fourthly, in order to capture the interdependence among confidence, financial inclusion
and sustainable economic development, we model the interactions among the three using a
simultaneous equation system. We invoke a system estimation technique (three stage least
squares technique, 3SLS) to estimate the model on a sample of 131 developing and developed
countries for 2006-2017. We also address potential endogeniety, reverse causality, and omitted
variables that may codetermine both confidence and economic performance. We uncover at
least two new results. Firstly, confirming our hypotheses, the results suggest that confidence
works directly, as well as indirectly through the financial inclusion channel, in promoting
economic growth and sustainable economic development. Secondly, we find that while
confidence has a linear positive impact on economic growth, its impact on sustainable
economic developed mimics an inverted-U curve, suggesting that there is a threshold level
beyond which confidence impedes sustainable economic development. These findings have
important policy implications, not least by identifying some potential policy tools for building
confidence and embedding financial inclusion and sustainable economic development.

The rest of this paper is organized as follows. Section 2 provides the literature review
and hypothesis development. Section 3 presents data and econometric strategy. Section 4

discusses the main results and robustness checks. Section 5 concludes.

2. Literature review and hypothesis development

We review three strands of the existing literature on: Trust and economic growth; financial
inclusion; and sustainable economic development. We also draw from the theory and empirical

findings in these studies in order to develop our key hypotheses.

2.1 Trust and economic growth

Trust has been identified as one of the key enablers of economic and social performance (Algan

and Cahuc, 2014). In their pioneering work, Knack and Keefer (1997) examine the impact of
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social capital on economic growth using a cross section of 29 countries. Using trust as an
indicator of social capital, based on data from WVS, it is found that trust has a positive and
statistically significant impact on economic growth. In a follow-up study, Zak and Knack
(2001) confirm the findings by Knack and Keefer (1997), even after adding 12 countries to the
earlier sample. Moreover, Beugelsdijk et al. (2004) conduct a robustness analysis of two
influential papers (Knack and Keefer, 1997; Zak and Knack, 2001) and conclude that the
relationship between trust and growth is robust; these findings are also confirmed by Horvath
(2013) using a Bayesian model to test for the robustness of the trust-growth nexus. Dincer and
Uslaner (2010) and Akcomak and Ter Weel (2009) analyse the trust-growth nexus at regional

level and also obtain findings which support the positive effects of trust on growth.

However, Helliwell (1996) finds a weak and negative relationship between trust and
growth in Asian economies. In addition, Beugelsdijk and van Schaik (2005) show that regional
economic growth in Europe is not associated with trust. Moreover, Berggren et al. (2008)
conduct a robustness analysis of the relationship between growth and trust and conclude that
the trust-growth link is fragile (significant at the 5% level in 10% of their 1,140 regressions).
Also, it has been found that the trust-growth nexus happens indirectly, through the transmission
channel of investment, as found by Zak and Knack (2001) and Hirsch, et al. (2018), or through
schooling and the rule of law, as stated by Bjornskov (2012), or through institutions and
education as shown by Bjornskov and Meon (2013). Hence, existing studies establish a positive
link between trust, proxied by generalized trust measure, and economic growth, either directly

or through some transmission mechanisms.

We take into account the distinction between trust and confidence, as highlighted
earlier. In particular, we emphasize the work by Luhmann (1988) which uses the term
confidence rather than trust and states that confidence is associated with wider systems such as

the police, law, military and government, or financial system, which matter for the economy at
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the macro level. Based on the foregoing discussion of the theory and evidence, we formulate

our first hypothesis as:

Hj: An increase in the level of confidence (in financial institutions or confidence in the
institutional framework) has a positive effect on economic growth and sustainable economic

development.

2.2 Financial inclusion and economic growth

Financial inclusion implies access to and use of a wide range of financial services in an
affordable and sustainable way (Allen et al., 2016). Existing literature suggests that the main
factors which are associated with a country’s level of financial inclusion are income per capita,
legal origins, the quality of institutions, good governance, the regulatory environment,
population, education, regulatory constraints and availability of information (Allen et al., 2016;
Rojas-Suarez and Gonzales, 2010; Karlan et al., 2014; Honohan, 2008; Beck et al., 2007). In
addition, Guiso et al. (2004) find that in Italy people who reside in provinces with higher levels
social capital tend to hold less cash, use cheques, invest more in shares, use less informal credit
and have greater access to credit from institutions. Also, Guiso et al. (2008) note that even if
individuals participate in the stock market, they tend to buy fewer stocks in an environment
characterized by less trust. Similarly, Dupas et al. (2012) shows that low trust in banks is often

regarded as a key concern that prevents people from using formal bank accounts in Kenya.

Some of the evidence is specific to confidence rather than trust. For example, Djankov
et al. (2008) identifies lack of confidence in institutions as a key factor that prevents people
from having a bank account in Mexico. Because confidence serves as a precondition for trust,
the emphasis on trust in formal banking systems by Karlan et al. (2014) and the importance of
trust in financial institutions by Bruhn (2018) can be interpreted as underpinning the role of

confidence in financial inclusion. Moreover, Beckmann (2019) shows that lack of trust in banks



reduces the probability of formal savings, especially bank savings in Central and Eastern

Europe. Based on the above discussion, we formulate our second hypothesis:

H>: An increase in the level of confidence (in financial institutions or confidence in the

institutional framework) has a positive effect on the level of financial inclusion.

Existing literature also suggests that lack of access to financial services is one of the
potential sources of severe distress, which may impede poverty alleviation and economic
development (see Beck et al., 2007; Cull and Scott, 2010; Mader, 2018). Financial inclusion
increases access to and use of the formal financial services, thereby promoting investment in
business opportunities, education, and health, and eventually contributing to productivity and
economic growth, in the long term. Also, capital injections into small businesses tend to relax
credit constraints on poor entrepreneurs, thereby enabling them to come out of poverty and
increase economic growth (De Mel et al., 2008; McKenzie and Woodruff, 2008). In addition,
Bruhn and Love (2014) find a positive effect of access to finance on income in Mexico through
enabling informal business owners to keep their businesses open and creating an overall

increase in employment. In the light of the above discussion, we formulate our third hypothesis:

H3s: An increase in the level of financial inclusion has a positive effect on the level of

economic growth and sustainable economic development.

2.3 Theory on confidence, financial inclusion and economic growth

We seek to explore conceptually the role of financial inclusion in providing the transmission
channel through which confidence (in financial institutions and well as the institutional
framework for finance) affects economic growth and sustainable economic development. In
previous theoretical studies, McEvily et al. (2003) defines the working mechanism of trust as
comprising three constituent parts. The first is the confidence in the system in terms of positive

expectations of an individual towards his economic environment. The working mechanism
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starts as a belief, then it transforms into a decision, and further transforms into an action. This

process shows that confidence is a precondition for ‘trust as a decision’ and ‘trust as an action’.

Our theoretical conceptualisation of confidence relates to financial institutions, which
form the fundamental basis for a financial system. We note that the existing literature identifies
three major issues which are expected to be resolved through the financial system. The first is
asymmetric information, which creates issues of moral hazard and adverse selection. The
second is uncertainty which is crucial in free market economy. The third one is the principle-

agent problem that emerges associated with market imperfections (Demir and Hall, 2017).

We argue that the presence of confidence and trust, which are essential features of
principal-agent relationships, can help to alleviate these problems. Confidence in the
institutional framework (that is confidence in the police, military, government and judicial
system) reduces uncertainty in the financial system and ensures that people are confident with
the rule of law, its enforcement and protection mechanism and they can trust these institutions
in one to one relationship (Bachmann, 2001; Bachmann and Inkpen, 2011). When individuals
have confidence in financial institutions along with confidence in the institutional framework,
they can easily trust and delegate financial institutions as decision-making authority for the
management of their capital resources, which reduces principal-agent problems and associated
transaction costs. Moreover, confidence in the financial system facilitates trust; cooperation
among anonymous people and institutions reduces asymmetric information and the necessity
of monitoring (Brown et al., 2012; Gur and Bjernskov, 2017). Hence, an increase in confidence
in the institutional framework and confidence in financial institutions may increase trust in,

access, to and use of, financial institutions, thus engendering a more inclusive financial system.

Moreover, in theory, an inclusive financial system leads to an efficient resource

allocation to productive investment projects. In addition, access to and use of appropriate



financial products facilitate management of uncertainty and reduce risks. Also, financial
inclusion reduces risk of exposure to misappropriation by providing accounts at financial
institutions and holding less cash money. Participation of entrepreneurs, especially women who
live in rural areas, in the financial system through the services of micro finance institutions
increases financial freedom, creates more job opportunities, increases social inclusion and
helps close gender gaps. All these activities eventually contribute to economic growth, close
income gaps among groups, increase overall wellbeing and enables inclusive and sustainable
economic development (Demirguc-Kunt et al., 2018). Based on the foregoing discussion of the

relevant theoretical and empirical literature, we formulate our fourth hypothesis as follows:

Hy: An increase in the level of confidence (in financial institutions or confidence in the
institutional framework) has a positive effect on the level of economic growth and sustainable

economic development, through the channel of financial inclusion.

The main prediction of Hypothesis 1 is that the benefits of confidence translate into
higher growth and sustainable economic development. Hypothesis 2 predicts that confidence
is consistent with high symmetric information in order to embed financial inclusion among
households and firms. Hypothesis 3 predicts that with higher levels of confidence, financial
inclusion delivers the financing support for economic growth and sustainable development.
Hypothesis 4 predicts that financial inclusion provides the transmission mechanism through

which confidence positively affects economic growth and sustainable economic development.

3. Data and econometric strategy

3.1. Data and measurement

We use data from several sources including: Gallup World Poll; Global Financial Development

Indicators; Financial Access Survey, IMF; World Governance Indicators; World Development



Indicators; and Political Risk Service database. We started with the universe of 193 countries,
which are members of the United Nations. We checked for data availability and consistency
for the period 2000-2018. We paid particular attention to data availability for the two measures
of confidence (confidence in financial institutions and confidence in the institutional
framework). After adjusting for data gaps and unreliability of data for all the variables in some
countries for some of the periods, we ended up with a working sample of 131 countries

covering the period 2006-2017.

3.2. Dependent variables

3.2.1. Confidence

Following Beugelsdijk (2006) and Luhman (1979, 1988), we focus on confidence using the
confidence dataset provided by The Gallup World Poll — which is the only cross-national
dataset measuring confidence provided in a timely enough period enabling us to assess the
implications of confidence on the economy at panel set. The survey question of the Gallup is:
“In [country], do you have confidence in each of the following, or not?” proceeding with list
of institutions, including the financial institutions or banks, national government, police,

military and the judicial system.

We measure two aspects of confidence. First, we create a unique measure of confidence
in institutional framework following the arguments Beugelsdijk (2006) and Luhman (1979,
1988), that consists of confidence in police, military, government and judicial system. We use
principal component analysis and used the first component as the measure of confidence in
institutional framework. Second is the confidence in financial institutions on itself as a single
measure of confidence in financial institutions at macro level. The World Poll conduct survey
of an annual base for around 1,000 people for up to 155 countries. Actual sample sizes vary by

country as not every question is asked in each survey and not every country is surveyed every
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year. The World Poll spans from 2006 (for most of the countries data is available from 2009)
and the version of the dataset we are using (released on 2018) contains data through 2017 for
most countries and 2018 for others. This restricts our sample size to 131 countries covering the

period 2006-2017.
[insert Figures 1-2 about here]

Figures 1-2 show the distribution confidence in financial institutions and confidence in
institutional framework distribution around the world for year 2014, respectively. The

distribution shows similarities as well as differences across the world.
[insert Figure 3 about here]

Figure 3 shows the differences among confidence in financial institutions, confidence
in institutional framework and trust at regional base for year 20142, Confidence in both
financial institutions and institutional framework are highest in South Asia while trust is highest
in East Asia & Pacific. Confidence in financial institutions is lowest in Europe& Central Asia
while confidence in institutional framework and trust are lowest in Latin America& Caribbean.
This is quite an interesting finding and is a reflection that trust, and confidence are not
perceived as same concepts giving credence to Beugelsdijk (2006) and Luhman (1979, 1988),

and have to be considered individually in terms of their implications in the economy.
3.2.2. Financial inclusion

There are three dimensions of financial inclusion identified by the existing literature which are

access, usage and quality (Demirguc-Kunt et al., 2018; Ahamed and Mallick, 2019).

We extend Ahamed and Mallick (2019) by performing principal component analysis

(PCA) to create a unique index using access, usage and quality dimension indicators of

2 We have chosen 2014 as the base year due to data availability on trust.
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financial inclusion. Before implementing PCA, variables are normalized to have values
between zero and one so that the scale in which they are measured is not a matter of issue.
Based on the data availability and following the literature (Beck et al., 2007), we use
Automated Teller Machines (ATMs) per 1,000 km?, Automated Teller Machines (ATMs) per
100,000 adults, Branches of Commercial Banks per 1,000 km? and Branches of Commercial
Banks per 100,000 adults as the measurements of access dimension of financial inclusion,
outstanding deposits with commercial banks (% of GDP) and outstanding loans with
commercial banks (% of GDP) as the measurements of usage dimension of financial inclusion
and finally bank net interest margin (%), that measures financial system competitiveness?, as
the measurement of the quality dimension of financial inclusion. We first conduct PCA among
four measures of access dimension to capture common variation among those four variables.
We take the first principal component as the composite index of financial access and conduct
a second PCA among financial access, usage and quality measures. We then take the first

principal component as the unique composite index of financial inclusion.
3.2.3. Sustainable economic development

We construct a sustainable development index, following Strezov et al. (2017) along with the
evaluation of a broad set of sustainable development indicators. These indicators are used to
create a unique index for three dimensions of sustainable economic development, namely the
economic, environmental and social, and categorizes the individual indicators across their
ability to reflect these three dimensions. In the robustness check, we use Adjusted Net Savings
(Genuine saving). Adjusted Net Savings is used as one of the sustainable development

measures in the literature (Lindmark et al., 2018; Carbonnier et al., 2018). It originates from

3 Another frequently used financial system competitiveness indicator is the net interest spread, but due to data

availability for the sample of interest, we rely on bank net interest margin. In order to facilitate interpretation and

consistency with other variables, we multiply bank net interest margin by -1 in order to use it in PCA analysis.
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the literature on national income accounting, wealth accounting and weak sustainability

(Strezov et al., 2017; World Bank 2018).

3.3 Control variables

Ethnic fractionalization: We measure ethnic fractionalization by using Ethnic Tensions
data from Political Risk Service (PRS) database. Higher values indicate lower levels of
ethnic tensions. Anything that causes a reduction in the social polarization among the
citizens of a country is expected to increase tendency to more trust (Bjernskov, 2006; Zak
and Knack, 2001). Hence, we expect positive effect of ethnic tensions on confidence.
Religious fractionalization: We measure religious fractionalization by using Religious
Tensions data from Political Risk Service (PRS) database. Higher values indicate lower
levels of religious tensions. Reduced social polarization among the citizens will increase
tendency to more trust (Bjernskov, 2006; Zak and Knack, 2001). Hence, we expect positive
effect of religious tensions on confidence.

Rule of law: We use the Rule of Law component of World Governance Indicators (WGI).
Rule of Law increases the tendency of individuals to have confidence in the system and
trust in decisions, through protecting individuals against adverse effects when their
confidence and trust are abused (Bjernskov, 2006). Hence, we expect positive effect of
Rule of Law on confidence.

Mobile cellular subscriptions: We use Mobile cellular subscriptions (per 100 people) from
World Development Indicators (WDI). Mobile phone penetration facilitates access to and
use of financial services through providing financial services in digital platform, and hence
increase financial inclusion (Honohan, 2008). Hence, we expect a positive effect of mobile
cellular subscriptions on financial inclusion.

Regulatory constraint. Following Rojas-Suarez and Gonzales (2010) we calculate

regulatory constraint by subtracting Financial Freedom Index of Heritage Foundation from
13



100. This variable measures the level of government regulation on financial system; the
level of government intervention in financial services; the obstacles faced in opening and
operating financial services; and state effect on the allocation of credit which is expected
to hamper financial inclusion (Rojas-Suarez and Gonzales, 2010). Thus, we expect negative
effect of regulatory constraint on financial inclusion.

Education: We measure education by using Primary school enrolment (Gross) from WDI.
The significance of human capital and educational attainment is highlighted in growth
theory (Rebelo, 1991). An increase in education level indicates an expansion in the supply
of skilled labour and productivity which is beneficial for the development of the economy.
Hence, we expect positive effect of primary school enrolment on growth.

Investment. We measure investment by using Gross capital formation (% of GDP) from
WDIL. In the growth literature (Rebelo, 1991), investment on new projects in the sectors of
infrastructure and public utilities as well as the projects in key sectors such as health,
industry, housing, agriculture and education, which contribute to economic growth. Hence,
we expect positive effect of gross capital formation on growth.

Trade: Trade refers to economic openness and is measured by sum of export and imports
(% of GDP) from WDI. The theory on the growth effects of trade is inconclusive. For
example, Levine and Renelt (1992) and Grossman and Helpman (1992) show that trade
stimulates growth through the import of goods and services including new technology that
facilitates the production process and increase productivity. However, Batra and Slottje
(1993) argue that trade openness has a negative impact on growth through reducing tariffs.
A decline in relative prices of domestic manufacturing may result in a less demand for
domestic goods in contrast with foreign goods. Thus, we expect that the impact of trade on

growth is indeterminate in theory and can only be verified empirically, i.e. it may be
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positive, suggesting that trade facilitates technology know how and increased productivity,
or it may be negative suggesting the detrimental impact of tariffs.

Government expenditure: This is the indicator of fiscal policy and measured by general
government final consumption expenditure (% of GDP). An increase in government size
requires more spending. To finance this spending government imposes more tax. An
increase in tax induces a fall in economic activities, private investment and hence economic
growth (Barro, 1991). However, an increase in government size may encourage private
investment as large government is likely to do more investment in technological up-
gradation/diversification and infrastructure, which improves development of the economy.
Hence, the impact of government expenditure on growth is indeterminate.

Population density: We measure population density (people per sq. km of land area) using
data from WDI. An increase in population density increases the number of human capital
available, which is beneficial for economy, but it also leads an increase in consumption of
resources with negative effects for present and future utility (Hanley et al., 2015). Hence,
the impact of population density on sustainable economic development is indeterminate.
Resource richness: Following Carbonnier et al. (2018) we measure resource richness by
taking the sum of ores and metals exports (% of merchandise exports) and fuel exports (%
of merchandise exports). Countries with abundant sub-soil assets in the form of gas,
minerals and oil can achieve large revenues from extraction that can contribute the
sustainable economic development (Carbonnier et al., 2018). Therefore, we expect positive
effect of resource richness on sustainable economic development.

Institutional quality: We measure institutional quality by taking the average of six
governance components of WGI. An increase in institutional quality leads resource

allocation in an effective and more inclusive way, leading to an increase in sustainable
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economic development. Hence, we expect a positive effect of institutional quality on

sustainable development (van Zeijl-Rozema et al., 2008).
3.4. Econometric Strategy

3.4.1. Specification of a simultaneous equation system

We specify a simultaneous equation system to capture the inter-relationships among
confidence, financial inclusion, and economic growth. The simultaneity among the three is
illustrated in Figure 4. We specify two systems: the first with an emphasis on economic growth;

the second focused on sustainable economic development.
[Insert Figure 4 about here]
3.4.2 First system: Confidence, financial inclusion and economic growth

We specify our econometric model to estimate confidence following the literature on trust,
such as Forte et al. (2015), and Algan and Cahuc (2014), among others. In addition, following
Allen et al. (2016) and Beck et al. (2007), among others, we specify a model to estimate
financial inclusion. Also, following Barro (2015) and Algan and Cahuc (2014) we specify a
model to estimate economic growth. We also specify a simple model for sustainable economic
development, following Lindmark et al. (2018) and Carbonnier et al. (2018). Hence, the first
system comprises three equations for confidence, financial inclusion and economic growth, as

listed below in equations (1) — (