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Abstract

Development and growth economists agree on the theoretical connections between good
governance and sustained increases in living standards. Where the incentives within a
society lead wealth-maximizing individuals to produce new wealth rather than divert it
away from others, development is sure to follow, the theory predicts. However, the
empirical evidence for these claims have been delayed by the lack of available data on
political and socia institutions, and the quality of governance.

This paper describes the gradual accumulation of indicators and evidence of the links
between governance and growth, focusing on broad cross-country analyses. While each
governance indicator developed thus far is in some way imperfect, the faults of some
measures are entirely independent from those of others. Therefore, in aggregate, the
totality of indicators point in the same direction: good governance is crucial for growth.

Unfortunately, while current indicators are getting better at determining the quality of
governance, they still are unable to implicate particular institutional arrangements that
donors should devote their attention and resources towards. Moreover, the subjectivity of
some indicators invites suspicion from local governments and makes reform difficult.

Thus, the paper concludes by discussing the need for more institutionally-specific and
trangparently constructed governance indicators, and summarizes progress in identifying
and collecting these “second generation” indicators.
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1. Introduction

In most societies throughout history and in much of the underdevel oped world today, incentives
havefavored predation over production, or “taking” instead of “making” (Usher, 1987; North, 1990: 9, 78;
Olson, 2000: 1)." Wheresociad and legal mechanismsfor enforcing contracts and property rights are wesk
or absent, the private returnsto redistributive effortswill generally exceed the private returnsto production.
An emerging consensus among development and growth economists views good governance as a pre-
requisite to sustained increases in living sandards.  The difference between developmenta success and
falureinthisview haslittleto do with natural resource availability, climate, foreign aid, or luck. Itis, rether,
largely a function of whether incentives within a given society steer wedth-maximizing individuas toward

producing new wealth or toward diverting it from others.

" Thefindings, interpretations, and conclusions expressed in this paper are entirely those of the author. They do not
necessarily represent the views of the World Bank, its Executive Directors, or the countries they represent.

! In Les Systemes Socialistes (1902), Vilfredo Pareto wrote: “ Societies. .. offer men two essentially different ways of
acquiring wealth. Oneisby producing it directly or indirectly through the work and services of the capital they
possess. The other is by acquiring the wealth thus produced by others. These two methods have at all times been
employed...the second method...isageneral and enduring phenomenon.”
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Thereative payoffsof production and predation (or “making” versus*“taking”) are determined not
only by legd mechanisms for enforcing contracts and protecting property rights, but aso by socid norms
thet facilitateinterpersond trust. Thesesocid inditutions, wherethey are effective, complement the effect of
government inditutionsin reducing uncertainty and transactions costs, enhancing the efficiency of exchange,
encouraging specidization, and encouraging investment inideas, human capitd, and physicd capitd. Where
socid and legd mechaniamsfor the efficient resolution of prisoners dilemmaand principa-agent gamesare
weak or absent—i.e., where most potential pairs of economic transactors cannot trust each other— the
private returns to predation increase while the private returns to production fall.

Thisbas ¢ perspective on theimportance of good governancefor growth gradudly gained adherents
over the 1980s and 1990s, following severd decades in which development failures were attributed
successively to capitd shortages, low education, and policy distortions, with little attention devoted to the
politica and indtitutional sources of these problems. In hisstudy of long-term economic growthin 40 non
industrialized nations from 1850 to 1950, Lloyd Reynolds (1983: 976) conjectured that “the sngle most
important explanatory variable’ was* palitica organization and theadminigtration of government.” Thisview
was e aborated most famoudy later in the decade by North (1990: 9) who argued that in norn-developing
societies “opportunities for politicd and economic entrepreneurs overwhelmingly favor activities that
promote redigtributive rather than productive activity, that creste monopolies rather than competitive
conditions, and that restrict opportunities rather than expand them.” Systematic empirica tests of these
ideas were delayed, however, by thelack of available dataon political and socid indtitutionsand the qudity
of governance. North (1990: 107) even argued that "we cannot see, fed, touch, or even measure

inditutions' (emphas's added).
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Despite difficulties in measurement, numerous studies have andyzed the impact of ingtitutions and
the quality of governance on economic performance. The next section of this paper describesthe gradud
accumulation of indicators and evidence, focusing on broad cross-country andyses. Each of the
governance indicators used in thiswork has one or more mgor deficiencies. However, the faults of some
messures are entirdy independent of the flawsin others, so it is extremdy unlikely that these measures dll
impart a bias in the same direction. Yet, dl of the evidence points in the same direction, i.e. that good
governance is crucid for growth.

While the indicators described in section 2 have been instrumenta in putting governance at thetop
of donors agendas, they are less useful in telling governments or donors what they can do to improve the
qudity of governance. The indicators are not specific enough to implicate particular indtitutiond
arrangements that donors can do anything about, so donors can only guess which reforms from an
enormous “best practice’ menu in civil service, budget management, or other areas might have the largest
payoffsinimproving the quaity of governance. Moreover, the subjectivity of most of theseindicatorsleads
many developing country governmentsto view themwith suspicion. Thefind section accordingly discusses
the need for more inditutiondly-specific and transparently constructed governance indicators, and

summarizes progress in identifying and collecting these * second generation” indicators.

2. Congtructing and Testing Governance I ndicators
Despite his assertion that “we cannot...measure ingtitutions,” North (1990: 134-5) encourages
quantification of their effects on transactions costs, and actualy suggests severd proxies for inditutiond

inefficiency, including interest rates (1990: 43, 69), or thelength of timerequired to get atelephone or spare
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parts (65, 135). Anocther possible indicator is the size of the public sector, as the greater the share of
society’ s resources influenced by government decisions, the greater isthe incentive to devote resourcesto
rent seeking instead of producing (North 1990: 87). However, government expenditure is an extremely
crude indicator of the share of socia resources influenced by government, particularly in poorly-governed
countries. For example, government expenditures are unaffected when corrupt government officidsdlocate
business permits, monopoly rights, or scarce foreign exchange in exchange on the basis of bribes, persond
ties, or political support.? The literature accordingly has moved in other directions.
Civil Liberties and Political Freedoms

Kormendi and Meguire (1985) were the first researchers to explore the relaionship between
governance and post-war economic performance using across-country statistical approach. For asample
of 47 countries for the 1950-77 period, they examine the impact on investment and growth rates of
population growth, government Size, trade openness, inflation, and “civil liberties” The latter is an index
published by Freedom House (various years). Vaues range from 1 to 7, with lower scores indicating
greater cvil liberties. Kormendi and Meguire were interested in testing the impact of political and socid
freedoms, aswell as* economic rights, such asfreedom from expropriation or theenforceability of property
rightsand private contracts” They acknowledged that the civil libertiesindex was not intended to measure
“economic rights’, but argued that the two werelikely corrdated (p. 154). Kormendi and Meguirefound

that growth rates were about 1 percentage point higher on average in the high civil liberties countries,

Barro (1991) and others have investigated the relation of different types of government spending to economic
growth. Most studies find no relationship between total government spending and growth. Barro findsthat a
measure of government spending which nets out education, defense, and public investment is negatively associated
with growth across countries.
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controlling for the other independent variables mentioned above.  Subsequent studiesby Scully (1988) and
Grier and Tullock (1989) found a positive relationship between civil liberties and growth for much larger
samples of countries. Scully (1988) used the civil liberties indicator (and a similar political freedoms
indicator aso published by Freedom House), as measures of the "inditutiond framework." Emphasizingthe
"independence of thejudiciary” among the various criteria Freedom House used in evauating civil liberties,
Scully viewed this variable as a proxy for the rule of law.

Because of the large number and variety of criteriafactored into the Freedom House civil liberties
index, it is a questionable proxy for more narrow governance concepts such as the rule of law, contract
enforceahility, or security of property rights. While certain criteria are highly relevant -- e.g. rights to
property, independence of thejudiciary, and freedom from government corruption -- othersarenat, such as
the presence of free religious inditutions, free trade unions, and freedom from “gross socioeconomic
inequdity” and “ gross government indifference.”

Studies conducted in the 1990s on the rel ation between type of regime and growth interpreted the
Freedom House politica freedomsand civil libertiesindexes as measures of democracy. Barro (1996) and
Helliwdl (1994) find that theseindexesare positively related to growth only if variables such aseducationa
atainment and investment rates are omitted as explanatory variables. They conclude that any beneficid
effect of democracy on growth may operate through thesefactor accumulation channdls. Barro findsthat a
curvilinear relation between growth and the indexes fits the data better than alinear specification, with the

fastest rates of growth exhibited by countries that are only partly free® Barro, Helliwell, and Burkhart and

*Studies of the determinants of deaths from political violence found asimilar curvilinear relation, with deaths highest
among countries with intermediate values of the Freedom House indexes. See, for example, Muller and Weede (1990).

Growth and Governance 5 2/25/02



Lewis-Beck (1994) dl conclude that the pogitive rel ation between income levels and democracy islargely
attributable to the effect of income on democracy rather than vice versa. These results are consistent with
Lipset's (1959) interpretation of the correlation between income and democracy. (See Przeworski and
Limongi 1993 for acriticd review of the extensve and incondusive literature on the relaion between regime
type and economic performance.)

Isham, Kaufman and Pritchett (1997) anayze the impact of the qudity of governance on the
performance of hundreds of World Bank-financed projectsin various devel oping countries over the 1974-
93 period. They find that rates of return are higher in nationswith greater civil liberties, asmeasured by the
Freedom Houseindex (and by severd dternativeindicatorsof civil liberties). Controlling for country-leve
policy variables, capita-labor ratios, project complexity, and regional dummies, each 1-point improvement
in the 7point Freedom House index of civil liberties is associated with improvements of more than 1
percentage point intherate of return (which averaged about 16% over dl projects). The politica freedoms
index, dong with other democracy indicators, proved to be unrelated to project performance. Civil uret—
measured by frequenciesof riots, strikes, and protest demonstrations-- wasaso positively associated with
performance. Theauthorssuggested that civil unrest isasymptom of environmentsinwhich mechanismsfor
expresson of discontent with government performance are available and effective, and interpreted their
findingson avil libertiesand unrest asevidencefor the view that “increasing public voice and accountability”
improves government performance.

Frequency of Political Violence
Barro's (1991) classc empiricd study on the determinants of growth tests indicators of political

ingtability, which he interprets as adverse influences on property rights. These ingability variables have
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important advantages over the Gadtil indexes as proxies for property rights and other dimensions of the
quality of governance. Firg, they are objective measures, conssting of the number of incidents of various
typesof palitica violence. Second, they are availablefor the entire period covered by the Summers-Heston
(1991) income dataset, not just for recent years, dlowing for afuller empirica treatment of causdlity issues.

Thetwo violence measures Barro tests are the average annua number of revolutions (or coups) and
of political assassnations, usng data from Banks (1993). He finds that each of these variables is
ggnificantly and negatively related to growth rates and to private investment’ sshare of GDP between 1960
and 1985. Barro reportsthat oncethese variables areincluded, Gastil’ sindexes (which hetested in earlier
unpublished drafts) are no longer significant.

Endogeneity isapotentidly serious problem with violenceindicators: Barro acknowledgesthat the
relaion between violence and growth might reflect the postive effect of growth on politica sability rather
than the other way around. Investigationsof thisissue usng time-seriesdataprovide mixed results. Alesna
et d. (1996) show that politicd ingability and violence are jointly determined: coups lead to worse
economic performance, but dow growth increases the likelihood of coups. Londregan and Poole (1990,
1992) dso conclude that coups are caused by low growth, but they find that more frequent coups do not
reduce growth rates. Alesnaand Perotti (1996) find that ingtability lowersinvestment’ s share of GDP but
that investment rates do not in turn Sgnificantly affect politica violence.

Aswith the Freedom House measures, it is questionable how well the frequency of palitica violence
capturesvariations in the underlying country characteristics of interest, such asthe security of property rights
and therule of law. Coups, for example, often entall only changesin the identity of the kleptocratic chief

executive, with few or no implications for the property rights of anyone outsde the ruler’ sand ex-ruler’s
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circlesof key supporters. Conversdy, some stable (long-lagting) governments have been knownto legidate
economic palicies erraticaly through numerous and unpredictable executive decrees.
Expert Assessments of Governance

These deficienciesin the violence counts and in the Freedom House indexes crested ademand for
more direct and comprehensive measures of the quality of governance. In independent but Smultaneous
efforts, Mauro (1995) and Knack and Keefer (1995) introduced the use of subjective ratings marketed to
internationa investors by firms specidizing in political risk evadudion. These ratings services include
Businessinternationd (BI), the International Country Risk Guide (ICRG), and Busness Environmentd Risk
Intelligence (BERI).

Mauro (1995) tested three variables congtructed from Bl indicators: (1) “Corruption,” (2) a
bureaucratic efficiency index congtructed from three measures: “ Corruption,” “ Bureaucracy and Red Tape,”
andthequdity of the"Legd Sysemand Judiciary,” and (3) a“ politicd sability” index congtructed fromsix
indicators representing the likelihood of changesin government, terrorist acts, labor unrest, other domestic
conflict, or conflict with neighboring countries. He found these indexes to be postively and sgnificantly
related to growth and investment in Barro-typeregressons. Reversecausdity isapotentia problem using
these data Causdity is dways an issue in growth studies, particularly where independent variables are
measured at the end of the growth period (note Mauro’'s Bl indicators are averages over the 1980-83
period, while investment and growth are measured over 1960-85). Bureaucratic efficiency and politica
gability arelikdy to beafunction of per capitaincome; whileinitid-year per capitaincomeis controlled for
in the growth regressons, find-year per capitaincomeisnot. Moreover, biases in subjective ratings of

ingtitutions could be correlated with economic performance. For example, one cannot rule out the
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possibility that BI’ sexperts(or those of ICRG or BERI) surmisethat corruption must not betoo severeina
particular country, because it is observed to be attracting foreign investment or growing rapidly. Mauro
dealt with the reverse causation issue by using an index of ethnic fractiondization and a set of colonid

heritage dummies as exogenous indruments for the Bl indicators. In generd, his two-stage least- squares
estimates of the association between the BI indicators and economic performance remain positive and
ggnificant.

Knack and Keefer (1995) used data from two other risk assessment firms. From the ICRG
(published by the PRS Group), they congtructed an index from the five indicators they viewed as being of
greatest relevance to the security of private property and the enforceability of contracts: “Corruption in
Government,” the“Rule of Law,” “Expropriation Risk,” “Repudiation of Contracts by Government,” and
“Qudity of the Bureaucracy.” From Business BERI, they congtructed asmilar index from the variables
“Contract Enforceshility,” “Nationdization Risk,” “Bureaucratic Delays” and “Infrastructure Quality.”
Adding the ICRG index to a Barro-type growth regression, Knack and Keefer find that a standard-
deviation increase in the index (about 12 points on a 50-point scae) increasesthe annud rate of growthin
per capitaincome by 1.2 percentage points on average. Substituting the BERI index for the ICRG index
produces a Smilar association with growth. These indexes (particularly BERI) prove to have strong
explanatory power for privateinvestment dso. Moreover, in growth or investment regressionsthat include
the violence counts or Freedom House indexes as well asthe Knack and Keefer property rightsindexes,
only the latter prove Satigticaly sgnificant.

Knack and Keefer attempt to minimize reverse causation problems by measuring inditutions asfar

back in time as possible, and measuring their dependent variables farther forward in time. They focus
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primarily on growth and investment rates over the 1974-89 period, and use thefirst available observation
for each country for ther ingtitutiond indicators, 1982 for ICRG and 1972 for BERI for most countries.

Equation 1 of Table 1 presents growth regressons that are updated to include many more recent
years of income data than were available to Mauro (1995) or Knack and Keefer (1995), further reducing
the sdlience of the causdlity problem.* The dependent variableisthe average annual increasein per capita
income over the 1980-99. Regressorsinclude (1) the ICRG qudity of governance index, averaged over
1982-97; (2) initid GDP per capita; (3) average educationa attainment of the over-25 population, averaged
over 1980, 1985, 1990, and 1995; (4) thelog of
inflation, averaged over 1980-98; (5) the year-to-year variability of inflation (coefficient of variaion) over
1980-98; (6) M,/GDP, a standard measure of financid development, averaged over 1980-98; and (7)
exports/GDP, averaged over 1980-98.

All of thesevariableshave been shownto be gatisticaly significant in one or more published growth
regressons. Theonly two that are strongly sgnificant herewhen dl of them areincluded together areinitia
GDP (representing the wedl-known conditiond convergence effect) and the qudity of governance index.
The regresson coefficient of .15 for the governance index indicates that each increase of about 7 pointsin
the 50- point index isassociated with an increase on the average annud growth of per capitaincomeof more
than 1 percentage point. This effect is dightly larger than that estimated by Knack and Keefer (1995).

Figure 1 depicts the partid relationship between growth and the ICRG index represented in the

regression results. This“partid plot” shows the relationship between growth and the

* Chong and Calderon (2000) employed a more rigorous approach to causality using the BERI and ICRG data,
exploiting the annual data on per capitaincome and the quality of governance. They find evidence of significant

Growth and Governance 10 2/25/02



ICRG index, holding congtant the effects of al other explanatory variablesin equation 1.

The possibility that ratings are affected by expert’ sknowledge of recent economic performanceis
not the only potential drawback of the Bl, ICRG and BERI governance indicators. A second objectionis
that these measureslikely better represent conditionsfacing foreign investors-- the paying dientsof therisk
assessment firms-- than conditions confronting domesticinvestors. Giventhecrucid importance of foreign
technology and capita for successful catch-up growthin poor countries, conditions facing would-beforagn
investors are by no means irrdevant, but unless those conditions are perfectly correlated across countries
with conditionsfacing domestic investors, subjective palitica risk evauationsremain only partid indicators
of the inditutiona environment that can affect economic performance.

These subjective governance indicators have attained wide usage in the growth and devel opment
literature, however, and are even used by the World Bank and other donors and aid agenciesto assessthe
date of governancein developing economies® Because of itsmuch better cross-country coveragerdative
to Bl and BERI, the ICRG indicators have been the most widely used governance indicatorsin the cross-
country empirical literature on economic performance.

Contract-Intensive Money

In response to the imperfections of subjective ratings, Clague et d. (1999) introduced an

objective measure caled “ contract-intensve money,” or CIM, equd to the proportion of M, not

comprised of currency outside banks. The data coverage over time and across countries for CIM,

causation in both directions: growth increases the value of the institutional indicators, but higher values of ICRG and
BERI increase growth rates.

®Similarly, the subjective nature of the Freedom House indicators does not prevent USAID from citing them as
indicators of its effectivenessin promoting democratization. See“USAID A ccomplishments” at
http://www.usaid.gov/about/accompli.html.
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caculated from standard monetary indicators, isfar superior to that for the subjective measures. Because
CIM is objectively measured, it is not subject to contamination by knowledge of recent economic
performance by country experts or by surveyed entrepreneurs, removing an important potentia source of
endogenaity.

Thelogic behind CIM isthat for numerousreasons, individudswill hold alarger proportion of their
financid assats in the form of currency in environments where third-party enforcement of contractsis
unrdigble. Money lent to financid ingtitutions (i.e. bank deposits) isless safe where contracts cannot be
relied upon. Not only are banks more likely to default on their obligations, but governments unable or
unwilling to enforce contracts between private parties are unlikely to respect private property themselves,
e.g. by refraining from expropriating bank depositors. The CIM ratio isthe outcome of choices by wealth
maximizing firms and individuas: the ratio will increase where governments better enforce and respect
contracts and private property rights. Where property and contract rights are less clearly defined and
secure, borrowers will find it more difficult to offer collateral as security againgt default, inhibiting the
development of financid ingtitutions and sophiticated financid instruments;, limiting the availability of money
other than currency. Clague et d. (1999) show that CIM is sgnificantly and positively correlated with
growth rates and (even more strongly) with investment’s share of GDP over the 1970-92 period.

Despite its virtues as an easly-measured, objective indicator with broad coverage over time and
acrosscountries, CIM clearly only partidly capturesvariaionsin theingitutiona environment. It measures
the tradeoff between holding assets n only one of two forms: currency and bank deposits. Idedly, a
broader measure could be constructed which captured holdings of foreign currencies, gold, and other assets

(which should congtitute a higher proportion of assets in nations with poor contract enforcement).
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Unfortunately, available datado not permit congtruction of such indicatorsfor areasonable-9zed sampleof
countries.

Although CIM and subjective measures, such asthose from the | CRG, each undoubtedly measure
the qudity of governance across countries only with subgtantid error, these errors have different and
independent sources. Thus, it isreassuring that testsusing CIM yield very smilar findings astests using the
subjective measures. Equation 2 of Table 1 tests the relaionship of CIM to growth over the 1980-99
period. Equation 2 differsfrom equation 1 only in substituting CIM (averaged over 1980-98) for theICRG
quality of governance index. The (strongly significant) coefficient of .069 for CIM indicates that each
increase of about 14 percentage pointsin CIM is associated with a 1 percentage point increase in annua
growth in per capitaincome.

Figure 2 depictsthe partid relationship between growth and CIM represented in equation 2. This
partid plot shows the relaionship between growth and CIM, holding congtant the effects of dl of the other
explanatory variablesincluded in equation 2.

ThelCRG index and CIM are strongly but not perfectly correlated (r=.65) over thisperiod, nor are
they conceptudly identica. One differenceis that foreign investors may be more sengtive than domestic
investorsto aspects of governance measured by ICRG; in contrast, CIM may better reflect conditionsfaced
by domestic than by foreign investors. Accordingly, both variables are included together in equation 3.
Although coefficientsfor each are dightly lower than their coefficientsin equations 1 and 2, both CIM and
the ICRG index remain strongly significant in equation 3.

Recent Developments in Measuring Governance and Institutions

There are saverd recent noteworthy developments in improving the quantity and quaity of
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governance and indtitutiond indicators available at the country level. These can be grouped into four broad
categories. (1) surveysof businesses, households, and public officids, (2) aggregated indexes of the qudity
of governance constructed from indicators collected from various sources, (3) data sets characterizing
politica systems, including eectord rules and timing of eections, and (4) objective, Specific measures of
government processes and performance.

Expanding on surveys designed and implemented by Borner, Brunetti and Weder (1995), the
World Bank, as part of the 1997 World Devel opment Report, sponsored surveys of business enterprises
(both foreign and domestic) in more than 75 countries, inquiring about corruption, the qudity of
government-provided services, and the predictability of laws and policies (Brunetti, Kisunko and Weder,
1997). ° This survey work is continuing with the Bank’s ongoing World Business Environment Survey
(WBES) and themore detailed Firm Andyssand Competitiveness (FACS) surveys. Thelatter have been
conducted recently in eight developing nations, and will permit detailed firm-level andyses of theimpact of
the legal and regulatory environment, and provision of infrastructure and other public services, on market
sructure and investment decisons. Such micro-level analyses can provide aussful complement to cross-
country studies. Other surveys undertaken by the World Bank and other agenciesare designed to provide
information about perceptions of corruption, quaity of public services, and other aspects of governance
from households and public officas.  In addition to covering these issues, the Afrobarometer,
L atinobarometer, World Vaues Surveys and other series of household surveys dso measure public

perceptions of the meaning of democracy, and support for democratization.

®By not including would-be entrepreneurs deterred from operating by poor policies and institutions, these surveys
are administered to a censored sample, and likely understate the true cross-country variation in the quality of
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A second advance is represented in Trangparency Internationd’s (T1) Corruption Perceptions
Index,” and in similar indexes subsequently constructed by Kaufmann, Kraay, and Zoido-L obaton (1999).
These indexes aggregate various governance indicators from numerous sources, including expert
assessments such as the ICRG, and surveys of enterprises and households. The plausible assumption
behind these aggregation efforts is that the more information an index contains, the greater its expected
accuracy. If thevariousindicatorsthat make up anindex are constructed independently of each other, any
errorsin each will be independent, and these errors will mostly be “cancelled out” in the overall index.®

These aggregated indexes, and the surveys of businessenterprises, public officialsand househol ds,
are vauable for improving the accuracy of cross-country comparisons. Becausethey rely entirdly onvery
recent assessments, however, they are less useful as independent variablesin studying the determinants of
past economic performance, or in monitoring the progress of countries implementing governance reforms
over periods of time longer than afew years.

A third area of recent progress in measurement is the congtruction of much richer data sets on
politicd indtitutions. Thelargest of theseisthe Database of Palitica Ingtitutions (DPI) compiled by Beck et
d. (2001). Usng various editions of the Europa Yearbook and the Political Handbook of the World,
they code morethan 100 variablesfor 177 countries, from 1975 to the present. Variablesprovide detailed
information about eection outcomes, the timing of eections, eectord rules, type of politica system, party
compostion of the opposition and government coditions, and other topics. Indexes of checks and

balances, and politica stability, are constructed from several of these variables, usng an objective coding

governance.
7 See www.transparency.de.
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system.

The DF is designed to permit more thorough empirica investigations of issues such as the
determinants of democratic consolidation, the political conditions for successful economic reform, and the
paliticad and institutiond roots of corruption. Using variables on the timing of eections, Shi and Svensson
(2001) study theissue of dectord budget cyclesfor amuch larger sample of deve oping nations than were
availableto previous researchers. They find that deficitsarelarger in dection years (legidativedectionsin
parliamentary systems, and executive dectionsin presidentia systems), and that thiseffect ismuch stronger

in less-developed than in more-developed nations.

3. “Second Generation” Governance Indicators
Progress is dower in the fourth category of indicators—objective and specific measures of

government processes and performance. Development of such indicators is necessary, however, for
permitting more detailed research inquiry, and in guiding practica effortsat reform. Broad indicators of the
qudity of governance, such asthe ICRG or Tl ratings, have been invauable in drawing attention to the
crucid role of good governance for successful development, and to the need for public sector reform
generdly. In part because of research findings based on these indicators, the fundamenta importance of
good governance for successful development has recently attained the status of conventional wisdom. For
example, “good and clean government” and “an effectivelegd andjudicid sysem” aretwo of thepillarsin

the World Bank’ s Comprehensve Devel opment Framework. However, empiricd findingslinking ICRG-

8 To the extent that experts consult the ratings of competing risk assessment firmsin arriving at their own
assessments, the errorswill not be independent.
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type ratings to economic performance provide only limited guidance toward particular reformsintheway
government is structured or in the way it operates. For example, alow score on a“rule of law” index
implicates multiple policy and indtitutiona culprits. It suggests a problem, but does not suggest what the
solution might be or even who should implement it. There are therefore few examples of governance
indicators having a subgtantial impact on the policy actions of governments, or on the specifics of reforms
proposed by donors. To date, public sector reform programs tend to be based on a set of plausible but
largdy untested assumptions regarding the ingtitutiona mechanisms conducive to good governance and a
grong rule of law. More specific measures of government performance, coupled with more specific
measures of governmenta processesor ingitutiona arrangements, would permit andysesthat providemore
indication of which reforms are likely to be effective.

Thereisthusan obviousneed for aset of “ second generation” indicatorsfor usein determining what
indtitutions are associated with what particular dimensons of public sector performance. Mogt “firg
generation” indicatorssuch asthe |ICRG or Tl indexes have two key propertiesthat limit their relevancefor
public sector reform efforts. they measure only government performance but not processes, and they
typicaly measure performance very broadly, rather than attempting to characterize pecific dimensions of
peformance. For example, corruption indicators typically do not differentiate among bureaucrdtic,
legidaive, or judicid corruption, nor between “grand” and “petty” corruption, nor among various
government agencies. Thisproperty limitstheir ussfulnessin attempting to identify reformsthat might reduce
corruption. For example, suppose that there is a link between civil service pay levels and bureaucratic
corruption, but empirica testing fails to establish this link because the available corruption indicators are

insufficiently refined, reflecting corruption by judges, legidaors, and government ministers for whomavil
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sarvice pay scales do not apply.

The breadth of first- generation governanceindicatorsthus createsatechnica problem: itisdifficult
or impossibleto infer specific policy implicationsfrom broad-brush indicators. 1t dso creates problemswith
respect to country “ownership,” particularly for governmentsthat are ranked very low. Governments that
might be receptive to being informed of aspecific deficiency inagiven aspect of public sector performance
— for example that public employment levels are above internationd norms, or that judges receive
inadequate training -- might neverthdess resst being told that they are highly corrupt or unstable, or that
“rule of law” isweak. Because most of these broad indicators are produced by for-profit firmsor NGOs
based in developed nations, through nontransparent processes, and unaccompanied by any particulars
about the nature or source of the perceived deficiencies in governance, they can eadily be dismissed as
unhelpful or even biased by governments embarrassed by their low rankings.” Moreover, the lack of
trangparency in condruction limits their utility in monitoring progress—TI or ICRG va ues might respond
only with along lag, if a al, to even the most successful reform programs.

Accordingly, attempts to identify more operationdly-relevant second generation governance
indicators should movein three directions, relaiveto first generation indicators. (1) greater specificityin
measuring performance, (2) increased transparency and replicabilityin ther congruction, and (3) greeter
atention to measuring governmenta processes or inditutions, and not only performance. Measures of
specific governmentd processesor inditutions are essentid for testing assumptions regarding the efficacy of

particular public sector reform programs (such asincreasing civil service wages). More specific measures

® The objective indicator of contract-intensive money--like the Tl and ICRG indicators--fails the test of specificity, but
unlike its subjective counterpartsis transparently constructed.
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of performance are needed to facilitate valid empirica tests of the effects of various governmental processes
and inditutions.

The World Bank is currently working with the OECD Devel opment Assstance
Committee (DAC) and the British Department for International Development (DFID) to identify a set of
promising “second generation” candidate indicatorsthat are sufficiently specific and transparent to be both
useful to donors and acceptable to devel oping country governments.  Results of this ongoing project are
reported on the DA C web site, which permits public comment on the proposed indicators and downloading

of selected data sets.™® (Severa of these candidate indicators are described in the appendix.)

10 See http://www.bellanet.org/indicators/info.cfm.
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Appendix: Examples of Second Generation Governance Indicators

1) Civil service pay and employment data base, compiled by World Bank saff and found at
http:/Amww1.worldbank.org/publicsector/civilservice!.

Increasing civil service pay and reducing over-gaffing are tandard parts of the usud package of reforms
pushed by donor agencies. Improvements in the quality and cross-country coverage of data on civil
sarvice pay and employment can dlow informative tests of the proposition that low pay encourages
bureaucratic corruption and worsens the quality of public services.

2) Tracking of Poverty-Reducing Public Spending in HIPCs

For 24 Heavily-Indebted Poor Countries (HIPCs), the World Bank and IMF have assessed 15
dimensionsof public expendituremanagement, including comprehengveness of the budget, deviation of
actua from budgeted expenditures, level of payment arrears, and timelinessof audits. Thesedataare not
publicly avallable, but the exercise (involving joint Bank-fund country teams and discussonswith country
authorities) demondrated the feasibility of measuring the quaity of budget systems and managemen.

3) Budgetary Volatility

An important aspect of the qudity of government policy isits coherence and predictability for business
enterprise. Poorer persons attempting to establish small businesses may be particularly harmed by

unpredictable policy, because with few assets other than their labor it is more difficult for them than for
wedthy investors to diversfy across sectors of the economy. To the extent that policy decisons are
captured in the budget, then stable policy should be reflected in stable budget dlocations. Budgetary
voldility is caculated as the median of the year to year changes in each of the 14 GFS functiond
classfications over the preceding 4 years, where budget changes are defined as the (absol ute val ues of
the) difference in expenditure shares (for each functional classfication) from year n to year n+l,

cdculated as a proportion of the year nfigure.

4) Business Start-up Procedures

Procedures and cogts of starting new businesses vary dramatically across countries. Some leve of

regulation may be socidly efficient, to prevent the establishment of firms that violate reasonable
environmentd, safety, hedlth, and |abor standards. However, the number of proceduresrequired to start
anew business, and the cost in time and fees, tendsto be very low in many countries (such as Canada)
in which socid and environmentd regulations are mogt dringent. Clearly the obstacles that an
entrepreneur must surmount to open anew business in many countries far exceed anything that can be
judtified on efficiency grounds. Djankov et a. (2001a) collected datafor 85 countries on the number of
procedures that are officidly required to obtain dl necessary permits and completing dl of the required
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notificationsfor the company to operatelegally. Dataare aso collected on costs (in fees, photocopies,
notary charges, etc.) and on the minimum number of business days required to compl ete the process
(assuming no delays by government officids). Dataare collected from government publications and web
Sites, reports of development agencies, and loca law firms. Required procedures can vary across
jurisdictions, economic sectors, etc. within acountry. For smplicity, therefore, the data collected apply
to a "standardized firm" which operates in the largest city, performs genera indudtrid or commercia

activities, does not trade across national borders or in goods subject to excise taxes, is domesticdly
owned, does not own land, etc.

5) Difficulty in Pursuing Vdid Legd Clams

Resolving even thesmplest legd digputes can be extremdy lengthy and costly in some countries. Some
procedures required for plaintiffs to pursue clams through the courts can be judtified, for example as
providing reasonable protection for the rights of defendants. However, where procedures are
inordinately complex and lengthy even for enforcing breaches of contract where no factsarein dispute,
commercid activity suffers. By surveying members of the largest internationd association of law firms,
Djankov et d. (2001b) collected data for 109 countries on the number of "independent procedural

actions' required to file acomplaint and to obtain and enforce ajudgment in each of two common areas
of dispute: collection of overdue debt, and eviction of non-paying tenants. Law firms completing the
questionnaires aso estimated the duration in days from initiation to completion of the process, for debt
collection and for rent eviction. For amplicity and comparability, hypothetica caseswere described in
detail to theresponding law firms: it was assumed the plaintiff had fully complied with the agreement, the
defendant presented a poorly justified opposition, the casewasheard intheloca courtsin the country's
largest city, the amount of the claim was specified, etc.
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Table1
Per capitaincome growth and the quality of governance, 1980-98

Equation 1 | 2 | 3
Independent variable | Coefficient (standard error)
ICRG Index 0.150** -- 0.130**
(0.044) (0.043)
Contract-intensve -- 0.069** 0.051*
money (0.016) (0.021)
Initid GDP per capita | -0.280** -0.211** -0.296**
(000s) (0.086) (0.066) (0.083)
Educationd atanment | 0.214 0.24* 0.172
(0.116) (0.10) (0.118)
Log of inflaion -0.274* -0.40** -0.275*
(0.134) (0.12) (0.128)
Vaiaility of inflation | -0.124 -0.30 -0.067
(0.222) (0.16) (0.213)
M,/GDP 0.018 0.025 0.021*
(0.009) (.009) (.010)
ExportyGDP -0.002 0.001 -0.001
(0.009) (0.009) (0.010)
Constant -3.136 -4.553 -6.419
(1.114) (1.253) (1.741)
R 47 52 51
N 79 97 78

Standard errors are adjusted for heteroskedagticity.
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Figure 1
Growth & ICRG index (partial plot)
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Figure 2
Growth & CIM (partial plot)
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Mary Shirley on Stephen Knack’s “Governance and Growth: Measurement and
Evidence”

Steve Knack’s examination of governance indicators shows how little we really
understand governance details. His paper points out that broad, nontransparent and
subjective indicators such as “rule of law” or corruption may be misleading and even
counterproductive. Governments may rightly resist such judgments as biased.

| suggest that the paper could be even more critical of perception indicators than it
is. These survey based indicators ask business men to rank their problems on a scale of
one to ten. One clear problem with these rankings is that you don’t know the metric the
person is using. They could be comparing their country to the US and judging it to be
corrypt or inefficient, or they could be comparing it to a worse off neighboring country
and judging it to be honest and efficient. Using subjective rankings in cross country
regressions is thus highly suspect. Furthermore, perceptions are strongly influenced by
current events. A business survey in Bolivia afew years ago showed that the number one
problem was the judiciary. A year later the survey was repeated with the same sample
and the number one problem was policy uncertainty; the judiciary had dropped to forth or
fifth place. Sad to say there had been no improvements in the judiciary during the period,
but the survey was done at atime of accelerating inflation and recession.

A problem with all broad governance indicators is that they offer us little
guidance. They do not tell us how to design policies to correct ingtitutional flaws, nor
enable us to judge if reforms have succeeded. Even some of the second generation
measures Knack cites seem very broad to me, and not really conducive to reform design
and evaluation.

| can explain best what | think is need with an example from the regulation of
telecommunications. We wanted to measure regulatory governance using Williamson's
lens of contract. Figure One below shows the broad measures of regulatory governance
that we developed for a forthcoming publication (Haggarty, Luke and Mary M. Shirley
2002), which are narrow compared to some of the measures in Knack’s paper. Figure
Two shows the sort of detailed indicators we developed to create the broad measures in
Figure One. Asyou can see, the amount of deep knowledge required to use Williamson's
lens of contract is considerable. It requires rigorous case studies, or what have been
termed “analytical narratives’ (Bates, Robert H., Avner Greif, Margaret Levi, Jean
Laurent Rosenthal, Barry R. Weingast 1998). Yet our task is not finished. We also need
to measure the influence of the larger institutional setting (including the legal system, the
bureaucratic norms and civil service rules, the electoral rules and political system, and the
constitutional balance of powers). Only then can we judge the goodness of fit of these
governance measures to their environment, and relate governance to performance.
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Such deep, micro-analytics can allow us to design feasible institutional changes
and measure their impact. Broader, macro measures such as those attempting to measure
governance of an entire country, are much more troublesome and unlikely to provide
guidance for reform.

It is my opinion, therefore, that the field experiments that follow this forum
should focus on similar micro-analytical cases. This would entail selecting an
appropriate project, studying the relevant broad institutions and micro ingtitutions, then
designing the micro institutions to fit within the institutional setting, and analyzing the
outcome. For example, in the regulatory cases sited above, an intervention might be to
try to design a regulatory framework that can function despite a weak judiciary and
corrupt bureaucracy. In such a case one would want to maximize competition to create
stakeholders who can counterbal ance the market power of the former monopoly provider.
One way to do this might be to delay the sale of the state owned incumbent provider until
a second network holder and one or two cellular operators can become established, and
the new regulatory agency is fully staffed and operational. During the continued period
of state ownership the government would prevent the incumbent from expanding. The
drawback is that this would reduce the sales price of the incumbent, but as (Wallsten,
2001) suggests, there is a trade off between sales price and consumer welfare.  As it
happens, a natural experiment very much along the lines | describe occurred in Uganda's
telecommunications sector and the final price paid for the Uganda Telecoms was in fact
considerably more than anyone would have predicted (Shirley and Tusubira 2002).
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Figure 1

Regulatory Governance in Six African Telecommunications Sectors
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Figure Two: Regulatory Governance Measures
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