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Governance and Income I nequality
SAIMA SHAFIQUE andRASHIDA HAQ

INTRODUCTION

Major problems of developing countries are uneduedme distribution and low
growth rate, which affect their welfare aspectawvdts implicitly assumed that whenever
we achieve target of higher growth rate, benefigaiwth would automatically trickle
down to the poor. History of developing countriémws that the rich benefited more
than the poor as evidenced by rising income inegyuduring the period of higher
economic growth.

The economic policy changes are often triggeredhay logic of low level of
equilibrium of output level, employment and incodistribution. To overcome this low
level of equilibrium trap, government often adoptipes so as to achieve high level of
income and employment growth and development, andtable income distribution.
Coherent policy instruments are essential to mieese policy targets. Impact of any
macro economic policy has been examined by studigingnpact on economic growth
and income distribution. In recent years policegehlbeen directed toward reducing the
level of poverty and inequality through raising hityaof life in society by providing
efficient and effective governance. This new ecoigophilosophy has resulted in a
massive change in the policy orientation of coestrthe priority is now centred on issue
of governance and focus is now shifted towards aitgtive nature of its growth and
development. According to Sen (1983), the reabisatif human capabilities, that enlarge
the range of human choices, is essential for ademoaotion and measure of economic
well-being. The institutional frame work is thennsidered as one of the essential
elements for translating growth and well-being iatsustainable process.

The institutional/governance frame work is vitat fustainable economic growth
along with other policy factors like governmentipes to allocate resources for poverty
alleviating and reduce economic inequality.

The concept of accommodating other socio-econdndicators along with per
capita income growth have taken up a significanbamh of attention, since the United
Nation (1954) recommended that national income twalse supplemented by a further
set of indices, reflecting various constitutionsl @eterminants of aggregate development
and well-being. The studies by Adelmam and Morrd®96() also examined the
interactions among the processes of social, ecanamd political change with the level
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and pace of economic development. Early works dmnénderson (1964) and Aaron
(1967) showed that there was an inverse relatipnflgtween growth and income
distribution. One of the significant contributiotts the quality of life with some social
indicators was proposed by Morris (1979) who cargerd the physical quality of life
index and later by Dasgupta and Weale (1992). UNDBan Development Index had
brought together the production and distributiorcommodities and expansion and use
of human capabilities in their measure. All thesgides essentially focus on choices as
they are based on indicators like life expectarejiicational attainment, per capita
income, civil and property rights [Nagar and Ba2002)]. In some of the most cited
studies show relationship between trade policynenac growth, poverty reduction and
income distribution are probably by Dollar (199Bgn-David (1993), Sachs and Warner
(1995), Edward (1998), Frankel and Romar (1999)]dp@2001) and Dollar and Kraay
(2001). Later empirical work shows that governmemiices aimed at increasing
economic well-being would end poverty. Le Blanc (@p examines the relationship
between economic growth in the macro economy andenty and finds that this
relationship is very sensitive to the distributfeatures.

Now in some major studies, researchers are shawatghe differential performance
level across countries is mostly because of théitgud institutional mechanism and other
policy level implementation factors. The recengrliture on governance proposes that an
efficient and effective institutional mechanisntiiical in influencing growth and well-being
in to a sustainable process. The World Bank (18@4fhes good governance as the ‘manner
in which power is exercised in the management ahttg economic and social resources.
Further the IMF (1996) in its Interim committee rmeg identified promoting good
governance in all aspects that is social and ecinefficiency and growth of the countries.
The UNDP (1997) report observes that result of ggmeernance is development that gives
priority to poor, advances the cause of womenasssthe environment and creates needed
opportunities for employment and other livelihood$us we see the concept of good
governance is multifaceted and encompasses diffetement of the state and the society.
Kaufmann,et al. (1999a, 1999b, 2002) indicates a strong causaiaeship running from
good governance to an increasing level of per @apitome and other social outcomes.
According to Rodrik (2000) the institutes would wefficiently in which they protect private
property and environment, moderate business agtisilpport macroeconomic stability,
provide social insurance and protection, and marsagéal conflicts are the one where
economies could handle differential level of ecoimomevelopment and could achieve
sustainable economic advancement.

The World Development Report (2003) emphasised tfmat sustainable
development in a dynamic world, the institution®cheo be improved at many levels,
from local to global. Moreover, the World Bank’s& Ruality of Growth (2000) stressed
that there are four factors especially relevant faverty outcomes; distribution,
sustainability, variability, and governance surrding the growth process

Impact of different policy instruments depends amwheffectively public sector
performs to achieve these objectives. This phenomers also called “Good
Governance”. Governance means the mechanism ofideenaking process by which
decision is implemented. Economists agree that mavee is one of the critical factors
explaining the divergence in performance acrodemift countries.
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The major objective of this paper is to examine thenge that occurred in
economic growth and income distribution due to etifeeness of different public
polices. In addition, we show how this relationskipuld have been overlooked by
previous studies by introducing Sen (1974) welfardex. Effectiveness of any
public policy should be checked by how much it lsetp improve welfare of the
economy. Either this objective is achieved by iasiag economic growth or
improving income distribution, so that benefit abpperity should be enjoyed by all
segment of the economy.

METHODOLOGY

Public sector performance depends on how it efiecdsmiomic growth and income
distribution of the economy that is measured byi Goefficient. Furthermore, different
instruments which explain good governance like tRali stability, Government
Effectiveness, Regulatory quality, Rule of Law @ahtrol of Corruption explain cross-
country variations in economic growth and incomstribution of the economy. In
sensivity analysis of cross-country regressionniost severe difficulty is in isolating the
impact of Good Governance indicators from other nmaxonomic variables. However,
the complex interaction among Good Governance atdis and other macro economic
variables creates difficulties.

The analysis starts from the following Sen Indéwelfare..

W =Y, +1-G)P .. N )

WhereW, is welfare,Y; is out put, ands; is an index of the income distribution.
Also noted thaf is the share of income distribution in social \aedf

Taking natural log on both sides and differentigiwith respect to time yields the
following differential equation to account for grtwprocess.

WIW =Y/Y+PB)1-G) /A-G) ... N )
Where dots indicate instantaneous rate of changetowe.
Equation (2) indicates that the growth rate of endf\W/W equals the growth rate

of outputY/Y plus the growth rate of one minus Gini coeffici&hG . According to the
objective of our study, we first analyse the impaét good Governance on each
component of above equation. We can then analyséntpact of good Governance on
economic growth. For convenience in empirical asiaglywe specify the following linear
relationships.

* kK |
YIY =ay+ ) bP+ ) ¢/E +U . @)
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In Equations (3) and (4;, andE; standdor political and economic indicators of
good Governance. In Equation (8) measures the exogenous component of economic

growth attributes to pure exogenous progréss; ( = 1...... k) measures the effect of
political factors on economic growth, agdj = 1...... [) measures the effect of economic
indicators on economic growth. Like wise in Equati@) o, indicates the exogenous
growth in Gini coefficient that cannot be attribaiteo any of the variables in equation,
while Bj=(=1...... Kland yj=(G=1...... I) shows the effect of political and economic
variables on the growth rate of Gini coefficienhelvariabled) andV represent random

growth shocks and the random fluctuations in Gogfticient.

Finally, model of this study is represented by Eupunes 2 to 4.

In order to study the impact of good Governance@mnomic growth and income
distribution for SARRC countries, the study chooséforld Bank ‘Aggregate
Governance Indicators 1996-20058ataset for four countries; Bangladesh, India,
Pakistan and Sri Lanka. The study used differedicators of Good Governance like
political and economic indicators. In political indtors, the study uses political stability,
government effectiveness, regulatory quality, mfiéeaw and control of corruption and in
economic indicators, government expenditure ontheahd education, reserves and
inflation rate.

Following, Arellano and Bond (1991), Arellano andv@r (1995), Blundell and
Bond (1997), we use system GMM method in whichl¢vels of instruments are used to
form the moment conditions for the equation.

Specifically, if the causality problem betweeov@rnance and social welfare
were not settled before hand, the random term waeldcorrelated with Governance
variables. This creates simultaneity bias. Furtlteeemsince the inter country variation in
Good Governance indicators is much more promirtean the intra country variation, the
above mentioned correlation is mostly confined eardry specific random errors. The
proposed estimation procedures handle this probiterie following way. First, the
country specific effect is eliminated in the eqaatiwith first difference. Second, for the
equations in levels we use appropriate instrumaattdckle this problem. We follow the
second method. Given that lagged values are uséastament in the regression, the
model (2-4) is estimated by GMM procedure, genegatconsistent and efficient
coefficient estimates. The use of GMM is also chffer in the light of simultaneity in
our equation system 2 to 4.

EMPIRICAL RESULTS

The estimates of Equations (2-4) are presentecloleb 1 and 2.

According to the results of empirical finding, atlgh some Good Governance
indicators improve welfare of the society but ish@gative influence on GDP growth
rate. In most of the developing countries, goveminiace budget deficit, it has limited
resources but unlimited expenditure categories. irsovhich category government
chooses to increases its expenditure; either theyrgore importance to welfare or GDP
growth rate? Government can achieve some of obgstithrough increasing its
expenditure on regulatory measures like equitableorne distribution, encouraging
domestic product or reducing demand for sgmaeducts. Which policygovernment
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Table 1

The Effect of GDP Growth Rate and Gini CoefficemiWelfare
(Dependent variable is Growth Rate in Social Welfar

Variable Parameter Estimate
Intercept -1.27
(4.39)*
GDP Growth Rate 1.00
(8.32)*
1-Gini Coefficient 1.032
(7.58)*
R? 0.98

Note: Thet-values significant at 1 percent, 5 percent angelr@ent levels are indicated by(T] (TT1

Table 2

The Effect of Good Governance on GDP Growth and Gaefficient
(Dependent Variables are GDP Growth Rate and Gimefficient)
Parameter Estimate of  Parameter Estimate of

Variable GDP Growth Rate Gini Coefficient
Intercept -2.29 -1.07
(-0.76) (-7.53)*
Political Stability -0.22 0.10
(-0.76) (1.16)***
Regulatory Quality 2.01 -0.35
(1.70)*** (-4.13)*
Rule of Law -5.43 -0.34
(-3.17)* (-2.82)**
Control of Corruption 5.00 -0.15
(2.71)* (-2.18)**
Government Effectiveness -1.17 0.47
(-0.81) (3.36)*
Government Reserves 0.24 -0.03
(2.12)** (-6.79)*
Public Expenditure on 0.25 —0.005
Education (1.65)*** (-0.72)
Public Expenditure on 0.44 -0.02
Health (1.99)*** (-1.28)***
Inflation Rate -0.22 -0.007
(-0.76) (—0.64)
R? 0.13 0.60

Note: Thet-values significant at 1 percent, 5 percent anger@ent levels are indicated by(T] (111

should follow? It depends on the priority of thevgmments whether they give more
weight to GDP growth rate or achieving some othiglectives, which can have ever
lasting impact on growth rate of the economy. Seeexiture to improve public
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institutions of any country depends on its priestand efficiency of the government, so
in developing countries there is need of strong affitient government to achieve
growth and welfare objective.

Mostly all expenditure increase welfare of the amog, but those expenditures,
which generate employment opportunities and hawevaia linkage, influence the
welfare strongly than the others. In our analygizemditure on regulation, and control of
corruption help to improve income distribution amgtput growth rate of the economy.
Whenever there is equal distribution of the inconedfare of the society improves. So
there is need to have strong government that imphepolices and increase expenditure
for the improving income distribution and GDP grbwate of the economy. When GDP
growth rate increase, it shows per capita incorogease, but this is not only objective of
Good Governance. There is need to transfer fruiprokperity to all segment of the
economy and reduces trap of poverty. When goverhmgpenditure on education and
health sector increases, it improves human capittthe economy and helps to increase
employment opportunity in the economy that in tteduces unequal income distribution
from the economy and improves welfare of the sgcigs population growth rate is high
in this region of SAARC countries so when labourcéoparticipation rate increases then
income also increases because of proper utilisaifonnder utilised resources of the
economy and helps to increases demand for goodsemites. It also helps to increase
output in the economy because demand creates itsopply and benefit of out put goes
at gross root level. When reserves ratio increaséise economy it shows that there are
unutilised resources in the economy and effect avelof the economy negatively by
increasing unequal income distribution. (Reserntesasthat there is trade surplus and
government have enough resources to finance apddé@hprove output growth rate).

Whenever law and order condition improves and tliengolitical stability in the
economy then there is favourable environment foall@and foreign investment. When
investment opportunities increase it generate eynpémt opportunities and help to
improve output growth rate in the economy. As nmfsthe developing countries face
budget deficit and whenever expenditure on law @miegr increases, it shows crowding
out of productive public expenditure and effectome growth rate negatively but helps
to improve income distribution. Political stabilitgnd government effectiveness has
strong impact on output growth rate and to remoeguiality from the economy because
these factors not only attract local investmentddsb foreign direct investment. But in
this specific sample, even if government sectmtable, there is still a lot of corruption
and crowding out and misutilisation of expensiveorgces. This is why stable and
efficient sector has no role to boost out put glowt/hen out put level is low the
investment is also at low level and major probldmr@employment cannot be solved and
therefore, income distribution remains worse.

We are now in a position to derive the effects obd) Governance variables on
economic welfare because some categories affect @®mh positively while its impact
on welfare is negative and vice versa. In ordartalyse the effects of good Governance
variables on economic welfare, we substitute th@naesed Equations 3 and 4 in the
estimated Equation 2. The result is presented ieTa

According to Table 3, we first examine the effeatgyood Governance on GDP
growth rate and then its effects on Gini coeffient.
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Table 3

Effects on Growth Rate of Economic Welfare
Quantity Quality

Variable Channel Channel Total Effect
Political Stability -0.22 0.90 0.68
Regulatory Quality 2.01 1.35 3.36
Rule of Law -5.43 1.34 —-4.09
Control of Corruption 5.00 1.15 6.15
Government Effectiveness -1.17 0.53 -0.64
Government Reserves 0.24 1.03 1.27
Public Expenditure on Education 0.25 1.005 251.
Public Expenditure on Health 0.44 1.02 1.46
Inflation Rate -0.22 1.007 0.78

Impact of regulation and control of corruption ootmut growth dominate as
compared to its impact on distribution of incomed drelp to improve welfare of the
economy. Political stability helps to improve wedy improving income distribution of
the economy. When expenditures are diverted todegtaw and order condition, there
occurs large crowding out of productive public exgiéure, and welfare of the economy
decreases because our sample consists of thostiesuhat have limited resources and
unlimited utilisation. While economic indicatorfiat show condition of the governance
like reserves, government expenditure on healtheghatation, has positive impact both
on output growth and income distribution, and hétpenprove welfare of the society.

CONCLUSION

This study is an attempt to analyse the effecta afet of Good Governance
instruments on economic welfare. The study considesth the quantity and quality
channels through which a Good Governance instrurmenld affect economic welfare.
The quantity channel here refers to growth in ttoeks of output, while the qualitative
channel means to improve income inequality in tbenemy. The empirical analysis is
based on data for four SARRC countries for peri6@6lto 2005. The empirical results
lead us to a number of interesting conclusionsdhatdiscussed below.

Government sector play very important role in gpgcific sample but efficiency
of public sector is poor. Although resources amdtéd and countries face budget deficit
but still large public sector has no strong impgadhcrease output which can improve the
welfare of the economy, as there is large misallonaof resources and corruption in
public sector. So the need of time is to incredeiency of public sector as it is possible
only by increasing efficiency of public institutisnminimising corruption and crowding
out of resources.

It was commonly assumed that if government achahjective of output growth
then it has to sacrifice welfare aspect by makmgpime distribution worse off and vice
versa but according to empirical finding of thigopathere is positive relation between
output growth and improved income distributiontod economy. The output growth will
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increase income generating activities in the econdimus reduce unemployment rate
which is major problem of developing countries. Wipaiblic sector tackles this problem
then output growth and income distribution improviesthe economy. Whenever
government increases its expenditure in produciive efficient way, it achieves both
objectives side by side and increase welfare oftiuiety.
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Comments

This paper has examined the changes that occumregt@anomic growth and
income distribution due to effectiveness of diffégreublic policies by using Sen (1974)
welfare index. The study has used the World Bangdi&gate Governance Indicators
1996—2005 for four countries; Bangladesh, Indi&idtan and Sri Lanka. The two major
findings of the study are: (1) the efficiency ofofia sector to increase output which can
improve the welfare of the economy is poor; andt(2ye is a positive relation between
output growth and improved income distribution loé teconomy. The paper argues that
output growth will increase income generating atés in the economy thus reduce
unemployment rate.

However, the study has not discussed and compheedrowth, governance and
inequality situation in the four above-mentionedimivies. It is therefore difficult to put
the study in proper context. It has also ignoreditier-country variations in the analysis.
For example, during the last one and half decaderdkationship between growth and
income distribution in Pakistan is unclear, althouighas generally been positive, while
in other countries of the refer, relationship cobélin the expected direction. This study
must be considered as an explanatory in naturérnegdor further indepth investigation.

G. M. Arif
Pakistan Institute of Development Economics,
Islamabad.



