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The argument

This note makes the following points:  

1) There is now very broad evidence that many variables commonly grouped under the rubric “governance” have a significant impact on economic growth and investment.  There is some, sparser evidence that these also have an impact on equity – that is, that failures of governance fall disproportionately on the poor.  

2) Some elements of governance are better documented than others, however.  In addition, because most evidence so far accumulated, while persuasive, is cross-country and aggregate in nature, we have still not documented the exact channels through which governance thwarts economic development.  In particular, there are few studies that document individual firm and household responses to poor governance.  

3) Even if we understood the precise causal mechanisms that lead from governance to poor development outcomes, a more important issue remains:  under what conditions does “good governance” emerge?  In many cases (e.g., corruption), both researchers and policy makers treat the governance problem as a policy variable that government can easily influence.  This optimism extends, in policy circles at least, to property rights.  However, growing research suggests that governance problems are not easily solved by government action, but that they are rooted in political and social institutions and the dynamics of political competition.  

For example, as some scholars have implicitly recognized, the risk of expropriation does not primarily reside in the concern that a government might suddenly develop a taste or preference for expropriation.  It is rather that, once assets are fixed, all governments can gain from expropriation.  The question for investors and scholars, then, is under what conditions do governments that would gain from expropriation refrain from doing so?  To put the issue differently, when the problem of governance is linked to the credibility of governments rather than the actions of governments, governance moves from the realm of easy-to-change policy to the realm of difficult-to-change institutions. 

What do we mean when we talk about governance?  

Governance is a among the more loosely defined concepts in social science/policy circles.  It is taken to mean any or all of the following:  the absence of corruption; the administrative capacity of government to implement programs and to regulate; the predictability of government policy; and the extent to which government is able to make credible commitments not to use its coercive power to expropriate property owners (or kill citizens).
  All of these have shown up in different studies in varying combinations.  

While unified in the sense that all of these might plausibly be thought to support economic development, they are nevertheless heterogeneous concepts, which is not always recognized.  In particular, although one can imagine many countries in which these all move together (Paraguay or Indonesia), there are also examples of reasonably credible governments or governments with first rate administrative capacity in which money buys privilege.  As Heilbrunn documents, the characteristics and magnitude of corruption scandals in France bear a great deal of resemblance to similar scandals in former French colonies.  

Even if one is not persuaded by these examples and counter-examples, the different concepts of governance are certainly heterogeneous in their specifics.  For example, North and Weingast argue that credibility is a function of checks and balances among political decision makers.  We can therefore imagine two governments, one exhibiting checks and balances, and one not.  Which will have an easier time controlling shirking/corruption/ malfeasance by civil servants?  Keefer and Stasavage argue in relation to central banks that agency discretion is greater under checks and balances.  If civil servants are more immune to capture than politicians, then checks and balances leads to greater credibility and to reduced corruption.  However, there are ample examples of regulators (e.g., regulators of public utilities) for whom this assumption is incorrect.  In fact, in early work, Wallsten has documented worse outcomes in electricity regulation when regulators are fully independent (when they cannot be removed from office and they have an independent source of financing).  

The heterogeneity of different types of governance problems means that they should be dealt with individually rather than globally.  The data available to study governance does not make this easy, however, as the next section shows.  In fact, most empirical support for the importance of governance can be seen to most plausibly, though not unarguably, pertain to the security of property and contract rights, and corruption.  

How do we assess governance?

Most studies of governance rely on subjective measures.  This introduces bias, potentially, and noise, certainly, into the data.  Substantial bias would cripple empirical work, but most studies offer a reasonable defense that the reasons for systematic bias to emerge, such as the income or policies of a country, are readily controlled for.  Noise is a more important consideration:  to what extent do the variables mean what they say?  In the case of governance indicators, noise can emerge for a number of reasons. 

First, firms and organizations that prepare governance indicators vary in the people they ask to make the evaluations of specific countries.  Freedom House, Business Environment Risk Intelligence and Political Risk Services International Country Risk Guide ask country experts; Institutional Investor and the Global Competitiveness Survey ask big business executives or bankers; the World Bank’s World Business Environment Survey asks an unstructured sample of about 100 domestic businesses; other World Bank surveys ask a larger sample (still fairly unstructured) of households, businesses and government officials.  All of these respondents have different levels of information and different degrees of personal experience with governance problems.    

Second, noise can emerge when the respondents can only give a partial picture of the governance problem and the researcher or policy maker does not know which part of the picture.  Survey approaches to corruption often ask questions that probe the actual experience of individuals (e.g., “Have you paid a bribe?”).  The advantage of actual experience questions is that they are more accurate.  There are two disadvantages, however.  Some important governance failures are unlikely to emerge from the survey because of non-response or lack of personal experience (e.g. “grand corruption”), while at the same time other governance failures, such as the threat of expropriation, are best asked of non-entrants into the market, or of those who are no longer in business.  Since there is no documented or theoretical reason to suspect that the corruption or governance failures that are reported or reportable are correlated with those that are not, this may be a significant problem.  The second disadvantage is that the sampling technique and number of respondents are usually not robust enough to justify statistically scaling up the answers from the respondents to the whole country.  

Although survey data such as this has been used in a number of ways, one is by far the most appropriate:  to triangulate responses from diverse sources (households, firms, and government officials) and use them to inform governments of the most problematic ministries and public services.  

The alternative is to ask respondents about their impressions of corruption. This does not eliminate the problem.  On the one hand, impressions are most likely based on experience, and the experience of incumbent firms or of households that have no migrated is surely different than that of firms that were forced to close or that never entered, or of households that left the country.  On the other hand, even to the extent that all respondents take a broad view of the perception questions, it is difficult to interpret them, because it is not clear what respondents know.  

The other approach most frequently taken, then, is to solicit the opinions of country experts on a series of specific questions (e.g., how do you rate the risk of expropriation? Of contract repudiation? Bureaucratic quality?) , as with Freedom House and Political Risk Services, or of higher level executives of large businesses who might have a broader view of problems in the country, as with the Global Competitive Index.  These evaluations have the advantage of capturing the big picture, but the disadvantage that we do not know the basis of the evaluator’s judgment.  The case is made in papers using such variables, however, that since firms such as Political Risk Services sell this data, it is in their interest to hire country experts who know what they’re talking about.  Still, in policy circles such data can create problems:  when confronted with data suggesting the corruption was higher and increasing faster in Brazil than in neighboring Latin American countries, government officials objected mightily, questioning the basis of comparison and insisting that Brazilian businesspeople were more negative about their country than other Latin Americans were about theirs.

Even if they are not noisy, an additional problem with these indicators, particularly the subjective ones, is that they may not distinguish the different concepts that comprise governance, even when they say they do.  One way to see this:  the different indicators of Business Environment Risk Intelligence are more highly correlated with each other than they are with their counterpart indicators produced by Political Risk Services in the International Country Risk Guide.  That is, the risk of expropriation reported by BERI is more highly correlated with the quality of the bureaucracy as reported by BERI than it is with the risk of expropriation reported in ICRG, and vice versa.  While most research simply combines these indicators and does not demand nuance from them, some research uses these variables independently without caveat.

Certainly, assessing the governance environment remains a key challenge for future research.  However, while it is easy to criticize “subjective” indicators, this criticism is misplaced when the subject is so obviously of significant importance and alternatives to subjective indicators so difficult to find – or even to conceptualize.  The important question is whether they convey useful information that is not overly clouded by bias and inaccuracy about the governance environment.  The fact that most tend to perform reasonably well in regressions that control for obvious sources of bias (past growth, income) is some consolation.  

Better information that allows more detailed and accurate inferences to be made about the different aspects of governance is certainly important, however.  For example, one important empirical challenge, to which no good solution has yet been devised, is to assess the extent to which investors are concerned about the credibility of government actions.  Attempts to capture this in surveys tend to rely (as in many World Bank surveys, for example) on questions to respondents on their perceptions of the “predictability of decision making”.  At first glance, this seems a perfectly reasonable approach to governance:  no one likes unpredictable decision making, and unpredictable and arbitrary decision making are surely pillars of bad governance.  The problem is not that unpredictable decision making is good, however, but rather that it is not necessarily so bad.  

For example, if unpredictability is “mean-preserving” – if it changes the spread of possible outcomes, but not the average outcome –it should have only a modest deterrent effect on investment.  Assuming plausible parameters and an often-used functional form for investor utility, it is easy to show that a moderately risk-averse investor who would demand, say, a 10 percent rate of return for a sure investment would demand just 11 to 12 percent for an investment with a payoff that with 50 percent probability returns 50 percent less than the sure payoff, and with 50 percent probability returns 50 percent more.  This sort of risk premium cannot explain the differential investment flows into Russia and Poland, or Zaire and Botswana.  

Credibility, however, is not the symmetric risk implied by unpredictability.  Instead, it is an asymmetric risk that emerges whenever investors or households make illiquid investments and which governments can take advantage of.   Governments that can’t credibly promise not to expropriate impose an asymmetric risk on investors – this is the risk that needs to be captured in empirical assessments of governance.  Again, however, this criticism may be overdone if there is a high correlation between the answer to the simple question (“how predictable is government decision making?”) and the nuanced issues of credibility “How easy would it be for a government official to make a decision or take some action that would reduce your profits by 50%?”  

Is governance important?

There have been many evaluations of governance, particularly its impact on economic growth.  While a number of methodological and data issues surround this work, many of its conclusions have been robust to numerous challenges and approaches.  Keefer and Knack, in different papers, use composite “governance” variables based on ICRG and BERI to conclude that the security of property rights matters for growth.  Moreover, they are not just statistically important, but exhibit economically important effects that are larger than many other widely-studied determinants of growth and development, such as education and macroeconomic policy performance.  In a famous contribution, Mauro uses BI (Business Intelligence ?) data to show that corruption reduces growth – however, his variable is highly correlated with the property rights variable of Knack and Keefer.
  These results have been robust to causality testing (Calederon and Chong), creative and elaborate instruments and historical investigation (Acemoglu and Robinson), and to the substitution of income for growth as the dependent variable (Hall and Jones), among many approaches taken with this data.  

With respect to other experiments, Dollar and Kraay, in the course of concluding that growth “raises all boats” (in the sense that a one percent increase in growth leads to a one percent increase in the growth rate of the incomes of the poor), asked whether different determinants of growth affected the poor differently.  For example, openness might be one of those determinants that improve growth at the cost of the poor (they find evidence to the contrary). They asked the same of property rights, and found that the component of growth related to secure property and contractual rights affected the rich and poor equally.  In a much different application, finally, Deacon and others have found that property rights are linked to rates of deforestation, again using this same data (ICRG).  

There are few who are skeptical at this point about the proposition that these different risk variables are a significant determinant of economic growth and income.  Since the composite variables included the rule of law, risk of expropriation, risk of contract repudiation and bureaucratic quality from these two indices (each index the source of one variable), it is reasonable to interpret the composite as an index of property rights, but other interpretations are surely possible.  Few would question whether these variables capture something that most people would agree is “governance”.  More doubt, however, surrounds the interpretation of these results and what aspects of governance are driving them, given the nature of the underlying subjective variables.  

Other work, for example by Kaufmann and others, has looked at corruption specifically and relies on the survey data discussed earlier.  This work cannot investigate growth directly, given the newness of data.  But it does succeed in associating responses to the corruption questions with responses to questions about the adequacy of public services and the relative performance of different government and non-governmental agencies, and to match them as well to objective indicators of service quality.  The primary purpose of these surveys, however, is to generate information that catalyzes reform.  In some cases this has been effective.  For example – though not a survey-based exercise – when a study in Argentina publicized the drastic price differences that hospitals in different provinces paid for homogeneous inputs (e.g., syringes), it triggered a massive overhaul in procurement practices.  

A different approach to governance issues relies on natural experiments.  Here, again, though, the security of property rights is better represented than other aspects of governance.  Natural experiments involving property rights include work by Feder on the consequences of land titling for farmers in Thailand; Jimenez on the effects of titling on investment in and prices of homes in Manila; Alston, Libecap and Schneider on the effects of property rights security on farm productivity and deforestation in the Brazilian Amazon; and O’Rourke on the effects of land tenure insecurity on the adoption of efficient butter production methods in Ireland contrasted with Denmark.  There are no similar natural experiments that address issues of arbitrary regulation by government; corruption; or bureaucratic quality.  Nor are there, apart from the very recent O’Rourke study, any experiments that use micro information to examine the effect of property rights issues on the growth of manufacturing enterprises.  

The sources of good governance

There are two obstacles to designing strategies for improving governance.  One, outlined above, is that we do not have a good sense yet of which precise aspects of governance cause problems, and how they cause them.  The bulk of the evidence and the most natural interpretation of it is that insecure property and contract rights are at the core of the governance problems that have been found to influence growth and other development variables.  Even if one is satisfied with this characterization of the state of affairs, however, there is a second obstacle to reform, which is our limited understanding of the determinants of good governance.  There is substantial research on this point, but no clear conclusions.

North and Weingast, and more recently Stasavage, suggest that tying the monarch’s hands – checks and balances—are key at least to hinder expropriation and contract repudiation (their work concerns specifically the interest rates charged by Dutch lenders to the English Crown, and the possibility that the Crown would renege on the debt).  Unfortunately, in cross-country comparisons, checks and balances, per se, has some effect on the security of property rights, but it is dwarfed by the effect of income per capita and is not robust.  The confounding role of income per capita bedevils this type of work, more generally.  

A more expansive view of political constraints and incentives is encompassed in work by Clague, et al., who look at the effect of leader time horizons and regime type on the security of property rights (a la the Knack and Keefer variables).  It turns out that long-lived autocrats offer as much or more protection to property rights than short-lived democracies. The finding, while consistent with the view expressed in McGuire and Olson that the long-lived dictator might credibly refrain from excessive taxation, still raises more questions than it answers – what, for example, precisely changes over time in democracies, such that older democracies provide more secure property rights than younger ones?

To the extent that democratic institutions promote growth, they do so in part through their influence on property rights.  However, the ambiguities emerging from the Clague, et al. work provide some indication of the ambiguities of the democracy/growth literature.  While careful work by Przeworski, Alvarez, Chiebub and Limongi, and more contentious work by Barro, have shown a convincing positive association between democracy and wealth or democracy and income, and have argued strongly that causality moves from the first to the second, it should not be a surprise that these sorts of results have not jumped from the data easily.  

A nascent literature looking at the effect of political institutions on fiscal outcomes (see especially Persson and Tabellini 2000) has been extended to corruption, but not other governance problems.  Persson, Tabellini and Trebbi find that presidential systems are less corrupt, and majoritarian electoral systems more corrupt, consistent with their predictions generated from a model in which corruption appears as fiscal rents that politicians retain for their own use after taxing voters and supplying them with targeted and untargeted public goods.  Lederman, Loayza  and XX find similar results (robust, however, on different margins).  

Across democracies and non-democracies, the evidence regarding corruption is somewhat mixed:  indices of competitive elections and of checks and balances are not robust determinants of corruption, controlling for demographic and income characteristics of countries.  Instead, the evidence strongly supports only the conclusion that rich countries and countries with a high percentage of people over the age of 65 are less corrupt.  These institutions are not irrelevant, however:  competitive elections and checks and balances are each highly significant when entered separately (albeit with the other controls), suggesting that multicollinearity  is likely.
  

Still, the predominant effect of demographic and income variables on corruption is in principle surprising.  We might expect that as the “median voter” confronts lower and lower costs of disciplining politicians who loot or who focus exclusively on the welfare of special interests, and as the number of politicians with competing interests and veto power over outcomes increases, it should be more difficult for politicians to expropriate, to renege on contracts, or to steal.  And, at least in a naïve model of politics, we would expect old and young voters, and rich and poor voters, to have fairly close preferences with respect to politician theft, and therefore not to be dominant determinants of corruption.  This is not the case, however.  

The security of property rights might also have non-institutional determinants.  Knack and Keefer found that measures of social capital – essentially, measures of the extent to which people in different countries believe that others in their country are trustworthy –  are positively associated with the security of property and contract rights.  Naturally, causality problems emerge here:  do people trust each other because there institutions make property rights and contractual commitments reliable, or the other way around?  In either direction, however, there are important implications for development.  

Polarization in society might also undermine property rights security – the argument being either that the more polarized are citizens, the less likely they are to respect the rights of others, or more in the vein of social choice, the more polarized are citizens, the more volatile is policy likely to be (the larger will be the “uncovered set”, as Cox has implicitly shown).  Svensson has found inequality and property rights to be inversely associated, and offers econometric evidence that the effect is from the first to the second.  Knack and Keefer (2002) show that other forms of polarization – ethnic and linguistic – as well as inequality suppress property rights, and it is in part through this channel that they affect growth. 

Other approaches to the study of “good government” also shed light, but only obliquely, on the problem of governance.  These touch on the role of information, elections, and political and electoral institutions, for example.  Besley and Burgess find that newspaper readership accelerates the response of state governments in India to food shortages, providing evidence for the contention by Sen that famines do not happen in democratic countries where the press is free.  Their evidence shows that information is key to one type of good governance, but not the security of property rights or the rule of law.  

The literature on fiscal policies pursued by governments has an apparently even more oblique application. There is, however, a justification for paying attention to this literature in a discussion of governance.   Certainly, a government that pursues destructive fiscal policies is unlikely to provide good governance.  So if we see elections mattering for fiscal policy, then there is reason to believe they should matter for governance.  This, for example, might be the governance lesson to take away from the findings of Poterba and others, who conclude that the threat of elections induces governors in American states to conduct their fiscal affairs more responsibly.
  

More to the point, the incentives of governments to provide public goods is one of the key concerns of the fiscal literature, and one can view secure property rights as the ultimate public good.  So, Persson and Tabellini have found, again only and reasonably in democracies, that presidential and majoritarian systems provide fewer public goods.  One can see this plainly in simple averages (using DPI data, not PT data).  Among 24 parliamentary democracies, the ratio of education (broad and relatively untargeted) to public investment spending (narrow and relatively targeted to specific voters) is about 20 percentage points higher than in 18 presidential democracies.  

This work has significant caveats, however, that are also relevant for governance.  For example, in recent (preliminary) work Keefer notes that these differences in outcomes across institutions are much less stark among somewhat poorer countries. Comparing rich and poor parliamentary democracies, the ratio of education to public investment spending was nearly 70 percent points higher in the 12 richest parliamentary democracies than in the 12 poorest.  Moreover, the 12 poorest parliamentary democracies allocated resources in almost the same way as 14 other countries that can’t be considered functioning democracies at all (and for which data is available).  This work argues that the power of institutions to influence policy outcomes is considerably less in countries that are (at least arguably) more vulnerable to clientelism, defined as the inability of national political organizations or individuals to make credible promises to voters, but the ability of local “influentials” to do so  (e.g., countries that are more rural, or have younger political parties).  

That is, when politics is entirely based on individual transactions between voters and individual politicians, there is little gain to political decision makers to take broader issues of national welfare into account in making policy, no matter what the assignment of veto and agenda-setting authority in the country.  These same effects should matter for governance issues:  it seems plausible to expect that a government that under-provides public goods would also expend little effort beefing up the bureaucracy or protecting property rights, for example. Neither of these arguments has been formally laid out nor tested.  

In sum, then, enormous questions remain.  There is evidence that long-running democracies promote property rights, broadly defined, but we do not know which characteristics of long-running democracies endow them with this characteristic.  Nor do we have micro-level evidence that more systematically outlines the actions that are open to decision makers in short-lived democracies that are foreclosed to those in long-lived democracies.  One might interpret the observation about clientelism as implying that pre-democratic forms of political exchange survive the introduction of democratic institutions – but we do not know how or under what conditions they disappear.  A promising line of research is surely to link these observations with the vast literature on the dynamics of political party evolution and the conditions under which political parties can make credible promises to voters.  

� Sometimes, governance is taken to mean “good government,” which might in turn be more rigorously phrased as the extent to which government policy is directed at the broad interests of society rather than to the benefit of special interests.  This broad concept of governance is useful to keep in mind, because it provides one framework for thinking about the conditions under which other, narrower aspects of governance emerge.  


� Still, it is fair to point out, that among the variables that make up these risk guide indices, the lowest inter-variable correlation is with corruption, suggesting that the risk guide indicators are able to differentiate at least somewhat between corruption and other governance problems.  


� Multicollinearity may in part be driven by variable construction - -both variables are taken from the Database of Political Institutions, and a country must achieve a threshold level of electoral competitiveness before its legislature is counted as a check.  


� Although their argument is rather to provide evidence of a claim first made by Rogoff, that voters give excessive weight to the most recent actions of their elected representatives, leading to electorally-driven spending cycles.





