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Which Institutions Are M ore Relevant Than
Othersin Inequality Mitigation?

DAwoOD MAMOON

1. INTRODUCTION

During the 1950s, 1960s and most of the 1970s amlégufollowed declining
trends in the most developed and developing castiiowever, the inequality trends
have been reversed in most countries since thg #880s. First, inequality started rising
in the mid- to late- 1970s in the United StatesitéthKingdom, Australia and the New
Zealand, which were the first among the OECD caestto adopt a neoliberal policy
approach. In United Kingdom the increase in ineiqgalas quite pronounced as the Gini
coefficient of the distribution of net disposablecéame rose more than 30 percent
between 1978 and 1991, which was twice as fastasecorded in United States for the
same period. The Scandinavian countries and thkelahds were next to follow where
inequality followed a U-shaped pattern. From 193080, Finland and France also
experienced a halt in declining trends in inequalib Italy inequality rose by 4 points
between 1992 and 1995. In 1993 the Gini coefficfentJapan stood at 0.44, which is
approximately the same as United States and fdrehithan the likes of Sweden and
Denmark. Most of this increase in income inequailityhese industrialised countries is
explained by a rise in earnings inequality [Coreiaal (2004)]. Since 1989, inequality in
the transition countries of Central Europe has algoessed increasing trends but they
remain modest when compared to former USSR anch8astern Europe where the Gini
coefficients rose on average by 10-20 points wigcB04 times faster than the Gini in
Central Europe. The rise in inequality in this teghas been attributed to rise in returns
to education following liberalisation [Rutkowskiq9)].

Partly due to the recession in the 1980s, whichthg@tpoor harder than the rich,
inequality in most Latin American states excepttfoee (Colombia, Uruguay and Costa
Rica) witness sharp rise. Gini coefficients in hafimerica have been ranged between
0.45 and 0.60 since early 1950s, which are amoadhiphest in the world. The acute
polarisation of income has been rooted in a higinequal distribution of land and
educational opportunities [Corniet al. (2004)].

In China income concentration has been rising tggthce 1985 so that the Gini
coefficient reached 0.43 by 1995 and remained nworéess at the same level until
recently. The rise in income disparity can be lafited to a rise in urban-rural divide
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arising from a faster expansion of urban activige@sid active participation of China in
international markets. Among South East Asian enues, the Gini coefficient for
Indonesia increased to 0.38 by 1997 from 0.32 i87190.In South Asia, the inequality
also followed a U-shaped pattern, though it was f@snounced. In India, the experience
of 1990s points to a moderate rise in both urbahraral inequality and a larger rise in
overall inequality due to widening gap between orhad rural areas. In 1990s the urban
inequality rose to 0.36. The Gini coefficient inkixan rose from 0.39 in 1960s to 0.41
in 1990s. Much like India, the rise in overall inedjty is attributed to a sharp rise in
rural inequalities. Inequality in Sub Saharan Adrltas been among the highest in world.
There is some evidence of falling urban-rural gap there is rising intra urban and at
times intra rural inequalities. For example, in Zawia the Gini coefficient for rural
inequality rose from 0.53 in early 1980s to 0.7&&rly 1990s. Similarly for Kenya, the
rural inequalities increased by 9 points from 1880992 and stand at 0.4®id (2004)].

In the retrospect, the problem of poverty can ndtsbparated from the way in
which growth is achieved. Hence, today the prileissue in pro-poor growth
debate also relates to inequality. The aim of flaper is to analyse the impact of
one of the key determinant of growth on inequalRecent literature suggests that
strong institutions are the key determinant of growth [i.e, see Dolad Kraay
(2003), Rodrik,et al. (2004), Glaesewrt al. (2004a), Mamoon and Murshed (2005)].
It is important to look at the different institutial setups; countries may have while
working along with the surge of globalisation. Fexample, India is a thriving
democracy but China, South Korea and Taiwan haws lggowing under one-party
dictatorships, the last two eventually turning tembcracy. Recently, Pakistan has
become one of the fastest growing economies ofr¢lgéon, even out passing India,
under rule of General Pervez Musharraf. Among ttendition economies, rapid
economic growth was achieved by Kazakhstan undezaN@mev. Here one may
conveniently assume that these countries have peefd well under market friendly
policies (i.e., trade liberalisation) and thus sesgfully achieved robust economic
performance. However the analogy is not that simMarket friendly policies may
not work in the absence of good institutions. Thidufe of Russian economy and its
reform process can be attributed to the lack ofuppsrtive legal, regulatory and
political apparatus. In Latin America little attént has been paid to the mechanisms
of social insurance and to the safety nets which tesulted in the dissatisfaction
with market oriented reforms. It may also be theecthat some institutions may be
more important than others. For example, even paoket dictators can secure
property rights as a matter of policy choice [GEe§004a)]. Similarly, stronger
social institutions lead to improved governmentdtimning: “Education is needed
for courts to operate and to empower citizens tgage with government institutions
[Ibid (2004), p. 3)]".

This paper tries to analyse different institutiosalttings, and their relationship
with various definitions of inequality to shed lighn the effects of pro growth policies
on poverty.

YIn this paper we have assumed education, whichdwoililerwise be considered as a proxy for human
capital, as a social institution.
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2. DIFFERENT TYPESOF INSTITUTIONS, INEQUALITY,
AND THE ENDOGENISING FACTORS

There are issues of two way causality between ialigiuand institutions [i.e., see
Keefer and Knack (2002); Chong and Gradstein (Z00#tween different types of
institutions as shown by Figure 1 and discussedvheMany recent studies [i.e., see
Chen and Ravallion (2003); Cockburn (2001); Friedr(2000); Lofgren (1999)] show
that international trade is significantly relatedthwinequality while institutions and
integration are also endogenous [i.e., Rodrilgl (2004)]. Any empirical analysis which
takes institutions as a pure exogenous factor vemidysing its effects on inequality may
lead to miss-specification bias. Here on the lieRarik, et al. (2004), we assume
geography is a pure exogenous concept.

Fig. 1. Endogeniety between Institutions, Integration, and I nequality
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Chong and Gradstein (2004) find strong evidencebiedlirectional causality
between institutions and inequality. Inequality nafect the quality of institutions. For
example, high inequality will prevent the poor franvesting in education or the ruling
class may not invest in education so that the paaority will not be politically active
thus undermining the development of necessary Isaoa political institutions. Easterly
(2001) and Keefer and Knack (2002) suggests thablspolarisation negatively affects
institutional quality.

The countries with poor institutions are also k&b have high inequality. For
example in Russia in the 1990s, a small group trepreneurs exploited their political
power to promote their own interests, subvertirgemergence of institutions committed
to the protection of smaller share holders andrassies. According to the Corruption
Perceptions Index published by Transparency Intemmal, among the transition
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economies, Estonia is placed 28, and Hungary 3kreas Russia is placed 79, and
Ukraine 83. In these transition economies, weakopeance of public institutions,
infringement of property rights in favour of infloial parties, lower willingness to use
courts to resolve business disputes, lower levabrfcompliance and higher levels of
bribery all have been strongly correlated with i@y [Hellman and Kaufman (2002)].
Similarly, in several Latin American countries, thding elites, the military and large
businesses impeded smaller business interestsggiiga to significant informal sector.
Chong and Gradstein (2004) show that when theigallibias in favour of the rich is
large, income inequality and poor institutional lifyamay reinforce each other,
indicating endogeniety between the two.

There may also be inter-linkages between variositinions. For example, nearly
all developed countries are democracies and mostlaigng countries are either run
under one party system, dictatorships or militagimes. The countries with lower levels
of economic and human development tend to haverldeels of education, limited
political rights, weak or non existent political mpetition, lower level of economic
freedom and openness, ethno linguistic factionalidra lack of judicial independence
and a free press and high levels of permissivetoggzrds corruption.

Before discussing the interdependence of differestitutions we would first like
to differentiate between them. We identify four egpof institutions: (1) Legal, (2)
Political, (3) Economic and (4) Social. Legal ihgions capture the transparency and
fairness of legal system, political rights of thiéizens, State legitimacy, freedom of
speech, independence of judiciary, enforceabilifycontracts, police effectiveness,
access to independent and impartial courts, comfieldn judicial system in insuring
property rights, prevention of improper practicespublic sphere, control of corruption
etc. Political institutions represent political tutéy, democracy, autocracy or
dictatorship. Economic institutions include stafie@iveness at collecting taxes or other
forms of government revenue, states ability to teredeliver and maintain vital national
infrastructure, states ability to respond effedtivéo domestic economic problems,
independence of government economic policies framsgure from special interest
groups, trade and foreign exchange system, corigrefiolicy, privatisation, banking
reform and interest rate liberalisation, securitie®@rket and non-bank financial
institutions etc. Social Institutions capture see@nomic conditions such as health,
education and nutrition etc.

The Legal, political, economic and social instiug are strong in developed
countries and for developing countries there arexechi experiences. For example,
intellectual property rights are protected vigotguis the US and most advanced societies,
but not in many developing countries [Rodrik (1998jmilarly, most rich countries in the
world circa 1960 were democracies with well-edutgiepulations. Over the subsequent
40 years, these countries grew rapidly, on aveaagethe dispersion of their growth rates
was relatively small. Most poor countries in therdairca 1960 were dictatorships with
badly educated populations. These countries didyroow as rapidly as the democracies on
average, but perhaps more strikingly, the disperefogrowth rates across these countries
has been huge [Glaeseat al (2004b), p. 3]. Engerman and Sokoloff (2002) lihie
development of public education as a social instituto the democratization as a political
process in US. According to them, while startingladut the similar level of development
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in the 18nth century, US led the way in setting augystem of common schools and
promoting literacy, where as in countries in Sodimerica and the Caribbean these
processes were much delayed. Today specificallyttier Carribean’s, the economic
development problems are associated with regi@tk bf diverse and open economies,
government ownership of inefficient state entegsjscontinued restrictive tariff barriers,
failure to institute free trade measures and tlok laf governance measures [Collier
(2002)]. Guptaet al (1998) finds that if government officials useitlauthority for private
gain and indulge in corruption that affects theeetiveness of social spending and the
formation of human capital by perpetuating an uaédistribution of asset ownership and
unequal access to education. Corruption also affért government effectiveness as it
weakens tax administration and can lead to taxi@vaand improper tax evasion and
improper tax exemptions. Higher corruption is aiged with increases in inequalities in
education, land distribution and health spendingealtty urban elites can lobby the
government to bias social expenditure toward higitkrcation and tertiary health, which
tend to benefit high income groupbifl (1998)].

3. DATA AND METHODOLOGY

Much recently Kaufmargt al. (2002) formulated aggregate governance indicators
for six dimensions of governance covering 175 coesit They relied on 194 different
measures of governance drawn from 17 differentcssuof subjective governance data
constructed by 15 different sources including imé¢ional organisations, political and
business risk rating agencies, think tanks and gowernmental organisations. The
governance indicators have been oriented so thgttehivalues correspond to better
outcomes on a scale from —2.5 to 2.5. They argyodat®d as rule of lawR(), political
stability (P9, regulatory quality Rg), government effectivenessG¢), voice and
accountability ¥a) and control of corruption Gic). We divide them into four
classification based on their definitions. We cdesRI, Va andCtc as legal institutions.
Ge and Rq are dubbed as economic institutions wherBads taken as a proxy for
Political institutions. We add two more politicaidicators namely democracipémq
and autocracyAuto) to our analysis from Polity dataset whereas, lbattging from 0 to
10. We have also included social institutions in aalysis. Average Schooling Years in
the total population at 25€H and Adult literacy rateAltr) capture the quality of social
institutions.

As we mention above, international trade is alssigmificant determinant of
inequalities in countries across the globe, intégnaenters our regression model to
enhance its explanatory power. We incorporate nmiitl8 various concepts of openness
and trade policy in our regression model in ordecdrry out a robustness check for our
results on institutions. We have carefully choseree¢ specific measures of openness.
The ratio of nominal imports plus exports to GDEber) is the conventional openness
indicator [see Frankel and Romer (1999), Alcala &idcone (2002), Rose (2002),
Dollar and Kraay (2003), Rodrilet al (2004)]. Two other measures of openness are
overall trade penetratiotiafshoy derived from World Bank’s TARS system and overall
import penetrationlfnpnoy respectively [see Rose (2002)]. Neither of thesmasures
are direct indicators of trade policy of a countpgjnting only towards the level of its
participation in international trade. There arei¢atbrs of trade restrictiveness acting as
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measures of trade policy [Edwards (1998), Greenawayal (2001), Rose (2002)].
Import tariffs as percentage of imporia(iffs), tariffs on intermediate inputs and capital
goods QOwti), trade taxes as a ratio of overall tradetfg) and total import charges
(Totimpoy can all be considered as good proxies for tradtrictiveness and have also
been employed in our study. Other measures whipkuca restrictions in overall trade
are non-tariff barriers. We use overall non-tafiverage Ntarfoy) and non-tariff
barriers on intermediate inputs and capital godowdi as two proxies for non-tariff
barriers [see Rose (2002)]. Moreover there is aldeend in the trade literature to use
composite measures of trade policy. Edwards (1@@®pcates the Sachs and Warner
(1995) openness index p®N8(Q as a proxy for openness.

To capture inequality we not only take GINI incomequality index Gini) from
UNU/WIDER World Income Inequality Database (WIIDutbalso we employ UTIP-
UNIDO Theil measure Theil) calculated by University of Texas Inequality Fdj
(UTIP) which captures wage inequality between sHiland unskilled labour. This is
motivated by several considerations. First, comglarseand consistent measures of
income inequality, whether on a household leveper head basis are difficult, almost
implausible and generally fails to provide adequateaccurate longitudinal and cross-
country coverage. On the other hand, inequalitynahufacturing pay, based on UNIDO
Industrial Statistics provides indicators of inelifyathat are more stable, more reliable
and more comparable across countries because UMiB&ures are based on a two or
three digit code of International Standard Indas$trClassification (ISIC) a single
systematic accounting framework. Furthermore, maetufing pay has been measured
with reasonable accuracy as a matter of officialtiree in most countries around the
world for nearly forty years [Galbraith and Kum (&)]. Further more we take income
deciles and percentiles from UNU/WIDER World Incomequality Database (WIID) as
other proxies of inequality. Institutions or Intagjon will be guilty of inequality if it has
the negative impact on the incomes of bottom I@ee (owl0) and positive impact on
the income of the top 10 perceitigh 10) We also take income groups divided into
quintiles where the effect of Institutions is aigated to be negative for the ratio between
top 20 percent and bottom 20 percédngl20/low20) and positive for the middle income
groups Middle20. The exercise on income deciles and percentilkgurther shed light
on how institutions and integration are relatechwittcome distribution. Especially, we
are interested to know how quality of institutiosmse related with the incomes of the
middle class or the ones living in bottom of incost@re. Each country observation for
all inequality measures is taken for the latest yeawhich data is available and in most
cases represent inequality in mid 1990s.

Our basic inequality and income share equationddMook like:

Inequality = f (Institutions, Integration, Geograph ... (D)
and Income Share= f (Institutions, IntegratiGeography) .. (2

Corresponding to Equation 1, our inequality modsddal orirheil indexhas 8 equations,
whereas each equation corresponds to a differstitutional or integration classification
The model specifications fdgini, High20/Low20Q Midlle20, Low10andHigh10 contain
same 8 equations each with same variable speadiinsat
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Theil; =ay +B;LI; +x,0pen +&;; .. 3
Theil,, =a, +B,Pl; +Xx,0pen +&, U ()]
Theily = a5 +B3El; +x30pen + &5 .. (B
Theil; =a, +B,SI +X,0pen +&, .. (6)
Theily; =ag +BsLI; +X5TR +&5 .. (N
Theily, =ag +BgPl; +X6TR + &4 .. (8
Theil,; =a; +B,El; +X;TR +&4 .. 9
Theily =ag +BgSk +XgTR +&g ... (10)

The variableTheil is Theil Index in a countryi, Ll;, Pl;, El, and Sk are
respectively measures for legal, political, ecormamd social institutions, where@pen
measures general openness in the economyBnrid a measure for trade policy ands
the random error term. Please refer to Appendiarirfformation on equations based on
Gini, High20/Low20 Middle2Q Low20andHigh10Q

As we have discussed, there are potential endgggmibblems between
institutions and integration and between institagi@nd inequality itself. To this effect
we have first regressed our institutional, tradécgoand openness proxies on a set of
instruments. Frankel and Romer (1999) suggestswhatan instrument for openness by
using trade/GDP shares constructed on the basisgodvity equation for bilateral trade
flows. The FR approach consists of first regresdiiigteral trade flows (as a share of
country’s GDP) on measures of country mass, distéetween the trade partners, and a
few other geographical variables, and then constrg@ predicted aggregate trade share
for each country on the basis of coefficients eatad. Hall and Jones (1999) employed
distance from the equator and the extent to whigh grimary languages of Western
Europe are spoken as first languages today asiinetrts for institutions. Hall and Jones
made an argument that the instruments are notlatedewith the error term. Acemolgu,
Johnson and Robinson (2001) identify the mortadityeuropean settlers as a potential
instrument. Using two ex-post assessments of unistital quality-risk of expropriation
by the government and constraints on the executigemeasures of institutions, they
showed that settler mortality is a strong predictbmstitutions. However there are two
drawbacks for AJR instrument. First, the data ity @vailable for 64 countries. Though
Rodrik, et al (2004) have extended it to 80 countries; it stdvers a relatively low
number when compared to ‘the extent to which thegry languages of Western Europe
are spoken as first languages today’ which covermany as 140 countries. Secondly,
according to Glaesert al (2004b), AJR instrument of settler mortality $ailo be
orthogonal to the error term. ‘Settler mortalitystsongly correlated not just with ancient,
but also with the modern, decease environment,esigg that it might be the decease
environment, rather than history, that mattersefmnomic development. Secondly settler
mortality is strongly correlated with human capigdcumulation, suggesting that it
cannot be used as an instrument for institutiong&ar,et al (2004b), p. 8]. Thus



900 Dawood Mamoon

following Dollar and Kraay (2003) and Hall and Jer(@999), we use ‘fractions of the
population speaking EnglistEfigfrag and Western European languages as the first
language Eurfrac)’ as an instrument for legal, economic and paditinstitutions. Since
we are using years of schooling and adult litenatg as a proxy for social institutions
we looked for instruments which can capture thditaieve and quantitative properties in
education sector. Total public spending on edunatms a percentage of GDP) and
primary public-teacher ratio are the two instrursgmtoposed by Mamoon and Murshed
(2005). The former instrument captures the qualftgducation and the later instrument
captures the quantity of education. As in Rodeikal (2004), we employ ‘distance from
the equator’ as another instrument (proxy for gaphyy) also employed by Hall and
Jones (1999).

LI, =o; +¢Eng +6,Eur +39,FR +1,Disteq+ E;; .. (11)
Pl; =0, +¢,Eng +6,Eur +9,FR +1,Disteq+ E,; .. (12)
El; =05+ ¢3Eng +03Eur +9;3FR +15Disteq+Eg .. (13)
Open, =0, +¢4,Eng +06,Eur +3,FR +1,Disteq+E, .. (14)
TR, =05+ ¢zEng +065Eur +395FR +15Disteq+ Ej; ... (15)
Sl =0g +¢gTlex +6;Ptr, +35FR +14Disteq+ Eg; ... (16)
Open; =0, +¢;Tlex +6,Ptr, +3,FR +1,Disteq+E-; .. (@7
TR, =0g + ¢gTlex +65Ptr, + 9gFR + 1gDisteq+ Eg; ... (18)

Where Eng and Eur; are our instruments for legal, economic and puitinstitutions
referring to fractions of population speaking Eshbliand European languages
respectivelyTlexis total public spending on education as a peaggnbf GDP anétr is
primary pupil-teacher ratio and both are instruradot average years of schooling and
adult literacy rateFR, is instrument for openness and trade poli@isteq is proxy for
geography showing distance from the equator. Asdeond stage the predicted values of
respective institutional, openness and trade polieyiables are employed in the
inequality and income share equations.

4. RESULTS

4.1. Legal Institutions

Barreto (1996) finds that corruption is positivelyd significantly correlated with
inequality, implying that increased income inequyalis associated with greater
corruption. Tanzi (1995) argues that the benefitsnfcorruption are likely to accrue to
the better connected individuals in society, whasttydbelong to high-income groups. It
has been further contended that corruption createntives for higher investment in
capital intensive projects and lower investmentlabour intensive projects [UNDP
(1997)], thus increasing the wage inequality. Guetal (1998) show that a worsening
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of corruption index of a country by one standardiat&on (2.52 points on a scale of 0 to
10) is associated with an increase in the GINIficeht of about 4.4 points.

The results (Table 1, Appendix 1) suggest that wiageguality [Theil) is more
sensitive to legal institutions than overall incodigtribution Gini). Results based on the
ratio of income percentiles (High20/Low20) and imeo deciles show that voice and
accountability, rule of law and control for corriget has a strong redistributive power.
The relationship between legal institutions andome of the middle income groups
(Middle2Q as well as low income groups especially for Rt &tc is positive and
significant. This means that good quality legaltitntions not only to reach out to the
middle income groups but they are also altruigtithe poorest of the poor. The evidence
quite robustly suggests that redistribution of imeotakes place from the richest to the
middle class or lower middle class as all the thpeexies of legal institutions are
negatively and significantly related with the incesnof the richest 10 percent or 20
percent in most of the cases.

4.2. Economic Institutions

Every government must maintain a sustainable fipmdicy, which includes a
deficit that is manageable in the short term, d&edassociated public debt it creates being
serviceable. More concentration of resources amkagector is always pro-poor. The
value added tax has received exaggerated appoecatd has not faced its due criticism.
In the world when poverty reduction strategies anplemented and inequalities are
growing, value added tax needs to give way to rpoogpoor tax system [Roy and Weeks
(2003)]. Inflation in many developing countriesais outcome of political decision when
government has a lax monetary policy and is unablenwilling to increase taxes. High
inflation has a negative distribution effects. levdloped countries sometimes monetary
policy outcomes are related with increased inetjgali Khalifa (2005), shows that a
positive shock to Federal Reserve fund rates inindBce a larger and more persistent
increase in the unemployment ratio of the low skillrelative to that of high skilled,
indicating that low skilled bear the brunt of thecriease in unemployment after a
contractionary policy.

Result summary in Table 1 (Appendix I) indicatest tpovernment effectiveness is
negatively and significantly related with wage inality between skilled and unskilled.
However, the relationship is weak at best w@mi. Though it does not mean that
effectiveness of government policies do not caedistributive effects. Our results show
that if the governments which work in the interespublic; they have a significant and
positive effect on the incomes of the poor and heiddass, where as they are negatively
and significantly related with the incomes of thieeé The results in Table 1 indicate that
though regulatory quality has weak relationship hwihe traditional measures of
inequality but it has positive and relatively siigant effects on the income share of
middle income groups.

4.3. Political Institutions

The results in Table 1 indicate that political dtabis one of the key factors to a
more equal society and it is especially favouratiethe wages of the unskilled
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population. Furthermore, politically stable soastinot only redistribute incomes to the
middle income groups but they also benefit the kiveegments of the society equally.
However, in comparison to political stability indedemocracy has a weak relationship
with inequality. It does not seem to matter muchether a country works under a
democratised framework or an autocracy, the avegffgets on inequality have generally
been insignificant. This is inline with the exigievidence which doesn't find any robust
relationship between democracy and inequality orass country regression. ‘Indeed a
casual inspection of recent events in East Eurgpeedl as in East Asia casts doubts that
any such simple relationship may exist. It has baegued that, in the East European
countries, democratization of the 90’s actuallyulesl in an increase income inequality.
Similarly, some of the East Asian countries sucBasth Korea, Taiwan, Singapore have
had among the most egalitarian income distributionshe world, yet their political
record is far from democratic. [Gradstedt,al (2001) p. 1]. According to Glaeset, al.
(2004b), it is good leadership that matters and wiogther a country has democratic
setup or ruled under a dictatorship. Nevertheless,results do show that democracy
seem to favour middle class more than anybody etsdirming the median voter
argument that democratised countries with greatequality of factor income tend to
redistribute more to the less affluent [Milanov2000)]. This result may also seem
much in line with current political set up initigtdy the government of General Pervez
Musharraf, whereby Pakistan may score low in deamcrbut has seen significant
political stability, so much so that it seems tihatould be the first time in the history of
Pakistan a government will be able to complet&itgear period. This political stability
has been combined with a accelerated economicrpeafce with increasing incomes of
especially middle class.

4.4. Social Institutions

Education enhances the earnings potential of tloe, fwth in competing for jobs
and earnings and as a source of growth and emplatymehe distribution of physical
and human capital emerges from the theoretical eangirical literature as the key to
distributional consequences of growth, and a determt of growth itself [Kanbur (1998)

p. 20]. The results (Table 1; Appendix 1) show thaerage years of schoolin§dh is
negatively related with thésini, and the relationship is significant in most cases
suggesting countries which have a more educatedlgiign are also the ones where
distribution of income is relatively less unequ@dr example, in US the percapita income
of the richest decile exceeds that of second riothesile by 60 percent only, where as in
Latin America where Gini is also one of the highastong developing countries, the
richest decile exceeds that of the second richestedby 160 percent. In comparison to
Latin America, US has highly educated populatiothwdverage years of schooling at
little more than 12 years and 99 percent of thdtgmypulation being literate.

Increased educational attainment also leads tonags inequality. Along with the
processes of globalisation the comparative adventdgdeveloped nation lies in high
skill intensive goods as lower skill intensive geaahd services are being outsourced to
developing nations. As the skill demand is incnegsit greater pace than its supply, so is
the wage of more skilled and educated labour tmeseasing wage inequalities in
developed nations. Harrigan and Balaban (1999vdhat relative factor supply is an
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important factor in determining the growing retdonskill in US during 1963-91. Given
the current situation of increasing inequality irogh developed societies, of which
globalisation is a much-cited culprit, policy-makenave been very keen to demand
further public funding for schooling [Pereira andaitin (2000), p. 2]. Similarly
education inequalities have led to wage inequalitgleveloping countries specifically
Latin America. Coincidently, Latin America has anGcoefficient (about 0.50 for the
region as a whole) which is approximately 15 poatisve the average for the rest of the
world [Mamoon (2005)]. Londofio and Székely (199%)ireate that the low level of
education of Latin American workers and the enorsnmequality in educational assets
account for the largest portion of the region’s esgive inequality, larger than other
contributing factors—lower physical capital accuatidn, the relative abundance of
natural resources, and a high concentration of f@sdurces. In Latin America, only a
relatively small proportion of the total populatidtas completed secondary or higher
education. These relatively few skilled workersnearsubstantial wage premium due to
their limited supply. Thus a poor distribution afugation contributes to differentials in
the returns to different levels of education, mégng the effect of education gaps on
income inequality.

Our results show that average years of schooling) adult literacy rate are
significantly and negatively related with wage ioality, confirming that countries
where education is more equally distributed or llevd average schooling are higher;
wage inequality would be less severe. Tho&dfh is quite weakly related with the our
inequality measures, results fBchdo imply that education has a strong redistrilmutiv
power from richer segments of the society to thes laffluent. A comparison of
coefficients ofMiddle20 and Low10 suggests that education benefits middle class more
than the poor.

CONCLUSIONS

This paper is an attempt to gauge the effectsfédrdnt institutions on inequality.
Though the literature is limited on the subjecg #xisting one suggests that there is two
way causality between institutions and inequallty.this effect we solve the problem of
endogeniety by utilising a set of instruments algea use for institutions. We used a
rich set of openness and trade policy variablesarols in our multiple regression
equations. This was done to also check the robsstofour results for institutions while
increasing the explanatory power of our model.

Our results have reconfirmed that good qualityito§bns lead to decrease in
inequality. It also appears that it is politicahisility that is more important than
democracy. In line to previous studies, we findt thanay not matter much whether a
country is working under a democracy or autocramy, it is good policies of the
leaders which eventually determine the welfare eaohay effects through
preservation of property rights etc. Good leadgrsivhich not only follow more
market friendly policies but also keep institutibrni@velopment at the fore of their
policy choice is a key to economic development. e basis of our relative
significance, social and legal institutions arefly the most significant institutions
apropos inequality suggesting their relative impode over other institutions. Rule
of law is the best performing institution viz-a-vilzequality mitigation. If education
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is more equally distributed among the populatioslative wages of skilled and
unskilled labour will have least amount of distorts especially when the country
opens up to international trade. Among economiditutsons, regulation is less
important when compared to government’s independisoal and monetary policy
and its effective capacity to decentralise andits business orientation. The results
in Table 1 also suggest that Middle class comestouie the main beneficiary of
good quality institutions than any other income graasMiddle20 equations give
most significant results.



AppendixTable |

Sgnificance Count of Institutions under Augmented Regression Analysis for Inequalities
Dependent Variables

Independent Variables Theil Gini High20/Low20  Middle20 Low10 High10 Cases of SignificanceRiyws  Total Cases of Correct Signs
Legal Institutions
Voice and Accountability (Va) 5 out of 12 3 out of 12 5 out of 12 7 out of 12 2 out of 12 7 out of 12
(Negative Sign) (5 out of 5) (3 out of 3) (5 out of 5) (0 out of 7) (1 outof2)* (7 outof 7) 29 out of 72 28 out of 29
Rule of Law (RI) 5 out of 12 4 out of 12 9 out of 12 10 out of 12 9outofl12 10 outof 12
(Negative Sign) (5 out of 5) (4 out of 4) (9 out of 9) (0 out of 10) (O out of 9) (10 out of 10) 47 out of 72 47 out of 47
Control of Corruption (Ctc) 5 out of 12 4 out of 12 8 out of 12 9 out of 12 8 out of 12 9 out of 12
(Negative Sign) (5 out of 5) (4 out of 4) (8 out of 8) (0 out of 9) (Ooutof8) (9 outof9) 45 out of 72 45 out of 45

Economic I nstitutions
Government Effectiveness (Ge) 5 out of 12 3 out of 12 8 out of 12 9 out of 12 8 out of 12 8 out of 12

(Negative Sign) (5 out of 5) (3 out of 3) (8 out of 8) (0 out of 9) (0 out of 8) (8 out of 8) 41 out of 72 41 out of 41
Regulatory Quality (Rq) 3 out of 12 2 out of 12 2 out of 12 6 out of 12 1 out of 12 5 out of 12

(Negative Sign) (3 out of 3) (2 out of 2) (2 out of 2) (0 out of 6) (L outof 1)* (5 out of 5) 19 out of 72 18 out of 19
Palitical I nstitutions
Democracy (Dem) 3 out of 12 3 out of 12 4 out of 12 7 out of 12 1 out of 12 5 out of 12

(Negative Sign) (3 out of 3) (3 out of 3) (4 out of 4) (0 out of 7) (1 outof1)* (4 out of 5)* 30 out of 72 28 out of 30
Autocracy (Aut) 3 out of 12 0 out of 12 0 out of 12 3 out of 12 2 out of 12 2 out of 12

(Negative Signs) (0 out of 12) (0 out of 0) (0 out of 0) (3 out of 3) (O outof 2)* (2 out of 2) 10 out of 72 8 out of 10
Political Stability (Ps) 5 out of 12 4 out of 12 8 out of 12 9 out of 12 8 out of 12 9 out of 12

(Negative Sign) (5 out of 5) (4 out of 4) (8 out of 8) (0 out of 9) (Ooutof12) (9 outof9) 53 out of 72 53 out of 53

Social I nstitutions
Average Schooling Years (Sch) 9 out of 12 6 out of 12 6 out of 12 7 out of 12 5 out of 12 6 out of 12

(Negative Sign) (9 out of 9) (6 out of 6) (6 out of 6) (0 out of 7) (O outof5) (6 out of 6) 39 out of 72 39 out of 39
Adult Literacy Rate (Altr) 8 out of 12 2 out of 12 1 out of 12 1 out of 12 3 out of 12 1 out of 12
(Negative Sign) (8 out of 8) (1 out of 2)* (1 out of 1) (1 out of 1) (L outof3)* (1 outofl) 16 out of 72 14 out of 16

Cases of Significance (by Columns)51 out of 120 31 out of 120 51outof 120 68 out®® 47 outof 120 62 out of 120 - -

* Observation made that a variable has entereédbation significantly but with a wrong sign.
Significance is observed at 1 percent, 5 peraed 10 percent levels.
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DATA AND SOURCES

Altr
Auto
Ctc

Demo

Disteq
Engfrac

Eurfrac

Ge

Gini

High10

High20

Sch

I mpnov85
Impnov82
L copen

L ogfrankrom (FR)

Low 10

Low?20

Adult Literacy Rate, Year: 1999, Source: WDI (2002)
Autocracy, Year: 1999, Source: Polity IV dataset

Control for Corruption, Year: 1997/98. Source: Kaah,et al
(2002)

Democracy, (numeric) Range = 0-10 (0 = low; 10 ghi
Democracy Score: general openness of politicaitinigtns. The
11-point Democracy scale is constructed additivébar: 1999,
Source: Polity IV dataset

Distance from Equator of capital city measuredhss a
(Latitude)/90. Source: Rodrik, Subramanian and Brép002)
Fraction of the population speaking English. SouRedrik,
Subramanian and Trebbi (2002)

Fraction of the population speaking one of the migoguages of
Western Europe: English, French, German, Portuguese
Spanish. Source: Rodrik, Subramanian and Trebl@2P0
Government Effectiveness, Year: 1997/98. Soureeifitan et
al. (2002)

Coefficient in Percentage Points as calculated bpER. Year:
1995, Source: UNU/WIDER World Income Inequality Bliaase
(WIID) http://www.wider.unu.edu/wiid/wiid.htm

Highest Income Decile, Year: 1995, Source: UNU/WRO®orld
Income Inequality Database (WIID)
http://www.wider.unu.edu/wiid/wiid.htm

Fifth Income Percentile, Year: 1995, Source: UNUDER
World Income Inequality Database (WIID)
http://www.wider.unu.edu/wiid/wiid.htm

Average Schooling Years in the total populatio@&trear: 1999.
Source: Barro R and J. W. Lee data set,
http://post.economics.harvard.edu/faculty/barraddaml
Import Penetration: overall, 1985. Source: RoS922

Import Penetration: overall, 1982. Source: Ros®220

Natural logarithm of openness. Openness is givethéyatio of
(nomnal) imports plus exports to GDP (in nominal diflars),
Year: 1985. Source: Penn World Tables, Mark 6

Natural logarithm of predicted trade shares congéaéowing
Frankel and Romer (1999) from a bilateral tradea¢ign with
‘pure geography’ variables. Source: Frankel and &ofh999).
Lowest Income Decile, Year: 1995, Source: UNU/WID®Rrld
Income Inequality Database (WIID)
http://www.wider.unu.edu/wiid/wiid.htm

First Income Percentile, Year: 1995, Source: UNUN®R World
Income Inequality Database (WIID)
http://www.wider.unu.edu/wiid/wiid.htm

Continued—
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Data and Sources-€pntinued

Nontarfov Non-tariff Barriers Coverage: Overall, 1987. SouRese (2002).

Open80s Sachs and Warners (1995) composite openness iSdexce:
Rose (2002).

Owqi Non-trade Barriers Frequency on intermediate inpDépital
goods, 1985. Source: Rose (2002).

Owti Tariffs on Intermediate and Capital Goods, 198%ur8e: Rose
(2002)

Ps Political Stability, Year: 1997/98. Source: Kaufmanal (2002)

ptr Pupil Teacher Ratio, Primary, Year: 1999, Sourc&I\(2002)

RI Rule of Law, Year: 1997/98. Source: Kaufmanal. (2002)

Rq Regulatory Quality, Year: 1997/98. Source: Kaufnetral
(2002)

Tarshov85 TARS Trade Penetration: overall, 1985. Source: R26862).

Tarshov82 TARS Trade Penetration: overall, 1982. Source: eX@602).

Tariffs Import Duties as Percentage imports, Year:1985rc&oWorld
Development Indicators (WDI), 2002.

Theil UTIP-UNIDO Wage Inequality THEIL Measure-calculateased

on UNIDO2001 by UTIP, Year: 1997. Source: Universif
Texas Inequality Project (UTIP) http://utip.govxas.edu

Tlex Public Spending on Education, Total (as a percentd@DP),
Year: 1999, Source: WDI (2002)
Thrd20 Third Income Percentile, Year: 1995, Source: UNUDER

World Income Inequality Database (WIID)
http://www.wider.unu.edu/wiid/wiid.htm

Totimpov Weighted Average of Total Import Charges: OvelEdig5.
Source: Rose (2002)

Txtrg Trade taxes / trade, 1982. Source: rose (2002)

Va Voice and Accountability, Year: 1997/98.

Source: Kaufmargt al (2002).
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Comments

This paper assesses the relevance of differentutishs for reducing inequality.
It begins by discussing inequality trends in geharal the links between inequality and
institutions in particular. For the analysis, ifgions are grouped into four categories;
(1) Legal, (2) Palitical, (3) Economic and (4) SaiciThe paper basically uses governance
indicators compiled by Kaufmart al. (2002) and Polity dataset for their institutions
variable.

My first concern is about the grouping of differemstitutional indices. The
authors group Rule of Law (RI), Voice and Accouiligb (Va) and Control of
Corruption (Ctc) as Legal institutions. This is plematic because Kaufmaef al.
(1999) themselves treat ‘Voice and Accountabilég’an indicator of political institutions
of a society (along with Political Stability) meaisig aspects of political process, civil
liberties and political rights, and not as a measaf legal institutions. | am also
concerned about classifying Average Schooling YearsSocial institutions. It seems
inappropriate to use educational outcomes (aveyages of schooling) as institutions;
which are the rule societies live by. The authasdchto come up with better definition of
social institutions. The authors rightly use PaiitiStability (Ps) as a measure of Political
institution along with Democracy and Autocracy frothe Polity dataset; and
Government Effectiveness (Ge) and Regulatory Quéig) as measure of Economic
institutions.

The issue of grouping is important because thenessef the paper is to check
relevance ofdifferent institutions for inequality reduction. Particularlyheir results
suggest that legal and social institutions are mastvant for inequality mitigation. One
cannot endorse this result if the indicators fgaleand social institutions are not defined
correctly. On the other hand, various measuresidiCial independence, its efficiency
and impartiality are available-here | can quote wwek of Djankov,et al. (2003) and |
strongly recommend the authors to consider thesalt@snative measures of legal
institutions.

On social institutions, the paper reports that t@siwith more educated population
have a relatively equal distribution of income, Iyinpg that social institutions—as measured
by educational outcomes—are important for reduaisguality. It could be the case that
countries with more homogenous distribution of ueses have better educational outcomes,
as proposed by Engerman and Sokoloff (1994), apieisent case the instrument for social
institutions (total public expenditure on educatamd primary student-teacher ratio) is not
effective in handling reverse causation problem.

In the case of many socialist countries, legalitutsvons have not been able to
protect the rights of people and the political itlnsibns reign supreme. Acemoglet, al.
(2005) consider political institution as the ultimas they determine the distribution of
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power in the society, which shapes and is shapethdydistribution of resources in a
country. It would be interesting to see if reddfoni and regrouping of institutional
indicators sheds more light on the relation betwérstitutional development and
resource distribution.

Lubna Hasan
Pakistan Institute of Development Economics,
Islamabad.

REFERENCES

Acemoglu, D., S. Johnson, and J. A. Robinson (2008fjtutions as the Fundamental
Cause of Long-Run Growth. In P. Aghion and S. Dufrléeds.) Handbook of
Economic Growth. North Holland.

Djankov, S., R. La Porta, F. Lopez-de-Silanes, An8hleifer (2003) CourtsQuarterly
Journal of Economics 118: May, 453-517.

Engerman, S. L. and K. L. Sokoloff (1994) Factord&wments, Institutions and
Differential Paths of Growth Among New World Econies1 A View from Economic
Historians of the United States. National BureauEsbnomic Research. (NBER
Historical Paper No. 66.)





