Note de concept sur les indicateurs et les mesures: Comment démontrer et améliorer
I’impact de I’accés a I’information.
Jamie Horsley

Au cours de la derniere décennie, environ 40 pays ont, sur la base de différents objectifs
et attentes, adopté des lois sur I’accés a I’information portant ainsi le nombre de ces lois
a travers le monde a 70. Malgré cet effet “’de mode’” enregistré, il faut noter qu’a ce jour
peu d’efforts ont été faits pour évaluer le degré d’atteinte des objectifs déclarés et non
déclares. Les preuves anecdotiques montrent que pour une diversité de raisons plusieurs
lois pour I’acces a I’information ne sont pas appliquées comme I’ont envisagé leur
concepteurs et rédacteurs. De toute evidence, I’adoption d’une loi d’acces a I’information
ne suffit pas pour atteindre les résultats escomptés. Méme dans les pays disposant de
systemes d’acces a I’information bien enracinés I’on a assisté a des réactions politiques
contraires prétendument pour des raisons d’intéréts nationaux ou pour d’autres raisons.
Le mouvement en faveur de I’acces a I’information risque t-il de s’essouffler ? Ou alors,
nos attentes par rapport a I’accés a I’information sont-elles non réalistes ?

La question essentielle, objet de nos discussions devra étre comment définir *’la réussite’’
d’un systeme de transparence. Dans certaines lois il est stipulé dans la clause de I’objet
de celles-ci, un certain nombre d’objectifs politiques pendant que d’autres ne font que
faire réference a la garantie de I’acces a I’information ou “’au droit de savoir’’. Devons
nous tenter d’évaluer la mise en pratique de ces lois et dégager leurs impacts? Et si nous
ne mesurions pas les bons impacts ou si nous n’avons pas pris en compte les impacts
positifs autres que ceux dégagés des le départ? Certains partisans de ATl soutiennent que
I’acces a I’information étant un droit humain fondamental, il importe peu de mesurer son
impact ou d’évaluer son succés et que toute tentative a cette fin pourrait nuire a
I’acceptation générale de ce principe. Par exemple, si des études concluaient que les dites
lois n’ont pas eu d’impacts sur la lutte contre la corruption, cela pourrait- il nuire aux
efforts visant a améliorer les systemes ATI?

D’un autre coté, méme si I’on accepte I’idée que le simple fait de fournir I’acces a
I’information constitue un succes, en I’absence de toute évaluation, comment peut —on
savoir que les lois ATI réalisent leurs promesses d’acces a I’information ? Si nous
sommes d’accord que certains objectifs généraux en matiére de politiques des lois ATI
sont aussi importants et doivent donc étre pris en compte dans toute définition de la
“’réussite *’, comment alors contrer les critiques selon lesquelles les systemes d’ATI sont
codteux, requierent d’énormes ressources et sont compliquées a administrer, si nous ne
pouvons démontrer que les avantages justifient ou I’emportent sur les codts dans une
société démocratique ?

En somme, étant donné la diversité d’objectifs éventuels des lois ATI, pouvons
nous dégager une définition ou compréhension partagées de ce que constitue un systeme
d’Acces a I’Information réussi ? Plus précisément, quels sont les objectifs que I’acceés a



I’information devra promouvoir ? Devons nous démontrer I’impact réel de I’accés a
I’information ?

Si nous convenons qu’une certaine évaluation est logique, quels indicateurs et
techniques de mesures d’évaluation d’impact devons nous utiliser ? quels sont les publics
cibles potentiels a viser dans un tel exercice ? Doit-on utiliser différentes mesures et
formuler différentes attentes pour évaluer leur succés a court et long terme ?

A ce jour, nous ne disposons pas de données sur les systemes de ATI (acces a
I’information) qu’ils soient définis ou mesurés.”* Une étude fascinante effectuée par le
“’Open Society Justice Initiative’” en 2004 a analysé 1900 demandes provenant de 14
pays. Cette étude a réveélé que les demandes d’information, le plus souvent, suscitent une
plus grande quantité d’informations dans les pays disposant de lois sur la liberté de
I’information que dans ceux qui n’en disposent. Ce constat a conduit a la conclusion
selon laquelle “’les lois portant sur la liberté d’information ont eu un impact positif
important dans les pays étudiés. Bien que I’obtention de I’information sollicitée constitue
un certain succes, constitue t-elle pour autant une mesure suffisante de I’impact des lois
de I’A T I. L expérience des chercheurs reflete-t-elle celle des citoyens qui utilisent le
systeme? L’étude OSJI mesure en plus le degré de respect par les pays sélectionnés de 10
normes internationales sur I’AT |7 tirés d’une variété de sources, notamment la
Recommandation 2002(2) du Conseil de I’Europe sur le Droit d’Accés aux documents
officiels. La démonstration de ce genre de respect institutionnel et l1égal est un autre type
de succeés, mais est ce suffisant ? Par exemple, cette mesure nous permet t-il de savoir si
les objectifs politiques des différentes lois ATI sont atteints ou comment elles ont affecté
le fonctionnement du gouvernement ?

Robert Hazel a suivi une autre démarche pour mesurer le degré de succes de la loi
sur la Liberté d’information du Royaume Uni de 2000 (UK FOLA) qui est entré en
vigueur en 2005. Dr Hazel a combiné cing principales méthodes de recherche :

e D’abord, proceder a une revue de la littérature officielle et académique en vue de
déterminer les objectifs initiaux de la loi UK FOLA pour lui permettre de mesurer
I’impact par rapport aux objectifs initiaux

e En deuxieme lieu, effectuer une enquéte sur la ligne des demandeurs pour
constater les types d’informations demandées et déterminer comment ils
entendent les exploiter.

e Troisiemement, effectuer des interviews avec divers responsables pour déterminer
I’impact de la loi UK FOLA sur les pratiques de travail.

e Quatriemement, faire une analyse de la communication proactive des
informations sur les sites web et autres formes de publications pour s’assurer si
les gouvernements deviennent de plus transparentes et quelles en sont les raisons
et
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e Cinquiemement, effectuer une analyse des contenus des medias pour savoir les
types d’informations provenant du gouvernement qui sont selectionnés par le
media a travers les histoires FOI et leur impact sur la compréhension qu’a le
public des décisions prises et I’impact sur leur degré de confiance au
gouvernement.

Cette approche multiforme pour la conduite de ces “’mesures’” est-elle utile?

La réponse a la question de savoir ce qu’il faut évaluer et comment mesurer I’impact
peut dépendre en partie du public cible de cette évaluation : la société civile, qui peut
espérer utiliser les lois ATI pour superviser la gouvernance, joue un réle plus important
dans le processus de prise de décision et est a méme de mieux protéger les droits et
intéréts individuels, etc. ; le gouvernement qui a adopté la loi ATI utilise les ressources
humaines et budgétaires pour établir et mettre en ceuvre les institutions ATI et espére
freiner la corruption et promouvoir une prise de décision plus efficace, basée sur les faits ;
les investisseurs nationaux et internationaux qui recherchent I’information fiable sur
I’environnement économique et politique dans le quel ils opérent; les donateurs
nationaux et internationaux qui ont soutenu la mise en place de systemes ATI et autres
programmes au niveau des pays pour atteindre certains objectifs; les media, les
universitaires ; et autres ? Est —il possible de concevoir une évaluation qui satisfera tous
les publics cibles ou alors est-il plus logique de tenter de concevoir des études plus
ciblees ?

Quels sont les facteurs pertinents a examiner ? Existe-t-il des mesures et
indicateurs palpables et concrets en vue de I’évaluation de la mise en ceuvre et de
I’impact des lois ATI ? Par exemple, des statistiques sont ils compilés par les services
gouvernementaux par rapport au volume d’information divulguée de maniére proactive,
ou par rapport au nombre de demandes formulées, au nombre de demandes refusées et
aux raisons de ces refus, le nombre de recours administratifs et au nombre de proces
intentés etc..tout cela est utile pour indiquer qu’un systeme ATI est opérationnel et
produit des informations ? Ces indicateurs objectifs sont ils suffisants ?

Les perceptions de ceux qui utilisent et gerent les systemes d’acces a I’information
semblent pertinentes pour I’analyse des impacts des lois ATl a la lumiere de certains
objectifs déclarés ou non déclarés, notamment, I’augmentation de la confiance au
gouvernement. Quels indicateurs basés sur des indicateurs d’impact pouvons nous
dégager ?

Une autre question est de savoir qui doit conduire ces évaluations ou diagnostics?
Il est évident que la société civile est un candidat en tant que représentant des citoyens
devant lesquels le gouvernement doit rendre compte ? Les universitaires et les media
constituent d’autres possibilités. Et I’auto évaluation par le gouvernement, n’est ce pas
un autre outil ? Que doit étre le r6le d’autres évaluateurs externes tels que les bailleurs ou
ONG ? Une question y afférente est de savoir que doit étre la source de financement de
ces évaluations ? Comment peut on corriger les biais de la part des concepteurs de
I’évaluation ainsi que ceux fournissant les intrants ?



Une autre question pourrait étre la fréquence avec laquelle les évaluations seront
effectuées. Quelle est la période de mise en ceuvre de ATI qui soit suffisamment longue a
I’issue de la quelle on peut évaluer un impact ? doit —on effectuer les évaluations sur une
base mensuelle ? chaque cing ans ? Faut-il attendre des décennies d’efforts pour réaliser
certains resultats attendus tel que le changement de la “’culture du secret’” dans la
bureaucratie ?

Doit-on renforcer les évaluations entreprises dans un seul pays par des études
internationales et inter pays, en vue, par exemple, d’aider a identifier les raisons des
variations des impacts ( ex : I’étude OSJI a révélé des différences entre pays en transition
et démocraties bien établies ?) y a-t-il d’autres facteurs autres que la loi ATl a prendre en
compte, telle que I’existence d’un systéme légal solide dans un pays ? ou y a-t-il des
pressions exterieures fortes telle que le fait d’étre candidat a I’adhésion a I’UE ou a la
réception des préts de la Banque Mondiale ? le niveau d’implication de la société civile ?
le nombre d’années d’applications des lois ATI ?

Enfin, comment peut-on utiliser au mieux les résultats des évaluations pour ameliorer
I’impact des lois ATI dans différents pays?

La question de la démonstration et de I’amélioration de I’'impact des systémes
ATI est extrémement complexe. Nous tenterons de parvenir a une compréhension
commune sur certains aspects de la question en vue d’offrir des recommandations a tous
les groupes sur ce qu’il convient de faire pour mieux nous permettre d’évaluer I’impact et
d’atteindre les objectifs assignés au systéeme d’acces a I’information.
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Foreword

This study is a product of the Development Centre’s work on the nature
of interactions between the quality of governance and the behaviour of
investment in developing countries.
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Preface

Governance has come to the fore in recent years as vitally important in
developing countries both for international investors and for providers of
official development assistance.

For investors, as the OECD’s Business and Industry Advisory Committee
recently noted, the quality of governance has become the single most important
determinant of investment-location decisions in developing and “emerging
market” economies. For OECD development co-operation agencies, both
national and multilateral, the watershed was in 1996, when the World Bank
reversed its long-standing policy of largely ignoring problems of weak
institutions and bad governance in borrowing countries; since then, donors
have increasingly used governance indicators to identify and reward
developing countries that improve the quality of their governance.

Building on its recent findings on the importance of corporate governance
in developing and emerging-market economies, the Development Centre has
been analysing for some time the nature of interactions between the quality of
governance (corporate and public governance included) and investment
behaviour. In the process of this work, the limitations of governance indicators
used by investors and donors in their investment and aid-allocation processes
became evident; these limitations may in fact hamper the usefulness of the
indicators for policy makers, investors and donors. Given the importance of
appropriate measurement for good management, the purpose of this study is
to highlight these limitations with a view towards reducing the misuse of
governance indicators and improving their construction and usefulness.

Based on a careful scrutiny of the indicators most widely used today for
investment and aid-allocation processes, the analysis has greatly benefited
from information gained by the authors through personal interviews with the
management and staff of ten major corporate and financial investors, as well
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as with spokespersons for business associations and official development co-
operation agencies in Europe and the United States. As part of the Development
Centre’s on-going work on governance in developing countries, this study
hopes to contribute to improving its measurement and quality for the benefit
of long-term development.

Louka T. Katseli

Director
OECD Development Centre
July 2006
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Summary

A veritable explosion of interest in the quality of “governance” in the
developing world is driving explosive growth in the use of governance
indicators by international investors and both national and multilateral official
OECD development co-operation agencies. Based on the maxim that you can
only manage what you can measure, these decision makers seek to quantify
the quality of governance in developing and emerging-market economies.

Among the hundreds of governance-indicator datasets that have emerged
in response to this demand, the most widely used are composite perceptions-
based indicators. More than users seem widely to perceive, however, even the
most carefully constructed of these indicators lack transparency and
comparability over time, suffer from selection bias, and are not well suited to
help developing countries identify how effectively to improve the quality of
local governance. Users — mainly people located outside developing countries
— thus tend to use, and widely misuse, these indicators to compare the quality
of governance both among countries and over time.

The perfect governance indicator will undoubtedly never exist. Still, the
production and use of more transparent governance indicators will better serve
the needs of both external users and developing countries seeking to improve
the quality of local governance. Promising new developments in the “market”
for governance indicators are on the horizon.
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Introduction

The last 15 years have seen a veritable explosion of interest in the quality
of “governance” in the developing world. Driving this growth are people who
variously seek to monitor conditions in and/or assess prospects for diverse
developing countries in terms of local political stability, investor-friendliness,
economic growth or effective market size, poverty reduction, respect for human
rights and long-term development. These people notably include international
investors, national and multilateral providers of official development
assistance, and development analysts and academics.

This growth of interest in the quality of governance has driven an equally
explosive growth in the use of quantitative governance indicators in developing
countries. A significant and rapidly growing number of international business
and policy decisions directly rely on such indicators. A growing amount of
analysis that influences broader perceptions, and often directly or indirectly
shapes future decisions, does likewise. Yet numerous problems plague the
use of governance indicators — some, unfortunately, considerably more serious
than many users seem to realise.

This study seeks to clarify current trends in the use and misuse of
governance indicators as those indicators are applied to developing countries.
Chapter 1 highlights the main factors driving the growth of interest in
governance. Chapter 2 examines some of the most widely used governance
indicators. Chapter 3 takes a closer look at how key user groups actually use,
and misuse, those indicators. Chapter 4 turns to a more in-depth analysis of
what are undoubtedly the most carefully constructed and widely used
governance indicators today — those produced by Daniel Kaufmann and his
team at the World Bank Institute. Chapter 5 examines the two-way relationship
between the quality of governance and economic growth to further illustrate
the care with which even the best governance indicators must be used. Chapter 6
concludes with suggestions for future users and producers of governance
indicators.
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Chapter 1
Why all the Interest in Governance?

4 Summary N

The quality of governance in developing and emerging-market economies
has recently moved into the spotlight of international investors and official
OECD development co-operation agencies, both national and multilateral,
for a combination of reasons: i) the spectacular increase in international
investment in developing countries; ii) the end of the Cold War; iii) failed
development policy reforms in the 1980s and 1990s; and iv) a new awareness
of the importance of politics in economic development and policy reform.

Four sets of phenomena have combined to drive the explosive growth of
interest in the quality of governance — and with it the use of governance
indicators — in recent years.

International Investment

One is the spectacular growth of international investment in developing
countries over the last 15 years. Foreign direct investment going to those
countries, whether to create or acquire production capacities to serve local
markets, or to serve global markets or the investors” home markets, has grown
from an average annual net inflow of about $10 billion in the early 1980s, to
over $67 billion in 1992-94 and over $150 billion since 1997. Equally spectacular
and important for driving up interest in the quality of local governance has
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been the growth of international portfolio investment in developing and
“emerging market”! economies — notably by major pension funds and other
large institutional investors — from net annual flows of below $2 million in
the late 1980s to about $20 billion in bonds and another $26 billion in portfolio
equity in the 1990s°.

International investors” major newfound interest in the quality of
governance in developing countries is thus in part simply a reflection of the
spectacular increase in the value of their assets exposed to risk in those
countries. Also very important, however, has been the sea change since the
1980s in economic policy orientation in the developing world, in favour of
less interventionist, more market-oriented and more investor-friendly policy
regimes. Competition among developing countries to attract foreign
investment has also intensified greatly, giving added impetus to this sea change
in policy orientation, and to perceptions among international investors of a
significant degree of convergence or homogenisation of de jure policy regimes
among developing countries seeking to attract investment. For many direct
and portfolio investors alike, differences among developing countries’
perceived credibility in policy implementation, and above all in the quality of
their systems of governance (both political and corporate governance), which
also weigh heavily in investors” perceptions of countries” policy credibility,
have thus emerged as the single most important determinant of their
investment-location decisions (Oman, 2000)3.

End of the Cold War

A second set of phenomena driving the explosive growth of attention to
the quality of governance in developing countries derives from the end of the
Cold War. Throughout the post-war period the attitudes and behaviour of
OECD governments and their national and multilateral aid agencies towards
developing-country governments were coloured by the latter’s position in the
bi-polar world created by the Cold War. US President Franklin Roosevelt’s
often-quoted remark about Nicaragua’s ruthless dictator Anastasio Somoza
— that “He’s a bastard, but he’s our bastard”, because of the non-communist
stronghold Somoza maintained in Central America — is emblematic of the
attitudes and behaviour towards governments throughout the developing
world until the end of the 1980s*. OECD governments, their national aid
agencies and multilateral development organisations (including the OECD
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and its Development Centre) sought to promote economic and social
development in the “Third World” both to fight poverty and raise living
standards, and to limit any temptation for developing countries to turn to
communism. The focus was on trying to help governments to improve their
policies without significantly questioning the quality of local governance per se.

Only after the demise of the Soviet Union have these attitudes and
behaviour become susceptible to real change — and increasingly so — with
the perceived disappearance of the communist threat. A watershed was World
Bank President James Wolfensohn’s decision in 1996 to radically reverse the
Bank’s longstanding policy that it could not explicitly recognise or seek to
address the acute problems of corruption in many of its borrowing countries,
because local politics were outside the Bank’s official mandate, to giving those
problems a high priority. While World Bank lending to promote economic
reforms fell by 14 per cent annually between 2000 and 2004, its lending to
improve governance rose by 11 per cent annually during that period, and by
the latter year 25 per cent of its lending was committed to law and public
administration in borrowing countries’.

Failed Policy Reform

Growing perceptions in recent years of a relative failure or inadequacy
of policy reforms widely undertaken in the 1980s and 1990s are a third set of
phenomena driving the growth of interest in governance. Those policy reforms
— reflected in the sea change in economic policy orientation noted earlier and
sometimes referred to, at least in the Latin American context, as the
“Washington consensus” — were spurred by a combination of factors. These
notably included the onset of the Third World debt crisis in 1982, followed by
the drying up of voluntary international bank lending to developing countries
(especially the “sovereign” lending that had grown spectacularly to recycle
petro-dollars in the wake of the 1973 oil shock). They also included the
sustained decline in commodity prices and, in many countries, a collapse of
local development banks together with that of import-substituting
industrialisation strategies. The combined result was the markedly slowed
growth that plagued much of the developing world from the 1980s and gave
impetus to widespread policy reforms there during the 1980s and 1990s (Oman
and Wignaraja, 1991).
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Yet the resulting widespread policy shift during the 1980s and 1990s in
favour of greater “market friendliness” in developing countries, notably in
Latin America, Africa and South Asia — and actively encouraged by the
multilateral financial organisations that found themselves in a strong position
to do so through lending conditionality — ultimately proved relatively
disappointing (Easterly, 2002). The ensuing debate over whether the relative
failures are better explained by too much or rather by too little effective
implementation of the recommended reforms® is less important for our
purposes than is the general recognition, today, that the reforms were relatively
unsuccessful. This recognition has contributed to a growing understanding
— including within the multilateral organisations and among staunch
defenders of the importance of market-friendly policy regimes — that strong
markets require good governance, and that poor local governance may go far
to explain the relative reform failures of the 1980s and 1990s’.

New Institutional Economics

Another key contributor to this understanding, especially but not only
among mainstream economists, and a fourth set of phenomena driving the
explosion of interest in governance, has been the work of Douglass North and
the New Institutional Economics of which he is a leading figure. That work
has convincingly demonstrated the importance of a country’s system of
governance — its formal and informal institutions (the latter including its
culture and unwritten values) and their interaction with the behaviour of
economic and political entrepreneurs and organisations — for the country’s
success in terms of its long-term economic growth, enhancement of human
welfare and societal development (North, 1990, 2005).

ISBN 92-64-02685-1 © OECD 2006



OECD Development Centre Studies

Notes

1.  The term “emerging market economy” was reportedly coined in 1981 by Antoine
W. van Agtmael of the World Bank Group’s International Finance Corporation.
International investors, especially banks and portfolio investors, now widely refer
to the low- and middle-income countries where they lend and invest as such.

2. World Development Indicators Online, 2005, World Bank.

3. The OECD’s Business and Advisory Committee thus noted in its November 2002,
statement [nvestment — BIAC Position on Incentives: “The most important factor
in creating favourable conditions to attract foreign direct investment is good
governance. (...). If such conditions prevail, no special incentives are needed to
attract foreign, or indeed domestic, direct investment.”

The remark was made, of course, prior to the onset of the Cold War.
World Bank Annual Report 2004.
See, for example, Ortiz (2003), Lora and Panizza (2002).

N S 9 o

See, for example, Williamson (2000). Analysis of the experiences of the transition
economies of the former Soviet Union and Central and Eastern Europe has further
strengthened this understanding (see for example, Cornia and Popov, eds., 2001).
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Chapter 2

Sources of Governance Indicators

Summary

Users of governance indicators easily get lost in the jungle of hundreds of
existing indicators. This chapter explains the most widely used governance
indicators, which are composite perceptions-based indicators, and where
to find additional information on the supply of governance indicators.

As international investors, aid donors and development analysts have
increasingly come to understand the importance of governance, they have
sought to render the concept operational for decision-making purposes.
Following the maxim that you can only manage what you can measure, they
have thus turned widely to using quantitative indicators of the quality of local
governance. The supply of governance indicators has grown significantly in
response. Yet much of the new supply uses indicators whose origins precede
the recent explosion of interest in governance. It is useful to look briefly at five
of the most widely used such indicators, as illustrations, before we move in
the next chapter to look more closely at how different users tend to use, and
misuse, these indicators.

International Country Risk Guide

One of the most important governance indicators since its inception in
1980, certainly for international investors, is the privately-owned International
Country Risk Guide (ICRG) rating system. Created in the wake of the costly
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financial shock to international lenders caused by the fall of the Shah of Iran
in 1979 (after the huge 1970s build-up of “sovereign” bank lending to
developing countries, noted earlier), the ICRG is “designed to assess financial,
economic and political risks in countries, and to compare them between countries
[in order] to meet the needs of clients for an ... analysis of the potential risks
to international business operations”!. Country ratings are also designed to
be comparable over time.

ICRG's financial- and economic-risk assessments rely entirely on objective
measurements — however imperfectly they may be measured. These include
the ratios of a country’s foreign debt to its GDP, its foreign debt-service and its
current-account balance to its exports, its net international liquidity to imports,
its budget balance to GDP, and its levels of growth, inflation and GDP per
capita.

ICRG's political-risk assessments, in contrast, rely entirely on its experts’
subjective interpretations of pre-specified risk “components” whose pre-
determined weights are made the same for all countries to facilitate comparison
across countries and over time. The political-risk components comprise the
following:

— a government’s apparent ability to stay in office and to carry out its
declared programme(s);

—  socio-economic conditions that can fuel unrest and/or impinge on a
government’s actions (unemployment, consumer confidence, poverty);

— other factors affecting investment risks (contract viability, expropriation,
constraints on profit repatriation, payments delays);

— internal and external political violence and conflict;
—  corruption;

—  military in politics;

— religious and ethnic tensions;

— democratic accountability;

—  bureaucratic quality;

— strength and impartiality of the legal system and popular observance of
the law.
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While ICRG’s composite indicator gives equal weight to the subjective
perceptions of political-risk components on the one hand and to the objective
financial- and economic-risk indicators on the other, the company also advises
clients on means of adapting both the data and the weights “in order to focus
ratings according to an investor’s particular characteristics and needs”. It
provides ratings for 140 countries on a monthly basis and offers current, one-
year and five-year assessments with projections framed in “best case” and
“worse case” scenarios.

While complete monthly ratings with their underlying data are available
to clients, academics can pay a significantly smaller amount for access to a
“researchers” dataset” that comprises countries’ annual averages on all the
components of the political-risk assessment from 1984, excluding the most
recent year.

Like all governance indicators, ICRG ratings are subject to non-negligible
measurement errors. ICRG does not provide estimates of the size of those errors.

Freedom House

Another very important source of governance indicators is Freedom
House, whose annual ratings of political rights and civil liberties in 192
countries are widely used by journalists, analysts and academics.

Freedom House is a private non-profit advocacy organisation founded
in the United States in 1941 by prominent figures from both major US political
parties to serve as a “steadfast opponent of dictatorships of the far left and the
far right” and a “clear voice for democracy and freedom around the world”2.
It is funded by a combination of US government support and tax-deductible
grants and donations from private sources, which currently include over a
dozen major foundations. It is governed by a Board of Trustees comprising
some 36 prominent US politicians, former government officials, business and
labour leaders, writers, academics and journalists, all “united in the view that
American leadership in international affairs is essential to the cause of human
rights and freedom”.

In its core publication, “Freedom in the World”, Freedom House rates
both a country’s political rights and its civil liberties on a scale of 1 to 7 (“1” is the
highest (best) level and “7” the lowest), and the average of the two ratings is
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used to designate the country’s status as “free” (a score below 3), “partly free”
(3 to 5) or “not free” (above 5). The ratings are calculated on the basis of in-
house experts” subjective perceptions organised according to a checklist of
questions reportedly inspired by the 1948 United Nations” Universal
Declaration of Human Rights.

The checklist on political rights comprises ten questions divided into three
categories: the electoral process; political pluralism and participation; and the
functioning of government.

—  The three questions on the electoral process ask whether or not the head of
the executive and members of the legislative branches of government
are “elected through free and fair elections”, and whether there are fair
electoral laws, equal campaigning opportunities, fair polling and honest
tabulation of ballots.

—  The four questions on political pluralism and participation ask if people
have the right to organise in different political parties of their choice, if
there is a realistic possibility for opposition parties to gain significant
shares of the vote and take power through elections, if people’s political
choices are free from domination by the military, foreign powers,
totalitarian parties, religious hierarchies or economic oligarchies, and if
cultural, ethnic, religious and other minority groups have reasonable
self-determination and participation in the political decision-making
process.

—  The three questions on the functioning of government ask whether freely
elected representatives determine the government'’s policies, whether the
government is free from pervasive corruption, and whether the
government is accountable to the electorate between elections and
operates with openness and transparency.

The checklist on civil liberties comprises 15 questions in four categories:
the freedom of expression and belief, people’s rights to associate and organise,
the rule of law, and personal autonomy and individual rights.

—  The four questions on freedom of expression and belief ask if there are free
and independent or pluralistic media, if public and private expression
of religion is free and there are free religious institutions, if there is
academic freedom and the educational system is free of extensive political
indoctrination, and if there is open and free private discussion.
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—  The three questions concerning associational and organisational rights focus
on the freedom of assembly and demonstration, on the freedom of
political organisation (including both political parties and civic or ad hoc
organisations), and on whether there are free trade unions, peasant
organisations, professional and other private organisations, and effective
collective bargaining.

—  The four questions on the rule of law ask if there is an independent
judiciary, if the rule of law prevails in civil and criminal matters and the
police are under direct civilian control, if people are protected from police
terror, unjustified imprisonment, exile or torture (whether by groups
that support or oppose the system) and from war and insurgencies, and
if the population is treated equally under the law.

—  The four questions on individual rights ask if there is freedom from
indoctrination and excessive dependency on the state or there are state
controls on travel, choice of residence or employment, if citizens have
the right to own property and establish private businesses without undo
influence by government officials, the security forces or organised crime,
if there are personal social freedoms including gender equality, choice
of marriage partners and size of family, and if there is equality of
opportunity and the absence of economic exploitation.

For each of the 192 countries (plus a number of disputed territories) it
currently rates, Freedom House publishes annually both ratings and the
country’s status as “free”, “partly free” or “not free”. It does not however make
available to the public a country’s scores on specific questions or groups of
questions on the checklists. Nor are the data or ratings fully comparable over
time, due both to periodic changes in the methodology and, presumably, to
changes in the group of experts whose perceptions determine the ratings.

Nor does Freedom House provide estimates of the size of measurement
errors embodied in its ratings (although, as for all governance indicators, these
errors are certainly non-negligible).

Transparency International

Probably no governance indicator attracts more media attention than
the Corruption Perceptions Index (CPI) published annually since 1995 by
Transparency International. It is also widely used by investors, donors, analysts
and academics.
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The subject of corruption was practically taboo during the Cold War.
Development agencies hardly discussed it, multilateral financial organisations
largely felt they had to close their eyes to it, and the private sector widely saw
it as an unpleasant and often costly but unavoidable part of trying to get things
done in many parts of the world. This was still the case when Transparency
International (TT) started as a small NGO in 1993. The catalyst in TI’s creation
was Peter Eigen, a former World Bank official with experience in Africa and
Latin America who had argued unsuccessfully that the Bank should address
the problem in its programmes. When Jim Wolfensohn became the Bank’s
President in 1995, convinced that corruption was an economic issue with a
significant and direct negative impact on the effectiveness of the Bank’s
development programmes, he put corruption on the agenda and decided to
work with TI to develop an anti-corruption strategy for the Bank. That same
year TI developed the CPI to express the relative degree of corruption perceived
in a country by the domestic and international business communities®. The
CPI attracted massive global attention and helped to put corruption on the
global development agenda*.

The CPI can be understood as a survey of surveys. It is constructed by
compiling the results of different surveys of perceptions of resident and non-
resident business people and expert assessments in order to provide a snapshot
of perceptions of the degree of corruption prevalent in a country, and then
ranking the countries covered. The 2005 CPI ranked 159 countries based on
the results of 16 surveys and expert assessments undertaken by 10 different
organisations between 2003 and 2005. A country’s CPI score (between “10” for
the least corrupt and “0” for the most corrupt) is made public together with
the number of surveys on which the score is based and an estimated
“confidence range” of possible values of the CPI score depending on the
estimated degree of measurement precision. Countries with fewer than three
surveys or expert assessments are excluded — which means that many
countries, including some among the most corrupt, are excluded for lack of
perception data.

Year-to-year changes in a country’s rank thus result not only from changes
in perceptions of corruption in the country itself — whether because corruption
has actually changed, or because subjective perceptions of it changed — but
from changes in CPI’s country sample base and methodology. Some sources
are not updated and must be dropped, while new sources are added. Over
time, with differing respondents and slightly differing methodologies used to

ISBN 92-64-02685-1 © OECD 2006



OECD Development Centre Studies

construct the CPI, a change in a country’s score may thus be due to the fact
that different viewpoints have been collected and different questions asked,
rather than because of any change in the reality of corruption in the country.

While CPI scores are published annually, year-to-year comparisons of
scores are thus hazardous. Nor are the disaggregated survey data — some of
which are from commercial sources — made publicly available.

The World Bank

The World Bank produces two sets of governance indicators of major
importance for our purposes. One, to which we return again in Chapter 4, is
published bi-annually since 1996 by Daniel Kaufmann and his colleagues at
the World Bank Institute. The other is the Country Policy and Institutions
Assessments (CPIAs), which are produced annually by the Bank’s own staff,
i.e. its country teams, to assess the quality of Bank borrowing countries’” policy
and institutional frameworks for fostering poverty reduction, sustainable
growth and effective use of development assistance. These Assessments have
been used since 1977 to help guide the allocation of interest-free loans and
grants by the Bank’s IDA (International Development Association) to the
poorest countries. In the past, a country’s CPIA results were not made available
to the public, however, and only recently have governments themselves, whose
policies are assessed in a particular CPIA, come to be informed of the numerical
ratings on a confidential basis.

The criteria used in the CPIAs have also evolved over the years, in
response to new analytical insights and lessons the Bank feels it has learned
from experience. Currently they comprise 16 criteria divided into four clusters:

— an economic-management cluster (comprising three specific criteria:
macroeconomic management, fiscal policy, and debt policy);

— a cluster on structural policies (comprising three criteria: trade policies,
financial-sector policies, and the business regulatory environment);

— acluster on policies for social inclusion and equity (with five criteria: gender
equality, equity of public resource use, building human resources, social
protection and labour, and policies and institutions for environmental
sustainability); and
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— a public-sector management and institutions cluster (with five criteria:
property rights and rules-based governance, quality of budgetary and
financial management, efficiency of revenue mobilisation, quality of
public administration, and transparency-accountability-corruption in the
public sector).

The Bank’s country team gives a score of 1 to 6 to a country for each of
the 16 criteria, and gives each cluster the same weight (i.e. the criteria are not
equally weighted) in producing the overall country assessment. The public-
sector management and institutions cluster serves as a major input for the so-
called “governance factor” which plays a critical role, in addition to the
country’s overall CPIA rating, in the allocation of Bank funds.

To enhance consistency of ratings across countries, the Bank now provides
assessment teams with detailed questions and definitions for each of the six
rating-levels; a Bank-wide process of rating and vetting a dozen “benchmark”
countries is undertaken first. A Bank-wide review of all country ratings is also
carried out before they are finalised.

Governments, as noted earlier, have recently been informed of the
assessment process, which is increasingly integrated into processes of Bank-
government dialogue. Starting in the summer of 2006, with the 2005 CPIA
ratings, the Bank discloses to the public the numerical rating for each criterion,
whereas previously assessment outcomes were “disclosed” only by grouping
countries into quintiles according to the level of their results®.

World Bank Institute

The most comprehensive publicly available set of governance indicators
is published by the World Bank Institute. Available since 1996, these indicators
are also the most widely quoted and widely used governance indicators in
the media, academia and among international organisations. Along with
Transparency International’s CPI, they have played a leading role in putting
governance on the agenda in developing countries®.

Produced by the WBI's Daniel Kaufmann, originally with co-authors Aart
Kraay and Pablo Zoido-Lobaton (hence widely referred to as the “KKZ”
indicators) and now also Massimo Mastruzzi, this set of indicators was created
in response to four inter-related concerns’. One was the apparent lack of
robustness of cross-country comparisons using different individual data
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sources, especially when the different sources led to different conclusions.
Second was concern about how to interpret cross-country differences and their
statistical and practical significance. Third was concern that it is difficult to
compare results from regional surveys with broader cross-country surveys. A
fourth concern was to find a way to produce useful overarching, integrative
or summary indicators, given the large and growing diversity of individual
sources cropping up in different pieces of research and in policy debates.

The WBI indicators are composite indicators of each of six aspects of
governance: 1) Voice and Accountability; ii) Political Stability; iii) Government
Effectiveness; iv) Regulatory Quality; v) Rule of Law; and vi) Control of Corruption.
The six indicators are composite in the sense that they are constructed from
hundreds of existing perception indicators derived from 37 different data
sources produced by 31 different organisations — including the ICRG,
Freedom House, the World Bank (CPIAs) and most of the sources used by
Transparency International for its CPI — as shown in Box 4.1 and Figure 4.1in
Chapter 4.

The country coverage of the KKZ indicators is very large — between 204
and 207 in 2004, depending on the indicator — thanks to the large number of
sources used. Unavoidable measurement errors mean, however, that the
indicators often cannot be used reliably to differentiate between levels of
governance quality across countries. The authors provide statistical confidence
intervals for each country’s score on each indicator in a given year (see Figure 4.1
in Chapter 4), and only in the case of countries whose scores differ by so much
that their confidence intervals do not overlap can one consider the difference
between them to be meaningful (i.e. statistically significant under the
assumptions made?®).

The methodology used and the changing composition of the indicators
over time further mean that the indicators cannot be used reliably to compare
levels of governance over time, be it in a given country or among countries.
When comparing scores over time, only if the change in or difference between
scores is large enough that the scores” confidence intervals do not overlap can
the change or difference be considered meaningful.

The measurement errors reflected in the scores’ confidence intervals are
unavoidable in the construction of governance indicators, as noted earlier.
Kaufmann and his team, together with Transparency International, are,
however, the only major producers of governance indicators who clearly
highlight in all their publications the importance for users of taking these
measurement errors into account. In doing this they provide an important
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service: every attempt to quantify and compare governance levels inevitably
involves measurement errors whose significance for users should be much
more widely acknowledged and explained by producers.

Nor, once again, are the disaggregated data used to produce the KKZ
indicators all publicly available’.

Finding Your Way through the Jungle of Governance Indicators

Beyond these five sets of governance indicators, which are most widely
used today by international investors, donor agencies and development
analysts, there are of course many others. Indeed, by one recent estimate, there
are now some 140 user-accessible sets of governance indicators, comprising
literally thousands of individual indicators (World Bank Institute, 2006). Their
proliferation has led in turn to the production of several governance-indicator
“guides” and “inventories” that provide valuable “how to use” and “where
to find” information on many of these indicators. We list six of these guides in
Box 2.1.

These guides usefully distinguish between governance indicators that
are perceptions-based (including those presented above) and indicators that
are constructed from objective facts. The latter include indicators based, for
example, on data on the existence or non-existence of specific anti-corruption
laws, or of a corruption-prosecution agency, data on the number of legal
prosecutions for corrupt acts, data on the existence or non-existence of
regulations that make it more difficult to fire employees, or on the average
cost of doing so, data on the number of procedures required legally to start a
new business, or the average cost and time required to do so, data on the time
it takes to acquire a new telephone line, data on voter turnout, etc.

The distinction between perceptions-based and facts-based indicators is
important, not least because facts-based indicators are replicable and in this
sense are more transparent for users than are perceptions-based indicators.
Yet it would be a mistake to believe that facts-based governance indicators are
necessarily more objective than perceptions-based indicators. Both the choice
of facts used and, above all, the interpretation of how variations in those facts
tend to affect the quality of governance mean that facts-based governance
indicators embody a significant degree of subjective judgement in their
construction — as do perceptions-based indicators, of course, in the very data

ISBN 92-64-02685-1 © OECD 2006



OECD Development Centre Studies

they use as inputs. Rather than seeing facts-based indicators as inherently
more objective than perception-based indicators, in other words, users should
understand perceptions-based and facts-based indicators as potentially useful
complementary sources of information™.

It nevertheless remains the case that international investors, donors and
decision makers as a whole tend today to rely primarily on perceptions-based
governance indicators. Two reasons seem largely to explain this tendency. One
is that the data required to construct facts-based indicators are often lacking
for developing countries, or the numbers that exist for those countries are
perceived as lacking credibility. The other is that the data used to construct
facts-based indicators often reflect only formal de jure realities, but these do
not reflect de facto realities which are often informal and unwritten but
nevertheless determine, much more than formal de jurerealities, the true quality
of governance in a country.

Thus, for example, the existence of specific anti-corruption laws does
not necessarily imply lower de facto corruption in one country compared to
another that does not have those laws, just as the formal creation of a
corruption-prosecution agency may or may not reflect the seriousness with
which a country actually prosecutes corruption. Similarly, a much larger
number of legal prosecutions for acts of corruption in one country compared
to another may just as easily reflect a higher or a lower level of corruption in
the first country compared to the second. And, of course, to attribute better
governance scores to countries whose regulations make it easier to fire workers
— as does the World Bank’s “Doing Business” set of indicators, for example
— implies a significant degree of subjective judgement on the part of those
who construct this facts-based indicator.
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Box 2.1. Governance Indicator Guides and Inventories

OECD’s Metagora: Metagora has developed a prototype of an online inventory of
initiatives by local, national and regional organisations to measure human rights,
democracy and governance. Placing particular emphasis on developing countries,
the inventory is designed to provide a full description (topics, methods, budget,
etc.) of each initiative it captures, along with information on the institutions and
experts involved in their implementation, and links for accessing related
publications and available technical documents. The inventory is designed as an
open-ended tool; any person or institution initiating a relevant measuring project
will be able to fill in an electronic questionnaire that will subsequently be
controlled and registered into the database. http://www.metagora.org/html/
activities/act_inventory.html

UNDP’s "Governance Indicators”: A User’s Guide: Produced by UNDP’s Oslo
Governance Centre in collaboration with the European Commission, this guide
provides direction for the non-specialist user on where to find and how to use

free-of-charge sources of governance indicators. http://www.undp.org/oslocentre/
docs04/UserGuide.pdf

World Bank Institute: This downloadable WBI inventory provides basic information,
including the web link (or email address of the developer if no web link was
found), for 140 sets of governance indicators, both commercial and free of charge.
http://www.worldbank.org/wbi/governance/govdatasets/

The Human Rights Centre at the University of Essex: Published in 2003 under the
title “Map-Making and Analysis of the Main International Initiatives on
Developing Indicators on Democracy and Good Governance”, the final report of
this project aims to i) identify and analyse the main initiatives to develop indicators
for measuring democracy, human rights and good governance by academics, inter-
governmental organisations and non-governmental organisations; ii) evaluate the
strengths and weaknesses of those initiatives; and iii) give recommendations on
priority setting and basic orientations for developing related governance
indicators. It was commissioned by the Statistical Office of the Commission of
the European Communities (Eurostat). http://www.oecd.org/dataoecd/0/28/
20755719.pdf

World Peace Foundation: Marie Besangon’s Report “Good Governance Rankings:
The Art of measurement” (2003) describes and analyses sources of governance
indicators. It draws on the results of an expert meeting held at the John F. Kennedy
School of Government, Harvard University. http://bcsia.ksg.harvard.edu/
BCSIA_content/documents/WPF36Governance.pdf

Munck, G. and Verkuilen, |. (2002), also listed in our bibliography, provides a valuable
and widely cited review and critique of democracy data. Their guidelines for
aggregation and measurement are applicable to all governance data sets.
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10.

Notes

See http://www.icrgonline.com (our emphasis).
http://www.freedomhouse.org.
See http://www.transparency.org.

Also contributing to putting corruption on the global agenda during this period
were the 1997 OECD Anti-Bribery Convention, and the major international
conference on “Fighting Corruption in Developing Countries and Emerging
Economies: The Role of the Private Sector” organised in Washington D.C. in 1999
by the OECD Development Centre with the support of the US Agency for
International Development, the Center for International Private Enterprise, the
MacArthur Foundation and PriceWaterhouseCoopers.

See Gelb, Ngo and Ye (2004) for estimates of the measurement error inherent in
the CPIA.

See press coverage both within and outside developing countries at:
http://www.worldbank.org/wbi/governance/press-2004indicators.html.

We thank Aart Kraay for this information.
See Chapter 4.

We were pleased to learn in June 2006, after benefiting from comments and
criticism from Aart Kraay and Daniel Kaufmann on an earlier draft of this study,
that the World Bank Institute has decided to begin disclosing countries” scores
on each of the 37 data sources from which the composite KKZ indicators are
constructed. We consider this an important improvement. It is perhaps worth
noting, however, that most of these sources are themselves composite indicators,
constructed from experts’ and households’ answers to survey questions or
checklists, and that the user of KKZ indicators will not have access to countries’
scores on all of these (e.g., Freedom House indicators are used as sources for the
KKZ indicators, and Freedom House does not make available to the public a
country’s scores on specific questions or groups of questions on the checklists, as
noted previously).

See Knack, Kugler and Manning (2003) for a discussion of policy-relevant facts-
based indicators.
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Chapter 3
Uses of Governance Indicators

4 N

User groups — mainly international investors, official national and
multilateral aid agencies, and development analysts and academics (i.e. mostly
people located outside developing countries) — tend to use — and widely
misuse — governance indicators to compare the quality of governance both
a\mong countries and over time in their decision-making processes. )

Summary

The primary direct users of governance indicators, besides journalists,
are international investors, aid donors and academics. Each group tends to
use — and to misuse — governance indicators in specific ways.

International Investors

Private capital flows to developing countries comprise three principle
types: foreign direct investment (in which the non-resident investor has partial
or total direct control over the management of the enterprise in which the
investment is made); international portfolio investment (cross-border purchases
of stocks, bonds and other securities where the investor has no such direct
voice in the management of the invested enterprise); and international
commercial bank loans. Together these flows amounted to an estimated
$317 billion in 2004 (our most recent data), of which direct investment was
about $132 billion, portfolio investment about $35 billion, and net flows from
private creditors about $149 billion'.
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Because FDI usually constitutes a relatively long-term commitment of
resources by the investor — funds invested in real assets are often not very
liquid and thus relatively “hostage” to the success of the invested enterprise
— foreign direct investors tend to spend much time and effort to compare
countries they are seriously considering as potential investment locations.
Political instability, weak rule of law, contempt for property rights, or a poorly
functioning judiciary can easily discourage investors that perceive the risk of
loss in a country as too high, or too difficult to gauge. The research departments
of multinational corporate investors now widely construct or use governance
indicators to try to assess the general country risk and governance situation in
potential investment locations. A leading multinational corporation in the
concession of water and sanitation infrastructure in developing countries
interviewed for this study, for example, which describes the typical duration
of its investments in developing countries as 20 to 25 years, gives particular
attention to indicators of political stability and the rule of law.

Portfolio and other investors — which, together with speculators, we
can call “financial actors” because they tend to operate more exclusively within
financial markets — also seek to estimate potential risks and returns, and are
concerned about uncertainty, in the markets where they operate. As Keynes
and many others since him have observed, financial markets” behaviour often
depends more directly on market participants’ expectations of what other
participants will do (“herd behaviour”) than on more objective economic
“fundamentals”. Some financial actors who believe a stock is overvalued, for
example, will nevertheless be tempted not to sell it but to hold or even buy
more of it in hopes of selling it at a still higher price, if they expect others are
willing to do so. The level of risk associated with a stock price rises as the
price moves away from the level that would be justified by the fundamentals.
Precisely because of the relative importance of herd behaviour, moreover,
investors’ confidence usually changes not gradually or smoothly, but suddenly,
and it is extremely difficult to predict when this turning point will occur. It is
therefore crucial for financial actors to be able to assess markets” over-optimism
or over-pessimism in order both to temper enthusiasm and to identify
opportunities. France’s Caisse de Dépots et Consignations, interviewed for this
study, for example, thus reported that it undertook research to compare their
in-house country-risk assessments based on fundamentals to the market’s
behaviour.

The 1980s “Third World debt crisis” drew attention to the fact that many
internationally active banks failed to back up high-risk loans to developing
countries with sufficient capital reserves to protect themselves in case of loan
default or “non performance”. This observation led to the “Basel I” agreement
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in 1988, under the auspices of the Basel Committee for International Banking
Supervision (and now part of national legislation in most countries), which
stipulates that banks must hold an amount of capital on reserve, relative to
the size of a loan, that varies according to the level of so-called risk-weights
which the agreement attributes to different categories of borrower. Basel I
primarily distinguished between OECD and non-OECD countries to determine
risk-weights: Borrowing governments and central banks of OECD countries
were assigned a zero risk-weight, and private banks a 20 per cent risk-weight.
While private banks in non-OECD countries, as in OECD countries, could also
be assigned a 20 per cent risk-weight for short-term loans (i.e. those with a
maturity of less than a year), governments and central banks in these countries
were attributed a 100 per cent risk-weight.

Of course, the higher is the risk weight assigned to the borrower, the
larger is the amount of capital the lending bank must hold in reserve?, and
therefore the higher are the funding costs for the lender, which translate into
higher interest-rates for the borrower. Basel I thus meant that for banks, loans
to non-OECD borrowers, and especially long-term loans to non-OECD
borrowers, cost considerably more than loans to OECD countries.

Dissatisfaction with Basel I, largely due to the arbitrary dichotomy
between OECD and non-OECD countries and the failure to distinguish among
borrowers of different risk levels among the latter, led to renewed discussions.
Basel II, agreed in 2004, supersedes the simple dichotomy between OECD
and non-OECD countries by allowing banks and other investors to use their
own internally produced country-risk ratings to determine risk weights. Many
now have their own country-risk-analysis experts, or departments, and —
particularly important for our purposes — many of these in turn increasingly
use governance indicators as a key element in their country-risk assessments.

This latter trend is new. Until recently, banks and international investors
(including MNCs and other major direct and portfolio investors) that paid
attention to country risk — as increasingly was the case — tended to rely on
the “sovereign risk” assessments of the ability and willingness of sovereigns
and companies to honour their financial obligations that are produced by the
leading private rating agencies (notably Moody’s, Standard and Poor’s, and
Fitch’s). These ratings, whose components are not fully disclosed, are
understood to rely primarily on such objective information as a country’s GDP
level and growth rate and the size of its fiscal and international accounts’
balances. The higher the rating agencies’ perception of a borrower’s risk of
default, the higher is the risk premium the borrower has to pay in the form of
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higher interest rates, and the more likely are potential investors (direct and
portfolio as well as creditors) to decide not to invest, or perhaps withdraw in
the event of a downgrade.

Unfortunately, however, most country risk ratings failed to predict major
financial crises over the last decade. Moreover, as Reisen (2003) explains, not
only did they fail to predict the crises, they tended to lag behind the markets
and, in doing so, to exacerbate the boom-bust cycle. The reason for this effect
is that some of the key rating determinants, such as GDP growth and fiscal
balances, are influenced by capital inflows and therefore not independent of
investors’ behaviour®. One of the striking features of the Asian crisis was thus
the so-called “ratings crisis” (Jiittner and McCarthy, 2000), in which ratings
downgrades — after the crisis had broken — seriously amplified the costs of
the crisis, not only in individual borrowers but via contagion effects in other
“emerging” economies as well.

The crises have thus been very costly for the borrowing countries, and
their populations, as well as for their creditors. The output loss suffered by
the crisis economies alone (Argentina, Brazil, Indonesia, Korea, Malaysia,
Thailand and Turkey), for example, was estimated at over a trillion dollars —
equivalent to $150 billion per year between 1995 and 2002*.

Dissatisfaction with the traditional ratings systems has greatly reinforced
international investors” attention to the quality of governance, and their
demand for governance indicators, in developing countries. As one study puts
it, “Whereas country risk analysts focused on debt ratios and growth rate
indicators...consensus is emerging to place governance at the heart of the
development process” (Bouchet et al., 2003). Along with major direct investors,
internationally active banks and asset managers now increasingly factor
governance indicators into their investment decisions, and country risk
ceilings®. The less developed the economy of a country is, furthermore, the
more importance creditors and investors tend to give to these indicators®. Basel
II, in allowing and encouraging international creditors to develop and use
their own internal ratings-based systems of country-risk analysis, will certainly
strengthen this trend.

Interviews undertaken for this study of 10 major internationally active
banks and companies confirmed both the strong recent growth in such
investors” predilection for using governance indicators in their lending and
investment decisions, and the much greater emphasis they place on using them
for their lending and investment decisions in developing as opposed to OECD
countries. These interviews also highlighted investors” strong tendency to use
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composite governance indicators, such as those produced by the World Bank
Institute (the KKZ indicators) or Transparency International, which reduce
several indicators for a country into a single composite score. The advantage
of such composite indicators, as a country analyst for a large multinational
bank explained, is that “they summarise a variety of sources” which he can
use for the governance component in his ranking “without having to look at
the disaggregated components”.

The significant degree to which these indicators rely on investors
themselves for information suggests, however, that the Minsky Tranquillity
Paradox is never far away. As Bouchet et al. (2003) explain it, the Minsky
Paradox refers to the fact that “after a long enough period of relative
tranquillity, entrepreneurs and banks tend to become complacent about
economic prospects. Little by little, they start to take more risk, going for more
debt, and hence making the system more vulnerable”. The reality of this
“paradox” further amplifies the importance for investors not to follow blindly
the herd, but actually understand the information conveyed (and not conveyed)
in the governance indicators on which they increasingly rely.

Donors of Aid

Providers of official development assistance (ODA), both national
governments and multilateral organisations, paid little attention to the quality
of governance in recipient countries during the Cold War period, as explained
earlier. Following the watershed decision by World Bank President James
Wolfensohn in 1996 to reverse course, and give high priority to addressing
corruption and bad governance as major barriers to development, the Bank
undertook research showing a strong positive correlation between the quality
of governance and the effectiveness of ODA in a recipient country. The Bank’s
study by Burnside and Dollar (1997), “Aid, Policies and Growth”, became a
foundation for aid allocation according to governance criteria.

Recent studies confirm that most donors now pay considerable attention
to the quality of political governance in recipient countries when making their
aid-allocation decisions. Berthélemy and Tichit (2004) found this to be the
case in their study of more than 20 donors, and Burnside and Dollar (2004)
did so on the basis of data from a large cross-section of developing countries.
The latter study sums up the situation precisely: “In the 1980s, the amount of
aid a country received was not correlated with institutional quality” — as
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measured in the study by the Freedom House and ICRG indicators — whereas
“in the 1990s the picture changed: countries with better institutions received
significantly more aid. One standard deviation higher on the indices of rule of
law and of democracy corresponded to 28 per cent more overall aid and
50 per cent more finance from the World Bank IDA facility...””.

As donors increasingly make the quality of governance in recipient
countries an important criterion for aid-allocation decisions, they feel a growing
need for governance indicators — not least to be able to base those decisions
on consistent and transparent criteria. An informal recent survey of six official
donors thus found broad support among them for the use of governance
indicators in country-recipient selection. Donors’ growing use of governance
indicators also reveals, however, a number of serious problems or potential
pitfalls associated with that use. Three sets of examples illustrate some of these
problems and pitfalls.

1) World Bank CPIAs

The World Bank’s Country Policy and Institutions Assessments (CPIAs),
used notably by the Bank’s concessional lending arm, IDA, is considered by
many, together with the KKZ indicators, to be the most carefully constructed
set of governance indicators. A major shortcoming for aid recipients, however,
has been the CPIAs’ lack of transparency. Reflected in the much-discussed
difficulty for developing countries to challenge their CPIA scores, this lack of
transparency limited a country’s ability to target specific weaknesses that lay
behind its score and thus effectively learn from the assessment process in order
to improve the quality of local governance, and their CPIA score, over time. A
further limitation of the CPIA is precisely the lack of comparability of scores
over time.

Responding to widespread criticism of insufficient transparency, the
World Bank started in 2006 to disclose to the public countries” CPIA scores.

2) Transparency International’s CPI

Cited widely and frequently, in literally thousands of newspapers
worldwide, Transparency International’s Corruption Perceptions Index has
played an invaluable role in originating and giving sustained impetus to what
has become a global movement against corruption. The international shaming
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that follows its publication of scores encourages a race to the top both among
neighbours and globally, among countries at all levels in the league table®. Yet
the CPI is also widely misused.

While Transparency International clearly asserts that the CPIis a ranking
and cannot be used as a measure of national performance in the fight against
corruption (Galtung, 2005), it is often (mis)interpreted by newspapers, and
sometimes (mis)used by donors, as precisely such a measure’. The reason why
the CPI is not a measure of corruption — and cannot reliably be used as a
basis for aid-allocation decisions — is because year to year changes both in its
methodology and in the list of countries it covers mean that it does not
discriminate reliably either i) among countries with scores close to each other;
or i) between conditions of corruption, even in the same country, over time.
Nor should it be forgotten that more than 50 countries, including many that
are undoubtedly plagued by severe corruption, are not ranked on the CPL.

Put differently, the standardisation technique TI uses to produce the CPI
emphasises the rank ordering of countries over internal reforms (or the lack
thereof) in any country. This means that the CPI cannot be used as an indicator
of progress to reward reform efforts in any country (and that a country’s score
will change even though corruption there remains unchanged). Changes in
the composition of the sources and methodologies used, from year to year,
mean that country-rank scores are not comparable over time. Thus, in its press
releases, “TI warns against misinterpreting such arbitrary changes in the rank
order of countries. Despite these warnings, media headlines frequently refer
to changes in a country’s rank order and the various caveats on TI's website
remain largely unreported and widely misunderstood” (Galtung, 2005).

Inits own words, TI “does not encourage the CPI to be used for decisions
on aid allocation. Countries that are perceived as very corrupt...need help to
emerge from the corruption-poverty spiral. If a country is believed to be
corrupt, but is willing to reform, this should serve as a signal to donors that
investment is needed in systemic approaches to fight corruption. And if donors
intend to support major development projects in corrupt countries, they should
pay particular attention to corruption ‘red flags” and make sure appropriate
control process are set up to limit graft” (Transparency International, 20044).

3) Millennium Challenge Account’s Use of KKZ Indicators

A third important illustration of potential pitfalls and problems associated
with aid donors’” use of governance indicators is the United States” use of such
indicators in its newly created Millennium Challenge Account (MCA).
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Announced in 2002 as a vehicle for up to $5 billion per year in new US official
development assistance, the MCA relies heavily on composite governance
indicators to determine the eligibility of recipients among low-income
countries. Five of the 16 indicators it uses are KKZ indicators — voice &
accountability, government effectiveness, rule of law, control of corruption, regulatory
quality — with the one on control of corruption serving, moreover, as a decisive
“in or out” criterion: countries that score below the median on this indicator
are excluded from eligibility.

The care with which the KKZ indicators are constructed, and the related
fact that they are so widely used, lead us to choose them for a more detailed
analysis, in Chapter 4, of governance indicators” practical strengths and
limitations. It is nevertheless important to note here that Kaufmann and his
co-authors have criticised the MCA’s announced use of one of their composite
indicators as the basis for such an “in or out” eligibility rule in aid allocation.
Their criticism is two-fold: i) the measurement errors embodied in their
composite indicators are such that “for the majority of countries there is a
non-trivial probability that they could be mistakenly classified in the bottom
half of the sample”; and ii) fewer sources of the information used to construct
the indicator are available for low-income countries, whose scores may be
based on just one or two such sources, which increases the risk of
misclassification of such countries (Kaufmann et al., 2002, 2003). A third
criticism, which we would add, is that whereas the MCA should reward
improvements in actual governance practices, the KKZ indicators are
statistically not designed to reliably compare levels of governance over time
— as we explain in greater detail below in Chapter 4.

Repeated warnings by both the WBI team and Transparency International
that their indicators should not be used to compare countries that have similar
scores, or to make comparisons over time without due caution, nevertheless
remain widely ignored. And their indicators are among the most carefully
constructed and widely used. While donors contacted in the informal survey
reported that governance indicators are never the only criteria they use in aid
allocation, and that they are aware that problems exist with governance
indicators, the importance of governance indicators for donors continues to
grow and so, unfortunately, does their misuse. Paradoxically, while an
important reason for this growth is that donors want to use governance
indicators to increase the transparency of their budget-allocation processes,
as well as their consistency, the un-transparent nature of the composite
indicators on which they tend to rely has rather the opposite effect.
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Analysts and Academics

The potential for development analysis — by academics and others — to
influence decision makers is considerable. The Burnside and Dollar (1997)
study, cited earlier, illustrates: It became the cornerstone for a 1998 World
Bank report that US officials cite as “the key study” supporting the creation of
the Millennium Challenge Account, for example, and the official British and
Canadian aid agencies are reported as saying that solid research backs the
view that aid reduces poverty in countries that are well governed (Eviatar,
2003). Correlation and regression analyses that use corruption indicators have
similarly been crucial in putting the corruption issue on the international
agenda. As Transparency International’s former head of research explains, “the
heuristic and political function of these studies has been considerable. These
studies provided the prima facie case required, for example, by the Bretton
Woods Institutions to legitimise their commitment to anti-corruption. This
was a topic they had hitherto explicitly avoided as being ‘political’ and beyond
their remit for 50 years of their existence” (Galtung, 2005).

Yet researchers” use of governance indicators is widely plagued with
pitfalls. The nature and limitations of composite governance indicators, which
their users often seem not fully to grasp, or admit, unfortunately weaken the
rigour and thus the credibility of many studies. To illustrate, we turn again to
examples from the use of CPIAs, the CPI and Freedom House indicators, and
the KKZ indicators.

1) CPIAs

World Bank employees are allowed to use CPIAs for research provided
they do not disclose individual country scores. Thus, for example, Kraay and
Nehru (2004) use CPIAs from 1977 (extrapolated back to 1970) through 2001
and find a significant inverse correlation between the quality of a country’s
policies and institutions, on one hand, and its probability of debt distress, on
the other. The Bank’s own Operations Evaluation Department has nevertheless
warned against interpreting internal Bank research as finding that “good policies”
as measured by CPIAs explain growth performance (World Bank, 2001), since it
doubted that “management succeeded to gauge policy measures taken, and not
development outcomes, which are not fully within the control of governments in
developing or any other countries. [...] Perhaps the warning should be circulated
(or re-circulated) to World Bank researchers, as they continue to use the CPIA
as an explanatory variable in econometric exercises” (Herman, 2004).

ISBN 92-64-02685-1 © OECD 2006 43



Uses and Abuses of Governance Indicators

44

2) CPI and FH Indicators

Similar comments focus on other indicators: “Transparency
International’s CPI ratings are not comparable from year to year and small
shifts in the annual rankings are not meaningful. Nevertheless, CPI rankings
are often misused as a causal variable for cross-national time series studies.
Likewise, Freedom House’s ‘Freedom in the World” Index gives an overall
perception of the state of freedom within countries, butis not necessarily useful
as an identifier of causal mechanism for failures. Both of these ratings systems
are inherently subjective and not grounded in explicit theory” (Besancon, 2003).

The missing theory is also reflected in very different interpretations of
the same indicator. Different analysts use the same Freedom House ratings,
for example, as a proxy for everything from “democracy” to “institutional
framework” to “human rights” to “rule of law” to “governance” (Landman
and H&ausermann, 2003).

3) KKZ Indicators

Kaufmann and his co-authors explicitly caution against using their indicators
for ranking purposes because of the measurement errors embodied in their
indicators (errors that are not unique to their indicators, it must be emphasised).
Nor do they aggregate their six composite indicators, or a subset thereof, to
create an overall composite indicator — they always use them separately —
because, in their own words, of “non-trivial issues when constructing one
composite governance indicator for a country” (Kaufmann et al., 2005b). Many
important studies nevertheless (mis)use the KKZ indicators precisely in these
ways. Of the countless examples we could provide, three suffice.

One is important econometric analysis of the effects of countries’
governance infrastructure on FDI inflows and outflows by Globerman and
Shapiro, as published in such influential journals as World Development (2002)
and the Journal of International Business Studies (2003). These authors find that
countries which fail to achieve a minimum threshold of effective governance
are unlikely to receive much FDI, and that above that threshold the quality of a
country’s governance infrastructure is an important determinant of the amount
received. The strength of these findings and corresponding possibility to draw
policy inferences from them is weakened by the fact that the authors use an
aggregate of the six KKZ indicators as a proxy for governance infrastructure.

The Washington D.C.-based Center for Global Development provides
another important example with its “Index of Aid Effectiveness” (Roodman,
2005). Donor countries score higher on this Index by giving more aid to
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countries with relatively good governance (as well as by giving aid to countries
with high poverty, and they are penalised for giving tied aid, and for receiving
debt repayments from poor countries). Here again, unfortunately, the authors
use the aggregate of the KKZ indicators to judge the quality of governance in
recipient countries that determines donors’ scores on the Index, which weakens
the value of including governance in the Index.

Itis understandable that users would like to have an overall indicator of
governance. However, taking a simple average of the six KKZ indicators and
using it in studies such as those mentioned above is problematic for at least
two reasons. First, taking a simple average means loosing all the statistical
advantages of the aggregation method KKZ use to produce both the composite
indicators and the corresponding confidence intervals (based on estimates of
measurement error embodied in the indicators) for countries” scores on a given
indicator, as we explain in Chapter 4. Second, it is no more appropriate to use
an aggregate “governance” score that combines the different KKZ indicators
into a single number for a given country than it is to aggregate the quality of
apples and the quality of oranges: if the quality of apples is very bad and the
quality of oranges is very good, saying that the quality of fruit is satisfactory
would mask the respective quality differences in the different types of fruit.

To illustrate the second reason, consider a comparison of China and India,
which have similar scores if one looks at an aggregate of each country’s scores
on all six KKZ indicators for 2004. Yet China scores in the upper half of all
countries on “Government Effectiveness” and in the lower quarter of all
countries on “Voice & Accountability”, whereas India scores in the middle of
all countries on both these indicators. The aggregate hides potentially
important differences between the two countries in their scores on different
KKZ indicators, yet provides no meaningful overall indicator of governance
with which to compare the two countries.

Similarly, if a country scores very well on the majority of KKZ indicators
but very badly on one of them, the country’s overall aggregate still presents a
favourable picture of the country’s “governance”. Israel and Oman illustrate:
They have similar aggregate scores that lie in the upper half of all countries,
but Israel’s score on “Political Stability” and Oman’s score on “Voice &
Accountability” both lie in the lowest quarter of all countries. Users who rely
on an aggregate of the six KKZ indicators would be easily induced to believe
that the quality of governance (fruits) is fine, and comparable, in the two
countries without realising that there is a serious problem with the “Voice &
Accountability” apple in Oman and the Israeli “Political Stability” orange.
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It bears repeating, with emphasis, that each of the six KKZ indicators is
already extremely complex on its own. This complexity, which reflects the large
number and diversity of existing indicators used to construct each KKZ indicator,
as we explain in greater detail in the next chapter, means that the substantive
content or true “meaning” of each composite indicator is already lacking in
transparency and very difficult to decipher or interpret in real governance terms.
This lack of transparency is only multiplied for an aggregate that combines
several of the KKZ indicators — to the point that it becomes very difficult to
attribute any substantive “governance” meaning to such an aggregate.

Our third example is the landmark UNDP Programme on Governance
in the Arab Region, which has played an invaluable role in bringing attention
to bear on the problems of governance in Arab countries. The problem —
which does not diminish the importance of the Programme in other respects
— is that it uses KKZ and CPI scores to compare the quality of governance
among countries whose scores are much too close to each other, compared to
the measurement errors inherent in the calculation of those scores, to allow
for any such comparison to be meaningful. Not only does the Programme
make such cross-country comparisons, it does so over time — and even
provides a tool on its webpage that encourages users to do likewise.
Unfortunately, neither such comparisons among countries with similar scores
nor their comparison over time is analytically sound — as we explain in greater
detail in the next chapter.

To sum up this chapter, then, itis clear that international investors, official
donors, and development analysts and academics all show a strong propensity
to use composite governance indicators to discriminate among countries and
identify trends over time in ways the indicators are not designed to permit.
Investors do so mainly in country-risk analysis, donors for aid-allocation purposes,
and academics for regression analysis. The danger, indeed the likelihood, is that
major business and policy decisions are being made on false premises.

Our focus on international investors, donors and academics also reveals
another important fact: governance indicators are very largely used by external
observers and decision makers, as opposed to domestic groups and policy
makers in most developing countries. The latter groups are increasingly aware
of the importance of the quality of local governance, not only for attracting
foreign investment and aid flows but for strengthening their economies and
long-term development processes as a whole. Yet the production of governance
indicators that can be used by domestic groups to clarify the nature of the
obstacles to better local governance, and to monitor their progress in
overcoming them, is a challenge that remains largely unsolved. We return to
this issue in Chapter 6.
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Notes

1. By way of comparison, total official development assistance that year was
$78 billion, or about one-fourth the size of private flows (whereas ODA was about
three times the size of private capital flows the early 1960s). Data on investment
flows are from the Institute of International Finance (2005), Capital Flows to
Emerging Market Economies, 24 September 2005.

2. The capital adequacy ratio is 8 per cent. This means that if the risk weight is
100 per cent, for example, then 8 per cent of the amount of the loan must be held
by the lender on reserve.

3. For example, when investment pours into a country it tends to stimulate growth
of GDP and to improve fiscal balances, both of which serve to sustain or even
improve the country’s risk ratings even though the actual degree of country risk
may be high; the good ratings swell investors’ confidence and attract more capital
inflows; etc. The spiral of optimism may continue until some warning signal
causes amarket collapse followed by a ratings downgrade, which in turn amplifies
the collapse as investors take their money out and rating agencies react with
further downgrades.

4.  Griffith-Jones and Gottschalk (2006).

5. Many financial actors seek to manage their exposure to risk by imposing on
themselves a “country-risk ceiling” that stipulates a maximum amount that can
be invested or loaned to counterparts — thus exposed to risk — in a given country,
no matter how good the apparent risk profile of a potential new borrower or
investment project in the country. Because financial actors do not see most OECD
countries as risky, they mainly apply these ceilings to developing countries (see,
for example, UBS, 2004 -5).

6.  According to our interviews with the Institute of International Finance (IIF), there
are serious indications that banks, investment banks and asset managers factor
governance indicators into their investment decisions and country limit settings,
and that the lower the level of a country’s economic development, the greater the
importance such financial actors tend to give these indicators.
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Similarly, Dollar and Levin (2004) find that “the same group of multilateral and
bilateral aid agencies that are very policy focused are also very poverty focused.
The donors that appear high up in both rankings are the World Bank’s IDA facility,
the IMF’s Enhanced Structural Adjustment Facility, Denmark, the United
Kingdom, Norway, Ireland and the Netherlands. Japan scores highly on the policy/
institutional selectivity index but far down the poverty selectivity index (reflecting
the focus of its aid on Asian countries that are relatively well-governed but not in
many cases very poor)”.

The Financial Times thus noted in 2004, “Governments as diverse as Papua New
Guinea, Cameroon and Bosnia-Herzegovina have started or stepped up anti-
corruption programmes as a result of publicity generated by the Index... South
Korea has even pledged to reach position 10 or above by 2007 — a tall order, as
Seoul was ranked 50th last year”.

At least one major donor is known to have decided to stop funding a country on
the basis of its CPI score, for example.
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Chapter 4
In-depth Analysis of KKZ Composite Indicators

4 N

Probably the most carefully constructed and certainly among the most
widely used governance indicators are those produced by Daniel
Kaufmann, Aart Kraay and their team at the World Bank Institute. We
therefore take an in-depth look at the strengths and weaknesses of these
particular indicators. Problems associated with their construction or use,
of which users seem widely unaware, include: i) the likelihood of
correlation of errors among the 37 sources from which the composite
WBI indicators are constructed, which significantly limits the statistical
legitimacy of using them to compare countries” scores; ii) their lack of
comparability over time; 7ii) sample bias; and iv) insufficient transparency.

J

Summary

The preceding overview of how governance indicators tend to be used,
and often misused, points up a need for better understanding of the strengths
and limitations of the indicators — perception indicators — that are currently
used the most. We therefore take a closer look at what are probably the most
carefully constructed and widely used indicators: the KKZ indicators. Our
task is greatly facilitated by the very extensive documentation provided by
the authors themselves both on the construction and on the limitations of their
indicators.
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Methodology

The KKZ indicators refer to a concept of governance that does not emerge
from, or imply, a theory of governance. The authors define governance simply
as “the traditions and institutions by which authority in a country is exercised”
and then interpret governance as comprising three “dimensions”, each of which
is defined or “captured” by two specific composite KKZ indicators, as follows:

1) The process by which governments are selected, monitored, and
replaced:

—  Voice and Accountability (VA): The extent to which citizens of a country
are able to participate in the selection of governments. Includes indicators
measuring various aspects of political process, civil liberties and political
rights, the independence of the media.

—  Political Stability (PS): Perceptions of the likelihood that the government
in power will be destabilised or overthrown by possible unconstitutional
and/or violent means, including domestic violence and terrorism.

2) The capacity of the government to effectively formulate and implement
sound policies:

—  Government Effectiveness (GE): Perceptions of the quality of public service
provision, quality of bureaucracy, competence of civil servants,
independence of the civil service from political pressures, credibility of
the government’s commitment to policies.

—  Regulatory Quality (RQ): The incidence of market-unfriendly policies such
as price controls or inadequate bank supervision, as well as perceptions
of the burdens imposed by excessive regulation in areas such as foreign
trade and business development.

3) The respect of citizens and the state for the institutions that govern
economic and social interactions among them:

—  Rule of Law (RL): Success of a society in developing an environment in
which fair and predictable rules form the basis for economic and social
interactions and the extent to which property rights are protected.
Includes perceptions of the incidence of crime, the effectiveness and
predictability of the judiciary, and the enforceability of contracts.
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—  Control of Corruption (CC): Perceptions of corruption defined as the
exercise of public power for private gain. Including both petty and grand
corruption and state capture.

Rather than starting from an explicit theory of governance, or of how
key components of a system of governance interact to determine the quality
of the system as a whole, in other words, each of the six composite KKZ
indicators effectively determines, empirically, the meaning of “governance”
embodied in the particular indicator. The six indicators are constructed from,
and their meaning thus determined by, hundreds of existing indicators
produced by others — all perception indicators — compiled from 37 different
data sources, supplied by 31 different organisations, as described in Box 4.1.
It is thus the perceptions embodied in hundreds of different indicators,
produced for diverse purposes, which give content to the concept of governance
that emerges from the KKZ indicators via the authors” choice of existing
indicators and the techniques they use to aggregate those indicators, produced
by others, into their own composite indicators.

To produce one of their six composite indicators — take “Rule of Law”
as an example — KKZ start with existing perception indicators which they
believe likely to contain information useful for assessing the quality of Rule of
Law in different countries. They proceed in five stages (see Appendix I for the
detailed procedure).

First, having identified existing indicators which they judge relevant for
the construction of a given composite indicator, KKZ aggregate those existing
indicators by source in order to calculate a single number for each source
(i.e. they combine all existing indicators they use from a particular source to
produce a single number for each country covered by the source). The
aggregation method KKZ use for this stage is to calculate a simple, un-weighted,
average of all the existing indicators they use from a source in order to produce
the single number for the source'.
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Box 4.1. Sources of Governance Data
used to construct the KKZ indicators (37 sources)

Cross-Country Surveys of Firms (5 sources):

—  Global Competitiveness Survey: Produced since 1996 by the World Economic
Forum, a private non-profit organisation headquartered in Geneva,
Switzerland, which brings together leaders from business, government,
academia and the media, this survey compiles business executives’
perceptions of countries in which they operate. Covers 104 developed and
developing countries. Source for all 6 KKZ indicators.

—  World Competitiveness Yearbook: Produced since 1987 by the Institute for
Management Development, a non-profit research and educational
foundation based in Lausanne, Switzerland, this survey analyses the
competitive environment in 49 developed and developing countries based
on both objective data and surveys of perceptions from over 4 000 local
and foreign enterprises operating in the countries covered. Source for all
6 KKZ indicators.

—  Business Environment and Enterprise Performance Survey (BEEPS): Produced
jointly by the World Bank and the EBRD, this survey first gathered
perceptions in 1999-2000 from over 4 000 firms in 22 transition countries
on a wide range of issues concerning interactions between firms and the
state. In its second round, conducted in 2002, it covered over 2 100 firms
in 27 transition countries. Source for: GE, RQ, RL, CC.

—  World Business Environment Survey: Managers of at least 100 firms per
country in 80 developed and developing countries were the respondents
to this survey on the business environment facing private enterprises
conducted by the World Bank in collaboration with several other
institutions during 1999-2000 (questions similar to the 1997 WDR survey
which KKZ used to construct the 1998 version of their indicators). Source
for: all 6 KKZ indicators.

—  Africa Competitiveness Report 1998: Analysis by the World Economic Forum of
the business climate in 23 African countries. Source for: PS, GE, RQ, RL, CC.

Cross-Country Surveys of Individuals (5 sources):

—  Voice of the People: Initiated in 2002 by Gallup International, an association
of mostly for-profit market research companies in almost 60 countries,
registered in Zurich, Switzerland, this annual survey interviews citizens
in 62 developed and developing countries with a view to understanding
the opinion of today’s world population on issues related to the
environment, terrorism, global issues, governance and democracy. Source
for: VA, PS, GE, RL, CC.
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Box 4.1 (contd.)

—  Gallup International Millennium Survey: 1999 Gallup International poll of
57 000 adults in 62 developed and developing countries on topics of an
ethical, political and religious nature. Source for: VA, PS, GE, RL, CC.

—  Latinobarometro: Produced since 1996 by Latinobarémetro, a non-profit
organisation based in Santiago, Chile, this public opinion survey covers
17 Latin American countries. Source for: VA, PS, GE, RL, CC.

—  Afrobarometer: Launched in 1999, Afrobarometer is a non-profit joint
enterprise of Michigan State University, the Institute for Democracy in South
Africa and the Centre for Democracy and Development in Ghana. It reports
the results of national sample surveys on the attitudes of citizens in 12 African
countries towards democracy, markets and other aspects of development.
Source for: VA, GE, RL, CC.

—  Latin America Public Opinion Project (LAPOP): Directed by Prof. Mitchell
Seligson of Vanderbilt University with the financial assistance of the United
States Agency for International Development, the LAPOP conducted
“Democracy Surveys” in 2004 on citizen attitudes towards democracy,
corruption and related subjects in 7 Central American countries and Mexico.
Source for: VA, RL, CC.

Expert Assessments from Commercial Risk Rating Agencies (10 sources):

—  Business Risk Service: Provided by Business Environment Risk Intelligence
(BERI), a for-profit firm headquartered in Geneva, Switzerland, which
supplies analysis and forecasts of the business environment in 50 developed
and developing countries that it monitors three times per year, assessing
57 criteria separated into three indices. BERI convenes two permanent panels
of about 150 experts from all over the world which provide country ratings
on the basis of initial reports written by BERI analysts. Source for: PS, GE,
RL, CC.

—  Quantitative Risk Measure in Foreign Lending: BERI (see previous source)
provides estimates of qualitative risk factors in credit exposure in
50 developed and developing countries out of 115 countries covered in its
“Lender Risk Rating” service. Source for: PS, GE, RL CC.

—  Country Risk Review (CRR): This quarterly publication provides expert
assessments on 117 developed and developing countries. It is sold since
1996 by Global Insight’s DRI, a for-profit US economic consulting and
information company founded in 1973 which provides data, analysis,
forecasts and expert advice to strategic planners, business and financial
analysts and policy makers. Source for: PS, GE, RQ, RL, CC.

ISBN 92-64-02685-1 © OECD 2006 53



Uses and Abuses of Governance Indicators

54

Box 4.1 (contd.)

International Country Risk Guide (ICRG): Produced since 1982 by the
Political Risk Services (PRS) group, a for-profit affiliate of the Investment
Business with Knowledge (IBK) company based in Syracuse, New York,
which provides country information for international business. The
ICRG provides assessments of political, economic and financial risks
in 140 developed and developing countries based on the analysis of a
worldwide network of experts. Source for: all 6 KKZ indicators.

EIU Country Risk Service and Country Forecasts: Country risk ratings and
two quarterly publications containing governance indicators for
120 developed and developing countries based on regular contributions
from a global network of about 500 information-gatherers, checked by
a panel of regional experts for accuracy, consistency and impartiality;
the publications were launched in 1997 by the Economist Intelligence
Unit (EIU), a for-profit organisation founded in 1949, based in London,
which produces analysis and forecasts of the political, economic and
business environment in more than 180 countries. Source for: all 6 KKZ
indicators.

World Markets Online (WMO): An online subscription service updated
daily which provides analysis of the conditions and risk for businesses
in 202 developed and developing countries; produced by the World
Markets Research Centre, based in London and established in 1996,
which employs about 190 permanent staff. WMO has developed a risk
rating system to compare and contrast countries” investment climates
drawing on a worldwide network of information gatherers and analysts.
Source for: all 6 KKZ indicators.

iJET security risk rating: iJET monitors the world around-the-clock and
provides data on 167 developed and developing countries. Based in
Annapolis, Maryland, it is a for-profit travel consultancy founded in
1999 that alerts travellers, expatriates and decision makers to events
and situations in real-time to help them avoid or minimise risk and
travel disruptions abroad. Source for: PS.

Gray Area Dynamics™: Provided by the Merchant International Group (MIG),
afor-profit strategic research and corporate intelligence company established
in 1982, headquartered in London, which offers services ranging from the
identification to evaluation of risks, weaknesses and threats to corporations
in non-domestic markets. Gray Area DynamicsTM assesses a range of events,
activities and trends that impact upon business in 154 developed and
developing countries. Source for: PS, GE, RQ, RL, CC.
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Box 4.1 (contd.)

—  Political Economic Risk Consultancy (PERC): Provides data from surveys of
expatriate business managers’ perceptions of corruption, the quality of the
legal system, and the professionalism and reliability of the policy and
judiciary in 14 developed and developing countries in East and Southeast
Asia. Founded in 1976 and headquartered in Hong Kong, China, PERCis a
for-profit company that specialises in strategic information and analysis
for companies doing business in this region. Source for: CC.

—  Opacity Index: This index of the lack of transparency in 35 developed and
developing countries in 2000 provided by PricewaterhouseCoopers, a for-
profit US-based professional services firm, was constructed using a team
of economists, survey professionals, analysts and advisors. Source for: GE,
RQ, CC.

Expert Assessments from NGOs, Think Tanks (12 sources):

—  Press Freedom Index: Published since 2002 by the NGO Reporters without
Borders for 138 countries, this index is based on surveys of journalists,
researchers, legal experts and human rights activists worldwide.
Headquartered in Paris, Reporters without Borders is an international
organisation dedicated to the protection of reporters and respect of press
freedom in the world. Source for: VA.

—  Index of Economic Freedom: Launched in 1995, this annual index of economic
freedom in 156 developed and developing countries is produced by the
US-based Heritage Foundation in partnership with the Wall Street Journal.
The Heritage Foundation is a non-profit research and educational institute,
founded ion 1973, whose mission is to formulate and promote conservative
public policies based on the principles of free enterprise, limited
government, individual freedom, traditional American values, and a strong
national defence. Source for: RQ, RL.

—  Freedom in the World: Produced since 1955 (annually since 1978) by Freedom
House, an American NGO created in 1941 to promote democratic values
around the world, this publication estimates Political Rights and Civil
Liberties in 193 developed and developing countries based on subjective
expert assessments. Source for: VA.

—  Nations in Transit: This Freedom House publication, launched in 1995,
evaluates the progress in democratic and economic reform in 27 transition
economies on the basis of country surveys written by Freedom House staff
or consultants reviewed by academics and senior Freedom House staff.
Source for: VA, GE, RL, CC.
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Box 4.1 (contd.)

—  Countries at the Cross Roads: This Freedom House publication, launched in
2004, covers 30 developing countries “at crossroads in determining their
political future” whose performance it evaluates in terms of democratic
governance. Source for: VA, RL, CC.

—  Cingranelli & Richards Human Rights Database: Produced by the University
of Binghamton, which draws from the US State Department’s Country
Reports on Human Rights Practices and Amnesty International’s Annual
Reports, this data set contains quantitative information annually since 1981
for 192 developed and developing countries on government respect for
13 internationally recognised human rights. Source for: VA, PS, RL.

—  Political Terror Scale: Provides information on 192 developed and
developing countries contained in Amnesty International’s Annual Reports
and the US State Department’s Country Reports on Human Rights Practices
coded by the University of North Carolina annually since the early 1980s.
Source for: VA, PS, RL.

—  Bertelsmann Transformation Index (BTI): In 2004, the Bertelsmann
Foundation, established in 1977 and based in Germany, began publishing
the BTIL, a global ranking that analyzes and evaluates development and
transformation processes in 116 developed and developing countries.
Source for: VA, GE, RQ, RL.

—  Global E-Governance Index: Brown University’s Center for Public Policy
compiles this Index based on their evaluation of official websites in 192
developed and developing countries for the presence of various features
in those websites dealing with information availability, service delivery,
and public access. Source for: GE.

—  Media Sustainability Index: Introduced in 2002, with financial support from
USAID, by the International Research & Exchanges Board (IREX), an
international non-profit organisation specializing in education,
independent media, internet development and civil society programmes,
this Index looks at the entire media system in each of 18 developing
countries in Southeast Europe and Eurasia. Source for: VA.

—  Index of Budget Transparency: Based on panels of experts (legislators, media,
academic experts, NGOs), this Index evaluates different aspects of
governments’ budgetary processes, such as citizens” access to budget
information, citizen’s participation and the credibility of institutions, in
10 Latin American countries. It is produced by Fundar, a Mexican NGO,
together with leading NGOs in the countries covered. Source for: VA.

—  State Capacity Survey: Covering 108 and 97 countries from assessments
completed by 164 experts during 2000 and 2002, respectively (KKZ use
those surveys for their 2000, 2002 and 2004 indicators), this Survey was
developed in 1999 under the direction of Marc Levy of Columbia
University. Source for: VA, PS, GE, RL, CC.

56 ISBN 92-64-02685-1 © OECD 2006



OECD Development Centre Studies

Box 4.1 (contd.)

Expert Assessments from Governments, Multilaterals (5 sources):

—  World Bank Country Policy and Institutional Assessments (CPIAs): Produced
annually since the late 1970s by World Bank staff assessing the quality of
policy and institutional performance in 136 developing World Bank
borrowing countries. While in earlier years assessments focused mainly
on macroeconomic policies, they now include factors such as social
inclusion, equity and governance. Source for: GE, RQ, RL, CC.

—  Transition Report, European Bank for Reconstruction and Development (EBRD):
The EBRD’s annual Transition Report includes governance variables in 26
transition economies with subjective indicators based on a checklist of
objective measures and the views of EBRD staff. Based in London, the EBRD
is an international organisation that promotes private and entrepreneurial
initiative in transition economies. Source for: all 6 KKZ indicators.

—  African Development Bank’s Country Policy and Institutional Assessments:
Similarly to the World Bank’s CPIAs, African Development Bank staff
annually assess and produce indicators on the quality of their 50 African
developing-country borrowers’ policy and institutional performance in
areas relevant to growth and poverty reduction. Source for: GE, RQ, RL,
CC.

—  Asian Development Bank’s Country Policy and Institutional Assessments:
Similarly to the World Bank’s CPIAs, Asian Development Bank staff
annually assess and produce indicators on the quality of their 26 Asian
developing-country borrowers’ policy and institutional performance in
areas relevant to economic growth and poverty reduction. Source for: GE,
RQ, RL, CC.

—  Progress towards Good Governance in Africa, UNECA: The United Nations
Economic Commissions for Africa (UNECA) produces Africa Governance
Indicators for 23 African countries that are the result of a study to measure
and monitor progress of governance in Africa, published in “Progress
towards Good Governance in Africa”, which incorporate assessments based
on expert panels, population surveys and factual data gathering. Source
for: VA, GE, RQ, RL, CC.

KEY: VA = Voice & Accountability GE = Government Effectiveness
PS = Political Stability RQ = Regulatory Quality RL = Rule of Law
CC = Control of Corruption

A more detailed description together with a list of the indicators used from each source for KKZ
can be found in Kaufmann et al. (20054).
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Thus, in the case of “Rule of Law”, KKZ use existing indicators from 24
sources in 2004. One of those sources is called “World Markets Online” and is
produced by the organisation World Markets Research Centre (see Box 4.1).
Among the several indicators produced by this organisation, KKZ judge that
two — “Judicial Independence” and “Crime” — are relevant for their composite
indicator “Rule of Law”. So KKZ calculate the arithmetic average of these two
indicators and call this number their “World Markets Online” source, which
they then combine, as explained in the stages below, with 23 other sources to
produce their composite indicator “Rule of Law”. This particular source covers
as many countries as are covered by both the “Judicial Independence” and
“Crime” indicators supplied by the World Markets Research Centre.

In a second stage, KKZ apply a formula to each source to be used in the
construction of the particular composite indicator in order to determine
whether the source covers a large enough number of countries in different
income categories and regions to qualify as a “representative” source. For the
composite indicator “Rule of Law”, out of the 24 sources used in 2004, ten
qualify as “representative” (of which nine are “Expert Assessments” and seven
are produced for commercial purposes).

In a third stage, KKZ aggregate the “representative” sources into a
preliminary composite indicator on Rule of Law. However, contrary to the
first aggregation procedure, in stage one (which gave the same weight to each
existing indicator in producing a single number for each of the 24 sources),
the aggregation procedure used in this stage is not a simple average. Instead,
the different “representative” sources are weighted according to the strength of
their correlation with one another. The more closely a source correlates with other
sources, in other words, the smaller is its estimated “error variance” and the
greater is its weight in the calculation of the composite indicator. (See both
Box 4.2 and Appendix I for greater detail.)

Underlying this stage-three procedure is a crucial — and unrealistic —
assumption: that different sources’ errors are uncorrelated with one another, so
that a high degree of correlation between the numbers shown by some sources
is not a reflection of a correlation of these sources” measurement errors, but
instead a reflection of their greater accuracy, compared to less closely correlated
sources, in terms of the underlying reality of governance they are designed to
reflect. One of our greatest concerns is precisely the extent to which users of
governance indicators fail to understand the significance of this assumption,
to which we return below.
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Box 4.2. Weighing the Sources
(stage 3 in the construction of a KKZ composite indicator)

In their aggregation of the numbers from different sources to construct each
of their six composite indicators (the numbers from the 24 sources used to
construct the “Rule of Law” indicator for example) KKZ do not give the same
weight to the numbers from each source. Rather, the weight assigned to the
numbers from each source is inversely proportional to its error variance relative
to the other sources used to construct the indicator, so that the more closely
the numbers from one source correlate with those of other sources, the lower
is the source’s perceived error variance and the higher is the weight KKZ give
to its numbers in the aggregation process they use to construct the composite
indicator.

The logic of this weighting procedure is based on the assumption that errors
in the numbers of one source are both independent across countries (for the
same source) and independent of the errors in the numbers from the other
sources used to construct the same composite indicator. To illustrate, any error
in the Heritage Foundation’s assessment of China’s quality of governance is
assumed to be independent both of any error in the Heritage Foundation’s
assessment of the quality of governance in other countries and independent
of other sources’ errors in the assessment of the quality of governance in China.

The assumption that sources’ errors are mutually independent and therefore
uncorrelated across sources and countries means that any statistical correlation
found among the numbers of different sources is interpreted by KKZ as due
exclusively to their correlated sources’ greater factual accuracy, compared to
other sources used in constructing the indicator. In other words, sources that
tend to be highly correlated with other sources are assumed to be more
informative, and therefore KKZ attribute lower error variances and higher
weights to them than to sources that are less closely correlated with the majority.
The latter sources are given low weights and their influence on the composite
indicator is therefore also low.

The way the sources are weighted is thus very sensitive to the composition of
the group of sources used — and to changes in that composition. If, by way of
illustration, five sources were to be aggregated in one composite indicator
and four of them were very similar, the weights of the four similar sources
will be overwhelming and the source that differs will have practically no weight
in the construction of the composite indicator. Moreover, increasing the number
of similar sources tends automatically to decrease the weight of less similar
sources much more than proportionally, because the perceived error of the
less similar source is much greater due to the fact that it differs from the newly
introduced source.
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Box 4.2 (contd.)

Since most sources do not cover all countries, the weights for each source
differ from one country to another. This difference poses a problem for the
comparability of countries’ scores.

It is also important to note, finally, that the weight given to the numbers from
a particular source, relative to those from another source, does not depend on
the sample size on which the numbers of either source are based (because the
error variance imputed to each source is not affected by its sample size). Thus,
for example, whether an expert assessment draws on 5 or 500 experts, or a
household survey interviews 100 or 10 000 households, does not affect its
weight.

In a fourth stage, KKZ regress the “non-representative” sources on the
preliminary composite indicator (produced in stage three) to obtain estimates
of the error variances of these sources (i.e. the other 14 sources used to produce
the “Rule of Law” composite indicator). Sources that correlate more strongly
with those weighing most heavily in the calculation of the preliminary
composite indicator will, again, have lower estimated error variances and
therefore been given higher weights.

Finally, KKZ calculate new weights for all sources based on their
respective error variances (obtained in stage three for the “representative”
sources, in stage four for the “non-representative” sources) and aggregate them,
according to their weights, to produce the composite indicator.

Three further features of the KKZ method of producing their composite
indicators are worth flagging. One is that while the procedure is the same for
constructing all six composite indicators, and many sources are of course used
in the construction of more than one composite indicator?, the weights assigned
to each source differ from one composite indicator to another, from one country
to another as well as from one year to another. The reasons for this variation
are that a) the number and composition of sources, for a given country in a
given year, are not the same for each composite indicator’; and b) the numbers
of one source may be highly correlated with those of other sources used in the
construction of one composite indicator for a given country in a particular
year, but not with those of the sources used for another composite indicator
for that country (or for another country, or for another year).
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Second, and particularly important for our purposes, is the fact that KKZ
construct each of their composite indicators in such a way that the average
value of the indicator across all countries, worldwide, is always zero and its
standard deviation is always one*. This technical feature of the KKZ indicators
signals that their scale is largely arbitrary and that they cannot reliably be
used for monitoring changes in levels of governance over time, whether
globally, in individual countries or among specific (e.g. regional) groups of
countries®. Unfortunately, this feature tends widely to be ignored by users.

Third, for each country covered by a given composite indicator, KKZ
provide both a precise numerical score (point estimate) and a “confidence
interval” around that score which, according to their estimate, has a 90 per
cent probability of containing the country’s “true” (as opposed to estimated)
score (see Box 4.3). To illustrate, Figure 4.1 shows country scores and their
corresponding confidence intervals for the composite indicator “Rule of Law”

in 2000°¢ and in 2004.

The size of the confidence intervals reflects KKZ’s estimate of the size of
the measurement error embodied in the point estimates for each country in a
given year. The smaller KKZ believe the measurement error to be for a given
composite indicator, the smaller is the size of the confidence intervals they
show for countries” scores on that indicator. The 90 per cent probability that
KKZ’s confidence intervals contain countries” “true” levels of governance
depends, of course, on the validity of the assumptions KKZ make in
constructing the confidence intervals (notably including the one that sources’
measurement errors are uncorrelated across sources and countries).

While one may legitimately question the reliability of the assumptions
reflected in the size of the confidence intervals, it is equally important to
emphasise that measurement errors are by no means unique to the KKZ
indicators. On the contrary, in producing such confidence intervals, Kaufmann
and his co-authors are among the few producers of governance indicators
who try to raise awareness among potential users of governance indicators of
the serious measurement problems inevitably associated with such indicators.
They draw attention to the fact that users should not try to distinguish between
the levels of governance in countries whose confidence intervals overlap, even
if their scores appear quite different from each other (and all the more so if
countries” scores appear close to each other). In doing so, KKZ seek to draw
users’ attention to the importance of measurement errors, and of using
governance indicators with proper caution.
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Figure 4.1. Imprecision of Governance Estimates®
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a) This graph shows estimates of the indicated dimension of governance (on the vertical axis) for all

countries for which data are available (on the horizontal axis) for 2000-01. The vertical bars show the
statistically likely range of values for each country, with the midpoint of each bar corresponding to the
best single estimate. The length of these bars varies with the amount of information available for each
country and the extent to which information from different sources corresponds with each other. Estimates
of governance for 1997-98 are indicated as dots. Selected countries are indicated on the horizontal axis.
As emphasised in the text, the ranking of countries along the horizontal axis is subject to significant
margins of error, and this ordering in no way reflects the official view of the World Bank, its executive

directors, or the countries they represent.
Source:
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authors’ calculations, as described in Kaufmann et al. (2002).
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Box 4.3. Confidence Intervals and Measurement Errors

As Figure 4.1 illustrates for “Rule of Law” in 2000 and 2004, an important feature
of the KKZ indicators is that, for each country covered by a given composite
indicator, the authors provide both a numerical score (point estimate) and a
“confidence interval” around that score which is estimated to include the “true”
(as opposed to estimated) score with a 90 per cent probability.

KKZ define the confidence interval as the country’s score plus and minus 1.64
times its standard error*. Based, again, on the assumption that measurement
errors are not correlated across sources, KKZ's estimation of the standard error
of a country’s score depends in part on a) the number of sources used to generate
the composite indicator for the country; and b) the estimated accuracy of each of
these sources. The greater the number of sources they use to generate the
composite indicator for the country and the more closely these sources are
correlated with each other (thus the greater their assumed accuracy), the lower
is the standard error KKZ calculate for the country’s score — and the smaller
(better) will be the country’s confidence interval.

To illustrate, Kaufmann et al. (2003) explain that the confidence interval for a
country with only one source™ will be about twice as large as the confidence
interval for a country with seven sources (the median number of sources). The
fact that the standard errors and corresponding confidence intervals for countries
shown in Figure 4.1 for 2004 are smaller than those shown for 2000 can thus be
the result of a) an increase between 2000 and 2004 in the number of sources KKZ
use to produce the indicator and/or b) a higher degree of correlation among the
sources (and correspondingly lower standard errors) in 2004 than in 2000. This
latter cause may in turn be the result of either i) an increase in the degree of
accuracy of the sources; or, on the contrary, ii) an increase in the degree of
correlation of measurement errors among sources — i.e. an increase in the degree
of violation of a core assumption underlying the method of construction of the
confidence intervals.

Because users — including us — do not have access to the all the sources KKZ
use to produce their composite indicators, we cannot determine whether factor
a) or b) appears to be the major driver behind the “shrinking” of the confidence
intervals between 2000 and 2004. It is nevertheless worth emphasizing that in
the absence of correlation of their sources’” measurement errors, a higher
correlation among sources means an increase in the sources” accuracy as KKZ
assume™***; but if, on the contrary, an increase in correlation among sources is
actually driven by increasing correlation in their measurement errors (due, say,
to experts’ increasing mutual influence on one another’s perceptions), then the
true size of the confidence intervals for countries” scores should not shrink, as
shown, but rather increase.
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Box 4.3 (contd.)

Also important to note, finally, is the fact that the sample size of an underlying
source does not affect KKZ's estimate of the source’s degree of accuracy, and
therefore does not affect their estimate of the standard error of a country’s
score on a composite indicator using that source.

* According to Kaufmann et al. (2005b), the standard error reflects the measurement error

embodied in the point estimates for each country in a given year. Kaufmann et al. refer
interchangeably to “standard error” and “margins of error”.

**Between 5.7 and 8.1 per cent of all countries covered by a composite indicator (depending on
the indicator) have only one source. Most are small countries such as American Samoa, Anguilla,
Aruba, French Guiana, Guam, Macao, Netherlands Antilles, Reunion and the Virgin Islands.
The average number of sources used per country ranges between 7 and 9 (see footnote 2) and
the standard deviation of that number between 3 and 5.

*** This is true under the assumption that all sources measure the same concept of governance
(e.g. measure the same concept of rule of law). If the sources measure different aspects of
governance, high correlation can no longer be interpreted to indicate high accuracy. The reason
is that we do not only want to extract from the sources the information they have in common,
but more importantly we want to extract the different information each source brings to bear on
the quality of governance (e.g. on the quality of rule of law). We would therefore be interested
precisely in the non-correlated variation that is discarded by KKZ as measurement error.

Concerns

These technical features of the KKZ indicators (indicators which, it bears
repeating, are probably the most carefully constructed), together with our
earlier observations about how they are widely used, point up four major
reasons for concern about their misuse: the likelihood of correlation of errors
among sources; lack of comparability over time; sample bias; and insufficient
transparency.

(i) Violation of the assumption of non-correlation of sources’ errors

A core assumption of the aggregation procedure which KKZ use to
construct their composite indicators is one the authors themselves recognise
as unrealistic: that their sources’ errors are uncorrelated. At least four types of
reasons, often mutually reinforcing, and for which there is considerable
evidence, explain why their sources’ errors often are in fact correlated:
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1) Experts who supply perception data used in one KKZ source are often
informed of and influenced by the assessments of experts supplying such
data for other KKZ sources (sources produced both by the same
organisation and by other organisations).

2)  Experts who supply perception data for diverse KKZ sources are often
informed of and influenced by perceptions and assessments from the
same third parties (non-KKZ sources).

3)  Perceptions used as inputs for KKZ “governance” indicators are often
influenced, significantly and in similar ways, both by crises (financial
and/or political) and by perceived changes or longer-term trends in a
country’s economic performance, FDI inflows, etc.

4)  Because the interpretation of survey questions is context- and culture-
specific, perception errors of different sources that rely on respondents
from the same country or culture are likely to be correlated.

Of the many examples one could cite to illustrate the first two reasons
(please refer also to Box 4.1), four suffice: i) The World Bank (2004c) advises its
staff responsible for producing CPIAs (which serve KKZ as a source) to use,
among others, the KKZ indicators and some of their sources (e.g. ICRG, the
Heritage Foundation’s Index of Economic Freedom). ii)) Freedom House
supplies indicators that KKZ use in constructing three different sources.
ii7) Amnesty International and the US State Department supply human rights
data used by both the University of North Carolina’s “Political Terror Scale”
and the University of Binghamton’s “Cingranelli & Richards Human Rights
Database” which KKZ use as different sources. iv) The Economist Intelligence
Unit, which is one of KKZ’s main sources, uses a version of Transparency
International’s CPI “cleansed” of the EIU’s original data as a benchmark for
its own ratings, and the CPI uses practically the same sources as the KKZ
indicator “Control of Corruption” (Galtung, 2005).

Considerable evidence also supports the causes for concern cited under
reason 3, i.e. that many experts who provide assessments used as inputs for
KKZ composite indicators are significantly influenced both by longer-term
economic trends and short-term crises in the countries whose “governance”
qualities they are supposed to be assessing (Knack, 2002). The same hysteresis
and herd effects that plague financial actors and risk-rating agencies, noted
earlier, also often lead the experts and business managers whose perceptions
are at the base of many KKZ indicators to be too optimistic or too pessimistic
— and to violate the assumption of non-correlation among their perception
errors. Anillustration is the behaviour of both the CPI and the ICRG corruption
indicators, both of which showed corruption in Indonesia to be falling until
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the 1997 Asian financial crisis, and rising after the crisis — whereas recent
analysis finds that actual corruption in Indonesia did not rise after the crisis
(Thompson and Shah, 2004).

Does such correlation of errors matter? Unfortunately, significant violations
of the assumption of non-correlation of sources” errors have significant negative
implications for the reliability of the KKZ indicators. Correlation of errors
among sources means that each additional source used to produce a given
composite indicator actually contributes less additional information to the
construction of the composite indicator than the authors assume, and the
margins of error are greater than they calculate’. The true 90 per cent
“confidence interval” for individual countries” scores is therefore bigger than
those they calculate (or, put differently, the interval they show for each country
offers less than a 90 per cent level of confidence) and, more importantly, the
statistical significance and reliability of cross-country comparisons among
countries’ scores is (even) less reliable than the authors estimate.

To their credit, KKZ explore the likely significance of departures from
their assumption of zero correlation among their sources” errors. They do so
by raising the assumed level of correlation among sources’ errors from 0 to 0.5
and examining its effect on a sample of indicators and countries (Kaufmann et
al., 1999a). They report that the average standard error® doubles for “Rule of
Law” (from 0.33 to 0.66). The effect, in other words, is literally to double the
size of confidence intervals, and significantly weaken users’ ability
meaningfully to compare countries using this indicator.

Yet KKZ also report that the effect of raising the assumed level of
correlation of sources” errors from 0 to 0.5 varies considerably from one
composite indicator to another. Thus, for “Government Effectiveness”, they
find a smaller impact of raising the assumed level of correlation among sources’
errors from 0 to 0.5: it raises the average size of the standard error from 0.32 to
0.35°. While reassuring in the sense that the reliability of other composite KKZ
indicators may not be as seriously weakened as that of “Rule of Law” by the
fact that errors among sources used in their construction tend to violate the
assumption of non-correlation, this finding points up another concern to which
we return below: a relative lack of transparency of the indicators®.

(ii) Lack of comparability over time
The KKZ composite indicators do not allow for a reliable comparison of
levels of governance over time — whether for the purpose of monitoring change

within a country, comparing apparent progress or deterioration in one country
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with others, or discerning regional or global trends — as noted earlier. The
KKZ indicators are therefore not appropriately used for rewarding
improvements or punishing deterioration in governance over time. Yet this is
precisely how many users apply them in practice.

Recognising the potential seriousness of the problem created by the extent
to which users of the KKZ indicators tend to draw inferences and make
decisions based on a comparison of countries’ scores over time, Kaufmann et
al. (2005a) propose a “rule of thumb” for using their indicators which seeks to
address this problem®’. The rule of thumb they propose is to use their indicators
toidentify countries whose change in scores over time is large enough, relative
to the size of the scores’ confidence intervals, to ensure that the change in
scores is likely to reflect real change and not merely constitute a statistical
artefact. The rule of thumb is that if, in comparing a country’s score in a given
indicator in two different years, one finds that the confidence intervals for the
two different scores do not overlap, one can be reasonably confident that
change has actually occurred in the country during that period, as regards the
aspect of governance to which the indicator refers, in the direction
(improvement or deterioration) shown by the change in scores'.

Applying this rule of thumb to their indicators for 1996 and 2004, KKZ
find that of the approximately 200 countries covered by their indicators, about
a quarter (56 countries) had scores in at least one indicator that changed enough
over the eight-year period, compared to their confidence intervals, to suggest
actual change had occurred in the quality of governance in those countries®.
For each indicator, however, only a small number of countries” scores showed
enough change to satisfy the rule of thumb: between about 5 and 8 per cent of
all countries covered, depending on the indicator’. Thus, of the 56 countries
whose change in scores satisfied the rule of thumb suggesting actual change,
most did so for only one or two of the six KKZ indicators (37 countries showed
significant change in only one indicator, 11 countries showed such change in
two indicators); in only eight countries did scores change significantly in three
or more indicators — and in three of these the scores showed both improvement
and deterioration.

These figures highlight the limited number of countries, out of the
approximately 200 covered by the KKZ indicators, for which, according to
KKZ’s rule of thumb, users can reasonably infer that change actually occurred
between 1996 and 2004. The very limited extent to which such change in
countries’ scores in one indicator is accompanied by such change in their scores
in other indicators further highlights the danger of using the KKZ indicators
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to draw broader inferences about the nature, the causes, or even the existence
of change in the quality of “governance” — be it within a country or in cross-
country comparisons — over time. Many users seem to ignore these limitations.

(iii) Sample bias

While the list of sources used to produce the KKZ indicators (see
Box 4.1) appears to be reasonably diverse and representative of different
stakeholders — ranging from population surveys to expert assessments and
enterprise surveys — the aggregation procedure used to calculate the
composite indicators assigns less weight to sources that differ from the majority,
as explained previously. The result of this procedure is effectively to give much
more weight to expert assessments and enterprise surveys than to population
surveys — to the point that population surveys carry practically no weight in
the composite indicators®.

The “Voice & Accountability” indicator illustrates: sources with the
highest weights are Freedom House’s “Nations in Transition” (0.39) and
“Freedom in the World” (0.12) and the Economist Intelligence Unit’s “Country
Risk Service” (0.18), whereas sources based on the population surveys
Afrobarometer, Latinobarometer and Gallup International’s “Voice of the
People” carry practically no weight (0.01)".

The reason for these marked differences in weights is precisely the
differences in the perceptions of the quality of local governance reported by
the different groups picked up in the different sources. These differences are
confirmed by recent “mirror surveys” in francophone Africa which show that
the assessments of the quality of local governance given by “experts” differ
substantially from those given by respondents to local population surveys".
For the KKZ indicators to reflect the diversity of perceptions provided by the
population surveys, relative to those provided by expert assessments and
business surveys, the population surveys would have to be given more than
negligible weights in the construction of the indicators. But the opposite is the
case'.

This sample bias in favour of business-oriented perceptions is not unique
to the KKZ indicators. Transparency International’s Corruption Perceptions
Index (CPI), which draws on many of the same sources as KKZ’s “Control of
Corruption” indicator, is characterised by a similar bias. As one of
Transparency’s founders and former head of research has noted, “Of the
17 different institutions providing data for the CPI since 1998, only two do not
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have a private-sector bias... This homogeneity...generates a serious sample
bias, which is a genuine failing of the CPI. The sample is not only private
sector oriented, it is also overwhelmingly male and economically well off.
Effectively, this means that this most influential of indices ignores the
experiences and perspectives of most women, and of the poor and
disenfranchised. It also means that the interests of ‘unofficial businesses’, which
employ the overwhelming majority of the population in poor countries, are
ignored” (Galtung, 2005).

This bias in favour of business surveys and expert assessments'® (both of
which tend to be oriented toward the interests and perceptions of relatively
large formal-sector investors and corporations), which in the KKZ indicators
is exacerbated by their aggregation procedure, is problematic for at least three
reasons.

One, in the words of the World Bank’s 2005 World Development Report, is
that “although societies benefit greatly from the activities of firms, the
preferences of firms don't fully match those of society. This tension is most
evident in taxation and regulation. Most firms complain about taxes, but taxes
finance public services that benefit the investment climate and other social
goals. Many other firms would also prefer to comply with fewer regulations,
but sound regulations address market failures and can therefore improve the
investment climate and protect other social interests” (World Bank, 20044).
Yet, for example, the KKZ indicator on “Regulatory Quality” gives considerably
greater weight to sources that reflect individual business managers’ views on
both labour and environmental regulations as harmful “for the growth of your
business” and “for competitiveness” than it does to sources, notably population
surveys, that reflect others’ markedly different perceptions on the role of such
regulations®. The danger is that users of this indicator could unwittingly be
influenced in their decisions by a hidden bias against labour and/or
environmental regulations, for example.

Second, there is a danger of circular reasoning. Investors” herd behaviour
and the number of major financial crises in developing countries over the last
decade suggest that investors’ confidence levels are not always good indicators
of actual governance realities in a country. Investors themselves increasingly
see this problem. As a US-based international business spokesperson®'
interviewed for this study phrased the problem with today’s governance
indicators: “We are basically talking to ourselves. We need indicators that give
us a more objective understanding of the actual conditions of governance in
developing and emerging-market economies”.
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Third, whether in good faith (as is often the case) or not, governments in
developing countries often resent a perceived private-sector and “western”
bias in the indicators. An important consequence, reported by a major OECD
official donor agency, is that the use of such governance indicators in the
agency’s discussions with recipient governments often left the latter feeling
accused without providing them with any meaningful guidance on the causes
of their governance shortcomings or on how effectively to overcome those
shortcomings. The result was often to polarise discussions, leave recipient
governments feeling alienated, and weaken the very basis for collaboration
between the agency and governments it was intending to help.

A good illustration of such reactions is provided by the Secretary General
of the Association of Caribbean States, Norman Girvan, in his comments on
the use of governance indicators (including the KKZ indicators, those of
Freedom House, and others) in the 2002 UNDP Human Development Report:
“[While] most of the OECD countries get perfect scores in the
indicators...[w]ell-known phenomena in the perversion of these [countries’]
political systems by powerful financial groups and vested interests are
inexplicably omitted. This would require examining factors such as the
transparency of campaign financing, limits on party political funding and the
impact of vested interests on economic decision-making, for example in the
area of trade policy. The developed countries also score highly in Press Freedom
— notwithstanding the domination of the media by huge conglomerates and
the slanted nature of much press coverage of North-South issues — and in
Legal Impartiality — although it is well known that the wealthy are much
better equipped to utilise the justice system than the poor and ethnic
minorities” (Girvan, 2002).

Much to his credit, and undoubtedly in response to such concerns, in a
separate article Kaufmann gives explicit attention to the governance
deficiencies that widely afflict OECD and developing countries alike. The
problem, he explains, is that “the undue emphasis on narrow legalism has
obscured more subtle yet costly manifestations of misgovernance, which afflict
not only poor but rich countries... In particular, where the ‘rules of the game’
have been captured by elites, frequently ignored manifestations of so-called
‘legal corruption’ may be more prevalent than illegal forms, such as outright
bribery, which are the usual focus of attention” in governance indicators
(Kaufmann, 2004). He has thus developed a “legal corruption” indicator that
focuses on such problems of corruption and state capture in rich and poor
countries alike — which nevertheless remains separate from the KKZ indicators
(Kaufmann and Vicente, 2005).
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(iv) Lack of transparency

It is important for users of governance indicators to be able to understand
and even, if they wish, to be able to replicate the calculations by which the
indicators they use are obtained. Few governance indicators have this quality
of transparency. Unfortunately the KKZ indicators are no exception, for at
least four reasons.

First, the large number and diversity of indicators produced by others
that are incorporated into the KKZ indicators makes it very difficult to
understand why a country gets a particular score on a given composite
indicator. This difficulty is all the greater because some of the indicators used
as inputs are themselves very broad and imprecise or lacking in transparency.
For example, existing indicators used to construct the composite indicator
“Voice & Accountability” range from “imprisonment” to “freedom of the
press” to “vested interests”.

Second, there is no list of criteria that each source uses to determine its
country rankings, so of course there is no such list for the composite KKZ
indicators. The judgement of what constitutes good governance depends
entirely on each source, and none reveals its exact criteria. It is therefore
impossible to explain why a country obtains a particular score, or what
concretely it should do to improve that score.

Third, some of the data from the sources are not accessible and others
are difficult or expensive to access. For example, the CPIAs remained un-
accessible outside the World Bank until very recently, and access to the “Global
Risk” data supplied by Global Insight costs $12 700.

Fourth, the fact that some sources comprise existing indicators that refer
either directly or indirectly to economic and business growth or
competitiveness creates the risk, noted earlier, of circular reasoning. For
example, some of the existing indicators used to construct the KKZ composite
indicator “Regulatory Quality” are based on respondents’ assessments of
whether local regulations (notably labour and environmental regulations)
constitute obstacles to growth or investment. Studies that find a link between
“Regulatory Quality” and growth or investment are therefore subject to circular
reasoning.

It should also be clear that, difficult as it is to interpret the meaning of
countries” scores from individual KKZ composite indicators, studies that
combine several or all of the KKZ indicators into a single “governance”
indicator — which KKZ never do — produce results that in our view (see the
section on analysts and academics in Chapter 3) are essentially meaningless.
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Notes

As shown in Box 4.1, a KKZ “source” commonly comprises several indicators
produced by one organisation (e.g. the various ICRG indicators produced by the
Political Risk Service), but a single source may also comprise indicators produced
jointly by two or more organisations (e.g. the Business Environment and
Enterprise Performance Survey — BEEPS — produced jointly by the World Bank
and the EBRD); a single organisation may also produce more than one source
(e.g. the World Bank produces both the CPIA and BEEPS, Freedom House
produces both “Freedom in the World” and “Nations in Transit” which rely on
different survey data and KKZ use as separate sources).

Of the 37 sources used to produce all six composite indicators in 2004 (see Box
4.1), 19 were used for producing the “Voice and Accountability” indicator, 13 for
producing the “Political Stability” indicator, 19 for “Government Effectiveness”,
15 for “Regulatory Quality”, 24 for “Rule of Law” and 22 for “Control of
Corruption”. The average number of sources for each country covered by a
composite indicator in 2004 was between 7 (for both “Government Effectiveness”
and “Regulatory Quality” composite indicators) and 9 (for “Rule of Law”).

The KKZ indicators may therefore measure slightly different things in different
countries (Van de Walle, 2006).

Practically all countries’ scores thus lie between -2.5 and +2.5, with higher scores
signalling better governance.

Kaufmann et al. (20054), explain that there is no evidence for trends in global
averages in governance in their underlying sources over the period they look at.
One may therefore be tempted to conclude that their indicators are comparable
over time. We do not share this belief, however, because a) there is no evidence to
the contrary either, i.e. there is no empirical basis on which to conclude that
there are no trends or other important types of variation in the global quality of
governance over time; b) not only would global averages need to be constant, so
too would standard deviations need to be constant, to allow for reliable
comparisons of levels of governance over time on the basis of the KKZ indicators,
yet there is also no reason to believe that the standard deviations are constant,
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10.

11.

and ¢) many underlying sources used to construct the KKZ indicators do not
allow for reliable comparisons of levels of governance over time. Thus, to
understand the practical consequences of using KKZ composite indicators to
compare levels of governance over time (whether within a country or between
countries), suppose the actual (“true”) level of governance in a country remains
unchanged over time. Its score on any of the KKZ indicators is nevertheless likely
to change for one or more of three reasons: i) change occurs in the score of one or
more of the other 200-odd countries covered by the indicator (e.g. other countries’
improvement, other things equal, causes a deterioration in our country’s score);
i) KKZ include one or more new sources in the construction of the indicator,
which causes change in the weights given to all sources; and iii) one or more new
countries are included in the country coverage of the indicator (e.g. if a new
country has a better score than our country, its inclusion in the coverage of the
indicator will automatically, other things equal, lower the score of our country).

As published in Kaufmann et al. (2002). This figure was revised in Kaufmann et
al. (2003, 2005a).

The violation of the non-correlation assumption also probably leads to inconsistent
estimators (see Appendix I).

According to Kaufmann et al. (20054), the standard error reflects the measurement
error embodied in the point estimates for each country in a given year (see
Box 4.3). Kaufmann et al. (2005a) refers interchangeably to “standard error” and
“margins of error”.

This calculation is again based on the assumption that errors are equally correlated
among sources. However, we suspect that the correlation of errors varies according
to the type of source: Errors in household surveys are likely to be correlated with
errors in other household surveys, errors in expert assessments with those in
other expert assessments, those in business surveys with errors in other business
surveys. Without access to all the underlying sources, we cannot assess ourselves
how high the standard errors would be when assuming different levels of
correlation of errors according to the type of source.

As noted in footnote 9 of Chapter 2, the World Bank Institute has reportedly
decided to begin disclosing countries’ scores on their underlying sources.

Kaufmann et al. (20054a) construct, in addition to their original “static” model, a
“dynamic” model designed to allow comparisons of countries’ governance scores
between 1996 and 2004. While they do not publish countries’ scores based on
their “dynamic” model, they report that the list of countries designated by the
model as countries whose quality of governance changed significantly over the
eight-year interval is largely the same as that which results from applying their
“rule of thumb” to their original, “static”, model.
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12.

13.

14.

15.

16.

17.
18.

Though apparently conservative in its reliance on supposed 90 per cent confidence
intervals, KKZ's rule of thumb of course ignores the weakening of these intervals
caused by the violation of the assumption of non-correlation in sources’ errors at
a given point in time, as just discussed. This effect is distinct from and comes in
addition to the effects of correlation in errors over time, and in unobserved governance
over time, as analysed elsewhere in Kaufmann et al., 2005a (Section 3).

In 24 of these countries the change in scores pointed to an improvement, in 29
countries it pointed to a deterioration, and in three countries it pointed to both
— i.e. significant change appeared in the scores of three countries in several
indicators, of which at least one showed improvement and another showed
deterioration. Specifically, Indonesia showed an improved score in Voice &
Accountability, and deterioration in Political Stability, Regulatory Quality, and
Rule of Law; Latvia showed improvement in Government Effectiveness and
Control of Corruption, and deterioration in Political Stability; Sierra Leone showed
improvement in Voice & Accountability and Political Stability, and deterioration
in Government Effectiveness.

The numbers range from seven countries in the case of “Government
Effectiveness” (three countries’ scores show likely improvement, four likely
deterioration) to 22 countries in the case of “Political Stability” (six countries’
scores showing likely improvement, 16 likely deterioration).

Even if we took a simple average of all sources instead of weighing them according
to their degree of correlation, expert assessments and business surveys would
dominate the overall result because there are few cross-country-comparable
household surveys.

The weights reported here are from Kaufman et al. (2003) since no new weights
were published in Kaufmann et al. (20054). They are weights that would be
assigned to each source for a hypothetical country appearing in all sources used
to produce the indicator “Voice & Accountability”. If a country appears in a subset
of sources, the weights applied would be proportionate to the ones reported for
those sources (Kaufmann et al., 2003).

DIAL (2005, 2006).

It would be useful to run tests to answer the following questions (which we
nevertheless cannot do ourselves because we do not have access to all the data):
Are there systematic biases according to the type of source? Are these biases the
same for all groups of countries (rich and poor, in different regions)? Are the
patterns of correlation the same for all countries, or are there sources which are
more highly correlated for certain countries but not for others? Interpreting the
independent variation in the sources (i.e. the part that is not correlated) as “error”
as do Kaufmann et al. may actually lead to losses of very relevant information (as
noted also in the third footnote in Box 4.3).
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19.

20.

21.

There are few household-survey studies, or data, that are comparable across
countries, whereas there is a large number of expert assessments and business
surveys with large country coverages. Many composite indicators, such as the
CPI and the KKZ indicators, are therefore dominated by data from experts’
assessments and business surveys — not because of a deliberate choice by the
producers of the composite indicators, but because of the paucity of internationally
comparable household-survey data relative to the abundance of internationally
comparable data from experts” assessments and business surveys. Unfortunately,
the data-aggregation methods used to produce the composite indicators fail to
account for this sample bias.

BEEPS reports business managers’ answer to the question, “How problematic
are labour regulations for the growth of your business” and the World Economic
Forum asks them in its Global Competitiveness Survey to give their opinion on
the statement, “Environmental regulations hurt competitiveness” while Global
Insight focuses on “regulatory burdens...that reduce aggregate investment”.

John D. Sullivan, Executive Director, Center for International Private Enterprise,
Washington D.C.
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Chapter 5
Governance and Growth

a Summary N

Current governance indicators are highly positively correlated with
measures of current national per capita income. The challenge is to identify
the direction(s) of causality in the relationship between the quality of
governance and the level of income in a country. We find that beyond the
limitations inherent in the construction of most governance indicators used
for such analysis, research based on those indicators often produces results
that are very sensitive to changes in the econometric model used — the
variables in the model and its underlying assumptions — as shown in

\this chapter. -

Our objective in this chapter is to show that, in addition to the limitations
of governance indicators per se, research based on those indicators often
produces results that are very sensitive to changes in the econometric model
used — the variables in the model and its underlying assumptions. To illustrate
we continue our focus on the KKZ indicators and examine the very important
study by Kaufmann and Kraay (2002a) of the causal relationships between
economic growth and the quality of governance. The authors” remarkable
conclusion, suggested by their title “Growth without Governance”, is that while
better governance tends clearly to promote economic growth, growth per se
does not tend to promote better governance.

Indeed, though remarkable, Kaufmann and Kraay’s finding that stronger
long-term economic growth tends on average to have negative feedback effects
on the quality of governance in countries around the world is not inconsistent
with the findings of other authors. One of the most noteworthy is Mancur
Olson (Olson, 1965, 1982), whose analysis of the tendency for powerful vested-
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interest groups to build up and increasingly weaken key aspects of governance
in a country over time is brought to mind (although Olson also noted that the
actions of such groups, if left unchecked, would eventually slow growth as
well). Also quite consistent with Kaufmann and Kraay’s finding is the ample
research showing strong negative relationships between raw-materials export
rents and the quality of governance in some major oil- and minerals-exporting
countries (e.g. Leite and Weidmann, 1999).

Many other studies argue the opposite. Some make the point that
countries whose governance systems, today or in the past, would probably
receive low scores by the standards of the “Rule of Law” indicator in today’s
context — i.e. countries with poor governance — have achieved strong long-
term economic growth. Among the examples these studies cite are China since
1978, the dictatorships that were the Asian “tigers” in the 1970s and 1980s, the
economic “miracle” of military-ruled Brazil in the 1960s and 1970s, France
during its trente glorieuses after the Second World War, and Switzerland and
the United States in the 19th century (e.g. Meisel, 2004; Chang, 2002). Many
authors have also argued — along the lines of “modernisation” theory — that
a) democracy is a luxury that poor countries can afford only after considerable
growth has been achieved; b) dictatorship is often needed to achieve such
growth (because, in the words of one author, “the more democratic a
government...the greater the diversion of resources from investment to
consumption” (Galenson, 1959); and c) long-term growth will lead to the
emergence of democracy — if not to ever-rising scores on the KKZ “Rule of
Law” indicator (e.g. Lipset, 1959; Huntington and Nelson, 1976). Still other
authors, of course, argue the converse: citing experiences as varied as those of
India in recent years and the United States, they see well-functioning
democracy as most reliably conducive to long-term growth because it
encourages long-term investment, by safe-guarding property rights, and
favours efficient policies in the long run by doing a better job of holding
politicians accountable.

Kaufmann and Kraay’s Model

Kaufmann and Kraay (20024) start from the observation that countries’
scores in all six KKZ indicators tend to be highly positively correlated with
their current per capita GDP levels. The challenge is to identify the direction(s)
of causality, if any, between higher governance scores (better governance) and
higher per capita GDP (economic growth). Is it countries” higher levels of per
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capita GDP that tend statistically to “explain” their better governance scores?
Is it, on the contrary, countries” higher governance scores that tend to “explain”
their higher per capita GDP levels? Or is it both, implying a virtuous circle of
mutually reinforcing growth and governance? Or is it neither, if the correlation
is due to some common but external cause? The authors proceed as follows.

They build a model with three variables, of which one is exogenous
(historical settler mortality rates) and two are to be explained (endogenous)
for each country. The endogenous variables are a country’s current per capita
GDP and its score on the KKZ indicator for “Rule of Law” in 2000. The model
depicts two relationships (in the form of simultaneous equations) according
to which: i) a country’s score on “Rule of Law” explains its current per capita
GDP; and ii) a country’s current per capita GDP and its historical rate of settler
mortality explain its “Rule of Law” score’.

Using data on settler mortality, current per capita GDP and “Rule of
Law” scores, the authors estimate the first equation (in which governance scores
determine per capita GDP) using two different methods of calculation: the
“ordinary least squares (OLS)” method and the “instrumental variables (IV)”
method®. They use historical data on settler mortality rates as an instrumental
variable for “Rule of Law”?. While they find a positive coefficient for the impact
of “Rule of Law” with both methods, they find the coefficient is much larger
when the IV method is used, compared to that found with the OLS method.

Kaufmann and Kraay proceed by a process of elimination to explain the
significant difference between the results obtained by the two methods. They
start with the assumption that one or more of only three types of factors could
explain the difference. One is measurement error embodied in the data used
to produce the “Rule of Law” governance scores. They eliminate this factor as
unlikely, however, because they find the size of measurement error needed to
explain the difference to be implausibly high*.

Asecond factor that could explain the difference is a variable not included
in their model (an “omitted variable”) which has the property of tending to
push countries” per capita GDPs and “Rule of Law” scores in opposite
directions. The authors consider this explanation implausible as well, because
they can think of no variable likely to have significant opposing effects on
countries’ growth and quality of governance.

They find a third explanation more plausible: higher per capita GDP
levels have a negative feedback effect on “Rule of Law” scores, an effect that
is removed by the instrumental variable®. They do not directly estimate this
effect, however, because they cannot identify any convincing instrumental
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variable needed for making such an estimate that has the required property.
Such an instrumental variable would have to be correlated with per capita
GDP, but have no effect on “Rule of Law” scores other than through its effect
on per capita GDP, i.e. it would need to be uncorrelated with every other
determinant of Rule of Law not included in the regression.

Kaufmann and Kraay interpret their model’s equations as capturing the
effects of governance on per capita GDP growth and vice versa in the very long
run. To do so implies two key assumptions:

—  Levels of per capita GDP were roughly the same across countries at the
outset of the changes induced by the interactions captured in the model,
i.e. in the distant past, so that today’s dispersion of per capita GDP levels
among countries is a reasonably good approximation of differences in
long-term growth among countries®.

—  The quality of “Rule of Law” changes little over time in a given country,
so that today’s dispersion in governance scores among countries is a
reasonable approximation of differences in the quality of governance in
countries before substantial differences appeared in their levels of per
capita GDP.

These assumptions allow the authors to conclude — based on their model
and data for 153 countries on settler mortality rates in the 18th and 19th
centuries, current GDP levels and current scores on the KKZ “Rule of Law”
indicator — that i) improvements in the quality of governance in a country
are likely to have a strong positive impact on long-term economic growth in
that country; i) higher long-term growth is likely to have a negative impact
on the quality of governance in the long run; and iii) the negative effect of
stronger growth on the quality of governance tends to be weaker than the
positive effect of better governance on economic growth. It is of course the last
of these — the net effect — that is probably reflected in the positive correlation
observed between current GDP levels and all six KKZ governance indicators.

Our Model

With these debates and examples in mind we build on Kaufmann and Kraay’s
analysis to re-examine their finding of a negative effect of growth on governance,
using the KKZ “Rule of Law” indicator for the latter. We proceed differently,
however, in that we a) include more variables in the two equations, and
b) estimate not only the first but both equations with both the OLS and IV methods.
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Our first equation (see Box 5.1) expresses the average annual growth
rate in per capita GDP of a country from 1970 to 2000 as a function of five
variables for the country:

1) “Rule of Law” 1996 score;
2)  average annual population growth rate over the period 1970-2000;

3)  log of per capita GDP in 1970 (to account for convergence, i.e. the
possibility that countries with higher incomes have lower growth
rates);

4)  geographical region (dummy);

5)  average rate of investment as a share of GDP over the period 1970-
20007

Our second equation (see Box 5.1) expresses a country’s 2002 “Rule of
Law” score as a function of three variables:

1)  thelog of per capita GDP in 1970%
2)  geographic region (dummy);
3)  historic settler mortality rate.

Box 5.1. Our Model
(1)G].=B0+B1L].+BZI]. +B3P].+B4R].+B5y].+e].
2 L].=y0+y1y]. +y2R].+y3X].+V].
G = average annual growth rate in GDP per capita
L =Rule of Law
I= Average investment rate (gross capital formation) as a percentage of GDP

P = average annual population growth rate

R = a vector of regional dummies (with 42 vector of coefficients)

y = log per capita GDP

x = history (proxied by settler mortality)
e = error term

vV = error term

j = country
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The motivation for our choice of variables in the two equations is
threefold: a) we wish to account for possible bias caused by omitted variables
by including more variables that may significantly affect per capita GDP
growth and “Rule of Law” scores, respectively, in our two equations; b) we
wish to distinguish the effect of income growth and income levels (standards
of living) over a time horizon of the past 30 years’; and c) we wish to relax
somewhat one of Kaufmann and Kraay’s assumptions mentioned earlier,
namely that the quality of governance in a country does not change much
over time, so that its current governance score is a good proxy for the quality
of its governance before substantial per capita GDP differences emerged across
countries.

We estimate our first equation with OLS, then with IV, methods.
Following Kaufmann and Kraay we use settler mortality as an instrument for
“Rule of Law” and test the sensitivity of our results to the choice of instrument
(by using the natural logarithm of the number of years of independence' and
the historical adult illiteracy rate in 1970"). In line with Kaufmann and Kraay’s
results, we find that the coefficient for “Rule of Law” is much higher when the
method of estimation is IV than when it is OLS.

We then estimate the second equation (which explains countries” “Rule
of Law” scores with their per capita GDP levels) with IV in addition to OLS
methods. If “Rule of Law” changes very slowly, then current “Rule of Law”
may be related to “Rule of Law” in 1970. Since “Rule of Law” in 1970 is
unobserved and therefore not in our equation, it will be found in the error
term. For a simple OLS regression to be valid, every explanatory variable has
to be uncorrelated with the error term. However, “Rule of Law” in 1970 in the
error term is likely to be highly correlated with GDP levels in 1970. Based on
the fact that infant mortality rates are highly correlated with per capita GDP
levels, yet are unlikely to have an impact on “Rule of Law” scores other than
through their correlation with per capita GDP, we use infant mortality rates
per 1 000 live births in 1970 as an instrumental variable for per capita GDP
levels in 1970".

Our findings do not confirm the conclusions of Kaufmann and Kraay
(2002a). We find a significant positive coefficient for the impact of per capita
GDP on “Rule of Law”, suggesting in other words that living standards tend
to have a positive impact on governance, as well as vice versa. The positive
coefficient is in fact significantly higher when the method of estimation is IV
than when it is OLS®. We test the sensitivity of our results to the choice of
instrument by using life expectancy at birth, the log of historical per capita
GDP levels in 1913 (Maddison, 2003), and the number of passenger cars per
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1 000 inhabitants, in various combinations, as alternative instruments for per
capita GDP. Our results prove to be insensitive to the choice of instruments'.
(See Appendix II for the results of the test of the over-identifying restrictions.)

While we cannot confirm Kaufmann and Kraay’s finding of a negative
feedback effect of growth on the quality of governance, we do not, however,
infer that growth necessarily leads on average to better governance. Rather,
we feel that we should look for other possible explanations, beyond their
original three. One possibility, and avenue for further research, to plausibly
explain the difference between the OLS and IV estimates in both equations —
theirs and ours — is heterogeneity®. Amodel based on panel data, which include
time-series as well as cross-sectional data, could account for heterogeneity.
Unfortunately, the lack of comparability over time of scores on the KKZ
composite indicators, explained earlier, makes it problematic to construct such
a model.

Furthermore, Kaufmann and Kraay’s finding of a negative impact of
growth on the quality of governance might be true for a subgroup of countries,
or there might be different stages of the relationship between governance and
living standards. A model that takes into account non-linearities may therefore
be more appropriate than both our and Kaufmann and Kraay’s linear model.

Growth and Democracy

An alternative approach to analysing the causal relationships between
governance and growth worth noting is one developed in Przeworski et al.
(2000). Their analysis relies not on perception data on governance, but on
objective criteria for distinguishing on a yearly basis between democracies
and non-democracies (and among the latter between “authoritarian” and
“bureaucratic” dictatorships'®) based on transparent, objective and accessible
data for 141 countries between 1950 (or a country’s year of independence) and
1990. While their choice of criteria for regime definition can of course be
contested, the transparent construction of their data set makes it relatively
easy to replicate their analysis. That transparency also gives clear substantive
content and objective “meaning” to their data and analysis (including the
limitations of the data).
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One of the remarkable findings of Przeworski et al. (2000) is that while
the economies of democracies and non-democracies grow on average at about
the same rates, non-democracies tend to have higher population growth rates
— women have more than twice as many children, perhaps for their “insurance
value”, i.e. as a hedge against greater economic uncertainty — which means
that per capita growth tends to be higher in democracies. The authors also
find that democracies and non-democracies tend to follow different growth
paths:democracies make more efficient use of technology and human capital,
exploit labour and women less, help people live longer, spend more on social
programmes, and use a smaller labour force more productively than non-
democracies. The latter depend more on capital and use a larger labour force
less productively:they pay workers significantly less.

The authors also find evidence of a poverty trap. In the poorest countries,
political regimes make no difference for growth, probably because states —
democracies or otherwise — lack the resources necessary to make a difference.
Democracies also become dictatorships more frequently in poor countries.

Regarding the impact of growth on regime type, the authors find that
per capita GDP has a very significant (lagged) effect on the probability of a
country’s making a transition to democracy, as well as vice versa. They also
find the effect of per capita GDP on stabilising democracies — so they don't
become non-democracies — significant. Specifically, the “life expectancy” of
a non-democracy (i.e. the average waiting time for a democratic transition)
shrinks from 20 years at a per capita GDP level of $1 000, to 11 years at
$10 000, and 6 years at $20 000"”.Growth thus helps countries to become
democracies, and it also, and more powerfully, helps them to remain
democracies.
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Notes

1. A simultaneous equations model jointly explains two or more endogenous
variables in which each endogenous variable can be a function of other
endogenous variables as well as of exogenous variables (and an error term). An
endogenous variable in a simultaneous equation model is a variable that is
explained by the equations in the model (as opposed to being determined outside
the model). The explanatory variable “Rule of Law score” in the first equation is
explained by the second equation. The explanatory variable “per capita GDP” in
the second equation is explained by the first equation. They are therefore both
endogenous.

2. The advantage of the IV method over the OLS method is that it corrects for the
endogeneity of an explanatory variable — in this case “Rule of Law” scores in
the first equation. Contrary to the OLS method, the IV method therefore takes
into account the fact that “Rule of Law” scores are themselves determined by per
capita GDP levels and the other variables in the second equation.

3. Acemoglu, Johnson et Robinson (2001) were the first to use data on settler mortality
rates in different countries in the 18th and 19th centuries as instruments for the
quality of governance in those countries today, on the grounds that colonial
powers had weak incentives to establish the institutions of good governance,
and stronger incentives to establish institutions for rent extraction (i.e. poor
governance institutions), in colonies where a permanent European presence had
great difficulty to take root because of high settler mortality rates. As data on
settler mortality are available for only 68 countries, Kaufmann and Kraay use
data on tropical location (as measured by distance from the equator) and on
colonial origins (as measured by the fractions of the population speaking English
or a major European langue) to expand the size of the sample to 153 countries.
They report that the results are similar for the restricted and the enlarged data
sets.

4. The authors calculate the effect of per capita GDP on “Rule of Law” (second
equation) by using the information on the OLS and IV regression in the first
equation. Because this information is not sufficient to calculate the parameters in
the second equation, the authors further need to identify the measurement error

ISBN 92-64-02685-1 © OECD 2006 85



Uses and Abuses of Governance Indicators

86

in GDP data and governance scores, and the correlation between the error terms
in both equations (see their paper for details). As these are unknown, they estimate
the impact of per capita GDP on “Rule of Law” for different values of those
unknowns to find out what values would allow for a positive impact of per capita
GDP on “Rule of Law”. They use the standard errors of “Rule of Law” (see
previous chapter) as a benchmark for the measurement error in governance to
judge whether measurement error would have to be implausibly high to allow
for a positive impact of per capita GDP on “Rule of Law”, and find those values
to be implausibly high.

While the overall correlation between per capita GDP levels and “Rule of Law”
scores is determined by the model’s two equations (the effect of per capita GDP
on “Rule of Law” and the effect of “Rule of Law” on per capita GDP), some of
the correlation might also be due to other variables moving per capita GDP and
“Rule of Law” in the same direction. The OLS method ignores the existence of
the relationship in the second equation. In doing so, the OLS coefficient for the
impact of “Rule of Law” on per capita GDP in the first equation reflects the overall
correlation between per capita GDP and “Rule of Law” and not the impact of
“Rule of Law” on per capita GDP. If the inverse effect of per capita GDP on “Rule
of Law” (second equation) were to be negative, one would expect the “true”
coefficient for the impact of “Rule of Law” on per capita GDP to be higher than
stated by OLS. The IV method, in estimating the coefficient for the impact of
“Rule of Law” on per capita GDP (first equation) takes the second equation into
account. It thus comes closer to the “true” coefficient for the impact of “Rule of
Law” on per capita GDP than the OLS method.

It is common among econometricians to interpret currect dispersion of per capita
GDP levels among countries as reflecting differences in their long-term growth.

Annual average gross fixed capital formation from 1970 to 2000, depending on
data availability (World Development Indicators, World Bank).

We also used per capita GDP in 1950, 1960, 1980 and 1990. We use historic per
capita GDP as we i) suspect that per capita GDP changes can affect Rule of Law
(or other institutions) only after time; and ii) want to measure prosperity as far as
possible, in tempore non suspecto, i.e. not itself influenced by the variable it is
supposed to explain: current Rule of Law. We use GDP levels, since we believe
that current Rule of Law levels are more likely to be related to past GDP levels
than to past growth rates; i.e. a causal link to Rule of Law is more plausible from
absolute standards of living or prosperity levels. Ideally, we would like to have
comparable-over-time Rule of Law indicators from the 1970s to today in order to
be able to explain the direction in which Rule of Law evolves by income levels as
well as by GDP growth. Since we do not have such time-comparable Rule of Law
indicators since the 1970s, we look at the relationship between GDP and Rule of
Law levels.
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10.
11.
12.

13.

14.

15.

16.

If changes in per capita GDP do not affect Rule of Law and vice versa within a 30-
year time frame, their effects on each other in a much longer time period appear
to be of little relevance for current policy making, though they may be from a
historical research perspective.

Using data from Online CIA Factbook.
Using data from the World Bank’s World Development Indicators.

One possible omitted variable in the error term that could be correlated with our
instrument is democracy. In democratic societies, infant mortality rates might be
lower and the regime type may influence the Rule of Law. We include Przeworski
et al.’s regime variable for 1970 (and for 1980 and 1990 in subsequent tests) and
find it to be insignificant (Przeworski et al., 2000).

Interestingly, the more recent the period, the lower are the IV and the higher are
the OLS coefficients for the impact of per capita GDP on “Rule of Law”; i.e. the
coefficients start to converge. Possible explanations for such patterns are the
subject of further, ongoing, work by Christiane Arndt.

The instruments we use in our two equations are admittedly imperfect. Settler
mortality is likely to pick up differences in the physical environment (benign vs.
harsh and unhealthy) as well as differences in the institutional environment or
in the quality of early governance not included in the regression. And infant
mortality is likely to be correlated with other determinants of the Rule of Law
not included in the regression. We acknowledge that this instrumental variable
approach may not identify the causality channel precisely, but we see it as a test
of Kaufmann and Kraay’s conclusion that growth tends per se to have a negative
impact on governance quality (see Rigobon and Rodrik, 2004, for an alternative
approach).

Heterogeneity refers to the fact that the relationship between growth and
governance may differ significantly from one country to another in ways that
our models do not capture. For example, the same improvement in the quality of
Rule of Law may raise per capita GDP significantly more in one country than in
another, ceteris paribus. Neither our model nor KKZ’s model takes this difference,
or “heterogeneity” (i.e. differences in coefficients and/or in variances across
countries, in technical terms), into account. As the models do not account for the
individual differences across countries, they will be found in the error term. If
these cross-country differences are correlated with our explanatory variables (per
capita GDP, per capita growth, Rule of Law), our OLS and IV coefficients will be
distorted in the two equations.

They define a regime as a non-democracy in a given year if it meets one or more
of the following four conditions: i) the chief executive is not elected; ii) the
legislature is not elected; iii) there is no more than one party (this condition applies
if there are no parties, if there is only one party, if the current term of office ends
in the establishment of non-party or one-party rule, or if the incumbents
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17.

unconstitutionally close the legislature and rewrite the rules in their favour), or
iv) none of the preceding conditions applies but the incumbents will have or
already have held office continuously by virtue of elections for more than two
terms (e.g. Singapore, Botswana, Mexico until 2000) or have held office without
being elected for any duration of their current tenure in office, and until today or
until the time when they were overthrown they had not lost an election.

Dollar figures are 1985 international prices (from Heston and Summers, 1993;
Penn World Tables 5.6).
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Chapter 6
Moving Forward

4 N

Building on findings of previous chapters — including that most
governance indicators lack transparency and are not well suited to help
developing countries identify how to improve the quality of local
governance — this chapter briefly looks at promising new developments
in the “market” for governance indicators. It argues that while there will
never be one perfect governance indicator, the production and use of more
transparent governance indicators will better serve the needs of both
external users and developing countries seeking to improve the quality of
local governance. )

Summary

The remarkable explosion of growth in the demand for, and use of,
governance indicators has been — and continues to be — driven largely by
international investors and providers of official development assistance whose
awareness of the importance of the quality of governance in developing
countries for the success of their investments in or assistance to those countries
has greatly increased in recent years. Reflecting both the management maxim
that “what you cannot measure you cannot manage” and the need for practical
instruments to use in their business and aid-budget-allocation decision-making
processes in the face of the complex and often poorly understood realities of
governance in developing countries, both groups rely primarily on perceptions-
based composite governance indicators.
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Perceptions-based Indicators

Two reasons go far to explain the importance of perceptions-based
indicators, relative to that of facts-based indicators: a) the data required to
construct facts-based indicators are often lacking, or lacking credibility, for
developing countries; and b) the gap between the de jure “facts” which facts-
based indicators often use and the informal, largely unwritten, institutions
which they tend to ignore but often weigh much more heavily in de facto
governance realities in developing countries, means that facts-based indicators
can be seriously misleading. Some early debate focussed on the issue of
whether users should rely more on facts-based indicators, despite these
problems, because of the inherently subjective and non-replicable nature of
perceptions-based indicators. And indeed, from a strictly scientific perspective,
the fact that users can normally replicate facts-based but not perceptions-based
indicators constitutes an important advantage of the former over the latter.
But recognition of the significant elements of subjectivity inherent in the
selection and interpretation of data used in the construction of facts-based
indicators, added to the problems of data shortages and the gap between formal
and informal institutions, has largely resolved this debate in favour of a
consensus that the two types of indicators should be understood not as
substitutes but as potentially useful complements that supply different types
of information.

Moreover, from a practical investment decision-making perspective, the
fact that many perceptions-based indicators reflect mainly business-oriented
perceptions, from both inside and outside the country, can be of considerable
value in its own right, i.e. for investors, whether or not those perceptions
correctly reflect the quality of local governance as seen from the perspective
of non-business interests (e.g. perspectives that are more adequately reflected
in household surveys). The fact that users tend to rely on the same indicators
which they see their peers using (and this is as true of other users as it is of
business users) has led to a veritable bubble effect. The risk, of course, as
implied by the US business spokesperson (who noted that a serious
shortcoming of governance indicators for businesspeople is that in using them
“we are talking mainly to ourselves”), and one that is analogous to the problem
of country-risk rating systems explained in Chapter 3, is that perceptions-
based governance indicators can be subject to herd behaviour by the “experts”
on whose assessments they tend to rely, as noted for the KKZ indicators in
Chapter 4. These indicators may therefore provide too little objective
information about the quality of local governance for the very needs of local
and foreign business decision makers.
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Indeed, as others have also noted, perceptions-based indicators typically
reflect perceptions of governance outcomes, not their causes or mechanisms. A
“rule of law” indicator, for example, tells us how secure business people feel
about their property, but little about precisely what makes them feel that way.
Thus, as a former World Bank country director noted about the Bank’s
governance prescriptions, which rely on such governance indicators, they
“come very close to a tautology. What is required for growth? Good
governance. And what counts as good governance? That which promotes
growth” (B. Kavalsky cited in The Economist, 2005).

Composite Indicators

The widespread use of composite indicators in turn reflects an
understandable tendency on the part of users to reduce the complex realities
of governance to a single number, for a given country in a given year, in order
to facilitate a comparison of the quality of governance among countries and/
or over time. Yet the very techniques used to quantify and synthesize a diversity
of qualitative governance features into a single number make it difficult
meaningfully to compare those numbers either across countries or over time
— with the partial exception, illustrated by the “rule of thumb” developed by
Kaufmann et al. as explained in Chapter 4, of using indicators only to compare
scores across countries and over time that are significantly different from one
another. Our analysis of how governance indicators tend widely to be used
points to a great deal of misuse in this regard, by academics and other
development analysts as much as by international investors and providers of
development assistance.

Transparency Paradox

Particularly serious from the perspective of using governance indicators
as a policy tool to help improve the quality of local governance is the fact that
composite indicators tend to be characterised by a lack of transparency. One
reason for this lack of transparency is that most of the widely used composite
indicators are perceptions-based indicators and, as such, are both not replicable
by users, and determined by subjective views of which users cannot be fully
aware. A second reason is of course the complexity of the information that a
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composite indicator conveys with a single number — complexity due to the
diversity and often large number of underlying indicators used in its
construction — which is the very raison d’étre of composite indicators. A third
reason is the absence of a clear underlying conceptual framework and a lack
of clarity of the precise criteria for scoring. A fourth is the difficulty for users
to gain access to some of the underlying indicators used to construct a given
composite indicator — whether because they are expensive or simply not
available for public usage.

The importance many aid donors attach to using governance indicators
precisely to give transparency as well as coherence to their aid-budget-allocation
decisions, in which they pay growing attention to the quality of governance
in potential recipient countries, means that this lack of transparency of the
governance indicators constitutes a serious problem. It is paradoxical, to say
the least, for donors and investors to judge and sometimes punish developing
countries for a perceived lack of transparent governance on the basis of such
non-transparent indicators.

Internal and External Stakeholders

Also important to underline is the fact that from a developing-country
perspective, the active users of governance indicators for decision-making
purposes are overwhelmingly foreign investors and donors — referred to in
the literature as “external stakeholders”. Already by the late 1990s, concern
was emerging that developing countries” own governments, business
associations, NGOs and other such “internal stakeholders” were largely unable
to use governance indicators to help bring about actual improvement in the
quality of governance in their countries.

The reasons are largely the same: The lack of transparency, lack of
underlying conceptual framework or theory of governance to help identify
the causes of the governance outcomes reflected in the indicators, lack of clarity
of the precise reasons why a country receives a particular score on a given
indicator — all these features of the most widely used governance indicators
undermine their usefulness as potential policy tools for developing countries.
To bring about needed improvements in governance, internal stakeholders
need indicators that can help them identify specific governance problems and
monitor progress in reform with a degree of precision that is well beyond that
of most governance indicators currently in use.
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Moreover, while greater transparency is necessary for most indicators
to be useful as policy tools, it is not sufficient. A good illustration is the set of
facts-based governance indicators used by Przeworski, et al. (2000) cited in
Chapter 5. These indicators are quite transparent, but they are not likely to be
useful for identifying specific governance problems to be overcome in a given
country or for closely monitoring the success of efforts to do so. The reason, of
course, is that the indicators serve to define discrete political regime-types
(whether a given country qualifies in a given year as a “democracy”, and if
not whether it is an “autocracy” or a “bureaucracy”), categories which
constitute an objective, replicable, basis for identifying associations between
different regime-types and economic characteristics (average level of economic
growth, demographic growth, capital intensity, etc.) but which do not reveal,
any more than do perceptions-based indicators, the process or steps countries
need to follow to overcome barriers to transforming themselves from one
regime-type to another".

New Initiatives

Growing concern that governance indicators provide little guidance for
efforts actually to improve the quality of governance in developing countries,
together with a growing focus on the needs of internal stakeholders (and
concern about too little local “ownership” of efforts to improve governance),
have generated important new initiatives since the late 1990s. Like any other
effort to measure governance, these new indicators of governance will be
subject to non-trivial measurement errors and policy makers should be cautious
not to over-interpret small differences in scores across countries and over time.
The real value-added in these initiatives is therefore not that they are less
subject to measurement error, but that they produce indicators which are both
more transparent and concrete enough to be more directly useful for policy
makers in developing countries to identify specific kinds of change that are
needed. We briefly present four such initiatives, and include others in Box 6.1.

WBI's Governance Diagnostic Surveys
Daniel Kaufmann and his team at the World Bank Institute have

developed country-specific “Governance Diagnostic Surveys” that involve
separate surveys in a given country of: 2) households as users of public services;
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b) business managers; and c) public officials®>. An important feature of these
Diagnostic Surveys is that they allow for a triangulation of results to compare
the perceptions of the three groups. Another is that many of the questions
seek explicitly to draw on respondents” direct experience, rather than simply
on their generic impressions®. Both the ability to differentiate among different
population groups (including in different geographic regions) and the
specificity and experienced-based nature of the questions make the results
more helpful for governments to design targeted strategies to combat
corruption and other governance problems. Thus, for example, results for Sierra
Leone indicated that a much higher percentage of households (60 per cent)
were paying bribes in trying to obtain a public service than were managers
(20 per cent) in trying to obtain a license or permit; results for Peru indicated
a much higher rate of bribery being paid by households trying to obtain a
public service in the Andean sierra region (about 15 per cent) than by
households in the tropical selva region (about 7 per cent); and those for Albania
showed public officials reporting that more than 50 per cent of customs
inspectors “purchase” their positions, which helped the government design
an Action Plan in 2003 to reform staff recruitment, improve the auditing of
customs warehouses and enhance personnel policy by systematically carrying
out individual staff evaluations and rotating staff every two to three years.

Results such as those cited here from Sierra Leone and Peru must of
course be interpreted with care, not least because different respondent groups
may have different fears or other motivations to under- or over-state their
true experience, for example. Our point is simply that these country-specific
Diagnostic Surveys, launched in the late 1990s, are very useful for policy makers
and others seeking to improve the quality of governance in a given country —
probably more so than are the KKZ and other composite indicators that are
now widely used, and misused, by development analysts and academics as
much as by international investors and official development agencies.

TT's Global Corruption Barometer

In 2003, Transparency International launched an annual household
survey, covering up to 50 000 people in 64 countries, which is carried out for
TI by Gallup International. Two important features of this public opinion
survey, called the “Global Corruption Barometer”, are that TI provides the
disaggregated data (per question and per country) free of charge on its
webpage, and that the results are comparable across countries and over time.
These results include information on how people report their direct experience
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of corruption, as well as their perceptions of corruption and expectations of
future corruption. The data distinguish between corruption in public and
private institutions and between petty and grand corruption, which allows
users to assess where households report corruption’s impact to be greatest*.

DIAL (Development, Institutions and Long-term Analysis)

This public research organisation based in Paris undertakes household
surveys to assess governance and democracy in Sub-Saharan Africa and Latin
America in co-operation with national statistical offices in the countries where
they work. These surveys include many experience-based questions’ designed
to produce results that are comparable both across countries and over time.
DIAL undertakes “mirror” surveys in which “experts” and local households
are asked the same questions and their answers compared. Furthermore, DIAL
asks the experts what they believe the answers of the local households to be.
Among their findings, for example from a cross-country comparison of
perceptions of corruption in Africa, are that while the experts expected on
average that 32 per cent of the local population would believe bribery to be an
acceptable practice, only 5 per cent of the local population actually reported
holding this belief; and while the experts believed that 54 per cent of the
population would say it had experienced acts of corruption during the
preceding year, only 13 per cent reported it had. Since the experts” assessments
reported in these mirror surveys are largely similar to those embodied in the
widely used perceptions-based indicators we have discussed throughout this
study, DIAL’s results raise further serious questions about the degree of
inaccuracy and bias likely to be embodied in those indicators.

Metagora

DIAL is also part of the so-called “Montreux-Munich-Brussels Process”
(InWEnt, 2004) which brings together users and producers of quantitative
indicators of governance, democracy and human rights. The process was
launched in 2000 with a conference in Montreux, Switzerland, on “Statistics,
Development and Human Rights”. Held under the auspices of the International
Association for Official Statistics® and organised by the Swiss Federal Statistical
Office and the Swiss Development and Co-operation Agency with the support
of 15 organisations’, this conference was followed in 2002 by three further
meetings, two organised by the European Commission (Eurostat) together
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with InWEnt®: ) in Munich on “Measuring Democracy and Good Governance”,
and b) in Brussels on “Statistics and Human Rights”, and one organised by
the Mexican National Commission for Human Rights with the support of
Switzerland: the “International Seminar on Indicators and Diagnosis on
Human Rights” in Merida. These were followed in 2005 by ¢) the New Delhi
meeting on “Engendering and Empowering Governance Indicators” organised
by the UNDP Oslo Governance Centre together with the Indian Council on
Social Science Research and d) the Paris meeting on “Measuring Democracy,
Human Rights and Governance” organised by Metagora’.

Metagora is a pilot project, designed in the follow-up of the Montreux
Conference and supported by the European Commission together with the
governments of France, Sweden and Switzerland. It is implemented under
the auspices of PARIS21, an OECD-hosted consortium whose aim is to foster
more effective dialogue between producers and users of statistics on
development issues. Metagora works at the national level in developing
countries with a “bottom up” approach, involving international partners (e.g.
DIAL) along with local partners, including local statistics authorities. Its
purpose is to help diverse local stakeholders develop methods and tools with
which to produce the data and indicators they need to formulate or evaluate
specific national policies to promote democracy, human rights and governance.
It is particularly active in francophone Africa, South Africa, the Andean
Community, Mexico, Sri Lanka and the Philippines, and with Palestinians.

Box 6.1. More New Initiatives to Produce Governance Indicators

UNDP: The UNDP Oslo Governance Centre plans to assist 6 to 8 pilot countries
in producing non-ranking “core” governance indicators which reflect universal
aspects of governance relevant in all countries at both the national and local
levels, and more country-specific “satellite” indicators, all to be used for pro-
poor and gender sensitive policy reform. See http://www.undp.org/oslocentre/
cross.htm.

UNU and ODI: The United Nations University undertook the first phase of a
“World Governance Assessment” between 2002 and 2002 and a second phase by
the United Kingdom's Overseas Development Institute is planned for 2006. The
methodology and complete survey results of the first phase, based on responses
from some 100 parliamentarians, civil servants, government officials, business
people, academics and NGOs in 16 developing and transition countries, are
publicly available. See http://www.odi.org.uk/wga_governance/About WGA html.
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Box 6.1 (contd.)

MINEFI: France’s Ministry of the Economy, Finance and Industry has compiled
an Institutional Profile Database from surveys of staff at official French economic
missions in 51 countries, and in 2006 is undertaking an identical survey, plus
additional questions, in the missions in 85 countries. The questionnaire and the
disaggregated data are available free of charge. See http://www.cepii.fr/
francgraph/bdd/institutions.htm.

OECD: The OECD Directorate for Public Governance and Territorial
Development plans in the coming years to develop and compile transparent,
mainly facts-based, indicators of efficient public services in OECD countries to
serve as a basis for diagnosing specific civil-service problems in countries, for
monitoring the success of reforms, and for comparing countries. The initial
focus will be on inputs and processes (e.g. budget processes, nature of the civil,
service, structure of government, etc.), with data on the nature and scope of
public services and their quality (e.g. processing time, customer/citizen focus,
accessibility) to be gathered in a second phase. See http://www.oecd.org/gov/
indicators.

Transparency of Indicators: An Imperative

An important challenge for new governance indicators is to gain
acceptance and become widely used in a field that is overcrowded with existing
indicators. Their success will depend on their use by decision makers. While
most users rely on indicators they see the majority of their peers using —
there has been a real bubble effect as we noted earlier — our recommendation
to users is not to join the herd. Assess alternative sets of indicators critically to
determine their true suitability for your needs.

The criteria for determining the usefulness of different governance
indicators can be expected, of course, to vary according to their user’s purpose.
One can also only agree with those like the UNDDP, in their Governance Indicators:
A Users” Guide (Sudders and Nahem, 2004), who strongly urge users to “use a
range of indicators” — which it describes as users” “Golden Rule One” — on
the grounds that, “A single governance indicator which captures the subtleties
and intricacies of national situations...does not exist. Using just one indicator
could very easily produce perverse assessments of any country and will rarely
reflect the full situation.” Yet it is equally true, as the UNDP also immediately
notes, that “having too many indicators results in a different range of problems,
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including alack of focus and burdensome data collection and analysis”. What
is their proposed solution? “The key,” they say, is for users to employ “a
balanced set [of indicators] with sufficient but not superfluous information.”

We believe it even more important to emphasise the need for greater
transparency in the production and use of governance indicators. Specifically,
we believe it possible, and important, for users, especially “external
stakeholders”, to raise the minimum-quality standard they set for the governance
indicators they use — particularly as regards the transparency of those indicators
— relative to those widely in use today. Our reasoning is as follows.

—  Recent and growing efforts to respond more effectively to the needs of
“internal stakeholders” are now generating in-depth and relatively
transparent governance-related information, and indicators, which can
also be very useful for international investors, providers of ODA,
academics and other development analysts.

— Answers to more experience-based questions, together with triangulated
and “mirror” surveys that objectively differentiate the assessments of
“experts” from those of other important and clearly defined population
groups, can be used to reduce the likely inaccuracies and biases embodied
in composite perceptions-based indicators and provide other valuable
information for users — internal and external alike — who wish to make
comparisons across countries and/or over time.

Our recommendation is therefore to move beyond the distinction between
relatively transparent indicators built to serve “internal stakeholders” and
the policy needs of developing countries, on the one hand, and composite
perceptions-based indicators widely used — and misused — by “external
stakeholders” for cross-country comparisons, on the other. Transparent and
publicly available sets of governance indicators based on facts and/or the
perceptions of a diversity of clearly defined population groups both within
and outside countries can be aggregated for broad cross-country comparisons
of greater use, and accuracy, for all groups'. They should be aggregated with
a technique that does not effectively attribute negligible weights to sources
that differ from the majority (see also Box 4.2)'". Not only would such
transparent and publicly available indicators be useful for the purposes of
diverse user groups, they are likely to foster fruitful discussion and greater
understanding of the causal mechanisms that lie behind governance problems
both within and across countries.

To achieve such greater understanding of the causes of governance
realities requires users effectively to understand the strengths and limitations
of the indicators they use — as the UNDP also emphasises in making such
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understanding their “Golden Rule Three”. This understanding in turn requires,
in our view, achieving a degree of transparency in the production of indicators
that fulfils two criteria:

—  Full disclosure of methods and criteria for scoring: Producers should clearly
explain for non-specialists the methodology used to construct their
indicators, including underlying assumptions that give de facto “meaning”
to specific indicators (e.g. stricter labour or environmental regulations
are assumed to lower the quality of governance) along with a full list of
underlying indicators incorporated in the construction of composite
indicators, and clarification of the purposes for which data used to
produce each underlying indicator were originally collected.

—  Full disclosure of countries” scores: Producers should publish not only
countries’ scores on each composite indicator but on each of the
underlying indicators from which the composite indicator is constructed.

Meeting this standard of transparency in the production and use of
governance indicators is not only important to help overcome the damaging
reality, resented today by many developing countries, that they are pressured
to raise their standards of transparency in governance by OECD-based
suppliers of funds who use highly un-transparent indicators to judge them.
Much more positively, and ultimately more importantly we believe, is the
likelihood that raising the level of transparency embodied in the governance
indicators that international investors, providers of aid, analysts and
academics, as well as domestic policy makers and other “internal” stakeholders
all use, will greatly facilitate discussion among them on how best to bring
about needed improvement in the quality of local governance. In doing so it
will also probably reveal how [ittle we still understand about the institutions
needed for good governance in developing countries — reflected as well in
the lack of a recognised theory of governance from which to construct
governance indicators.

Encouraging organisations to clarify the norms and criteria behind their
standards for “good governance” by setting higher standards for the
transparency of the indicators they use should thus help to strengthen the
bases, both analytical and political, for better understanding the kinds of
institutions most conducive to development in developing countries today.
This should in turn help raise awareness both locally and internationally of
how best to try to overcome obstacles to achieving those institutions. Raising
the standards of transparency that we demand in the governance indicators
we use, and produce, should thus help effectively to improve the quality of
governance in developing countries.
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Notes

Another prominent example of amore transparently constructed set of governance
indicators is the Polity Project that was put into place in 1975 by Ted Gurr at the
University of Maryland. Ted Gurr and his associates have assembled a large
historical data set (Polity I, II, and III, IV) which in its latest version comprises
161 contemporary countries with populations of more than 500 000 inhabitants
reaching back in the oldest states to about 1800, or to the year of independence
for the more recent ones (M.G. Marshall, K. Jaggers and T. R. Gurr, 2005). Based
on a variety of sources for each country, including objective data such as the
countries’ respective constitutions, the authors use a particularly transparent
coding method to produce indicators on the competitiveness and openness of
executive recruitment, the constraints on the chief executive, the regulation of
participation and the competitiveness of political participation, and aggregate
these “authority variables” into a democracy indicator, an authority indicator,
and a combined Polity Indicator. This information on the authority characteristics
of most countries in the world, on an annual basis, is very useful for both cross-
country studies and studies of change over time. But it is not obvious how policy
makers can use these indicators to identify the specific kinds of change required
actually to improve governance in their country.

As of early 2006, WBI Governance Diagnostic Surveys had been carried out in
Albania, Benin, Bolivia, Brazil, Cambodia, Ecuador, Ghana, Guatemala, Guinea,
Haiti, Honduras, Indonesia, Latvia, Madagascar, Mozambique, Paraguay, Peru,
Sierra Leone, Slovakia and Thailand (see http://worldbank.org/wbi/governance/
capacitybuild/diagnostics.html ).

A generic question, of the type often addressed to “experts” whose assessments
supply the data used in KKZ and other perceptions-based indicators, would be,
“Rate the level of corruption in your country on a scale of 1 to 7", whereas typical
experienced-based questions are, “In 2005, on average, what percentage of the
time of the director and managers of a business like yours was spent negotiating
with public officials?” and, “In 2005, on average, what do you believe to be the
total percentage of profits that a business like yours spends dealing with public
officials in public and private affairs, meals, parties, etc.?”

See http://www.transparency.org/policy_research/surveys_indices/gcb
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5. Using as proxies for actual corruption households’ perceptions on corruption that
do not relate directly to households” concrete personal experiences can produce
misleading results. Olken (2006) compares a measure of missing expenditure in
the context of a road-building programme in rural Indonesia with the perceptions
of the villagers on the likelihood of the diversion of money in the road project.
He finds that ethnically heterogeneous villages have higher perceived corruption
levels but lower levels of missing expenditures. He suggests that this reverse
correlation may be explained by the lower levels of trust and greater citizen
monitoring observed in heterogeneous villages.

6.  Achapter of the International Statistical Institute (ISI), the International Association
for Official Statistics is an NGO bringing together producers and users of official
statistics that presents itself as “an open and universal forum where to regularly
consider the development of official statistics and in particular its role and
contribution in a democratic society” (http://www.stats.govt.nz/iaos/home.htm).

7. These include four UN bodies (UNICEF, UNECA, UNHCR, UNFPA), the
International Labour Office, the European Commission (Eurostat), the Council of
Europe, the European Free Trade Association, university-based centres and others.

8. InWEnt is Internationale Weiterbildung und Entwicklung (International Capacity
Building), ajoint undertaking by Germany’s Federal Government, state (Lander)
governments and industry to provide education, exchange and dialogue
programmes every year for about 55 000 specialists, executives and other decision
makers in industry, politics, administration and civil society from developing,
transition and OECD countries.

9. Further important meetings include the “The Conference on Measuring
Governance” sponsored by the World Peace Foundation and the Program on
Intrastate Conflict, Conflict Prevention, and Conflict Resolution at Harvard
University’s John F. Kennedy School of Government in May 2003, and two
workshops on the Measurement of Human Rights organised by the Carr Center
for Human Rights Policy at the Kennedy School with the support of the Macarthur
Foundation in May 2005 and July 2006.

10.  According to the World Bank’s Global Monitoring Report (2006), some progress
is being made toward developing composite indicators on the basis of
disaggregated “action-oriented” indicators.

11. The OECD’s Statistic Directorate (Nardo et al., 2005) has published a “Handbook
on constructing composite indicators: methodology and user guide”. The
handbook aims to provide a guide for constructing and using composite indicators
for policy makers, academics, the media and other interested parties. It discusses
different aggregation methods and shows through examples that the choice of
aggregation method heavily influences countries’ positions on indicators. While
there is no perfect aggregation method, the handbook suggests to perform a
sensitivity analysis to find out how changes in the aggregation method and in
the inclusion and exclusion of sub-indicators affect countries” scores and their
relative position with respect to other countries.
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AppendixI
Aggregation Methodology for the KKZ
Composite Indicators

We first describe the model and the assumptions underlying the
aggregation procedure, then we explain the aggregation procedure step by step.

The Model

Kaufmann, Kraay and Mastruzzi use an unobserved components model:

Lo y(k) = adk) + Bk)(s() + (k)

List of Abbreviations and Indices

j Country, j=1,2....]

k Indicator (subcomponent of the composite indicator), k=1,2...K

v(k observed score on indicator k for country j

80) Unobserved “true governance”, in our example true Rule of Law. g(j) is postulated to
exist in the form of a normally distributed random variable with mean 0 and standard
deviation 1.

(k) Disturbance term also referred to as error term. It consists of not only perception and

measurement error and sampling variation, but also the imperfect relationship
between the particular concept measured by indicator k and the corresponding
broader aspect of governance. Judicial independence and crime as measured by
World Markets Online for example might be imperfect proxies for Rule of Law.

ak), p(k)  Coefficients serving to map, together with the disturbance term &(j k), unobserved
governance into the observed data.

o gZ(k) Variance of the disturbance terms of indicator k common to all countries j

ISBN 92-64-02685-1 © OECD 2006 103



Uses and Abuses of Governance Indicators

Thus, if j = Singapore and k= the indicator from World Markets Online
for Rule of Law, then y(j k) is the observed score on the World Markets Online
indicator for Rule of Law in Singapore and g(j) is the “true” Rule of Law in
Singapore, the variable we are interested in.

The unobserved components model is used to account for the fact that
governance itself is not observable and that we can only approximate it by
aggregating the scores we obtain on each indicator, y(j,k). In order to be able
to estimate the unknown “true governance”, g(j), it is convenient to put the
error term together with g(j) into brackets.

The Assumptions Underlying the Model

1)  The random terms &(j,k), called the disturbance terms, are uncorrelated
with each other, i.e. perception errors are uncorrelated across indicators
and countries. Some assumption of this type is necessary for the
identification of the model parameters. The mean of £(j k) is zero for all
jk.

2)  The disturbance term has the same variance, o-sz(k), across countries
within a given indicator but may have a different variance across
indicators.

3)  The relationship between unobserved governance and observed
indicators is linear.

4)  The disturbance terms £(j k) are statistically independent of the
unobserved components g(j) for all j and k.

5)  Unobserved governance g(j) have a joint normal distribution and the
disturbance terms &(j k) have a joint normal distribution.

Estimating the “True” Level of Governance

The “true” level of Rule of Law in a specific country is unknown. We can
only estimate it conditionally on the results we obtain for each indicator in the
Rule of Law Cluster. These indicators are aggregated in order to estimate the
“true” level of Rule of Law.
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First of all, Maximum Likelihood estimates of a(k) f(k) and o (k) are
obtained.

This is based on the following Likelihood function:

2. Ll 80,20, (K))= H @770 " - epl- - (1) - a) () -

K =number of indicators

J = number of countries

y(j) = the Kx1 vector of the y(j,k)’s for country j

y = the JKx1 vector of the y(j,k)’s for all countries
o = Kx1 vector of the a.(k)’s

B = Kx1 vector of the B(k)’s

Q= pp’ +diag {c *(k)-p(k)*}

The weights for each indicator in the aggregation procedure are inversely
proportional to its error variance, i.e. the greater the variance of the error term
the smaller the weight. They are given by:

3. w(k) = A GRS

K

1+ Y o, (k)?

Kaufmann et al. base their estimate of “true” governance on a weighted
average of the rescaled observed scores with the weights w(k) functions of
relative error variances (equation 3). Rescaled means that a(k) is subtracted
from each observed score y(j,k) and the result is then divided by B(k). This is
based on rewriting formula 1 and taking a mathematical expectation. We are
dealing with a calculation of expected values and the expected value of the
disturbance term, &(j k), is by assumption 0.

The conditional distribution of unobserved governance g(j) is normal as
a consequence of the assumptions with the following mean (Equation 4) and
the following standard deviation (Equation 5).

X()

wik)- y(j. k) —a(k)

+ ElbO.esl- 3 0
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This standard deviation declines in the number of individual indicators
in which a particular country appears and increases in the variance of the
disturbance term on each of these indicators.

The following section describes the estimation of the “true” level of
governance (Equation 4) and its standard deviation (Equation 5) step by step.

The Aggregation Procedure Step by Step

The several hundred indicators from the 37 data sources are assigned to
the 6 governance categories: “Voice and Accountability”, “Political Stability”
and “Absence of Violence”, “Government Effectiveness”, “Regulatory Quality”,
“Rule of Law” and “Control of Corruption”.

Each of the 6 aggregate indicators is then constructed in 11 steps. For the
purpose of illustration, the calculation of the Rule of Law indicator is described:

1) All indicators from the same source in the Rule of Law cluster are
combined into a single indicator. The source World Markets Online for
example provides two indicators that are relevant for “Rule of Law”:

Judicial Independence — “an assessment of how far the state and other
outside actors can influence and distort the legal system. This will determine
the level of legal impartiality investors can expect.” — and

Crime — “how much of a threat businesses face from crime such as
kidnapping, extortion, street violence burglary and so on. These problems
can cause major inconvenience for foreign investors and require them to
take expensive security precautions.” (Kaufmann et al., 2003, p.87).

A simple average of these indicators is taken. As we have combined all
indicators from the same source into one indicator, we have now as many
indicators as sources in the Rule of Law cluster, namely 24.

2)  Eachindicator constructed in this way is rescaled, so that higher outcomes
correspond to better outcomes. A further rescaling is achieved by first
subtracting the minimum possible score and then dividing by the
difference between the minimum and maximum possible score.
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3)  Each of the 24 sources for “Rule of Law” is classified as representative or
non-representative depending on the distribution of the included
countries across geographical regions and income. For “Rule of Law”,
nine of the ten representative sources are expert assessments.

4)  For the representative indicators in the Rule of Law cluster, the estimates
of the unknown parameters, a(k), f(k) and & *(k), are obtained using
Maximum Likelihood Estimation (Equation 2)'. The indicators that obtain
similar result to the other indicators will have a low estimated o, (k),
whereas indicators that are not correlated with the other indicators will
have larger error variances. The reasoning behind this calculation is that
the correlation of scores is due to the same underlying concept of “true”
governance and not due to a correlation of perception errors, an
assumption that is discussed below.

5)  Weight calculation: Thus, highly correlated indicators will have a larger
weight than other indicators, as the weights assigned to each indicator
(equation 3) are inversely proportional to their imputed error variance.

6) Equation 4 can now be estimated for each country using only the
representative sources, so that an estimation of the “true” level of Rule
of Law, g(j), is obtained for each country.

7)  The standard error of these estimates is calculated (Equation 5).

8)  The non-representative indicators are regressed on these estimates of
unobserved governance to obtain estimates of a(k), B(k) and ¢ *(k), for
the non-representative indicators. They are corrected for the attenuation
bias imparted by measurement error in the estimates of unobserved
governance obtained in Step 6 by using the standard error obtained in
Step 7.

9)  Drawing on all indicators, representative and non-representative, new
weights (Equation 3) and based on that, new estimates for the “true”
level of Rule of Law for each country (Equation 4), can be calculated

10) The estimates of “Rule of Law” for each country are rescaled by
subtracting the mean across countries and dividing by the standard
deviation across countries. Almost all scores are now in the range between
-2.5 and 2.5.

11) The standard error (Equation 5) is recalculated.

ISBN 92-64-02685-1 © OECD 2006 107



Uses and Abuses of Governance Indicators

108

What consequences does the violation of the assumption that
disturbances are not correlated have?

The assumption allows us to identify the portion of the variation in scores
across countries within each indicator caused by measurement error. An
indicator that is highly correlated with the other indicators is interpreted as
having a small residual variance (Kaufmann et al., 2003). If errors are correlated,
the covariance terms in the maximum likelihood function are improperly set
to zero. This invalid constraint imposed on the likelihood function makes
inconsistency likely. The Maximum Likelihood Estimation procedure is likely
to lead in this case to inconsistent estimates of alpha, beta and the error
variance?. The estimates for governance obtained in step 1 to 6 would therefore
be inconsistent and the standard error would be higher. Step 8, the regression
of the non-representative indicators on these estimates for governance would
therefore produce inconsistent estimates for alpha, beta and the error variance
and can also not be appropriately corrected for measurement error in the
estimates for governance, as the standard error obtained in Step 7 is probably
underestimated.

In sum, in case of correlated errors, we suspect that the aggregation
procedure will produce biased and inconsistent estimates. Kaufmann et al.
warn that the reported margins of errors are already quite high assuming the
best-case scenario, i.e. the non-correlation of the disturbance term. In the likely
case of correlated disturbance terms across indicators, the margins of errors
will be even higher, making the cross-country classification even more difficult.

Notes

1. The reason why MLE cannot be applied to the non-representative sources is that
the distribution of unobserved governance in the subset of countries covered by
these sources is different than the distribution in the whole set of countries. g(j)
will therefore not follow a standard normal distribution which is required for
(this application of) MLE.

2. The likelihood function specified contains a diagonal matrix assuming that the
covariance of the error variances equals 0 which under Normality implies
independence of disturbances. It would be interesting to use the General Method
of Moments approach to allow for correlation of disturbance terms and therefore
a non-diagonal covariance matrix (as well as deviations from Normality).
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AppendixII
Governance and Growth

List of Variables
Variable Description and Source

Africa Regional Dummy for Africa

Cars78to81 Passenger cars (per 1 000 people), data either from the year 1978, 1979, 1980 or
1981, World Development Indicators, also available cars 1990 and cars1996

Ce Control of Corruption 2000, Kaufmann et al. composite indicators, ranges from -3
to+3.

East Asia Regional Dummy for East Asia

Eastern Europe

Regional Dummy for Eastern Europe

EngFrac the “first” language variable, corresponding to the fraction of the population
speaking English, Hall and Jones (1998)

EurFrac the “first” language variable, corresponding to the fraction of the population
speaking one of the major languages of Western Europe: English, French, Germar
Portuguese, or Spanish, Hall and Jones (1998)

Fitlnsetmor Ln of Settler mortality, (Acemoglu, Johnson and Robinson, 2001)

Gdp GDP Levels: PIB, (million 1990 International Geary-Khamis), Maddison (2003)

Gdpc Per capita GDP: (1990 International Geary-Khamis dollars), Maddison (2003)

Ge Government Effectiveness, Kaufmann et al. composite indicators, ranges from -3
to+3.

Greb0s Annual average growth rate in gdpc in the 50s

Grc70t02000 Annual average growth rate in gdpc from 1970 to 2000

Grpop70t02000 Annual average growth rate in pop from 1970 to 2000

Illit Adult illiteracy rate, World Development Indicators

Infantmor Mortality rate, infant (per 1 000 live births), World Development Indicators

Investrate Average investment rate (gross capital formation) as percentage of GDP, World
Development Indicators

Latin America  Regional Dummy for Latin America

Lgdpc Ln of gdpc

Lives Life expectancy at birth, total (in years). (WB 1994, series 387)

Lnyearsindp Ln of years of independence, CIA,
http://www.cia.gov/cia/publications/factbook/fields/2088.html

Pop Population (000 at mid-year), Maddison

Rl Rule of Law, Kaufmann et al. composite indicator. ranges from -3 to + 3.

Rq Regulatory Quality, Kaufmann et al. composite indicator. ranges from -3 to+3

West Asia Regional Dummy for West Asia

Note: The years given in the table are only suggestive; we used Maddisor's GDP per capita data for instance

from 1900 to 2000.
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Table A.IL1. Explained Variable: Growth of Per Capita GDP

. OLS v v
Explanatory Variables 1 2 3)
Ln of GDP per capita 1970 -0.014 -0.029 -0.021
(0.002) (0.009) (0.006)
Rule of Law 1996 0.011 0.040 0.026
(0.002) (0.017) (0.010)
Average investment rate (gross capital formation) 0.128 0.106 0.115
as % of GdP, wdi (0.019) (0.033) (0.026)
Growth rate in the population 1970-2000 -0.620 -0.376 -0.534
(0.157) (0.298) (0.222)
Regional dummies (Western countries base level)
Africa -0.008 0.023 0.002
(0.007) (0.021) (0.012)
East Asia 0.009 0.032 0.014
(0.006) (0.017) (0.011)
Eastern Europe -0.005 0.038 0.005
(0.007) (0.027) (0.014)
Latin America 0.008 0.048 0.021
(0.006) (0.025) (0.014)
West Asia 0.009 0.034 0.014
(0.007) (0.019) (0.011)
Instruments
Settler mortality X X
Adult illiteracy rate 1970 X
Ln of years of independence X
Summary statistics
Number of observations 128 127 107
R-Squared 0.639 0.007 0.467
SER (Standard Error of the Regression) 0.013 0.021 0.016

Notes:

(1) reggrc70to2000 1gdpc1970 grpop70to2000 investrate rl1996 Reg*.

(2) ivreg grc70t02000 1gdpc1970 grpop70to2000 investrate (r11996=fitlnsetmor) Reg®*.

(3) ivreg grc70t02000 1gdpc1970 grpop70to2000 investrate (r11996=illit1970 fitlnsetmor Inyearsindp) Reg*2.
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Table AIL2. Explained variable: Rule of Law 2002

OLS OLS OLS OLS v v v v

Explanatory Variables a @ G @) ) © o ®)

Ln of GDP per capita 1960 0.484 1.180

(million 1990 International  (0.097) (0.275)

Geary-Khamis dollars)

Ln of GDP per capita 1970 0.538 1.110

(million 1990 International (0.090) (0.210)

Geary-Khamis dollars)

Ln of GDP per capita 1980 0.609 0.999

(million 1990 International (0.084) (0.155)

Geary-Khamis dollars)

Ln of GDP per capita 1990 0.738 0.963

(million 1990 International 0.074) 0.122)

Geary-Khamis dollars)

Ln of Settler mortality -0.232 -0190 -0134 -0.062 -0.052 -0.022 0.008 0.037
(0.084) (0.082) (0.080) (0.072) (0.120) (0.111) (0.098) (0.085)

Regional dummies

(Western countries base level)

Africa -0.853 -0.750 -0.616  -0.302 0.113 0.077  -0.028 0.036
(0.283) (0.273) (0.260) (0.232) (0.482) (0.414) (0.341) (0.282)

East Asia -0.681 -0.566 -0.517  -0.404 0.411 0.382 0.098  -0.074
0.269) (0.259) (0.240) (0.207) (0.520) (0.437) (0.333) (0.259)

Eastern Europe -1.218 -1.181 -1.156  -1.291 -0.668 -0.732  -0.869  -1.152
(0.337) (0.325) (0.308) (0.175) (0.450) (0.405) (0.346) (0.191)

Latin America -1.231 -1.140 1116 -0.862  -0.850 -0.752  -0.880  -0.688
(0.233) (227) (0.214) (0.195) (0.322) (0.301) (0.252) (0.222)

West Asia -0.876 -0.868 -0.872  -0494  -0.770 -0.731 -0.791 -0.353
0.247) (0.238) (0.226) (0.207) (0.305) (0.281) (0.246) (0.222)

Instruments

Infant mortality rate (per X

1 000 live births) 1960

Infant mortality rate 1970 X

Infant mortality rate 1980 X

Infant mortality rate 1990 X

Summary statistics

Number of observations 134 134 134 154 127 129 130 151

R-Squared 0.652 0.676 0.707 0.744 0.515 0.569 0.661 0.728

Standard Error of regr. 0.648 0.626 0.595 0.535 0.777 0.730 0.645 0.554

Notes:

1) regrl2002 1gdpc1960 Reg* fitlnsetmor.
reg 112002 1gdpc1970 Reg* fitlnsetmor.
) reg 12002 1gdpc1980 Reg* fitlnsetmor.
) reg 12002 1gdpc1990 Reg* fitlnsetmors.
) ivreg 112002 (1gdpcl960=infantmor1960) Reg* fitlnsetmor.
) ivreg r12002 (1gdpcl970=infantmor1970) Reg* fitlnsetmor.
) ivreg r12002 (1gdpcl980=infantmor1980) Reg* fitlnsetmor.
) ivreg 112002 (1gdpcl990=infantmor1990) Reg* fitlnsetmor*.

XN O LN

(
(
(
(
(
(
(
(
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Table A.I1.3. Rule of Law 2002

Explanatory variables v v v v
M @) G @
Ln of GDP per capita 1970 (million 1990 0.950 0.840 0.835 1.034
International Geary-Khamis dollars) (0.191) (0.140) (0.158)  (0.134)
Ln of Settler mortality -0.095 -0.144 -0.089  0.022
(0.095) (0.104) (0.095) (0.094)
Regional dummies
(Western countries base level)
Africa 0.018 0.035 0.314
(0.402) (0.331) (0.303)
East Asia 0.269 0.079 0.127
(0.391) (0.277)  (0.258)
Eastern Europe -0.965  -1.016
(0.296) (0.198)
Latin America -0.841 -0.928  -0.313
(0.268) (0.232) (0.254)
West Asia -0.095 -0.645  -0.400
(0.095) (0.258)  (0.239)
Instruments
Infant mortality rate 1970 X X
Infant mortality rate 1980 X
Infant mortality rate 1990 X
Life expectancy at birth, total (in years) 1970 X X
Passenger cars (per 1 000 people) 1978-1981 X
Passenger cars (per 1 000 people) 1990 X
Summary statistics
Number of observations 96 96 73 122
R-Squared 0.712 0.588 0.789 0.743
Standard Error of regr. 0.602 0.703 0.505 0.547
Test of overidentifying restrictions: chi-square 2.957 0.806 0.329 3.660
(p-value) (0.086) (0.369) (0.567)  (0.056)
Notes:
(1) ivreg r12002 (1gdpc1970 = infantmor1970 lives1970) Reg* fitlnsetmor®.
2) ivreg r12002 (1gdpc1970 = infantmor1970 lives1970) fitinsetmor.
(3) ivreg r12002 (1gdpc1980 = infantmor1980 cars78to81) Reg* fitlnsetmor.
(4) ivreg r12002 (Igdpc 1990 = infantmor1990 cars1990) Reg* fitlnsetmor.

112 ISBN 92-64-02685-1 © OECD 2006



OECD Development Centre Studies

Notes

We tested the endogeneity of the Rule of Law variable in the growth equation
and found that Rule of Law is endogenous in the growth equation (the residual
of the reduced form regression of Rule of Law on all predetermined variables is
significant when added to the OLS growth regression). We therefore decided to
instrument Rule of Law in line with Kaufmann and Kraay.

Stata"™ code: Reg stands for regression, ivreg for instrumental variable regression.
The first variable is the explained variable and the following variables are the
explanatory variables. (r11996= fitlnsetmor) means that the variable “Rule of Law
1996” is instrumented by “settler mortality”.

We tested the endogeneity of the GDP per capita Variable in the Rule of Law
equation and found that GDP per capita is endogenous in the Rule of Law
equation (The residual of the reduced form regression of GDP per capita on all
predetermined variables is significant when added to the OLS growth regression).
We therefore decided to instrument GDP per capita.

Stata™ code.

The choice of the reported IV regressions is based on the number of available
observations.

Stata™ code.
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Development Centre Studies
Uses and Abuses of Governance Indicators

Rapidly rising attention to the quality of governance in developing countries is driving explosive
growth in the use of governance “indicators” by international investors, donors of official development
assistance, development analysts and academics.

This study helps both users and producers of governance indicators to understand the strengths

and weaknesses of the best and most widely used indicators, helps them find their way through the
jungle of hundreds of existing governance indicator datasets, and shows how governance indicators
tend to be widely misused both in international comparisons and in tracking changes in the quality of
governance in individual countries. It also explains recent developments in the supply of governance
indicators, arguing that while there will never be one perfect governance indicator, the production and
use of more transparent governance indicators will better serve the needs of users and developing
countries alike.

Highly informative and equally persuasive.

Adam Przeworski,
Carroll and Milton Petrie Professor of Politics, New York University

Should be required reading by all who publish or use governance indicators, especially those who are
making policy or offering policy advice.

John D. Sullivan,
Executive Director, Center for International Private Enterprise

Given the proliferation of governance indicators, Arndt and Oman offer a welcome assessment of how
existing studies are best interpreted and used by scholars, aid agencies, governments and businesses.
This careful appraisal of present knowledge will be the basis for launching the next round of inquiries.

Hilton L. Root,
Former US Treasury Department official, author of Capital and Collusion, Princeton University Press.
A seminal study. Extremely thorough. Should reach a very wide audience.

Francois Roubaud,
Director of Research, Développement, Institutions et Analyses de Long terme (DIAL)

The full text of this book is available on line via these links:
http://www.sourceoecd.org/development/9264026851
http://www.sourceoecd.org/emergingeconomies/9264026851
http://www.sourceoecd.org/governance/9264026851

Those with access to all OECD books on line should use this link:
http://www.sourceoecd.org/9264026851

SourceOECD is the OECD’s online library of books, periodicals and statistical databases. For more information
about this award-winning service and free trials ask your librarian, or write to us at SourceOECD@oecd.org.
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16 NOVEMBER 2005
ANALYSIS: How to Measure Openness?
Towards an International Index

Government transparency ranks as a fundamental human right and an
essential element in developing effective democratic governance.
Nonetheless, international freedom of information advocates face a
daunting challenge in quantifying and evaluating government openness
and access to information in different nations.

A wide range of researchers have pioneered the development of indexes
for measuring and assessing openness around the globe. Some of these
efforts use surveys and polls to establish the subjective perceptions of
individuals, advocacy groups, and officials about their own and other
governments. Others combine evaluations of experts, researchers, and
journalists, observing as outsiders the legal and practical realities of each
society. Several more economically-oriented approaches examine aspects
of regulation and corruption by looking specifically at market and
business-related factors. Still others, including Sheila Coronel in The Right
to Know: Access to Information in Southeast Asia, rely on a set of
objective criteria tested by approaching directly the government being
measured.

This debate will be critical as civil society groups and democratic
advocates around the world move forward in appraising progress and
demanding reform on openness issues in their own countries and in
international institutions. By laying out some of the options that are now
available to tackle this important problem, freedominfo.org hopes to
begin a conversation that can lead to productive contributions and an
ultimate consensus on quantifying the successes and failures of freedom
of information around the world.

World Bank

Over the past six years, a number of researchers at the World Bank
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Institute (WBI), the World Bank's research arm, have evolved a model
of aggregate governance indicators to assess the quality of governance in
a manner more precise than the anecdotal evidence on which most
policy-makers ordinarily rely.

e Daniel Kaufmann, Aart Kraay, and Pablo Zoido-Lobaton
'Governance Matters™
"Aggregating Governance Indicators,"” companion paper
(October 1999)
In 1999, Kaufmann, Kraay, and Zoido-Lobaton derived their
method of aggregate governance indicators in an attempt to
combine the numerous cross-country indices that were then being
used to measure different aspects of governance, with the
advantage of thereby being able "to quantify the precision of the
both individual sources of governance data as well as the
aggregate governance indicators."

Definition of Governance: the set of traditions and institutions
by which authority in a country is exercised, specifically:

0 The process by which those in authority are selected and
replaced
1) VOICE AND ACCOUNTABILITY
2) POLITICAL STABILITY AND ABSENCE OF VIOLENCE

0 The capacity of government to formulate and implement
policies
3) GOVERNMENT EFFECTIVENESS
4) REGULATORY QUALITY

0 The respect of citizens and state for institutions that govern
interactions among them
5) RULE OF LAW
6) CONTROL OF CORRUPTION

In analyzing the empirical data they collected, the authors focused
on the six aggregate indicators listed above, representing basic
principles of governance. Each of the indicators used are
subjective, measuring the perceptions of individuals as to the
quality of governance. This data is derived from two different
types of sources: polls of experts, which represent country ratings
from commercial and other organizations; and surveys of citizens,
conducted by international organizations or other non-
governmental organizations.

The authors admitted the drawbacks of their model, in particular
that a broad range of different types of sources and variation
among the indicators generate imperfect conclusions, as does the
fact that certain of the indicators only cover a particular sample of
countries--some larger, some smaller or more focused--and that
different units of measurement are used in each source. They
conclude that, despite their initial instincts to the contrary,
governance cannot be measured with precision and the
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statistically significant differences, particularly among the majority
of countries that fall in the center of the spectrum, make it difficult
to confidently distinguish the countries. Nonetheless, aggregate
governance indictors can be useful for translating various data
sources into a coherent framework, and, although still imprecise,
the aggregate indictors cover a larger sample and are more
reliable than any one indicator alone. From their study, the
authors conclude that governance matters: they show "empirical
evidence of a strong causal relationship from governance to better
development outcomes."

Kaufmann and Kraay. "Growth Without Governance' (2002)

In a subsequent study entitled "Growth Without Governance,"
Kaufmann and Kraay looked specifically at a feature of corruption
as it affected the governance indicator data, predominantly in
Latin America and other transition economies: the phenomenon of
state capture--which occurs "[i]f the fruits of income growth
largely accrue to an elite that benefits from misgovernance, then
any possible positive impact of income growth on governance
could be offset by the effect of the elite's negative influence.” The
implications lie in matters of reform, and particularly in identifying
and targeting of country-specific needs which, in the case of states
where growth is inhibited by capture, require "much more
emphasis must be placed on promoting mechanisms of external
accountability, voice, participation, and transparency.

Kaufmann and Kraay. ""Governance Matters I111: New
Indicators for 1996-2002 and Addressing Methodological
Challenges"”

Kaufmann and Kraay updated their research in 2003 with
"Governance Matters Ill: New Indicators for 1996-2002 and

Addressing Methodological Challenges.” The later reports greatly
increase the number of data sources as well as the number of
countries included in the study, including up to 199 countries for
the 2002 data. By means of illustration, the 2003 paper looks at
the U.S. Government policy on the Millennium Challenge Account
(MCA), which announced rules for allocation of funds according to
governance-based factors, including the degree to which potential
recipient countries "govern justly," "invest in people," and
"promote economic freedom.”" Kaufmann and Kraay in their
conclusions caution against attempting to group countries based
on levels of governance rather than viewing them in relation to
one another, because of the relative imprecision of the indicators.
In addition, the authors assess for the first time any trends over
time appearing in their aggregate data covering 1996-2002, and
conclude that although "[i]nterpreting these trends is difficult ...
we can state with some confidence that there is little if any
evidence of improvements in global governance over the period
we consider."

Roumeen Islam, Do More Transparent Governments Govern
Better? (June 2003)

Islam sets out to delve deeper into how the availability of
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economic information and the legal framework for access to
information affects the quality of governance in a given state; she
further examines how restrictions on information--particularly
limitations on media freedom--can reduce the quality of
governance. Building on scholarship examining the way in which
available economic data improves the function of economic
markets, Islam creates two new mechanisms: a "Transparency
Index" and an "Access to Information Index." The Transparency
Index looks at 11 representative variables from real, fiscal,
financial and external sectors and evaluates each of 169 countries
in terms of the availability of economic data in comparison to an
ideal, or "desirable,” frequency level. She subsequently looks at an
Access to Information Index, based on the existence of a FOI law.
It is unclear from the methodology presented whether she
considers any factors beyond the existence of statutes, although
she discusses in her analysis the importance of subjective factors--
including implementation and FOI practice--in the question of who
governs. Islam concludes that both the transparency index and
the access to information index show a positive correlation with
the quality of governance (based on KKZ) and, therefore that
"there is a close relationship between better information flows and
how fast economies grow."

Center for Public Integrity

The Center for Public Integrity is a nonprofit, non-governmental
organization that sponsors and promotes investigative journalism and
reporting on public policy issues in the United States and around the
world. The Center receives funding from the Open Society Institute (OSI),
among other organizations and individuals.

e As part of its Global Integrity Project, launched in 2001, the
Center produces in-depth country reports, focused "on the
existence and effectiveness of mechanisms that prevent abuse of
power and promote public integrity, and on the access that
citizens have to their government.” Reporting for the country
reports is conducted by in-country teams of independent social
scientists and investigative journalists who observe both legal
restrictions and practical realities of access and transparency on
the ground.

e The Center has also developed a quantitative assessment in the
form of the Public Integrity Index. Countries are rated based on
six broad categories: Civil Society, Public Information and Media;
Electoral and Political Processes; Branches of Government;
Administration and Civil Service; Oversight and Regulatory
Mechanisms; and Anti-Corruption Mechanisms and Rule of Law.
These categories are further broken down into 80 separate
indicators and 238 subindicators, which together seek to quantify
the existence of public integrity mechanisms, the effectiveness of
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these mechanisms, and citizens' access to public information and
ability to hold their government accountable. (View the
Indicators) The question of access to information falls within the
first major category and includes two indicators: whether citizens
have a legal right of access to information, and whether access to
information functions effectively in practice. Subindicators focus on
the legal availability of government records and the opportunity of
appeal for government denial of access.

Freedom House

Freedom House is the oldest nonprofit, non-governmental organization
dedicated to monitoring and promoting human rights and democratic
freedoms around the world. Founded in 1941 by Eleanor Roosevelt and
others, Freedom House has been publishing its standard-setting
comparative survey on Freedom in the World since 1972. Freedom House
has also been conducting a global assessment of press freedom annually
since 1980.

Freedom of the Press 2005

Freedom House's annual survey of media independence covers
transparency and, in particular, considers as part of its
methodology whether states have freedom of information
legislation and, if so, whether journalists are able to use it to
gather information from the government. The data comes from
overseas correspondents and traveling staff, findings of several
other human rights organizations, geographic and geopolitical
specialists, reports from governments and multilateral bodies, and
various domestic and international news media.

The Freedom of the Press survey calculates numerical scores for
each country and, based on this score, designates countries as
either "Free,” "Partly Free" or "Not Free." The total score is given
out of 100 points, and includes 30 points for criteria related the
Legal Environment, 40 for the Political Environment, and 30 for
the Economic Environment; lower scores indicate greater
freedoms. Within the legal category, 2 points may be awarded
based on the question, "Is freedom of information legislation in
place and are journalists able to make use of it?" Under the
political criteria, there is also the potential for 2 points to be given
based on the question, "Is access to official or unofficial sources
generally controlled?” In some of the individual country reports
presented, there is mention of the role of access to information
laws and practices with regard to journalistic freedom.

Freedom in the World 2005

Freedom House also publishes a survey of political rights and civil
liberties annually. Each country is given a numerical rating and a
freedom designation based on two categories, political rights and
civil liberties. This survey does not attempt to rate governments or



government policy, but rather "the real-world rights and freedoms
enjoyed by individuals," and therefore reflects more broadly the
interaction between governments and nongovernmental actors.

The methodology of Freedom in the World is largely based on
established standards in the Universal Declaration of Human
Rights. A team of regional experts and scholars evaluates a broad
range of data from governmental sources, non-governmental
organizations, and the media. Within the category of Political
Rights, the survey checklist covers Electoral Process, Political
Pluralism and Participation, and Functioning of Government (which
includes the question, "Is the government accountable to the
electorate between elections, and does it operate with openness
and transparency?"), and under the heading of Civil Liberties the
inquiry considers Freedom of Expression and Belief, Associational
and Organizational Rights, Rule of Law, and Personal Autonomy
and Individual Rights.

PricewaterhouseCoopers / Kurtzman Group

e Opacity Index
This index measures countries' degree of opacity--"the degree to
which they lack clear, accurate, easily discernible and widely
accepted practices governing the relationships among businesses,
investors, and governments, which form the basis of most small
scale, high frequency risks." The Opacity Index compares 48
countries based on 65 objective variables and data from 41
different sources. The methodology measures opacity based on
five distinct components: business and government corruption
(costs from corruption, based on Transparency International and
other sources); ineffective legal system (overall function of legal
system, effectiveness in resolving disputes and protecting
businesses); economic costs of doing business (including losses
from bureaucratic red tape, non-transparent taxation, and costs
from organized crime and terrorism); inadequate accounting and
governance practices (degree to which accounting and banking
laws in accordance with international standards); and harmful
regulatory structures (security of capital investments).

The final score is derived by rescaling all of the above categories
and taking the simple average of the five sub-indices; separately,
the scores for each individual sub-index can show companies
where the threats lie in each country and whether they might be
able to seek legal redress. The writers of the Opacity Index
conclude that, which few exceptions, "higher levels of opacity
strongly correlate with slower growth and less foreign direct
investment in all markets.” In fact, the analysis shows, for every
1-point increase in a country's opacity based on the Index, per
capital increase falls by $986.



Download the Opacity Index 2004

Transparency International

Transparency International (T1) is a non-governmental organization
dedicated to combating corruption on a global scale. Internationally, Tl
"raises awareness about the damaging effects of corruption, advocates
policy reform, works towards the implementation of multilateral
conventions and subsequently monitors compliance by governments,
corporations and banks." The Tl network also includes more than 85
national chapters around the world that monitor institutions and advocate
reforms within countries.

e In the 2003 version of its annual Global Corruption Report,
Transparency International focused its analysis on the right of
access to information as an integral part of the struggle against
corruption. The report includes regional assessments, data and
research, and shorter reports on different right to information
issues.

e TI's conclusions are based in part upon its Corruption
Perception Index (CP1), a composite index first introduced in
1995 as a means to "captur[e] the degrees of corruption perceived
by international and domestic business communities.” The CPI
draws on a number of different surveys from institutions that poll
individuals and decision-makers about the extent to which they
believe public power is misused in their countries.

Inter-American Commission on Human Rights

e Annual Report, 2003 (Office of the Special Rapporteur for
Freedom of Expression)

Within its Annual Report, the Office of the Special Rapporteur
includes a "Report on Access to Information in the Hemisphere."
This section outlines the IACHR's framework for the establishment
of access to information regimes that comply with the
requirements of the convention on access to information. In
addition, the report examines the status and success of access to
information laws and practice in the member countries.

The findings in this survey are based on official questionnaires
issued to each of the permanent missions of the OAS member
states, requesting information about constitutional and legal
provisions as well as implementation and actual procedure
relevant to access to information; the analysis also includes some
additional research by media organizations and NGOs. In
particular, the questionnaire asked about constitutional provisions,



laws, regulations, and pending measures that protect or restrict
the right to access information; jurisprudence of tribunals allowing
or denying access to information; campaigns to educate the public
about the right to information; and systems for submitting
requests for public information. Although the resulting report does
not draw any subjective conclusions about the standing of access
to information rights in the IAC countries, the objective data
provides a valuable guide for using official sources to evaluate
information freedoms.

Visit the Inter-American Commission on Human Rights
website

Philippine Center for Investigative Journalism/ Southeast Asian
Press Alliance

e Access to Information in Southeast Asia (Sheila Coronel,
ed.)
Buy the book

In the book Access to Information in Southeast Asia, published in
2001, editor Sheila Coronel presents a survey of eight countries in
Southeast Asia that indexes and compares the availability of public
records in each country. The survey looks at the freedom of
information laws and the accessibility of 45 different categories of
public records in each country, and on this basis ranks the
countries according to their openness. The appendices of the book
include a cross-country comparison of access to various types of
records, as well as country-by-country summaries (for the eight
Southeast Asian states) that include the same categories, but also
describe the agency or government body that maintains each type
of record and the availability of such records from non-
governmental sources.

The categories of records assessed include:

1. Macroeconomic data (e.g. GNP, GDP, balance of payment, current account deficits)
2. General social data (e.g. literacy rate, poverty rate, infant mortality rate, employment
rate)

3. Population census data

4. Environment data (e.g. forest cover, air/water quality, coral reef destruction)
5. Copies of laws

6. Copies of government directives & circulars

7. National government budget (revenues and expenditures)

8. Local gov't budgets

9. Military expenditures

10. Gov't loans & contracts

11. Military loans & contracts

12. Official audit reports of gov't agencies

13. Records of congressional or parliamentary proceedings

14. Reports of official investigation on the conduct of gov't officials

15. Police investigation reports

16. Military/police intelligence reports

17. Credit investigations

18. Court records

19. Resume of gov't officials



20. Bank records of gov't officials

21. Election contributions & expenditures

22. Registration of other forms of property of gov't officials (aircraft, yachts, cars)
23. Financial disclosure reports that show assets and liabilities of gov't officials
24. Corporate registration records

25. Financial statements of publicly listed companies

26. Financial statements of companies not listed on the stock exchange

27. Corporate tax records

28. Business licenses & permits

29. Civil registry records (e.g. birth, marriage, divorce, death records)

30. Gov't service records

31. Military personnel records

32. Academic records

33. Land registration records

34. Real estate tax records

35. Licenses & permits (license to own and carry firearms)

36. Vehicle registration

37. Driver's license

38. Alien information (e.g. date of entry, manner of arrival; addresses; occupation; age)
39. Voter registration records

40. Medical records

41. Income tax returns

42. Industry or professional listings/directories (e.g. bar associations, chambers of
commerce)

43. National ID records

44. Professional licensing record

45. Civil service exams and related information

View the matrix:
"Availability of Public Records (A Cross-Country
Comparison)"
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Human rights and statistics: Some reflections
on the no-man’s-land between concept and
Indicator

Nancy Thede

International Centre for Human Rights and Democratic Development — ICHRDD Rights and
Democracy, 1001 boul de Maisonneuve est, suite 1100, Montr éal, Québec H2L 4P9, Canada
Tel.: +1 514 283 60 73; Fax: +1 514 283 37 92; E-mail: nthede@ichrdd.ca

Abstract. Indicators for implementation of human rights are essential for developing a strategy for the promotion and protection
of those rights and, indeed for democratic development. The experience of the International Centre for Human Rights and
Democratic Development with its analytical grid (using a series of human rights indicators) to assess democracy in specific
countries leads us to make a series of observations on the current debate over indicators for human rights.

1. Indicators are useful to the extent that they provide a qualitative analysis (i.e.: address the scope and complexity of the
right in question and give insight into the context which produces them).

2. Statistical data alone cannot provide an adequate reading of a situation.

3. Specific combinations and types and sources of data must be employed in each specific situation: itis presently impossible
to apply the same combination across a significant number of country situations.

4. The contested nature of any particular measurement is such that the consolidation of several measurements into an “index”
for comparative purposes is risky and misleading.

Our approach to quantitative measurement is therefore highly circumspect. In addition to the practical problems listed above,
there is a disquieting lack of theory concerning the translation of a “right” into a measurement. Clearly, a systematic discussion
involving a broad set of government and civil society organisations on a common set of qualitative indicators is in order. But
the race to quantify must be informed by solid analysis.

1. Introduction

Indicators for human rights respect are viewed by most practitioners as extremely desirable, as a means
of tracking progress or a lack thereof, as a means of holding governments accountable, and as a means
of gauging the impact of their own action. But then the debate begins: what do we mean by indicators?
What exactly are we trying to measure? How to ensure that the indicators we identify tell us what
we need to know? Should indicators be used to establish a comparative index? In short: under what
conditions can indicators be considered a valid and useful tool?

Increasing efforts on the part of international institutions to develop quantitative indicators for human
rights are ongoing. At the same time, very little serious dialogue has taken place between human rights
workers and statisticians to determine the needs of the former and how they might be addressed by the
tools of the latter.

To date, statistical information in the field of human rights is relatively underdeveloped. The notable
exceptions regard enquiries into massive violations of human rights, especially the right to life and
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to physical integrity. Increasingly also, we have seen efforts to quantify economic and social rights
(e.g. [10]). It is therefore difficult to generalise to the entire field of human rights. It can be argued
though that each right has both an objective and a subjective aspect. Certain rights — and especially the
objective aspects of certain rights — lend themselves more easily than others to quantitative measurement.

My concern in this paper is with political rights and, in particular, participation rights. These comprise,
for instance, highly subjective rights such as freedom of expression. Such aright is not nearly as clear-cut
as the right to freedom from arbitrary execution or freedom from torture. Each political right involves
numerous facets and a complex interrelation amongst those various facets. This is particularly so with
the right to participate, or the right to choose one’s political representatives. This area has seen several
attempts at quantification (e.g. [2,12]). Despite the fact that they have been severely criticised on the basis
of serious methodological and conceptual flaws, they continue to be widely used and quoted. A similar
phenomenon has occurred with respect to the UNDP’s Human Development Index (HDI). Considered
by its creators to be the weakest part of the annual Human Development Reports, the HDI is nonetheless
the most often quoted component of the Reports, and has acquired a status of autonomy with respect to
its context (i.e., the Reports).! Therefore, the problem is that once a quantitative measure is created, it
will be used independently from the analysis that originally generated it. The underlying question we
must face is ultimately: are some statistics (even faulty ones) better than no statistics at all?

This question must be addressed in the context of the several distinct tracks in the discussion of the
application of statistical methods to human rights issues. One track concerns the effort to generate
information on the national level that can orient policy development and programmes to address human
rights abuse. A second track is related to the international attempt to ensure accountability for massive
violations of human rights and crimes against humanity. The third track — and the one that most informs
the analysis in this article — is the renewed debate surrounding the development of a human rights index,
or even a democracy index.

This article addresses in particular the development and implementation of indicators for policy
orientation in the field of democratic development. It begins with an overview of the experience of my
institution, Rights & Democracy, in developing and implementing a series of indicators for democratic
development based on human rights criteria. This experience has allowed us to identify a number of
issues which caution against quick translation of political rights phenomena into quantitative measures.
It will then examine the broader debate on human rights indicators, looking at the principal trends and
attempting to identify the issues that need to be addressed in the construction of indicators. A third
section will underline the expectations of practitioners with respect to human rights and democracy
indicators. Finally, some conclusions and recommendations will be formulated on the basis of the
preceding considerations.

2. Therights & democracy “democratic development framework”: Some lessons lear ned
The International Centre for Human Rights and Democratic Development — now known as “Rights

& Democracy” — is an institution created by the Parliament of Canada in 1988 with the mandate of
promoting international human rights and the development of democracy around the world. Through

'The principal author of the HDI, Amartya Sen, writes that “it would be a great mistake to concentrate too much on the
Human development Index, or any other such aggregative index ... These are useful indicators in rough and ready work, but
the real merit of the human development approach lies in the plural attention it brings to bear on developmental evaluation, not
in the aggregative measures it presents as an aid to digestion of diverse statistics” [27, p. 23].
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this work Rights & Democracy has come to premise its approach on the notion that not only are human
rights and democracy linked and interdependent, but they are mutually constitutive. In other words,
human rights are the product principally of social movements for the recognition of new rights and
new social actors. The social and legal recognition of such rights constitutes both democratic processes
and democratic institutions. Democratic institutions and democratic societies are constituted and evolve
rooted in this process of social struggle. Human rights are thus not simply a characteristic or an outcome
of democratic societies; they are at its very core. Citizens’ movements and organisations for rights have
historically been the motor of development of democratic institutions and processes. As such, they are
intricately interrelated in ways that are unique to each society, and which change over time.

As early as 1992, Rights & Democracy began to develop an analytical grid for democracy based on
a series of human rights criteria (see [13]). It is composed of a series of six interdependent categories
of rights, representing the entire range of human rights. The categories are: participation, security, well
being, non-discrimination, collectivities and democratic institutions. These categories are drawn from
the entire family of human rights, and thus underscore the indivisibility and interdependence of all rights.
Rather, however, than attempting to examine each of the sixty or more specific rights that can be derived
from the major international instruments,? we have chosen a small number of rights in each category as
proxies. The reasoning on which the selection of proxies is based is extremely crucial for the validity of
the observations with respect to the overall assessment: the case for each of the proxies will be set out
below for each of the categories.

Finally, it is important to mention that, after lengthy analysis of the debate on the issue (see [2,9,
12,16,32,33]), Rights & Democracy explicitly opted not to establish a ranking system or a cumulative
scorecard for purposes of comparing different countries. The grid therefore establishes a qualitative, not
a quantitative measure. It is an underlying premise of this analysis that each of the categories under
consideration are necessary for the existence of a democratic society. Taken together, the six categories
and their component criteria are representative of those rights which make a life of human dignity and
meaning possible. By the same token, the absence or abuse of any one component diminishes the
prospects for the dignity of the human person or group and thus, the overall quality of democracy in that
country. Hence, “political participation can be meaningless without adequate security of the person; it
can be very restricted in its scope if discrimination is rife in society; it can appear close to meaningless
where basic welfare needs are not met” [29].

Following is a brief overview of the criteria composing each category of the grid, and the reasons for
choosing them. It should be remembered that each right is examined both from the point of view of
institutional guarantees established at the level of the State, and actual practice, in recognition of the fact
that formal guarantees are frequently not respected.

2.1. Participation

The proxies we use in this category are the right to vote, the right to take part in government, freedom
of association and assembly, freedom of opinion and expression.

2The instruments from which we have drawn our criteria are the following: the International Bill of Human Rights (comprising
the Universal Declaration and the Covenants on Civil and Political Rights and on Economic, Social and Cultural Rights), which
is the standard reference for all human rights assessments; the Convention on the Elimination of All Forms of Discrimination
Against Women (CEDAW), the Declaration on the Right to Development, ILO Convention 169 Concerning Indigenous and
Tribal Peoples in Independent Countries, which constitutes the only internationally-recognised instrument in this field. Although
it does not touch on the issue of self-determination, it does specify the obligations of states regarding a broad spectrum of civil,
political, economic, social and cultural rights of indigenous peoples.
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— The effectivity of the right to vote is considered to be the fundamental indicator of freeness and
fairness of elections, which in turn is the classic measure of the existence or not of a democratic
system. It also is in most cases an indicator of the broader state of health of the political institutions
in general.

— The application of the right to take part in government provides an indication of the quality of political
participation that goes beyond elections and the formal electoral process to allow us to assess the
strength of civil society and its capacity to actively involve itself in significantly influencing the
public policy agenda.

— The freedoms of association and assembly are essential for democratic participation. They indicate
the quality of and even the potential for political expression of the unorganised as well as the
organised sectors of society.

— The freedoms of opinion and expression, finally, are essential to the existence and development of a
vigorous public sphere where all citizens, without distinction, can participate in debating society’s
political and social priorities.

It is interesting to note here the view expressed by Guillermo O’Donnell [22], to the effect that the core
characteristics of a democratic regime are, on the one hand, an institutionalised system of fair elections
and, on the other, a series of basic freedoms which stand in a causal relationship to democracy and
which, moreover, are the condition for the generation of other rights. These rights he identifies as being
the freedoms of expression, information, assembly and association.

2.2. Security

A climate of personal security, in addition to the moral imperative of respect for life and human
dignity, is essential for the development of an active civil society that exercises its rights to democratic
participation. The proxies we use here are again four:

— The first two — extra-judicial killings and torture — represent the most extreme forms of insecurity.
When the right to life and freedom from torture are systematically violated, all other individual and
group rights are at risk.

— Arbitrary arrest and detention allows us to assess whether or not a climate of repression exists, and
offers an indicator of the direct involvement of the state and its agents in maintaining such a climate.

— The occurrence of violence against women —whether in the public or the private sphere  — constitutes
an indication of the nature and extent of barriers to participation by women in the public sphere.

2.3. Well-being

This category purports to assess the material aspects of existence and touches principally on economic,
social and environmental rights. In addition to the fact that these rights are important in terms of the
quality of life of members of a given society, they also have an impact on the quality of democracy
in that society. Clearly, extreme inequality of access to economic and social rights affects the quality

3We define violence against women in the same manner as the United Nations’ Declaration on the Elimination of Violence
Against Women (A/48/629), as follows: “any act of gender-based violence that results in, or is likely to result in, physical,
sexual or psychological harm or suffering to women, including threats of such acts, coercion or arbitrary deprivation of liberty,
whether occurring in public or in private life.” In the terms of the Declaration also “women’s opportunities to achieve legal,
social, political and economic equality in society are limited . . . by and endemic violence.”
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of democracy by inhibiting the real exercise of democratic rights by the poorest segments of society.
Furthermore, some empirical research suggests that extreme material inequality or the absence of public
policies to redress such skewed distribution contributes to democratic decay [2]. In addition, the neo-
liberal vilification of the role of the State in the economy and its consequent withdrawal from furnishing
public goods undermines not only economic and social rights, but also threatens the entire family of
rights [7].

The four proxies used in this category — education, health care, labour rights, environment — allow us
to assess the broader category of fulfilment of basic human needs (which would include food, shelter,
employment, etc.) from a strategic perspective. The justification for each is the following:

— Education provides an indication in most contexts of social mobility, but also of democratic partici-
pation and the quality of the public sphere more broadly. The access of women to education always
indicates a greater degree of emancipation from domestic oppression for them and a greater capacity
for democratic participation.

— Health care is a proxy for social services more generally. For women in particular, public health
care services can be a means of emancipation from exclusively domestic responsibilities.

— Labour rights are an important indicator of economic rights, given the “demonstration effect” they
have on salaries and on working conditions, given the historical role of trade unions in defending
the right to organise. Moreover, labour rights straddle both international covenants and are central
to many of the ILO conventions states may have ratified. Moreover, labour rights in general give an
accurate insight into the level of respect of the democratic rights of association and assembly.

— Environmental rights allow us to assess the economic well being of significant sectors of the less
powerful members of a society. They are also a proxy for cultural rights in the broadest sense. On
the first count, the degree of environmental protection (from industrial pollution, for example) is
an indicator of the priority accorded by the state to small producers (in general, the majority of the
population) versus powerful economic sectors. Secondly, it is most often the case that mega-projects
with major environmental consequences (dam construction or petroleum development, for example)
affect communities whose entire way of life can be drastically altered as a consequence of the project:
this thus touches upon the respect for cultural rights and minority rights. Such communities are in
general a tiny minority of the national population and cannot impose their point of view through
the formal democratic process. The extent to which the State takes their position and situation into
account will indicate its commitment to cultural rights and minority rights.

2.4. Non-discrimination

In this category we check for discrimination on the basis of gender, social status, religious beliefs
and ethnic origin in all other categories of rights. The principle of non-discrimination is central in all
human rights instruments as well as to the modern concept of democracy. An assessment of trends in
discrimination in a given country can serve as an early warning system for democratic deterioration.

2.5. Collectivities
Within this category we examine the rights of indigenous and tribal peoples, and the rights of minority
groups.

— The rights of indigenous and tribal peoples, taken from the point of view of the recognition of their
collective self-determination, is indicative of respect for cultural rights and the treatment of diversity,
a key issue for an effective democracy.



264 N. Thede / Human rights and statistics: Some reflections on the no-man’s-land between concept and indicator

— The examination of the rights of minority groups provides insight into the degree if inclusiveness
and tolerance of the democratic system. How minorities are defined and in what terms they are
recognised is a measure of democratic participation as well as of formal inclusiveness.

2.6. Democratic institutions

This category is designed to give a clearer assessment of the role of the state in promoting and protecting
human rights and democracy. The two sub-categories examined here are the political institutions of the
state and the rule of law.

Political institutions must themselves be structured so as to ensure the permanence of democratic
processes. The proxies we have chosen here are the following:

— free and fair elections (ensuring genuine expression of the popular will in the choice of political
representatives);

— a competitive party system (ensuring the existence of a choice of political options);

— separation of powers (ensuring accountability of all branches of government);

— decentralisation of government (allowing for direct access to participation in the political process);

— civilian control of the military (ensuring subordination of the security forces to the democratic
process).

Rule of law, understood as an independent and predictable legal framework and process, is essential
to a society in which human rights violations are not tolerated and where democratic participation is
enabled. The proxies we have selected here are:

— access to justice (as a measure of the availability and credibility of the court system for the entire
population);

— fair trial (as a measure of the independence of the judiciary);

— a democratic constitution (as a fundamental guarantee of the institutionalisation of human rights,
including the right to democracy).

2.7. Results

We have applied this analytical grid in seven countries to date (Kenya, Tanzania, El Salvador,
Guatemala, Thailand, Peru and Pakistan). Even though the goal was not, from the outset, to estab-
lish a comparative index, our experiences of application have confirmed that view. We have seen that,
despite the fact that we use a common methodology and series of categories and criteria, the results of
each study vary vastly from one country situation to another. In large part, this appears to be due to the
fact that the concrete situation in each country has a determining effect on the interpretation of the data.

A second major lesson of our experience with this set of indicators is that their interpretation is often
highly contested. Despite the fact that a great deal of effort is put into identifying areas of common ground
and consensual strategies amongst the various actors involved, especially between state and civil society,
it is ultimately rare that consensus can be attained around the major conclusions of the studies. Human
rights criteria may be characterised as universal, but they are not neutral in concrete country situations.
On the contrary they are highly politically charged, their definition is the subject of acrimonious dispute,
and their application affects the material and political interests of many (if not all) social actors. Human
rights indicators cannot therefore be established as if they did not refer to subjects of conflicting interests.
It is for that reason as well that we consider that the idea of value-free measurable indicators is highly
misleading, and all the more so if they purport to establish an “index”. Human rights are values — they
cannot be approached as value-free.
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3. Thedebateon indicators: Issuesand context

There is a strange conundrum in the discussion surrounding indicators: despite the fact that a large
number of analysts identify major conceptual and methodological problems in the definition and con-
struction of indicators for human rights, very few of them wholly reject the use of indicators even though
it is unclear whether the problems they identify will ever really be resolved. It is therefore important to
examine some of the major trends and issues in the debate on indicators. It is also important to recognise
that, given the variety and seriousness of the problems raised with creating indicators, in the words of the
UNDP itself, none of the various proposed systems for classification and measurement of human rights
“has so far gained universal, or even common, acceptance” [33, p. 19].

The numerous problems raised with respect to the construction and use of indicators, even by the
proponents of their use, revolve principally around the subjectivity of human rights per se, and the
paucity and unreliability of data for various reasons. These problems include the following:

— developing adequate definitions of concepts in the human rights area [1,4,14];
— problems of data collection — and data collectors — which undermine the reliability and comprehen-
siveness of the data [6,11,14,21,32,33].

Above and beyond these immediate problems, however, we can identify a few overriding concerns
which merit further attention. It appears to me that there is a tendency on the part of the proponents
of statistical indicators and indices to brush off what they may perceive as “soft” issues, those of a
conceptual nature. In my view, we ignore them at our peril. By refusing to deal with them, our efforts to
construct indicators will be at best irrelevant, at worst misleading or even harmful. | will briefly explore
several of these concerns now.

3.1. Conceptualisation: Turning rights into indicators

Statistics can be useful as an analytical tool, but — obviously — only if they are well constructed and
appropriate to the problem to be addressed. The question we must ask is therefore under what conditions
can statistical indicators for human rights be valid? Five major issues must be addressed in this discussion.
They are: 1) how to conceptualise indicators for human rights purposes; 2) the complex nature of certain
rights; 3) the need for interpretation and contextualisation; 4) the problem of mystification of statistics
by users; and 5) the need for theory in order to link the concept to the indicator.

There appears to be no general agreement even on what an indicator is. The UN “Common Country
Assessment” framework defines an indicator as “a variable or measurement, conveying information
which may be qualitative or quantitative, but consistently measurable”.* In practice however, in the vast
majority of proposals for “indicators” or “checklists”, including those of the CCA in many instances and
of the UNDP’s proposed indices, and that of my own organisation, we find not measurable indicators at all
but rather factors or phenomena that require rigorous unpacking in order to arrive at anything that could
conceivably be consistently measurable. And even then, as Naila Kabeer rightly signals: “Indicators can
be seen as highly compressed summaries of information, meanings and values. They combine explicit
empirical information with implicit assumptions about the meaning of that information ... indicators
also embody certain values about the kinds of information that ‘count’ in capturing the phenomenon
being measured” [18, p. 2].

“4For further information on the CCA, see www.cca-undaf.org
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Indicators thus necessarily narrow the complexity of meaning(s) and facets of a right by selecting
only a certain type and number of its characteristics for measurement. Barsh [5] maintains that this in
itself makes the development of indicators untenable, since by so doing we distort the very meaning and
intent of the right in question. This position merits serious consideration. Are we, under the pretext of
promoting respect for human rights, creating indicators that will impoverish the very concepts human
rights defenders have striven so long and hard to enrich? In addition, Caceres [8, p. 82] makes the
point that, on a more global level, the increasing primacy of a quantitative, productivist approach to
development ultimately undermines human rights.

At the very least, due consideration must be given to the manner in which a right is represented by one
or more indicators. Lopez and Stohl [21, p. 224] make the disquieting affirmation that existing efforts at
measurement of human rights have entirely bypassed the crucial phase of specifying and disaggregating
the relevant dimensions of each human rights concept. Instead, they have leapt directly from the specific
right to the operationalisation of an indicator for measurement. This observation is unfortunately still
true, eight years after it was first made. It boils down, in essence, to accepting as valid indicators whatever
readily measurable form of data exists. This is extremely problematic, since we need to be certain that
the information we are collecting tells us not just “something about that right”, but “something significant
about that right”. Each right needs to be problematised, to be understood in the fullness of its potential
for human dignity, and on that basis its significant aspects should be identified and translated, if possible,
into indicators. This is not being done.

3.2. Complexity of human rights concepts

Many authors underline the fact that human rights, as set out in the international instruments, are
inherently subjective, value-based and highly politicised concepts. Barsh [5, p. 7] argues, for example,
that Article 25° of the International Bill of Human Rights has no fixed meaning, but is in a process of
continual redefinition in the “ongoing and unsolvable dialectic between the procedural ideal promoted
by the United States . . . and the recognition that democracy involves ‘complex and multifaceted concepts
that defy precise and universally accepted definitions™”’. Similar arguments could undoubtedly be made
with respect to the majority of the political freedoms,® at the very least.

Others, however, attempt to account for that subjectivity explicitly in their analysis. Klug [20, p. 18],
for example, argues that rights are not concrete phenomena, and it is therefore difficult to measure them
directly. She maintains, however that “international rights norms are effectively human rights indicators.
However, without further clarification, they are too broad to provide a reliable gauge”. This then leads
us back to the issue of how those norms themselves can be disaggregated into measurables. Her insight
nevertheless does sketch out a potentially useful intermediate step between the concept and the indicator.

Kabeer [18, p. 30—-31] draws attention to the need to establish a structural means of verifying that the
indicator means what we presume that it does. She argues that there is a “critical need to triangulate or
cross-check the evidence provided by an indicator in order to establish that it means what it is believed to
mean. Indicators compress not only a great deal of information into a single statistic, but also assumptions
about what this information means”. We need to render our assumptions explicit and also crosscheck for
interference from unidentified assumptions. This is particularly important when attempting to apply the
same indicator in widely varying social, cultural and political contexts.

5 Article 25 deals with the rights of citizens of a given state to participate in the conduct of its political affairs.
5This statement is inspired by O’Donnell’s affirmation that the political freedoms (assembly, association, information,
expression) are “subjective” rather than “individual” rights [22, p. 25].
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3.3. The need for interpretation and contextualisation

Virtually all authors agree that indicators cannot, in and of themselves, provide an assessment. They
must be interpreted in the light of knowledge and analysis of the context to which they are applied. This
appears to me to be the single most forceful argument against the establishment of a rating system and a
comparative index. The OECD [23] states that indicators give a signal; they do not provide an analysis.
Claude and Jabine [11] see statistics as a complement to analysis, and not the contrary. Goldstein discusses
at length the overriding importance of putting statistics in context: “Even if human rights terms can be
adequately defined and reliable quantitative information can be obtained, making intelligent assessments
of such data will often be extraordinarily difficult, especially if the data are interpreted out of the
context of other, non-quantitative sources, such as interviews, on-the-spot observation, and background
reading” [14, p. 49]. He clearly subordinates statistics to context: “Statistics can unquestionably be
helpful when used in an intelligent way and by a user who can put them in context” (p. 55). He even
guotes a former president of the American Statistical Association “who in 1972 told his organisation
that statistics are ‘a crutch, indispensable, but still a crutch” which ‘cannot walk by itself’, and “if not
proportioned to the needs of the user . .. can hinder as well as help™” (p. 56).

Lopez and Stohl [21, p. 217-218] assert that measurement can only be valid if interpreted intelligently
on the basis of solid political judgement. They emphasise the “centrality of conceptualisation and
judgement in any measure of human rights”. They maintain that “informed judgements by experts with a
detailed knowledge of a particular situation over time are necessary to ensure the validity of any particular
measure”. They see this as the only possible means of accounting for the diverse political contexts that
human rights assessments must confront.

Most social scientists would agree with Barsh’s statement that “reported data does not establish
anything by itself ... It must be interpreted” in historical and political context, but also in a theoretical
context. And such a theoretical context is normative. Be it with respect to human rights or with respect
to democracy, we ascribe to a particular theory, even if it is implicit, as to what constitutes human rights
or democracy. Analyses that purport to be “ideologically neutral” or “theory free” are based on implicit
theories which are more usefully rendered explicit where their value can be examined and debated. This
is particularly the case when dealing with democratic rights and political participation.

3.4. The mystification of statistics

Goldstein points out insightfully that once a statistic has been created, even if it is faulty, it will be used.
Social scientists are undoubtedly more prone to close their eyes to the methodological foibles of statistics
than are professional statisticians. There is an ever-increasing pressure to quantify, and it manifests itself
on researchers through funding priorities, for example. And so it comes to pass that shoddy data are
often accepted by social scientists “as though they are methodologically sound quantitative data” [14,
p. 48]. Once created, the process of fabrication of the statistic becomes invisible and the statistic therefore
becomes ‘autonomous’ from the method that generated it. Clearly inappropriate statistics are thus often
repeatedly and unquestioningly used.

Let me cite a personal example. In a paper on civil security in transitional democracies, a researcher
cited a statistic showing that the homicide rate in sub-Saharan Africa was twice as high as that in Latin
America. Familiar with both regions, the figure seemed very out of line to me and | questioned it.
The researcher contacted the authors of the study, who had in turn themselves quoted the statistic, and
obtained the response that they too found the figure hard to believe but that it was produced by a reliable
source. When we checked the methodology that the source in question had used, we judged it to be totally
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inappropriate and based on invalid assumptions. In fact, the methodology was found to be questionable
on several counts. For example, in the case of developing countries where data was not readily available,
the study used the Lorenz model of calculating probabilities. It is assumed that the mortality rate —
including the rate of deadly violence — is necessarily higher in remote rural areas than in urban centres.
This method may be better adapted to the calculation of the general death rate than the homicide rate,
since other studies indicate that violence tends to be higher in urban centres. The model also employs
a standard differential calculated on the basis of all the other causes of mortality examined. The rate of
mortality for Latin America and sub-Saharan Africa attributed to other causes thus directly influences
the calculation of the homicide rate. In addition, the source of data used as a basis for the estimates
differs: whereas the figures for Latin America were provided by the respective governments (for the year
1990), those for sub-Saharan Africa come principally from studies by the World Bank for 1993. Finally,
the method of data collection is not the same, since the homicide rates for countries of the northern part
of sub-Saharan Africa were estimated on the basis of data collected for countries of the southern part of
the continent.”

I have a hard time trying to answer the question: why would anyone invent such an outrageously
misleading methodology simply to obtain a statistic? The issue bears some serious consideration. Of
even greater concern is the fact that other researchers, clearly unconvinced of the validity of the statistic,
would repeat it in their publications without going to the trouble of double-checking the methodology
used. We are all somewhat under the spell of the “statistical mystique”: statistics create an “illusion
of precision” [5] that policy-makers at any level find appealing. But particular care must be given to
ensuring transparency and critical review in the fabrication of quantitative measures in an area as complex
and value-laden as human rights and democracy.

3.5. The need for theory to link concept to indicator

If we are to arrive at a manageable set of human rights indicators, two things are necessary: to have
a relatively small series of indicators (tens, rather than hundreds) and that those indicators be highly
significant in terms of the right in question.

Many existing frameworks for assessment of human rights treat each right or freedom as if it were
an indicator. That is clearly an untenable approach, particularly if we are attempting to quantify. It is
possible to disaggregate any single article of one of the International Covenants into (at least) several
potential indicators. At a working group on indicators for participation and democracy last year,® a
preliminary discussion by participants came up with over twenty possible indicators for Article 19
(freedom of expression) alone. Clearly, a framework with a comparable number of indicators for each
right would be extremely unwieldy. But if we are seeking to establish a small number of indicators
for each right, it is necessary first to establish what are the component aspects of each right, what the
relationship of each component is to the overall respect of that right, and finally what are the indicators
that can generate meaningful information about one or the other of the components of that right. A
theory of the relationship between the overall object of the right, its component parts and the relevance
of indicators needs to be developed in each case. In general, this has not been done.

The issue of theory has to do also with normative standpoint and how we account for it in the process
of analysis. Any analyst has a standpoint: we are all situated individuals imbued with interests (personal

"1 am indebted to Geneviéve Lessard for her research into the methodology of the study.
8Workshop on Civil and Political Rights Indicators, 27-30 September 1999, organised by the Office of the High Commissioner
for Human Rights, Geneva.



N. Thede / Human rights and statistics: Some reflections on the no-man’s-land between concept and indicator 269

and institutional) and with values. Presumably we all adhere to values of human rights and democracy.
But even there, we may each subscribe to substantially different visions of what these mean. After all,
almost every expert on democracy proposes his or her own definition of its basic characteristics. The
very phenomena we are attempting to measure are also value-laden and, moreover, the specific values
and the relative importance accorded to each of them may vary from one context to another. The very
point about democracy is its quality: how can that be captured by quantitative measures? To attempt to
ensure that our own values and standpoint do not interfere with the analysis, we cannot simply eradicate
them — we can only make them as explicit and open to critical debate as possible.

Since standpoint is unavoidably present in social analysis, although often dissimulated by objectivist
discourse, the best way of controlling for it is by theoretically grounding the standpoint adopted. In the
words of Kabeer [18, p. 42], “the problem that this raises is not one of a normative standpoint per se .. .
but in determining the extent to which this normative standpoint expresses values that are relevant to the
reality it seeks to evaluate.”

4. What practitionerswant from indicators

I cannot purport to speak from the point of view of practitioners in general, for they are as varied and
their approaches as diverse as those of the producers of indicators. My institution is at one and the same
time a modest producer and a practitioner, and we produce our analyses hand-in-hand with civil society
practitioners in the countries where we work.

Based on those relationships, | think that it would be fair to say that, in general, such practitioners
(principally human rights NGOs, democracy movements and research centres) consider that indicators
can be useful tools for their work. The nature of the tool and the use to which it might be put vary from
one context to another: some want to use indicators as a political tool, to bring national and international
attention or pressure to bear on a government that is demonstrated to be violating rights and abusing
democratic process. Others use indicators as a policy tool, to develop and advocate proposals to their
own governments or to international institutions in order to address problems identified through the
use of indicators. Still others see indicators principally as a tool for their own strategic planning and
programming, as individual organisations or in coalition. In such cases, indicators are used to identify
problem areas and to monitor the impact of activities designed to address them through the interventions
of the NGOs themselves.

However, the use of indicators by practitioners is quite incipient, despite a few notable exceptions
(e.g. [10]), and there is not yet what one might call a “culture of indicators” in the NGO community. By
this, I mean not only that indicators are little used and little developed by NGOs, but also that there is
no real habit of handling them, no real understanding of how they are constructed, what the variety of
options are, no consciousness of their faults and limitations. In short, indicators are somewhat mystified
by NGOs. There exists a certain naiveté regarding what they can and cannot accomplish. Many NGOs
tend to think that indicators will give them knowledge they don’t already have — whereas, in most cases,
indicators will confirm knowledge that NGOs already possess about the environment they are working in.
Indicators are a way of ordering, structuring, and systematising knowledge in a more rigorous manner,
but they do not often teach us something new about a reality with which we are already familiar. So,
NGOs that don’t work with indicators often tend to have an exaggerated idea of what indicators will do
for them.

Concomitantly, there is very little training available for NGOs that want to establish indicators for
their own work. Here, perhaps, we begin to tread the thin line between what NGOs would like to
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monitor for their own purposes and the growing insistence by funding institutions that grantees develop
“performance indicators”. Those of us who are funders need to thoroughly and critically examine this
bureaucratic trend which in many cases imposes superfluous reporting duties on already over-extended
NGOs. But this has little to do with the issue of indicators on substantive rights and democracy issues.

Some NGOs have examined the question of indicators and have taken a clear decision not to use them.
This is the case of Amnesty International and of Human Rights Watch. Certainly the quality of their
work and their credibility is not affected by the fact that they do not use indicators. Many women’s rights
organisations, on the other hand, are calling for more and better statistics on violence against women.
Aware that, for many reasons linked to lack of confidence on the part of women, fear of reprisals, lack of
diligence on the part of public institutions, existing sources of statistical information (such as hospitals
and police stations) are unreliable, women’s organisations are developing their own research (see [28])
and at the same time pressing governments to commit to more systematic reporting processes. These
organisations, although fully cognisant of the need for qualitative information, push for better statistical
indicators as well because they find they have more impact when dealing with governments and the men
who run them.

In short, there is no general consensus amongst NGO practitioners as to whether statistical indicators
should be developed, nor how that might be done. What is clear, however, is that NGOs expect that
indicators will be useful for their work, be that on the political, the policy or the programming level.
It is also clear that, for those few who do use indicators and statistics now that they rely heavily on
contextual analysis as a complement to statistics per se. Those NGOs that do possess expertise in
the field of statistics and indicators are much more interested in developing and applying them in a
flexible and participatory manner, always in close relation with the visions, priorities and needs of the
communities with whom they work. They propose innovations such as the idea that indicators be applied
at the sub-national (rather than national) level and that both quantitative and qualitative indicators be
relativised [17, p. 24]; that specific combinations of indicators be used according to the specific problem
to be addressed [3, p. 100]. Across the board, they emphasise a participatory approach not only to the
application but also to the design of indicators, an approach that includes first and foremost the local
community. They also underline the importance of the contextualisation of indicators, in application as
well as in interpretation (see [3,8,17,28]). Undoubtedly, any attempt to develop national-level indicators
would also need to respond to these concerns on the part of NGO practitioners.

5. Conclusions

No one can be against indicators if those indicators are sound and reveal meaningful information about
the right being examined. Some contend that that is simply not possible, given the numerous conceptual
problems and distortions in translating rights into measurable data. These authors are against the creation
of indicators, period. Others, on the contrary, argue that any statistical data, even if incomplete, is a
step in the right direction. Still others — the majority, it would appear to me — see the usefulness of a
combination of analysis and quantified data, the latter being a useful complement to the former but never
under any circumstances being able to stand on its own.

Therein lies the major problem. We know by now that if a statistic is produced, it will be used, in
many cases without contextual analysis and without any awareness of the methodological constraints
under which it was generated. This tendency to “autonomisation of statistics” is enhanced by the
numerous proposals for rating systems and comparative indices based on calculations that are riddled
with unadmitted subjective judgements and uncontrolled variables. Those of us who are minimally aware
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of the conceptual and methodological issues attendant upon the development of quantitative indicators
for human rights and democracy must take it upon ourselves to broaden and deepen the debate as to what
constitutes a well-founded indicator. The problems are not necessarily insurmountable, but they must
be seriously addressed. To paraphrase a famous democrat; “Statistics are too important to be left to the
statisticians!”

5.1. Some recommendations

The underlying objective informing any work in the human rights field is ultimately to improve the
respect and promotion of human rights in all countries. That being the case, two conclusions follow.
First, most would agree that a common grid for assessing respect for human rights in all countries would
be a useful tool. Second, however, it is equally clear that a comparative index of rights across countries
is a conceptually risky operation and often a misleading one: what purpose therefore would it really
serve? Our overriding concern must be how to ensure that such a set of common indicators effectively
bind together both quantitative data and its qualitative interpretation. How to ensure, in other words, that
the analysis is not “shaved off” and we are left with the bare statistics?

The Human Development Report 2000 argues that statistics can help create a culture of accountability
for realising human rights. If that is true, we must also ensure that there is a culture of accountability in
the very process of creation of those statistics. To that end, two related initiatives are necessary in order
to improve efforts to construct a common grid.

One is fostering a culture of statistics amongst international human rights and democracy organisations
and national partners in the field. The debates generated by the 1991 and 1992 UNDP proposals for a
comparative index, the workshop organised by the Office of the High Commissioner for Human Rights
in September 1999 on indicators, and hopefully the HDR 2000, play an important role in stimulating
interest in the issue, in giving it some profile amongst NGOs. We now need to go further in developing
knowledge and capacity amongst NGOs in reading quantitative data and in generating their own should
they consider it useful. The prevailing notion that “any statistic is a good statistic” must be reversed. A
capacity must be developed from the field to determine what quantitative measures are necessary, under
what circumstances they are valid, and how they should be interpreted.

The second initiative is promoting transparency and dialogue in building an international indicators
framework. This will take time. A major step was made by the OHCHR last year, at its workshop which
brought together representatives of UN bodies, human rights experts and a small number of specialised
NGOs and research centres. Experiences of broadening efforts have recently taken place in other fields.
A good example is perhaps that which has occurred in the wake of the 1995 Beijing Conference, where
“the general approach in the development of gender statistics has involved efforts to promote dialogue and
understanding between statisticians and the various users of statistics — policy makers, representatives
of non-governmental organisations, activists and researchers ... Responding to the Beijing Platform,
centres for women’s studies and research organisations, both at the national and international levels, are
becoming more involved with statistical producers in developing and testing appropriate methodologies
to strengthen gender analysis, as well as in monitoring and evaluating the implementation of the goals
of the Beijing Conference” [30]. A concrete example is the WHO Violence Against Women Database,
which relies for its research “on an extensive global network of non-governmental and governmental
organizations, as well as individuals and institutions” [30, p. 157].

Such initiatives can provide a useful inspiration for the type of process that should be engaged in
the attempt to identify indicators for human rights and democracy. A transparent, on-going dialogue
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involving national and international NGOs, government policy-makers, academics, and international
bodies to determine objectives and construct and test appropriate concepts and methodologies is without
doubt a complex challenge, but the only way to arrive at an outcome that will effectively be used by
those who have the most to gain from it.
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