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Inequality, Growth and Economic Fresdom:
Re-examining the Role of Gover nment
" Simrit Kaur
Introduction

Recent experience of growth in developing countisegssociated with accentuation
in income inequalities in nations such as Indiain@and Bangladesh (Wade, 2004).
However, an analysis of the factors that undertieeatuation of inequalities has not
received sufficient attention. Therefore, the badgective of the paper is to focus on
the roles of inequality in education and land asastdeterminants of income inequality.
The study supplements this with a detailed analgsisow the economic freedom
influences inequality outcomes, given the distrdsubf human and physical capital.

It is of interest to study this issue on primatiko counts:

Firstly, there is still no consensus regarding the exaatioekhip between inequality
and economic growth, and

Secondly, there is a general consensus regarding a posiglaianship between
economic freedom (EF) on the one hand and growtimemsured by GDP on the other.

Since most countries have a twin objective of ratigi growth with equality, examining
how EF affects equality becomes an interestingeighat needs to be resolved. The
purpose of this study is, therefore, to preseneiwpirical analysis to examine the
above relationship.

In order to study the relationship between inetyjagrowth and economic freedom the
paper has been divided into four sections. In gectli, the empirical and theoretical
evidence on the effects of income inequality onwginoare investigated. Section 2
throws light on the relationship between econonmeedom and growth. Since
economic freedom is generally associated with higirewth, while the effect of
inequality on growth is uncertain, the basic obyecbf section 3 is to provide empirical
evidence regarding the relationship between the. tWads section discusses the
methodology and estimation strategy, the choiceasiables and data, and the key
results obtained. The econometric results providegeace that increases in economic
freedom, particularly through lowerze of the government and initial land inequality,
both affect income equality adversely. Since irgirea thesize of the government
necessarily reduces inequality, whereas its immactgrowth may be positive or
negative, the paper in section 4, concludes by esigg a four quadrant approach
regarding the appropriateze of the government in attaining growth with equity in an
era of privatization.
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The evidence supporting the fact that higher lameyualities and higher economic
freedom as measured by a lowsee of the government, both increase inequality is of
policy relevance in a number of aspecErst, measures of deregulation and
privatization of state-owned-assets (SOEs) camoif implemented carefully and
accompanied by an appropriate regulatory framewedd to large increases in the
inequality of asset distribution, with its advergapact on income inequality.
Experience suggests that high levels of inequafigyvery difficult and costly to reverse.
Thus special care is to be taken while adoptingpiblecies of privatizationSecond,
redistribution of assets may be a policy optiobécseriously considered, especially in
countries characterized by high levels of assejunbty. Such asset redistribution is
also likely to enhance growth. Deininger and Olintoheir study for the World Bank,
find that the initial asset inequality, as measumgdhe land distribution, has a significant
growth reducing impact. Thus, policies to faciétaisset accumulation by the poor may
improve long term growth.

Section |
Income I nequality and Economic Growth

Income inequality is of fundamental interest nolydn economists, but also to other
social scientists. A substantial literature in ewmoits and social sciences has
investigated the relationship between income iniguand economic growth. In this
section we explore the links between inequality andnomic growth. The analysis in
this section provides a theoretical review of teatronship between inequality and
growth, followed by an empirical evidence of howqguality affects growth.

Most of the economic literature on the relationsbgtween income inequality and
economic growth has its origin in the work of Kun€l1955). In his ‘invertetdr
hypothesis, Kuznets suggested that economic groamhinitially lead to a rise and
then a fall in income inequality within a countihe classical view, that prevailed until
recently, claimed that inequality was growth enlramdt stated that since the marginal
propensity to save is higher for the rich, a highegree of initial income inequality will
yield higher aggregate savings, capital accumulasiod growth (Houthakker, 1961;
Kelly and Williamson, 1968; Cook, 1995).

Galor (2000) also argues that for a country, ireary stage of development, inequality
would promote growth because physical capital iarcgc at this stage and its
accumulation requires saving. An increased shatheofich in the population would
thus result in higher saving and rapid growth. Haeveat a later stage of development,
underinvestment in human capital accumulation dueredit market imperfections
(Galor and Zeira, 1993; Agion and Bolton, 1997)kesathe poor find it difficult to
invest in human capital. During this stage, incamegjuality results in a poverty trap
and lower growth. Thus the direct channel throudhctv income inequality affects
growth via savings has a positive effect on gromtthe initial stages of development
and a negative effect on growth during the lateget of economic development.

However, recent literature links higher initial ame inequality with lower growth.
Benabou (1996a, b) concludes that initial inequaditnegatively correlated with long
run growth. His results state that a one standavihton decrease in inequality raises
the annual growth rate of GDP per capita by 0.8.8percent points. Deininger and



Squire (1996) also conclude that less inequalitgoisducive to higher growth. Barro
(1999) also found a negative relationship betwewyquality and growth in poor
countries. However, his results showed, that fcin gountries (with GDP per capita
above USD 2000 at 1985 prices), inequality hadsitipe effect on growth. There are
four main indirect channels that link higher iditreequality with lower growth, thereby
contradicting the conventional wisdom regarding plositive effect of inequality on

growth.

The current study, using the OLS estimation teci®iglso found an inverse relationship
between growth rate and income inequality. Theystuals undertaken for a set of 87
countries using the data made available by theeFrasstitute, in the Economic
Freedom of the World, 2004. The data was classdiedhe basis of growth rate and
suitable dummies introduced. The coefficient obme gini (-0.02) was significant at the
5 percent level. Correlation between the incomei'sgiand growth rates were
computed, the results of which are given below:

Average Annual Growth Rate of Number of [ Correlation between Growth Rate gnd
GDP per capita Countries Income Inequality
Less than -2 % 6 -0.08408
Between -2 and 0% 15 -0.21475
Between 0 to 2% 29 -0.49072
Between 2 to 4% 24 -0.13566
Greater than 4% 13 -0.08199

The empirical evidence for such an associationrpm@tes the following socio-
political channels:

i. Through social tensions and political instalpilibat increase uncertainty and
discourage investment (Alesina and Rodrik, 1994s$ts and Guido, 1994;
Keefer and Knock, 2000; Alesina and Perotti, 19%&irther, greater income
inequality implies that the poor have a greater pi@ton to engage in
unproductive rent seeking activities that redu@ed@curity of property rights
(Benhabib and Rustichini, 1991; Fay, 1993) therddwering economic
growth.

ii. Higher inequality necessitates greater retfigtion, through taxation, that
brings about distortions in the economic decisiotgereby discouraging
investment and hampering growth (Persson and Guifie4; Alesina and
Rodrik, 1994). Barro (1999) argues that inequatéy have a negative effect
on growth even if no redistribution of income occur the equilibrium.

iii. High initial income (or wealth) inequality #&ls to underinvestment in
education (due to imperfect credit markets). Tl@duces average years of
education (Deininger and Squire, 1998). Lower eiilucdevel leads directly to



lower incomes, lower aggregate savings and investntbereby retarding
growth. However, reverse causality also exits, whgrschooling is seen as a
social equalizer (Knight and Sabot, 1983; Park6)99

Erik Thorbecke and Chutatong Charumilind (2002)yaeathe three channels through
which income inequality affects growth. The threarmels are depicted in Figure 1. The
classical view, as discussed above states thgharhnitial income inequality affects
growth positively. This is shown in the top panigFgure 1. The middle channel
summarizes the mechanisms that have been proposedrecent literature in linking
higher initial income inequality with lower growtt the bottom panel, an attempt is
made to reconcile these conflicting approachesates that the classical approach
holds at low income levels but not at later stagfedevelopment

Figure 1: Inequality and Growth
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Section 2
Economic Freedom and Growth

The freedom to produce and trade- to earn an holnsgy- without undue
interference is the essence of economic freedoimcllides the right to own, use and
dispose property, right to proper and speedy résolwf disputes and enforcement
of contracts, and overall protection of life andgerty so that everyone can earn
their livelihood safely and peacefully. The Frabmtitute's economic freedom index
(EFI) measures the degree of economic freedonvénrfiajor areas. They are:

Size of Government: Expenditures, Taxes, Emeérprises
Legal Structure and Security of Property Rights

Access to Sound Money

Freedom to Trade Internationally

Regulation of Credit, Labor, and Businkss

L A 2 2 2 2

Each component is placed on a scale from 0 to 40réilects the distribution of the
underlying data. The component ratings within eacka are averaged to derive
ratings for each of the five areas. In turn, thensiary rating is the average of the
five area ratings. The index is based completelyempirical data and does not
include subjective judgment of the authors.

The economic literature highlights the importandettoee alternative theories of
growth. First, the neoclassical theory, based milgnan the work of Robert Solow

(1956), argues that growth is a result of expangiaime supply of productive inputs
and improvements in technology. According to thisary, investment in physical and
human capital is the key to economic growth. Secasdthe geographic and

locational theory of growth (Sachs, 2001; Gallogcls, and Mellinger, 1998;

Diamond, 1997). According to this theory, climationditions and access to major
markets are the primary determinants of growthrdihs the institutional approach
which stresses the importance of creating an ugtital and policy environment

conducive for the smooth operation of markets aadization of gains from trade and
entrepreneurial activities (North, 1990; Hayek, 3,98960). Clearly, economists who
argue that economic freedom is a key ingredierthengrowth process fall into the
institutionalist's camp. Many empirical studies édound a positive relation between
economic freedom and growth (Barro, 1991; De Vansaad Spindler, 1994;

Gwartney etal, 1998; Ayal and Karras, 1998; Knel¢ral 1999; Grubel, 1998;

Hanke, 1997). On theoretical grounds, there armagmly three factors that make Tree
economies grow more rapidly than those that aefteg. They are:

1 within the five major areas, 21 components arerporated into the index but many of those
components are themselves made up of several sopecents. Counting the various sub-components,
the Economic Freedom of the World (EFW) index zéii 38 distinct pieces of data.



® Competition
® Entrepreneurship, and

® |nvestment

In the final analysis, however, the relationshipween free markets and growth is an
empirical one. For instance, Carlsson and Lundstf2002), in their paper investigate
which components of the economic freedom indicesi@portant for growth and the
direction of these effects. Based upon their amglybey conclude that a number of
economic freedom measures have a significant efiegirowth of GDP. However, this
does not mean that increasing economic freedomeirergl increases growth since
some of the categories have a negative effect owtgr They find that, four of the
significant economic freedom indices (as shown abl& 1) are positively related to
growth, while two are negatively related. In thstudy, they find that increased
freedom to trade with foreigners decreases the throate. Increased freedom in terms
of lower government consumption and transfers hpssitive or a negative impact on
growth depending upon treéze of the government. Consequently, they conclude that
there is a hump shaped relation between governsmssnand growth.

Tablel
Effect of Economic Freedom on Growth

(Summary Results)

Economic Freedom variable Sign of the Effect Robustness
1. Size of Government Negative / Positive Robust
2. Economic Structure and use of markets Positive Non-Robust
3. Monetary Policy and Price Stability Insignificant Non-Robust
4. Freedom to use Alternative Currencies Positive Almost Robust
5. Legal Structure and Security of Ownership Positive Robust
6. Freedom to trade with Foreigners Negative Robust
£ Freedom to exchange in Capital Markets Positive Non Robust

Figure 2 shows the growth rate of GDP per capam 980 to 2000, of countries with
Economic Freedom of the World (EFW) rating of mthran 7, between 5 and 7, and
less than 5 (after adjustment for differences itiainincome level, tropical location,
and growth in human capital). The EFW 2004 stdtes the persistently free group
achieved an average annual growth rate of 3.44pegrcompared to 1.67 percent for the



middle group, and 0.37 percent for the least free.

Figure 2: Economic Freedom and Growth (Per cent) of GDP Per Capita 1980-2000
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Our study estimated the correlation between thart-the GDP per capita for the period
1975 to 2002, the results of which are given below:

Year Correlation Between EF And GDP

per capital
1975 0.469
1980 0.548
1985 0.616
1990 0.670
1995 0.657
2000 0.674
2001 0.654
2002 0.657

2 However, some economists have expressed concafrrihth observed correlation between the EFW
variables and growth may, at least potentiallyleafreverse causality. The proponents of this view
suggest that rather than economic freedom causimgtly, the relationship may reflect a tendency of
rapidly growing economies to liberalize.



Section 3
Econometric Analysis

A vast scholarly enterprise has arisen that is thelvdo the study of income
inequality. By Deininger and Squire's (1996) coungre than 2500 calculations of
gini coefficients have been made across countndstimme, with India having done it
the maximum number of times. The gini coefficiest doncerned with relative
positions, and perfect income equality can be &ag&kist when it equals zero.

Policy Variables Included:

In trying to provide an answer to the question ofvheconomic freedom relates to
equality, we have come to the empirical study, Whicakes use of the regression
analysis. In accordance with the availability ofag@7 countries have been included. In
addition to the economic freedom variables two othdependent variables viz. land
gini and education gini have also been includethenregressions. The first controls
for the influence of material wealth on equalityhil® the second controls for the
influence of ability to read and write on equalifihe illiteracy variable seems
important since, say, the ability of poor people m@ake good use of economic
development could be expected to be influencedhby degree of literacy. Data on
land holdings are attractive for a number of reaséirst, possession of land could be
a major determinant of individuals' productive aapaand their ability to invest,
especially in agrarian economies where land is pmasset. Second, in contrast to
income, the measurement of which is often assatiatgh large errors, the
distribution of land is relatively easily ascertifiand does not require assumptions
regarding the mapping from income flows into stooksssets. The paper therefore
focuses on the roles of inequality in assets amth@uic freedom as determinants of
income inequality.

Methodol ogy and Data Sour ces:
Following World Bank's Classification the data isssified on the basis of both
region and income. In this section we present tbsults based on income
classification.
The four income classifications being:

i) Low income countries

i) Middle income and lower middle income countries

i) Upper middle income countries, and

iv) High income countries

% Problems may arise from the fact that aggregatesores of land distribution do not adjust for soil
quality or land improvements (e.g. irrigation),algraccount accurately for land held under communal
tenure arrangements, and that -especially in regguth as Sub-Saharan Africa where population
density is still relatively low-land may not haweascity value.



Suitable dummies were introduced before runningusblregressions (with high-
income country as the reference classificatione Thoss sectional data on income
gini, land gini and education gini pertain to 19%0e data for land gini and education
gini was collected from the Word Bank site. Datailmcome inequalities was taken
from the World Development Indicators, various esuData on various measures of
economic freedom index are for 1985. This is beeall®e impact of economic
freedom on inequality is expected to take placg affer a time lapge The data for
this has been collected from the Fraser InstitiEW/, 2004.

As per the Fraser Institutes Economic Freedom Ir{@xartney and Lawson, 2004)
countries with more government enterprises and mowent investment received
lower ratings. When there were few State Ownedarises (SOEs) and government
investment was generally less than 15 percent tai favestment, countries were
given a rating of 10. The rating scale adoptedheyt is given below:

The Rating Scale

Government Investment as EFW

Percent of Total Investment Rating
Less than 15% 10
Between 15 & 20% 8
Between 20 & 25% 7
Between 25 & 30% 6
Between 30 & 40% 4
Between 40 & 50% 2
Greater than 50% 0

Empirical Results:

The regression results presented in table 2 shavttie major underlying factor
causing accentuation of income inequalities is uadity of land rather than
inequality of education. The coefficient of lanchigis significant at the 1 percent
level. The results show that an increase in thaevaf land gini by 1 percent makes
the income gini go up by 0.23 percentage point®e ddefficient of education gini

* Economists believe that a lagged relationship elést between economic freedom and growth. This is
because even if economic freedom enhances growtfil] take time for higher levels of income to be
achieved. Further, when only short time periodsaresidered, the linkage between economic freedam a
growth may be weakened by other factors such amdsss cycles and changes in the world price of
important export and import items. Thus, we looktet relationship between economic freedom and
growth after a lapse of five years since decisicakens will be willing to make major behavioral
changes, if they are convinced that the changelinypdirection is permanent rather than temporary.



remains norsignificant even at the 10 percent |évdlhe regression results also show
that the aggregate measure of Economic Freedonx I(igEl) has no significant
impact on equality. This is in contrast to the tesbtained by Berggren. (1999) and
Scully (2002§. Berggren's results show that the level of econofméedom is
negatively related to the level of equality, plélgibecause of less redistribution. On
the other hand, Scully has concluded the oppoStilly's results reveal that
economic freedom promotes both economic growth eoughlity. This means that
nations that have more EF, have a more equal inctistrébutior!.

Table 2: Results of Regressions Using Aggregate M easur e of Economic Freedom

(Dependent Variable: Income Inequality)

Independent Variables |Estimated Coefficient Standard Errors t Value
Values
Constant 11.832 12.309 0.96
Land gini 0.235 0.062 3.763*
Education gini -0.064 0.124 -0.518
EF,., Aggregate 1.396 1.520 0.918
measure of EFI
Income Dummies
D, 5.765 4.68 1.232
D, 13.074 3.72 3.511*
D3 10.672 2.99 3.565*
No. of observations _ 37
R-Squared 58.33%

*  Significant at the 1 percent level
D;. Income dummy for Low-income countries
D, Income dummy for Middle income and lower middieame countries

D3 Income dummy for Upper middle-income countries,

® This result is in sharp contrast to the regressiesults based on regional classification.
For this regression, the coefficient of educatiomi gwas significant while land gini was
non significant. Economic freedom index continues have a non significant impact on
income inequality.

® The differences in results could be due to difieresample of countries and the

different data sources. For instance, in Berggremidy the summary measure of economic freedom is
based on weights conjectured by participants abuarEconomic Freedom Conferences.

" Estimation of the structural model applied to thguintile income shares indicates

that it does this by increasing the share of marl@me going to the two lowest income quintiled an
lowering the share going to the highest income tijain
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Reference group being High-income countries

As a next step we sub divide the aggregate mea$wEl into five sub groups of the
index, and these less aggregated EFI measuresréspectively been included into
the same regression equation as that of Table .r@&son for this is to see if it is
possible to infer what kind of economic freedonrekted to equality. The five sub
groups of the index are:

i) Size of governmefit

i) Legal structure and security of property right

iii) Access to sound moné&y

iv) Freedom to trade internationally, ahd

v) Regulation of credit, labour and busirtéss

& When government spending increases relative todspg by individuals, households, and businesses,
government decision-making is substituted for peasehoice and economic freedom is reduced. The
first two components address this issue. Governmemsumption as a share of total consumption and
transfers and subsidies as a share of GDP areaiodicof the size of government. When government
consumption is a larger share of the total, pdalitichoice is substituted for private choice. Sinhjia
when governments tax some people in order to peotrighsfers to others, they reduce the freedom of
individuals to keep what they earn. Thus, the gretite share of transfers and subsidies in an exgno
the less is economic freedom. The third componethis area measures the extent to which countries
use private rather than government enterprisesolupge goods and services. Government firms play by
rules that are different from those that privatéemrises are subject to. They are not dependent on
consumers for their revenue or on investors fde ciapital. They often operate in protected markets.
Thus, economic freedom is reduced as governmeptpiges produce a larger share of total output.
The fourth component is based on the top margmaime-tax rate and the top marginal income and
payroll tax rate and the income threshold at whioth apply. High marginal tax rates that apply at
relatively low income levels are also indicativerelfance upon government. Such rates deny indilgdihe
fruits of their labor. Thus, countries with high rgimal tax rates are rated lower. Taken togetherfaur
components measure the degree of a country's gelian personal choice and markets rather than
government budgets and political decision-makinger&fore, countries with low levels of government
spending as a share of the total, a smaller gowmrhanterprise sector, and lower marginal tax retes

the highest ratings in this area.

® Security of property rights, protected by the roléaw, is essential to economic freedom. Freettbm
exchange, for example, is meaningless if indivisiail not have secure rights to property, includhmy
fruits of their labor. Failure of a country's legalstem to provide for the security of propertyhtig
enforcement of contracts, and the mutually agreeasttlement of disputes will undermine the
operation of a market-exchange system.

%1n order to earn a high rating in this area, antgumust follow policies and adopt institutionsith
lead to low (and stable) rates of inflation andidvegulations that limit the use of alternativarencies
should citizens want to use them.

™ In order to get a high rating in this area, a tgumust have low tariffs, a trade sector larganth
expected, efficient administration of customs.eglfy convertible currency, and few controls on pi

12 |n order to score high in this portion of the irdeountries must allow markets to determine prices
and refrain from regulatory activities that retamtry into business and increase the cost of pmduc
products. They also must refrain from playing fétesrfrom using their power to extract financial

~11~



The desegregation of the EFI measure into five sups reveals that not all
subgroups seem to be affecting equality. In faasell on income classification, only

size of government, as a measure of EF has a positive

Table 3: Results of Regressionsincluding less aggregated

EFI Measures

EFI measured by size of government

(Dependent Variable: Income Inequality)

Independent Variables Estimated Standard P Value
Coefficient Errors
Values
Constant 14.340 6.13 0.026**
Land gini 0.199 0.069 0.008*
Education gini -0.037 0.106 0.733
EF .1 1.911 0.901 0.042*
Income Dummies
D, 1.921 5.42 0.726
D, 8.088 3.919 0.048**
Ds 7.020 3.636 | 0.063***
No. of observations 37
R-Squared 61.81%

Significant at the 1% level
**  Significant at the Siével

* k k

Significant at the 10Bvel

and significant impact on inequafify As shown in Table 3, as the EFI of this subgroup

payments and reward some businesses at the exqfestbers.

13 When regression was run by dividing the originabup of countries into regions, the
results were different. For these regressions,ulatign of credit, labour and business' was
the only subgroup of economic freedom index thats v&gnificant. This gives rise to one
tentative observation: that based on income claasibn the 'role of government' is more
important for determining inequality, while on theasis of regional classification it is the
'Regulation of credit, labour and business' thatdhgreater effect, on inequality.

~12~



increases, in other words, as #me of the government reduces, the income inequality
significantly increases. The regression coefficisrgignificant at the 5 percent level.
The coefficient value of 1.9 signifies that a unitrease in economic freedom related
to size of government, leads to a 1.9 percent increase in the income s result has
interesting policy implications that are addregseithe next section.

Since,size of government by itself is an aggregate measure of four subgroups

« Government consumptith

» Transfers and subsidies

* Government investment in state-owned-enterpris@&€$ and
» Taxrate

The effect of each of these disaggregates on indoexuality was also analyzed.
Amongst these four, 'transfers and subsidiemd ‘government investment in SOEs
turned out to have a positive and significant afecinequality. The regression results
with government investment in SOEs as one the iewlégnt variables are given in
Table 4.

% The rating for this component is equal t0: {¥ — Vi) / (V max— V min) Multiplied by 10. The Vis
the country's actual government consumption agpgption of total consumption, while the,\,and V
min @re set at 40 and 6 respectively. Countries widinger proportion of government expenditures nesgbi
lower ratings. If the ratio of the countries govaent consumption to total consumption is closéhio t
minimum value of this ratio during the 1990 basarythe country's rating will be close to 10. Imirast,

if this ratio is close to the highest value durihg base year, the rating will be close to zero.

5 The rating for the component is equal t0: (% — Vi) / (V max — V mn ) multiplied by 10. The
V; is the country's ratio of transfers and subsid@esGDP, while the V . and V ., represent
the maximum and minimum values of this componentinduthe 1990 base year. The formula
will generate lower ratings for countries with largransfer sectors.

~13~



Table4: Resultsof Regressonsinduding lessaggregated EFl Measures
EFImeasured by share of output supplied by SOEs aedgoent investment

as a share of total investment

Independent Variables Estimated Standard Errors t Value
Coefficient Values

Constant 13.53 7.08 1.91***
Land gini 0.235 0.07 3.52*
Education gini -0.038 0.109 -0.36
EF., 1.09 0.514 2.11*

As measured by govt, investment
SOEs

Income Dummies

D, 8.38 4.16 2.01**
D, 13.63 3.47 3.93*
Ds 11.29 3.24 3.48*
No. of observations 37
R-Squared 61.32%

* Significant at the 1% level
*  Significant at the 5% level
*** Gignificant at the 10% level

The results are significant at the 5 percent levadl imply that as the 'share of
government investment as a percentage of totalstiment' decreases by 5 percent
(i.e. the economic freedom index of this subgraugréases by 1 unit, say from 6 to
7), the income inequality goes up by 1.09 percenfamnt. The results can be further
understood by stating that if one changes a petariable in such a way that the EFI
associated with it increases, and if this leadbigher inequality after 5 years, then
this is because the redistributive system has béiered in favour of the rich. Thus

increases in economic freedom, particularly throlagter ‘government transfers and
subsidies', and lower 'government investment in 8©& percent of total investment’,
are detrimental for equality.

~14~



Section 4
Conclusion and Policy Implications:
The Four Quadrant Approach

We begin this section by explaining figure 3 whprovides a summary of the results
obtained regarding the relationship between econofnreedom, growth and
inequality. It is clear from the flow chart that angst the five components of
economic freedom, only one i.e. thee of the government, has a significant adverse
effect on equality. While enhancing thseze of government definitely reduces
inequality, its affect on growth is uncertain. Thesitive between inequality and
economic freedom as measured by dize of the government implies that as the EF
(associated witlsize of government) increases, the income inequality also increases.
At this stage it is useful to keepntind that an increase in EF implies a lowsiee of
the government. Regarding the relationship betvseznof government and growth,
various studies state an inverse ‘U’ shaped reiahigp between the two.

Fig 3 Relationship between economic freedom, growth and inequality
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------ Retationships derived from existing literature
Reverse causality is also likely to exist between i) Growth and Inequaiity, and
ii) Growth and economic freedom

There is thus a growth maximizing optimal size o/grnment and that successive
increases in government spending contribute neggtito growth (Scully, 1989,
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1995; Barro, 1990, 1991; Folster and Henrekson126&Ims, 1985). Given this
relationship, there are likely to be countries vehtdre role of the government can be
enhanced without adversely affecting growth. Inhsacuntries reducing the role of
government by way of privatization of state owneateeprises (SOEs) may not
necessarily be a good stratéyy

It is of interest to mention here that during tl8Q's the theory of market failure was
overtaken by the theory of non market or bureaicrailure (Stiglitz, 1989). The
international community agreed and urged, partitplafter the success of early
privatization in the United Kingdom that governngershed their public enterprise
burden, deregulate sectors formerly monopolizedhieypublic sectors, and provide
an enabling environment for the private sectordweetbp. Privatization thereafter has
been widely promoted in the sphere of industriesyises and agencies (Kay and
Thompson, 1986; Kikery, Nellis and Shirley, 1992llié and Kikery, 1989; Yarrow,
1999; Vickers and Yarrow, 1988). The privatizatwave that swept the world was
bound to have a significant effect on developingrtoes. During the period 1990 to
1998, more than USD 270 billion was collected tigtoyprivatization proceeds in
developing countries. Latin America and the Cardrhdzurope and Central Asia, and
East Asia and the Pacific contributed to the largbsre of privatization proceeds,
accounting for 57 percent, 26 percent and 14 permktotal privatization revenues
respectively. In South Asia a total of USD 10 bitliwas collected (over the period
1990-98) as privatization proceeds, out of whichrenthan 70 percent came from
privatization in India (World Bank, 2000; Kaur, Z8§) 2005). However, today, views
concerning a smaller and more limited role of goweent which were held so
strongly in the early 1980s are coming under qaestDeregulation is no longer
viewed as an unmitigated success. Scandals ibhahking and securities industries
have led to calls for greater regulatory survedkanTherefore, once again we stand at
the threshold of an era of increased governmemivewnent. This indicates that both
systems, private as well as public are marked hyenfections and that neither is
perfect. Dreze and Sen (1989), in their study miggrthe performance of developing
countries over a certain period of time - not justterms of growth in GNP but
increasing living standards, say, increasing Ifpeetancy - have specifically drawn
attention to the role of government in the areabeaith and education (Also refer to
Sen,2001).

Further amongst the subgroups sofe of government as a measure of economic
freedom, two of the subgroups - namely economiedoen as measured Ayansfers
and Subsidies, and government investment as a proportion of total investment also
affects inequality positively. That is an increase economic freedom of these
components is associated with enhanced inequalitles flow chart also reveals that
the other measures of EF such as 'security of popghts’, ‘access to sound money’,
‘freedom to trade' and 'regulation of labour andiess' do not have a significant
effect on inequality.

Moreover, given that land inequality adversely ietgaboth growth (Deininger and
Olinto, '1999") and income equality, necessitatesrteed for redistribution policies.

16 provided the government investment as a propodfdntal investment does not exceed 20 percent -
assuming this to be the threshold limit beyond Whie size of government adversely affects growth.
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Redistribution requires an increase in fwe of the government. However, by itself
while increasing thaize of the government necessarily reduces inequality, its impact
on growth may be either positive or negative. Thiggests that there could be
countries where land redistribution (through insexhrole of government) could take
place, without compromising on growth. Therefonee meeds toe-assess the role of
government rather than necessarily reduce the ganfiad what could be the optimal
size of the government for attaining the twin objective of growth with atu The
relationship between land and income inequalitgywaih, EF andsize of government

is shown below in figure 4.

Figure 4: Relationship between Land and Income

Inequality, Growth, Economic Freedom and Size of
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* Reverse causality is also likely to exist bedwdew of the policy variables
In order to find the appropriate role of the goveemt, as a next step we plot the

income gini's and EFI (as measured by size of twemment) for the year 1990, for
various countries. This is shown in figure 5 (Ateter to figures given in Appendix).
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Figure5: Income gini versus Economic Freedom

(EF Measured by size of government)
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A look at the figure clearly shows that as the Efedsured by thgze of government)
increases the income inequalities also rise. Fyrthbile increasing thaize of the
government necessarily reduces inequality, its impact on ghowst ambiguous. In
light of this relationship, taking note of the thin@ld effects of economic freedom on
growth, the role of the government needs to bessessed in attaining growth with
equity. In order to do so, a four quadrant apprdadhtroduced. The threshold limit
of economic freedom, measured by number of govemtmenterprises and
government investment as percentage of total imest (EFG), is taken to be 7. This
implies that countries with EFG of more than 7 hé&®& SOEs other than those
involved in energy and other such sectors and gaowvent investment is less than 20
percent ( refer rating scale given earlier). ltde® be mentioned here that most of
the studies estimating the threshold limits betwgewernment expenditure and
growth do so forgovernment expenditure as percent of GDP. The threshold level
normally varies between 20 to 30 percent. Estimatethis measure are not available
in the EFW. As a proxy, to determine the threshhhdit we use government
investment as a percent of total investment’. Depending upon which amongst the four
gquadrants (as shown in fig 6) a country belongs appropriate policies for
privatization are suggestéd

1" Berggren (1999) has estimated this threshold imi8.6. However, further research is needed in thi
area.

8c0r this purpose Economic Freedom as measured@ypbthe government is considered to be high if it
has a rating of more than seven. Countries witbn gini's lower than 30 are considered to be more
equally distributed economies.
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Quadrant 1.

In quadrant 1 are countries (such as Brazil, Papnamé Mexico) that have a high
income gini along with a small size of the governim@&hese countries can increase
the size of their governments to facilitate growith equity.

The government's role can be increased byokiay

» Enhancing transfers and subsidies. This wdblto a better redistribution of
income and wealth, thereby reducing inequality.

* Increasing the government investment in crucettors. Since for these
countries the government's investment as a prapouf total investment is
less than 20 percent (i.e. an EFI greater thana7jurther increase in
investment by about 5 percent is likely to promgt®wth, rather than
adversely affect the same.

Quadrant 2

In quadrant 2 are countries (such as VenezuelaiviBpolKenya, Malaysia and
Columbia) that have high income inequalities (Ineogni greater than forty) along
with a low measure of EFI based on 'governmentstment’. These countries already
have a hugsize of government and therefore advocating a further increase isi#s

to reduce inequality is not desirable. These coemtire advised to adopt a balancing
act whereby:

* SOEs are privatized. As shown in figure 6, in Cdiienand Malaysia
investment by government is more than 50 percetttetotal investment.
These countries can easily adopt disinvestmentipsli This is desirable
not necessarily on efficiency grounds, but due he fact that the
government has a greater role to play &scaitator of goods and services
rather than as producer of goods and services.

* Increase 'Transfers and Subsidies' as a directureeasd redistribution
between the rich and the poor. Further, since li@sé countries, the
income inequalities are high, there is no doubt tha government has to
intervene. In such situations given the intervamsibrole of the State, the
important question is not just thextent but also thequality of such
interventions.
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Figure 6A and B: Policy Implications: The Four Quadrant
Approach (2002)

Relationship between Income gini and EF as measured by Government
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Quadrant 3

In quadrant 3 are countries (such as Jordan, Ifhkistan, Egypt and Bangladesh)
which have a comparatively low income gini alonghwa huge size of government.
These countries are advised to follow a policy n¥agiization of SOEs. However,
privatization is advocated not necessarily on tAgidof enhancing efficiency of the
SOEs, but on the assumption that it will enhanaaptition. In fact recent studies
have shown competition in product and factor markas a more important
determinant of allocative efficiency, than whetheerfirm is publicly owned or
privately owned. This is because several studieg lshown that ownershiper se -
public or private - is not the factor, which detamas efficiency. In fact, it is the
degree of competition. Thus, provided there isiciffit competition, there is no
discrepancy in efficiency between privately and Il owned enterprises (Kaur,
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2003; Williamson, 1969, 1970; Baumol, 1967; Alchamd Kessel 1962, Alchian and
Demsetz, 1972; Furubotn and Pejuvich 1972). Thezefo such enterprises (where
lack of competition is the major problem), if eféocy is to be improved, a mere
change of ownership may not lead to desirable t®sti fact, just by enhancing

competition (e.g. by allowing private sector to igte in areas reserved for the public
sector i.e. Greenfield Privatization), it may besgible to increase the efficiency of
SOEs

Quadrant 4

In quadrant 4 are countries (such as New Zealaada@a, Denmark, Finland and
Greece) which have a low income inequality and allssize of the government.
These economies can comfortably increase the fod@wernment. Since it is likely
that these countries fall to the right of the optirpoint between growth arsilze of
the government, they are advised to increase government investrirefdct, since for
these countries theize of the government investment as a proportion of total
investment is less than 20 percent, an increass size is likely to have a positive
impact on both growth and equity.

To conclude, while recent experience of growth @veloping countries has been
associated with accentuation in income inequalitiesations such as India, China
and Bangladesh, an analysis of the factors unaerlgtccentuation of inequalities has
not received sufficient attention. The basic obyecbf the paper, therefore, has been
to focus on the roles of inequality in educatiord dand assets as determinants of
income inequality and growth. The study, using srosuntry data, supplements this
with a detailed analysis of how economic freedoffuences equality outcomes. The
econometric results provide evidence that increasesonomic freedom, particularly
through lowersize of the government and initial land inequality, both affect income
equality adversely. While increasing thee of the government necessarily reduces
inequality, its impact on growth is ambiguous.ifght of this relationship, taking note
of the threshold effects of economic freedom omwwiing the paper argues that the role
of the government needs to be re assessed iniagtagnowth with equity. What
clearly emerges is that adopting a uniform polidypoivatization in the era of
globalization may not necessarily be the best goMvhile on | he one hand, for
countries such as Columbia, Malaysia, Jordan anteX{eela, privatization may be a
good strategy, for few other countries such as iBrRanama, Mexico, USA, New
Zealand, Canada and Denmark the desired policylghmuin the reverse direction.
That is, given the threshold limits these countdaa achieve the twin objective of
growth with equity by increasing the investmentiacial SOEs.

Finally, one needs to remember that both systemsvate as well as public- are

marked by imperfections and that neither is perféicis in this context that the
appropriate role of the government needs to besessed.
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Appendix 1
Income Gini ver sus Economic Freedom (1990)

(EF measured by size of Transfersand Subsidies)
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Appendix 11

List of countriesstudied

Country Classification Country Name
Based on I ncome

Bangladesh

India

Indonesia

Kenya

Pakistan

Bolivia

Columbia

Costa Rica

Ecuador

Egypt

Gautemala

Honduras

Jamaica

Jordan

Malaysia

Mexico

Peru

Philippines

Thailand

Tunisia

Turkey

Brazil

Greece

Korea

Panama

Portugal

Uruguay

Venezuela

Australia

Canada

Denmark

Finland

Al D DD D W] W W W W W W NN NN NN NN DN NN DN NN DN RPRPRRP] e

France
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Japal

Netherlands

4
4
4|New zeland
4|United States
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