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Using annual data from 142 countries covering 1993 to 2022, we find that country-level economic
uncertainty deteriorates the quality of the state’s governance. A one SD increase in uncertainty
declines the quality of governance, ranging from 6% to 28% in terms of different measures of good
governance. The dynamic and heterogeneous common correlated effects mean group (CCEMG)
approach shows that uncertainty affects the state’s governance in the long run. This effect is larger
and more robust for higher-income countries. However, the method of moments quantile regression
explores that the outcome does not differ significantly across different quantiles.
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Introduction

As an economy struggles with volatility, economic fluctuations, and unforeseen challenges,
the nexus between economic uncertainty and the effectiveness of the government emerges
as a critical issue for scholarly inquiry. Numerous prior studies examined how and to what
extent economic uncertainty affects the aggregate economy (Baker et al., 2016; Jurado et
al., 2015), firm-level (Gulen & Ion, 2016; Hassan et al., 2019; Xu, 2020), and household
economic activities (Aaberge et al., 2017; Giavazzi & McMahon, 2012). On the contrary,
only a few studies empirically investigate economic uncertainty’s effect on the components
of a state’s good governance (SGG). Specifically, Goel and Ram (2013) found that
economic uncertainty significantly positively affected national corruption. Firm-level data
also shows that economic uncertainty elevates firm-level corruption (Afzali et al., 2021).
However, Goel and Ram (2013) considered the variation of price level as an economic
uncertainty, according to educational gestures, which might not be a comprehensive
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measure of economic uncertainty. On the contrary, Afzali et al. (2021) use a country-
specific world uncertainty index (WUI) to measure economic uncertainty. These studies
merely focus on corruption as an outcome variable. Moreover, none of them consider
nonstationary panel data properties, which may lead to spurious regression issues.

Considering all these issues, this study aims to examine the effect of economic
uncertainty on SGG using large cross-country data. In the baseline regression, we use
control of corruption, regulatory quality, government effectiveness, and political stability
as a proxy measure of SGG. Like Afzali et al. (2021), we also consider WUI as an economic
uncertainty variable since among the comprehensive economic uncertainty measures, the
WUI is available for a maximum number of countries (143 countries).

Our paper has three key findings. First, economic uncertainty negatively and
significantly affects SGG. Second, the effect of uncertainty does not significantly vary
across different quantiles of SGG. Third, the impact of economic uncertainty on SGG is
a long-run phenomenon. Finally, WUI is more pronounced and robust for higher-income
countries. These findings are consistent with different alternative measures of SGG across
different income groups of countries.

After demonstrating the background of this study in the Introduction, Section 2
specifies empirical models, econometric tools, and data sources. The hypothesis of this
study is also covered in this section. Section 3 presents empirical findings and discussion.
Finally, Section 4 covers summary and conclusions of the study.

Model specification and method and data

Baseline regression model
In the baseline model, we specify the following model:

SGGil zﬂWU]it‘FX' +0!l-+7/t +gil (1)

where SGG is one of the measures of the quality of governance of a country. WUI is
the economic uncertainty measure. We postulate that economic uncertainty deteriorates
SGG. There are several channels to validate this hypothesis. For instance, during periods
of economic uncertainty, governments may face resource constraints, leading to reduced
capacity for oversight and enforcement of existing regulations. This can create ample
room for corruption, as individuals may exploit the weakened regulatory environment.
Alternatively, economic uncertainty leads to economic recession and financial distress
(Bloom, 2014; Bloom et al., 2007). The supply and demand for bribes and political
donations may increase during economic instability. Consequently, the SGG will be
adversely affected (Afzali et al., 2021; Hassan et al., 2019).

The vector of other macroeconomic controls (X) covers real GDP per capita and
population density. Real GDP per capita is expected to improve SGG, while population
density is expected to deteriorate it. We control time-invariant effects by country fixed
effect (¢;) and time-variant effects by time fixed effect (y;). Furthermore, i and ¢ denote
individual country and year, respectively. Finally, the remaining term (¢) is the error term.
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Dynamic and heterogeneous CCEMG estimation of panel data models

To accommodate dynamic and heterogeneous common correlated effects mean group
(CCEMG) approach, following Chudik and Pesaran (2015), we further estimate our model
as follows:

ro._
SGG;, =Cisgg +DiSGG; g + PoWULy, + BWUIL ) + 3 630%—¢ + Osgoir (2)
(=0

’
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where Z; = N DT = (SGGt WU, X,) . N is the number of total countries. 7is the total
=1

number of years. Py equals 7"3. The CCEMG model also helps us to correct cross-sectional
dependence among the countries.

Method of moments quantile regression

To estimate the potential asymmetric effects of economic uncertainty on SGG, we
encompass the method of moments quantile regression as proposed by Machado & Santos
Silva (2019):

Osc6 (7| E) = (e +5,4(7))+ EuB+Warq(r) 3)

where Ogi(7) is SGG at different quantiles. o;(7)=a; +0;q(7) is the 7 quantile fixed
effect for i country. E includes WUI with other covariates. W is a differentiable k-vector
as W,=w(E), =1, ..., k and k is the number of unknown parameters.

Data

In our analysis, we consider 142 countries worldwide covering the period from 1993 to
2022. List of the countries are available in Appendix Table Al. The cross-section selection
and number of years depends on the data availability for the considered variables. As a
proxy measure of SGG, we use control of corruption, regulatory quality, government
effectiveness, and political stability. The control of corruption demonstrates to what
extent state power is exercised for individual welfare. On the contrary, regulatory quality
measures the strength of a state to originate and execute effective policies and regulations
for the promotion of private sectors. Government effectiveness covers the quality of public
service and its freedom from political parties. Finally, political stability shows a country’s
political stability and free from violence and terrorism. These four variables are from
-2.5 to 2.5, where higher values indicate better quality. Population density shows how
many people live per square kilometer of land area. We transform real GDP per capita and
population density in natural logarithm. Except for WUI, all these variables are from the
World Development Indicators published by the World Bank. We use the world uncertainty
indicators proposed by Ahir et al. (2022) for economic uncertainty measures. The authors
developed a country-level economic uncertainty index by counting the word “uncertainty”
in the quarterly country report of the Economist Intelligence Unit. We collected the WUI
data from the authors’ website: https://worlduncertaintyindex.com/.
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Table 1. Effects of economic uncertainty on the quality of a state’s governance

@ 2 (&) @ () © () ®
Corruption control Regulatory quality  Govt. effectiveness Political stability
WUl - 1247 068" -105™ -.059"  -186™" 134 3217 243"

(0248)  (.0248)  (.026)  (.0269)  (.0252)  (.0259)  (.0454)  (.0468)
InRGDPPC;,  226™ 431" 365™ 520" 358" 566 309" 649"
(026)  (.0309)  (.0256)  (.0358)  (.0242)  (.0341)  (.0346)  (.0553)

InPDensity; -215™ 098" -200" 051 -228™ 094" -318™ 197
(.0445) (.0559) (.0379) (.0487) (.0392) (.0502) (.0581) (.0769)
Intercept SL13TT 415 225" 460" 212" 519 -1.46™ -6.45™
(.1841) (.3414) (.2026) (.3988) (.1885) (:3938) (:3298) (.6583)
Country FE Yes Yes Yes Yes Yes Yes Yes Yes
Year FE No Yes No Yes No Yes No Yes
Observations 3221 3221 3221 3221 3221 3221 3221 3221
R? 9651 9669 9582 9597 9615 9636 .8644 .8706
AdjR? 9635 9651 9562 9575 9597 9616 .858 .8636

Notes. Robust standard errors are in parentheses. ***, ** and * denote statistically significance levels at 1%,
5% and 10%.

Result and Discussion

Table 1 shows the OLS regression results. Encompassing different specifications, the result
shows that economic uncertainty significantly deteriorates the SGG. Specifically, a one
SD increase in uncertainty declines SGG ranging from 6% to 28% in terms of different
measures of SGG. These findings mimic prior empirical studies (see Afzali et al., 2021 and
Goel and Ram, 2013).

To accommodate nonstationary panel data econometric properties and correct the
cross-sectional dependence problem, we estimate Equation (2). Furthermore, according to
the World Bank, we disentangle the full sample into two groups: low and lower-middle-
income countries (LICs) and upper-middle-income and high-income countries (HICs).

Table 2 reports that the effect of economic uncertainty on SGG is not a short-run
phenomenon. In the long run, economic uncertainty negatively affects SGG. Higher-
income countries are largely affected by unforeseen economic events, for example, the
bankruptcy of Lehman Brothers or the COVID-19 pandemic. Previous studies also show
that economic activities are largely sensitive to economic uncertainty in the higher income
countries (Demir et al., 2020; Fawaz et al., 2012). Economic uncertainty also leads to
higher suicidal rate in the higher income countries (Er et al., 2023).

Among different SGG measures, economic uncertainty does not affect the political
stability of the lower-income countries in the long run. Overall, domestic income positively
contributes to SGG, while population density adversely affects this quality. The speed
of adjustment parameters are negative and statistically significant, ranging from 0.246 to
0.556, implying that the estimates converge to equilibrium positions within 2 to 4 years.

Does economic uncertainty have an asymmetric effect on SGG across different
quantiles? Equation 3 helps us to answer this query. Panels A to D in Figure 1 validate
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our findings obtained in Tables 1 and 2, i.e., economic uncertainty worsens SGG across
different quantiles All coefficients of WUI are negative and statistically significant at a
1% significance level in the method of moments quantile regressions. The government
effectiveness plot is downward sloping, implying that economic uncertainty intensely
affects SGG at higher quantile. On the contrary, the coefficients of economic uncertainty
declines for control of corruption, regulatory quality, and political stability in absolute
value at higher quantiles. However, these asymmetric effects are not significant according
to the Wald test.!
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Figure 1. Effects of economic uncertainty on the quality of
a state’s governance at different quantiles

Notes. The solid line shows the coefficients of WUI at different quantiles of SGG after controlling InNRGDPPC and InPDen-
sity. The dotted lines illustrate 95% confidence intervals at different quantiles.

Summary and conclusions

The novelty of this study is to explore the effect of economic uncertainty on the quality
of a state’s good governance. Using a large cross-country panel data, the paper provides

1-We did not report the Wald test statistics in the paper since the null hypothesis (Hy: the coefficients are equal between two
quantiles) is accepted for each category of SGG across different quantiles. To examine the potential asymmetric effects of
economic uncertainty on the SGG, we estimate Wald test statistic comparing the equality of coefficients of each quantile of
7=0.05,7=0.10,7=0.25,7=10.75,7=0.90, and 7= 0.95 with = 0.50 quantile. However, the Wald test results are available
upon request.
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empirical evidence that economic uncertainty deteriorates country’s quality of governance.
The nonstationary panel data shows that the effect of uncertainty is a long-run phenomenon.
This effect is more pronounced in higher-income countries. Prior empirical papers also
shows the larger effect of economic uncertainty in the higher income countries (Demir et
al., 2020; Er et al., 2023; Fawaz et al., 2012). However, the quantile regression estimates
show that the effect is not asymmetric across different quantiles of SGG.

We consider four alternative measures to accommodate the quality of a country’s
good governance. The findings of this paper are robust in different empirical settings for
each measure of governance. It supports our hypothesis that governments may encounter
limitations in resources, resulting in a diminished ability to supervise and enforce current
regulations in times of economic instability. This situation can give rise to corruption, as
individuals might take advantage of the weakened regulatory framework. Consequently, this
paper foreshadows the importance of stabilizing an economy to ensure good governance.
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Table Al.

Appendix

List of the countries and regions

O 0 N N L AW N =

— e = = =
wn AW NN = O

16.
17.
18.
19.

20.
21.
22.
23.
24.

25.
26.
27.
28.
29.
30.
31.
32.
33.
34.
35.
36.

. Afghanistan
. Albania

. Algeria

. Angola

. Argentina

. Armenia

. Australia

. Austria

. Azerbaijan

. Bangladesh
. Belarus

. Belgium

. Benin

. Bolivia

. Bosnia and
Herzegovina
Botswana
Brazil
Bulgaria
Burkina Faso

Burundi
Cambodia
Cameroon
Canada

Central African
Republic

Chad

Chile

China

Colombia

Congo, Dem. Rep.
Congo, Rep.
Costa Rica

Cote d’Ivoire
Croatia

Czechia

Denmark
Dominican Republic

37.
38.
39.
40.
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.
51.

52.
53.
54.
55.

56.
57.
58.
59.
60.

61.
62.
63.
64.
65.
66.
67.
68.
69.
70.
71.
72.

Ecuador
Egypt, Arab Rep.
El Salvador
Eritrea
Ethiopia
Finland
France
Gabon
Gambia, The
Georgia
Germany
Ghana
Greece
Guatemala
Guinea

Guinea-Bissau
Haiti
Honduras

Hong Kong SAR,
China

Hungary

India

Indonesia

Iran, Islamic Rep.
Iraq

Ireland
Israel

Italy
Jamaica
Japan
Jordan
Kazakhstan
Kenya
Korea, Rep.
Kuwait
Kyrgyz Republic
Lao PDR

73.
74.
75.
76.
77.
78.
79.
80.
81.
82.
83.
84.
85.
86.
87.

88.
89.
90.
91.

92.
93.
94.
95.
96.

97.
98.
99.

100.
101.
102.
103.
104.
105.
106.
107.

108

Latvia
Lebanon
Lesotho
Liberia
Libya
Lithuania
Madagascar
Malawi
Malaysia
Mali
Mauritania
Mexico
Moldova
Mongolia
Morocco

Mozambique
Myanmar
Namibia
Nepal

Netherlands
New Zealand
Nicaragua
Niger
Nigeria

North Macedonia
Norway

Oman

Pakistan
Panama

Papua New Guinea
Paraguay

Peru
Philippines
Poland

Portugal

. Qatar

109.
110.
111.
112.
113.
114.
115.
116.
117.
118.
119.
120.
121.
122.
123.

124.
125.
126.
127.

128.
129.
130.
131.
132.

133.
134.
135.
136.
137.
138.
139.
140.
141.
142.

Romania
Russian Federation
Rwanda

Saudi Arabia
Senegal

Sierra Leone
Singapore
Slovak Republic
Slovenia

South Africa
Spain

Sri Lanka
Sudan

Sweden
Switzerland

Tajikistan
Tanzania
Thailand
Togo

Tunisia
Turkiye
Turkmenistan
Uganda
Ukraine

United Arab Emirates
United Kingdom
United States
Uruguay

Uzbekistan
Venezuela, RB

Viet Nam

Yemen, Rep.

Zambia

Zimbabwe




