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Abstract

This thesis examines the effects of both democracy and democratic consolidation on
the GDP per capita in 28 transition countries from 2000 to 2020. Through a panel
regression analysis, the study finds compelling evidence that democratic consolidation
has significant and positive effects on the economic development of post-transition
countries. The baseline results suggest that an increase in the V-Dem index by one
point corresponds to an average increase of 23.8% in GDP per capita. More
importantly, each additional year a post-transition country spends under a democratic
regime leads to an increase of 4.24% in per capita GDP, on average. The results of the
study remain robust across all model specifications and to the inclusion of control
variables. Additionally, the study identifies an indication of a U-shaped relationship
between democratic consolidation and economic development. Overall, this thesis
highlights that the promotion of democratic consolidation reinforces economic

development in post-transition countries.
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1 Introduction

After the Cold War, a number of communist countries embarked on a transition from
socialist systems characterized by a planned economy with single-party governments
to market-oriented economies and multi-partialism (Kmezi¢, 2020; Wolf, 1999). In the
1990s, the region underwent a salient wave of democratization and adopted policies
that promoted economic liberalization (Bieber, 2017; Shleifer & Treisman, 2014),
which resulted in substantial economic development by the mid-2000s (Roaf et al.,
2014). However, despite a common starting point after the collapse of communism,
transitioning countries followed different modernization pathways. Hence, the degree
of democratization (Batsaikhan & Dabrowski, 2017; Kmezi¢, 2016) and level of
economic development (Campos & Coricelli, 2002) among countries have been
heterogeneous. Following three decades of transition, the democratization trajectory
of South Eastern and Eastern Europe has been eroding, reaching an all-time low in
2021 (Alizada et al., 2022; Repucci & Slipowitz, 2022). Central Asia emerged as the
worst-performing region, where political degradation is complemented by economic
stagflation (Matveeva, 1999). Furthermore, a steady downward trend has also been
observed in Central Europe, particularly in Hungary and Poland. The cases of these

two democratic frontrunners illustrate that once-stable democracies can also regress.

It is conceptualized that democracy promotes economic growth (Campos et al., 2022;
Gerring et al., 2005; Kurzman et al., 2002; Persson & Tabellini, 2007; Pourgerami,
1991) and facilitates economic freedom, which in turn indirectly impacts economic
development (Fidrmuc, 2003; Peev & Mueller, 2012; Pei, 1999; Piatek et al., 2013).
Acemoglu et al. (2019) showed that over the long term, democracy enhances GDP per
capita by 20%, while Rodrik & Wacziarg (2005) contended that transition to
democracy reduces growth volatility in the short term. Gerring et al. (2005) pointed
out that the growth-enhancing impact of democracy is contingent not only on the
contemporary regime status but also on the country’s political heritage. The longer
democracy persists in the country, the greater its effect on economic development.
Hence, both duration and degree of democracy are important when the democracy-
development relationship is analyzed (Masaki & Van de Walle, 2014; Pettersson,
2004).



In view of the significance of democratic governance, a vast amount of literature has
studied the impact of democracy on economic development (Acemoglu et al., 2019;
Campos et al., 2022; Glaeser et al., 2004; Helliwell, 1994; Pettersson, 2004;
Przeworski & Limongi, 1993; Tavares & Wacziarg, 2001). However, no
comprehensive empirical study has been conducted in the recent period
considering former transition countries. Additionally, previous studies
predominately centered their analysis on the contemporary relationship between
democracy and economic results, commonly neglecting the notion of democratic
consolidation of transition countries. This paper seeks to address the empirical gap
in the context of transition countries with the aim to empirically examine the impact
of both, democracy level and democracy duration on the economic results of post-
transition countries. Therefore, this thesis seeks to answer the following research
question: Do countries that were successful in maintaining the democratic
status for a longer period of time, i.e. which are democratically consolidated,
achieve higher levels of economic development? 1t is expected that former transition
countries that were able to establish consolidated democratic political regimes

achieve higher levels of GDP per capita.

This thesis is structured into six chapters, beginning with the introduction as the first
chapter. The second chapter provides an empirical and theoretical overview of the
interrelations between political regimes and economic development, involving
a discussion on the experience of former transition countries during the transition.
The third chapter presents dynamics of various factors associated with
economic development under autocracies and democracies. The subsequent chapter
outlines the methodology, along with data used for the empirical examination. The
fifth chapter investigates the relationship between consolidated democracy
and economic development, which has been empirically tested using standard
panel regression, followed by a summary of the analysis and discussion. This sixth

chapter presents a conclusion.



2 Literature review

2.1 Theoretical framework

Discussions in the literature on the effect of democratic regimes on economic
development emerged in the aftermath of global democratic adjustments in the late
1980s and the fall of communism. Leftwich (1993) emphasized that liberal democracy
is not just the outcome of a particular development, contrary to Marx’s assertion, but
together with good governance, lays the foundation for economic prosperity. The
democracy-development nexus was widely analyzed on both theoretical and empirical
levels. So far, academics still have conflicting views on the compatibility of democracy
and economic development. When discussing this kind of relationship, Sirowy and
Inkeles (1990) presented three theoretical vantage points: the conflict perspective the

compatibility perspective, and the sceptical perspective.

Within the framework of conflict perspective, democracy is perceived as a factor that
hinders the pace of economic development. As democracies prioritize political
pluralism and political and civil freedoms, such political regimes provide more
channels through which different interest groups can manifest their demands. Indeed,
in a democracy, these groups will bargain in the interest of the public. However, these
groups will do so until they have reached optimal aggregate benefit, which can
oftentimes take significantly longer periods (Olson, 1982). Consequently, a divisive
political environment emerges with overcrowded political agendas. From this
perspective, the decision-making process, and the implementation of policies
necessary for economic enhancement are rather slow and inefficient. Olson (1982)
further emphasized that distributional coalitions, by interfering in economic decisions,
create barriers to the adoption of technological advancements and resource allocation,
thereby adversely impacting economic development in the long run. All of the
mentioned places an additional burden on democratic institutions in developing
countries already considered fragile (Kohli, 1993, p. 685). Therefore, an authoritarian
regime could be more economically feasible, as autocrats, insulated from external
pressure, can suppress political and individual freedoms for the benefit of quicker
policy implementation necessary to encourage economic development (Knutsen,

2021, p. 1506).



According to the compatibility perspective, democracy actively promotes political and
economic pluralism that, in conjunction, favourably impact economic development.
Advocates of democracy argue that the conflicting view serves the purpose of
validating the repudiation of political and individual freedoms by autocrats aiming to
resist regime change (Sirowy & Inkeles, 1990). The economy requires property rights
and competition, both of which are secured under democracies. These factors
incentivize economic subjects to undertake new opportunities and enhance the
efficiency of existing activities (Scully, 1988). This is not the case in authoritarian
regimes where property rights, even if provided to a certain extent, could be seized
arbitrarily at any time by the ruler (Clague et al., 1996). In addition, democracies create
conditions conducive to economic development by providing people with political and
economic freedoms to seek entrepreneurial opportunities and pursue individual
wealth. Contrary to the conflict perspective, autocracies unconstrained by the state
tend to monopolize power and embrace rent-seeking activities for self-enrichment,
directly hurting economic development. Such behaviour in a democratic regime carries
consequences since the political incumbents could be electorally removed from power
(Baum & Lake, 2003). Moreover, Gerring et al. (2012) agree with the argument made
by Olson (1982) that democratic overload might pose a burden on the institutions of
the newly established democracies. However, Gerring et al. (2012) clarify that after
sufficient time has passed, democratic polities become more institutionalized, and
therefore, established processes more regularized, rationalized, and effective in
resolving differences. For this reason, enduring democratic regimes provide a stable
environment in which effective policies for economic development can be adopted.
Lastly, it is also noteworthy to mention that higher GDP per capita is not necessarily
an end in itself, but a means to improve living conditions and general health, offer

greater educational opportunities, among others, and reduce poverty (Stiglitz, 2002).

From a sceptical perspective, the prevailing belief is that the relationship between
democracy and economic development is not straightforward. Sirowy & Inkeles
(1990) contend that it is crucial to consider the presence of additional factors, which
could differ regardless of the state’s democratic character when assessing the broader
democracy-development relationship. The advocates of the sceptical perspective
suggest that sustained democratic progress improves economic performance, albeit
through different combinations of factors that emerged from such development

(Acemoglu et al., 2019; Baum & Lake, 2003; Helliwell, 1994; Rachdi & Saidi, 2015;
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Tavares & Wacziarg, 2001). Several widely debated channels through which
democracy might impact economic development include institutional framework,
accumulation of human capital, accumulation of physical capital, and enhancement of

public choice regarding government expenditure.

There is a prevalent argument asserting the importance of effective political
institutions for sustained economic progress (North, 1990; Pourgerami, 1991).
Pourgerami’s (1991) research posits that institutions that facilitate mass participation
in decision-making and guarantee political and civil rights achieve significantly
better economic performance. Contemplating this viewpoint, Pei (1999)
asserts that democracies are predisposed to establish such political and economic
institutions. These institutions, anchored by the rule of law, establish the rules for
secured property rights and contracts, protect political and civil rights, ensure checks
and balances on the government, and act as an institutional safeguard to prevent
the abuse of state resources. In a similar vein, prominent economists Acemoglu
and Robinson (2001) distinguish between inclusive and extractive institutions,
contending that the former, in contrast to the latter, enable secured property rights
and economic prosperity for the broad spectrum of society. They further argue that
inclusive political institutions have more incentives to shape an inclusive economy
where markets are kept free and fair. Thus, such institutions foster innovation,
invest in education, and create a stable environment that allows entry of new
businesses and technologies, which is essential for organic economic growth.
Giuliano et al. (2013) and Alali (2022) pointed out that democratic institutions are
more responsive to the needs of the majority. Therefore, they are more eager to
enact reforms that benefit a large segment of society, whereas, extractive institutions
repress innovation to maintain monopolies and extract resources to enrich elite
groups. Consequently, those institutions create a level of playing field only for a
narrow elite that operates at the expense of the broad spectrum of society

(Acemoglu & Robinson, 2001) and are associated with lower income levels (Deacon,

2009).

Empirical evidence also shows that the positive impact of democracy on economic
development is facilitated by the accumulation of human capital. Tavares and
Wacziarg (2001) and Helliwell (1994) pointed out that democracies are more
inclined to respond to the interest of society and invest in education, which in turn
enhances the spread of the know-how, thus directly improving productivity. The

findings from
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the study by Glaeser et al. (2004) indicate that countries with greater levels of human
capital achieved two times higher GDP per capita compared to those with lower levels
of human capital. Additionally, beyond the improvement in educational attainment
rates, Baum & Lake (2003) argue that democratic countries provide a more benevolent
environment for general health than non-democratic regimes. Such favorable living
conditions are conducive to labor productivity growth and improved life expectancy.
Hence, those countries with a rising skilled workforce are better positioned and
develop faster. Similarly, Gerring et al. (2012) argued that countries that sustained
democracy as a political regime for extended periods of time have lower infant

mortality rates.

Others have highlighted the significance of capital accumulation as the primary cause
of economic development. One way to support the economy is to increase capital stock
or more precisely, attract foreign direct investment (FDI) (Jensen, 2003). Democracies
are more prone to open their economies and enable capital flows into the country
(Pandya, 2014). Research by Busse (2003) showed that countries with improved
political and civil rights levels experienced higher FDI inflows. Jensen (2003) argued
that democracies, compared to autocracies, can attract 70% more FDI inflows.
Furthermore, democracies are associated with a less turbulent political environment
and attractive national policies, and as such are favored by investors who seek limited
risk (Kurzman et al., 2002). Furthermore, Scully (1988) adds that secured property
rights and legal claims on income contribute significantly to greater capital
accumulation. On the same note, Clague et al. (1996) posited that enduring
democracies provide superior property and contract rights, establishing themselves as

havens for capital flights.

Another frequently proposed channel linking democracy and economic development
is the level of government expenditure. While autocratic countries use the resources to
support the members of the narrow elite, democracies channel spending towards public
goods (Deacon, 2009). Therefore, democracies foster economic development through
investments in education, health, and infrastructure, all of which provide higher returns
in the long run. Also, as political incumbents can be sanctioned at the ballot box, they
have stronger incentives to allocate government expenditures towards public good and
pursue more developmental policies to gain the support of the majority. Deacon (2009)

confirms in his study that democracies allocate twice as much to the provision of public
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goods compared to non-democratic counterparts. Prioritizing public welfare,
democracies also devote a lower share of total GDP to military expenditures (Deacon,
2009), reducing the burden on the government budget. However, it is also worth
considering that electoral pressures on democratic governments may lead, in some
cases, to over-investment as a strategy to increase prospects of re-election (Przeworski
& Limongi, 1993). This, in turn, could potentially repress private investments and,

consequently, impede overall economic performance (Pliimper & Martin, 2003).

2.2 Democratization during transition

The dissolution of the communist regime in the 1990s supported the liberal economic
ideology that non-democratic communist regimes were unsustainable in terms of
overall economic development and that such regimes prevented economic progress
from taking place (Leftwich, 1993). Acknowledging this paradigm shift, transition
economies embarked on a path of radical political transformation that reshaped the
prevailing political climate (Fidrmuc, 2003). Subsequently, the levels of political
liberalization emerged as a detrimental factor for the speed and extensive economic
liberalization in the region (De Melo et al., 2001). It is interesting to observe that all
post-communist countries began from a fairly comparable platform, although not
completely the same when it comes to economic development and initial institutional
conditions but reached a vastly uneven degree of success (Roaf et al., 2014). Many
countries in Central Europe, including the Baltic states, transitioned to democracy. On
the other hand, the little progress achieved in some countries in Central Asia eroded in
the early stages of the transition. Those countries also delayed implementing reforms
designed to open their markets to international trade, diminish inflation, introduce
privatization, foster competition, and reshape their communist economies (Shleifer &
Treisman, 2014). As a result, intransigent liberalization laggers performed far worse
and had a slower pace of recovery, and these consequences can be observed even today
(Roaf et al., 2014). The incapacity to enact these reforms stemmed largely from the
political commitment of institutions and the failure to expand political freedoms (De

Melo et al., 2001).

Following the transition, all of the former socialist countries experienced
macroeconomic destabilization. The same economic challenges applied to both

progressive and lagged reformers. However, radical reformers experienced an
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economic downturn only for a short period. Firstly, transition countries struggled to
create trade ties beyond the communist bloc (Havrylyshyn & Van Rooden, 1998).
Secondly, as foreign exchange controls were eliminated inflation skyrocketed
(Hernandez-Cata, 1997). Both conditions contributed to an unprecedented fall in
output. Herndndez-Catéa (1997) argues that in the early stage of radical liberalization,
the fall in output is unavoidable, but the subsequent growth and recovery are much
faster. The author further explained that aggressive reformers experienced a higher
output contraction in the initial stage because they eliminated inefficient state
enterprises and wasteful activities, replacing them with newly restructured firms.
Nevertheless, as new enterprises gradually adapted to new technologies, the output
rose, becoming more profitable and offsetting the negative effects observed during the
first two years of liberalization. As a result, radical reformers (Slovenia, Poland,
Hungary, Czechia, and Slovakia) achieved significantly higher output levels in 1994
than at the beginning of the transition. In contrast, slow reformers (Tajikistan,
Uzbekistan, Armenia, Azerbaijan, and Georgia) experienced continued output declines
through 1994 (De Melo et al., 1996). Liberalization, therefore, contributed to economic
development by eliminating the old enterprise sector and paving the way for new, more
productive firms that yielded greater economic benefits in the medium term
(Hernandez-Cata, 1997). On the same note, Wolf (1999) claims that the radical
reformers outperformed the lagged reformers when it comes to economic development
in the subsequent period of liberalization. The study emphasized that those countries
experienced significant export growth and lower inflation. Additionally, Wolf (1999)

proposed that the extent of liberalization to growth resembles a well-known J-curve.

The former communist countries undertook the transition from planned to market
economies, but the ambitions to transform political regimes and their institutions were
in some cases absent. It is essential to highlight that Central European and Baltic
countries that built a strong democratic institutional framework (Campos & Coricelli,
2002; Peev & Mueller, 2012) managed to stabilize their economies and recover faster
with more persistent and successful economic policies (Balcerowic & Gelb, 1994;
Havrylyshyn & Van Rooden, 1998; Roaf et al., 2014). The research of De Melo et al.
(1996) adds the importance of the duration and intensity of the liberalization for
achieving sustained economic progress in terms of GDP per capita growth rates. In
addition, the author noted that the political liberalization imbalance in the region is one

of the explanations for divergent economic liberalization paths. On that note, North
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(1990) emphasized that the poor performance of some socialist countries was mainly
driven by the dysfunction of the underlying institutional framework. Therefore, the
end of the Cold War has broader ramifications. Although markets are considered the
center of the economy, the institutional infrastructure plays a critical role in shaping
long-term economic performance. One of the most important features of the
institutional framework is the political regime. The case of transition countries reveals
that democracies foster economic development by designing effective policies and
institutions that positively impact the economy, through some of the before mentioned
channels (Fidrmuc, 2003). De Melo et al. (1996) showed that the impact of economic
liberalization is cumulative, it needs to be sustained because institutional
readjustments take time to materialize. Hence, the duration and the degree of
liberalization are important. In the same way, it is improbable that the transition to a
democratic regime would immediately unfold positive effects on the economy because
building democratic institutions and eliminating those inimical to democracy does not

occur “overnight” (Boese & Eberhardt, 2021, p. 5).

Each post-socialist country has undergone democratization along different paths and
with varying intensity and speed. Comeau (2003) points out that the current economic
performance of the country is determined by the legacy of the political regime. Over
time, this experience accumulates in the form of political capital or democratic “stock”,
which yields higher returns in the long run and contributes to economic development
(Gerring et al., 2005; Persson & Tabellini, 2009). Emphasizing the combined impact
of duration and the level of democracy, Masaki and van de Walle (2014) stressed that
increasing levels of democracy over the years contribute to the greater accumulation
of democratic capital, resulting in a stronger positive effect on economic performance
in the current period. The opposite holds for autocratic regimes. Pettersson (2004)
showed that the economic performance of autocracies deteriorates as they mature.
Therefore, it is essential to highlight the concept of democratic consolidation when
evaluating how democracy influences economic development, particularly when

analyzing countries with diverse regime trajectories throughout history.
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2.3 Earlier empirical results

The discussions on the effects of democracy on economic results have been
comprehensively growing since the late 1980s. In general, numerous studies have
found that democracy has a positive effect on economic development (Acemoglu &
Robinson, 2001; Baum & Lake, 2003; Campos et al., 2022; Persson & Tabellini,
2009). However, despite a considerable amount of empirical and theoretical literature,
the conclusions on direct association remain ambiguous, with limited empirical
evidence on post-communist countries as a unique group. One of the reasons is that
identifying the direct effects of democracy on economic development is not
straightforward and it is difficult to measure due to the unobserved external dynamics
that may affect the economic outcomes (Campos et al., 2022). Moreover, it is difficult
to assess democracy and define specific components of the political system. Even
when scholars agree on such characteristics, they may have opposing opinions on how
to reduce the complexity of that many features into one single variable, so that they do
not dilute the key elements of political regimes. Nevertheless, former communist
countries received much attention in the empirical and theoretical sphere during and
shortly after the transition period. Empirical studies in the context of transition were
conducted with the aim to assess the performance of yet-established democracies
during the simultaneous economic and political transition or to re-assess their
performance shortly thereafter. However, the literature analyzing the association
between democracy on economic development has fallen short in the recent decades,
with no empirical evidence thus far. The re-evaluation of the relationship is of
paramount importance to assess the political and economic trajectories of former
transition countries for several reasons. Considering recent events there is now concern
about massive de-democratization observed in consolidated, as well as in yet-
established democracies. The situation reflects the great levels of instability in the
region and thus has drawn the attention of numerous reports and other theoretical
studies (Alizada et al., 2021, 2022; Cianetti et al., 2018; Merkel, 2019; Repucci &
Slipowitz, 2022). Furthermore, structural changes of any type require longer periods
of time to bear results. Thus, it is not expected that the positive effects of democracy
will be the same for mature democracies and newly established ones. Some countries
have a long history of democratic regime (e.g., Baltic countries), whereas, in some
countries, democratization is a relatively recent concept (e.g., Moldova and Georgia).

Consequently, previous studies failed to address the transition of all post-communist
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countries in question, as well as to account for the effects of the democratic

consolidation of early movers.

A comprehensive meta-study by Doucouliagos & Ulubasoglu (2008) applied a
quantitative approach to assess accumulated empirical evidence from 84 studies on the
nexus between democracy and economic development. Findings derived from 483
regression estimates indicate that 64% of the estimates are positive, out of which only
27% are statistically significant. On the other hand, 36% of the estimates revealed
negative findings, with 15% of these estimates proving statistically significant results.
The reason behind these contrasting outcomes, Doucouliagos & Ulubasoglu (2008)
attributed to different approaches used to define democracy and narrow-oriented
research that focused specifically on certain channels. For example, some studies focus
on human capital and political instability, while others concentrate on physical
investment as a mechanism linking democracy and development. Similarly, the
differences in the research design (measurement of variables, econometric
specifications, and estimation methodologies) or practical considerations (time periods
and sample under consideration) among studies could have contributed to variations
in results. Doucouliagos and Ulubasoglu (2008), argued that the degree of the
democracy-development relationship depends on regional factors. Hence, the impact
of democracy in one region is stronger than in the other. Overall, the study concluded
that the effects of economic freedom and market-enhancing reforms are direct and
positive. The results of the research indicate that democracy has a welfare-enhancing
impact on economic development through reduced inflation and political instability

and economic freedom and accumulation of human capital.

Beyond the direct impact of democracy, Baum and Lake (2003) investigated the
indirect effects on the subsequent economic performance of 128 countries from 1967
to 1997. Using a two-equation recursive system of regression, the study affirmed that
democracy exerts positive indirect effects on economic development manifested
through a positive impact on education and public health. More precisely, the results
of the analysis indicate that democracy positively affects life expectancy in the 62%
of the countries under observation whose GDP per capita is less than 2,5008. In
developing countries, the maximum rise in democracy raises life expectancy by
roughly 9.4 years. In terms of economic development, the maximum increase in

democracy spurs annual GDP per capita growth by 0.68 percentage points by
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prolonging the life span. The maximum increase in democracy score reflects an
increase in GDP per capita growth by 0.26 percentage points, albeit through an
improved secondary enrollment ratio. In light of these findings, Baum and Lake (2003)
concluded that democratic regimes provide greater levels of public services that
enhance human capital, favorably affecting economic development. However, the
results also highlight that this effect is non-linear and it varies between developed and
developing countries. In less affluent countries, democracy demonstrates a robust and
statistically significant positive impact on life expectancy and GDP per capita growth.
Democracy has a strong and statistically positive impact on life expectancy and GDP
per capita growth in poorer countries, but in developed countries, this effect is not
statistically significant. Conversely, democracy exhibits a robust and statistically
positive effect on education and GDP per capita growth in developed countries, while

the same effect for developing countries is statistically insignificant.

A study conducted by Persson and Tabellini (2007) investigated the average causal
effects of regime transitions on GDP per capita between 1960 and 2000, focusing on
two separate events: democratic transition and autocratic transition. Employing a semi-
parametric model, the study provides evidence that countries that moved away from
autocracy experienced greater economic progress. The findings indicate that the
growth acceleration of one percentage point translates to a 13% rise in GDP per capita
by the end of the observed period. Moreover, Persson and Tabellini (2007) argued that
growth effects associated with democratic transitions vary among countries, ranging
from -5% to 5%, and this variance is partially linked to countries like Romania, which
had fragile and weak democratic institutions. Despite the magnitude of positive effects,
the study indicates that the effect is statistically insignificant. On the other hand, the
political regime switch from democracy to autocracy has statistically significant
negative effects on the average growth rate of GDP per capita, ranging between -1.6
and -2.4 percentage points. Thus, it can be concluded that the effects of reverse
transition are more substantial. For example, the reduction of -1.8 percentage points
sustained over roughly 25 years is equivalent to a 45% loss of GDP per capita by the
end of the sample period. These results imply that countries opting to switch from
democracy to autocracy can potentially experience significant consequences on their

economies over time.
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Acemoglu et al. (2019) examined the impact of democracy on GDP per capita on a
panel of 175 countries between 1960 and 2010. Acemoglu et al. (2019) repudiated the
popular arguments based on the modernization theory that democracy requires prior
development. Using dichotomous classification, the study concludes that democratic
regimes have a positive effect on economic development, both in developed and
developing countries. The research found a significant positive impact on economic
development by employing fixed OLS regression and controlling for GDP dynamics.
Two components of the Freedom House index were used to measure democracy,
namely political rights, and civil liberties. Improvements in both components increase
GDP per capita by 6.65% and 10.25%, respectively. Furthermore, Acemoglu et al.
(2019) stressed that a positive effect on economic development accumulates over time.
After obtaining the long-run effect of permanent change in democracy, Acemoglu et
al. (2019) showed that twenty-five to thirty years after democratization, countries
experience higher GDP per capita by roughly 21.77%. Additionally, the research
outlined several mechanisms through which democracy positively affects
development, including higher investment in education and public health, reduced

social unrest, encouraged economic reforms, and improved provision of public goods.

Recent research by Campos et al. (2022) concurs well with earlier results of Acemoglu
etal. (2019). Contrary to the dichotomous approach applied by Acemoglu et al. (2019),
Campos et al. (2022) categorized political regimes into three groups: autocracies,
hybrid regimes, and democracies, and reached a similar conclusion. By analyzing 162
countries from 1960 to 2018, the study found evidence for a casual U-shaped
relationship between political regimes and economic development. Compared to
autocracies and democracies, “intermediate” regimes hinder GDP per capita by 20%
in the long run. Campos et al. (2022) argued that this effect is driven mainly by political
instability stemming from short-sighted elites focused on capturing rents in the short
term and ignoring the long-term consequences of these actions. Furthermore, the
research argues that the positive effects of democracy on economic progress are ten
times greater than those of autocracy, regardless of the choice of democracy
measurement. Campos et al. (2022) make the case that the V-Dem (Varieties of
Democracy) dataset is substantially superior to the commonly used Polity dataset as it
conceptually captures all the necessary components of a political system. Additionally,

there are certain political costs associated with autocracies that indirectly lead to
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economic costs in the long run, including clientelism, political polarization, higher
corruption, and political violence. These issues are notably less observed in
democracies. Campos et al. (2022) concluded that democracies provide a more stable
economic environment purged from revolutions, riots, and anti-government

demonstrations.

Fidrmuc (2003) investigated the relationship between democracy and economic
growth in a sample of 25 post-communist countries, observing a five-year moving
average set of data from 1990 and 2000. The study provides evidence that democracy
reinforced progress in economic liberalization, which in turn substantially enhanced
the economic success of transitioning countries. Additionally, the analysis discovered
that the economic development in the early stages of the transition may have been
negatively affected by democratization alone, in the absence of comparably extensive
economic liberalization. This finding might be explained by the fact that there is a
certain degree of uncertainty associated with the establishment of new democratic
institutions and the implementation of previously unfamiliar economic policies. Given
this uncertainty, market participants might pull away from profit-seeking activities,
which could shock the economy in the short term. Nonetheless, as Fidrmuc (2003)
points out, such a scenario became irrelevant in the subsequent stage of the transition,
as consolidation of economic and political development progressed. Hence, the results
of the research imply that complete liberalization of a centrally planned economy
increased the country’s average growth performance from 20 to 26 percentage points

annually.

In the sample of 25 former transition countries, Peev & Mueller (2012) observed that
nations with well-established democratic institutions experienced greater economic
freedom, which had a favorable effect on the GDP per capita growth rate in the period
from 1990 to 2007. Throughout the period from 1999 to 2007 countries in Central
Europe and the Baltics significantly outperformed countries in Southern and Eastern
Europe in terms of democracy levels, measured by the Freedom House democracy
index. Comparing the average democracy range in the given period, Central
Europe and the Baltics achieved scores between 2.21 and 1.91, with 1 denoting the
highest level of democratic progress as determined by the study. In a comparable
period, South and Eastern Europe had an average range of 6.45 and 3.72, with 7

considered as an
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authoritarian regime. Unlike Southern and Eastern Europe, Central Europe and the
Baltics strengthened their economic freedoms in line with democratic institutions,
leading to greater growth of GDP per capita by the end of 2007. Furthermore, Peev
and Mueller (2012) argued that proximity to the European Union (EU) plays a crucial
role in the successful adoption of democratic institutions. The research reaches the
conclusion that countries, like Slovakia which were close to Brussels, democratized
successfully. On the contrary, countries that are closer to Russia struggled to
successfully implement a democratic framework. Additionally, it was identified that
trade freedom, monetary freedom, and freedom from corruption are the main drivers
of growth. On the other hand, having been associated with larger public sectors and
budget deficits, Peev & Mueller (2012) argued that democracies may also incur the
cost of slower growth in GDP per capita.

When country-fixed effects were accounted for, the coefficients on the public sector
and the fiscal deficit increased in size. The results implied that a 10 percentage points
increase in the size of the public sector diminished annual growth by 2 percentage
points, and a 1% reduction of GDP in the budget deficit improved countries’ growth
rate by roughly 0.8 percentage points. Nevertheless, the negative effects associated
with government size and fiscal deficit are balanced by the positive effects that

democracy exerts on GDP per capita through economic liberalization.

Similar results were presented by Piatek et al. (2013). The study analyzed the
relationship between political and economic freedom and economic growth using the
Granger causality test on a dynamic panel model for 25 post-communist countries
between 1990 and 2008. In the Granger sense, the results showed that political freedom
had a neutral effect on the GDP per capita growth of former transition countries.
Nevertheless, Piatek et al. (2013) emphasized that democracy positively affects the
rate of GDP per capita, albeit by contributing to the progress in economic liberalization
throughout the entire period of transition. In addition to the favorable effects of
monetary freedom and freedom from corruption reported by Peev and Mueller (2012),
the study found that government spending and investment freedom are, in a Granger

sense, important determinants of economic growth.

Only a limited number of studies have addressed the importance of the duration of the

political regime. Scholars like Gerring et al. (2005), Masaki and van de Walle (2014),
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and Pettersson (2004) observed the concept of democratic consolidation and its impact
on a country’s economic performance. Collectively, these studies provide evidence
that the effect on GDP per capita growth is greater when democracy is considered a
cumulative concept. Unlike previous research in the literature, Pettersson (2004) does
not assume that the effect democracy exerts on GDP per capita is uniform across
consolidated democracies and newly established ones or the same for autocratic
regimes. The study investigated a direct link between regime type and GDP per capita
considering the consolidation of political regimes for a global sample of 129 countries
between 1961 and 2000. Before controlling for the longevity of the regime, the linear
specification found evidence of a non-linear U-shaped relationship. However, once the
interaction between the level of democracy and consolidation is factored in, the results
of the study show that there were initial costs associated with the transition from an
autocratic regime in the early stages of transition. Nonetheless, as democracy
consolidates, the positive impact on GDP per capita accelerates. In the long term,
democracies outperformed all other types of political regimes with a similar history of
duration. Then, the marginal difference in annual growth between a fully autocratic
and fully democratic state is roughly 0.37%. To illustrate the effect of consolidation,
Pettersson (2004) argued that the country that remained democratic between 1960 and
2000 enhanced its GDP per capita by a factor of 1.7. If it had turned autocratic during
that period, the factor would be below 0.3, resulting in a GDP per capita level of 1,000
in the year 2,000, which is 4,900 lower than it would have experienced under
democracy. The findings of this study confirm the importance of maintaining a
democratic political regime over an extended period for favorable economic

performance.

To evaluate the long-term potential of democracy on economic growth, Gerring et al.
(2005) accounted for the cumulative effects of democratic capital dating back to 1900,
alongside contemporary regime levels for 180 countries. Gerring et al. (2005)
criticized the commonly adopted approach to study the democracy-development nexus
in the literature, which involves the use of contemporary democratic levels and its
effects on the subsequent economic performance, typically considering a lag of one to
four years. This study argued that the extent of the relationship depends on the
regime’s historical context and accumulated experience in the form of democratic

stock rather than solely on the country’s current regime status. According to Gerring
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et al. (2005), political capital results from the accumulation of political learning and
institutionalization. As democratic experience accumulates, expectations are that
democracies acquire highly developed institutions that pursue better long-term
policies, nurture the rule of law, and quickly resolve disagreements. Therefore, mature
democracies tend to be more well-institutionalized and offer higher-quality
governance. The results of the study showed that democratic stock has a positive and
statistically significant impact on GDP per capita growth, and the effect is strong
among late and early democratizers, irrespective of the specification of the growth
equation and the inclusion of control variables. Based on the study’s findings, a decade
of well-established democracy is associated with an anticipated growth impact of
approximately 0.7% for countries that have not been democratic in the preceding
period. This means that after adjusting for cumulative impact, an improved annual
growth rate of GDP per capita from 2% to 2.7% shortens the period of time needed to
double income from 35 to 26 years. A further increase to 3.4% reduces the doubling
time to 20.7 years. It is worth mentioning that Gerring et al. (2005) suggest that the
results should be interpreted with caution given the possibility that the country’s
political regime a decade ago might be more important for growth today than twenty

years ago and that this impact may vary from one country to another.

Masaki and van de Walle (2014) investigated the effects of democracy on growth in
43 countries in sub-Saharan Africa between 1982 and 2012. Like Pettersson (2004),
the authors distinguished between the economic effects of sustained democracies and
the newly transitioned democracies marked by political uncertainty that are
detrimental to the growth of GDP per capita. The study employed three different model
specifications: random effects, pooled effects, and fixed effects estimates.
Additionally, to measure democracy levels in a given country, an ordinal measure from
the Polity IV dataset was used, and the duration of democracy was measured by the
number of consecutive years for which the democracy score was positive. After
controlling for the country-fixed and temporal effects, the results of the analysis
indicate that democratic advantage is more evident in those countries with a long
history of political and civil freedom. In particular, in countries that remained
democratic for over 15 years, a one-unit increase in the democracy index implies an
increase in GDP per capita growth by 5.55%. The study also provides evidence that

regime transitions have a negative impact on economic development. Although results



23

vary with different model specifications, the positive effect of the persistent
democratic regime remained robust after controlling for political violence, exclusion

of outliers, the inclusion of foreign aid, and different measures for economic growth.

Table 2.1: Summary of the results from the presented literature

Period Country o1
Study Observed sample Findings
Democracies outperform both
Campos et al. 1960 - 2018 Global sample  autocracies and ,,intermediate”
(2022) (162 countries) regimes, which reduce in the long run
GDP per capita by about 20% percent
Acemoglu et al. 1960 - 2010 Global sample = Democratizations increase GDP per
(2019) (175 countries) capita by about 20% in the long run
. Sub-Saharan The positive effects of QGmocracy are
Masaki & van de 1982 - 2012 Africa more evident for countries that
Walle (2014) (43 countrics) remained democratic for a longer
period
Piatek et al. (2013) 1990 - 2008 ;
tc)l(éréllin unist Democracy indirectly impacts GDP per
(25 countries) capita growth through its positive
Peev & Mucll impact on economic freedom
eev ueller
(2012) 1990 - 2007
Democracies exhibit lower inflation,
Doucouliagos & ~1980 - 2008 Global sample  reduced political instability, greater
Ulubasoglu (2008) (84 studies) accumulation of human capital, and
higher levels of economic freedom
The average negative effect of reverse
.. transition is —2 percentage points,
?;(;(S)S;;n & Tabellini 1960 - 2000 Global sample  equivalent to a 45% reduction a 45%
reduction in GDP per capita over the
period
The expected GDP per capita growth
. impact of a decade of high-quality
Gerring et al. 1950 - 2000 Global sample democracy is roughly 0.7% in
(2005) (180 countries) . .
countries that were not democratic in
the previous period
Democracies improve economic
Global sample  performance, while in autocracies, the
Pettersson (2004) 1961 - 2000 (129 countries) GDP per capita growth deteriorates in
the long term
The effect of democracy on GDP per
Baum & Lake 1967 - 1997 Global sample  capita growth is primarily attributed to
(2003) (128 countries) its indirect impact through human

capital
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The purpose of this chapter is to present key political and economic observations in

order to explain the development of post-transition countries from the starting point of

the transition until 2020. The first part of this section looks at the democratic

development of post-transition countries between 1990 and 2020, based on the

democracy measure derived from the V-Dem dataset by Coppedge et al. (2022a). In

an attempt to examine the systematic differences between autocratic and democratic

regimes, in the second part of this chapter, post-transitioning countries were classified

according to their regime status as of 2020, as reported by the V-Dem (2021). Then,

their performance was analyzed in terms of different economic factors, namely: GDP

per capita, attractiveness to FDI, mortality rates, educational attainment, and inflation.

Table 3.1: Democratic development in the post-transition countries, 1990 — 2020
(Adapted from Coppedge et al., 2022a)

Country 1990-1999  2000-2009  2010-2020 Abf;’;‘(‘)tf ;a‘;a‘ge
Central Europe and Baltics

(CEB)

Croatia 0.23 0.63 0.66 0.43
Czech Republic 0.76 0.79 0.74 -0.02
Hungary 0.73 0.72 0.49 -0.23
Estonia 0.69 0.77 0.79 0.09
Latvia 0.61 0.68 0.72 0.11
Lithuania 0.72 0.74 0.73 0.02
Poland 0.73 0.77 0.66 -0.08
Slovakia 0.41 0.73 0.71 0.30
Slovenia 0.72 0.76 0.76 0.04
Average 0.62 0.73 0.70 0.07
South Eastern Europe (SEE)

Albania 0.29 0.40 0.38 0.09
Bosnia and Herzegovina 0.20 0.47 0.42 0.21
Bulgaria 0.57 0.60 0.54 -0.03
North Macedonia 0.27 0.42 0.38 0.11
Kosovo 0.17 0.31 0.39 0.37
Montenegro 0.07 0.38 0.38 0.32
Romania 0.42 0.48 0.55 0.12
Serbia 0.19 0.50 0.37 0.18
Average 0.27 0.44 0.43 0.17
Eastern Europe and Caucasus

(EEC)

Armenia 0.37 0.25 0.34 -0.03



25

Azerbaijan 0.15 0.12 0.10 -0.04
Belarus 0.34 0.16 0.16 -0.17
Moldova 0.39 0.36 0.48 0.08
Georgia 0.22 0.35 0.50 0.29
Russia 0.32 0.24 0.19 -0.14
Ukraine 0.36 0.36 0.33 -0.03
Average 0.31 0.26 0.30 0.00
Central Asia

Kazakhstan 0.17 0.15 0.15 -0.02
Kyrgyzstan 0.21 0.21 0.34 0.13
Turkmenistan 0.08 0.05 0.07 -0.01
Uzbekistan 0.10 0.08 0.10 0.00
Tajikistan 0.14 0.13 0.09 -0.04
Average 0.14 0.13 0.15 0.01

Table 3.1 displays the average democracy scores for each of the 29 post-transition
countries grouped into three sub-periods The democracy index was constructed using
an unweighted mean of five democracy indices' provided by the V-Dem Institute
(Coppedge et al., 2022a), with values ranging from 0 (least democratic) to 1 (most
democratic). As shown, the level of democratic development diverged significantly
among regions. The scope of political development was significantly higher in CEB
countries compared to the rest of the region, achieving an average score of 0.70
between 2010 and 2020. The democratic regime was evident from the beginning of the
transition in the Baltic countries. In the subsequent periods, Estonia, Latvia, and
Lithuania continued to show a positive trend, achieving an average score of 0.75
between 2010 and 2020, up from 0.67 between 1990 and 1999. Estonia emerged as the
most democratic country among all post-communist countries to date. Likewise,
during the period between 1990 and 1999, the Czech Republic, Slovenia, Poland, and
Hungary were regarded as democratic frontrunners. However, compared to Slovenia
and the Czech Republic, Poland and Hungary experienced an unprecedented decline
in their average scores between 2010 and 2020, reaching the democracy level of
countries in the SEE region. Significant democratic deterioration was evident in
Hungary, with an average decline of -0.23 in 2010 and 2020 from the prior period.
Hungary was the only country in CEB region downgraded to electoral autocracy in

2014, and it remained as such in 2020. On the other hand, the most substantial

! Electoral, Liberal, Participatory, Deliberative and Egalitarian Democracy Index
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improvement in democratic score has been recorded in the case of Croatia, with a

remarkable increase of 0.44 between 1990 and 2020.

On the other hand, the absence of any change in the average democratic score in the
case of Central Asia and Eastern Europe between 1990 and 2020 indicates not only
the lack of efforts to broaden democracy but also a complete reluctance to topple
authoritarian rule. Apart from Georgia and Moldova, autocracy remains the prevailing
political regime in the region. The democratic development in the remaining countries
in these two regions has regressed. For instance, Belarus and Russia recorded the
greatest decline of -0.17 and -0.14 during the observed period respectively. Despite a
slight improvement observed in Kyrgyzstan, it still retains its status as an authoritarian
country. However, the most concerning situation can be observed in Tajikistan and
Turkmenistan, both characterized as electoral autocracies according to the latest V-
Dem report (2021), and Uzbekistan as a closed autocracy throughout the entire period
under observation (Alizada et al., 2021). To sum up, it can be concluded that a
considerable difference existed between countries in Central Asia, EEC, and the rest

of the post-transition countries when it comes to democratic development.

Furthermore, the situation in the SEE region is somewhat less gloomy compared to
Central Asia and EEC. However, unlike CEB countries, countries in SEE still
experience difficulties to establish stable democratic regimes. Despite slight progress
in their average democracy scores since the beginning of the transition, Montenegro
and Serbia continue to be labeled as electoral autocracies according to the latest V-
Dem report (2022). Furthermore, the democratic levels in Serbia failed to improve
over the past decade. After a significant improvement of an average of 0.31 points
between 1990-1999 and 2000-2009, the average democracy score of Serbia dropped
by 0.13 points, from 0.50 to 0.37 in the subsequent period. Among all SEE countries,
Romania has come the closest to the levels of democratic countries in Central Europe,
reaching an average score of 0.55 between 2010 and 2020. A similar could be
concluded for Bulgaria, which, despite a marginal decline in the latest period, managed
to maintain moderate levels of democracy up to and including the period between 2010

and 2020.
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Figure 3.1: GDP per capita and political regimes, 1990 — 2020 (Adapted from World
Bank, 2022c¢)
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Figure 3.1 is the representation of GDP per capita dynamics in transition countries,
classified according to respective regime status in 2020 into democracies and
autocracies. Overall, the figure illustrates that democracies exhibited higher GDP per
capita levels and have also grown at a much faster pace than autocracies. In 1990, there
was an approximate GDP per capita gap of roughly 1,885 between autocratic and
democratic countries. This gap significantly widened to 8,189 by 2020. During the
initial four years of transition, both authoritarian and democratic countries experienced
declines in GDP per capita levels. However, the decline in 1992 was more pronounced
for autocratic countries, roughly 12% compared to 4% recorded in democratic
countries. Nevertheless, democracies started recovering in 1995, achieving 16% GDP
per capita growth from the previous year. Furthermore, although transition countries
with democratic regimes were affected to a greater degree by the economic crisis in

2009, the positive trend persisted until 2019, surpassing that of autocratic nations.
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Figure 3.2: Evolution of democracy in post-transition countries, 1990 — 2020
(Adapted from Coppedge et al., 2022a)
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Figure 3.2 illustrates the annual changes in the democracy index of post-transition
countries grouped by regime type between 1990 and 2020. The classification was
made according to the regime status? in 2020 based on the V-Dem report (2021). In
the very early period of the transition, both autocracies and democracies made progress
towards democratization. However, after reaching a peak of 0.27 in 1992, the average
democracy score of autocratic countries reverted in 1997. In contrast, the
democratization efforts of democratic countries continued, which is reflected in the
steep rise in the average democracy score from 0.29 in 1990 to 0.50 in 1997. What
stands out in Figure 3.2 is the general positive pattern in the case of democratic
countries between 1990 and 2015, which shows that some post-transition countries
have succeeded in consolidating democratic systems. On the other hand, after a
dramatic decline in 1997 and the short period of recovery in the 2000s that followed,
autocracies have done very little to improve their political regimes. As can be seen in
Figure 3.2, the average democracy score stagnated for more than a decade, followed
by a decline in 2014, and moved up slightly until the end of the observed period.
Furthermore, it is important to highlight the recent trend of democratic regression
evident in democratic countries between 2016 and 2020. More specifically, the
average democracy index has fallen from the highest point of 0.59 in 2016 to 0.54 in
2020.

2 According to the report autocratic regimes in 2020 were identified in following countries: Hungary,
Montenegro, Serbia, Armenia, Azerbaijan, Belarus, Russia, Kazakhstan, Kyrgyzstan, Turkmenistan,
Uzbekistan and Tajikistan. The rest of the countries are democracies.



29

Figure 3.3: Educational attainment and political regimes, 1990 — 2020 (Adapted from
Barro & Lee, 2013; Lee & Lee, 2016; Linz & Stepan, 1996)
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Figure 3.3 examines the fluctuation in educational attainment in autocratic and
democratic systems between 1990 and 2020. Educational attainment is measured as
the average years of schooling among the population above the age of 15, measured
on 5-year intervals and derived from the commonly used data set in the literature by
Barro and Lee (2013). Missing observations for some years in the case of countries
such as Bosnia and Hercegovina, North Macedonia, Montenegro, Azerbaijan, Belarus,
Georgia, Uzbekistan, and Tajikistan were sourced from Our World in Data based on
Barro and Lee (2015) and Lee and Lee (2016) data sets. Furthermore, data for the year
2020 were retrieved from projections of the Wittgenstein Centre for Demography and
Global Human Capital (Lutz et al., 2018). Figure 3.3 illustrates an evident variation in
the trend between democratic and autocratic regimes during the period observed. Both
autocratic and democratic countries experienced improvements in average years of
schooling from 1990 to 1995. In 1995, the population in democratic countries had an
average of 10.3 years of schooling, representing a gradual increase from roughly 9.7
years in 1990. In addition, progress was also evident in autocratic countries, with an
average of 10.1 in 1995, marking an increase of roughly 0.6 years from 1990. Notably,
the change of trajectory between 2000 and 2010, when autocratic countries
outperformed democratic countries, was mainly driven by the lower-than-average
scores of Bosnia and Hercegovina and Macedonia within the group of democratic
countries. Specifically, these two countries together reported an average of 6.75 years
in 2000 and 7.8 in 2010, while the group average stood at 10.7 and 11.23 in the same

period. Nevertheless, countries with democratic regimes continued the positive trend
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after 2010, surpassing autocracies in 2015, which experienced a steep decline from
that point onward. In summary, it can be inferred that citizens of more democratic
nations receive, on average, greater educational attainment than those in autocratic

regimes.

Figure 3.4: Mortality rates and political regimes, 1990 — 2020 (Adapted from World
Bank, 2022d)
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Figure 3.4 reports infant mortality rates of countries with democratic and autocratic
political regimes, defined as the number of deaths within the first year of life per 1,000
live births. It is a widely used indicator for addressing the general health of a
population. It is also considered one of the determinants of democracy that is likely
linked to economic development. Between 1990 and 2020, mortality rates in countries
with both types of political regimes have fallen substantially. Nevertheless, it is
apparent in Figure 3.4 that autocratic countries had significantly higher mortality rates
compared to countries that are more democratic. The average mortality rate of
autocratic countries stood at 42 in 1990, which is twice as high as the rate recorded in
democratic countries. By the end of 2020 average mortality rate of democratic and
autocratic regimes reduced to 5 and 12, respectively. Hence, it can be concluded that

democratic regimes have been more successful in reducing infant mortality.
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Figure 3.5: FDI and political regimes, 1995-2000 (Adapted from World Bank, 2022b)
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Figure 3.5 shows the difference between democratic and autocratic transition
countries® in terms of FDI net inflows measured as % of GDP during the period
observed. The data does not reveal a clear and consistent pattern between these two
groups of countries. For most of the observed period, the level of FDI was, on average,
higher among countries classified as autocracies. FDI as a % of GDP totaled roughly
12%, compared to 6% in democracies in 2006. This implies that the ability to attract
more FDI is not significantly greater in democratic countries than in autocratic
countries, as it would be expected. One of the possible explanations for this is that
democratic institutions do not provide opportunities for multinational enterprises to
establish monopolistic or oligopolistic positions in the host market (Li & Resnick,
2003). In contrast, autocratic governments often have a higher degree of control over
their economies, creating an environment in which multinational enterprises in pursuit
of higher returns, can establish such positions and attain greater market power.
Nevertheless, according to Jensen (2003), the appeal of autocratic countries in terms
of FDI may change over time. Factors such as political and economic reforms, shifts
in global economic trends, favorable locations, and evolving investor preferences can
all influence FDI levels in a country. Another possible explanation proposed by
Campos and Kinoshita (2003) is that counties with affordable labor and natural
resources are more likely attract higher FDI flows. For example, countries rich in

natural resources, such as Azerbaijan, Kazakhstan, and Russia, were among the largest

3 Given the inconsistency in data for Kosovo, Montenegro and Serbia it should be noted that the analysis
excluded data of mentioned countries up to 2007. Also, the graph excluded a major outliers, such as
Hungary which had FDI of -40% in 2018, 60% in 2019 and 109% in 2020.
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recipients of FDI (United Nations, 2001). This implies that, in some cases, these
factors might have greater influence than the nature of the institutional framework. As
indicated by Figure 3.5, democratic countries had a greater degree of FDI penetration
between 2003 and 2007. In the case of democratic countries, the largest recipient and
driver of an upward trend in 2003 were Baltic countries, particularly Estonia. In sum,
it can be concluded that FDI flows were disproportionately concentrated between

democratic and autocratic countries.

Figure 3.6: CPI and political regimes, 1995 — 2020 (Adapted World Bank, 2022a)
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Figure 3.6 compares the inflation levels measured by the Consumer Price Index (CPI)
between democratic and autocratic post-transition countries from 1995 to 2020%. The
figure shows that democratic countries experienced higher levels of inflation until
2010. Nevertheless, starting from 2010, the rise in inflation was more pronounced in
autocratic countries, reaching the value of 200 in 2020, which is 70 percentage points
higher than in democracies. However, it is crucial to emphasize that a wide range of
factors, such as specific policies or external shocks can influence inflation rates. Thus,
the relationship between the type of political regime and inflation is not deterministic.
The period from 1995 to 2010 saw significant global economic changes, and countries
experienced different economic trajectories during that time. As highlighted by
Christoffersen and Doyle (1988), this period coincided with a transition and countries
shifting from centrally planned to market-oriented economies, experienced rising
inflation due to factors such as lifted price controls, monetary policy reforms, reduced

subsidies, and exchange rate adjustments. Furthermore, Hollyer et al. (2011) show that

* The analysis excluded countries such as Bosna and Herzegovina, Kosovo, Montenegro, Turkemistan
Uzbekistan and Tajikistan given the inconsistency in data for some years.
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it is not uncommon to conceal or manipulate economic indicators, including inflation
in autocratic regimes. In autocracies, institutions such as central banks or statistical
agencies have less independence from political leaders and lower transparency.
Autocratic governments also may exert greater control over prices, particularly for
essential goods and services. This control can help suppress the level of inflation, even

if underlying economic pressures in the economy exist.
4 Methodology and data

4.1 Model

To evaluate the impact of both the level and duration of democracy on economic
development among post-transition countries, this study adopts the methodological
framework outlined by Masaki and Van de Walle (2014). The following model

specification was estimated:

GRj; = Bo + B1DLjt—1 + B2DDj¢—q + B3DCir—y + B4DCi2t_1+yCONit_1 + €t (1)
Where:

(1) GRj; is the dependent variable which refers to the GDP per capita of a country i in
the period t;

(2) DL, is the independent variable that indicates the level of democracy in country i
in the period t — 1 measured by V-Dem index value;

(3) Another independent variable, denoted as DD;;, signifies the duration of
democracy in country I in the period t — 1;

(4) DCy; is the main independent variable indicating consolidation of a democracy in
country i in the period t — 1. It represents interaction between both the democracy
level and democracy duration;

(5) DCZ is the independent variable that refers to the square value of democracy
consolidation in a country i in the period t — 1;

(6) CONy; 1s a set of control variables included in the model. These control variables
encompass the initial GDP per capita, inflation, government expenditure, life
expectancy, FDI, trade volume, EU membership and the share of agriculture of a
country i in the period t — 1;

(7) The error term of the regression, detonated as &;;, accounts for unexplained

variability in the regression model.



34

The equation (1) was estimated with the standard panel regression to examine the
average impact of democracy level, its duration, and the impact of other control
variables on GDP per capita among post-transition countries between 2000 and 2020.
The primary focus of this estimation revolves around the values of f; and [
coefficients, which provide insights into the statistical significance and the extent of
the impact exerted by the democracy level and democracy consolidation variables. The
value of f; represents the impact of democracy on economic development when
democracy duration equals zero. In other words, it measures the impact of a one-unit
rise in the V-Dem index on GDP per capita, depending on the level of democratic
maturity within the country. Additionally, the value of 3 coefficients is also important
for the analysis since it shows that the democratic dividend resulting from democratic
consolidation is expected to be higher in those countries that managed to maintain
democratic status for a longer period successfully. The main assumption is that the
value of B35 is positive, starting from the hypothesis that transition countries that have
sustained democracy over the long term experience economic benefits in terms of
higher GDP per capita. Furthermore, the model includes the square value of democracy
consolidation, assuming that the relationship between the GDP per capita and
democratic consolidation is non-linear (Campos et al., 2022; Masaki & Van de Walle,

2014).

In general, panel data models can be estimated allowing for fixed effects (FE) and
random effects (RE). The FE method treats the constant (f3,) as group-specific, which
means that the model allows for different constants for each group, and in this context,
it refers to individual countries. The model captures all effects unique to individual
countries such as geographical factors, religion, natural endowments, etc. These
effects vary between countries but remain constant over time. An alternative method
for estimating equation (1) is to use the RE method. The RE model treats these
constants for each group, not as fixed but as random parameters. This means it assumes
that the differences between countries lie in the error term, whereas the FE model
assumes that each country differs in its intercept term. One challenge of the RE
approach is that the researcher needs to make specific assumptions about the

distribution of the random component (Asteriou & Hall, 2011).

In general, scholars in economic and political science literature prefer the FE method

because the FE model remains consistent when the estimators are correlated with the
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individual effect (Bell & Jones, 2015). Compared to FE, RE estimators are more
susceptible to bias because the effects may not adequately account for country-specific
characteristics. However, the RE model is a more appropriate choice in cases when the
sample size is constrained, particularly when there are few observations for each of the
cross-sectional units (Asteriou & Hall, 2011). In order to determine the appropriate
model specification for equation (1), the Hausman test was performed. Proposed by
Hausman (1978), the test assists in determining which of these two methods is more
suitable for panel data analysis. Specifically, the specification test assesses whether
the regressors are correlated with individual unobserved effects. If the Hausman test
fails to reject the null hypothesis (RE is consistent and efficient), suggesting that no
significant differences between the FE and the RE, then the RE is more appropriate for
estimation. The value of the Hausman test statistic will be large when there is a
significant difference between the estimates, indicating that the RE model should be

rejected in favor of the FE model.

Furthermore, it is important to mention the potential issue of endogeneity that may
arise. This issue is widely observed in the literature and arises from the fact that
political regimes are endogenous to the economic landscapes of the countries. In order
to mitigate the problem of the reverse causation of economic development on these
endogenous factors, this paper followed the approach by Gerring et al. (2012) and
Masaki and Van de Walle (2014). Therefore, all endogenous political and economic
variables were lagged and as a result, it is highly improbable that GDP per capita in
period t will affect democracy in period t — 1. However, the lagged values might still
correlate with the error terms in equation (1) in a given year. Thus, this approach does
not eliminate entirely the issue of endogeneity. Nevertheless, it still minimizes the bias

in the assessment.

4.2 Data

The empirical analysis is based on the sample of 28 former transition countries in the
period between 2000 and 2020. In the research, the former transition countries were
classified, according to Hainz et al. (2019), into four regions with each region having

geographical elements and political history in common:
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(1) Central Europe and Baltics (CEB): Croatia, Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Poland, Slovakia, and Slovenia;

(2) South Eastern Europe (SEE): Albania, Bosnia and Hercegovina, Bulgaria, North
Macedonia, Kosovo, Montenegro, Romania, and Serbia;

(3) Eastern Europe and the Caucasus (EEC): Armenia, Azerbaijan, Belarus, Georgia,
Moldova, Russia, Ukraine;

(4) Central Asia: Kazakhstan, Kyrgyzstan, Turkmenistan, Uzbekistan, and Tajikistan.

The year 1990 marks the end of the communist regime and the outset of the transition
process (Peev & Mueller, 2012). However, this study focused on the post-2000 period,
using 2000 as a starting point for the empirical analysis. The main reason is that the
year 2000 is commonly regarded as the end of transition for most countries, signifying
the end of economic disruptions stemming from earlier transitional reforms. Secondly,
sufficient time has passed to allow for a comprehensive examination of the democratic
consolidation in those countries that embarked on the democratization path. Lastly, on
the empirical side, extending the data to earlier years would substantially diminish the

size of the sample®.

The model includes three main independent variables: the level of democracy, the
duration of democracy, and the interaction between the level and duration of
democracy. Previous research predominantly relied on datasets such as the Center of
Systemic Peace’s Polity (Gerring et al., 2012; Persson & Tabellini, 2009; Pettersson,
2004; Rodrik & Wacziarg, 2005) and Freedom House’s Civil Liberties and Political
Rights (Busse, 2003) indices to account for variations of country’s political regime.
However, Bollen and Paxton (2000) and Boese (2019) highlighted that previously
mentioned indices have considerable measurement errors. Consequently, in order to
measure the level of democracy this study opted for data provided by V-Dem Institute
(Coppedge et al., 2022a). The choice stems from the recognition that the V-Dem index
outperforms any other measure for democracy, including the widely used Polity and
Freedom House indices, as previously stressed by Boese (2019). Additionally, the
most recent research by Campos et al. (2022) pointed out the advantages of using the
V-Dem, including its broader coverage, greater comprehensiveness, and reduced need

for data manipulation. Also, the V-Dem index aggregates the variety of democracy

SBecause of the expected difficulty in obtaining sufficient data for some countries, the sample was
reduced from 29 to 28, excluding Kosovo from the analyses.
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components into unified measure, comprehensively capturing all fundamental aspects

of democracy, which further underlines its suitability for the analysis.

The V-Dem offers five different indices that capture the core dimensions of
democracy: the electoral dimension, the participatory dimension, the egalitarian
dimension, the deliberative dimension, and the liberal dimension. These indices, in
turn, consist of multiple sub-components. For instance, The V-Dem electoral
democracy index is constructed from a weighted average of five sub-indices measuring
freedom of association, clean elections, freedom of expression, alternative sources of
information, elected officials, and suffrage. These components collectively capture the
notable Dahl’s seven core institutions of “polyarchy” (Coppedge et al., 2022b),
aligning seamlessly with the minimalist definition of democracy as asserted by Boese
(2019). The liberal dimension captures the idea of protecting the rights of an individual
and minorities, while the participatory dimension embodies the involvement of
citizens in all political processes. Furthermore, the deliberative dimension signifies the
importance of making political choices for the public benefit based on rational
dialogue. Lastly, the egalitarian dimension reflects that systematic inequalities in
political rights and resources hinder political participation, advocating for a more
equitable distribution of resources and rights across social groups to strengthen
democracy. Each of these indices is calculated based on the range of indicators,
involving the input of over 3,700 country specialists who perform the regular
assessments. The data is collected through a combination of sources, including

surveys, expert assessments, and administrative data (Coppedge et al., 2022b).

Furthermore, in contrast to earlier research that often defined democracy in a binary
manner, contemporary economic and political scientists have shifted away from such
an approach, favoring continuous measures of democracy. The use of continuous
measure allows for greater data volatility, results in more precise estimation, and
enables more meaningful interpretation. This approach acknowledges that regimes are
not at the end of the political spectrum; rather, they can fall between autocratic and
democratic regimes (Campos et al., 2022). Given the advantages of the V-Dem dataset
mentioned above and its suitability for continuous measurement, this study employed
data from the V-Dem institute to assess the level of democracy. For the purpose of the

analysis, the unweighted average of all five indices mentioned above was used,
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capturing the multifaced nature of the democratic concept. The degree of democracy
in the country was assessed by assigning a score on a scale from 0 to 1 for a particular
year. Then, as suggested by Campos et al. (2022), the threshold value of 0.467 was
applied in order to differentiate between democratic and autocratic regimes. In the next
step, countries with V-Dem index values above 0.467 were categorized as
democracies, and countries below this value were categorized as autocracies.
Additionally, in order to construct the democracy consolidation variable, the scores
that the country received for each consecutive year that it maintained its democratic

status were added.

Turning to the factors influencing the economic development of a country, this study
employed the most recent data sourced from the World Development Indicators
(World Bank, 2022). To examine the economic development, the focus was placed on
GDP per capita measured in current US dollars. In addition, the study incorporated six
control variables derived from the same source: inflation, government expenditure,
FDI, trade, life expectancy, and share of agriculture. The model includes inflation and
government expenditures to control for adjustments in the overall price level. This is
necessary because the GDP per capita is based on nominal value. Additionally, these
variables also help to control for the size of government spending within the country
(Mitchell, 2005). Furthermore, the model includes FDI and trade variables in order to
control for changes in GDP associated with the impact of activities typical for an open
economy. Next, to control for other pertinent political and economic factors that might
potentially affect economic development, the model includes a dummy variable
indicating the country’s EU membership status and the share of agriculture referring
to the economic structure of a country. The reason to include the dummy for the EU
membership is that countries that are members of the EU might have more favorable
conditions that can potentially affect the GDP per capita levels, arising from political
and economic ties between member states (De Melo et al., 2001; Rapacki & Prochniak,
2019). Finally, the model also includes the share of agriculture in order to explain
potential differences in the economic structure of the countries (Gylfason, 2000). A
more detailed overview of the data that were used in the analysis can be found in the

Table 4.1.
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Table 4.1: Description of variables included in the model estimation.

Variable Description Source
World
L ithmi
InGDPpe ogarl mic value of the GDP per Development
capita .
Indicators
V-Dem Institut
Democracy level measured by V-Dem em fnstiuie
Democracy . Coppedge et al.
index value, measured on the scale 0-1
(2022a)
Number of consecutive years for which ~ V-Dem Institute
DemocracyDuration the V-Dem index is higher that 0.467, Coppedge et al.
indicating that a country is democracy (2022a)
Interaction variable between democracy  V-Dem Institute
DemocracyConsolidation and democracy duration — equals to the =~ Coppedge et al.
product of these two variables (2022a)
V-Dem Institute
L Squared value of
DemocracyConsolidation2 o . Coppedge et al.
DemocracyConsolidation variable
(2022a)
World
Initial GDPpc GDP per capita in 2000 Development
Indicators
World
Inflation CPI Development
Indicators
World
GovernmentExpenditure Government spending (% of GDP) Development
Indicators
World
FDI FDI, net inflows (% GDP) Development
Indicators
Trade openness expressed as World
Trade sum of a country's exports and imports ~ Development
relative to GDP (% GDP) Indicators
World
LifeExpectancy Life expectancy Development
Indicators
Dummy variable - 1 if a country is an
E
v EU member; 0 otherwise Eurostat
World
Agriculture, forest fishing (¢
AgricultureShare griculture, forestry, and fishing (% Development
GDP) .
Indicators

Table A1 in the Appendix reports the descriptive statistics for all variables included in
the model. It provides an overview of the number of observations, minimum,
maximum, and mean values for each variable. For instance, the mean value of the
democracy variable is 0.486, with a standard deviation of 0.237, while the mean value

of the democracy consolidation variable equals 2.913, with a standard deviation of

4.310.
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5 Results and Discussion

Table 5.1 reports the estimation results obtained by assessing the regression equation
(1). The table provides the results of four different model specifications run to test for
robustness. The initial model estimates the effect of democracy level on GDP per
capita and includes inflation, government expenditure, life expectancy, FDI, Initial
GDP per capita and trade as control variables. The second model steps further to
analyze the effects of both democracy level and duration, reflecting the process of
democratic consolidation on countries’ economic development. The third model
introduces the square term of democracy consolidation to check for nonlinearity. Both
models comprise the same set of control variables included in the initial model. Lastly,
the fourth specification represents the baseline model, which evaluates the impact of
democratic consolidation on economic development. This model introduces two
additional variables, a dummy variable for EU membership and the share of agriculture

in a country’s economic structure.

All four model specifications were evaluated using both FE and RE methods, followed
by the application of the Hausman test to determine which estimation method is more
appropriate. In all four models, the Hausman test statistics consistently proved FE
method as more suitable. This indicates that the results captured effects specific to a
particular country in the sample and these effects do not vary over time. In addition,
taking into consideration that the panel is well-balanced, the expectation is that FE
model would be more appropriate (Asteriou & Hall, 2011). The full estimations
obtained by FE and RE models, along with Hausman test results, are reported in Table
A3 in the Appendix. In general, robust standard errors are applied in the panel data
analysis because idiosyncratic errors can exhibit heteroskedasticity, autocorrelation,
or a combination of both. Thus, in order to obtain the unbiased coefficients in the
estimated regression the study followed this approach and employed the robust
standard errors. The detailed results of all four model specifications are represented in

Table 5.1.
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Table 5.1: Results obtained from fixed effects estimations for four different model
specifications

Model 1 Model 2 Model 3 Model 4
Independent variable InGDPpc InGDPpc InGDPpc InGDPpc
Dependent variable
Democracy 0.355%* 0.281** 0.248** 0.238**
(0.102) (0.104) (0.118) (0.103)
Democracyduration 0.0380%** 0.0360%** 0.0321***
(0.00746) (0.00820) (0.00703)
Democracyconsolidation 0.0588*** 0.0549%** 0.0424***
(0.0116) (0.0177) (0.0153)
DemocracyconsolidationSq -0.000350***  -0.000999**
(0.000568) (0.000479)
Initial GDPpc 0.168** 0.147** 0.114%** 0.101%**
(0.0257) (0.0433) (0.0781) (0.0777)
Inflation -0.00203***  -0.00169** -0.00185%** -0.00122%**
(0.000693) (0.000677) (0.000677) (0.000571)
Governmentexpenditures -0.0214%%** -0.0229%** -0.0201*** -0.0268***
(0.00363) (0.00351) (0.00361) (0.00298)
Lifeexpectancy 0.111%** 0.115%** 0.116%** 0.0732%**
(0.00377) (0.00434) (0.00439) (0.00407)
FDI 0.000445 0.000776 0.000471 4.66¢-05
(0.000800) (0.000781) (0.000785) (0.000660)
Trade 0.000703***  0.002113*** 0.00108** 0.000959%**
(0.000364) (0.000391) (0.000418) (0.000357)
EU 0.0205%*
(0.0572)
Agricultureshare -0.0317***
(0.00222)
Constant 0.644%** 0.365%** 0.138** 0.844*
(0.289) (0.333) (0.347) (0.466)
Observations 560 563 560 560
R-squared 0.702 0.716 0.718 0.794
Number of CountryID 28 28 28 28
Notes:

(1) *,** ***_Gtatistically significant impact at 1%, 5% and 10 % significance level, respectively;
(2) Robust standard errors in parenthesis.
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The results from the first model specification reveal that, on average, a one-point
increase in the V-Dem index corresponds to a 35.5% rise in the GDP per capita among
post-transition countries, considering everything else being equal. This estimated
effect is relatively high compared to the effects of other variables included in the
model, which suggests that economic results highly depend on political regimes. The
effects of most control variables included in the model are statistically significant and
with the expected sign. The sole exception is the effect of FDI, which is not statistically
significant. This result aligns with the finding in the previous chapter of the paper,
where it was shown that the difference between autocratic and democratic former
transition countries in terms of the FDI cannot be clearly established. Furthermore, the
results suggest a negative impact of inflation and government expenditure, while life
expectancy and trade demonstrate a positive impact on economic development in
terms of the GDP per capita. Specifically, the results indicate that a one-unit increase
in the CPI index results in the reduction of the GDP per capita by 0.203% on average.
Additionally, the increase in government spending as a share of GDP by one unit
diminishes GDP per capita on average by 2.14%. On the other hand, the first model
specification demonstrates that a one-unit increase in life expectancy results in an
acceleration of 11.1% in the GDP per capita, on average. The effect of trade on the
GDP per capita is relatively modest, as the estimated value suggests that an increase
in the trade openness index by one unit accelerates GDP per capita by only 0.07%.
Lastly, the impact of the initial GDP per capita level is statistically significant and
positive, with an estimated value of the coefficient of 0.168, implying that the higher

initial GDP per capita levels are associated with higher subsequent GDP per capita.

The results obtained after including democracy duration and the interaction between
the level and duration of democracy in the estimation, remain stable. The second model
specification indicates that the impact of democracy level and duration is statistically
significant and positive. However, as Masaki and Van de Walle (2014) suggested, it is
important to approach the interpretation of the estimated coefficients with caution,
primarily due to the existence of the interaction term involving both the level and
duration of democracy, i.e., democratic consolidation. The findings from the second
model indicate that an increase in the V-Dem index by one point is anticipated to result
in an average 38.1% increase in the GDP per capita when the given country has not

been democratic in the preceding year, (i.e., democracy duration equals zero). More
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importantly, the results suggest that the impact of democratic consolidation on
economic development is both statistically significant and positive. According to the
second model specification, each additional year a post-country spends in a democratic
regime leads, on average, to acceleration of the GDP per capita by 5.88%. The results
support the notion that the democratic dividend is more pronounced in those countries
in which the democratic institutional framework has been sustained for longer periods
of time (Campos et al., 2022; Masaki & Van de Walle, 2014; Pettersson, 2004). The
impact of control variables included in the second model, initial GDP per capita,
inflation, government expenditure, life expectancy, and trade openness, remained

statistically significant with the expected sign.

The third model specification includes the square term of democracy consolidation to
check for nonlinearity. The sign of the estimated coefficient for the square value of
democratic consolidation is negative, implying that the relationship between
democratic consolidation and GDP per capita is convex. This suggests that as a country
becomes more democratically consolidated, the positive effects of democratic
consolidation on economic development diminish. This result confirms the previously
established U-shaped relationship between the political regime and economic
outcomes (Campos et al., 2022). Barro (1996) suggested that the positive impact of
democracy on GDP per capita diminishes when a moderate level of political freedom
has already been attained. In the context of emerging democracies, the impact of an
extra year of robust democratic practices seems to carry greater weight than it does for
long-standing democratic political regimes. The positive effect of democratic
consolidation also remains statistically significant, with the estimated value of the
coefficient of 0.0549. The impact of control variables included in the third model
remains stable as previously estimated in the first and the second model. The impact
of government consumption and inflation is statistically significant and negative, and

the impact of life expectancy and trade are statistically significant and positive.

Compared to the previously estimated models, the fourth model represents the
complete model specification and the baseline model. The baseline specification
includes the effects of both democracy level and democratic consolidation, with the
square term of democracy consolidation and an extended set of control variables. The

impact of the democracy level remains positive and statistically significant, with a one-
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point increase in the V-Dem index resulting in an increase of GDP per capita of 23.8%,
on average. It is worth noting that the magnitude of the effect is lower compared to
that of the first model, which did not include the democracy consolidation variable.
The results suggest that each additional year a post-transition country spends in the
democratic regime raises GDP per capita, on average, by 4.24%. The effect of the
square value of democratic consolidation is negative. This implies that the relationship
between democratic consolidation and economic development is convex. Furthermore,
the impact of most control variables included in the fourth model is statistically
significant and with the expected sign. The results confirm the negative effects of
inflation and government expenditure, as well as the positive effects of life expectancy
and trade on economic development in terms of the GDP per capita. Additionally, the
results indicate that an increase in CPI by one unit reduces the GDP per capita by
0.122%, on average. Similarly, an increase in government spending as a share of GDP
by one unit leads to a reduction of 2.68% in GDP per capita among the countries in
the sample. The fourth model specification also implies that an increase in life
expectancy by one unit produces an increase of 7.32% in the GDP per capita, on
average. However, the effect of trade on the GDP per capita remains negligible. The
estimated value suggests that a one-unit increase in the trade openness index leads to
an increase of 0.095%. Additionally, the impact of FDI is not statistically significant,
while the effect of the initial GDP per capita level is statistically significant and
positive with the estimated value of the coefficient of 0.101. Furthermore, the analysis
revealed that being a member of the EU produces an increase GDP per capita by
approximately 2% on average. Lastly, a one percentage point increase in the
agricultural sector’s contribution to the GDP leads to an average decrease of GDP per

capita by 3.2%.

The effects of democracy on economic development in transition countries have not
yet been explicitly studied. However, as outlined in the previous chapters of the thesis,
there are strong theoretical bases that support the causal relationship between
democratic consolidation and economic development, particularly in the context of
transition countries. The results of the fourth specification align with the findings of
similar studies that explored the value of democratic dividend. Masaki and Van de
Walle (2014) investigated the effects of democracy on GDP per capita growth in sub-

Saharan Africa, a region that, like post-transition countries, underwent significant
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political regime changes. The study presented compelling evidence that a one-point
increase in the Polity score leads, on average, to an increase in GDP per capita growth
of 5.55%. Similarly, evidence supporting the notion that democracy raises GDP per
capita was presented by Acemoglu (2019). Based on dynamic panel regression and
accounting for country-fixed effects, the study found that democratic consolidation
enhances GDP per capita by roughly 20% over time. A recent study by Pelke (2023)
analyzed global panel data from 1789 to 2019, using V-Dem and GDP per capita data
to re-examine the long-term impact of democracy on economic development.
Consistent with the results of this study, the findings showed that democracy exerts a
positive average impact on GDP per capita, around 17% over the long run. Building
on these insights, Gerring et al. (2005) emphasized that country’s economic
development is a function of the total years that a country spends in a democratic
regime, disregarding any authoritarian interruptions. The research showed a robust
relationship between democracy stock and economic development, suggesting that a
country’s historical experience with a political regime plays a contributing role in the
long-run economic development. The importance of these findings is particularly
relevant to post-transition countries, especially for Eastern European countries. These
countries struggled to establish democratic regimes in the early years of transition and,
as a result, experienced more significant economic challenges. Furthermore, the rapid
institutionalization of formal democracies in the post-transition countries is also
facilitated by external circumstances, particularly the European integration process
that offered a proper policy framework where political conditionality and economic
incentives were used to promote the establishment of democratic regimes (Wolf,
1999). According to the IMF report (2014), the transition period witnessed significant
alignment with Western Europe. The finding from the report indicates that income per
capita increased from approximately 30% of the EU15 levels in the mid-1990s to about
50% in 2014. However, this overall average masks substantial disparities among
countries, with notable progress recorded in regions like the Baltics, while countries
such as Moldova and Ukraine were left behind. This suggests democratic consolidation
can be a contributing factor in explaining economic divergence between post-
transition countries today. Post-transition countries that established democratic
political regimes from the outset of the transition and were also successful in

maintaining them for extended periods outperformed those that failed to do so.
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Although, the empirical results verified the proposed hypothesis, it is important to
acknowledge some potential limitations of the study. One of the important limitations
of the study is the challenge to establish the causal relationship between democracy
and economic development. While it is expected that democratic countries have higher
levels of GDP per capita some scholars argue that the causality could be reversed, with
economic development impacting the income levels, education, and FDI, thus
increasing the likelihood of establishing democratic governance. This concept was
initially introduced by Lipset (1959). Since Lipset’s work, many scholars (Burkhart &
Lewis-Beck, 1994; Huber et al., 1993; Murtin & Wacziarg, 2014; Treisman, 2020)
tried to show that economic development leads to democratization. This idea is closely
related to the endogeneity issue, as there may be other factors that simultaneously
influence both democratic and economic development and failure to adequately
address this can lead to biased estimates. This paper tried to address the endogeneity
problem using an appropriate econometric approach. Another common approach used
in the literature, on which this paper relied to overcome such empirical limitation, is
to include lagged variables. Moreover, there is another potential empirical issue related
to the omitted variables, which occurs when the model does not include one or more
relevant variables (Asteriou & Hall, 2011). The study followed the standard procedure
to test the robustness of the results using alternative model specifications and it
included a different set of control variables. However, it could be expected that there
are some unobserved country characteristics or other variables not included in the
model that can impact both democratic consolidation and economic development, and
failure to account for these omitted variables can lead to biased estimates (Acemoglu,
et al., 2019). Lastly, an aspect not addressed by the study includes the potential for
autocratic regimes to fabricate data, and thus significantly exaggerate their economic
performances. It was noted by Havrylyshyn and Van Rooden (1998) that some
countries underreported and some overreported the figures during the transition period.
Notwithstanding these limitations, the results of the study imply that considering a
country’s historical exposure to a democratic regime, along with the present level, has
a favorable influence on economic progress. The results remained robust in all four
model specifications. Figure 5.1 shows the estimated values of 1 and s coefficients,
which represent the impact of democracy level and democracy consolidation on GDP
per capita. These values were derived from different panel regression specifications

assessed in the paper. As expected, the estimated coefficients decrease with the
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inclusion of a greater number of explanatory variables in the model. However, the
decline is not notably significant, and the results remained stable. Considering the
impact of the democracy consolidation, the estimated coefficient decreases from

0.0588 in the second specification to 0.0424 in the fourth specification.

Figure 5.1: Estimated value of democracy level and democracy consolidation effects

obtained from four different model specifications
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6 Conclusions

The example of the post-transition countries after the 1990s marked not just a shift
towards a market economy but also a profound political transformation, which
continues to shape the narrative of post-communist development. Following the
collapse of the communist legacy, economic restructuring was implemented across all
countries in the early years of transition, accompanied by political changes aimed at
establishing democracy in a significant number of them. More than thirty years have
passed since the transition phase ended, signifying sufficient time for the consolidation
of political regimes - a concept that has been overlooked in the transitional literature.
Thus, this study set out to assess the importance of democracy and democratic
consolidation on the economic development of 28 post-transition countries between

2000 and 2020.

The study employed a standard panel regression and evaluated four different model
specifications to test the robustness of the results. Returning to the hypothesis posed
at the beginning of the study, these findings support the notion that consolidation of
political regimes has a vital role in economic development. The findings from the study
suggest that an improvement by one point in the V-Dem index corresponds to an
average rise in GDP per capita by 23.8%. The results remained robust after accounting
for democracy stock and interaction between the level and duration of democracy.
Each additional year a post-transition country spends in the democratic regime
increases GDP per capita by 4.24% on average. In addition, the study found evidence
of a U-shaped relationship between democratic consolidation and economic
development. The estimated coefficient for the square value of democratic
consolidation is negative, and this result confirms that the relationship between
democratic consolidation and GDP per capita is convex. As it was emphasized, the
convex relationship indicates that as a country becomes more democratically
consolidated, the positive effects of democratic consolidation on economic
development diminish. Regarding the effects of control variables included in the
estimations, the results showed negative effects of inflation and government
expenditure, while highlighting the positive impact of life expectancy, trade volume,
and the initial GDP per capita level on economic development. The findings also
revealed the statistically significant impact of EU membership and emphasized the

negative effect of the agricultural sector’s contribution on GDP per capita.
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The study makes progress in the stagnant discussion on the democracy-development
nexus, particularly in the context of transition countries. After the initial transition took
place, little evidence was found in the empirical literature on the effects of democracy
on economic development in these countries. Exactly three decades have passed
following the initial transition, which permits to account for the period marked by the
consolidation of political regimes and assess its effects on the current economic
development of post-transition countries. Therefore, this analysis fills an important
gap in the empirical literature on transition economies and underlines the timeliness
and relevance of this paper. From an economic standpoint, these preliminary yet
empirically grounded findings may lay an important foundation for policymakers and
the international community that seek to sustain and promote democracy in order to
drive economic progress. Also, these findings are of utmost importance for the
countries that remained autocratic (e.g., Azerbaijan, Tajikistan, Belarus, and Russia),
countries where the reverse democratization trend is currently evident (e.g., Serbia,
Montenegro and Bulgaria), and especially EU countries (e.g., Hungary and Poland),
where the polarization of democracy has been on the rise. For these nations, the results
of this study offer critical insights that can inform policy decisions and actions aimed
at mitigating challenges posed by shifting democratic landscapes. A further study with
more focus on examining the dynamics of other social and economic factors that
interact with democratic consolidation to shape favorable economic outcomes is
needed. Therefore, subsequent research should intensify its focus by extending the
analysis to investigate the impact of various channels through which democratic
consolidation could impact economic development in post-transition countries. Some
of the channels that could be investigated are education, social unrest, political
stability, the level of technological advancement, and corruption levels. Investigation
of these channels could assist researchers in understanding the intricate links between
democracy and democratic consolidation, and ongoing economic development in these

nations.
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Table Al: Descriptive statistics
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Std.

Variable Obs  Mean dev. Min Max
InGDPpc 560 8.592 0.863 6.064 10.091
Democracy 560 0.486 0.237 0.0486 0.807
DemocracyDuration 560 4.316 6.286 0 21
DemocracyConsolidation 560 2913 4310 0 16.119
DemocracyConsolidation2 560  27.037  51.855 0 259.841
Initial GDPpc 560 8.118 0.889 6.064 9.695
Inflation 521 7.143 11.924  -5.153 168.62
GovernmentExpenditure 545  16.816 3.983 5.941 29.940
FDI 537 5.766 8.369 -40.081 109.330
Trade 534 100.265  32.354 22492  190.698
LifeExpectancy 560  72.862 3.615 61974  81.529
EU 560 0.386 0.487 0 1
AgricultureShare 548 8.848 7.161 1.541 34.541
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Table A3: Hausman test statistics
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Model 1

Model 2

Model 3

Model 4

Test of HO:
Difference in
coefficients not
systematic

chi2(6) = (b-
B)[(V_b-V_B)(-
1)](b-B)

= T74.28

Prob > chi2 =
0.0000

Test of HO:
Difference in
coefficients not
systematic

chi2(7) = (b-
B)[(V_b-V_BY\(-
1)](b-B)

= 133.59

Prob > chi2 =
0.0000

Test of HO:
Difference in
coefficients not
systematic

chi2(9) = (b-
B)[(V_b-V_B)(-
1)](b-B)

= 108.28

Prob > chi2 =
0.0000

Test of HO:
Difference in
coefficients not
systematic

chi2(11) = (b-
B)[(V_b-V_B)(-
1)](b-B)

= 101.95

Prob > chi2 =
0.0000
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