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THE RELATIONSHIP BETWEEN ECONOMIC DEVELOPMENT
AND DEMOCRACY: LESSONS FOR TRANSITION COUNTRIES

Abstract: The key preoccupation and focus of the analytical attention of
this paper is the consideration of the causative and consequential relations
between the political and economic dimension of social life, that is, passing
the boundary line between economy and politics. The major debate in this
paper is: what is the causal relationship between democracy and economic
development? When we are debating the Democracy-Development Nexus,
the key finding of the analysis is reflected in the fact that, in spite of what
the evidence in the scholarly literature is mixed and inconclusive, there is
little disagreement that over time democracy and development are interde-
pendent and mutually reinforcing. Although a strong positive link between
the GDP per capita (key indicator of economic development) and the degree
of development of the democratic structure in the case of selected transition
economies has been confirmed, democracy, however, does not exclusively
depend on the state of the economy, and economic weakness does not trans-
late directly into the impossibility of democracy.

Key words: democracy, economic development, transition economies,
democratic consolidation, middle-class.

1. Introduction

Although in the various spheres of social life - political and economic - the connec-
tion and relations of democracy and economy (the two fundamental forms of
social reality) are almost inseparable. In the economic life, its institutions and
forms, some principles of democracy have been imprinted: the principles of the
general good, the principles of the freedom to choose economic alternatives and
activities, the principles of property, markets, economic pluralism and the goals
of economic activity (maximizing consumption, profit, income), and as such they
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were came from the appropriate democratic institutions and represent their
counterpartin the economic sphere.

The paper starts from the basic hypothesis which reads: When it comes to
the relationship between democracy (democratic consolidation) and economic
development, it is right to speak of their intertwining and interconnection. In
addition, the work is also tested auxiliary hypothesis which reads as follows:
There is significant positive relationship between higher GDP per capita levels
(as conventional measure of economic development) and democracy scores in
transition economies.

Work is structured in three interconnected entities. In the first part, the theo-
retical framework of the research was highlighted, while in the second part the
research focus is directed towards the understanding of the mutual influence of
democracy and economic development, as well as on the review of the selected
literature in this field. In the third part, a review of the causal link between de-
mocracy (democratic consolidation) and economic development in the context
of transition economies is given.

2. Democracy and Economic Development - Theoretical Framework

Democracy, as a theoretical concept, has long been the subject of deliberation and
debate. However, it is very difficult to offer and accept the universal definition
of democracy as it is difficult to determine its precise universal characteristics.
According to Schumpeter (1947: 269) democracy is “institutional arrangement
for arriving at political decisions in which individuals acquire the power to
decide by means of a competitive struggle for the peoples vote”. Economic deve-
lopmentis a process by which nations improve the economic, political and social
well-being of their people. Among others, higher economic development results
in better people’s health, better education, low unemployment and eradicating
of poverty.

As one of the mostimportant events in history, the rapid expansion of democracy
is particularly characteristic for the second half of the 20" century. As things
stand today, democratic representative government is the most suitable means
by which complex and developed contemporary societies can solve their soci-
al and other problems. In general, democracy is based on two closely related
principles, which are: (1) public control over collective decision-making and
(2) equality of rights in the application of that control. The degree to which
these principles are exercised in practice determines to what extent a country
is democratic or not (Jovici¢, 2017: 53). Democracy, as the most common social
system in the modern world, favours economic development because: 1. stabili-
zes economic policy, 2. offer a better long-term protection of property rights as
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well as individual and collective freedoms, 3. promotes the rule of law and free
selection, 4. reduce corruption thanks to the stronger rule of law, 5. lowers fiscal
deficits and inflation, 6. favours foreign investments, 7. makes development aid
effective, 8. is more successful in managing social conflicts (or preventing poli-
tically powerful groups from monopolizing lucrative economic opportunities),
9. ensures political stability and preventing social disasters such as famine; 10.
enhance technical innovation and development of entrepreneurship (Carbone,
2008: 7; Ilan, Shaomin, Jun, 2016); Sharma, 2007: 40; Karakaya, Bulent Kantarci,
2015: 1863, 1865; Fida, Zakaria, 2011: 67). It is believed that countries with
low levels of corruption, strong property rights, independent judiciaries (Peev,
Mueller, 2012: 372) and greater transparency and political accountability grow
faster. Democracy can increase economic growth due to its positive effect on
political stability, by reducing transaction costs, commitment constraints, and
information asymmetries of political organization (Ruiz Pozuelo, Slipowitz,
Vuletin, 2016: 2). Authoritarian regimes are considered to inhibit economic
growth because, in comparison with democracies, it records higher military
spending, which is then financed through tax increases (Sandalcilar, 2013: 65).
On the other hand, multiparty competition may periodically cause risks to ma-
croeconomic stability that are often associated with election cycles. Namely,
the parties that are in power can get support by expanding fiscal costs before
the key elections (result is a high budget deficit which may have destabilizing
consequences), which will likely require a sharp reduction after the election.
This is so called the “time-inconsistency problem” (see: Nova, 2011: 4). “Political
culture of adversarialism, and the short-termism encouraged by five-year elec-
toral cycles, block effective responses to issues such as climate change, security,
food systems, pensions and ageing” (Westall, 2015: 5).

By observing the developed countries of the West, it can be concluded that
democracy is a valid economic regime. So democracy is not sufficient condition
for a successful market economy, but it can be considered desirable from the
standpoint of establishing a prosperous economic order (Prokopijevi¢, 2000:
219). For a long time, it was generally believed that the economic development
of a country depends on the degree of democracy that governs it. According to
this theory, democracy guarantees political and civic freedoms and enables ci-
tizens and entrepreneurs to take the initiative, and these are important factors
of development. It has, however, been shown that there are many examples of
countries with an authoritarian regime that for a long period of time recorded
significant economic growth. An example is China in the last two to three deca-
des. Despite economic gains, China did not achieve political liberalization, and
there is still in force capital controls, a fixed currency, government planning
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and heavy financial regulation. The key to success lies in political stability that
provides a safe basis for economic development.

3. Democracy and Economic Development -
Mutual Effects and Literature Review

The relationship between democracy and economic growth is not axiomatic
and there are central three schools of thought when it comes to discussing the
interrelationship between democracy and economic development:

(1) The “conflict school” - due to insufficient maturity of democracy state opera-
tions will be ineffective, undermining economic growth and development. The
claim that non-democratic regimes are more economically viable is also known
as “Lee hypothesis”, according to Lee Kuan Yew, the former Prime Minister of
Singapore. Within the framework of the conflict school, it is particularly poin-
ted out the possibility of the proliferation of interest groups who then lobby for
their own interests, thus slowing down the decision-making in the interests of
society as a whole and causing stalemates in the political sphere. Olson (1982)
is of the opinion that due to the search for rent by interest groups democracies
with the flow of time are facing with so-called “institutional sclerosis”. Certainly,
the fact that one group is successful in one round of lobbying and pressure is an
incentive for other groups that were losers in that round, and they try to use the
benefits of themselves in the next round. It will again run other groups to reach
their rents and thus to infinity. This problem could easily be solved through rules
that are neutral to certain groups and which are protected by the great majority.
Examples of the confirmation of the theoretical attitudes of the conflicting school
stand out from present-day China and other Asian countries (so called “Asian
tiger states”) that record extremely high economic growth rates in conditions
of low level of democracy. An illustrative example is Singapore, which is state
poor in natural resources, but which is valid today as one of the economically the
most powerful country in the world and as a hub for multinational companies,
but which is politically authoritarian and in which the freedom of speech and
expression is limited (for detail see: Joshua, 2018). Singapore is representative
example how dictatorship and free market institutions can exist simultaneously.

(2) The “compatibility school” - within this theoretical perspective it points to
system relationship on a relation politics-society-economy, and political plura-
lism in the sphere of governance results in economic pluralism that encourages
growth. Through the affirmation of political and economic freedoms democracy
guarantees property rights and market competitiveness, creating conditions for
dynamic economic growth.
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(3) The “skeptical school” - within this school, emphasizes is that there is no re-
lationship between democracy and economic growth, and that economic growth
depends on whether economic policy measures are adequately designed or not.
The skeptical school considers that the relation between democracy and econo-
mic development is not at all simple and it’s hard to measure it.

The first author who empirically deal in his work on the correlation between
higher levels of economic development and stability of democracy was Seymour
Martin Lipset (Lipset, 1959), who, as a proponent of the theory of modernization,
provides the first empirical test to prove that “democracy is related to the state
of economic development” by correlating cross-national data on economic and
democratic performance. Affirmation of democratic values in one society is
induced by phenomena such as wealth, urbanization, education and industriali-
zation. Especially level of education in society defines democratic development,
whereby wealth and the middle class are crucial for the creation of extended
educational opportunities. Especially, the improvement of the material and social
conditions of the lower classes implies positive attitude towards democracy. On
the other hand, economic development would also contribute to democracy by
creating favorable conditions for the formation of a large number of voluntary
associations which are promoting political participation. One of the most cited
paper in this field is Barro (1996) who has come up with a very interesting
model. Barro has demonstrated a political economic argument for the recently
observed a non-linear, inverse U-shaped relation- the Barro-effect - between
the level of democracy and economic performance where the initial benefits of
democracy for economic growth are rapidly lost because of its expansion atten-
tion is directing to social programs through which redistribution of resources
is carried out. Finally, extensive social programs produce restrictive effects on
economic freedom that constrain investment and slow down economic growth
(Barro, 1996: 3-4).

A high level of economic growth is not possible without high quality instituti-
ons. In this context, speaking of political institutions as the fundamental de-
terminants of sustainable economic growth, Acemoglu and Robinson (2012)
distinguish between inclusive and extractive political institutions. Democracy
in formulation of “inclusive” institutions is a necessary condition for economic
development. Inclusive institutions are those that need to be developed because
of their positive effect on creativity, entrepreneurship, and various economic
freedom as an important components for dynamic economic growth. On the
other hand, extractive institutions have been created to satisfy the interests
of political elites, and not the general population, with a negative effect on the
development of inclusive economic institutions and society as a whole. Extractive
political institutions may be able to generate economic growth, but at best only
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in the short term. Pereira & Teles (2013) show that political institutions work
as a substitute for democracy in promoting economic growth. In other words,
political institutions are important for increasing economic growth, mainly
when democracy is not consolidated.

Zaouali (2014) in his study discusses the relationship between economic growth,
democracy and corruption, assessing the indirect effects of democracy on eco-
nomic growth. A key finding is that one of the indirect benefits of democracy
is its ability to reduce the negative effects of corruption on economic growth
and prosperity. Farzanegan and Markwardt (2012) found that improvements
in the democratic development of the MENA (the Middle East and North Africa)
countries constitute a powerful weapon in solving environmental problems.
The main conclusion is that these countries can benefit simultaneously from
economic prosperity and environmental quality by “investing” in their political
institutions and being accountable to their own electorates. This is an important
implication for policymakers, bearing in mind that these countries are among the
largest polluters in the world. Djezou (2014) examines the link between econo-
mic growth and democracy on the Cote d’Ivoire case for the period 1960 - 2012,
where this country has gone through three decades of one-party (1960-1990)
and two decades of multiparty (1990-2012). The key finding is that in the long
run, in order for economic growth and democracy to be co-integrated, they must
be linked to the durability of the regime, whereby economic growth, achieved
through strong institutions, is a prerequisite for democratization. Baum and
Lake (2003) deal with a statistical analysis of the direct and indirect effects of
democracy on economic growth using a data set consisting of a 30-year panel of
128 countries. Instead of the statistically significant direct effects of democracy,
the authors first discover that the effect of democracy is dominantly indirect
and it is achieved through public health (an increase in life expectancy in poor
countries) and education (strengthening secondary education in non-poor co-
untries). Aisen and Jose Veiga (2011) use a dataset covering up to 169 countries
in the period 1960 - 2004 and find that political instability (important aspect
of democracy) has a strong adverse effects on total factor productivity growth
and physical and human capital accumulation. Heshmati and Nam-Seok (2017)
use panel data of 144 countries for period 1980-2014 and find credit guarantee
as one of the most significant positive channel transmission between economic
growth and democracy. Credit guarantee and foreign direct investment inflows
manifest bigger marginal effects in democratic countries than in non-democratic
countries.
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4. The Relationship between Democracy and
Economic Development - Empirical Issues

Issues of democracy and development have an empirical manifestation and
generally speaking, there are four propositions about this correlation in the
vast literature that has attempted to interpret it: (a) the relationship between
economic development and democratization is real, causal and positive; (b)
the relationship between economic development and democratization is real,
causal and negative; (c) the relationship between economic development and
democratization is real but not causal; (d) the relationship between economic
development and democratization is spurious (Cheibub, Vreeland, 2012).

Where are transitional economies? In transition economies, the question of the
relationship between democracy, economic freedom and growth is particularly
interesting. At the beginning of the transition process, economic freedoms were
largely limited as a result of the communist regime. With a further process of
democratization, different countries in transition record different degrees of
economic freedom, which are strongly reflected on economic dynamics. Eco-
nomic freedom is accelerating inclusive and sustainable growth by promoting
productive activities and encouraging private initiatives and strengthening the
entrepreneurial spirit. Nations with higher degrees of economic freedom pros-
per because they rationalize the regulatory environment, open the economy to
greater competition, and fight against corruption (Miller, Kim, 2017: ix).

The scatter plot (see: Figure 1) between democracy (measured by EIU Democracy
Index 2018) and economic development (measured by GDP per capita (PPP) $)
on the example of 15 transition economies (10 post-communist member-states
of the European Union - Bulgaria, the Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, the Slovak Republic and Slovenia and the 5 Western
Balkans countries - Albania, Bosnia and Herzegovina, Macedonia, Montenegro
and Serbia) shows a strong positive relationship and provide support for auxi-
liary hypothesis.
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Figure 1. The Relationship between Democracy and Economic Development

Note: The Economist Intelligence Unit’s Democracy Index is based on five ca-
tegories: electoral process and pluralism; civil liberties; the functioning of go-
vernment; political participation; and political culture. The index provides a
snapshot of the current state of democracy worldwide for 165 independent
states and two territories (almost the entire population of the world). The EIU
Democracy index, as a measure of democracy, is on the scale of 0 to 10. The index
values are used to place countries within one of four types of regime: 1). Full
democracies: scores of 8-10; 2). Flawed democracies: score of 6 to 7.9; 3). Hybrid
regimes: scores of 4 to 5.9; 4) Authoritarian regimes: scores below 4.

Source: The Economist Intelligence Unit's Democracy Index 2018, Retrieved 10
February 2019, from: www.eiu.com/democracy2018 and for GDP per capita (PPP)
see: Miller, T. Anthony B. K. Roberts, ].M. (2018 Index of Economic Freedom (Was-
hington: The Heritage Foundation, 2018), Retrieved 22 March 2019, from: http://
www.heritage.org/index.

For transition countries it is useful to talk about democratic consolidation.
Among the various theoretical approaches to the problem of consolidation of
democracy, modern so-called structural theories put the greatest focus on socio-
economic developmentissues. In short, according to this approach, the chances
for democracy depend on the level of economic development and modernizati-
on of society that are essential. In order to consider the relationship between
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democracy and modernization (economic development), Welzel and Inglehart
(2008: 129-131) have emphasized the Human Empowerment Model (Figure 2)
whose core is the claim that democracy can only be effective if power is given
to people.

Empowering the
economy: Action
Resources {enable
self-governance)

Empowering
culture: Self-

expression values
{motivating

people to govern

Empowering regime:
Democratic institutions
{Entitling pecple to
govern their lives)

Human
empowerment
{pecple being

able, motivated,
and entitled to

govern their lives)

Figure 2. The Human Empowerment Model
Source: Welzel, Inglehart, 2008: 129

As democratic consolidation and economic development are two parallel, but
at the same time, inevitable goals in this time, the strongest link, which could
actually bring these two goals to one, is the recovery and consolidation of the
middle stratum. The middle class together with better and widely accessible edu-
cation is seen as the main promoter of democracy and the biggest stock of both
democratic stabilization and economic development. A society dominated by a
middle class is the most suitable environment for the development of democracy.
In addition, in transition economies, democracy can be an incentive framework
for faster implementation of the necessary structural reforms (Sandalcilar,
2013: 65). There is no doubt that some aspects of democratization have indeed
shown positive correlation with economic growth (secure property rights, the
rule of law, smaller government consumption, greater transparency and political
accountability) (Nova, 2011: 8). About that, in the coming period the transition
economies need to implement comprehensive reforms in key areas such as the
rule of law, judicial reforms, the fight against corruption and organized crime,
and public administration reform, which is crucial for the expansion of the pri-
vate sector and therefore for economic development. Economic development is
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especially dependent on a well-functioning rule of law in the transition countries
which means the absence of authoritarian, discretionary powers of the ruling
political elite, stable and credible rules and an independent judiciary. A stable
and credible legal framework creates a favorable environment for the initiative
and creation of an individual, which is key to increasing economic efficiency.
Weak rule of law and slow process of defining and allocating property rights
(symptoms of insufficiently developed democracy) has contributed to the low
level of investment and the unsustainability of economic growth. “The effective-
ness of institutions and the soundness of democracy politics are acknowledged
as catalysts for development. Democracy creates the enabling environment in
which policy choices are subject to the control of free and responsible citizens
capable of holding government and state institutions accountable for their im-
plementation.” (United Nations, 2013: 2). Corruption constitutes one of the
major challenges to democratic development and open and transparent political
structures in transition economies. Special attention should be paid to the factor
of corruption, which destroys institutions in all transition countries, causes
inefficient allocation of resources, reduces economic growth, productivity and
has a negative impact on attracting foreign direct investment (FDI) (Jakopin,
2018: 95). The existence of corruption is considered a key reason for the low level
of trust in democratic institutions and the failure of reform policy, resulting in
slowed down economic development and the endangered standard of citizens,
because tax revenues are reduced, and they increase public service expenditures
and resources are redirected to private pockets.! It takes into account the atti-
tude that through the reduction of corruption democracy facilitates economic
growth, given that due to the electoral mechanism, citizens can remove corrupt
politicians or prevent them from engaging in corrupt actions and thus jeopardize
their political survival (Drury et al., 2006). In countries where law and order
(as the most important precondition for successful democratization) is strong
enough, democratization stimulates economic growth, whereas in countries
with poor law and order, democratization undermines growth by leading to
the deterioration of the institutional capacities of the state as it undermines the
effectiveness of government regulations. In addition if democratization occurs
under the conditions of poor law and order then shadow economy expands, qu-
ality of governance worsens, and macroeconomic policy becomes less prudent,
which makes it difficult to perform wise macroeconomic policy (low budget
deficitand inflation) because the state is becoming hostage of industrial lobbies
and populist groups (Polterovich, Popov, 2006: 9).

1 See: http://www.politika.rs/sr/clanak/57974/Percepcija-korupcije
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5. Conclusion

Although the relationship between democracy and economic development has
many literature in the field of political science and economics, intercausal re-
lations, magnitude of mutual influence and its structural determinants are
still questionable. The question remains open to new reflections and research.
Although in this paper the relationship between political regime and economic
dynamics has been proven, an open question remains about the direction of
the relationship. In terms of the relationship between democracy and economic
development, there are no clear and unambiguous answers either in theory or
in practice.

There is no development of democracy in one society until the standard ofliving
is improved. It can be concluded that that democratic tendencies grew with the
increase in the real social product per capita, the expected prolongation of life
expectancy, and the lower gap in elementary education of women and men.
However, this relationship between democracy and economic development
can-not be represented as immediate and linear. Economic development, as an
accompanying element of modernization, affects democratization, but it does
not automatically create it; it is accelerating, but it is not guaranteed - as it is,
after all, illustrated by the political history of the world. When considering the
interaction between democracy and economic development, it is particularly
important to take into account the specific nature of each country, i.e. structural
factors such as the level of economic reforms, political history of the country,
institutional heritage, ethics, cultural tradition, geographic factor and so on.
Future research (qualitative or quantitative) would benefit from taking the
impact of the economic crisis on democracy. It is believed that transitional de-
mocracy can experience a reversal primarily as a consequence of an economic
recession (see: Svolik, 2008). The deteriorating economic situation caused by
the global crisis has had wider consequences for the quality of democracy. The
high unemployment, underdeveloped private sector, the huge influence of the
political elite on the economy enhance clientelism, corruption and state capture.

As mentioned, the causality of economic development and democracy is insuffi-
ciently clear. Namely, for along time it was generally believed that the economic
development of a country depends on the degree of democracy which governs it.
According to this theory, democracy guarantees political and civic freedoms and
enables citizens and entrepreneurs to take the initiative, and these are important
development factors. However, it has been shown that there are many examples
of countries with an authoritarian regime that has recorded significant econo-
mic growth over the long term (Mexico between the 1940s and 1960s, or China
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in the last two to three decades, Ethiopia and Rwanda)?. Therefore, the general
message would be that the key to success lies in political stability that provides
a safe basis for economic development. Contrary, there are negative effects of
political instability on a wide range of macroeconomic variables such as, among
others, GDP growth, private investment, and inflation (Aisen, Jose Veiga, 2011).

For countries in transition, for the future of democracy and for the perspective
of economic development the next phase is important when democracy should
become “the only game in town” (Linz and Stepan) where economic development
can no longer be discussed independently of democratic consolidation and the
opposite about democratic stabilization regardless of the success of the reform,
thatis, regardless of the economic recovery and the new economic growth. What
remains open is the question of how the transition economy should go in order
to achieve the most optimal feedback of democratic and economic consolidati-
on. Improving the political climate, political stability and good governance are
extremely important for the democratic consolidation and future economic deve-
lopment of transition economies as a whole. In that sense, as a critical challenge
for the development prospects of transition economies in the coming years is
aneed to recognized accountability and transparency, grounded in checks and
balances especially on executive power.
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Kapko Bopuh, macmep ekoHoMuje
JlokmopaHd ExoHomckoe hakyimema Ynusep3umema y Huwy

OdHoc uzmelhy ekoHOMCKO2 pa3eoja u demokpamuje
- noyke 3a 3em/ee y mpaHuyuju

Pe3ume

KmyuHa npeokynayuja u ghokyc anaaumuyke naxcroe 0802 pada jecme paamamparse
Y3PO4HUX U NOC/1eduYHUX 00HOCA usmehy noaumu4ke U eKoOHoMmcke duMeH3uje
dpywmeeHoz xcusoma, 00HOCHO NpeAa3ak 2paHuye usmehy ekoHomuje u noaumuke.
InasHa debamay ogom pady jecme: KAked je y3pouHa ee3a uamehy demokpamuje u
eKkoHoMcKoz paseoja? Kada pacnpas/eamo o KoHyenmya.Hoj cnoHu demokpamuja-
paseoj KayyHu HAa3 aHause oz2/eda ce y YureHuyu 0a, ynpkoc mome wmo cy
doKkasu y Hay4yHoj aumepamypu Mewosumu U y yeAauHu y3es Heybed.busu, MaJo
je Hecsaazarba 0ko moaa da cy mokoM epemeHa demMokpamuja u pas3eoj mehyco6Ho
3asucHu u yzajamHo jauajyhu. Hako je nomepheHa cHax}cHa no3umugHa eesa usmehy
[/l nep yanuma (k/6y4Hu nokasamesb eKOHOMCKO2 pa360ja) u cmeneHa pa3eoja
demokpamcke cmpykmype y cAy4ajy 00a6paHux mpaH3uyuoHUX eKOHOMUja,
demokpamuja, mehymum, He 3a8UcCU UCK/LYHUBO 00 CMarea eKkoHoMmuje y dpicasu,
a eKOHOMCKA ca1abocm ce He npesodu dupeKmHo y HemozyhHocm demokpamuje.

KsmyuHe peyu: demokpamuja, eKOHOMCKU pad380j, MpPAH3UYUOHe eKOHoMUje,
demokpamcka KoHcoaudayuja, cpedrea kaacad.
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