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RESEARCH ARTICLE

Pak Hung Mo

Democracy and Economic Growth: Optimal
Level and Transmission Channels

Abstract After evening out all the benefits and costs, the overall optimal level
of democracy is about 3.2, on a scale of 1 to 7. On average, fully dictatorial
countries have a conditioned growth rate of —1.113 percent, fully democratic
countries have a conditioned growth rate of 1.146 while countries with the
optimal level of democracy/autocracy have a conditioned growth rate of 2.665.
In the case of a fully dictatorial country, moving one unit towards democracy can
raise the GDP growth rate by about 1.725 points; while for a fully democratic
country, moving towards autocracy by one unit can raise the growth rate by about
0.885 points. This study provides useful information for many developing
countries which are experiencing substantial pressures to restructure their

political system.

Keywords economic growth, democracy, GDP, transmission, autocracy
JEL Classification O11, 043, 047

1 Introduction

Currently, there are many economies either searching for the direction of and/or
experiencing substantial political reforms. These include economies in Asia like
Chinese mainland, Chinese Hong Kong, Vietnam, Myanmar and many other
developing countries around the world. Since political systems embody specific
motivational structures governing the behaviors of political and economic actors,
reform will have pervasive effects on almost all areas of their economies and so
their paths of economic evolution and fates. More importantly, once a political
system is designed and enforced, the formation of related interest groups and the
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free-rider problems associated with the non-rival nature of public governance
imply that the basic characteristics of the political structures will be very difficult
to change and very often will last for decades if not centuries. In view of the
urgent need for information to develop desirable rules and procedural structures
of a political system, it is timely and important to provide robust estimations on
the possible channels, magnitudes and effects of a political system on economic
performance with a well-tested data set and structured theoretical framework.
The conclusions have to be robust and able to explain the different findings and
observations in the related literature.

There is an extensive literature on the interrelationship between economic
growth and democracy. The conclusions are as diverse as their methodologies,
values, arguments and objects of investigation (For a taste of the diversities on
the issue, see Przeworski and Limongi, 1993; Polterovich and Popov, 2010;
Barro, 2012). However, there are few changes in the thinking about the possible
costs and benefits of democracy/autocracy on growth performance in the
literature which are largely summarized in Przeworski and Limongi (1993):

(1) A higher level of democracy reduces the risk of expropriation by
dictatorship. As suggested by North (1990), dictatorial rulers are predatory: The
state is always ready to prey on society and only democratic institutions can
constrain it to act for the general interest. Democracy can thus enhance
investment and innovations. Moreover, dictators can be very insecure. They may
spend a lot on resources to protect their dictatorship and develop deleterious
institutions to hinder economic development (for instance, Mo, 1995, 2004).

(2) Democracy results in a more equitable distribution of rights. Scully (1992)
argues that democracy provides an equitable distribution of individual political
rights. It will result in a more equitable distribution of opportunities to deprived
members in an economy. The increases in opportunities and participations of the
deprived members expand the gains from exchange. Efficiency, and therefore
productivity too, may be higher in free societies than in societies where
individual rights are restricted.

On the other hand, a higher level of democracy can dampen economic growth
and therefore the improvement of quality of life over time as it may result in:

(1) Higher government size and inefficiency. As suggested by Becker (1983),
among others, interest groups compete for rents in political markets. Each group
maximizes the expected net benefit from public policies through political activities.
The resulting equilibrium will be inefficient both because lobbying is wasteful and
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because transfers of income resulting from group pressures cause deadweight
losses. Moreover, when the state is permeated by private pressures, policies lose
internal coherence. The size of government will also increase as politicians attempt
to cater to the private interest with public government revenue.

(2) Higher public transfers. Democracy offers redress via the state to those
who are poor in opportunity. Endowed with political power in the form of
universal suffrage, the poor will attempt to use this power to expropriate riches.
In modern economic terms, if the median voter is decisive and if the
market-generated distribution of income is skewed downward, majority
equilibrium will call for a greater equality of incomes. As a result, higher
political rights will result in lower private property protection. At the same time,
politicians sell public benefits to special interest groups with expenses spread
over all taxpayers in a political market. This rise of the political market expands
transfers as well as the size of government.

(3) Lower private investment. The reasoning for this is that poor people want
to consume immediately, demand more social welfare that raises the tax burden
on entrepreneurial activities. They can use their democratic power to drive wages
up, reduce profit, and therefore reduce investment.

In this study, I conduct empirical studies on the channels and effects of
democracy/autocracy on the growth rate of real GDP by employing the
framework developed in Mo (2000, 2001) with a well-tested data set. The
channels include productivity, private investment, government consumption,
transfers, political stability and human capital. After balancing all the potential
costs and benefits of democracy/autocracy, our estimates suggest that on average,
fully dictatorial countries have a conditioned growth rate of —1.113 percent, fully
democratic countries have a conditioned growth rate of 1.146 while countries
with an optimal level of democracy have a conditioned growth rate of 2.665. The
conclusions are supported by remarkable coincidences of the theoretical
hypotheses and the empirical results in various decomposition exercises. In the
midst of the diversities in related literature, my results can provide hints to many
developing countries for desirable rules and procedures when conducting
political reforms.

The following section introduces the analytical framework. Section 3
discusses the data and basic estimations of the empirical studies. The effects of
the channels and the overall picture are investigated in Section 4. Concluding
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remarks are made in the last section.

2 Analytical Framework

The input-output relationship is characterized by a general production function,
Y=Tf (K, L), where Y is the total output level, T is total factor productivity, K and

L are the capital stock and labor respectively. Total differentiation of Y gives:

dY =fdT +T(fydK + f,dL) . @)
Dividing Eq. (1) by Y yields the decomposition similar to that of Solow (1957):'
dY dT dK f,LdL
—=—+Tf — Ju : )
Yy T Y f L

Eq. (2) can be interpreted according to the theory of economic development
developed by Schumpeter (1912, 1939) in which two classes of influence on the
evolution of an economy are distinguished.” One is the effect of changes in
factor availability, the growth component, which is related to the growth rates of
capital and labor in the production function. The other is the effect of social and
technological changes, the development component, which is related to the
forces driving total factor productivity growth in the production function.
Corresponding to Eq. (2), we characterize these components as:

GR=Fly,IY,dLL], 3)
where GR and y are respectively the growth rates of real GDP and total factor
productivity, 1Y is the investment output ratio and dLL is the growth rate of labor.
In this expression, F, equals 1, Fjy is the marginal production of capital and F,, is
the elasticity of output to labor.

An increasing number of investigations concluding a systematic relationship
between output and various socio-economic variables suggest that technological
progress probably is not a purely random process but is determined by the
participants’ motivational environment. It is the costs and benefits of innovative
activities that determine the proliferation of innovations and the growth of total
factor productivity. The reasoning implies that institutions like the level of
democracy/autocracy in a jurisdiction will have pervasive effects on the growth of
productivity.

' However, I use the equation to investigate the divergence of cross-country growth
performance rather than for a traditional growth accounting study.

% The interpretation of Schumpeter’s theory is based on the discussion in Adelman (1961,
chapter 6) of Schumpeter’s theory of economic growth and development.
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Based on prior works on growth models, the standard control variables like the
initial level of real GDP per capita, a proxy for human capital and the investment
share are included in our models.” The first two variables belong to the
development component and the last one belongs to the growth component in our
framework. As a variety of studies have shown that political instability is
negatively correlated with economic growth (among others, Benhabib and
Spiegel, 1994; Barro, 1991), a political instability variable is therefore introduced.
Moreover, an important merit of democracy is reducing political instability
during the transmission of political power that will certainly enhance economic
growth by providing a stable protection of private property rights. Political
stability is therefore one of the major transmission variables in the linkage of
political rights and economic growth. The other plausible transmission variables
such as the size of government and transfers are also introduced as discussed in the
literature mentioned in Przeworski and Limongi (1993). To summarize:

vy =y(RIGHT, y0, GOV, TRAN, REVOL, SECC) , “
where RIGHT is an index for the level of democracy, y0 is the initial real GDP per
capita, GOV is the size of government consumption, 7RAN is the ratio of transfers
to GDP, REVOL is a proxy for political and social instability and SECC is an index
for the human capital stock. 4

3 Although there may be many possible variables affecting GDP growth, such as corruption,
land distribution inequality (Mo, 2001, 2003) and possibly many others, it does not mean that
we have to include all the possible variables into the model. If the variables only have causal
relationships with the level of political rights or they are not highly correlated, the absence of
the variables will have no substantial effect on our major conclusions even though the missing
variables affect GDP growth. I therefore include only those variables that are found to have
substantial effect on GDP growth and are likely to be highly correlated with political rights in
the regressions. The consistency of our results among different models and the close matches
between the theoretical implications and empirical results provide strong support to our
specifications and conclusions.

* Modernization theory suggests that there is a strong positive linkage from prosperity to the
propensity to experience democracy. The RHS variables like GOV, TRAN, y0 and SECC are
highly correlated with the level of development, production surplus or “prosperity.” Controlling
the level of development reduces the possible spurious correlation problem between the level of
political rights and economic growth. As studied by various authors such as Weede (1983), the
reverse causality of economic growth on the level of political rights is less likely. This is
supported by the casual observation that in the last few decades, the changes in growth rate have
no observable effect on the level of democracy in most developed economies. It is the level of
development or production surplus, rather than the rate of productivity or economic growth, that
determines the propensity and/or sustainability of a country to experience democracy. The
political system is therefore treated as the socio-political infrastructure that drives the suggested
transmission channels and productivity growth.
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The expected sign of the initial per capita output is negative because of the
convergence tendency due to the knowledge gap between countries in the
literature of endogenous growth. The larger the knowledge gap, the easier it is for
a country to raise its productivity by learning, imitating and adapting technology
from the leading economies (Barro, 1991). Many various findings suggest that
human capital stock has a positive effect on economic growth because an
educated labor force is better at learning, creating and implementing new
technologies that generate a higher rate of productivity growth. According to the
findings of most of the literature, the size of government consumption and
transfers are expected to have a negative effect on economic growth (for instance,
Barro, 1991; Mo, 2007). As discussed in the introduction, I do not have a prior
expectation about the coefficient of the political rights variable.

For the determination of the investment ratio, I borrow the idea of Schumpeter
(1912, 1939) again. Investment is driven and made possible by the existence of
profit. However, in a competitive market, profit will be driven to zero in a
stagnant economy. Therefore, without development or equivalently, an increase
in total factor productivity, there will be no profit. Only when new techniques of
production are employed to produce a certain product or if a new product is
introduced can profit arise. Without development there would be no profit and no
accumulation of wealth in the capitalist system. It is the change in the fund of
technical knowledge that is responsible for the change in the stock of producer
goods. The investment ratio is therefore positively related to the growth rate of
total factor productivity. That is: /Y = I¥(y), with 1Y, > 0. It is determined by the
growth of total factor productivity that in turn depends on the motivational
environment in an economy.

Additionally, investment also depends on the stability and security of private
property rights that are highly related to the constitutional environment of an
economy. An important function of democracy is to constrain the expropriation
power of the government (North, 1990). It is expected that the higher the level of
democracy, the lower the expropriation risk from the government, and hence, other
things being equal, the higher the investment ratio.” Therefore:

> Another possibility is that autocrats are motivated to reduce private investment for
prohibiting the formation of strong non-government forces that can challenge their authority
(for instance, Mo, 1995, 2004). Since private investment is also likely to be driven by
demographic factors, we include the growth rate of population to reduce the possible missing
variable problem. However, this has no effect on our conclusions.
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1Y = 1Y(y,RIGHT, dLL), 5)
with IYgiger < 0 according to the expropriation hypothesis and 1Y, >0. 6
Substituting Eq. (4) and Eq. (5) into Eq. (3), gives:
GR=F[y(RIGHT, y0, GOV, TRAN, REVOL, SECC), IY(y, RIGHT), dLL].'(6)
The growth of total factor productivity not only drives the growth rate directly, but
also raises the profitability of investment and hence the investment ratio. The total
effect of a development variable like RIGHT on the growth rate of real GDP
therefore equals:

dGR oy oy oy oly
= +Fy || — + . @)
dRIGHT ORIGHT Oy ORIHGT ORIHGT
Eq. (7) states that the total effect of RIGHT on the growth rate of GDP is equal to
the summation of its two opposing effects on the investment ratio weighted by the

marginal product of capital plus its direct effect on total factor productivity.
Empirically all the parameters in Eq. (7) can be estimated. We can check
whether the estimates fit the implication of the theoretical framework. For this
purpose, three sets of specifications will be estimated, the first set is:
GR=f(RIGHT, y0, GOV, TRAN, REVOL, SECC, 1IY,dLL). ®)
Regression based on Eq. (8) can generate the estimates of the marginal product
of capital and the direct impact of political rights on the growth rate of
productivity. The second set is:
1Y=g(RIGHT, y0, GOV, TRAN, REVOL, SECC, dLL). ©)]
This will provide the estimate on the partial effect of political rights on the
investment ratio. Lastly, we will estimate:
GR=h(RIGHT,y0, GOV, TRAN, REVOL, SECC, dLL). (10)
Eq. (10) is the reduced form of Eq. (8) and Eq. (9). The only difference
between Eq. (10) and Eq. (8) is the absence of the investment ratio. It provides
the estimate on the total effect of RIGHT on the growth rate. If the estimations

® We will use the index of political rights and civil liberty constructed by Raymond Gastil.
The level of political rights is ranked from 1 (highest degree) to 7 (the lowest). Therefore, the
higher the rank, the more autocratic the government is. For instance, as reported in Appendix
II, the mean score of OECD and Asian countries is 1.3 and 3.8 respectively.

7 In reality, other than the growth of productivity, /Y is also driven by some exogenous
variables such as geographic, cultural and historical factors such that perfect collinearity
between /Y and the development variables will not happen. Moreover, since both /Y and GR
are driven by the development variables, our estimations will not suffer from simultaneous
problems although they are highly correlated. Spurious correlation caused by omitted variables
can be avoided by a proper choice of the RHS variables.
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match the implication as implied in Eq. (7), we will have more confidence in the
validity of the theoretical framework, the quality of the data set as well as the
conclusions indicated by the empirical estimations.

3 Data and Initial Results

I use the indicators compiled by Gastil and his associates as the proxies for the
levels of democracy/autocracy and liberty with reasons. They constructed
comprehensive measures on the amount of political rights and civil liberty
available to citizens of various countries. The level of political rights is ranked
from 1 (highest degree) to 7 (the lowest). The criteria involved in determining the
rank of political rights include the meaningfulness of elections, election laws and
campaigning opportunities, voting power of the electorate, the degree of political
competition, freedom from external and military control, minority rights etc. In
addition to the basic definition, the classification scheme counts as less
democratic countries that have dominant political parties in which minority
groups have little influence on policy. In general, the index is based on purely
“procedural terms,” that is, as a body of rules and procedures that regulates the
transfer of political power and the free expression of disagreement on public
issues. The index thus created can therefore not be affected by its contemporary
outcomes. With the index, the conclusion in my research can therefore provide
useful hints on the desirable rules and procedural structure in designing political
reform. Civil liberty is ranked on a similar scale. The criteria includes the
freedom of the press from political censorship, freedom of speech, freedom of
assembly and peaceful demonstration, freedom to organize unions and
associations, equal protection under the law, freedom from government terror and
abuse. The level of protected socioeconomic rights, such as freedom from
dependency on landlords, bosses, union leaders, or bureaucrats, is also
considered. Logically, political and civil rights are separable. Different nations
may bundle the rights differently.® However, the two variables are likely to be

8 As observed and stated in Barro (1996), “nothing in principle prevents nondemocratic
governments from maintaining economic freedoms and private property... Examples of
autocracies that have expanded economic freedoms include the Pinochet government in Chile,
the Fujimori administration in Peru, the Shah’s government in Iran, and several previous and
current regimes in East Asia. Furthermore, as stressed by Schwarz (1992), most OECD
countries began their modern economic development in systems with limited political rights
and became fully-fledged representative democracies only much later.” The experiences in
Chinese Hong Kong, Chinese Taiwan, Korea, Singapore and more recently, Chinese mainland,
are also common supporting examples.
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highly correlated but have different effects on the growth performance. We
therefore include the civil liberty index as a major control variable in all
empirical studies in order to minimize the possible bias caused by omitted
variables.

The observations in this study are taken from the data set assembled by Barro
and Lee (1994). It is a panel data set starting from 1960 to 1984 divided into five
5-year subperiods. In the periods before 1970, we find that some of the required
variables have a large number of missing observations. Meaningful estimations
can only be taken from 1970 onwards. Recent financial crises in the world reveal
that short-term economic growth of countries can fluctuate widely according to
their country-specific conditions. For studying the effects of durable institutional
variables on growth in total factor productivity and capital stock, we need to
observe their performance over a longer period. The cross-country data of the
period 1970 to 1985 is therefore chosen for this study.” The original sources of
the observations and notations used in the data set are summarized in Table I
found in the Appendix while the correlation and descriptive statistics of the major
variables used in this study are summarized in Table 1. The variables are defined in
its footnote.

Table 1 Correlation Coefficients and Descriptive Statistics

GR  RIGHT CIVLIB y0 SECC REVOL GOV TRAN 1Y POPG
GR 1
RIGHT  0.093 1
CIVLIB  0.144  0.961 1
0 -0.275 -0.387 -0.446 1
SECC -0.017 -0.622 -0.668 0.527 1

(To be continued)

° Although more recent observations and other political indexes are available, we decide to
adopt the present data set for our novel experiment. A major reason is that the data set has
generated many consistent results in studying various issues (among many others, Barro, 1991,
1996; Mo, 2000, 2001, 2007). Using a reliable data set to conduct a novel experiment can
eliminate the potential problems generated by data quality. Moreover, our results are also
more comparable with related studies like Barro (1996) that employ similar sources of data.
With a large sample size, any minor updates in the data are captured by random errors which
will have no effect on our conclusions. In addition, the global environment in the period is
typical and coherent such that contradictory conclusions are highly unlikely when more recent
observations are used to conduct the investigation under a similar framework. The results of
current research can therefore serve as a reliable base of comparison for related research in the
future.
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(Continued)

GR RIGHT CIVLIB y0 SECC REVOL ROV TRAN IY POPG
REVOL —-0.187 0.259 0.276 -0.217 —0.245 1
GOV -0.153 0.214 0.220 -0.272 -0.127 0.022 1
TRAN —-0.118 —0.448 -0.455 0.337 0.444 -0.291 0.044 1
Yy 0.352 -0.555 -0.522 0.142 0.441 -0.245 -0.209 0.282 1
POPG 0.124 0.658 0.654 -0.123 —0.581 0.142 0.127 -0.562 -0.478 11
MEAN 3.818 3.583 3.570 3021 7.273 0.276 0.179 0.054 0.150 0.021
(SD.) (242) (1.94) (1.73) (412) (6.72) (0.39) (0.068) (0.062) (0.055) (0.011)
Note: (1) GR = growth rate of GDP; (2) RIGHT= the level of political rights (1-7, 1 = highest
level); (3) CIVLIB = the level of civil liberty (1-7, 1 = highest level); (4) y0 = the per capita
income in 1970; (5) SECC = percentage of total population completing secondary school; (6)
REVOL = an index for political instability; (7) GOV = the share of government consumption to
GDP; (8) TRAN = the share of government transfer to GDP; (9) /Y = the share of private
investment to GDP; (10) POPG = the growth rate of population; (11) The statistics related to the
variable TRAN are based on 73 observations while the others are based on 90 observations. Other

descriptive statistics on the level of political rights in different regions are reported in section II of
the appendix.

All the variables used in the empirical studies closely follow the definition in
the theoretical framework. The human capital stock is proxied by the percentage
of total population completing secondary school. The measure of political
instability is the number of revolutions per year averaged over the period
1970-1985." We use the compound interest rate formula to calculate the annual
growth rate of related variables."'

3.1 Political Rights and Economic Growth

Using a similar data set, Barro (1996) found that countries that have an
intermediate level of democracy enjoy the highest growth rate of per capita
income. We also arrive at a similar conclusion; that the “middle way” is the best
for GDP growth. However, we contribute to identify and estimate several
channels that include private investment, government size, transfers, political

19 There are other political instability and human capital indexes in the data set. We find that
using alternative indexes has no substantial effect on our major conclusions.

' For example, the annual growth rate in GDP is estimated by finding r in the formula:
GDP70*(1+r)°=GDP85, where GDP70 (85) is the real GDP in 1970 (1985). All the growth
rate variables, such as GR and POPG are measured in percentage. Data such as GOV, IY and
SECC are the averages of the respective data available during the period.
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stability and human capital stock through which the level of democracy affects
the GDP growth rate. The coincidences between the totals of the estimated effect
and calculated effect provide additional credibility to our conclusions. The
“modernization” hypothesis suggests that there exists mutual causation between
economic development and institutional quality. A higher growth rate will
transform an economy, improving the standard of living, and development over
time will make democratic transformation more likely. If this hypothesis is correct
the OLS estimations on the effect of democracy on the economic growth rate will
become less negative in our OLS estimations. However, our estimations reach a
similar conclusion regarding the same optimal level of democracy/autocracy as in
Barro (1996), where the 2SLS estimation method is adopted. In addition to the
robustness and consistency between the empirical results and theoretical models
in various specifications, they suggest that treating democracy as independent to
the rate of economic growth in the estimation period of 1970—-1985 does not
generate substantial bias that would damage our major conclusions. One reason
can be that the cumulative effects of the growth rate over the fifteen year
duration do not generate substantial differences in political structure over time
since institutional changes tend to be gradual and cumulative under normal
conditions. As in almost all economic studies, I cannot eliminate the possibilities
that correlation in the “dependent variables” and “independent variables” in my
estimations may be due to mutual causality or both of them are driven by other
common factors. However, following the spirit of other similar contributions
such as King and Levine (1993) who establish that predetermined financial depth
is a good predictor of subsequent growth, our exercise is still useful in the sense
that the conditioned correlations between the level of political rights and related
variables can be used to predict the growth performance and the socio-economic
variables among countries.'?

12 Although almost all variables in an economic system are somehow interrelated or
influenced by some common fundamental factors, it is still useful to classify some variables as
“state variables” that are highly inert, such as the political system and social norms that are
normally constant over short periods. Some variables can be classified as “choice variables”
that are sensitive to small changes in environment that determine the costs and benefits of
individual and group behaviors such as private investment, education decision and government
expenditure. The “choice variables” tend to be highly responsive to the “state variable.” The
“outcome variables” are determined by the state and choice variables. In this study, the GDP
growth rate is the outcome variable that is driven by the state variable democracy through
various choice variables. With this understanding, I can have a better interpretation on the
results of the regression system in this paper.
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Recently, it has become clear that the inclusion of country fixed effects affects
the estimated coefficients of the explanatory variables that are constant or that
have little variation within countries in the related estimation period.]3 The
“country specific characteristics” such as geographic features and colonial
background cannot be estimated since they are constant in the related period.
Variables have little within-country time wvariation such as fundamental
institutions, development level; cultural characteristics cannot be estimated with
precision. I thus use the estimates of the “random effects models” supplemented
with ample country-specific control variables and robustness tests in our analyses
in order to raise the credibility of our estimations.

Table 2 reports various specifications in order to reveal the sensitivity of the
results. Estimation (B1) leaves out all the plausible transmission variables."* (B2)
includes all the plausible transmission variables in the model which generate the
estimates on the direct effect of RIGHT and the marginal productivity of capital
required for the decomposition according equation (7). The specification in (B3) is
identical to (B2) except for the absence of the variable investment ratio. It is specified
according to equation (10) and provides the estimate of the total effect of RIGHT on
the growth rate in equation (7). In regressions (B4) to (B7), one of the transmission
variables is included in each regression. All regressions show that RIGHT has an
initially positive effect on the growth rate and reaches the peak at a certain level. As
expected, RIGHT suffers from substantial collinearity problems when all
transmission variables are included in (B2) and (B3) which renders the effect of
RIGHT on GR statistically insignificant. All other variables behave as expected.

Table 2 Political Rights and Economic Growth

Estimations  (BI) (B2) (B3) (B4) (B5) (B6) (B7)

Indep. Var. Dependent Variable: GR

RIGHT 2.657 0.923 0.691 2.008 2.383 2.988 2.136
(2.46)"  (0.62) (0455 (2.100" (1.80)° (2.76)""  (1.91)

RIGHT? ~0365 —0.186 —0202 —0264 —0366 —0408 —0.322
(2.86)7  (1.05)  (1.13) (2347 (2367 (3.00077 (44"

(To be continued)

13 Barro (2012) has lengthy discussions on the issue related to empirical studies on the
determination of economic growth.

" In the process of investigation, we find that the human capital stock is one of the
transmission variables in the linkage of political rights and economic growth. I will discuss it
in more detail later.
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(Continued)
Estimations  (B1) (B2) (B3) (B4) (B5) (B6) (B7)
CIVLIB —2018 —0486 -0343 —2085 -1632 -—2.184 —1.698
1.67) (0.35) 025 (198" (1.23) (1.82)°  (1.34)
CIVLIB® 0.310 0.168 0.177 0.288 0.283 0.339 0.300
(2.199"  (1.03)  (1.10) (226"  (1.83) (234"  (1.96)
y0 —~3.53N4 —4.05N4 —4.72N4 —4.53N4 —3.82N4 —3.63N4 —6.05N4
1.94)°  (1.75°  (1.96)° (2797 (1.79°  (2.02)7 (2.68)™
02 8.07N9  7.15N9  8.72N9  1.02N8 1.05N8 8.09N9  1.37N8
(1.38) 0.99)  (1.17)  (1.98)"  (1.55)  (1.40)  (1.96)*
POPG 0.114 0.249 0.179  —0.058 —0.0082  0.102 0.357
(0.44) (0.64)  (045)  (026)  (0.03)  (0.40)  (1.17)
Gov - ~1895 —19.88 —14.180 - - -
(5.48)™"  (6.02)™ (4.76)™
Gov* - 2.196 2.225 1.732 - - -
dGov @73 4.92)™  (5.000™
TRAN - —6.65 —5.665 - ~17.877 - -
(0.90)  (0.70) (2.66)”
TRAN* - 2277 2428 - 3.851 - -
dTRAN (1.69)°  (1.69) (3.78)™
REVOL - ~2365 —2.584 - - —-2.276 -
243" (255" (1.90)
SECC - 0.103 0.103 - - - 0.121
3™ 1)~ (2.44)"
Iy 23584  10.354 - 18298  18.697  21.838  24.291
(5.86)™" (287" (5.0 4200 (536)™ (5.39)™
Constant —0.358 2457 4763 3.316 0.579  —0.058 —0.990
0.21) (1.14)  (239)  (1.93)"  (030)  (0.034)  (0.507)
R 0.379 0.742 0.670 0.538 0.551 0.402 0.447
No. of obs. 105 66 69 105 72 105 92

Note: (1) As the White heteroskedasticity-adjusted #-statistics have no substantial difference
with the unadjusted statistics, the later are reported. (2) Absolute values of the #-statistics are in
parentheses. The number —3.53N4 equals —0.000353 etc. (3) The superscripts, ,  and =
following the z-statistics represent 10%, 5% and less than 1% significance levels respectively.
(4) dGOV (dTRAN) is the average annual growth rate of government consumption (transfers)
in the period. GOV*dGOV (TRAN*dTRAN) is therefore equal to the annual change in
government consumption (transfers) over GDP that has a positive effect on the growth rate
when the prices are rigid downward under the Keynesian framework. Theoretically, if prices
are fully flexible in an economy, GDP growth will be totally determined by the supply-side.
However, it is commonly observed that prices are rigid downward. The increase in aggregate
demand will therefore facilitate growth in real GDP. In this and other studies, we always find
that aggregate demand factors are significant in determining economic growth. (For instance,
Mo, 2000, 2007.) This indirectly supports the price rigidity hypothesis. We therefore include
the respective aggregate demand variables of GOV and TRAN in related estimations as in (B2)
to (B5). As usual, they are statistically significant. However, excluding the aggregate demand
variables in the regressions has no substantial effect on our major conclusions. This is revealed
in the results of the estimations having no aggregate demand variables such as (B1), (B6), (B7)
and the later estimation (H) that indicates the overall effect of RIGHT on the growth rate.
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According to the implications of Eq. (7), I can decompose the total effect into

the direct and investment effect. I run the regression as specified in equation (9)

that is reported as follows:"
IY=—-10.026 RIGHT+0.001 RIGHT* +0.035 CIVLIB-0.003 CIVLIB *~ 0.080 POPG

(0.65)

(0.31)

(0.91)

(0.73)

(0.09)

+6.85N6 0 —2.75N10 0>+ 0.001 SECC- 0.065 TRAN + 0.028 TRAN dTRAN

(1.29)

—0.043 REVOL
(1.20)

R*= 0.485, no. of obs. = 66

(1.95)°

-0.331 GOV
(3.43)"

0.67)°

(0.30)

+0.035 GOV dGoV
.57

(0.81)

+0.160

ok

(4.03) ©)

RIGHT has a negative first order effect on the investment ratio, though it is

statistically insignificant. A reason for the insignificance is that higher autocracy

has two opposing effects on investment. They are the negative expropriation risk

effect and the initial positive productivity effect as discussed in equation (5).'

Regression (C) indicates that the negative expropriation effect dominates the

initial positive productivity effect of autocracy on investment.

Table 3 The Productivity and Investment Effects

RIGHT Direct Effect of Calculated Total Estimated Total (c)/(d)
Effect (a) Investment (b)  Effect (c) Effect (d)
1.0 0.5507 —0.2387 0.3121 0.2878 1.0845
1.5 0.3645 —0.2248 0.1397 0.0861 1.6227
2.0 0.1783 —0.2110 —0.0326 —0.1156 0.2824
2.5 —0.0079 —0.1971 —0.2050 —0.3172 0.6462
3.0 —0.1941 —0.1833 -0.3773 -0.5189 0.7272
35 —0.3803 —0.1694 —0.5497 —0.7206 0.7629
4.0 —0.5665 —0.1556 —0.7221 —0.9222 0.7830
4.5 —0.7527 —0.1418 —0.8944 -1.1239 0.7958
5.0 —0.9389 —0.1279 —1.0668 —-1.3255 0.8048
5.5 —-1.1251 —0.1141 -1.2391 —-1.5272 0.8114

15 Please refer to the note (4) in Table 2.
'® T use the estimate of the effect of political rights on the ratio of investment in regression (C)
for the calculations in Table 3 although the coefficient is statistically insignificant. Statistical
insignificance may be due to the absence of a functional relationship between the variables or
the collinearity among the independent variables or because the relationship is relatively small.
Since the estimated results are consistent with the calculated results as shown in Table 3 as
well as in the later related calculations, I adopt the last interpretation.

(To be continued)
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(Continued)
RIGHT Direct Effect of Calculated Total Estimated Total (c)/(d)
Effect (a) Investment (b) Effect (c) Effect (d)
6.0 -1.3113 —0.1002 —-1.4115 —-1.7289 0.8164
6.5 —-1.4975 —0.0864 —-1.5838 -1.9305 0.8204
7.0 —-1.6837 —0.0725 —-1.7562 —2.1322 0.8237

Note: (1) The results in column (a) and (d) are simulated according to the estimates of RIGHT
on GR in (B2) and (B3) respectively. (2) Column (b) is simulated according to the estimates in
(C) weighted by the partial effect of IY to the growth rate estimated in regression (B2) which
equals 10.354. (3) The calculations in column (c) are based on equation (7) which equal (a)
plus (b). (4) The last column reports the ratio of the Calculated Total Effect and the Estimated
Total Effect. It indicates the proximity of the two estimations. (5) We use a higher accuracy
level of the estimates in the simulations. The reported results in the table may have slight
deviations from the simulations using the estimates in the reported regressions due to the
round-ups of the reported estimates at different levels of decimal numbers.

The estimated and calculated results show that there is an optimal level of
political rights for enhancing economic growth. As indicated in Column (a), the
positive direct effect of autocracy reaches its maximum when the index is around
2.5. However, after the negative effect of autocracy on the investment ratio is
included, the optimal level reduces to about 1.7 as indicated in columns (c) and
(d). As shown in the last column, although the magnitudes of the calculated and
the estimated total effect are not perfectly matched, both of them have similar
turning points and their differences are not substantial in general despite the fact
that I do not control all regressions to have the same number of observations.'’

4 The Transmission Channels

Following the discussions in the introduction, we successfully investigate the
role of several transmission variables including government consumption,
transfer and political stability in the linkage of political rights and economic
growth. Firstly, we investigate each transmission variable individually, and then
study the whole picture by observing their effects simultaneously.

17" Although the calculated and estimated total effects have the same turning point, their ratio
is not very close to one, particularly the results near the turning point. The reason may be that
the effect of RIGHT to the investment ratio is relatively small in comparison to its variance as
revealed in the relatively small t-statistics caused by the opposing effects of the political rights
to investment. Although most of the calculated and estimated results are of close proximity in
later simulations, we rely on observing the general pattern of the calculated and estimated
results in drawing our conclusion in some situations. A formal statistical test on the proximity
of the calculated and estimated results is not available.
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4.1 Political Rights, Government Consumption and Economic Growth

It is generally believed that democracy will result in big government. From the
viewpoint of special interest groups, government revenue is a common property.
The groups tend to overexploit the government revenue by their democratic
power (among many others, Buchanan & Wagner, 1977; Meltzer and Richard,
1981; Becker, 1983). If the level of political rights affects the size of government
that in turn affect the rate of productivity growth, then the total effect of RIGHT
on economic growth can be decomposed into the direct impact and its indirect
effect through government size, such that:

dGR 0GR { OGR oGOV j

dRIGHT ORIGHT \ oGOV ORIGHT

Regression (D) estimates the conditioned correlation of RIGHT on government size:
GOV'=-0.044 RIGHT +0.006 RIGHT *+0.012 CIVLIB —0.002 CIVLIB+0.492 POPG

(1D

(1.23) (1.39) (0.31) (0.33) (0.85)
—9052N60  +1.46N10 y0* + 0.239
(1.92)° (0.89) (5.29)"° (D)"®

R*=0.164, no. of obs.=120

Table 4 Political Rights, Government Consumption and Economic Growth

RIGHT  py;iect Effect (a) Effect of GOV (b) Cgc‘f’:ii‘t(i‘; (L Eztlig::‘zg)“’tal O
10 1.4804 0.4579 1.9383 1.9278 1.0054
15 1.2166 0.3765 15931 15633 1.0191
2.0 0.9528 0.2050 12478 1.1988 1.0409
25 0.6890 0.2136 0.9026 0.8342 1.0820
3.0 0.4252 0.1322 0.5574 0.4697 1.1867
35 0.1614 0.0507 0.2121 0.1052 20173
40 0.1024 0.0307 0.1331 02594 0.5132
45 0.3662 “0.1121 04783 0.6239 0.7667
5.0 0.6300 01936 -0.8236 ~0.9884 0.8332
55 -0.8938 0.2750 ~1.1688 13530 0.8639
6.0 _1.1576 0.3564 ~1.5140 _1.7175 0.8815
6.5 14214 ~0.4379 1.8593 ~2.0820 0.8930
7.0 _1.6852 0.5193 22045 _2.4466 0.9011

Note: (1) The results in columns (a) and (d) are simulated according to the estimates in (B4)
and (B1) respectively. (2) Column (b) is simulated according to the estimates in (D) weighted
by the effect of GOV to the growth rate estimated in regression (B4) which equals —14.18. (3)
The calculations in column (c) are based on the reasoning in equation (11) which equals (a)
plus (b). (4) Please also refer to notes (4) and (5) in Table 3.

18 Pplease refer to footnote 16.
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As indicated in regression D, autocracy has a conditioned negative effect on
the government consumption ratio until it reaches the level of about 3.8. Since
the size of government indicates the portion of private resources displaced by the
public sector which can be allocated by market and social sectors, regression (D)
suggests that both excessive democracy and autocracy are not favorable to civil
and economic freedoms enjoyed by the people. There is an optimal level of
democracy for the protection of economic and social freedoms that in turn
facilitate higher rates of economic growth and living standards over time. As
indicated in columns (c) and (d), the calculated and estimated results are of high
proximity. As indicated in the last column of Table 4, the small absolute values
of the estimates around the turning points usually result in proportionally higher
divergence between the estimated and calculated results.

4.2 Political Rights, Transfers and Economic Growth

Another commonly held belief is that an increase in democracy will result in an
increase in transfers that will reduce efficiency and hence economic growth.
Transfers normally require taxing innovative activities/people and subsidizing
those unsuccessful. They will alter the incentives to save, invest and innovate.
Moreover, when resources are allocated in the political market rather than the
economic market, there is no guarantee that the resources are allocated to their
highest valued uses. Third, when a significant portion of the production surplus is
available for redistribution, citizens will withdraw resources from the productive
sector to rent-seeking game in the political market (for instance, Scully, 1992).
Regression (E) estimates the level of political rights on the level of government

transfers.
TRAN =-0.043 RIGHT+ 0.004 RIGHT >+ 0.046 CIVLIB—0.005 CIVLIB *-2.064 POPG
(1.15) (1.00) (1.21) (1.12) (3.95)
+9.05N6 )0 ~1.44N10 10? +0.060
(2.04) (1.00) (1.51) (E)

R*= 0.422, no. of obs. = 85

The role of transfers in the linkage of political rights and growth is estimated
according to similar reasoning as in Eq. (11). Table 5 summarizes the results.
Regression (B5) shows that the share of transfers to GDP has a negative effect on
productivity growth. As expected, regression (E) indicates that when the index is
below 5, higher autocracy has a negative effect on the transfers ratio due to lower
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electoral pressures. Again, the calculated and estimated effects indicate that the
optimal level is at about 3.7. However, when the effect of transfers is held constant,
the optimal level of democracy is reduced to about 3.3 as indicated in column (a).
This suggests that the optimal level of democracy/autocracy is country specific in
the sense that it depends on whether a country is able to avoid the demerits of
democracy/autocracy by related external, social and political arrangements
instituted in its motivation system.

Table 5 Political Rights, Public Transfers and Economic Growth
RIGHT Calculated Total Estimated Total (c)/(d)

Direct Effect (a) Effect of Transfers (b) Effect (c) Effect (d)
1.0 1.6510 0.6151 2.2661 1.9278 1.1755
1.5 1.2852 0.5356 1.8207 1.5633 1.1647
2.0 0.9193 0.4560 1.3753 1.1988 1.1473
2.5 0.5535 0.3765 0.9299 0.8342 1.1147
3.0 0.1876 0.2969 0.4845 0.4697 1.0316
3.5 -0.1782 0.2174 0.0391 0.1052 0.3722
4.0 —0.5441 0.1378 —0.4063 -0.2594 1.5663
4.5 -0.9099 0.0582 -0.8517 -0.6239 1.3650
5.0 -1.2757 —-0.0213 -1.2971 —0.9884 1.3122
5.5 -1.6416 -0.1009 —1.7425 -1.3530 1.2879
6.0 -2.0074 —0.1804 -2.1879 -1.7175 1.2739
6.5 -2.3733 -0.2600 —2.6333 —2.0820 1.2647
7.0 -2.7391 —0.3395 -3.0787 —2.4466 1.2584

Note: (1) The results in column (a) and (d) are simulated according to the estimates in (B5)
and (B1) respectively. (2) Column (b) is simulated according to the estimates in (C) weighted
by the effect of TRAN to the growth rate estimated in regression (BS) which equals —17.877. (3)
Please also refer to notes (4) and (5) in Table 3. (4) We employ the result in regression (C) for
the simulations although the coefficient is statistically insignificant. The reasoning is discussed
in footnote 16. The relatively large divergence between the calculated and estimated results
may be due to substantial differences in the sample size among the regressions (B1), (B5) and
(E). However, as the pattern of the results is pretty clear, we do not control all regressions to
have the same sample size in order to enjoy more observations and simplicity.

4.3  Political Rights, Instability and Economic Growth

An important merit of democracy is reducing the potential damages caused by
the violent struggles for political power. Political stability certainly enhances
economic growth by reducing the risk of investment as well as providing stable
legal protection of private property rights. Regression (D) estimates the effect of
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autocracy on political stability. Combining the estimations of (B6) and (F), we
can investigate the relationship between political rights, political stability and
economic growth. Table 6 simulates and summarizes the results.

REVOL=0.176 RIGHT - 0.023 RIGHT - 0.135 CIVLIB+0.026 CIVLIB’ - 0.487 POPG

(1.79)" (2.05)" (1.23) (2.02)” (0.303)
+2.28N6 0 — 8.96N11 0* ~0.014
0.17) (0.20) (0.11) F) "

R*=0.260, no. of obs.=120

Table 6 Political Rights, Political Instability and Economic Growth

RIGHT Direct Effect (a) Effect of Instability (b) Cg;:ii‘t(‘i‘)l Hotel tesiforiied il - (@)H(E)

Effect (d)
1.0 2.1714 -0.2936 1.8779 1.9278 0.9741
1.5 1.7632 —-0.2403 1.5229 1.5633 0.9742
2.0 1.3550 —0.1871 1.1680 1.1988 0.9743
2.5 0.9468 —-0.1338 0.8130 0.8342 0.9746
3.0 0.5386 —-0.0806 0.4581 0.4697 0.9752
3.5 0.1304 -0.0273 0.1031 0.1052 0.9806
4.0 —0.2778 0.0259 -0.2518 —0.2594 0.9709
4.5 —0.6860 0.0792 —0.6068 —0.6239 0.9726
5.0 —-1.0942 0.1324 -0.9617 —0.9884 0.9730
5.5 -1.5024 0.1857 -1.3167 -1.3530 0.9732
6.0 -1.9106 0.2389 -1.6716 -1.7175 0.9733
6.5 -2.3188 0.2922 —2.0266 —2.0820 0.9734
7.0 -2.7270 0.3454 -2.3816 —2.4466 0.9734

Note: (1) The results in column (a) and (d) are simulated according to the estimates in (B6)
and (B1) respectively. (2) Column (b) is simulated according to the estimates in (F) weighted
by the effect of REVOL to the growth rate estimated in regression (B6) which equals —2.276.
(3) Please also refer to notes (4) and (5) in Table C.

1 Political instability may result in a higher level of autocracy. The coefficient of RIGHT may be
biased under the possibility of mutual causation. We therefore try the 2SLS estimation with the
regional dummies as the instrumental variables that include ASIAE, LAAM, OECD, SAFRICA
and OIL. The coefficients (t-statistics) of RIGHT and RIGHT ? are respectively 0.221 (0.728) and
—0.028 (0.854). The results of the 2SLS reveal that they have no substantial effects on our
conclusions. We therefore adopt the results of OLS estimations for our analysis. The
consistencies of the calculated and estimated results in Table 6 and in later calculations support
this treatment. Moreover, Alesina et al. (1996) suggest that low economic growth may lead to
political instability and therefore REVOL is endogenous in the growth regressions. However,
they find very weak evidence of this reverse causality. Moreover, casual observations suggest
that the reverse causality may not be strong. In the last few decades, the relatively low economic
growth in the developed countries has not caused serious political instability. Rather than driven
by the growth rate, socio-political instability is probability driven by the levels of inequality,
corruption (Mo, 2000, 2001, 2003) and production surplus. The effects of these factors are
likely to be already captured by the variables such as RIGHT, CIVLIB and y0 in our regressions.
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Regression (F) suggests that autocracy raises political instability until the
index is at the level of about 3.8. Moreover, when political instability is
controlled, the optimal level of political rights is around 3.7 as indicated in the
second column. Interestingly, the average level of political rights in most
Asian countries is about 3.7 over the sample period.”’ Our estimations suggest
that the ‘economic miracles’ of most Asian countries are not accidents but are
driven by the norms, rules and procedural terms in their political system that
are more favorable to economic growth and hence higher standards of living

over time.

4.4 Political Rights, Human Capital and Economic Growth

Another plausible channel of the level of political rights on economic growth is
its effect on the human capital stock. As shown in column (b) of Table C,
autocracy at all levels has a partial negative effect on physical investment even
though mild autocracy has a positive effect on productivity growth. This is
supportive of the legitimate guess that autocracy raises the expropriation risk of
physical investment. However, the need for saving implies that the reduction in
physical investment has to be compensated for by other means of investment that
have a lower risk of being expropriated by autocrats. Since human capital is
relatively mobile and difficult to be expropriated, people will substitute
investment in physical capital for investment in human capital. At the same time,
autocratic regimes are also willing to supply more schooling to their people for
the purposes of indoctrination, social stability and political support. Other things
being equal, they result in higher schooling years for the people under autocratic
regimes that then results in a higher portion of educated people over time in these
economies. Regression (G) provides some supportive evidence to this conjecture.
Table 7 simulates and summarizes the results of the implications according to the
reasoning as in equation (11).

SECC = 5.26 RIGHT —0.553 RIGHT* — 6.273 CIVLIB +0.618 CIVLIB*~1.377 POPG
(2.23)" (-2.04)" (-2.41)" (2.00)” (-2.37)"

2 Please refer to the tables in Appendix II and III.
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+0.002 0 —3.54N8 y0* +9.163

(3.86) (259" @257)" (G)™
R*=0.660, no. of obs.= 101

Table 7 Political Rights, Human Capital and Economic Growth
RIGHT Effect of Human Calculated Total Estimated Total (c)/(d)

Direct Effect (a) ~ ¢, iat (b) Effect (c) Effect (d)
1.0 1.4920 0.4946 1.9866 19278 1.0305
15 11700 0.4279 15979 15633 1.0221
2.0 0.8480 0.3612 12092 11988 1.0087
25 0.5260 0.2946 0.8205 0.8342  0.9836
3.0 0.2040 0.2279 0.4318 04697  0.9194
35 0.1180 0.1612 0.0431 0.1052 04101
40 ~0.4400 0.0945 03456 02594 13323
45 07620 0.0278 07343 06239 1.1769
5.0 ~1.0840 0.0389 11230 09884 11361
55 ~1.4060 0.1056 15116 113530 L1173
6.0 17280 01723 ~1.9003 L7175 11065
6.5 22,0500 02390 22890 20820 1.0994
7.0 23720 03057 26777 24466 1.0945

Note: (1) The results in columns (a) and (d) are simulated according to the estimates in (B7)
and (B1) respectively. (2) Column (b) is simulated according to the estimate in (G) weighted
by the effect of SECC to the growth rate estimated in regression (B7) which equals 0.121. (3)
Please also refer to notes (4) and (5) in Table C.

Regression (G) indicates that autocracy raises the SECC until the index is
about 4.7. The simulations show that after holding the human capital effect
constant, the optimal level of democracy is around 3.3 in comparison to its

2l Regression (G) is the result of OLS estimation. “Modernization theory” suggests that SECC
is positively correlated with democracy. The theory is supported by the high correlation
coefficient of —0.668 between the related variables reported in Table 1. The possible mutual
causation suggests that the estimate of the effect of RIGHT on SECC in regression (G) may be
biased downward. Moreover, regression (G) can only conclude that the SECC has partially
positive correlation with mild autocratic regimes. In order to verify that estimation (G) does
reveal the causality of autocracy to the SECC, we try alternative specifications with 2SLS
estimation. The result is reported in section III of the appendix. It suggests that mildly
autocratic regimes do result in higher growth in the SECC. The OLS estimation has no
substantial effect on the validity of our conclusions even though it may be bias downward. The
OLS result is therefore adopted in our analysis. The consistency of the calculated and
estimated results in Table 7 and the later related calculations support this treatment. The result
in (G) suggests that the high correlation may be caused by the common driving factor of y0
that indicates the level of production surplus in an economy.
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counterpart of 3.7 when the human capital effect is taken into consideration. The
calculated results and the estimated results are consistent with each other.

4.5 Overall Effect and the Whole Picture

If the transmission variables are correlated with each other, the estimates of the
regressions on individual transmission variables may be biased. The appropriate
way to dismantle their respective role on the growth rate is by including all
transmission variables in the model at the same time and then decomposing the
overall effect of the level of political rights on the growth rate according to the
following formula:
dGR OGR 0GR 0TV OGR olIY
= + ( j +( j (12)
dRIGHT ORIGHT '\ 0TV ORIGHT olY ORIGHT

where TV equals GOV, TRAN, INSTAB and SECC.

GR =1.668 RIGHT-0.261 RIGHT >~ 0.672 CIVLIB + 0.109 CIVLIB *+ 0.509 POPG

(1.33) (-1.80)" (~0.48) (0.67) (2.43)"
—2.53N5)0 —3.57N9 y0* +1.829 (H)*
(-0.14) (-0.62) (1.15)

R*=0.146, no. of obs.=119

Regression (H) drops all the transmission variables as well as the
investment ratio. The coefficients therefore provide the estimate for the overall
effect of the political rights on the growth rate. In comparison with regression
(B1), (H) does not include the investment ratio. It is not surprising that the
first order effect of RIGHT become smaller and statistically less significant
relative to that in (B1) since the RIGHT variable in (H) incorporates the
negative expropriate effect of RIGHT to private investment when /Y is not
included in the regression. Regression (B2) in Table 2 provides information on
the partial effects of all the transmission variables and the investment ratio on
the growth rate for the decomposition according to equation (12). The results
are summarized in Table H.

2 In comparison with regression (B1), (H) does not include the investment ratio. It is not
surprising that the first order effect of RIGHT become smaller and statistically less significant
since the RIGHT variable in (H) incorporates its negative effects on private investment when
IY is not included in the regression.
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Table 8 Overall Effect and the Whole Picture

Direct  IY(b) GOV(d) TRAN REVOL SECC  CALL EALL  (g)(h)
Effect (a) (e) (©) ® @ G
1.0 05507 —0.0815 0.6119 0.2290 —0.3050 04238 1.4288 1.1463 1.25

1.5 0.3645 —0.0978 0.5031 0.1993 -0.2497 0.3667 1.0862 0.8853 1.23
2.0 0.1783 —0.1140 0.3943 0.1697 —0.1943 0.3095 0.7435 0.6243 1.19
2.5  —-0.0079 -0.1302 0.2854 0.1401 —-0.1390 0.2524 0.4008 0.3633 1.10
3.0  -0.1941 -0.1464 0.1766 0.1105 —-0.0837 0.1952 0.0581 0.1023 0.57
35 —0.3803 -0.1627 0.0678 0.0809 —0.0284 0.1381 -0.2845 —0.1587 1.79
40 05665 —0.1789 —0.0410 0.0513 0.0269 0.0809 —0.6272 —-0.4197 1.49
45  —0.7527 -0.1951 -0.1498 0.0217 0.0822 0.0238 —0.9699 —0.6807 1.42
50 09389 -0.2113 —0.2587 —-0.0079 0.1376 —0.0333 —1.3126 —0.9417 1.39
55  -1.1251 -0.2276 —0.3675 —0.0375 0.1929 —0.0905 —1.6553 —1.2027 1.38
6.0 13113 -0.2438 —0.4763 —0.0672 0.2482 —0.1476 —-1.9979 —1.4637 1.37
6.5 -1.4975 -0.2600 —0.5851 —0.0968 0.3035 —0.2048 —2.3406 —1.7247 1.36
7.0  -1.6837 -0.2762 —0.6939 —0.1264 0.3588 —0.2619 —2.6833 —1.9857 1.35

RIGHT

Note: (1) CAll is the calculated overall effect based on equation (12). It is equal to the
summation of the results in (a) to (f). (2) EALL is the estimated overall effect that is simulated
according to the estimates in regression (H). (3) The respective results in (b) to (f) are
simulated according to the results in regressions (C) to (G) weighted by the partial effects of
1Y and the respective transmission variable on the growth rate estimated in regression (B2). (4)
The result in column (a) is simulated according to the estimates in (B2). (5) Please also refer to
notes (4) and (5) in Table C.

The pattern of the results in Table (H) is consistent with the previous
simulations and conclusions. As revealed in columns (g) and (h), the estimated
and calculated overall effects have about the same turning point. After holding
the merits and demerits of democracy/autocracy constant, the optimal level of
democracy/autocracy is around 2.4 as revealed in column (a). However, the
overall optimal level of democracy/autocracy increases to about 3.2 when all
the transmission channels are not controlled which is revealed in columns (g)
and (h). The estimates in equation (H) suggest that on average, fully dictatorial
countries have a conditioned growth rate of —1.113 per cent, fully democratic
countries have a conditioned growth rate of 1.146 while countries with the
optimal democracy/autocracy of 3.2 have a conditioned growth rate of 2.665.%

2 Fully dictatorial (democratic) is defined as RIGHT = 7 (1). The conditioned growth rate of
fully dictatorial is calculated by: 1.668 RIGHT- 0.261 RIGHT ? as estimated in equation (H)
with RIGHT = 7.
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The remarkable coincidences of the theoretical hypotheses and the empirical
results in various decomposition exercises provide strong support to the

conclusions.

5 Concluding Remarks

In recent decades, there have been many studies that have employed various
different models, data sets and specifications to investigate the effects of
democracy on economic performance. These studies come up with diverse and
sometimes opposing conclusions. In this study, our conclusions are based on
coherent theoretical and empirical frameworks that provide ample robustness
indicators. To refute our conclusions, one has to come up with different results
that are based on data sets comparable in quality, well-structured models and
ample robustness tests. The findings in this study support most of the legitimate
guesses about the channels and effects of democracy on the growth performances
which are summarized by Przeworski and Limongi (1993).24 To the best of our
knowledge, it is the first time that all of the mentioned channels are identified
and estimated under a structured analytical framework supported with empirical
results of remarkable consistency.

We conclude that the optimal levels of democracy/autocracy vary from about
1.7 as in column (d) of Table 3 to about 3.7 as indicated in the results of Tables 4,
6 and 7. After evening out all the benefits and costs, the overall optimal level of
democracy is about 3.2 as indicated by columns (g) and (h) of Table 8. The
estimations suggest that a country can have a higher democracy/autocracy level
than other countries as long as other related traditions, institutions and social
norms that foster the merits and suppress the demerits of democracy/autocracy
are in place. Accordingly, the optimal democracy/autocracy level is
country-specific rather than universal. This explains why there exists so many
diverse opinions and opposing evidence on the issue.

This study provides useful information for many developing countries regions
experiencing significant pressures to restructure their political system, for example

2 In general, our findings support and sometimes contradict to the results of previous studies.
For instance, the interior optimum level of democracy/autocracy is consistent with that in
Barro (1996) while some findings are contradictory to Tavares & Wacziarg (2001). As long as
the international environment and the motivation structure embodied by the level of political

rights do not change, our major conclusions are unlikely to change over time.
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Chinese mainland, Chinese Hong Kong and many others. At the same time, we
provide explanations and evidence on the general observations that some countries
having mild autocracy, on average, enjoy higher growth rates in per capita GDP
and therefore, higher standards of living over time. The estimations indicate that
fully democratic countries enjoy higher growth rates than fully dictatorial countries
and the “middle way” countries have the highest growth rates of all. In the case of
fully dictatorial countries, that is, countries with the political rights index of 7,
moving one unit towards democracy can raise GDP growth rate by about 1.725
points according to the estimates in equation H; while the same estimates suggest
that fully democratic countries can raise their growth rates by about 0.885 points
by moving towards autocracy by one unit. In view of the average growth rate in the
sample period being only 3.828, the potential gain from a move is substantial,
particularly for those fully dictatorial countries.

The findings also imply that when a country has a dictatorship regime,
adopting an incremental reform moving towards the ‘“optimal”
democratic/autocratic level will be more desirable than a drastic jump into full
democracy. According to our estimations, the gradual movement towards
democracy from full dictatorship can promote private investment during the
transitional period. The general public can enjoy incremental improvements in
their quality of living over time. The incremental improvements in economic
performance will finally generate substantial developmental improvements in
production surplus, freedom of expression and more civil-minded nationals
with higher education levels which make democracy more likely to be
sustainable. (for instance, Barro, 1999; Lipset, 1959) At the same time, while
moving towards democracy, the autocratic government can systematically
institute desirable norms, rules and procedural structures in the political system
that allow government to be free from excessive short-term electoral pressures,
that can select appropriate governors and allow them to have more autocratic
room for formulating public policies favorable to the long-term benefits of
society. However, our results are just indicative and preliminary for any
practical uses. Much more detail and in-depth country level studies have to be
done before the hints generated from this study will be useful in actual political
reforms that are highly country-specific.
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Appendix

I. Data Source

Variables Involved Original Source

Real GDP per capita Summers and Heston, GDPSH4
Total population Same, POP

Index of political rights GASTIL, PRIGHTSB

Index of civil liberties GASTIL, CIVLIB

Share of government consumption Same, GOVSH4

Percentage of total population completing secondary school Barro and Lee, SECC
(proxy for stock of human capital)

Index of political instability Same, REVOLx
Ratio of nominal domestic investment to nominal GDP World Bank, INVWB
Ratio of nominal public domestic investment to nominal GDP Same, INVPUB
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II. The Level of Political Rights in Different Regions

SAFRI ASIAE LAAM OECD OIL
Mean 5.675 3.776 3.293 1.322 4.688
Median 5.889 3.944 3.667 1.000 5.000
Maximum 7.000 5.167 6.500 3.333 6.889
Minimum 2.056 2.306 1.000 1.000 1.222
Std. Dev. 1.214 1.044 1.537 0.601 1.780
Observations 43 13 29 24 13

Note: ASIAE = dummy for East Asian countries; LAAM = dummy for Latin-American
countries; OECD = dummy for OECD countries; SAFRI = dummy for Sub-Saharan African
countries, O/L = Dummy for OPEC member. There is no arbitrary selection of observations in
our estimations. The number of observations is only constrained by the availability of data.

II1. Level of Political Rights and Growth Rate in some major ASIAE Countries

Country RIGHT GR Country RIGHT GR
Chinese Hong Kong 3.61 8.79 Korea 4.44 83
Indonesia 5 8.6 Malaysia 3.1 8.1
Philippines 4.3 4.1 Singapore 4.5 10.1
Chinese Taiwan 5.2 7.8 Thailand 3.9 6.5

IV. Political Rights and Human Capital Stock: Alternative Specification

SECC85=14.83 RIGHT —1.663 RIGHT *~12.38 CIVLIB +1.35 CIVLIB *— 1.490 POPG

2317 (2.36)" (-1.99)" (1.99)" (-2.19)"
+6.18N4 )0 —5.6IN9 30>  +0.834 SECCT0  +2.83
(1.37) (—0.40) (6.88)" 0.75)" (G1)

F-Statistic: 39.3, Prob. (F-statistic) = 0.00, no. of obs.=101

where SECC85(70) is the proxy of human capital stock in 1985 (70). The
regression employs the 2SLS estimation method instrumented by the regional
dummies. It is also controlled by the initial human capital stock in order to see
the effect of autocracy on the change in human capital stock over the period. The
result suggests that mild autocracy has a positive effect on human capital

accumulation.
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