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Abstract:

Over the past two decades studies of the causal impact of “institutions” and ‘democracy” on
economic prosperity have occupied a prominent position in the cross-country growth litera-
ture and within economics more broadly. While this body of work establishes a consensus that
‘institutions rule” (over trade and geography) and that ‘democracy causes growth’, what has
been missing in the debate is an attempt to systematically trace some tangible building blocks
of these abstract ‘bundles” driving the positive relationship with economic development. In
this paper, we adopt an encompassing concept of ‘liberal democracy’, covering underlying po-
litical and economic institutions, which we unbundle using the hierarchical data developed
by the Varieties of Democracy project. We sketch how the incentives and opportunities as
well as the distribution of political power created and shaped by these underlying institutions,
in combination with the extent of the market, endogenously form an ‘economic blueprint for
growth’, which is likely to differ across countries. Furthermore, political learning and insti-
tutionalisation imply a non-linear growth effect of institutional change within countries over
time. We overcome these challenges by adopting a heterogeneous treatment effects estimator
which allows for non-parallel trends in the run-up to and endogenous selection into institu-
tional change. Our results for each underlying institution are presented as a function of ‘time
in treatment” and conditioned on the evolution of ‘rival” institutions, enabling us to interpret
them as empirical horse-races. We find that freedom of expression, clean elections, and leg-
islative constraints on the executive are the foremost institutional drivers of economic devel-
opment in the long-run. Erosion of these institutions, as witnessed recently in many countries,
may jeopardise the perpetual growth effect of becoming a liberal democracy we establish for

the post-WWII period.
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1 Introduction

Recent research establishes a positive long-run relationship between democracy and economic
growth (Papaioannou & Siourounis 2008, Madsen et al. 2015, Acemoglu et al. 2019). Never-
theless, two important challenges to a better understanding of how democracy causes growth
remain: first, the underlying political and economic institutions which drive the democracy-
growth nexus have not been identified; and second, the existing literature has assumed that the
democracy-growth relationship is common across countries and over time spent in democracy,
which makes it difficult to derive tangible policy implications for individual countries (Durlauf
2020).

The first challenge is to better understand how democratic institutions foster growth:
Which institutional building blocks are essential, what’s inside the black box? In a frequently-
cited phrase from his seminal book On Democracy Robert Dahl suggests that “democracy has
meant different things to different people at different times and places” (Dahl 2000, 3), which
is reflected in the variety of political institutions brought together in the binary indicators of
democracy in Papaioannou & Siourounis (2008), Cheibub et al. (2010), Boix et al. (2013) and
Acemoglu et al. (2019): electoral rights, civil rights, executive constraints or a (selective) combi-
nation of all these — see Appendix Figure A-3 for illustration. Acemoglu et al. (2019, footnote
4), for instance, argue that their meta-indicator successfully captures “a bundle of institutions
that characterize electoral democracies”, but that this misses elements of a “broader set of in-
clusive institutions” (ibid) emphasized in other work by Acemoglu & Robinson (2012). Which
elements of the ‘bundle” matter most for economic prosperity, if indeed they are not all of equal
significance, is left uncertain.! This question is the focus of the present study.

The second challenge is more methodological in nature and relates to the heterogene-
ity of democracy’s effect on growth across countries and within countries over time: exist-
ing research assumes a common democracy-growth relationship across countries and presents
the growth effects of democracy as averages over time (e.g. the average treatment effect on
the treated). First, such assumptions ignore existing arguments for heterogeneous growth ef-
fects across democratisers, including ‘elite-biased democratisation” (Albertus & Menaldo 2018)
among other work emphasising differential modes of regime change (e.g. peaceful vs violent
regime change or ‘democratisation by mistake’, see Cervellati & Sunde 2014, Treisman 2020),
or the negative implications of populist leaders for economic performance, regardless of demo-
cratic regime (Funke et al. 2020). A systematic analysis of heterogeneities is only possible when
country regressions, not pooled regressions of all countries, are the basis of empirical inves-
tigation. Second, distinguishing growth implications of institutional change over time speaks
to a political economy interpretation of the ‘experience’ of democracy. Political scientists refer
to the initial period in many new democracies as ‘democratic overload’, a ‘tumultuous youth’
during which historical internal rivalry may raise its ugly head again and leaders may priori-

1Acemoglu etal. (2019) provide some event analysis for different elements of the polity2 variable (their Appendix
Figure A-2) akin to our descriptive analysis in Appendix Figure A-2, concluding that “transitions to democracy
typically entail a similar set of institutional changes” (A34) across the indicators considered. In Footnote 4 of their
main paper they suggest that this translates into the “joint effects of this bundle of democratic institutions, which
improve in tandem following a democratization” (emphasis added) although they do not empirically model this
like we do.



tise short-term policies to pander to the impatient populace or their own political supporters,
with negative implications for sustainable economic growth (Gerring et al. 2005). But politi-
cians, bureaucrats and citizens learn over time, decision-making and bureaucratic processes
(like recruitment and procurement) become more formalised and hence predictable, cementing
the “political institutionalisation” of authority patterns in the country. These thoughts point to
the potential for non-linear growth effects with length of democratic experience. This aside,
the focus on an average treatment effect in the existing literature pre-supposes that the eco-
nomic effect of democracy constitutes a one-off levels effect (or, equivalently, only a temporary
growth effect). If democracy fosters the ‘right incentives’ to innovate, then a more permanent
effect in line with many endogenous growth theories cannot be ruled out, but this can only be
discovered if the period of time spent in democracy is explicitly acknowledged in the analysis.>

The main contribution of this paper is to overcome the two challenges discussed above to
answer the question “Which institutional building blocks drive the democracy-growth relationship?”
We address the first challenge by developing a conceptual framework that outlines how change
in political and economic institutions fosters economic growth over time.?> We then empirically
trace the democracy-growth nexus from an encompassing high-level construct (liberal democ-
racy) down to its building blocks to identify the institutional drivers of the democracy-growth
nexus. These low-level constituent components represent tangible practices and reflections of
sound institutions, such as free and fair elections or constraints on the head of state, rather than
broad and abstract concepts like “liberal democracy”. We overcome the second challenge with
an econometric implementation that allows us to study the evolution of country-specific effects
of institutional change on economic growth over time. This exercise provides insights in the
relative as well as to an extent the sequential relevance of different institutions for economic
prosperity, evaluated over the time spent ‘in treatment” and hence allows us to distinguish
long-run short-run effects. We discuss in detail how we define institutional change in Section 3
below.*

Our empirical analysis studies regime change effects in different layers of democratic in-
stitutions to trace the positive democratic dividend we establish at the higher level (in line with
the recent empirical literature, including Papaioannou & Siourounis 2008, Acemoglu et al. 2019,
Boese & Eberhardt 2021, Eberhardt 2021) to the low-level constituent components. We take
advantage of the Varieties of Democracy (V-Dem) project’s hierarchical indices to adopt an en-
compassing conceptual framework for ‘liberal democracy’ including political rights, executive

?Note that we do not employ the concept and empirical operationalisation of ‘democratic capital stock” as is done
in studies by Persson & Tabellini (2009) and Gerring et al. (2005), among others: these stocks are computed for very
long time horizons and hence may conflate the effects of democratic experience of the current regime with those of
democratic legacy (earlier stints of democracy). Furthermore, results for stock values are difficult to interpret when
economic magnitudes are of interest, and given the ‘within-country” nature of standard empirical assessment, the
identification in the empirical analysis derives from the changes in stocks over time, not the stock levels.

’In this paper we use ‘institutional change’ and ‘regime change’ interchangeably. Our threshold for regime
change is defined by the full sample mean of a high- (e.g. liberal democracy), mid- (e.g. polyarchy) or low level
(e.g. freedom of assoiation) V-Dem index, respectively; additional results gauge the robustness of our findings to
alternative cut-offs.

*We construct regime dummies from continuous V-Dem indices. There is an unfortunate overlap in names be-
tween some of these indices and the different regimes in V-Dem’s ‘Regimes of the World” (ROW) dataset (Lithrmann
et al. 2018). We only ever use the latter for comparison of high-level democracy indicators in Panel (a) of Figure 3.
Whenever we refer to ‘liberal democracy’ or ‘electoral democracy’ we refer to the respective index or the indicator
variables we construct on the basis of these indices, not the ROW regimes.



constraints, property rights, and other civil rights. The V-Dem data provide us with a close
mapping between the building blocks of a multi-faceted concept of liberal democracy and the
empirical analysis of institutional change in a large sample of countries over the 1949 to 2018
period.

Our empirical implementation uses the novel Chan & Kwok (2021) Principal Component
Difference-in-Difference (PCDID) estimator which arrives at country-specific estimates for the
treatment effect and hence is not subject to recent concerns about the use of the two-way fixed
effects estimator when treatment effects are likely to be heterogeneous (De Chaisemartin &
d’Haultfeeuille 2020, Athey & Imbens 2021, Goodman-Bacon 2021). The PCDID estimator al-
lows for pre-intervention non-parallel trends and endogenous selection into regime change by
augmenting the estimation equation of a ‘treated” country (i.e. one that has experienced regime
change) with common factors estimated from the residuals of the same equation in the control
sample. These common factors capture unobserved confounders such es total factor produc-
tivity, and we elaborate on them in section 4.1.

We adopt the graphical form of presentation introduced in Boese & Eberhardt (2021) to
report our findings: we employ multivariate running line regression, a form of local linear re-
gression, to plot the smoothed estimated treatment effects (e.g. the effect of becoming a liberal
democracy on economic development) against the ‘years of treatment.” This enables us to ad-
ditionally control for sample characteristics and regime reversal dynamics and further helps
determine whether democratic regime change has a temporary or permanent growth effect. In
the comparison of mid- and low-level building blocks of democracy this practice also allows
us to conduct horse-races by conditioning on the magnitude and evolution of the ‘rival” in-
stitutions: for instance, when charting the effect of regime change defined on the basis of the
‘electoral democracy’ (polyarchy) index we control for the value of the ‘liberal component” in-
dex in the year of polyarchy regime change as well as the variability of the liberal component
index during the time in the polyarchy ‘regime.’

We have two main findings: first, studying constituent components representing eco-
nomic and political institutions (the question about ‘which institutions rule’), we establish that
clean elections and, to a lesser extent, freedom of expression and legislative constraints on the
executive drive economic prosperity in the long-run. In contrast, the initially strong positive
effects of freedom of association, judicial constraints on the executive, and the rule of law peter
out and turn statistically and economically insignificant after a decade or two. These findings
are robust to an alternative empirical setup to explicitly model the interdependencies between
different institutions in their effect on growth. Second, when we study the effect of becoming
a ‘liberal democracy” on growth, we find that democratic regime change is the dividend that
keeps on giving — in the long-run liberal democracy does not just have a temporary but a
permanent growth effect.

The remainder of the paper is structured as follows: in Section 2 we review the literature
for the constituent elements of our encompassing liberal democracy conceptual framework
and sketch the mechanisms determining the democracy-growth nexus. The data proxies from
V-Dem and our data transformations are discussed in Section 3. The empirical strategy, in-
cluding a brief discussion of what constitutes ‘common factors’, is provided in Section 4, with



results presented in Section 5. We investigate interaction models to capture interdependencies
between different institutions in Section 6. A short conclusion follows.

2 From Institutions to Growth

The focus of this paper is on unbundling the democracy-growth nexus to pinpoint the demo-
cratic building blocks driving the relationship. Therefore, in this section we first discuss previ-
ous research and outline how our approach bridges the gap between two strands of literature:
the ‘“institutions rule” and the ‘democracy causes growth’ literature. In the second part of this
section, we present our definition of democratic institutions and relate it to previous studies
of democracy and growth. Finally, we present a conceptual framework in which the tractable
building blocks of democracy are embedded to lay the groundwork for our empirical analysis
in the subsequent sections.

2.1 Background

2021 marked the twentieth anniversary of the publication of ‘The colonial origins of comparative
development” (Acemoglu et al. 2001). Though not the first empirical contribution on the link be-
tween institutions and growth (e.g. Dawson 1998, Hall & Jones 1999), it is arguably the paper
which firmly established the quality of institutions as the most significant ‘deep determinant’
of long-run economic development. In the years after its publication empirical battles were
fought over the supremacy of institutions over geography and trade openness (e.g. Dollar &
Kraay 2003, Easterly & Levine 2003, Rodrik et al. 2004) as well as over the precise definition
of institutional quality which did (or did not) cause development over the long-run (Glaeser

6 most of these studies took a relatively narrow view of

et al. 2004).°> With some exceptions,
institutions when it came to empirical implementation:” protection against expropriation (Ace-
moglu et al. 2001, Dollar & Kraay 2003), rule of law?® (Dollar & Kraay 2003, Rodrik et al. 2004),
or constraints on the executive (Acemoglu et al. 2002, Glaeser et al. 2004)’ In the end, although
perhaps individual battles were lost, the overall ‘war” over the supremacy of “institutions for

development” has undoubtedly been won.

More recently, arguably with less fervour, the empirical debate has moved away from
‘institutions” and has studied the economic implications of ’democmcy’.10 That is, some of

>See the schematic literature reviews in Appendix B.

6Easterly & Levine (2003) include the full Kaufmann Institutions Index (Kaufmann et al. 1999) covering elements
of electoral democracy as well as civil liberties in their regressions. Dollar & Kraay (2003) investigate the rule of law
but also the Freedom House index.

7If we locate these interpretations of ‘good institutions’ in our encompassing framework of liberal democracy in
Figure 1, introduced in the following subsection, then these studies tended to emphasise either the ‘rule of law”’ or
‘constraints on the executive’ strands.

81n their 2002 update to Kaufmann et al. (1999) the authors explain that this combines “indicators which measure
the extent to which agents have confidence in and abide by the rules of society. These include perceptions of the inci-
dence of both violent and non-violent crime, the effectiveness and predictability of the judiciary, and the enforceability of
contracts" (6, emphasis added).

The executive constraint variable follows the definition of PolitylIl. It should be emphasised that the latter au-
thors” aim is to support the notion that institutional development follows human capital and economic development;
they further find fault with the lack of durability of the proxies used in the institutions-growth literature.

0f course, the study of the effect of institutions has not gone away, but in line with the “credibility revolution’



the protagonists from the above institutions debate have taken to questioning (Giavazzi &
Tabellini 2005, Rodrik & Wacziarg 2005, Persson & Tabellini 2006) or supporting (Papaioan-
nou & Siourounis 2008, Acemoglu et al. 2019) the long-run effect of democracy on growth.!!
The most recent contribution by Acemoglu et al. (2019) offers causal evidence for a positive link
between democracy and growth!? across a wide range of specifications and implementations.
According to these authors the economic effects of democratisation are sizeable: an increase in
per capita GDP of 20% or more in the long-run.

In a recent survey Durlauf (2020) combines these literatures under the ‘institutions” ban-
ner but sides with Glaeser et al.’s (2004, 274) emphasis on the “durable rules, procedures or
norms that the word ‘institutions’ refers to” when interpreting North’s (1981, 201f) definition
of institutions (“a set of rules, compliance procedures, and moral and ethical behavioral norms
designed to constrain the behavior of individuals in the interests of maximising the wealth
or utility of principals”).!> This emphasis on the permanence of institutions marks the biggest
difference between the two literatures, which investigate institutions and institutional change,
respectively. Hence, it is important to emphasise that in line with the work in the empirical
literature on democracy and growth we cannot explain the impact of democracy on growth in
all countries, including those which were democratic throughout our post-WWII sample period
— in that sense, we cannot claim to speak to the deep determinants of growth which some re-
searchers in the “institutions rule’ literature have proclaimed for their findings, but only to the
causal effect of institutional change on economic performance (albeit over the long-run of fifty
or more years in some cases): like others (e.g. Papaioannou & Siourounis 2008, Acemoglu et al.
2019) we cannot explain why some countries are rich and others are poor, but merely whether
institutional change can lead to economic betterment.

2.2 Defining Democratic Institutions

As discussed, the past two decades have witnessed a lively debate about the causal effect of
‘institutions” on economic development: the ‘institutions rule” debate of the 2000s and the more
recent ‘democracy causes growth’ literature. We can illustrate the definitional choices made in
these empirical literatures in Figure 1, which presents the constituent elements of the Varieties
of Democracy’s (V-Dem) ‘liberal democracy” index (Coppedge et al. 2021):1* the ‘institutions
rule’ literature has primarily focused on the rule of law or executive constraints (in pink), while

of the 2010s the literature largely shifted to microeconometric analysis and/or the analysis of specific institutions
(e.g. slavery, colonialisation, ethnic fractionalisation). These are arguably part of the ‘long arm of history’ literature
and hence cannot speak to the recent call for more policy-relevant research on institutions (Durlauf 2020).

This list only covers a number of those studies in the economics literature which adopt binary indicators for
democracy. Details of earlier work (e.g. Barro 1996), studies using continuous measures (e.g. Murtin & Wacziarg
2014, Madsen et al. 2015) and work from the political science literature (e.g. Gerring et al. 2005, Leblang 1997,
Knutsen 2013) are provided in Appendix B.

2We follow their practice (see footnote 1 in Acemoglu et al. 2019) in using ‘growth” as a short-hand for long-run
economic development (the level of per capita GDP). For brevity economic development or income is at times used
instead of per capita GDP. See Eberhardt & Teal (2011) for a more detailed discussion of growth empirics.

3Glaeser et al. (2004) argue that any time-series variation in executive constraints (and other measures) implies
that these cannot be valid proxies for institutions in North’s sense.

!4See Appendix Table A-2 for V-Dem concepts and empirical proxies, discussed in detail below. The empirical
proxies adopted in the institutions and democracy literatures are reported in Appendix Tables B-1 and B-2. The
V-Dem indices have a number of advantages over the PolityIV index laid out in Section 3 (see also Boese 2019).



Figure 1: Liberal Democracy — a conceptual framework with selected references
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Notes: The framework presents the V-Dem conceptualisation of liberal democracy. The references indicate
elements emphasised in existing work on institutions, democracy, and on institutions and economic performance
(theoretical and empirical papers).'®

* The references for judicial constraints similarly apply to legislative constraints; we refer to these jointly as
‘executive constraints’.

t This includes ‘alternative sources of information’.

{ In its entirety this component also covers ‘Individual Liberties and Equality before the Law.”

research on the democracy-growth nexus has adopted measures of ‘electoral democracy” (in
teal) — seemingly very separate conceptual strands.

Yet, the terminology used in these literatures and that adopted in our Figure are not en-
tirely congruent. Acemoglu et al. (2019), for example, adopt a union (of sorts) of the PolitylV
and Freedom House indices.!> Their measure of democracy thus captures not just the V-Dem
definition of electoral democracy (polyarchy), but also elements of V-Dem’s ‘liberal component’
(executive constraints, rule of law). Recognising these choices reveals a striking definitional
overlap between the two empirical debates: the recent literature on democracy and growth
has really used a mesh-up of existing minimalist definitions of democracy from the political
science literature (Boix et al. 2013, Cheibub et al. 2010) and old friends from the ‘institutions
rule’ debate. Adopting an encompassing definition of liberal democracy enables us to study
the significance of both, democracy and institutions.

We unbundle this mesh-up by employing an empirical approach that traces the democracy-

15 As presented in the two upper panels of Appendix Figure A-3.
!6This representation is by necessity stylised and incomplete (many studies consider several ‘lower-level’ com-
ponents, e.g. Dawson 1998, Easterly et al. 2006). Further examples can be found in Durlauf (2020, Table 1).



growth relationship through three tiers of political and economic institutions (see Figure 1).
We begin at the highest institutional level (Tier 1): our encompassing (‘high-level’) definition
of democracy/institutions is that of Liberal Democracy. This includes an electoral democracy
emphasising participation and competition in combination with executive constraints and the
rule of law — the latter is seen as the “truly distinctive” feature of liberal democracy (Mukand
& Rodrik 2020, 765) and represents the dominant factor studied in the ‘institutions rule” em-
pirical literature.!” The ‘mid-level’ splits these concepts into their constituent parts, namely an

‘electoral democracy’ (polyarchy) component,'®

and a ‘liberal component’. A third layer sees
these ‘mid-level” political institutions split into ‘low-level” components: freedom of speech,
freedom of association, suffrage, elected leaders, and clean elections in case of the polyarchy
index; and the rule of law guaranteeing individual liberties, along with judicial and legislative
constraints on the executive in case of the liberal component.!? In contrast to the existing liter-
ature, using this three-tiered framework, we can pinpoint those specific institutional elements
of the broadly defined concept of democracy that are driving the ‘democratic dividend’. In
addition, our empirical approach reveals the particular qualities of this effect over time, i.e. a

permanent growth effect vs. a one-off levels effect.

2.3 Conceptual Framework

“[Democracy is an] institutional arrangement for arriving at political decisions in which indi-
viduals acquire the power to decide by means of a competitive struggle for the people’s vote.”
Schumpeter (1942/1950/1976, 269)

4

“[Wlithout democracy, you have no understanding of what is happening down below . .."
Mao Zedong cited in Przeworski et al. (2000, 144)

“[D]emocracy + time = economic development.”
Gerring et al. (2005, 337)

How can democracy foster economic development? Figure 2 provides a schematic overview of
how this process broadly can be synthesised. We differentiate between an endogenous process
on the left of the diagram (incentives, market size, political power) and a sequential process
that accumulates over time on the right. Long-run economic growth following democratic
regime change can be thought of as the outcome of an amplification or moderation of the ‘eco-
nomic blueprint for growth” over time. We identify three factors jointly forming this blueprint:
‘incentives and opportunities” for firms and individuals determine economic fundamentals,
‘market size” determines whether these fundamentals have the potential to foster Smithian
(structural change), neoclassical (K, HC) and/or endogenous (TFP) growth, and the ‘political
power’ structure (broad vs elite) determines to what extent this potential can be fully realised

17See Appendix Table B-1; a review of literature on the democracy-growth nexus is provided in Appendix Table
B-2.

!8This follows Dahl (1971), closest in conceptual coverage to the polity2 variable from PolitylV, though the corre-
spondence is not perfect (see Figure A-3): in V-Dem terms, the polity2 variable represents polyarchy less political
participation but with added constraints on the executive (a ‘liberal” component in V-Dem).

YOver the past 70 years, ‘Suffrage’ and ‘Elected Chief Executive’ display very limited temporal variation and
near-universal coverage. Hence, we omit them from our post-WWII analysis. For more details see Section 3.



to foster economic growth. Over time, the impact of the ‘economic blueprint’ changes: ‘experi-
ence’ (of democracy) explains how and why the ‘democratic dividend” will differ with time and
hence also across countries. We discuss all these elements in turn in the following paragraphs.

Incentives and Opportunities Much of the ‘institutions rule’ literature focuses on the first
block, on what could be termed ‘economic fundamentals.” The ‘right” institutions incentivise
and offer opportunities for firms and individuals (i) to invest in capital accumulation (e.g. Hall
& Jones 1999, Acemoglu et al. 2001, 2002), namely physical (K) in the case of firms and human
(HC) in the case of individuals, and/or (ii) to ‘improve technological efficiency” (TFP).

Human capital investment is of course not limited to schooling/education, but also im-
provements in health and hence increased life expectancy as well as decisions leading to de-
mographic transitions (reduced fertility rates) (Gerring et al. 2005). TFP improvements can
be achieved through purposive R&D and innovation (in a broad sense, see Cirera & Maloney
2017), and/or by addressing resource misallocation (e.g. structural transformation). Invest-
ment takes place if firms and individuals are assured to reap the ‘fruits of their investments’
by the presence of secure property rights and protection against (individual or state) misap-
propriation of private returns — a suite of civil rights which we can refer to broadly as the
‘rule of law’ and ‘constraints on the executive’. These are, of course, the institutions economists
commonly associate with Douglass North (North 1981, North & Weingast 1989)° and ‘get-
ting incentives and opportunities and prices right” also entails the reduction of market frictions
(e.g.in credit markets) and the facilitation of transaction more generally, including foreign trade
(Besley 1995). We have argued above that studying the effects of changes in the institutions of
this form is a worthwhile endeavour, emphasising the time-variation of institutions rather than
their permanence (Glaeser et al. 2004), in agreement with many other researchers (see, for in-
stance, Acemoglu et al. 2002, 1395).

Market Size The best blueprint for economic growth cannot deliver prosperity if there is only
a limited market, if the country has a small population, is effectively closed to international
trade (out of policy choice or fate), and/or is far away from large, open economies with ample
consumer demand to feed on. The incentives and opportunities that determine the potential
for growth in an economy with constraints on the executive and the rule of law are themselves
affected by this ‘extent of the market” argument (e.g. Jones 1995, Dollar & Kraay 2003, Peters
2021). This factor in and of itself is not directly linked to democracy, but illustrates that the
economic growth potential afforded an economy by its ‘Northian” institutions is amplified or
attenuated by the realities of its demographic, geographic or international environment (see
also Acemoglu & Zilibotti 2001, for formal arguments). Hence we should expect two countries
with identical institutions to experience different long-run growth if their market size differs
substantially.

2Baum & Lake (2003, 334f) label this the ‘compatibility’ school of thought which emphasises the “safeguarding
of the private sphere” and the limitation of “the state’s power to intervene in the economy”.
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The Distribution of Political Power This concept speaks to the fundamental political differ-
ences between democracy and autocracy: “[I]n no autocracy is it possible for the present-day
rulers to effectively constrain future decisions, particularly those taken by their successors. This
means that long-term credible commitment is impossible in an authoritarian setting” (Gerring
et al. 2005, 336, emphasis added). Economic decision-making does not merely focus on the
institutional environment at the time of the decision but also on potential future changes to
this environment. The more concentrated political power is in an economy, the more likely it is
that the ‘Northian” institutions governing investment behaviour will be undermined (the ‘ex-
tractive institutions” of Acemoglu et al. 2001) and that government decision-making becomes
“discretionary or even arbitrary” (Madsen et al. 2015, 175). Although this functionally relates
to the investment incentives of the ‘economic fundamentals’ (e.g. Acemoglu et al. 2002, 1262),
we separate this out into a “political multiplier” factor to emphasise that democratic institu-
tions can curtail the power of the elite in at least two broad ways: (i) by the power of the vote
(see the Schumpeter citation at the start of this section), and (ii) by the power of information
and transparency (see the Chairman Mao quote at the start of this section). Universal suffrage,
the appointment of political leaders through popular elections, the freedom to form political
parties and civil society organisations as well as free and fair elections are clear elements sup-
porting the former, while the latter relates to the freedom of expression (as an individual, in
independent media, in academia or society more broadly).

Executive constraints can go some way to reign in political leaders, but “accountability” of
a political regime can ultimately only come from the power of the electorate to withdraw the
leaders” mandate. The same spirit is expressed in Przeworski’s (1991, 10) widely cited phrase
that “[d]Jemocracy is a system in which parties lose elections.” Enfranchising the broader pop-
ulation is further argued to play a crucial role at a key point of the economic trajectory of a
nation, namely in the transition to or consolidation of ‘modern growth’ via new technologies
(Engerman & Sokoloff 1997, Acemoglu et al. 2002). Social equality as an important determi-
nant of broad economic success also points to successful redistribution of wealth, via inter alia
taxation and land reform, which relates to the likely outcome of ‘broad” electoral participation
and competition (Gerring et al. 2005).%!

The “political multiplier” hence determines the economic success (or lack thereof) of eco-
nomic incentives for investment mediated by the extent of the market — heterogeneous effects
of ‘Northian” institutions due to differential market size hence may be further amplified or at-
tenuated. As was emphasised in our discussion, the above three factors should not be viewed
as (decision-making) processes in isolation, sequentially determining the economic outcomes of
an institutional framework, but as a set of endogenous determinants and we illustrate this en-
dogeneity in our diagram by use of two-way arrows. However, our conceptualisation enables
us to provide a somewhat clearer distinction between, using the V-Dem categorisation, the ‘lib-
eral component” elements of liberal democracy in the ‘economic fundamentals” and the ‘elec-
toral democracy’ elements in the “political multiplier’, although this separation is not always

Z'The early empirical literature on democracy and growth, finding statistically insignificant results, typically
echoed concerns voiced by Galenson and de Schweinitz over the (allegedly) personal consumption-feeding and
hence investment-reducing nature of populist democratic government on the basis of a broad electorate with the
median voter being poor (see Przeworski et al. 2000, Baum & Lake 2003).
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straightforward (e.g. constraints on the executive appear to fit in either category).

Democratic Experience Our final determinant of the economic effects of democracy is explic-
itly linked to time and clearly demarcated as sequential to the previous three. Abstracting from
all other determinants of the magnitude of the democracy-growth relationship discussed so
far, it is important to separate out long-run and short-run effects. Parts of the existing literature
already recognises this, but the primary motivation here is the (economic or civil) upheaval
during regime change, accompanied by a slump in the economic growth rate) which could
bias estimated effects of democracy downwards (Papaioannou & Siourounis 2008, Cervellati &
Sunde 2014, Acemoglu et al. 2019). Our motivation for ‘nonlinear” within-country effects over
time is somewhat different, building on a political economy interpretation of the ‘experience’
of democracy. The importance of accounting for the length of time spent in democracy is of
course central to Gerring et al. (2005) and echoed in Persson & Tabellini (2009) among others.

Following regime change new democracies frequently face a period of upheaval which in
some cases leads to reversal to autocracy or ‘hybrid regimes’ (Diamond 2002, Brownlee 2009,
Geddes et al. 2014). With expectations sky-high, leaders in new democracies may prioritise
short-term policies to fire up the political business cycle or to pander to impatient political sup-
porters. Internal struggles among factions and interest groups may arise; if certain groups in so-
ciety were previously disengaged or actively suppressed then their newly-established freedom
may find them vociferously making demands or rehashing old animosities with other groups.
These forms of ‘democratic overload” during their ‘tumultuous youth” may prove costly for
new democracies when the regime’s bureaucracy is as yet insufficiently institutionalised: lack-
lustre economic performance, disillusionment, and perhaps even nostalgia for the ‘old’ regime.

One fundamental difference in policy-making between autocracies and democracies is
that the former is leader-centred whereas the latter “generally involves many more players”
(Gerring et al. 2005, 330), which implies debate, dialectic decision-making, consensus-building,
and input from (technocratic) experts. This means that over time governments may learn how
to improve policy-making. In addition to this process of “political learning” on behalf of in-
dividual actors (both the politicians and the citizens), the ongoing experience of democracy
fosters the “political institutionalisation” of authority patterns in the country: the behaviour of
political institutions. Over time democratic regimes may become more formal and rational in
their approach to procedures, more rule-based and predictable in their actions, adopt profes-
sional practices and hence meritocracy in recruitment and promotion (better bureaucracy), and
thus become legitimised in the eyes of the populace. Taken together these different processes
result in “cumulatively causal effects [of democracy] over time” (Gerring et al. 2005, 337).

Implications There are three important insights for empirical modelling deriving from our
discussion of these mechanisms. Firstly, it is to be expected that for the same number of years
in democracy, countries display differential growth effects of democratic regime change due
to the inherently differential investment efficiency across countries, e.g. investment in capital
accumulation may not be as effective as investment in TFP improvements. Secondly, the sig-
nificance of market size further conditions the country-specific growth effects — our empirical
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analysis controls for measures of trade and population. And thirdly, even two ‘institution-
ally” identical countries may experience differential ‘democratic dividends’ if they vary in their
experience of democracy: the longer-term effects are likely to differ from the short-run fluctua-

tions.

3 Data and Descriptives

3.1 Concepts, Sources, and Variable Transformations

“Choices on how to organize institutions into distinct categories need not be invariant
across studies and in fact should be tailored to the questions that need to be addressed. .. A
study of the treatment effect of a given institution is well defined to the extent that the in-
stitution under study is well defined in the context of the study, not whether the definition
is portable across studies.” (Durlauf 2020, 9)

As our discussion in the introduction has argued, our analysis of an encompassing frame-
work of liberal democracy captures both the core elements of the recent ‘democracy causes
growth’ literature as well as the earlier ‘institutions rule’ literature, provided the empirical fo-
cus is on the causal effects of institutional change on economic betterment. In that sense we
label all constituent (low-level) elements presented in Figure 1 as ‘institutions’. We feel free
to do so in line with the above guidance by Steven Durlauf (2020) as well as the practice of
fitting ‘democracy” under the umbrella of “institutions” in his survey. We similarly feel free to
deviate from Durlauf’s own definition of institutions, which in line with Glaeser et al. (2004)
emphasises the impermanence of institutions and hence the placement of the question about
the economic effect of institutions within the ‘long arm of history”’ literature. Instead, like in the
recent democracy-growth literature (Papaioannou & Siourounis 2008, Acemoglu et al. 2019,
Boese & Eberhardt 2021) and elements of the institutions-growth literature (Dawson 1998, Dol-
lar & Kraay 2003) we view and hence define all institutions as subject to change over time, and
quantify the effect of this change on economic development in the context of the most recent
seven decades. We now ensure that, in Durlauf’s words, “the institution[s] under study [are]
well defined” in the context of our paper.

Concepts In our empirical analysis, we make use of two main advantages of the V-Dem
Dataset (Coppedge et al. 2021): the underlying conceptualization of democracy and the avail-
ability of disaggregated data (Boese 2019). The conceptual basis of the V-Dem dataset allows
for a direct mapping of the data to the framework depicted in Figure 1. The disaggregated
nature of the dataset enables us to empirically ‘drill down’ three tiers to systematically analyze
the growth effects of each of the building blocks of liberal democracy (while conditioning on
the evolution of ‘rival” building blocks).

The V-Dem dataset employs a range of lower-level variables distinguished either as ‘fac-
tual in nature’ based on extant sources or coded by country experts and coordinators,?? which

ZMost of the latter type variables are based on questions with answers on an ordinal scale and subsequently
aggregated across coders using Bayesian item response theory models (Coppedge et al. 2017, Pemstein et al. 2015).
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are then systematically aggregated and transformed to create the index variables across three
tiers we use in this study. Due to the strategies employed in developing the underlying def-
initions, in the measurement scales applied in constructing individual lower-tier indices and,
crucially, in the theoretical justification for the weighting and aggregation procedures to arrive
at higher-tier measures, the V-Dem indices naturally lend themselves to the hierarchical inves-
tigation we carry out in this study (for more detail including a comparison to PolitylV and
other alternative democracy indices see Boese 2019).

The empirical counterpart to the concept of Liberal Democracy in the top tier of Figure
1 is V-Dem’s Liberal Democracy Index (v2x_libdem). Liberal democracy consists of two sec-
ond tier components: electoral democracy and the liberal component. In the V-Dem dataset
these concepts are empirically captured by the Electoral Democracy (aka Polyarchy) Index
(v2x_polyarchy) and the Liberal Component Index (v2x_liberal). The principle of Electoral Democ-
racy rests on the eight institutional guarantees? outlined by Dahl (1971),%* capturing contesta-
tion and participation. Empirically, these guarantees are integrated into the five building blocks
of polyarchy, in turn corresponding to the concepts on the lowest tier of Figure 1: freedom of
association, freedom of expression and alternative sources of information, clean elections, suf-
frage and elected officials. Similarly, the Liberal Component, which covers “constitutionally
protected civil liberties, strong rule of law, and effective checks and balances that limit the use
of executive power” (Lindberg et al. 2014, 160), can be broken down into three components
with empirical counterparts in the V-Dem data: the Equality before the Law and Individual
Liberties index (v2xcl_rol), capturing the extent to which rule of law prevails, as well as judicial
and legislative constraints on the executive (v2x_jucon and v2xlg_legcon). Detailed definitions
for the Tier 3 indices are provided in Appendix Table A-2.

Thus, the ability to empirically trace the conceptual building blocks of our mechanism
clearly earmarks the V-Dem data as a first data a choice. Previous research on democracy
often relied on PolitylV data, given that the V-Dem data have only been available since 2014.
‘Drilling down” with PolityIV would however not be possible, for the following reasons: (i)
the theoretical foundation of elements which feed into the PolitylV democracy index do not
map into our conceptual framework,? (ii) the rules for weighting and aggregating constituent
measures are arbitrary and lack justification, and (iii) periods of interregnum, interruption and

transition are treated ambiguously.26

Data Sources Our empirical analysis uses three main data sources: the V-Dem data (Coppedge
et al. 2021, version 11) of high-, mid- and low-level indicators for democracy as discussed
above, real income per capita and population data from the updated Maddison dataset (Mad-
dison 2007, Bolt et al. 2018, Bolt & van Zanden 2020), and trade data from IMF DOTS — we
adopt export-share of trade and population growth as additional controls in our Difference-

PFreedom to form and join organizations, Freedom of expression, Right to vote, Eligibility for public office, Right
of political leaders to compete for support, Alternative sources of information, Free and fair elections, Institutions
for making government policies depend on votes and other expressions of preference.

#See also Teorell et al. (2019) and Wilson & Boese (2021).

»As is highlighted in Figure A-3, the PolityIV measures do not capture what we refer to as ‘rule of law’ but are
limited to polyarchy and constraints on the executive.

%For a direct comparison of the V-Dem, Freedom House and PolitylV data see Boese (2019).
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in-Difference models to capture the significance of the ‘extent of the market’. Tellingly, the
inclusion of a trade variable was indicated to affect the magnitude of the democracy-growth
nexus in Papaioannou & Siourounis (2008, Table 3, column 5) and Acemoglu et al. (2019, Table
6, column 6). For ease of interpretation we log-transform the dependent variable (real GDP
per capita), and multiply it with 100, so that regime change can be interpreted in terms of the
percentage change in per capita income.

In our analysis of high-level democracy indicators we also adopt the V-Dem Regimes in the
World categorisation (Lithrmann et al. 2018, henceforth ROW) which is based on the electoral
democracy (polyarchy) index; the polity2 variable from PolityIV (Marshall et al. 2017) to con-
struct two binary democracy variables (cut-offs zero and 5); and the Boix et al. (2013) definition
of democracy.

Sample, Data Transformation and Omissions For the main analysis using V-Dem data our
full dataset comprises 157 countries from 1949 to 2018 with on average 53 country observations
(8,303 total observations, minimum 7j is 12, maximum 7; 70). Depending on the definition of
the democracy dummy, this contains three different groups of countries: (i) those which were
democracies throughout the sample period, (ii) those which were autocracies throughout the
sample period, and (iii) countries which became democracies and/or reverted to autocracy. In
our analysis the countries in (i) are discarded, those in (ii) represent the control sample, and
those in (iii) the treatment sample — we report the sample sizes of the latter two in our results
plots and tables.

Our empirical analysis relies on binary indicators for liberal democracy and its constituent
components, in line with much of the recent empirical literature in economics (Giavazzi &
Tabellini 2005, Rodrik & Wacziarg 2005, Persson & Tabellini 2006, Papaioannou & Siourounis
2008, Acemoglu et al. 2019). Since the V-Dem indices are quasi-continuous and range from zero
to one this raises the question which cut-offs to chose in order to arrive at a binary democracy
dummy. In Appendix Section E we present results using 0.5 as the cut-off, including robust-
ness checks where cut-offs range between 0.4 and 0.6. In the main part of the paper we instead
adopt the standardised index mean for the entire sample, i.e. groups (i) to (iii) above, along with
robustness checks ranging from 1/4 of a standard deviation below to 1/4 of a standard devia-
tion above the mean. Unstandardised index means as well as the standard deviations for the
high-, mid- and low-level democracy indices are presented in Appendix Table A-4. In line with
the findings in Baltz et al. (2020) we by and large do not find qualitatively substantial deviations
in our results if we adopt alternative cutoffs.

Our analysis below does not consider the polyarchy sub-components of ‘suffrage” and
‘elected chief executive’: 89% of observations in the full sample indicate universal suffrage,
while the mean sample index value for ‘elected officials” is 0.76 (mean —1/4 SD: 0.66, mean
+1/4 SD: 0.87). Adopting our standard mean index cut-off would only provide for two control
group countries (ARE, SAU) in the former and eleven in the latter (dropping to six for the mean
+1/4 SD cutoff) — hence, these practices cannot provide for a feasible control sample used to
estimate common factors. This highlights that even though suffrage in particular is the subject
of much economic analysis (see references in Figure 1), this is focused on historical narratives
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(most prominently, Engerman & Sokoloff 2005), whereas for post-WWII samples this political
institution was near-universally adopted across countries.

3.2 Descriptives and Sample Makeup

Details on the 157 countries over 1949-2018 in our full sample in terms of country makeup,
start year and years in sample, GDP per capita and the Liberal Democracy index in the indi-
vidual sample start and end years along with the average annual growth rate as well as regime
changes on the basis of the liberal democracy, polyarchy and liberal component indices are tab-
ulated in Appendix Table A-3. We also highlight the group association for countries which did
not experience regime change for regime change dummies based on these three indices: C for
the control group, A for countries which were above the regime threshold throughout the sam-
ple period. The latter countries are not part of the empirical analysis, although their respective
index values form part of the calculations to determine the mean index used as threshold for
each democracy indicator.

The median income growth rate (rate of change in the liberal democracy index) in the full
sample is 2.24% per annum (0.97%), compared with 2.10% (1.89%) in the treated sample for
liberal democracy and 2.15% (0.62%) in the control sample — over time the median country
has become richer and more democratic.

Our panel is unbalanced and Appendix Figure A-1 indicates the differential start years
in the sample for all 157 countries and for the polyarchy PCDID regressions (treated countries
only) — the patterns are next to identical, with over 40% of countries in either sample having
start years after 1959, balanced out over the (primarily) four decades thereafter. Hence, our
treatment analysis would do well to account for the differential sample characteristics of each
country.

With the notable exception of Giavazzi & Tabellini (2005) and Papaioannou & Siourounis
(2008),%” much of the existing literature on democracy and growth does not concern itself with
‘regime change dynamics”: whether a country had repeated episodes of crossing the democracy
threshold. For instance, among the 103 countries which democratised in Acemoglu et al.’s
(2019) regression sample over 25% had more than one democratisation event, with Thailand
classified as having experienced four. As is shown in Appendix Table A-5, these dynamics are
similar in the treated samples of our own analysis, with multiple regime changes in 25%, 35%
and 31% of countries for the liberal democracy, polyarchy and liberal component definitions of
regime change (adopting the mean index cut-off), respectively. These regime change dynamics
are taken into account when we present our results for the long-run democratic dividend.

In Figure A-2 we present with-in country (‘single’) differences between the real GDP
growth ‘in regime” and “out of regime’ (y-axis); these are accumulated over and presented rel-
ative to time spent in regime (z-axis). We then fit fractional polynomial regression lin