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Walid Y. Alali 

University College London, Department of Economics, Drayton House, 30 Gordon Street, 

London, WC1H 0AX, United Kingdom 

December 2010 

 

This paper explores the effect of political institutions on economic development via its 

causation of economic reforms. Focusing on the causality between political institutions – 

democracy, specifically – and economic reforms. After all, one way of improving society's 

well-being is through promoting economic growth, thereby narrowing the cross-country 

income differences. We investigate whether economic reforms are more likely to take place 

in democracies since greater accountability may lead the government to adopt measures 

that gain majority support. Economic reforms are referred to as comprehensive measures 

that broaden the market's scope including the international. Using the same methodology 

as in the previous paper1, the dynamic panel GMM estimator, we study whether democracy 

causes economic reforms in different sectors, namely fiscal measures, trade liberalisation, 

credit market liberalisation, capital account openness and labour market deregulation. 

Reciprocally, test if economic reforms cause the democratisation process, and how political 

institutions and economic reforms interact. 

 

Key Words:  Economic Development, Institutions, Institutions Performance, Policy, Economic 

Growth, Political Institution  

 

 

⸸   A series of five papers contrived from my MPhil thesis entitled "Essay on Institutions, Policies, and Economic 

Development" was constructed of six chapters at University College London (UCL). The first paper is an 

overview, and the other four papers are empirical studies looking at the effects of institutions on economic 

growth across the country. The first paper, entitled "Institutions, Policies, and Economic Growth Overview", 

reviews the relationship between institutions and policy regulation with development from the perspective of 

economic literature. The second paper, entitled “Impact of Institutions and Policy on Economic Growth: 

Empirical Evidence", empirical analysis to explore the interaction between the institution and economic 

growth. The third paper, entitled “Role of Political Institutions on Economic Growth: Empirical Evidence”, is 

an empirical analysis to explore the effect of political institutions on development. The fourth paper, entitled 

“Impact of Natural Environment, Regional Integration, and Policies on FDI”, explores the effects of three 

determinants of bilateral FDI, including natural barriers, the “at-the-border” barrier (regional trade agreement), 

and the “behind-the-border” barrier (domestic regulatory environment). The fifth paper, entitled “Cross 

Countries Economic Performances - SPF Approach”, explores the differences in technical inefficiency 

(inefficient allocation of production inputs) and explains the diverse cross-country economic performances, 

using estimating a “global” stochastic production frontier (SPF) mod.  
⸸⸸ I would like to express my sincere gratitude to my supervisor Professor Orazio Attanasio, who has been very 

resourceful in supporting and guiding me throughout my MSc study. Also my deepest thanks to Professor Sir 

Richard Blundell, for his valuable suggestions, comments, and guidance. 
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1 Introduction 

 

This paper is an extension of our paper, titled “The Institutions and Politics Impact on 

Economic Growth: Empirical Evidence” with an aim to make progress toward understanding 

the effect of political institutions on economic development via its causation of economic 

reforms. We focus on the causality between political institutions – democracy, specifically – 

and economic reforms. We refer to the latter, as in Giavazzi and Tabellini (2005), as 

comprehensive reforms that broaden the scope of the market and international markets, i.e. 

they are market-creating. The causal relationship is tested empirically by using indices of 

democracy and liberalisation reforms on various fronts – namely, fiscal sector, banking sector, 

capital account and trade liberalisation and labour market regulation – for the period of 1970-

2005 for 114 economies. 

Literature has attempted to establish the relationship between reforms and political institutions, 

in which reforms are commonly referred to as liberalisation measures. Naturally, the research 

questions focus on under which political institution – using a dichotomous classification of 

democracy vis-à-vis autocracy – is more likely to cause liberalisation and what are the ex-ante 

and ex-post growth impacts of liberalisation. 

Understandably, political institutions and policy choices form an interactive nexus. Since the 

wave of democratisation beginning in 1978 in Latin America, we saw the widespread adoption 

of outward orientation policies in the region. The opening up of the Central and Eastern 

European economies followed after the fall of Soviet-type socialism. Liberalisation reforms 

appear to take place together with changes in the political institution. It is commonly believed 

that democracy renders the government to be more accountable, and more sensitive to public 

demand. Economic liberalisation – the free exchange of goods and services, capital account 

liberalisation, free flow of capital or lax regulatory environment – introduces competition to 

the domestic market, expands the choice sets of the economy and thus improves the general 

welfare of the society. Liberalisation measures are more likely to gain public support in 

democracies. Reciprocally, market liberalisation also potentially leads to economic 

development and carries positive feedback to the demand for the democratisation process in 

the society (as in Schumpter (1950), Lipset (1959) and Hayek (1960)). 

At first sight, data do show us that political liberalisation and economic liberalisation appear 

to move hand in hand. Indeed, we find more democracies over the last few decades alongside 

increased globalisation. Table 1 provides a very preliminary snapshot of regime transition 

around the world over the last few decades.  
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Using Polity IV’s measure of institutionalised democracy (DEMOC)⸸, an index ranging from 

0 to 10 with a higher score indicating a more democratic society, the number of democratic 

economies rose from 36 economies in 1970 to an overwhelmingly 95 economies in 2007. 

Democracies represent over 60% of the total number of economies being studied in 2007. 

 

Table 1: Number of economies under different political regimes 

 

  1970 1990 2007 

Democracy 

(DEMOC ≥ 5) 
36 59 95 

Autocracy 

(DEMOC < 5) 
88 72 58 

Total 124 131 153 

 

In parallel, economic liberalisation marched forward rapidly. During 1970-2007, the value of 

total world exports rose by 37.6 times1. Foreign direct investment contributed some 0.5% of 

the world’s GDP in 1970 to 3.3% in 20072. Using the composite economic freedom index (EF) 

from the Fraser Institute, increasingly more democracies are classified as “economic free” over 

the years, as shown in Table 2 below. Indeed, Milner and Kubota (2005) similarly argue that 

preceding and concurrent with the move to free trade, there has been a global movement toward 

democracy. They suggest that the two trends are related. 
 

Table 2: Number of economic free economies under democracy and autocracy 

 
Note: Democracy (Autocracy) is defined as scoring 5 or above (below 5) in Polity IV’s index on institutionalised 

democracy. The index ranges from 0 to 10, with a higher score indicating the economy is more democratic. The degree 

of liberalisation is based on the Fraser Institute’s economic freedom index. The index ranges from 0 to 10, with a higher 

score indicating the economy is more economic-free. Economies are “economic free” if they receive of scores 5 or above 

and vice versa. 

 

Apparently, this co-movement serves no robust foundation for arguing the causal 

relationship between a political institution and economic reforms. For example, 

developed economies like Hong Kong, while enjoying the well-acclaimed “the world’s  

 

1 Data source: World Trade Organisation, International Trade Statistics 2007 (Retrieved from: 

http://www.wto.org/english/res_e/statis_e/its2007_e/its07_appendix_e.htm). 
2 Data source: UNCAD, Foreign Direct Investment Database (Retrieved from: 

http://www.unctad.org/Templates/Page.asp?intItemID=1923). 

http://www.unctad.org/Templates/Page.asp?intItemID=1923)
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 most free” economy for decades (e.g. Gwartney, et al. (2008) and Heritage Foundation 

(2009)), have no democracy (Gwartney, et al. (2008)). It may suggest that an autocrat could be 

equally likely to undertake liberalisation reforms if it deems fit. In fact, from Table 2 above, 

we find that increasingly more autocratic economies also enjoy greater economic freedom. In 

other words, having reforms or not may not necessarily relate to the political regime. 

The causality relationship appears to be further weakened by the spectacular growth 

performances in the emerging markets during the last few decades. China, as a notable 

exception, has adopted market liberalisation reform since 1978. On the political institution 

front, nevertheless, there are very few signs showing dramatic democratisation (see Table 3 

below). Amongst the four most growth-promising emerging markets – together with Brazil, 

Russia, and India – China is the only so-called “autocratic” society. However, all four 

economies show a substantial improvement in economic freedom. 

Table 3: Scores on Democracy (DEMOC) and Economic Freedom (EF) of Selected 

Emerging Economies 

 

 Note: DEMOC is defined as above – an index ranging from 0 to 10 with higher scores denoting democracy. 

EF index is from Gwartney, et al. (2008), ranging from 0 to 10 with higher scores denoting more 

economically free. 
 

While a causal relationship cannot be established, the use of the dichotomous classification of 

the political regime also covers up the dynamics of changes in political institutions, as well as 

the dynamic policy choices determined. Regime transition can happen in some economies 

within a fairly short period of time. For example, using the DEMOC index again, Argentina 

scored zero in 1970, then 6 in 1975. The score fell back to zero again in 1980 and then rose to 

some 7-8 from 1985 onwards. Peru scored zero in the 70s, then 7s in the 80s and reverted to 

around 3 in the late 90s. 

Marginal changes in political institutions, instead of a fundamental regime switch, happen even 

more often. We attempt to classify economies as democracies/autocracies using the 

dichotomous classification as above. The classification of the economies in our dataset is set 

out in Appendix Section A.2. We find that the majority of economies generally stay as 

democracies throughout the sample period, with marginally improving and deteriorating 

DEMOC scores over the sample period without a complete regime switch. It suggests that 

marginal changes in political institutions, rather than regime switches, are more prevalent. 
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Henceforth, the question we are interested in naturally is whether these marginal changes in a 

political institution at a certain period could affect the policy choices made in the coming 

periods. In return, we wonder if there will be any feedback effect of these policy choices on 

the political institution. To test empirically these questions, we have to design a strategy to 

capture the dynamic, short-run impact of our variables of interest. We propose to use the 

dynamic panel GMM estimators as in the second paper of this series, entitled ” Impact of 

Institutions and Policy on Economic Growth: Empirical Evidence” to this end. This would be 

different from the existing literature which is primarily interested in the effect of permanent 

regime transition, instead of any marginal changes in the political institution. Furthermore, our 

proposed estimation strategy helps address the endogenous problem of political institutions 

and policy choices, which are not often and satisfactorily dealt with in the literature. 

Our research motivations also extend to investigate what kinds of reforms are more likely to 

be implemented in democracies. Empirical work of this kind is less frequently explored. The 

effects of democracy on trade liberalisation and financial liberalisation were separately 

investigated in earlier studies. Only until recently, however, have some studies brought the two 

forms of liberalisation together. To measure liberalisation, quantitative statistics such as total 

trade as a percentage of GDP or the number of credit market restrictions as defined by IMF are 

usually used as proxies. Since 2000, there is a new strand of literature devoting efforts to 

compiling indicators (or indices) to measure liberalisation from a multi-dimensional 

perspective. Other than trade and financial liberalisations, empirical work on reforms in other 

sectors is even fewer. 

To sum up, unlike previous studies, our empirical investigation is designed in a dynamic 

setting, allowing us to investigate if the causal relationship between the political institution and 

economic reforms can be found in a relatively short time span. This captures the effect of 

marginal changes in political institutions, but not necessarily a regime switch, on economic 

reform. In addition, we will also test the causal relationship with respect to sector-specific 

reforms. Our findings show that democracy seems more likely to lead to a more redistributive 

society and reforms in trade and financial liberalisation. The results survive even when using 

different measures of political institutions sub-samples. On the reverse causality, we find that 

redistributive policy and trade liberalisation likewise seemingly cause the economy to make 

progress in democratisation. However, financial liberalisation does not show such a causal 

effect. 

In the following, we will present a brief literature survey in Section 2, with an emphasis on the 

strategies employed in previous studies. We will then discuss our model and data used in 

Section 3. Our empirical results follow in Section 4. We conclude in Section 5. 
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2 Literature Survey: mutual relations between Economic Reform and 

Political Regime 

There is no conclusive theoretical argument or empirical evidence showing that democracy 

will cause economic reform. Economic reforms reflect policy changes. Democratic 

governments may have greater legitimacy to reforms and promote institutional changes – e.g. 

strengthening an independent legal system to ensure political freedom and democracy – thus 

leading to successful market reforms (Giuliano, Mishra, and Spilimbergo (2009), hereafter 

abbreviated as GMS). Democracy could also create an environment conducive to economic 

reforms by limiting rent-seeking activities and putting a system of checks and balances in place 

(Dethier, Ghanem, and Zoli (1999)). 

 

2.1 Theoretical arguments 

The interest group model suggests that economic reforms reflect changes in the economic 

choices that political elites made to maximise their payoffs (Acemoglu (2006)). Along with a 

similar line, Acemoglu and Robinson's (2006)’s model demonstrates that political institutions 

may change but economic policies could be quite persistent. In other words, political 

institutions do not directly cause policy choices. They propose that the persistence of economic 

choices is not due to the persistence of political elites, but the persistence of incentives of 

whoever is in power. Similarly, Alesina, Ardagna, and Trebbi (2006) also argue that delayed 

reforms are generally caused by the political conflict over what type of stabilisation to 

implement, in particular over the distribution of costs of the adjustment. The rationale of their 

model is that stabilisation occurs when one of the competing groups can impose its desired 

policies on others that have exhausted their ability to resist the undesired stabilisation. In a 

nutshell, the “interest group” view of reform suggests that democracy could only lead to more 

reforms if reforms create more winners than losers. 

Specifically, concerning trade liberalisation, the conventional literature suggests that 

economies in crisis, say hyperinflation, are more likely to undertake economic reforms. 

However, Milner and Kubota (2005) refute such a proposition. Their work, with the support of 

empirical evidence, suggests that it is democracy that triggers trade liberalisation. As trade 

liberalisation is about to benefit most of the workers, thereby likely gaining political support 

in a democracy. Likewise, Rajan and Zingales (2003) also suggest that economic 

liberalizations could be associated with a higher quality of democratic institutions if such 

reform increases the economic power of the middle class. Aidt and Gassebner (2007) similarly 

argue that autocracies tend to trade less than democracies do because of trade taxes imposed. 

Autocracies, with less political accountability, usually result in poorer bureaucratic quality as 



 

P. 7 of 40 

 

there is no incentive to build up control structures (e.g. red tape and other unobserved trade 

distortions). This leads to the differences in trade flows as compared to that in democracies. 

On the contrary, De Haan and Sturm (2003) suggest that democracies are less likely to cause 

trade liberalisation as it involves massive layoffs at the beginning. As they reckon, only an 

autocrat can possibly bear this short-term cost. 

Other than trade liberalisation, democracy may also cause reforms in other aspects such as the 

provision of public goods. Sunde, Cervellati, and Fortunato (2006) propose an endogenous 

model of political institution, highlighting that democratic transition, economic development 

and economic policies are endogenously determined. Democratic transition, as they interpret 

it, is essentially about the provision of productive public goods and the redistribution of 

incomes. Redistribution and public good provision are public choices made by different interest 

groups under both democracies and autocracies. Their model argues that political elites, albeit 

their monopolised political power, will start to invest in public goods for efficient production 

once the economy reaches beyond a certain level of technology and economic development. 

Gradually they have to consider the trade-off between giving up some political power in 

exchange for a broader tax basis for the provision of public goods. Their model predicts that 

democracies tend to create environments that are more favourable for economic activities than 

the ones implemented under oligarchies. Furthermore, countries with more democratic 

institutions usually have a larger state, meaning more government consumption and more 

redistribution. Acemoglu, et al. (2005) provide a survey of cross-country evidence on the 

patterns of democracy. They conclude that democracies are more redistributive than 

oligarchies, especially with an increase in redistribution following democratisation. 

 

2.2 Empirical Evidence 

2.2.1 Trade Liberalisation 

Empirical evidence of the causal relationship between democracy and economic reforms 

remains largely inconclusive. In terms of trade liberalisation reforms, empirical studies by 

Fidrmue (2003) and De Haan and Sturm (2003) suggest that democracy is likely to cause trade 

liberalisation. Milner and Kubota (2005) suggest that democratisation reduces the ability of 

governments to use trade barriers as a strategy for building political support. Political leaders 

in labour-rich countries may prefer lower trade barriers to obtain political support as democracy 

increases. Their empirical evidence also supports that regime change is associated with trade 

liberalization. In contrast, economic crises and external pressures, as conventionally believed, 

seem less salient. 

Amongst all these empirical studies, Giavazzi and Tabellini (2005) is a more frequently cited 
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empirical article, which explicitly investigates the causality between economic and political 

liberalisation. They define economic liberalisation as openness to international trade, whereas 

political liberalisation is a permanent regime change from autocracy to democracy. By means 

of the “difference-in-difference” estimation technique and using the country-specific dates of 

liberalisation to cluster the pre-and post-liberalisation samples, their OLS and FE panel 

estimates show significant positive effects of liberalisations on economic performance (e.g. 

growth, investment and trade volume), macroeconomic policy (e.g. budget surplus and 

inflation) and structural policies (e.g. corruption). Nevertheless, they suggest no causal 

relationship between trade liberalisation to democracy. Their findings, however, provide 

support to the claim that the sequences of economic and political liberalisation do matter. 

Countries that first liberalise trade and then become democracies do better than those that 

pursue the opposite sequence in almost all dimensions. 

Their work is, by all means, comprehensive in terms of measuring the impact of trade 

liberalisation on various economic outcomes. However, since they only consider a permanent 

regime change as political liberalisation, they inevitably have to consider merely those 

countries with political liberalisation and that did not reverse in the sample. Their estimation 

technique – “difference-in-difference” estimation – also makes it difficult to estimate 

temporary regime change and regime reversal. As they also recognise, this may create a 

selection bias. Moreover, the dichotomous classification of democracy does not capture the 

effect of continuous progress of democratisation in the country, unless the improvements are 

significant enough to be classified as a complete regime change. 

Other empirical work like Rudra (2005) also finds a positive impact of trade openness on 

democracy, subject to the fact that the levels of social spending are high enough. Papaioannou 

and Siourounis (2008) carry their empirical test on the initially non-democratic countries and, 

likewise, demonstrate a positive causality. On the contrary, Li and Reuveny (2003) use lagged 

trade data and report a negative impact of trade liberalisation on democracy. Rigobon and 

Rodrik (2004) suggest a similar negative effect through the use of identification through  

heteroskedasticity estimation strategy. 

2.2.2 Financial Liberalisation 

Quinn (2000) is among the first to test the effect of political institutions on financial 

liberalisation. He creates his capital account openness indicator and estimates the causality 

relationship in a panel VAR setting. He concludes that democracies are more likely to remove 

capital controls. Reciprocally, financial liberalisation is associated with a decrease in 

democracy. Dailami (2000) provides a possible explanation for this negative relationship. He 

notes that capital account liberalisation may limit the ability of governments to deploy 
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redistributive taxation, regulation and risk-sharing policies, thereby weakening support for 

democratic forms of governance. His empirical evidence also shows that capital account 

liberalisation is negatively associated with democracy. Abiad and Mody (2005), on the other 

hand, show no influence of financial liberalisation on the political institution at all. 

2.2.3 Joint Tests of Multi-Sector Reforms 

Studies, that jointly test the effect of democracy on economic and financial liberalisation 

reforms, have only come up very late. Eichengreen and Leblang (2006)3 empirically investigate 

how democracy interacts with globalisation over a long historical period of 1870-2000. They 

refer globalisation to as both trade and financial liberalisation, measured respectively by the 

percentage of total trade to GDP and capital controls – defined as whether there are explicit 

legal restrictions on capital transitions as adopted by IMF’s Annual Report on Exchange 

Arrangements and Exchange Restrictions. They argue that most of the studies previously done 

either ignore the possible two-way causality relationship or endogeneity problems in the model 

specification. They are of the view that very little effort has been made to develop an 

appropriate instrumental variables strategy for dealing with the endogeneity problem. To this 

end, inspired by earlier work by Lopez-Cordova and Meissner (2005) and Milner and Kubota 

(2005), they use the gravity model to obtain instruments for trade. They suggest that the basic 

gravity model variables are plausible instruments for identifying the exogenous component of 

trade. Similarly, for capital account policies, instrumental variables like country size, inflation, 

budget deficit, the number of countries with capital control or where those countries are 

experiencing currency crisis can also be used. Thanks to the long time span of their database, 

they further segregate the full sample into several sub-periods, including the gold standard, the 

interwar period, the Bretton Woods and the post-Bretton Woods periods. Although the standard 

Hansen-J test does not always support the validity of the instruments used, their results 

generally point to the conclusion that there is a positive two-way relationship between 

democracy and globalisation. The results still hold after controlling for legal origins, 

geographical regions and level of economic development of the countries. 

 

The joint tests of trade and financial liberalisation extend research interests to economic 

reforms in other dimensions. Naturally, this requires the development of a multi-sectoral 

reform dataset. The IMF (2008) has just completed a cross-country economic reform database, 

covering 10 sectors over the period of 1960-20044. Giuliano, et al. (2009) (GMS) is possibly 

the first to test the effect of democracy on economic reform using these indicators. After 
 

 
3

 In addition, they also provide an excellent review of the empirical studies of the effect of trade and financial 

liberalisation on democracy. 
4

 We will briefly compare this dataset to the indicators we use in our empirical study in Section 3.1 below. 



 

P. 10 of 40 

 

 

controlling for country, time and sector-specific effects, their fixed effect estimations show that 

democracy does cause economic reform. However, they find no empirical evidence of reverse 

causality. 

The fundamental question we are interested in is similar to GMS, but our investigation is 

different in a number of ways. First of all, we will use a different set of reform indicators, 

namely the sub-indicators of the Fraser Institute’s economic freedom index from Gwartney, et 

al. (2008). On one hand, the IMF’s database is not publicly accessible. On the other hand, the 

two sets of measures do overlap in a number of aspects. We will compare the two datasets in 

greater detail in Section 3.1.1 below. Secondly, although GMS also use panel data fixed-effect 

model in their study, the presence of a lagged dependent variable (either democracy or 

economic reform) as a regressor may reflect the fact that they ignore the problem of “dynamic 

bias” as suggested by Nickell (1981). Yet, they do acknowledge the potential problem of 

endogeneity in their estimations. They suggest using the reform index of the neighbouring 

economy to be an instrument for their IV estimations. Nevertheless, there is no explicit 

theoretical justification or empirical validity test for these instruments used. Thirdly, despite a 

vast amount of additional covariates incorporated in their robustness check (e.g. education, 

inflation, real devaluation, public expenditure, bureaucratic quality etc.), the authors appear to 

fail to control for the income level. As shown in Eichengreen and Leblang (2006)’s survey, 

there is indeed a large amount of literature in which they argue that income levels (i.e. GDP 

per capita) are directly associated with democracy and also the economy’s capability to 

undertake economic reform. It is also argued that economic growth helps build up the 

expectation of deepening economic reform and promoting democratisation. 

We propose to use the sub-indices of the Fraser Institute’s Economic Freedom Index (EF) 

(Gwartney, et al. (2008)) in the present study. Testing the causality between a political 

institution and economic freedom by using EF are not scarce in the literature. However, there 

are at least two limitations of these studies. They primarily use the aggregate EF indicator 

without considering its sub-indices, except in Lundstrom (2003). While EF measures broadly 

5 areas, it is quite likely that each of them may have a different effect on the political institution5 

and vice versa. Second, it seems to be quite common that using EF relies heavily on the use of 

Granger causality to demonstrate a causal relationship, without considering the problem of 

endogeneity amongst variables. While EF reflects a broad spectrum of policy choices, one  

 
5

 This strand of studies often tests the causality between economic freedom and political freedom. The latter refers 

to the indices of political freedom and civil liberties in a country from Freedom House, which is also a common 

measure of a political institution other than the Polity IV index. In our estimations, we will also use Freedom 

House indices as a robustness check. 
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should note that political institutions and policies measured may be endogenously determined. 

Table 4 below summarises selective relevant empirical studies in relation to the causality 

between economic freedom and political institution. 

 

 

Table 4: Empirical Studies of Measuring the Causality between 
Economic Freedom and Political Institution 

 

 
Source: De Haan, Lundstrom, and Sturm (2006) and author’s augmentation 

 
 

All in all, this paper intends to contribute to the literature in three ways. First, unlike the main 

strand, we consider economic reform by sectors, beyond the scope of merely trade and financial 

liberalisation. Second, we technically deal with the problem of endogeneity between reforms 

and political regimes by using a GMM estimator that was seldom satisfactorily addressed in 

the previous literature. Thirdly, unlike existing studies in relation to economic freedom, we 

estimate the causal relationship in a dynamic panel setting, allowing us to capture both the 

reverse relationship as well as inter-temporal and within-country changes. The contribution of 

this paper is entirely empirical. 
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3 Methodology and Data 

3.1 Data 

3.1.1 Economic Reforms 

Using index-based measures of economic reforms serves two advantages. On one hand, an 

index approach allows us to measure multi-dimensional aspects of reforms. On the other hand, 

it can help benchmark across countries. 

To the best of our knowledge, there are at least three databases measuring economic reform. 

First is Giavazzi and Tabellini (2005)’s dichotomy index of “economic reform”. Their database 

is originally built up by Sachs and Warner (1995) and Wacziarg and Welch (2003). The 

composite index primarily measures trade openness, covering conditions like (i) average tariffs 

exceed 40%; (ii) non-tariff barriers covering more than 40% of its imports; (iii) the economy 

has a socialist economic system; (iv) the black market premium on the exchange rate exceeds 

20%; and (v) most of its exports are controlled by a state monopoly. This index, like a dummy 

variable, classifies an economy as “open” or “close” based on the conditions above. 

Second is the World Bank’s Ease of Doing Business micro-reform database. Reforms in the 

database are at the micro-level, such as the improvements made in the number of days to set 

up or close businesses, cut of administrative costs or review of company law and alike. Based 

on this database, Amin and Djankov (2009) conclude that micro-reform is more likely to 

associate with democracies. Due to the short time span of the dataset (2004-2008), the authors 

can only undertake cross-sectional OLS estimations. Dynamic analysis is not possible. The 

authors also do not take into account the problem of endogeneity, as they reckon, the reverse 

causality is unlikely given the reform is at the micro-level. 

The third is the IMF (2008) reform database, empirically tested by GMS to investigate the 

causal relationship between reforms and democracy. This is the only database that covers 

reforms in different sectors. The IMF database covers eight areas of measurement, including 

both the financial sector and real sector. Financial sector reform indicators include reforms 

pertaining to domestic financial markets and external capital accounts, while real sector 

structural reform indicators include measures of product and agriculture markets, labour, fiscal, 

trade and current account reforms. Each indicator contains sub-indices summarising different 

dimensions in each sector. GMS aggregate all the sub-indices and normalise them between 0 

and 1, with higher scores representing a greater degree of liberalisation. In their empirical work, 

after controlling for country, year and sector-specific effects, democracy causes reform. The 

results hold true by sectors, except that democracy does not cause reforms in the product market 

and fiscal sector. 
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Unfortunately, the IMF database is not publicly accessible. We, therefore, have to seek 

appropriate alternatives with comparable dimensions, sample size and time span for our 

estimation to pursue similar research interests. We suggest that the Fraser Institute’s economic 

freedom index (EF) (Gwartney, et al. (2008)) can be a plausible alternative. In fact, most of the 

sectors covered in the IMF’s database are also measured by the EF indices. 

We compare the EF indices to those in the IMF database in Table 5 below. In terms of coverage 

and time span, the two databases are quite comparable. In terms of dimensions, the IMF 

database is actually more superior as it includes reforms in product markets, agriculture sectors 

and security market liberalisation (subsumed under the index of the financial sector). The 

product market reforms indicator covers the degree of liberalisation in the telecommunication 

and electricity markets, including the extent of competition in the provision of these services 

and the presence of an independent regulatory authority and privatisation. The agricultural 

market reforms indicator captures intervention in the market for the main agricultural export 

commodity in each country. The securities markets sub-indicator assesses the quality of the 

market framework, including the existence of an independent regulator and the extent of legal 

restrictions on the development of domestic bond and equity markets. These three aspects, 

unfortunately, are not covered in EF. 

The IMF reform index and EF index measure four common aspects, namely (a) fiscal sector; 

(b) trade liberalisation; (c) financial liberalisation and (d) labour market regulation. The EF 

indices are generally composed of broader measures in these areas. Concerning the fiscal 

sector, for example, the IMF reform index takes an average of the revenue sub-index – 

measuring personal income tax, corporate income tax and import tariffs – and the expenditure 

sub-index – measuring solely the efficiency of public expenditures in health and education. In 

contrast, the EF index covers income and payroll tax rates on the revenue side and general 

government consumption spending as a percentage of total consumption as well as transfers 

and subsidies as a percentage of GDP on the expenditure side. 

Concerning trade and current account liberalisation, the IMF database defines the former as 

average tariff rates and the latter as to how a government is free from restricting the proceeds 

from international trade in goods and services. The EF index is more comprehensive on this 

front. The free trade index of EF is composed of taxes on international trade – including 

revenues from trade taxes, mean tariff rate and the variation in tariff rates as compared to a 

uniform tariff. In addition, the EF also captures the regulatory trade barriers, including the 

perception of the business impact of tariff and non-tariff barriers, the compliance cost of 

importing and exporting (obtained from the World Bank’s Ease of Doing Business Survey), 

actual as compared to the expected trade size and the difference between the official and the 
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black market exchange rate. 

 

Table 5: Comparison between IMF Economic Reform Index and 

Fraser Institute's Economic Freedom Index 

 
 

 
 

Source: Giuliano, et al. (2009) and Gwartney, et al. (2008). 
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Financial liberalisation refers to both capital account openness and credit market deregulation. 

On capital account openness, the IMF database measures the restrictions on financial credits 

and personal capital transactions of residents and restrictions on financial credits to non-

residents, as well as the use of multiple exchange rates. This indicator is primarily a composite 

index using the IMF’s definition of the 13 different types of international capital controls from 

its Annual Report on Exchange Arrangements and Exchange Restrictions. Similarly, the capital 

controls sub-component of the EF index is also constructed based on the same IMF definition. 

In addition, the EF supplements the capital account openness index by survey questions results 

on “whether foreign ownership of companies in the country is rare” and “whether rules 

governing FDI are damaging and discourage it”. 

On financial sector reform, as mentioned before, the IMF reform index covers both the banking 

sector and securities market liberalisation. The IMF refers to domestic banking liberalisation 

as (i) interest rate controls; (ii) credit controls; (iii) banking competition restrictions, e.g. limits 

on branches and entry barriers in the banking sector; (iv) degree of state ownership; and (v) the 

quality of banking supervision and regulation. In comparison, the EF only captures interest rate 

controls – measuring whether interest rates are determined by the market, stable monetary 

policy and positive real deposit and lending rates. Vis-à-vis credit market regulation, the EF 

index measures (a) the percentage of bank deposits held in privately owned banks; (b) the 

denial rate of foreign bank license applications and foreign bank assets; and (c) the percentage 

of domestic credit consumed by the private sector. 

Finally, on labour market regulation, the IMF database measures the tax wedge – a sum of 

taxes paid by the worker (e.g. personal income taxes, social security contributions etc.) and the 

employer (payroll tax, social security contributions paid etc) expressed as a ratio of the gross 

wage. In contrast, the EF mostly relies on qualitative indices, including survey questions on (a)  

minimum wage; (b) hiring and firing regulations; (c) centralised collective bargaining; (d) 

mandated cost of hiring; (e) mandated cost of worker dismissal, and; (f) data on the use and 

duration of military conscription. Although the EF’s labour market regulation is indeed more 

directly relevant to labour market regulation, these indicators are also fairly subjective. 

All in all, we find that the different sub-indices of EF, as discussed above, can be used for our 

estimations as reform measures in different sectors. As Gwartney, et al. (2008) explain, the EF 

index does not intend to measure political institutions. It, however, helps measure the 

consistency of the choices made by the political institution. The only disadvantage of the EF 

index is that it is only available every 5 years before 1990. 
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3.1.2 Democracy 

We use a continuous measure of democracy instead of a dichotomous measure. We argue that 

economic reform can potentially lead to marginal progress in democratisation and vice versa. 

We use the widely adopted Polity IV’s measure of institutional democracy (DEMOC) to 

measure political institutions as defined in the second paper of this series, entitled  ” Impact of 

Institutions and Policy on Economic Growth: Empirical Evidence”. Nevertheless, we will also 

use the dichotomous measure of democracy as a robustness check of our results. 

3.1.3 Controlled Variables 

As described earlier, we will control for income level in each specification. The natural log of 

PPP-adjusted GDP per capita (ln(GDPPC)) from WDI is used again. For robustness checks, 

we will also include additional covariates in the baseline specification. Details of these 

robustness checks will be discussed further in Section 4.3. 

 

3.2 Specification of The Model and Strategic estimation 

As we intend to investigate a causality relationship, we incorporate lagged variables in our 

baseline specification and employ the dynamic panel GMM estimator. Such dynamic analysis 

has not previously been used in the existing literature for estimating causality between 

democracy and economic reforms and/or economic freedom. In our baseline specification, 

unlike the work of GMS, we control for income level as proposed by Coviello and Islam 

(2006)6. We believe such control is essential as a political institution, economic development 

and economic reform can be endogenously determined (see Sunde, et al. (2006)) since the 

income level of the economy determines the capacity of policy reforms and it, in turn, may 

help build up the expectation of democratisation. 

Our baseline model is basically specified as 

 

∆REFOR𝑀𝑖𝑡 =  𝛼 +   u𝑖  +  𝛿𝑖  + 𝛽1 𝐷𝐸𝑀𝑂𝐶𝑖𝑡−1 +  𝛽2 𝑅𝐸𝐹𝑂𝑅𝑀𝑖𝑡−1  

+  𝛽3 ln (𝐺𝐷𝑃𝑃𝐶)𝑖𝑡−1 +  𝜀𝑖𝑡              (1) 
 

where i represents the i-th cross-section, t represents the time period. All regressors are in 

lagged forms to demonstrate the causality relationship. REFORM is a sub-index from EF, 

representing economic reform in each particular sector. We also control for the unobserved 

time-invariant and country-specific effect, time effect by means of period dummies and the 

income level in the previous period. All regressors are treated as pre-determined and 

endogenous variables. Due to data availability, we use data every 5 years. That is, t = 1970,  

 
6

 Their work attempts to test the effect of foreign aid on institutional change. They argue that the level of economic 

development may well affect the capacity of institutional change in recipient economies. 
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1975, 1980 …, 2000 and 2005. The lagged variable represents the variable in the last period, 

i.e. 5 years ago. Eq. (1) can be rewritten as 

 

REFOR𝑀𝑖𝑡 =  𝛼 +   u𝑖  + 𝛿𝑖  +  𝛽1 𝐷𝐸𝑀𝑂𝐶𝑖𝑡−1 + (1 + 𝛽2) 𝑅𝐸𝐹𝑂𝑅𝑀𝑖𝑡−1  

+  𝛽3 ln (𝐺𝐷𝑃𝑃𝐶)𝑖𝑡−1 +  𝜀𝑖𝑡              (2) 

 

is our baseline specification for estimation. We will replace DEMOC as the dependent variable 

in the baseline specification to test the reverse causality of whether REFORM causes DEMOC. 

The baseline specification will be similar to Eq. (2): 

 

DEMO𝐶𝑖𝑡 =  𝛼 +   u𝑖  +  𝛿𝑖  +  𝛽1 𝑅𝐸𝐹𝑂𝑀𝑖𝑡−1 + (1 + 𝛽2) 𝐷𝐸𝑀𝑂𝐶𝑖𝑡−1  

+  𝛽3 ln (𝐺𝐷𝑃𝑃𝐶)𝑖𝑡−1 +  𝜀𝑖𝑡              (3) 

 

In terms of REFORM, we measure 4 main sectors as discussed above: (a) fiscal sector – using 

indices of GOVTC, TRANSFER and TAX; (b) trade liberalisation – using indices of FREE 

TRADE; (c) financial liberalisation – using K_AC and CREDIT, and (d) labour market – using 

LABOR. Data descriptions and sources are in Appendix Section A.1. 
 

4 Results 

4.1 Does Democracy a reason for Economic Freedom? 

We first estimate the effect of democracy on the economic freedom index (EF) in a dynamic 

panel data setting7. Table 6 shows the impact of lagged DEMOC on the level of aggregate EF 

index using different estimation techniques. As explained in the second paper of this series, 

entitled ” Impact of Institutions and Policy on Economic Growth: Empirical Evidence”, as a 

rule of thumb, we look for a GMM estimator of the lagged dependent variable that lies 

somewhere between the OLS and fixed-effect within-group (FE) estimators. Models 3.(1) 

and 3.(2) show the OLS and FE estimations respectively, whereas Model 3.(3) shows the 

system GMM estimator. 

We can comfortably argue that the system GMM estimator is an appropriate one since the 

coefficient of the lagged dependent variable is around 0.52 which lies somewhere between 0.72 

for OLS and 0.43 for FE estimators. In addition, we also attempt to obtain the difference GMM 

estimator for comparison in Model 3.(4). As we can see, Model 3.(4) fails this preliminary test. 

The coefficient of lagged EF is significantly below that of the FE estimator, indicating a 

downward bias. The AR(1) test of Model 3.(4) also rejects the null hypothesis that the error  

 
7

 Technical details of panel system GMM estimation are set out in the second paper of this series, entitled ” Impact 

of Institutions and Policy on Economic Growth: Empirical Evidence”. 
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terms are auto-correlated. All of these suggest that the difference GMM estimator may not be 

appropriate in our case. The lagged dependent variable (EF) is positive and 

significant,suggesting convergence of economic freedom across countries over time. Its 

coefficient is also well below 1 and it signifies that EF does not seem to be explosive. The 

presence of the lagged dependent variable also implies the coefficients of other regressors 

reflect their short-run to impact on the dependent variables. Model 3.(3) shows that a more 

democratic society appears cause the economy to be more economically free, even after 

controlling for country-specific and period effects as well as the lagged level of economic 

development, as proxied by the natural log of lagged GDP per capita (lagged ln(GDPPC))3. 

Nevertheless, we should note that lagged DEMOC is only marginally significant at the 10% 

level in Model 3.(3). 

 

Table 6: Does Democracy Cause Economic Freedom?  

Different Estimation Techniques 

 

 
 

The dependent variable is EF. Models 3.(2) – 3.(4) include country fixed effect and period dummies, but the 
results are not reported. ***, ** and * denote significance levels at 1%, 5% and 10% respectively. For Models 
3.(1) and 3.(2), robust standard errors are in parenthesis. For Models 3.(3) and 3.(4), lagged EF is treated as pre-

determined, while other regressors are endogenous. Standard errors are in parenthesis and Windmeijer-
corrected, robust for heteroskedasticity and autocorrelation. Instruments are transformed by orthogonal 
deviation and collapsed. Hansen's test is used for overidentifying restrictions. 

 
 
 

 

 
3 Nevertheless, one should note that the coefficients of the lagged GDP per capita are quite unstable across the four models. 
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4.2 Does Democracy a Reason for the Economic Reform in Different Sectors? 

Table 7 shows the 2-step system GMM estimations of the impact of lagged DEMOC on reforms 

by sectors. This baseline specification attempts to address whether democracy is more likely to 

cause reform in different sectors. We find that the system GMM estimators work fairly well for 

the models, except Model 3.(9) on the capital account openness index (K_AC). All models 

reject the null hypothesis of the AR(1) test but do not reject the AR(2) test. The Hansen tests 

also do not reject the over-identification restrictions. 

Models 3.(5) – 3.(7) investigate the impact of democracy on the fiscal sector, specifically the 

effects of government consumption (GOVTC), transfer and subsidy (TRANSFER) and 

marginal income tax rate (TAX). The results show that a more democratic economy is more 

likely to have low government consumption as a percentage of total consumption, a higher level 

of transfer of subsidy as a percentage of GDP and a higher marginal income tax rate. The effects 

of democracy on GOVTC and TAX are not statistically significant nevertheless. Strictly 

speaking, we only find that democracy causes society to be more redistributive (hence the lower 

score of TRANSFER). The effect is significant at the 5% significance level. The insignificant 

effects of democracy on government spending and income are also consistent with the results 

obtained by GMS, where they find that democracy does not significantly cause any reform in 

fiscal revenue and expenditure. Our dataset extends one more dimension of the financial sector, 

i.e. redistribution through the use of transfer and subsidy. We find that this is the only dimension 

of financial sector reform that is likely to be caused by democracy. 

Model 3.(8) measures whether democracy is likely to cause trade liberalisation (FREE 

TRADE). Our empirical findings affirm that this is the case and the effect is statistically 

significant. In financial liberalisation, the two indicators – capital account openness (K_AC) 

and credit market regulation (CREDIT) – in Models 3.(9) and 3.(10) respectively are used. As 

explained earlier, we do find democracy causes capital account openness. However, we should 

be very cautious when interpreting Model 3.(9) since the estimation fails the AR(2) test. Hence, 

the error term is suspected to be auto-correlated in level. On the other hand, our empirical 

evidence does support that democracy causes credit market liberalisation at a 1% significance 

level as shown in Model 3.(10). 

Finally, Model 3.(11) tests whether democracy causes labour market regulation relaxation 

(LABOR). In our estimation, we find that democracy is more likely to cause stricter labour 

market regulation (i.e. lower score of LABOR), although the result is not statistically 

significant. It may illustrate that more labour market regulations are more likely to be welcome 

by employees, because this favours the majority in a democratic society. Understandably, 

labour market regulations are easier to gain support and be rolled out in democracies. 
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Table 7: Does Democracy Cause Economic Reform in Different Sectors? – 

2-step System GMM Estimation 
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β1 in the dynamic models represent the short-run impact of DEMOC on economic reform. The 

long-run effects can be derived by dividing β1 by β2, i.e. 1 - coefficient of the lagged dependent 

variables. Based on Models 3.(6), 3.(8) and 3.(10), where the results are statistically significant, 

the effects of DEMOC in both the short-run and long-run in these sectors are calculated in the 

Table 8 below. 

 
Table 8: Causal Impact of Democracy on Economic Reform 

 

 Short-run impact Long-run impact 

TRANSFER 

FREE TRADE 

-0.34 
0.14 

-0.74 
0.37 

CREDIT 0.39 1.03 

 

These results suggest that, using FREE TRADE as an example, 1 point increase in DEMOC 

will lead to 0.14 point and 0.37 point increases in the FREE TRADE index in the short-run and 

long-run respectively. 

 

4.3 Robustness Tests 

In the following, we carry out several robustness tests using different measures of democracy 

and additional covariates to test the sensitivity of our results. First of all, we use IPOLITY2, a 

composite score of political freedom and civil liberties as defined in the second paper of this 

series, entitled ” Impact of Institutions and Policy on Economic Growth: Empirical Evidence”, 

as an alternative measure of democracy. The results are presented in Table 9. 

The conclusion is generally similar. Again, the dynamic setting in Model 3.(16) (where K_AC 

as dependent variable) appears to be problematic. Other than that, Models 3.(13), 3.(15) and 

3.(17) show similar significant results as before, indicating that a democratic society is likely 

to be more redistributive, more free to international trade and to have a more liberalised credit 

market. Comparing the magnitudes, the coefficients of lagged IPOLITY2 are consistently 

larger than those using lagged DEMOC. 

Like in previous literature, using a dichotomous measure of democracy, we undertake a similar 

exercise by constructing a dummy variable DEMOC1. DEMOC1 equals to 1 if DEMOC is 

greater than 5 and equals to 0 if otherwise. The estimations are at Table 10. Results of Models 

3.(19) – 3.(25) show that our key results survive. The only difference is that the effect of 

DEMOC1 on labour market regulation (LABOR) becomes statistically significant in Model 

3.(25). The negative effect is now statistically significant at 1% significance level. This 

reinforces the empirical evidence that democracy causes more labour market regulation. 

However, we should note that the AR(1) test fails in the Model, which makes one to cast doubt 

on the validity of the results. 
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Table 9: IPOLITY2 As An Alternative Measure of Democracy 
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Table 10: Dichotomous DEMOC1 As An Alternative Measure of Democracy 
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We carry out further estimations for the baseline specifications for the non-high income 

countries8
 sample and test if the estimation results are sensitive to the sample size. Moreover, 

we wonder whether democracy works particularly poorly in developing countries, in which 

economic reform is less likely to be implemented. Our estimation results in Table 11 below 

show that it is not the case. The results still suggest that democracy is more likely to cause a 

redistributive society, trade liberalisation and financial market liberalisation. 

More robustness checks are carried out for TRANSFER, FREE TRADE and CREDIT by 

having additional covariates in the baseline model using our full sample again. These results 

are shown in Table 12 and Table 14. We controlled for human capital stock (i.e. SCHOOLING, 

measured by average years of schooling), government spending as a percentage of GDP 

(gcon_gdp) and exchange rate (ER) from the Penn World Table (ver 6.2) of Heston, summers, 

and Aten (2006), and the natural log of the population (POP) from the WDI. All the control 

variables are in lagged terms. In conclusion, our results generally survive, suggesting 

democracy is likely to cause redistributive policies via transfer and subsidy, trade liberalisation 

as well as credit market liberalisation. 

 

Table 11: Baseline Specification for Non-High income Countries 
 

 

All models include country fixed effect and period dummies. ***, ** and * denote significance levels at 1%, 5% and 10% 

respectively. Lagged dep var is treated as pre-determined, while other regressors are endogenous. Standard errors are in 

parenthesis and Windmeijer-corrected, robust for heteroskedasticity and autocorrelation. Instruments are transformed by 

orthogonal deviation and collapsed. Hansen's test is used for overidentifying restrictions. 

 
 
 
8

 High-income countries are classified in accordance with the World Bank’s classification. 
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Table 12: Robustness Check for TRANSFER 
 

 
 

Dependent variable is TRANSFER. All models include country fixed effect and period dummies. ***, ** and 

* denote significance levels at 1%, 5% and 10% respectively. Lagged TRANSFER is treated as pre-determined, 

while other regressors are endogenous. Standard errors are in parenthesis and Windmeijer-corrected, robust for 

heteroskedasticity and autocorrelation. Instruments are transformed by orthogonal deviation and collapsed. 

Hansen test is used for over-identifying restrictions. 
 

 

Table 13: Robustness Check for FREE TRADE 
 

 
Dependent variable is FREE TRADE. All models include country fixed effect and period dummies. ***, ** and * denote 

significance levels at 1%, 5% and 10% respectively. Lagged FREE TRADE is treated as pre-determined, while other regressors 

are endogenous. Standard errors are in parenthesis and Windmeijer-corrected, robust for heteroskedasticity and autocorrelation. 

Instruments are transformed by orthogonal deviation and collapsed. Hansen test is used for over-identifying restrictions. 
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Table 14: Robustness Check for CREDIT 
 

 
 

Dependent variable is CREDIT. All models include country fixed effect and period dummies. ***, ** and * denote significance levels 

at 1%, 5% and 10% respectively. Lagged CREDIT is treated as pre-determined, while other regressors are endogenous. Standard 

errors are in parenthesis and Windmeijer-corrected, robust for heteroskedasticity and autocorrelation. Instruments are transformed by 

orthogonal deviation and collapsed. Hansen test is used for overidentifying restrictions. 
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4.4 Reverse Causality: Economic Reform Causes Democratisation? 

Finally, we test the reverse causal relationship between economic reform and democratisation 

in Table 15. Our empirical results show that economic reforms generally do not improve 

democracy directly, except for TRANSFER and FREE TRADE. In other words, a more 

redistributive society causes the economy to be more democratic. As one can expect, 

governments that spend more on transfers and subsidies are more likely to benefit the majority 

of society. In turn, if the society is a democracy, it is more likely to persist. Trade liberalisation 

also has such an effect. While free trade may benefit the majority, it potentially provides 

feedback to the democratic regime. Finally, we find that, although a democratic society more 

likely leads to the liberalisation of the financial market through credit market liberalisation, the 

reverse effect is not found empirically. A word of caution about Model 3.(54) is that we find 

lagged LABOR does not work appropriately in this dynamic panel model as the null hypothesis 

of the AR(1) test is rejected. 

 

The reverse causality results using IPOLITY2 in Table 16 are generally similar. We do not 

find particular empirical evidence to support the hypothesis that economic reforms cause 

democratisation. Perhaps the most interesting result is that while we use IPOLITY2 to measure 

democracy, we find that more government consumption (as a percentage of total consumption) 

is more likely to improve democracy in Model 3.(55). The negative relationship between the 

two indices was also previously obtained when we use DEMOC, but it turns out to be 

statistically significant only when using IPOLITY2. 
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Table 15: Economic Reforms Cause Democracy? 

 

 

 



Table 16: Economic Reforms Cause Democracy? – Measured by IPOLITY2 

 
 

 
 



5 Conclusion 

In this paper, we make progress towards understanding the role of political institutions, 

specifically democracy, in the development process. We intend to argue that economic reforms 

are more likely to be implemented in democracy. Also, we attempt to investigate empirically 

if there is any reverse causality of democracy from economic reforms. Unlike previous studies, 

which focus on the effect of democratic transition or regime change, we are interested in the 

marginal change in the political institution. 

The causal relationship between democracies to economic reforms is not definite. Theories 

argue that democracy is more likely to cause liberalisation since reform measures are likely to 

benefit the majority of workers and thus gain political support in democracies. The empirical 

literature shows mixed results, however. In particular, these studies only focus on trade or 

financial liberalisation before and after a political regime switch. 

To pursue our empirical investigation, we use various sub-indices from the Fraser Institute’s 

Economic Freedom Index to explore economic reforms in four sectors: 

i. fiscal sector,  

ii. trade liberalization,  

iii. financial liberalisation and,  

iv. labour market regulation.  

We use a dynamic GMM panel data estimator, which allows us to estimate the short-run 

causality between economic reforms and political institutions, as well as tackle the problem of 

endogeneity between the interested variables. 

From our empirical results, we find that democracy does cause redistributive policies in the 

form of transfer and subsidy, trade liberalisation and credit market deregulation. The causal 

relationship is robust to different measures of democracy and the incorporation of additional 

covariates in the baseline specification. Moreover, the results still survive when we use non-

high income sub-samples. Reciprocally, redistributive policies and trade liberalisation are also 

associated with democratisation. Nevertheless, credit market deregulation does not have such 

a causal effect. 

Our results provide empirical support to the Sunde, et al. (2006)’s model, i.e. democracy is 

more redistributive. In return, redistributive policies provide feedback to strengthen the 

democratic institution. Also, trade and financial liberalisations are likely to associate with more 

choices of goods and services, fewer regulatory barriers and more competition. These effects, 

which are beneficial to most sectors, are more likely to win political support in a democracy. 



 

P. 32 of 40 

 

An autocracy, on the other hand, maybe reluctant to liberalise since it may threaten the vested 

interest of the political elites. Trade liberalisation also causes democratisation. This is possibly 

due to the fact that trade liberalisation may speed up growth and introduce a more competitive 

environment. Economic development may provide more resources for redistribution and the 

pursuit of more political rights. These bilateral causal relationships between redistributive 

policies, trade liberalisation and democracy may also suggest progressive development from 

economic reforms to democracy and vice versa. We hope these empirical results may shed 

light on those liberalised economies with democratisation not yet taken place, for example, 

China. Our results arguably suggest that political institutions may inevitably have to change 

when reforms continue to march forward. 

 



APPENDICES 

A.1 Data Description and Sources 

The following table intends to summarise the detailed description of the variables used in our 

study, which were briefly discussed in this paper, and hereby presented in alphabetical order. 
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Table 17 : Descriptive Statistics of Institutional Variables 

 

 

 

 

 

 

Table 18 : Correlation Matrix of Institutional Variables 

 

 

 

 

 



A.2 List of Economies 

Country Coverage of the Fraser Institute’s Economic Freedom of the World 
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