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ABSTRACT 
The rate of economic growth varies extensively between different countries. The 

underlying reasons to the differences are dissimilarities in productivity and 

efficiency, which in turn seem to be affected by factors such as the institutional 

setup, the rate of economic freedom, the level of human and social capital, 

corruption and interpersonal trust.  

This thesis investigates the relationship between economic growth and the level 

of democracy in developing countries, as a well-functioning democracy to a large 

extent corresponds to an inclusive institutional setup. The empirical investigation 

is conducted with a regression analysis. Using secondary data from 

acknowledged organizations and institutes, possible factors that may affect 

average GDP per capita growth are examined. The estimations included in the 

regression are democracy, foreign direct investment, education expectancy, initial 

GDP per capita, population growth rate, life expectancy, corruption, Rule of Law 

and Internet users. The empirical result shows that democracy has no significant 

effect on growth, but suggests that the effect might be indirect since factors such 

as good maintenance of Rule of Law, low level of corruption, high interpersonal 

trust, a high level of economic freedom and enhanced property rights are 

empirically proven to correspond to well functioning institutions. This result is in 

accordance with previous research and seems to support the idea that a good 

institutional setup is important for economic growth. 
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1. INTRODUCTION 

In this section the background of the study will be presented together with the 

problem statement, the study objective, the methodology, the scope of the study 

and the structure of the thesis.  

1.1 Background to the Study  

The world today displays a huge gap between rich and poor countries. The 

underlying reasons to the differences in economic growth have been widely 

debated and the conclusions differ just as broadly. Early growth theories suggest 

that economic growth is dependent on the amount of available labour, the rate of 

technological progress and the saving propensities of the economy. More modern 

growth theories include that investment in human capital such as education is 

highly beneficial for economic growth (Carlin and Soskice 2006, p.529,556). It 

has however become historically evident that these beneficial growth-factors 

have a limited effect on certain countries, while a flourishing effect on others. 

This realization has created a difficult conundrum to economists of the world and 

many theories have been developed dealing with the subject. If the recipe for 

economic growth is so perceptibly accessible, what has prevented a worldwide 

adaptation? Why has the income gap increased rather than decreased during the 

last centuries? Many studies investigate geographic positions, cultural differences 

and interpersonal trust-levels as determinants to such varied development paths. 

Very commonly a country’s governance and governmental policies are 

questioned which includes their institutional arrangements, their amount of 

economic freedom and their level of democracy (Weil 2009, p.360). Democracy 

has been shown to have a limited effect on corruption and kleptocracy and a 

leveling effect on political stability. Even so, some countries fail to grow 

economically in spite of their democratic nature, while other nations manage well 

in spite of their lack of democracy. This effect could imply that the relationship 

between democracy and economic growth might in fact be casual, and a 

democracy might develop as an effect of wealth rather than the other way around 
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(Weil 2009. P.358). Identifying the obstacles that are currently preventing 

developing countries from expanding their wealth is a requirement to achieve 

worldwide equality. Since democracy is wide-spread among rich nations in 

particular, it becomes relevant to investigate what the effect of democracy is on 

economic growth. 

1.2 Study Objective  

This thesis aims to investigate whether there is a significant relationship between 

economic growth and democracy in developing countries. Theories to why there 

are such differences between countries’ development and theories on how 

economic growth can be reached and sustained will be examined. Through 

defining general effects on economic growth and through conducting a regression 

analysis on the average level of GDP per capita growth to the developing 

country’s level of democracy, I aim to identify whether the level of democracy 

holds significant explanatory power for economic growth. 

1.3 Problem Statement 

Does democracy have an effect on a nation’s ability to achieve economic 

growth? 

1.4 Methodology 

An econometric cross-sectional regression analysis will pervade this entire study 

and will be used to examine how the level of democracy affects economic growth 

for developing countries. The dependent variable that will be examined is the 

average growth of GDP per capita under a period of eight years, from 2002 to 

2010. The independent variables I have chosen to include are the level of 

democracy, foreign direct investment, education expectancy, initial GDP per 

capita, population growth rate, life expectancy at birth, level of corruption, the 

Rule of Law and the amount of internet users per 100 people. The data used is 

secondary, collected from officially acknowledged organizations and institutes 

such as The World Bank, the American Mathematical Society, the Economist 

Intelligence Unit (EIU) and Transparency International. 
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1.5 Scope of the study 

The regression of this study will be confined to only include developing 

countries, as they per definition face difficulties with achieving economic growth 

and the democracy level of those countries is varied and empirically shown to be 

flawed or excessively low (EIU 2010). However, many of the countries in the 

regression are flawed democracies or non-democratic. Thus it seems important to 

recognize that a different sample including stronger democracies might produce a 

significantly different result. Nevertheless, many of the countries are indeed 

democracies, although flawed, which still makes a valuable regression. 

The selection of developing countries has been constrained due to lack of data, 

but the remaining sample of 59 countries is large enough to provide a credible 

regression. The countries and the yearly values that have been averaged to avoid 

temporary fluctuations are listed by continent in Appendix 1 (Tables 1.1-1.4). For 

variables such as corruption, democracy and years of education, I have used the 

latest updated value as the data is less regularly updated partly because the values 

fluctuate with less frequency and partly because they are difficult to compile. 

I assume that a well functioning democracy corresponds to better functioning and 

inclusive institutions. This assumption is in accordance with the modernization 

theory that highlights how societies that grow will become more modern, 

developed and head towards democracy. Like democracy, inclusive institutions 

advance similarly and although they are not the same, regular elections and 

intense political competition are likely to facilitate the development of inclusive 

institutions (Acemoglu and Robinson 2012, p.443). The modernization theory 

has often been criticized as it does not always hold, but the correlation is strong 

enough for my assumption to be relevant.  

1.6 Thesis Structure   

The first section, The Emergence of Development Theories, will provide a 

chronological view and historical background to the evolvement of classical 

economics expanded to include development economics. The aim is to illuminate 
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the emergence of growth and development theories to offer an elemental 

understanding of the later presented theoretical discussion. 

The section of Definitions will contain characterizations of concepts important to 

the study followed by the section Previous Studies, which presents earlier 

research and empirical findings on economic growth relevant to the problem 

statement. 

Next is the section of Theoretical Discussion. This section aims to lay the 

foundation for the coefficients chosen for the regression analysis by explaining 

the general notion of economic growth and presenting the aptitude when 

applying the growth models to country-varying growth.  

The Empirical Analysis is presented next, where the regression analysis is 

presented. This section will be commenced by an introduction of the chosen type 

of regression and its aptitude for this study. The variables I have chosen to 

include will be presented and justified separately. Furthermore the data used for 

the regression will be presented and the extent to which it serves the purpose for 

a reliable regression will be examined. Any difficulties or inconveniences with 

the data will consequently be presented together with the representative 

coefficient.   

The Findings will contain the conclusive results of my analysis separated into a 

discussion where theory and analysis are evaluated, followed by a conclusion that 

will summarize an answer to my problem statement. 

In the References you may find the bibliography and the electronic and statistical 

sources used for the construction of this study. 

All relevant tables and figures interconnecting with the study are placed in the 

Appendix, to which references are given wherever relevant in the study. 
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2. THE EMERGENCE OF DEVELOPMENT THEORIES 
In late eighteenth century, Adam Smith published his famous work An Inquiry 

into the Nature and Causes of the Wealth of Nations which emphasized the 

importance of savings, investments and markets. Adam Smith marked the 

commencement of Modern Economics. Two likewise influential economists, 

inspired by Smith but less successful in their predictions, was David Ricardo and 

Thomas Malthus. According to Ricardo and Malthus the world was in a 

stationary state, unable to grow and further increase global wealth. The state of 

poverty as such was not possible to eliminate. Karl Marx was the first well-

known economist to identify the implications of technological progress and the 

possibility to achieve development (De Vylder 2007, p.23f).  

By the end of the nineteenth century, focus on growth lessened. From the 

classical economists focus on production, income-distribution, social classes and 

long-term development, the emergence of neoclassical economics brought focus 

on consumption, price theory, demand and businesses. The neoclassical idea was 

that, once initiated, growth would become automatic and persistent. John 

Maynard Keynes reestablished the issue of development in the 1920s but focused 

mainly on maintaining equilibrium in market economies. Inspired by Keynes, 

Roy Harrod and Evsey Domar came to develop the modern growth theory during 

the 1940s, linking a country’s growth rate to their investment rate and capital-

output ratio. Their model is limited to a permanent low-level equilibrium and was 

later developed by Robert Solow and Trevor Swan to include the effects of 

productivity growth (De Vylder 2007, p.25). 

The differences between countries and the difficulties this implied in achieving 

economic growth was not properly examined until the 1950s postwar period, 

when poverty was highlighted due to decolonization and the power-struggle of 

the Cold War (Hettne 1982, p.23). During the following decades, different 

movements proclaimed different speculations of development associated with 

economic growth. Economics seemed to have its strength in explaining how the 
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market works but failed in explaining how to create and develop the market (De 

Vylder 2007, p.41f).  

With the increased awareness of poverty and need of development in less 

developed countries, social doctrines focused a lot on reaching a state of income 

equality as a mean to reduce poverty. This focus has, according to influential 

economist Péter T. Bauer, been undermining the process of identifying the causes 

of poverty and as such failed to bring about solutions. Bauer highlights that 

economic growth does not come about by reallocating available income, but will 

always be prevented if the market is not functional, with emphasis on the 

importance of accumulation of capital and effective use of the same (Bauer 

1981). 

During the 1990s concepts such as good governance, accountability and 

transparency were used with more frequency and the importance of human and 

social capital was increasingly discussed (De Vylder 2007, p.41f). In the words 

of Nobel Prize winner Amartya Sen, development is an integrated process of 

economic, social and political freedom. Political freedom in the sense of free 

speech and elections increases economic security. Social opportunities, such as 

education and state of health, increase the economic participation. Economic 

facilities such as trade and production participation increases personal wealth and 

public resources. Since these factors are influenced by each other, the different 

freedoms will consequently affect the path to development (Sen 1999, p.6f, 11).  

Today, it is established that there is no simple solution to achieving economic 

growth and the constantly changing world further aggravates the situation. In a 

complex world such as ours, it has become apparent that it is impossible to 

overcome the problems of development without including interdisciplinary fields 

of development theory (De Vylder 2007, p.49). 
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3. DEFINITIONS 

The important concepts that are used in the study will be defined here, with the 

aim to accomplish a more fluent presentation in the theory section and the 

empirical analysis. 

The Concepts of Absolute and Conditional Convergence 

Absolute convergence is the notion that a country with a lower level of output per 

worker grows faster than countries with a higher level, ultimately enabling equal 

living standards for both countries. This theory is not supported when examining 

historical data where it is evident that no absolute convergence has been 

dominating the last century. Conditional convergence is a weaker form of the 

prior, where it is acknowledged that no convergence can be expected to occur 

unless the rich and the poor countries are similar in certain aspects. These aspects 

include factors such as saving propensities, the population growth rate and the 

productivity of the country (Carlin and Soskice 2006, p.462f). 

Democracy 

Defining democracy is complex as it is differently defined and perceived 

worldwide. I will present a definition developed by The Economic Intelligence 

Unit that I consider cover the general notion of democracy: 

Democracy can be seen as a set of practices and principles that institutionalize and thus 

ultimately protect freedom…the fundamental features of a democracy include government 

based on majority rule and the consent of the governed, the existence of free and fair 

elections, the protection of minority rights and respect for basic human rights (EIU 2010). 

Developing country 

The classification of an emerging or developing country varies between different 

organizations but generally the per capita GDP, the level of industrialization, 

living standards and the state of infrastructure are important criteria. With more 

frequency, the Human Development Index (HDI) is used as a measure as well, 

which captures the degrees of education, literacy and health (Nielsen 2011).  
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Economic Freedom 

In their definition of Economic Freedom, The Frasier Institute highlight that 

“economic freedom is present when individuals are permitted to choose for 

themselves and engage in voluntary transactions as long as they do not harm the 

person or property of others” (Gwartney, Lawson and Hall 2011, p.1). Economic 

Freedom makes the performance of a market economy more efficient through the 

development of a stable institutional setup with better protected property rights. It 

enhances economic growth through increased investments and savings while 

limiting the occurrence of high levels of corruption and bad maintenance of Rule 

of Law (Gwartney, Lawson and Hall 2011, p.171). 

Full or Flawed Democracy 

Democracies can be full or flawed. A full democracy is defined as a country 

where political freedoms and civil liberties are respected and the political culture 

tends to contribute to a strengthened democracy. The government functions well, 

the media is independent, the function of checks and balances is efficient and the 

judiciary is independent. A flawed democracy is defined by weaknesses in 

governance, an underdeveloped political culture and a low political participation. 

It does however have free and fair elections and respectfulness to basic civil 

liberties (EIU 2010). 

Hybrid or Authoritarian Regimes 

Hybrid regimes have neither free nor fair elections due to significant 

irregularities. Governments might commonly pressure political parties and 

candidates. Weaknesses are serious in political culture, the way the government 

functions and the political participation. Corruption is often very common and 

the rule of law is weak as well as civil society. Media and judiciary is likely not 

independent. Authoritarian regimes are defined by the absence of or severely 

limited political pluralism. Democratic institutions might be existent but will 

likely have little essence. Many of the authoritarian regimes are considered to be 

pure dictatorships, and in the rare occasion of an election it is likely to be neither 
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free nor fair. Civil liberties are violated, media is often state-owned, the judiciary 

is not independent and criticism of the government is censured (EIU 2010).  

The Rule of Law 

The Rule of Law is defined as the extent to which citizens have confidence in 

and abide by the rules of the society with emphasis on the quality of contract 

enforcement, property rights, the police, the courts and the likelihood of crime 

and violence (The World Bank 2012). 

Social Capital 

Whiteley (2000) defines social capital as follows: “the willingness of citizens to 

trust others including members of their own family, fellow citizens and people in 

general”.  
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4. PREVIOUS STUDIES 
Robert J. Barro is considered a most influential economist in present time and has 

greatly affected and changed the general conception of forces affecting economic 

growth. Through conducting a cross-country empirical study on determinants of 

economic growth, he has found strong support to the conditional convergence 

theory; a country with a lower starting level of real per capita GDP will 

experience a more rapid growth. However, growth does not simply emerge due to 

technological progress or investments in human capital, as the neoclassical 

theory argues, but several forces are important to observe. These forces include 

the role of institutions, the level of political corruption and the function of legal 

systems (Barro 1996a).  

Barro concludes that for a given real per capita GDP, economic growth is 

enhanced by higher education, higher life expectancy, lower fertility, lower 

government consumption, better maintenance of the rule of law, lower inflation 

and improved terms of trade. Further, a weak relationship seems to be concurrent 

between democracy and economic growth, but this relationship is strengthened 

by the finding that democracy seems to have a large impact on living standards. 

Barro presents empirical results that suggest that expanding political rights when 

they are low is stimulating for economic growth, but further expanding the 

political rights when they have already been reached has a reversed effect (Barro 

1996a).  

Barro has been criticized for his method of pooling countries together in his 

studies, since it must be generally acknowledged that different countries have 

differences in regard to factors such as cultures, institutions and systems. This 

critique is disregarded by Barro on the exact same grounds, where he considers 

these actual differences to in fact be what highlights disruptions on economic 

growth and enables an empirical analysis (Barro 2006). 

In examining democracy and growth, Barro (1996b) finds that economic 

freedom, in the sense of free markets and maintenance of property rights, are 
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good for economic growth. Barro highlights that an authoritarian regime that 

would maintain economic freedom and property rights would not necessarily be 

bad for growth. However, it is likely that a second type of regime would occur, 

where a dictator takes advantage of his position through stealing the wealth of the 

nation. Democracies on the other hand, can prevent occurrences like these. 

Further, since policies stimulating for growth are likely to gain popularity, more 

political rights tend to have a positive effect on growth which is a positive effect 

of democracy on growth. However, Barro concludes that the effects of 

democracy on growth are theoretically inconclusive.    

Acemoglu and Robinson (2012) have published The Origins of Power, 

Prosperity and Poverty: Why Nations Fail, which presents a theory about 

economic inequality that disregards explanations related to factors such as 

geography, culture or bad leadership. The emphasis lies on the role of 

institutions. They acknowledge that causes for differences in economic growth 

are unlimited, but highlights that persistent world inequality is prominent 

specifically because of bad and often extractive forms of institutions. Acemoglu 

and Robinson stress that people need incentives to invest and prosper, which can 

be made possible through sound institutions; the rule of law, security and a 

governing system that offer opportunities to achieve and innovate. Why Nations 

Fail includes a natural experiment of comparing homogenous countries, and 

analyzing the result in three steps; their institutions and incentives, why the 

differences are present in the first place looking into the issue of conflict of 

interest of controlling power and finally how their institutions have changed over 

time. The results show that economic growth has been hampered by structural 

factors rather than the ignorance of political leaders, which has often been 

assumed. This implies that the form of institution a country has or historically has 

had, is of extensive importance for the growth prospects of that nation. 

Paul F. Whiteley (2000) has published a political study examining the 

relationship between economic growth and social capital. He uses interpersonal 

trust synonymously with social capital and finds that social capital is of high 
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importance when explaining economic growth-performances across countries. In 

particular, it is highly significant when incorporated into neo-classical models, 

and the empirical results are too strong for the variable to be entirely excluded 

from growth studies. 

Rothstein and Stolle (2002, 2005) emphasize the requirement of a good structure 

of institutions in order to attain a good level of social capital and a low level of 

corruption. They stress the importance of governments’ impartiality since 

institutions through interaction have a constant influence on citizens’ feelings of 

trust or experience of discrimination. Hence, citizens’ trust is dependent on their 

experience with institutions which is affected by corruption and in turn, citizens’ 

low level of social capital impedes a society’s prospect to be efficient. 
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5. THEORETICAL DISCUSSION   

The underlying explanation to different degrees of economic development and 

growth for different countries or continents has long been contemplated. Many 

studies and extensive research has been conducted on the subject, but the 

escalating complexity of the world makes the illumination of influencing factors 

increasingly difficult to establish. Possible affecting variables are plenty and 

empirically observed outcomes exceedingly varied between countries. This 

theoretical chapter aims to introduce the most significant models of economic 

growth followed by a discussion of factors less simple to model and more 

recently acknowledged.  

5.1 Exogenous and Endogenous models for growth 

Different countries have different income per capita. The level of income per 

capita is determined by the accumulation of the factors of production and the 

productivity of those factors. The productivity factor often differs due to 

differences in technology and efficiency (Weil 2009, p.45). This attribute to 

growth is strongly supported by early growth theories of exogenous and 

endogenous growth. 

5.1.1 Exogenous growth theories 

The first model derived to be applied to economic growth is known as the Solow-

Swan model. It was developed during the 1950s and argues that factors such as 

physical capital, capital accumulation, savings rate and population growth are the 

key aspects to economic growth (Barro 2006). The model exemplifies how 

growth is affected by real per capita input, technological progress and per-worker 

income. The model emphasizes how population interacts with capital and the 

effect that population growth has on the income level. All inputs in the model, 

such as population growth and technological progress, are set exogenously, thus 

independent of economic outcomes or government policies.  The basic Solow-
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Swan model can be shown by the rearrangement of the Cobb-Douglas production 

function: 

y = Ak
α 

where y represents production per worker, A the technological progress, k the 

capital per worker and α the marginal productivity of capital per worker and as 

such the presence of diminishing marginal returns.
 
The model shows that the 

production per worker increases with technological progress and with capital per 

worker. The steady-state in the Solow-Swan model is when output and 

employment grow at constant rates and net savings is a constant share of output. 

If there is no technological progress, output and employment will grow at the 

same rate in the steady state, which means that the growth rate of output per 

capital is zero. Increased savings and investments share of output will shift the 

economy to a new steady-state where output per worker is higher (Figure 5.1). 

The main implication of the Solow-Swan model is that economic growth, when 

growth is output per worker and technological progress is absent, only will last 

temporarily (Carlin and Soskice 2006, p.462). 
 

 

Figure 5.1 The Slow-Swan Steady-State 

Solow-Swan diagram modeled with technological progress, where =income/output per worker-

growth, =capital per worker-growth, δ=depreciation rate, x=technological progress, 

n=population growth rate, s=savings rate and * denotes a steady-state, ** the new steady-state. 
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A major shortcoming is the model’s inability to show long-term growth, since a 

country that has reached the steady-state no longer grows due to the presence of 

diminishing marginal returns (Weil 2009, 75). 

5.1.2 Schumpeterian endogenous growth 

Endogenous models overcome the effect of diminishing returns to capital, 

allowing for capital to grow continuously. Characterizing for endogenous models 

is that inputs such as knowledge spillover, human capital and R&D are set 

endogenously, thus affected by changing saving and investment shares, increased 

education or adjustment of the number of people employed in R&D (Carlin and 

Soskice 2006, p.531, p.556). When technological progress occurs, the inference 

is that the same amount of inputs now enables a larger quantity of output through 

production.  

Schumpeterian endogenous growth models captures the difference between 

successful as opposed to unsuccessful innovation enabled through technological 

progress. The given Solow-Swan condition implies that in the steady-state, an 

increase in technological progress implies a lower level of capital per efficiency 

unit of labour, since efficiency has been improved. This downward-sloping 

relationship is the Solow-Swan steady-state relationship and it is integrated with 

the Schumpeterian growth-model to illustrate the effects of policy experiments 

such as technological progress and savings. The Schumpeterian element in the 

model defines technological progress as a function of the probability that each 

unit committed to R&D will lead to a successful innovation, by how much this 

innovation will raise the productivity, and the intensity of R&D. In this element, 

the level of capital per efficiency unit of labour includes factors such as market-

size for innovators and institutional features such as market competition and 

protection of property rights. This means that the technological progress depends 

on the R&D-intensity, which in turn depends on the level of capital per efficiency 

unit of labour. A new relationship between technological progress and the level 

of capital per efficiency unit of labour can be derived. When integrating the 

Solow-Swan steady-state relationship with the Schumpeterian element, it 
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becomes clear that an economy unable to shift their Schumpeterian relationship-

curve due to low R&D intensity will be unable to reach a higher equilibrium 

steady-state of growth (Carlin and Soskice, 2006, p.542f). Further, countries that 

increase their savings rate will be able to shift their steady-state path to a higher 

level of growth since their capital per efficiency unit will increase and 

consequently the R&D activity as well, through increased activity in innovation. 

The shifts are illustrated in Figure 5.2 below.   

 

Figure 5.2 Endogenous Growth 

Endogenous determination of the rate of technological progress, where x=technological 

progress, =level of capital per efficiency unit of labour, λ=probability that units spent on R&D 

will yield technological progress, S=savings rate 

5.2 The level of democracy and the failure of institutions 

Having clarified the implication of exogenous and endogenous growth models, 

the questions around the explanation of the differences in countries productivity 

needs to be further developed. From the discussion above, it has become evident 

that differences in productivity arise from differences in available technology and 

in the efficiency with which technology and factors of production are employed. 

It is important to highlight that it seems to be the variation in efficiency rather 

than technology that explain a major part of the country differences, as 

technology in contrast is nonrival and nonexcludable (Weil 2009, p.302).  
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As government policies and institutions shape economic incentives, they have a 

direct effect on economic development through investments in physical and 

human capital, technology and the organization of production. Institutions 

determine economic growth potential and the future distribution of resources 

(Acemoglu 2012). Prosperity is the result of innovation, and well-protected rights 

which in turn induce innovation. This right is often a weakness in countries 

where governments are inefficient. This is supported by Acemoglu and Robinson 

(2012) who emphasize the weight of good institutions making a distinction 

between inclusive and extractive economic institutions. Inclusive institutions 

enforce property rights and are likely to allow a broad market where investments 

in new technologies and skills greatly improve economic growth. Extractive 

institutions on the other hand, distribute resources to a small elite, fails to protect 

property and induce incentives to innovation. Inclusive and extractive economic 

institutions respectively lead to inclusive and extractive politics, which means a 

broad distribution of political power for the former and a narrow distribution for 

the latter. Although extractive institutions can bring about growth, it will not be 

sustainable as innovation is a requirement to reach creative destruction that will 

renew and better societies (Acemoglu and Robinson 2012, p.429f).  

Another factor deteriorating for growth is the concept of political losers, also 

called the political replacement effect, indicating that changes of policies that 

might be facilitating growth also will change the distribution of political power. 

This becomes an apparent reason for leaders to oppose or even block the change 

even if it is beneficial for society as a whole, pushing societies towards political 

instability and unsustainable growth (Acemoglu and Robinson 2006, p.115f).  

Another important factor that lately has gained increased interest in studies of 

economic growth is the concept of social capital. Social capital is the willingness 

to cooperate on the basis of interpersonal trust. Recent findings suggest that 

social capital has at least as large an impact on economic growth as human 

capital; based on the importance it plays in explaining the efficiency of political 

institutions and economic performance. The presence of trust between citizens 
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will reduce transactions cost, minimize deadweight burdens of policy agreements 

and reduce theft and fraud. To a large extent, high interpersonal trust will make 

economic and social relationships simpler (Whiteley 2000). Social capital 

becomes an indirect input in production; the level of trust indirectly affects the 

accumulation of physical and human capital and the efficiency of production 

(Weil 2009, p.468). A society lacking interpersonal trust will have difficulties 

accumulating it, as such as society would exploit anyone who tried, illuminating 

a persistent effect of inability to achieve growth. How a generalized amount of 

interpersonal trust is created is thought to be within families, but also affected by 

the community and the norms and values of the society (Whiteley 2000). 

In this discussion it becomes relevant to highlight the importance of the market 

and the coordinative character of price signals, in order to achieve good resource 

allocation and as such efficiency and growth. This is referred to as the problem of 

knowledge, mainly developed by the Austrian economist F.A Hayek (1945). 

Since knowledge is not available to everyone, it becomes important to rely on the 

subjective knowledge of individuals who perceive societal changes and can adapt 

accordingly based on the resources they have available (Hayek 1945, p.524). As 

such, an individual’s actions would gradually spread to the entire market and the 

economic system, since information would be communicated to everyone, with 

efficient resource allocation as a result. This would be possible because the 

ability to use and act on subjective knowledge makes the market function as one. 

Evidently, this network based on information would be prevented if planning of 

the market and prices would not be divided among individuals but instead was in 

the hands of one authority, since such an institution would be unable to 

accomplish an optimal resource allocation, due to limited knowledge (Hayek 

1945, p.526f).  

5.3 Schumpeterian Growth and the Failure of Institutions 
The impeding effects of exclusive institutions and social capital on economic 

growth can be applied in the Schumpeterian growth-model. In order to achieve 

technological progress, a country must invest in resources, which for technology 
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means investment in R&D. Ideas are nonrival and nonexcludable, which means 

that they are available for everyone and difficult to prevent others from using 

(Weil 2009, p.236). This implies a difficulty for inventors to earn a return on 

their investment, which corresponds to the importance of well protected rights 

(Barro 1996b). Further, technological progress might be difficult to transfer to 

poor countries although it has been made available by other countries. The poor 

country might have inappropriate technology that makes it superfluous to adopt, 

or they might lack the knowledge to make it happen. This is an important 

implication as most of the R&D today happens in the richer countries (Weil 

2009, p.236).  If a country fails to induce innovation because of an inability to 

use the knowledge of individuals due to the institutional setup, it becomes 

difficult to allocate resources efficiently to stimulate growth. Similarly, a bad 

institutional setup due to lacking interpersonal trust and badly protected rights 

makes a country unable to shift their Schumpeterian curve to a lower level of 

capital per efficiency unit of labour at a higher rate of technological progress. 
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6. EMPIRICAL ANALYSIS  
In this section I will present the regression model I have chosen for the thesis and 

a detailed explanation of the variables and the data used will be presented. The 

chapter will then be concluded with an analysis of the regression. 

6.1 Regression model 

I will use a linear model for this regression and I have chosen to perform a cross-

sectional regression to be able to illuminate the factors that differ in-between 

countries. The regression will be presented in four different models, in order to 

achieve an unmitigated result through distinguishing possible correlation between 

the variables.   

GDPGROWTH = α + β1DEM + β2GDPINITIAL + β3FDI + β3EDU + β4POP 

β5IT + β6CPI + β7LIFE + β8RULE + ε 

Explanation of variables 

GDPGROWTH = average GDP per capita growth 2002-2010 

α = intercept 

βn = correlation coefficient 

DEM = level of democracy 

GDPINITIAL = GDP year 2002 

FDI = foreign direct investment 

EDU = years of education 

POP = population growth rate 

IT = internet users 

CPI = level of corruption 

LIFE = life expectancy at birth 

RULE = Rule of Law 

ε = error term  
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Table 6.1 Overview of regression variables and expected outcome 

 

6.2 Data and specification for chosen variables 

GDP per capita growth 

The dependent variable that will be examined is GDP per capita-growth. It is 

measured as the annual percentage growth rate of GDP per capita, based on local 

currency, given in percentage. The value used in the regression is an average of 

the period 2002-2010. As the growth of GDP per capita is a measure of the 

national income-growth, it makes for a suitable dependent variable when aiming 

to determine independent variables that affect economic growth. 

Democracy Index 

The democracy-coefficient is expected to show a positive sign in the regression, 

as I am assuming that a higher level of democracy correlates with a higher 
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economic growth. The value is retrieved from The Democracy Index constructed 

by The Economist Intelligence Unit (EIU). The index is based on five main 

categories: electoral process and pluralism, civil liberties, the functioning of 

government, political participation and political culture. The countries are 

divided into four types of regimes; full democracies, flawed democracies, hybrid 

regimes and authoritarian regimes. The score is given from 1 to 10, a score of ten 

being the highest level of democracy. The average score of the five categories 

produces the overall score, which is the value used in the regression. The scoring 

system used for the index indicators is partly a dichotomous score from 1-0 

which allows for the capturing of grey zones, and partly a three-point scoring 

system. A three-point scoring is included to avoid affecting the reliability from 

increasing the scale, since there will likely be difficulties in defining each scale 

(EIU 2010, 29f).   

Initial per capita GDP 

Initial GDP per capita is included to test for conditional convergence; that a 

lower initial GDP will allow for a more rapid growth. Thus, the sign is assumed 

to be negative, as a higher initial GDP per capita will have a negative effect on 

growth. The base year used is 2002, measured in US dollars. This variable 

reflects the presence of diminishing returns to capital (Barro 1996a). 

Foreign Direct Investment 

The FDI flow is defined as a foreign investment in the home-country when that 

foreign investor has lasting management interest. FDI inflow is expected to show 

a positive sign in the regression, as it has been empirically proved to have a 

positive effect on a country’s growth in cross-sectional studies (Al-Sadig 2009). 

The value in the regression is an average of FDI net inflow calculated as a 

percentage of GDP from the period 2002-2010. Due to the significant increase of 

foreign direct investment since the 1990s, there are challenges to collecting and 

presenting data. As a result, the data tends to be inconsistent between countries, 

but most likely not significantly enough to disturb the regression (Dabla Norris, 

Honda, Lahreche and Verdier 2010).  
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Education 

A higher level of education is thought to have a positive effect on economic 

growth, thus the expected sign should be positive. The value is an average on 

expected years of education, from primary to tertiary. The data for different 

countries have different years of update, but the periods are recent enough for it 

to show any significant relationship in the regression. However, there is an 

obvious problem with using data based on years of education as it does not 

include the quality of education. This poses a problem since education is 

measured as a positive impact on economic growth specifically because the 

knowledge gained from education is assumed to become an input in production. 

A better measure on human capital as such would be to use data on international 

test scores, which has actually been shown to have a higher explanatory power on 

economic growth. This data however is difficult to acquire and even more so for 

less developed countries (Barro 2006).  As such, the expected years of schooling 

will be the measurement used in this regression as it still holds a certain degree of 

explanatory power, although weak.  

Population Growth 

The sign of population growth is expected to be negative, as an increase in 

population will lower the GDP per capita, holding everything else constant (Weil 

2009, p.84). The value is the annual population growth expressed as a 

percentage, averaged from 2002 to 2010 and it includes all residents regardless of 

nationality or legal status, with the exception of refugees and asylum seekers. 

Internet users per 100 people 

The Internet users are the people with access to the worldwide network, 

calculated per 100 people. The sign is expected to be positive, as more people 

with access to the internet implies a higher technological standard of a country, 

which highly correlates with economic growth and development (Weil 2009, 

p.276).  
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Corruption 

The corruption value is taken from the Corruption Perception Index developed by 

Transparency International. They define corruption as the maltreatment of power 

invested in a person who uses it for personal gain and the index ranks countries 

based on the perception of corruption in the public sector. The countries are 

ranked with a value from 1 to 10, 10 being free from corruption. The value is 

expected to be positive, as corruption has a negative effect on economic growth 

through weakening the institutional structure and lowering the interpersonal trust 

(Weil 2009, p.356). Corruption in this regression is expected to reflect the 

existence of interpersonal trust in a country, as the two variables are strongly 

correlated (Rothstein and Stolle, 2005). This relationship can be seen in Figure 

6.1 in Appendix 3. 

Life Expectancy 

Life expectancy is empirically supported to have a positive effect on economic 

growth. It is a value of the expected numbers of years that a newborn infant will 

live, assuming patterns of mortality will not change during the lifetime of the 

infant. The value is given as total amount of years and the expected outcome 

should be positive, as a longer life expectancy implies a good health which 

enables a large labour force and consequently a higher level of production, 

holding all other factors constant. Acemoglu and Johnson (2007) have found that 

life expectancy has no big positive effect on GDP, but that the initial effect in 

fact can be negative. As such, this variable is included mostly to avoid bias from 

omitting a variable, as life expectancy does affect economic growth through 

factors such as population change, available technology to improve health and 

increased available labour (Weil 2009, p.159). 

Rule of Law 

The Rule of Law-variable is expected to have a positive sign due to the 

empirically proven fact that a well-maintained Rule of Law has a positive effect 

on economic growth (Weil 2009, p.346).  The value is retrieved from the World 

Government Indicator Index that measures six dimensions of governance of 
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which the Rule of Law is one. The variable measures factors such as the quality 

of contract enforcement, property rights, the police, the courts and the likelihood 

of crime and violence. In order to overcome the problem of scaling-differences 

between countries and surveys, the value is rescaled through assuming a 

normally distributed random variable with a mean of zero and variance of 1. The 

values run between -2,5 to 2,5 where the lower score indicates a poorer 

maintenance of Rule of Law (Kaufmann, Kraay and Mastrutzzi 2010). 

6.3 Regression analysis 

Table 6.4 Regression Results 
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Descriptive Statistics and a Correlation Matrix for all variables are placed in 

Appendix 2 (Table 6.2 and 6.3). The Regression results are shown in Table 6.4 

above. 

From the result it is evident that democracy does not seem to have a significant 

effect on economic growth. This is consistent with the scatter plot in Appendix 3 

(Figure 6.2), where the relationship seems rather irregular. Democracy exhibits 

significance at a 10% level in model 1, but this regression is incomplete and not a 

good fit, which is shown by the low adjusted R-square and high p-value. The 

only estimated coefficient that shows constant significance in all four models is 

the initial GDP per capita, with as high as a 1% significance, which implies that 

the conditional convergence theory is supported. Foreign direct investment 

proves significant in model 2 at a 10% level. The loss of significance in the 

remaining models 3-4 where corruption is included seems consistent with 

empirical findings of the correlating relationship between corruption and foreign 

direct investment in cross-sectional studies (Figure 6.3 in Appendix 3). A high 

level of corruption implies a low level of foreign direct investment (Al-Sadig, 

2009).  

The Internet User-estimate proves significant at a 5% level in model 2 and 3. 

This supports exogenous and endogenous growth theories as the estimate, 

representative of technological progress, enacts significant and increasing for 

economic growth. The variable looses significance in model 4 which implies a 

correlation with Rule of Law. This supports the importance of institutional 

settings for the emergence of technological progress and economic growth 

(Acemoglu and Robinson 2012). 

Regarding the estimate of education, the effect is significant at a 10% level in 

model 2, when corruption is excluded. It is necessary to highlight that the data of 

education is set as years of schooling and does not measure qualitative education 

which has been shown to have a much more significant effect on growth. Hence, 

the variable might not show any significance due to this shortcoming in the data. 

The estimate is positive however, which is in accordance with Schumpeterian 
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growth-theory that increased education increases technological progress and 

allows for growth (Carlin and Soskice 2006, p.542).    

As the adjusted R-square-value tends to be low in cross-country empirical 

studies, the overall fit in the models is considerably good, with the highest level 

in model 4. This model however shows an unexpected sign on corruption, 

implying that more corruption is positive for economic growth. This contradicts 

previous empirical findings that corruption hampers economic growth. The result 

thus implies that the Rule of Law strongly correlates with corruption, which 

seems likely since a poor managing of Rule of Law implies a high level of 

corruption (Rothstein and Stolle, 2002). The correlation can be observed in 

Figure 6.4 in Appendix 3. 

Generally, the signs of the estimated coefficients in the regression are consistent 

with theories and previous empirical findings. Population growth and the amount 

of internet users exhibit the expected effect predicted by growth models. The 

absence of significance for most of the coefficients is likely to be the cause of 

multicollinearity. This is supported by the fact that democracy proves significant 

in model 1, but drastically decreases in impact and significance in model 2. In the 

Correlation Matrix in Appendix 2 (Table 6.3), democracy is positively correlated 

with all estimates except FDI and a negative correlation with population growth. 

This is strongly supported by research and also by the fact that determinants of 

economic growth are particularly difficult to establish. Due to this, the model 

likely contains bias from omitted variables since effects on economic growth are 

practically unlimited. Generally however, the results are overall corresponding to 

general economic theories and economic models and the p-value is significantly 

different from zero, implying that the regression is a good overall fit.  
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7. FINDINGS 

7.1 Concluding Observations 

The finding that democracy does not seem to have a significant effect on 

economic growth is in accordance with Barro’s results (1996b) that the effect of 

democracy on growth is theoretically inconclusive. Since democracy however is 

shown to have a positive effect on prosperity (Barro 1996a), it implies that the 

effect could be indirect. Hence, it seems valuable to highlight that democracy per 

definition might not be affecting growth directly, but the type of institution that a 

well-functioning democracy represents does seem to have an effect on growth. 

Factors representative of a functioning democracy include a good maintenance of 

Rule of Law, a low level of corruption, high interpersonal trust and well-

protected rights (Barro 1996b). The possible indirect affect of democracy on 

growth is in accordance with Robinson and Acemoglu (2012) who stress the 

importance of institutions and the effectiveness of inclusive institutions in 

particular. The indirect effect is further strengthened by the finding that 

corruption hampers growth, which implies that the institutional setup is flawed 

and as a result the social capital is likely to be low (Rothstein and Stolle 2002, 

2005). The importance of price signals is relevant to highlight here, since 

efficiency and good resource allocation will be difficult to bring about if there is 

a narrow distribution of power or power restricted to one authority (Hayek 1945). 

A low economic efficiency implies high transaction costs through factors such as 

inefficient use of knowledge (Hayek 1945) and a low level of social capital (Weil 

2009, p.468).  

The importance of the institutional setup is strengthened by the Schumpeterian 

growth model, which illustrates that technological progress will be unlikely to 

arouse without successful innovation. Innovation in turn thrives when rights are 

well-protected and patents existent, which are factors dependent on the 

institutional plan and structure, and the existence of economic freedom.  
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The inconclusive effect of democracy on growth is possibly affected by the fact 

that a good institutional setup that induces innovation is not specific for a 

democracy (Barro 1996b). Furthermore, an increase in political rights is 

stimulating for growth, while additionally expanding rights when they are 

already existent is negative for growth (Barro 1996a). This could be interpreted 

as the inefficiency that a democracy could bring about, since too much 

interference in the market might impede the use of knowledge (Hayek 1945). In 

addition, the effect of democracy on economic growth might be casual, as 

suggested in a lot of literature (Weil 2009, p.358).   

This thesis is unique in its collection and presentation of previous studies and 

references used. The answer to the problem statement is inconclusive however, 

and as such the result simply confirms conclusions drawn in previous studies.  
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Appendix 1: Averaged yearly values 2002-2010 

Table 1.1 Countries in Africa 

Country 

Average 
GDP 

Growth (% 

of GDP)  

FDI (% of 
GDP) 

Life 
Expectancy 

At Birth 

(years) 

Population 
Growth (% 

of GDP) 

Internet 
Users per 
100 people 

Algeria 2,34 1,4 71,9 1,5 7,22 
Benin 0,76 1,84 54,2 3,06 1,63 

Botswana 2,88 6,82 51,2 1,31 4,59 
Cameroon 0,93 1,54 49,9 2,23 2,17 
Central 
African 
Republic 

-0,65 2,72 45,2 1,73 0,73 

Chad 5,23 10,61 48,4 3,07 0,78 
Côte d'Ivoire -0,45 1,8 52,3 1,73 1,49 
Egypt 3,12 4,35 71,8 1,82 13,5 
Gabon 0,25 2,09 60,6 1,95 4,87 
Ghana 3,5 3,43 61,6 2,41 3,49 
Guinea-
Bissau 

-0,57 1,55 46,4 2,01 1,94 

Kenya 1,5 0,59 53,9 2,59 7,82 
Madagascar -0,52 6,02 64,5 2,98 0,9 
Malawi 2,81 2,57 50 2,85 0,74 

Mauritius 3,17 2,22 72,5 0,73 18,1 
Morocco 3,53 2,51 70,7 1,03 21,9 

Niger 0,67 5,12 52,1 3,51 0,41 
Nigeria 4,29 3,52 49,5 2,48 10,1 
Senegal 1,25 1,79 57,7 2,53 7,41 
Tanzania 4,12 3,02 54,2 2,78 5,45 
Togo 0,64 2,35 55,6 2,24 4,35 

Tunisia 3,48 3,97 73,8 0,96 17,4 

Uganda 4,21 4,66 50,8 3,23 4,41 

Table 1.2 Countries in Asia 

Country 

Average 
GDP 

Growth (% 
of GDP)  

FDI (% of 

GDP) 

Life 
Expectancy 

At Birth 
(years) 

Population 
Growth (% 

of GDP) 

Internet 
Users per 

100 people 

Bangladesh 4,49 0,87 67,2 1,33 1,43 
China 10,1 3,64 72,4 0,57 15,5 
India 6,37 1,7 63,7 1,49 3,48 

Indonesia 4,18 1,23 67,5 1,15 5,31 
Malaysia 3,14 3,15 73,2 1,89 48,2 
Nepal 1,71 5,8 66,1 2,02 1,79 
Philippines 3,06 1,37 67,7 1,85 7,97 
Sri Lanka 4,81 1,33 74 1,08 4,3 
Thailand 3,7 3,05 73,3 0,87 15,5 

Turkey 3,68 1,81 72,3 1,33 23,5 
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Table 1.3 Countries in Europe 

Country 

Average 

GDP 
Growth (% 

of GDP)  

FDI (% of 
GDP) 

Life 

Expectancy 
At Birth 
(years) 

Population 

Growth (% 
of GDP) 

Internet 

Users per 
100 people 

Albania 4,57 5,38 76,2 0,45 16,1 
Croatia 2,68 5,18 75,6 -0,1 39 
Latvia 4,21 4,09 71,8 -0,6 50,4 

Lithuania 5,05 3,44 71,9 -0,6 42,5 
Poland 4,24 3,53 75,2 0 42,8 

Russia 5,21 2,76 66,7 -0,3 20,4 

Ukraine 4,73 4,8 68,5 -0,7 13,7 

 

Table 1.4 Countries in The Americas 

Country 

Average 
GDP 

Growth (% 
of GDP)  

FDI (% of 

GDP) 

Life 
Expectancy 

At Birth 
(years) 

Population 
Growth (% 

of GDP) 

Internet 
Users per 

100 people 

Argentina 4,63 2,25 74,9 0,89 22,4 

Bolivia 2,28 2,57 65 1,76 8,68 
Brazil 2,74 2,28 71,9 1,08 26,1 
Chile 2,73 6,62 78,3 1,03 33,2 
Colombia 2,8 3,53 72,5 1,51 17,9 
Costa Rica 2,9 5,02 78,7 1,69 26,6 

Dominican Republic 4,24 3,87 72,3 1,43 17,3 
Ecuador 2,91 1,55 74,8 1,58 12,2 
El Salvador 1,51 1,14 70,9 0,41 6,83 
Guatemala 0,92 1,56 69,8 2,48 6,74 
Honduras 2,18 5,55 71,7 2 7,47 

Jamaica 0,52 6,08 71,8 0,41 16,7 
Mexico 0,77 2,63 75,7 1,25 19,5 

Nicaragua 2,14 6,37 72,3 1,3 4,2 
Paraguay 2,39 1,16 71,4 1,87 9,71 
Peru 5,12 3,88 72,7 1,15 21,5 
Uruguay 3,69 4,42 75,6 0,16 28,6 

Venezuela 1,73 0,76 73,5 1,69 18,1 
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Appendix 2 

 

Table 6.2 Descriptive Statistics 

 

Table 6.3 Correlation Matrix Table  
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Appendix 3 

Figure 6.1 Interpersonal Trust and Corruption 

 
Figure 6.2 Democracy and GDP per Capita Growth 
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Figure 6.3 Corruption and Foreign Direct Investment 

 
 

Figure 6.4 Rule of Law and Corruption 

 


