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Abstract

Communism fell in Europe in 1989, making it necessary for European countries
that had been communist to transition to market-based systems and more democratic
regimes in the years following. It has been over 25 years since the fall of the Berlin
Wall, which began the reforms in post-communist countries. The purpose of this
study is to analyze how the economies of these post-communist European countries
compare to other European countries between the years of 2002 and 2007, after this
period of transition. The results suggest that post-communist countries experienced
more economic growth during the period studied. The results also indicated that less
democratic states experienced more economic growth than states that were more
democratic.

Introduction

The Berlin Wall fell in 1989. From then on into the early 1990s, Central and
Eastern European countries began making a remarkable change from communist
state-run to market-based economic systems and democracy (Hollander 1993; Seleny
2007; Lipton 2014; Kusi¢ 2010). This was an unprecedented shift—national
re-privatization had never occurred before—and these states had to undergo massive
social and economic transitions (Hollander 1993, 43). After 25 years, structural
economic reforms are now generally complete for virtually all countries (Roaf et al.
2014). It took centuries for the West to get to where they are now, and the Western
countries are the new benchmark for the post-communist states. However, some
post-communist states have experienced regime and overall political instability
following their transitions—something that other European states have not recently
experienced on the same level, and which could hold dire economic consequences for
the post-communist states.
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Ukraine is one state that has experienced turmoil following its post-communist
transition. Ukraine’s privatization was more gradual than that of other states; a
small group of elite rulers came to dominate politics, and the country experienced
controversies with elections and the murder of a journalist who had been linked to
President Leonid Kuchma. All of this led to political uprising in the country between
2004 and 2005, with “anywhere from one hundred thousand to upwards of a million”
demonstrators flooding Kyiv (Hale 2005, 154). Civilians were not the only ones to join
in the uprising— police and military forces came to join the crowds as well. Ukraine’s
post-communist transition was a remarkably rocky one with very little political
stability.

The Balkans also experienced much instability after the breakdown of communism
in the region. Stan (2012) found that beginning in 1997, “political disruption,
corruption, states institutions collapsing and starvation caused by the failures” of
the transition government hit Albania (153). The Balkan region as a whole also
experienced extreme tensions between ethnicities, some of which has even resulted in
armed conflict and threatening government authority (2012). Albania and the Balkan
region as a whole present additional examples of post-communist political instability.

Given that political stability is favorable for economic growth, there may be
concerns that post-communist states are not performing well economically, as there has
been political turmoil following the transition, such as in Ukraine and the Balkans (Hall
and Nishikawa 2014). The purpose of this research is to examine how the economies of
European post-communist countries compare to those that had never been communist
between the years of 2002 and 2007.

Literature Review

According to public choice theory, private ownership is more efficient (Nellis
1994). It has indeed been found that private firms generally have better performance
outcomes than public ones (Nellis 1994). This should mean that countries transitioning
from state-controlled economies should see greater economic outcomes following
privatization. However, according to Nellis, the problem is that some post-communist
countries have not made full reforms or have reverted, leading to outcomes that are
not as progressive as they otherwise would be (1994). Hashi and Xhillari found that
privatization in Albania was not implemented well, and it did not lead to as much
economic improvement as expected (1999). Post-communist privatization also led to
issues in Montenegro—Koman et al. found that many firms had been asset-stripped
during the transition and ended up disappearing (2015). Similarly, Crivelli’s 2013
study showed that privatization actually had a negative fiscal impact in transitioning
countries. On the contrary, Gugler, Ivanova, and Zechner found that privatization had
positive effects on the post-communist economies —the private sector was found to
perform better than the state-run sector (2014).

In 1993, Hollander argued that the transition from communism led to some
severe economic problems or even “chaos” due to the massive transformations and
economic restructuring that had to take place (51). However, Hollander’s article was
written just a few years after the fall of communism. The International Monetary Fund
(IMF) did find that all of the countries experienced recessions at the beginning of the
transition (Roaf et al. 2014). However, these recessions seem to be the transformational
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recessions caused by the transition to the market economy as identified by da Rocha
(da Rocha 2015). Other literature shows that some countries have experienced

extreme economic progress in their relatively short post-communist periods, even after
experiencing initial economic hardship. Bulgaria and Romania were two of the hardest
hit countries, but, along with others, they were able to join the European Union (Seleny
2007). Seleny argues that many post-communist countries, particularly those that have
joined the European Union, have transitioned remarkably quickly and successfully
(2007).

Some literature shows that post-communist transition countries still face issues with
democracy. Informal practices that were common during communism, such as bribery
and other forms of corruption, are still in existence in transition countries today (Seleny
2007; Roaf et al. 2014; Blagojevi¢ and Damijan 2012). Seleny found that movements
to remove this corruption in Poland actually seemed to centralize government and that
some states, such as Slovakia, have still leaned toward more authoritarian systems
(2007). Peev and Mueller also note that “several former members of the Soviet
Union have either not adopted democratic institutions at all, or quickly reverted to
some form of authoritarian rule after a brief interlude of democracy” (2012, 371).
Similarly, Freedom House discovered that the majority of the former Soviet Union is
under authoritarian rule (2007). Literature shows that more democracy is a significant
influence on economic growth and that democratic countries with minimum corruption
experience faster economic growth (Peev and Mueller 2012; Zajenkowski, Stolarski,
and Meisenberg 2013).

Some scholars believe that foreign direct investment is an important factor for
creating economic growth and development in post-communist countries (Curwin and
Mahutga 2014; Soulsby and Clark 1996). The influence of foreign direct investment
is debated, however, as the findings of Curwin and Mahutga show that there is not a
positive relationship between foreign direct investment and economic growth (2014).

Natural resources are also shown to have an impact on economic growth. Upreti
argues that “a country rich in natural resources can benefit from the production and sale
of such wealth” (2015, 39). However, other poor countries have fallen into a “resource
trap” if they have an abundance of natural resources (Upreti 2015, 40). This trap leads
states to invest a majority of capital, both human and physical, in the production and
sale of natural resources, which in turn diminishes other industries. Exchange rates also
rise with the export of natural resources, making their other exports more costly (Upreti
2015). The impact that natural resources have on economic growth can therefore be
debated, as an abundance of resources can both be beneficial or harmful to a state.

Hypotheses

Post-communist states in Europe underwent massive economic reforms and
experienced transformational recessions, both of which would seem to set
post-communist states back further in terms of economic growth, especially when
compared to other states in Europe. Post-communist states overall also have lower
levels of democracy —and democracy generally correlates with economic growth.
Decades have now passed since the beginning of the transition from communism in
Europe. This period of time should allow for the strengthening of transition economies.
Given all of these elements post-communist transition states should have slightly lower
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rates of economic growth than those that had never been communist. It is also expected
that countries that are more democratic should experience more economic growth.
Based on the literature, hypotheses were formulated about the expected economic
growth of European post-communist transition states in relation to the growth of
others. The possibility that there may not be a relationship between post-communist
status and economic growth was taken into account in the first hypothesis. Specifically,
it is expected that:
1. Post-communist transition states will not have lower rates of economic growth
than states that had never been communist.
2. Post-communist transition states will have slightly lower rates of economic
growth than states that had never been communist.

Methods

The purpose of this research is to compare the economies of post-communist
states in Europe to the economies of others in Europe following a period of transition.
The control variables are foreign direct investment, level of freedom as a measure of
democracy, and fotal natural resource rent as a percent of GDP.

The measure of economic comparison that will be used for the dependent variable
is the growth in GDP per capita in current US dollars. The growth was calculated
between the years 2002 and 2007. This time period was chosen since it allows for an
initial transition period for the post-communist states following the shift away from
communism in Europe that began in 1989. This is also the ideal period to assess since
it falls between the burst of the dot-com bubble and ensuing recession in the early
2000s, and the recession that began in 2007. The growth was calculated by subtracting
the GDP per capita in 2002 from the GDP per capita in 2007, and dividing that amount
by the GDP per capita in 2002. This value was multiplied by 100 for interpretation
purposes. The data on GDP per capita was retrieved from the World Bank’s World
Development Indicators databank and was collected by the World Bank and the OECD.
The mean growth in GDP per capita is 125.61%. The standard deviation is 60.477.

The primary independent variable for analysis is whether a state is or is not
post-communist. This data was retrieved from the IMF’s special report on regional
economic issues, titled “25 Years of Transition: Post-Communist Europe and the
IMF” and published in 2014. This report was put together by James Roaf, Ruben
Atoyan, Bikas Joshi, Krzysztof Krogulski, and an IMF staff team. The variable for
whether a country is post-communist is coded as 1, and 0 for countries that have never
been communist. Out of the 33 countries included in the analysis, 16 had never been
communist and 17 are post-communist. Of the countries included in the sample, 52%
are post-communist. Table 1 shows the countries included in the analysis and their
relationship with communism.
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Table 1. Countries included in sample.

Post-Communist (1) Not Post-Communist (0)
Albania Austria
Bosnia and Herzegovina Cyprus
Bulgaria Denmark
Croatia Finland
Czech Republic France
Estonia Greece
Hungary Iceland
Latvia Ireland
Macedonia Italy
Moldova Netherlands
Poland Norway
Romania Portugal
Russia Spain
Serbia Sweden
Slovakia Switzerland
Slovenia United Kingdom
Ukraine

A control variable that is included in the analysis is how free the state is. It is used
as a measure of democracy since “freedom is possible only in democratic political
environments where governments are accountable to their own people” (“About Us™).
The literature demonstrated that democracy is a significant influence on economic
growth, making it an important variable to include in the analysis. The data on freedom
was retrieved from Freedom House’s “Freedom in the World 2007” survey, which
assesses democracy and political freedom in terms of political rights and civil liberties.
This freedom variable is coded from 1 to 7, with 1 meaning that a country is totally
free and 7 meaning not free at all. The mean level of freedom is 1.58, and the standard
deviation is 1.039.

Net inflow of foreign direct investment is also included as a control variable. Some
scholars argue that foreign investment increases economic growth; some believe
that foreign investment leads to dependence that ultimately slows economic growth
(Curwin and Mahutga 2014). Including foreign direct investment inflow in the
analysis will offer some evidence for one school of thought or the other. Foreign direct
investment net inflow is measured in current US dollars. This data collected is from
the year 2002. It was retrieved from the World Bank’s World Development Indicators
dataset and was based on balance of payments data that had been reported by the IMF.
The mean foreign direct investment net inflow is $7.61 billion; however, the median is
far less at $1.66 billion. The standard deviation of foreign direct investment net inflow
is $12.45 billion.

The last control variable that is included in the analysis is total natural resource
rent as a percent of GDP. Total natural resource rent is the sum of oil, hard and soft
coal, natural gas, mineral, and forest rents. This variable was included in the analysis
as abundance of natural resources can either benefit, or harm, states’ economies
(Upreti 2015). This data was from 2007. It was retrieved from the World Bank’s World
Development Indicators dataset and was based on sources and methods described in
“The Changing Wealth of Nations: Measuring Sustainable Development in the New
Millennium” (World Bank 2011). The mean total natural resource rent as a percent of
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GDP was 3.103%; however, the median is lower, at 1.3%. The standard deviation is
5.98386%.

The test that will be used to analyze the data is a linear multivariate regression.
This test was chosen for the analysis since the dependent variable, growth in
GDP per capita, is continuous, and there are multiple independent variables. The
linear regression will allow for controlling and comparing the possible competing
explanations for economic growth—whether or not the country is post-communist,
level of freedom, foreign direct investment inflow, and total natural resource rent as a
percentage of GDP.

Regression equation
GDP per capita growth = a + b, *post-communist status + b,*level of freedom +
bs*foreign direct investment inflow +
b, *total natural resource rent as a percent of GDP + error

Data Analysis
Table 2. Post-communist status influencing growth of GDP per capita.

Unstandardized Standardized Coefficients

Coefficients
Post-communist status 66.831%** 0.561
(17.949)
Foreign direct investment -1.130E-10 -0.023
net inflow (0.000)
Level of freedom 6.190 0.106
(10.280)
Total natural resource rent 3.216* 0.318
as a percent of GDP (1.573)
Constant 72.313
(16.122)
N=33 Adjusted R-Square = .576

Cells report coefficient of a logistic regression, with standard errors in parentheses.
¥k p<.001 **p<0.0l *p<0.05

The linear regression reveals that there is a statistically significant relationship
between economic growth and post-communist status. A state being post-communist
corresponds with 66.831% growth in GDP per capita, controlling for foreign direct
investment inflow, level of freedom, and total natural resource rent as a percentage of
GDP. Post-communist countries actually experienced more economic growth between
2002 and 2007 than countries that had not been communist. However, this does not
support the hypothesis that post-communist countries would have slightly lower growth
rates than countries that had not been communist.

There is also a significant relationship between total natural resource rent as a
percentage of GDP and economic growth. A 1% increase in fotal natural resource rent
corresponds with a 3.216% change in GDP per capita, controlling for whether or not
the country had been communist, level of freedom, and foreign direct investment inflow.
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There is no significant relationship between freedom and economic growth, most
likely due to the small sample size and little variation among the sample. As the
freedom variable is coded from 1 to 7, with 7 symbolizing the least amount of freedom,
less free states actually experienced more economic growth between 2002 and 2007
than more free states did, which was unexpected. With the small sample size and little
variation among the sample, it is hard to be significant. There is also no significant
relationship between foreign direct investment inflow and economic growth.

Discussion

The results of the multivariate linear regression show that between 2002 and 2007
the European post-communist countries were actually experiencing more economic
growth than countries that had never been communist. As previously stated, this does
not support the hypothesis that the growth rate of post-communist countries would be
slightly lower than that of countries that had never been communist. This is most likely
because post-communist states had more room to grow in their economies than states
that had never been communist. Presumably, this would mean that post-communist
economies are beginning to reach where the economies of states that had never been
communist are at, which is important as many may be moving out of the “developing”
world and into the “developed” world. This seems to be in accordance with the
literature showing that many of the transition states are beginning to join organizations
like the European Union, which is seen as an indicator of progress.

The results of the regression show that the less free European states were actually
experiencing more economic growth between 2002 and 2007. This makes sense
since the literature shows that many of the post-communist states leaned toward less
democratic, more authoritarian regimes, and the post-communist states experienced
more economic growth than the other European states. It is intriguing, however,
because many scholars argue that democracy should promote economic growth. Based
on the analysis, this does not seem to be the case in Europe between 2002 and 2007.
One possible explanation for this could be that the less democratic countries have a
higher level of integration with the Russian economy. This could be a direction for
further research.

It is interesting that there was no relationship between foreign direct investment
inflow and growth of GDP per capita. As previously stated, some scholars argue
that foreign investment increases economic growth. Based on this study’s analysis,
this does not seem to be the case. The countries that received the most foreign direct
investment, including France, Spain, Ireland, and the United Kingdom, are among
those that experienced the least amount of economic growth. Oddly, the four countries
that received the most foreign direct investment are also countries that had not been
in transition. Some scholars argue that foreign investment leads to dependence,
which slows economic growth, so this could certainly be why there is no significant
relationship between foreign investment and GDP per capita growth. Since there is still
much debate, foreign direct investment influence on economic growth would be an area
for further research.

One limitation to this analysis is the low sample size, which does not allow for
more independent variables to be added into the equation. With the variables included
in the study, 57.6% of the variation in GDP per capita change was able to be explained,
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which is fairly good explanatory power. However, if more independent variables were
added into the equation, perhaps the amount of variation in GDP per capita change
that can be explained would increase. The availability of data ultimately caused the
low sample size, as not all states had data available for the same variables or years.
Ideally, all European countries would have been included in the study. However, it was
necessary to work with what was available.

A caveat to the analysis relates to assumptions drawn from the multivariate
linear regression. The variance inflation factors were calculated and ensured no
multicollinearity. However, Romania is a statistical outlier as shown by Cook’s distance
(a measurement that estimates the influence of data points). This could potentially be
problematic since Romania has an influence on the analysis. Small sample sizes do
have limitations, and Romania may be an exemplification of this. However, since the
sample size was already so low, it was necessary to leave Romania in the analysis.

If more variables could be included in the analysis, it could help explain Romania’s
statistical difference. Unfortunately, with the small sample size, not every possible
explanation could be captured.

In checking for omitted variable bias with the error term plot, there does seem to
be a slight pattern (as seen in figure 1). Unfortunately, as previously stated, no more
independent variables can be added into the analysis as data availability limited the
number of countries that could be included in the study.

Figure 1. Checking for omitted variable bias.
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The multivariate linear regression worked well for the research question in
examining how post-communist states compare with states that had never been
post-communist in economic growth. The regression allowed for controlling and
comparing other factors in GDP per capita growth. It would be interesting to do a
time-series analysis to see at what point in the transition period the post-communist
states began experiencing more economic growth than those that had never been
communist. This would be a great direction for further research.
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Conclusion

Between 2002 and 2007, a period with no severe recessions, post-communist
transition states were experiencing more economic growth than other European states
that had never been communist. Certainly some states need to continue economic
reforms; however, with many post-communist countries joining the European Union
it seems that the situation of the transition states is improving. Decades following the
fall of communism in Europe, these transition countries are experiencing remarkable
economic growth, which is beginning to put them on the same playing field as the rest
of Europe.
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