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Abstract
Master thesis analyses the institutional framework in twelve transition economies
(Baltic republics, Bulgaria, the Czech Republic, Hungary, Poland, Romania, and the
Slovak Republic as new EU member states, plus Belarus, Russian Federation and
Ukraine) on the Worldwide Governance Indicators (WGI) data from 1998 to 2008. The
results show good position of new EU member states (except for Bulgaria and
Romania) in four indicators, namely Voice and Accountability, Political Stability,
Government Effectiveness and Regulatory Quality. In our terminology, it can be viewed
as completed second stage of transition. On the other side, all countries have insufficient
position in case of Rule of Law and Control of Corruption indicators, or in other words
still ongoing third stage of transition.
Panel data analysis suggests similar conclusions, moreover the relevance of institutional
quality on economic growth become less significant over time, which can be translated
as overall quality of institutional framework become sufficiently high for properly
working market economy.
However, our analysis shows the stagnation of institutional framework in all countries,
where over last decade only little improvement was made and business environment in
the Czech Republic, Poland, Russian Federation and Ukraine is very rigid mainly in the
most problematic fields. This shows persistent relevance of strong interest groups and
path dependency as by product of centrally planned economy and little experience with
market economy in the beginning of transition process.
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Internal and external institutions, economic growth development, transition economies,
business environment, interest groups, development of institutional quality.
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Abstrakt
Diplomová práce zkoumá institucionální prostředí ve dvanácti vybraných tranzitivních
ekonomikách (Baltské státy, Bulharsko, Česká republika, Maďarsko, Polsko,
Rumunsko, Slovenská republika jako nové členské státy EU, a navíc v Bělorusku,
Ruské federaci a Ukrajině) na základě dat Světových vládních ukazatelů (WGI)
v období od 1998 do 2008. Ukazuje se celkově dobrá pozice všech nových členských
zemích (kromě Bulharska a Rumunska, které zaostávají) ve čtyřech dimenzích
institucionální kvality, konkrétně v kvalitě demokracie, politické stabilitě, vládní
efektivitě a regulační kvalitě. Přesto je zřejmé zaostávání hlavně v ukazatelích právního
řádu a kontrole korupce, i po dvaceti letech od počátku transformace. Zároveň je velký
rozdíl mezi členskými zeměmi EU a trojicí států Bělorusko, Ruská federace a Ukrajina.
Důvody se dají přisuzovat externím (požadavky před vstupem do EU, otevřenost trhu,
konkurence) a interním tlakům.
Panelová analýza dat poukazuje na stejné závěry, tedy důležitost právního řádu a
kontroly korupce pro ekonomický růst, a také postupný pokles významu institucí, a to
pravděpodobně z důvodu dostačující kvality institucionálního prostředí pro správné
fungování tržní ekonomiky.
Analýza,

kromě

kladných

stránek,

také

poukazuje

na

celkovou

strnulost

institucionálního rámce, kde vývoj se pohnul jenom minimálně v průběhu desetiletí.
Navíc analýza podnikatelského prostředí poukazuje na neschopnost hlavně České
republiky, Polska, Ruské federace a Ukrajiny zreformovat nejproblematičtější sféry
podnikání. Důvod je shledán v podcenění významu zájmových skupin na začátku
transformačního procesu a dědictví komunismu (zvyky, morálka atd.).

Klíčová slova
Interní a externí instituce, vývoj teorii ekonomického růstu, tranzitivní ekonomiky,
podnikatelské prostředí, zájmové skupiny, vývoj institucionální kvality.
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Introduction
One of the most unique process started in the beginning of 1990s; economical,
political and social transformation from centrally planned economic systems towards
market economy in post-Soviet and Warsaw Pact countries. After tremendous start in
Central European countries and Baltic republics, in connection with massive
privatisation, reforms of external institutions, stabilisation, price liberalisation etc.,
many thought that the end of transformation process is near. However, recent evolution
and problems of strong interest groups, path dependency, and inexperience with market
economy, slow development, and interaction between external and internal institutions
show that such process has no simple solution.
Initially, the neoclassical concept is applied by assuming individually
maximising economic agent within given institutional framework, where rules and order
do not play central role. This institutional “illiteracy” and underestimation of institutions
with above-mentioned problems significantly changes economic situation, and desirable
impact of transformation strategy (liberalisation, stabilisation, and privatisation).
Recently many economic theories emerge that put the analysis of institutions and
their interaction with economic agents in economic and political markets. Such theories
aim to cover the above-mentioned shortcomings of mainstream economy and restore the
view of economy as a complex scientific discipline, which is closely related to other
social sciences. In this thesis, the basis of the analysis lies in new institutional economy,
because it provides suitable theoretical framework that enables us to analyse and explain
the rules of market processes in transition economies.
The basic assumption of the effective contractual relations on economic and
political markets is well-defined institutions given ex-ante; such institutions (rules of the
game) are based on efficient, and enforceable rules that are known by the economic
agents beforehand, are exogenous and unchangeable during the game (Kouba, 2001, p.
61). However, this principle is broken several times during transition process in
emerging markets and together with poor enforceability of rules the “fertile” ground for
rent-seeking, moral hazard and other problematic activities arises and market becomes
the domain of strong interest groups that influence the government (capture the state)
and bind the institutional framework.
The aim of this thesis is to show current development in Central and East Europe
emerging economies and question whether above-mentioned problems are still relevant
-3-
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even after more than 20 years of transition process. If we can observe any significant
changes in recent development of institutional quality in selected emerging markets and
whether the inappropriate institutional development, especially in the realm of internal
rules and rule enforcement is still present. Selected countries are Bulgaria, the Czech
Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, and the Slovak
Republic as new EU member states and previously Soviet Union or Warsaw pact
members; in addition Belarus, Russian Federation and Ukraine are added. These
countries are regionally close to each other (Central and East Europe) while historically
they share centrally planned economy experience for more than 40 years. Other EU
member states serve as benchmark.
The thesis is divided into four chapters, where in Chapter 1 the brief introduction
of economic growth theory development is given and the main concepts are showed.
Growth is very important aspect of economy and we are interested how it is connected
to institutional framework. Moreover, chapter serves as a background for the following
analysis and gives an idea of possible problems, limitations and other issues connected
with economic growth.
In Chapter 2, the distinction between internal and external institutions is
touched, which presents more general point of view. For example, internal rules
includes good manners and ethical standards that are followed by the members of a
community, while external institutions could be the civil law or a traffic code prescribed
by a government authority. In practice, internal and external institutions interact with
each other and can be combination of both. However, as it is shown, the main issue is
the consistency between both types of institutions and in transition economies, the
internal part was underestimated greatly. In the end of the chapter, the function of
institutions is discussed.
Chapter 3 shows the reasons why transition from a centrally planned economy to
a market economy is very important event of the last century and why it is still ongoing
process in many countries. The neglected factors in the beginning of the transition
process are discussed and differences among the emerging markets are shown. In the
second part of the chapter, we modifies the theoretical approach from previous chapters
to fit emerging markets environment, where the main issue is fundamental uncertainty
and the solution to this problem is proposed.
Finally, Chapter 4 introduces the methodical approach of measuring institutions,
discusses the possible problems and draws the solution. In the next stage, current
-4-
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development of government indicators of World Bank Institute over last decade in
selected countries is presented. It is compared with business environment and the
reasons of such development are analysed. In the end, panel data analysis shows the
gradual shift from external institutions to internal counterpart, which is connected to the
shift between different stages of transformation process.

-5-
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1. The Role of Institutions
Human interactions depend on some sort of trust and predictability, which can
be reached by rules limiting opportunistic behaviour. We call these rules institutions1.
One can think that we are speaking about something abstract but we can observe real
per capita incomes growth and increasing living standards all over the world in the
second half of the 20th century. However, this increase is far from uniform across the
world and this fact raises a question about the reasons for such difference.2 In this
chapter, it is showed that institutions are the main reason.
Many theories of economic growth stress that growth is a complex phenomenon
(Acemoglu et al., 2001; Barro, 1997; Romer, 1986). Neoclassical growth theory shows
only some approximate conditions of growth, such as capital accumulation and
technical change. However, to explain why people do such activities as saving and
investing capital, learning and acquiring knowledge, we need to identify and analyse
different value systems and institutions. It is obvious that there are several barriers to
growth and specific institutions can help people more than the others to cope with
existing problems.
The mainstream neoclassical economics treats institutions as an exogenous
feature and assumes that economic agents are perfectly adjusted to them. This point of
view is given by the idea that “external elements” do not change the inherent structure
of observed phenomena and thus it does not matter to the analysis. However, standard
assumptions that people interact without frictions and costs (zero “transaction costs”3)
affects the scale and the structure of problems.
Several institutions can reduce these costs and frictions on the market or
generally of coordinating human actions, but at the same time can have undesirable

1

In this thesis, institutions are defined as man-made rules which constrain possible arbitrary and
opportunistic behaviour in human interactions.
2
For instance, between the fast growth in East Asia and the slow growth or even decline in Africa and the
former Socialist countries.
3
The group of costs which arise: when people want to ensure that no one else makes unauthorised use of
their property (for example expenses for locks, night watchmen, police, share registries and patent
protection etc.); when individuals interact with others to combine the property rights owned by them;
when people use markets to exchange property rights (costs of searching for information, contracting,
monitoring and enforcing the fulfilment of contracts); when people try to combine their own resources
with those owned by others within an organisation (for example business firm) to pursue shared interest
(costs of setting up organisation, communicating, planning, negotiating etc.); when private individuals
and organisations are subject to the public law provisions of government (for example, when people need
to spend resources on preparing tax declarations etc.); and when the resource of running government
bodies is needed (the costs of monitoring the processes outside and inside the government).
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effects. Therefore, they are the key to understanding human interaction. From practical
point of view, standard neoclassical mainstream economics in recent years failed to
fully explain or predict real-world structural changes and phenomena. The main reason
for such a mistake is the exclusion of institutions from their models and ignoring the
essence for their existence. We do not need a long time to find some examples in our
history. The simplification of the growth process in neoclassical mainstream leaded to
policy advice in emerging markets and those economic advisers often made the habitual
assumption that institutions do not matter.
However, in reality many imported concepts from developed countries had
different results in emerging markets where in some countries rules adapted well while
in others were totally wrong and misplaced. The reason for that was the degree of
affinity between indigenous and imported institutions. Rodrik (2007, pp. 53-54) says:
“A key idea is that institutional arrangements that prove successful in one country create
both positive and negative spillovers for other countries. On the positive side, countries
whose underlying conditions are sufficiently similar to those of the successful “leaders”
can imitate the arrangements prevailing there and forgo the costs of experimentation.
This is one interpretation of the relative success that transition economies in the
immediate vicinity of the European Union have experienced. Countries such as Poland,
the Czech Republic, or the Baltic republics share a similar historical trajectory with the
rest of Europe, have previous experience with capitalist market institutions, and
envisaged full EU membership within a reasonable period. […] Institutional copycatting
may have been useful for Poland, but it is much less clear that it was relevant or
practical for Ukraine or Kyrgyzstan.”
All this leads to the idea that adequate institutional framework in not given and it
is something worth analysing. As Olson noticed, that western economists are trained in
a tradition that is ill-prepared to diagnose why sustained growth does not materialise
and in his paper gives a possible solution to this situation (Olson, 1996). The most
crucial test for neoclassical economists came in the end of 1980s and beginning of
1990s, when the former Soviet Union stagnated and finally collapsed. Contemporary
economists failed to predict this key event and have problem to give right advices
because of institutional “blindness”. After all, the great structural change caused by the
demise of socialism opens the space and makes an impulse to establish such
fundamental institutions as private property rights, contract law, in general the rule of
law and as we can see in Chapter 4, it is the most problematic issue even after 20 years.
-7-
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Another significant part, where standard economic theory has only limited value
added, is business economics. In practice many businessmen find economic theories
insufficient, abstract and with just little relevance to the real events. Probably this is the
reason why we can observe revival in institutional economics today. The strongest
impulses come from the study of business history, sociology, the “new organisation
science” and “law and economics”. All these discipline have incorporated institutions
and institutional analysis into their models explicitly.

1.1 Aspects of Economic Growth
In this chapter, we briefly introduce the development of economic growth theory
and point out the main concepts. This serves as a background for the following chapters
and gives an idea of possible problems and limitations. Historically we can observe
specific trend of sustained growth explanation when economists discover that more and
more explanatory factors have to be drawn into the analysis to understand this complex
phenomenon.
For example in the 1940s and 1950s, economists stress on the importance of
capital for long-term growth and assume that growth depend on capital accumulation,
mainly savings and net investment. This view often implied that growth is a temporary
state and from specific point, the downfall of capitalistic system will be inevitable,
because investors will eventually run out of ideas, by assuming that growing amounts of
capital will lead to a declining in marginal productivity of capital.
Development after the war, when the tremendous growth resumed, put the focus
on capital mobilisation under the question. In the 1950s, economists centre on the
concept of a national production function, a relationship between inputs (capital, labour,
and technology) and amount of output. The basis for the role of labour and growth of
labour force is a revival of Malthusian population growth theory.
A rapid increase in labour supply is now seen as a positive factor of economic
growth compared to catastrophic population growth theory. All mentioned inputs of
production factors are assumed to have positive but decreasing returns to scale (Solow,
1988). This neoclassical approach demonstrates that the growth process can be stable in
long-term and can evolve without a decline. Economists cease from a given production
function and realised that better technology ensures better and more efficient ways of
capital and labour use which gives more output. The theory also allows changing factor
prices (increasing capital surpluses reduce capital interest rates) and introduces factor
-8-
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substitution (cheaper input can be used in greater proportions to save on expensive one).
This setting for factor substitution is possible only if technologies are set up explicitly,
because substitution requires changing technologies. Historically we can observe from
the 1960s that technical innovation became one of the main interests of researches who
tried to analyse the reasons for economic growth.
The next step in development is the important role of education and skill
acquisition or generally the “human capital” (see Becker, 1964). The main idea is that
better technical knowledge and better skills are crucial for capital productivity. Kasper
(1999, pp. 13-21) identifies them as so-called “software” of development (skills,
technical, organisational knowledge, some institutions etc.) and this software provides
better background for the “hardware” of development (labour, capital).
In the same period of 1960s, some observers start to emphasis the contribution of
natural resource to growth and propose possible exhaustion of such. Further work in this
field leads to better understanding of knowhow, technology and the optimistic
knowledge that rising prices for some natural resources would mobilise new research
how to economise on available resources or to find new ways (see Beckerman, 1974).
Nowadays, we can observe similar situation about global warming where from one side
we have catastrophic scenario but other voices warn that human influence is
insignificant and the ambition to change global climate is a waste.
It is clear that mysterious “software” factors are the answer to many questions
but it is hard to obtain relevant data. There are still several methods how to measure
these, at first glance, “immeasurable” properties which are discussed in chapter 4. Many
quantitative analyses of economic growth (even though still based on the assumption of
a neoclassical production function and competitive markets) find that these third factors
are indeed often very important.4 To be more specific, they find that the differences
between slow- and fast-growing economies could often be explained by third factors,
but we still need precisely identify and quantify them (Barro and Sala-I-Martin, 1995,
pp. 414-461).
Nevertheless, this useful quantitative analysis evolution of long-term growth
performance does not really explain why certain societies accumulate more physical and
human capital than others do. All the above-mentioned development only offers

4

For example, half or more of the measured rise in living standards can be attributed to third factors, that
is, inputs other than labour and capital. Nice example can be found in Denison (1967).
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proximate explanations of growth and it is not possible to answer why people save,
invest, exploit natural resources, acquire skills or are unable to do so.
In the same period, another wave of economists who analyse economic growth
in industrial countries based on the structural composition of economic activity, which
changes systematically with different levels of income. In particular, if income is over
certain level, then manufacturing is the reason of growth, beyond another income level,
services tend to grow much faster compared to other activities etc. Economists also
observe that different types of industries prosper at different income levels.5 Thus,
behind the macroeconomic phenomenon of growth, there are in reality development of
microeconomic structures and the economies with a high price flexibility and good
factor mobility tend to grow faster compared to their rigid counterparts. These give
structural change as another part of the growth process (Kasper, 1982, pp. 71-96).
It was a matter of time when political processes will be identified as a reason of
rigid economic structures, both in developing and developed countries. Where in the
first case, established interest groups may be a cause and in the second case, it can be
lobbies and rent-seeking groups, both might capture political, administrative processes
and block “inappropriate” structural adjustment or changes (so-called “state capture”).
This microeconomic approach is upheld by renewed and more sophisticated
focus on the role of knowledge and entrepreneurs. In the 1970s, economic theorists
build on the work from the first half of the 20th century, mainly from economists such as
J. Schumpeter and the Austrian school of economics (Mises, Hayek), who among others
had studied the role of the entrepreneur and the importance of competition in economic
progress (Hayek, 1979). The main point is that the evolution of knowledge, technology,
and the economy is driven by risk-taking agents but under the condition of a material
incentive and if they are exposed to ongoing challenges of competition.
We need to realise that knowledge can only be exploited and multiplied if people
with special knowledge can cooperate and a better division of labour (in this respect a
better division and coordination of knowledge) is then the real source of economic
growth. This idea is not new to us, more than two centuries ago Adam Smith wrote: “It
is consequence of the division of labour which occasions, in a well-governed society,
that universal opulence which extends itself to the lowest ranks of the people” (Smith,
[1776] 2007, p. 13). The summarisation up until now is caught in Table 1.1-i.
5

For example, labour-intensive industries are growing when incomes and wages are low. On the other
hand, more capital- and skill-intensive industries are growing when incomes rise.

- 10 -
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Table 1.1-i: Central processes of growth

1940s-50s
1960s

→
→

K, L, TEC
SK, NR

1970s

→

ΔSTK

Source: Kasper (1999, p. 17), own modification.

In the mid-1970s another very significant issues are incorporated into growth
theory by long-term economic history (North, 1992). These analyses are based on
technical advances and organisational knowledge in the industrial revolution, when the
growth is crucially depended on the gradual evolution of institutions favourable to
capital accumulation and market exchange processes (civil liberties, property rights,
protection of contracts under the law, law enforcement, and limited government).
Economists demonstrate that capitalist entrepreneurs are not able to sustainably growth
if there is no trust, no civil and political liberties, as well as the favourable institutional
frameworks that backing up trust (so-called “political processes”).
Interesting example of above line is a secret of economic history why China‟s
excellent technology (especially in the Sung dynasty during 10th – 13th century), was not
converted into an industrial revolution. Analyses of economists point to the lack of
certain social, political, and legal conditions or institutions in our point of view (in
China and other Asian economies). The rulers in these large and closed economies do
not have to compete to attract entrepreneurial, unique people compared to post-medieval
Europe. After examining alternative explanations for the failure of the Chinese to start
up an industrial revolution, a team of economic historians (E. Jones, L. Frost and C.
White) came to the conclusion that:
“[members of Chinese] society could reduce transaction costs only so far, not far
enough to put the economy on a course for sustained intensive growth [...] Little was
provided [by government and rules] in the way of infrastructure or services. Notably,
there was no independent legal system, no protection for valuables carried over the
roads, no policeman to guard the standing crops [...] There were formal courts of law,
but they lacked systematic procedures involving such nuisances as real evidence.
Contracts were not enforceable [...] Business dealings tended to be face-to-face or
confined to groups with which the merchants or artisans were already affiliated for nonbusiness reasons” (cited in Kasper, 1999, p. 18). Interestingly, similar problems can be
identified in transition economies today.
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Lack of efficient institutions in Asia prevents the advantage of technical progress
and in a potentially large market. Once again, similar situation was in case of the Czech
Republic in the beginning of 1990s, where basic condition for future development were
excellent but underestimation of the role of institution resulted in stagnation afterwards.6
Olson mentioned that sustained differences in economic growth rates could not be
explained without reference to institutions.7
At this point, institutions are once again identified as crucial issue to the
coordination of economic activities or generally human interactions. To understand how
institutions are incorporated into economic system and why they have positive or
negative effects on human interaction we need to introduce uncertainty. It has
significant impact on economic and business life, which evolves within very complex,
changing network and even small changes in uncertainty may have unpredictable,
significant side-effect, which subsequently evolve into major impacts on the system.
The institutions are what can reduce such uncertainty (strengthen trust, predictable
behaviour etc.). Therefore, human interaction in the economy depends greatly on
regular patterns on which people may rely. If these patterns are disturbed by policy
interventions or unforeseen side-effects, then it is impossible to precisely plan. The
coordination requires general, abstract and adaptive rules of interaction (institutions)
and only with such rules coordination can be improve, evolve and economic efficiency
grow.
These various issues are the top priority of the neo-Austrian school, as well as
German the Ordo-liberal school and the Public-choice school, who stresses the crucial
role of institutions to entrepreneurship in discovering useful knowledge and in
managing the resources of capital, labour, raw materials, skills etc., so that new and
growing outputs are created.8 Growth is seen as a statistically measured reflection of the
economic agents‟ actions (entrepreneurs, savers, traders, consumers etc.) in obtaining
their needs.
Further empirical research points to another aspect, in particular the importance
of preferences for material betterment, as well as globally shared preferences for a few
fundamental values, such as freedom, peace, justice, security etc. Appropriate
institutions are not the only condition for growth. People also need to prefer honest

6

More reference of the Czech Republic situation in Geršl (2006) or Khamet (2008).
Olson (1996).
8
See Hayek, 1979; Eucken, [1940] 1992; Buchanan, 1991, respectively.
7
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cooperation and material progress (for example, choosing work to leisure). However,
there is a complex positive relation between fundamental values and institutions: if
institutions enable wealth creation, people are more likely to adjust their preferences
based on the experience and value more trust-enhancing institutions.
To summarise, growth is driven by entrepreneurs using knowledge in a division
of labour, but this is only possible with suitable “rules of the game”. Appropriate
institutional arrangements are needed to provide a framework to human cooperation and
interaction in markets and to improve predictability and reliance of cooperation.
Cultural customs, conventions, a shared ethical system, morals, and law provide this
framework. The result is an understanding of the growth process that connects the
macroeconomic analysis to the microeconomics of structural change, the motivation of
economic agents and institutional constraints (relationship between economic growth
and sociological factors such as preferences and value systems); this is captured in
Table 1.1-ii.
Table 1.1-ii: Conditions of economic growth

Macroeconomic observations

K, L, TEC, SK, NR
↑

Microeconomics of change

ΔSTR
↑

Micro foundations

Entrepreneurs

↔

↑
Institutional economics

Institutions

↔

Preferences
and Values

Source: Kasper (1999, p. 20), own modification.

To conclude this subchapter, the focus on the institutional aspects in the
explanation of economic growth is in some logic a rediscovery of early concept of
Scottish social philosophers David Hume and Adam Smith. We can observe that
contemporary economic growth theory is returning to the traditional complex view on
economy as a social science mainly with connection to sociology and law. Moreover,
institutions are able to strengthen the complex system of human interaction across
nations by increasing trust, predictability and serve as the essence of economic growth.

1.2 The Development of New Institutional Economics
This master thesis is about economics – the science that aims to explain how
people satisfy their wants within the scarcity of resources and how people discover new
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wants and resources – and about the fundamental role, which institutions play in
economics. However, before the discussion about emerging markets, methodological
and empirical issues, it is necessary to introduce theoretical background for the most
important terms.
As it is written above, institutions are man-made rules which constrain possible
arbitrary and opportunistic behaviour in human interactions. They are shared in a
community and are always enforced by some sort of sanction. This enforcement of rules
is very important, because institutions without sanctions are useless and only if
sanctions are applied then institutions make the human actions more predictable,
creating a certain degree of order.9
Another point is about the consistency of various related rules between each
other, because if they are consistent then it facilitates the confident cooperation between
people, so that they can take an advantage of the division of labour and human
creativity. Clear example, traffic rules (set of institutions) impose constraints on
individual drivers and their behaviour but in general allow most of people to travel more
speedily and safely; another example, the institutions that protect property rights and
their enforcement enable people to buy, sell, and grant credit to others.
As it was mentioned several times, institutions can be the cause of rise but in the
same time the downfall of community too. We assume that institutions have a great
impact on how people achieve their economic and other objectives and that normally
people prefer institutions, which enhance their freedom of choice and economic
wellbeing. However, certain types of rules may have opposite effect and therefore
overall decay of the rule system, which leads to economic and social decline. It is
therefore necessary to analyse the content and effect of institutions on choice and
prosperity as a part of institutional economics. In other words, the quality of institutions
is what matters the most and is the source of differences between countries.
One function of institutions is to support the order.10 If there is a social chaos
then social interactions are very costly and cooperation disintegrates or perishes. Adam
Smith viewed the division of labour as a major source of economic wellbeing, then in
social chaos scenario such specialisation is not possible (Smith, [1776] 2007). The focus

9

For instance, the Czech Republic and Poland are top-reformers business environment reformers among
selected countries, but in the same time, the most problematic fields of business environment remain on
the same level over last 5 years.
10
Order here is a systematic, non-random, and easy to understand pattern of actions and events.
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of the thesis is therefore on how and what institutions promote order in economic
interaction and special features or characteristic of selected emerging markets.
We assume that order improves trust and confidence, as well reduces the costs of
coordination. If order prevails then people are able to make predictions, cooperate in
better way with others and feel confident to risk innovative experiments of their own.
All this leads to better availability of relevant information about specialists with whom
economic agents can cooperate and to correctly estimate the costs and returns of such
cooperation. Consequently, more resources of knowledge are left to use and discover of
new, unique ways on the market.
Economics deals with scarcity and every decision in favour of one action implies
a rejection of alternative actions. Such decisions are always subjective on available set
of actions and we call the alternative uses of resources “opportunity costs”. It is obvious
that one person‟s opportunity costs for the same action differ for another person (for
example, reading this thesis and alternative forgone possibility of watching movie) and
logically the value of the sacrifice will differ among people. This is important, because
the implication is that economic decisions should be left to individuals, who know their
subjective opportunities, rather than to collective decision makers, who are less well
informed.
Different people with all their specific, unique aims and capabilities make these
choices over actions. Order and trust may help to convey information between people
and a sophisticated division of labour is possible. The content and quality of ordersupporting institutions is therefore relevant to economic outcomes that satisfy diverse
people in a changing environment. In next subchapters, the relevant and important
points of new institutional economics are briefly presented.

1.2.1 The Origins of Institutions
The rules and entire rule systems are shaped by long-term human experience and
existence. People have discovered certain arrangements that allow them to better meet
their wants. Probably people noticed that it is useful to adopt the custom of greeting the
people one meets and useful rules become a tradition if adopted by relevant numbers of
people, big enough to create a critical mass, so that they are followed all over the
community. The rules are spontaneously enforced as they gradually emerge and become
known throughout a community. Arrangements that fail to satisfy human aspirations are
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rejected and discontinued. Thus, most of the rules that matter to our daily lives develop
within society in an evolutionary process of gradual feedback and adjustment.
The content of most institutions evolve gradually and we call such rules internal
institutions. In analysing how internal institutions come about, institutional economics
draws frequently on the insights of moral philosophy, anthropology, psychology, and
sociology. However, viewing internal institutions only in positive light is probably
simplification, because gradual evolution means perfect institutions nowadays, but there
are still problems and the complex processes are not that obvious.
For now we leave the discussion about internal institutions and introduce other
type of institution that comes into existence because it is designed, made explicit in
legislation and regulations and is formally enforced by a special authority outside
society (government etc.). Next steps are well known, rules are designed and imposed
by agents who are selected by a political process and who represent people of given
community. These regulations are enforced, for example through the judiciary. We call
such rules external institutions.
A fundamental problem arises, as soon as institutions are imposed externally
(by rulers, parliaments, bureaucracies etc.), namely that these political agents, who
should act in the interest of the citizens they represent, tend to exceed use of rules and
rule enforcement for their own benefit. For this and other reasons, political processes
themselves need to be subjected to certain rules and regulations. The effectiveness of
external institutions depends greatly on their complementary to the internally evolved
institutions (for example, if legislation supports a society‟s morality and its cultural
conventions, customs and manners). Analyses of external institutions need to introduce
and employ political and legal sciences.

1.2.2 The Scottish Enlightenment
This brief overview of the key concepts of institutional economics should cover
some historic reference to the precursors of new institutional economics. As mentioned
in the beginning of chapter 1, institutions have not been explicitly analysed in most of
mainstream economics of 20th century. Their importance and role is overlooked because
of the assumptions made by most of economists.11

11

Mainly, the assumptions about “perfect knowledge” and rational choice between given objectives and
available means.
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Different view shared the Scottish moral philosophers and economists of the 18th
century, such as David Hume, Adam Ferguson, and Adam Smith. They understood well
the central importance of institutions, Adam Smith‟s famous “invisible hand”
mechanism – which describes how self-seeking individuals are coordinated by
competition in markets – is a perfect example of an ordering institutional system. For
example, Adam Ferguson stressed the evolution of institutions over time and David
Hume explored the institutional foundations on which the capitalist market economy is
built and how they are integrated into the intellectual, cultural, and political life of a
nation. Both aspects are of great import to new institutional economics.

1.2.3 The Austrian School of Economy
More recently, institutional economics is backed up by the Austrian School, in
particular Carl Menger and Ludwig von Mises, as well as the neo-Austrians, such as
Ludwig Lachmann, Friedrich von Hayek, Murray Rothbard and Israel Kirzner. The
Austrian contribution places the analysis of rules under the assumption of limited
human knowledge, methodological individualism,12 and subjectivism13. The next logical
step is that differences among people have to be respected and cannot be easily
aggregated into collective goals.
The contributions of Austrian School present important analytical and
philosophical challenges and warn before simplifications, such as neoclassical
assumptions. Interestingly, Ludwig von Mises produced an early critique of the
institutions of socialism, which still has not been fully incorporated into the mainstream
of economic and political thought. His argument was developed further by Hayek,
Kirzner and Rothbard. Their influence on economic institutions and orders will
repeatedly be evident in this thesis.
New institutional economics is also based on the concept of the economy as a
complex, evolving system that is under gradual evolution, with some new elements
appearing and others disappearing, as people select what suits their diverse purposes the
best (Kasper, 1999; Witt, 1994).

12

The view, that only people act, never abstract collectives, such as nations, races, or social classes.
However, by this assumption, Austrian School disables any “feedback” and influence of collective actions
etc., but in reality there is correlation between these different levels (individual vs colletive).
13
The view, that only individuals are able to read the world subjectively and only they can fully
understand their ability, values, and wants.
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1.2.4 Ordo Liberalism, Public Choice and Other Schools
Another group of economists that is focused on institutions in economics and
law is the Freiburg School, sometimes also called the German ordo-liberal school. The
founders were Walter Eucken and Franz Böhm, who showed on Weimar Republic
(1919-1933) example of negative effects induced by weakening of the basic rules of
competition in the Nazi Germany. They adapted the basic institutions described by the
Scottish philosophers to complex modern industrial society with political parties, selfseeking bureaucracies, and organised interest groups.
Next impulses to new institutional economics began with the work of Ronald
Coase and interpretation with further development of his work by “public choice
economics” in the works of writers such as James Buchanan, Gordon Tullock, Mancur
Olson and others. Long-term economic historians, such as Douglass North and Eric
Jones, have contributed the insights, which added empirical view and content to
institutional economics. Their analyses showed how competition amongst communities
led to the evolution of business-friendly rules, such as limited government, property
rights, and the rule of law. As a result, economy once again turns from a comparativestatic to an evolutionary-dynamic discipline. The “new organisation science” adds
analyses of the institutional effect on the form and effectiveness of particular
organisations (Williamson, 1987).
All these lead the development of institutional economics into a dynamic, broad
field of research with tremendous role of institutions as the key to economic actions. At
present, the field appears to be split into two groups: one gather economists from
traditional neoclassical economics and organisation science. They recognise the
importance of institutions and transaction costs and try to incorporate these phenomena
on to traditional mainstream economics. Another group has found that fundamental
assumptions of neoclassical economics, such as perfect knowledge and rationality, are
insufficient and in essence wrong, thus they try to develop institutional economics
afresh from basic assumptions about human values, cognition, and behaviour.

1.3 Types of Behaviour, Bounded Rationality and Other Ideas
This short subchapter serves as a discussion about the assumptions behind the
thesis, their limits, and other interesting issues with connection to institutions. First, we
take a closer look at symbols, their role in human interaction, then the concept of
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rational ignorance is introduced, and finally, the different types of rationality are
discussed.

1.3.1 Symbols
We view the world and decipher the complex reality around us by attaching
meanings to symbols and by relating these symbols. However, thinking with symbols is
not a purely individual and private matter. The images, constructed by the human mind
to reflex the reality, are influenced by social, cultural experience and different people
perceive the world differently. These experiences influence and limit a person‟s
cognition, as for example language does, since thought processes make use of linguistic
symbols etc. This sometimes leads to difficulties in communication between members
of different cultures, because many views are not shared and need to be explicated
before they are understood (Redding, 1993, pp. 72-77).
This unique human ability, to create meaningful symbols and relate them in
minds, enables to interact with the world in ways that go beyond reflexive behaviour,
conditioned and instrumental reflexes.14 The human mind is able to attach abstract
meanings to signals, unknown matters and turn them into symbols, which often
represent meanings of original signal. A complex context is crucial for reading symbols
correctly, for example, a red light means the need to stop the car, or it may signal a redlight district. The work with abstract symbols is the unique ability of people that gives
us advantage compared to another species.
Symbolling represents the largest part of the knowledge and information we
acquire and it is often influences the other types of behaviour (reflexive and
instrumental). Learning takes the form of “internalising” concepts that are, at first,
acquired as symbols and then turned into conditioned reflexes though repeat processes.
That means we first absorb a chain of symbols to understand them and then, we practise
until the various actions become almost automatic, conditioned reflexes (for example,
steering a car).
Skills and knowledge is acquired in similar ways by different people and
becomes the “implicit knowledge”. Similar logic is behind the acquiring of moral
standards, which might be called “ethical skills”. Again, the most effective way to learn

14

Example of reflexive behaviour is the response of the eye to bright light, conditioned reflexes are when
our mouths salivating after thinking of delicious food and instrumental behaviour is something like the
use of a stick to push a stone aside etc.
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them is the repeated practice (for example, observing adults in the family etc.). Thus, we
are frequently honest not because we carefully analyse a specific situation through a
chain of symbols, wants, beliefs, but in a conditioned-reflexive way. This reflexive
behaviour speeds up decision-making processes and improves the effectiveness of
human interaction.

1.3.2 The Information Paradox
Rational decision requires knowledge, a choice between alternatives and the
alternatives have to be known to enable a rational choice. However, as for many things
in this world we need resources and time to obtain relevant information about
alternatives. These actions are scarce and costly, thus unlimited information gathering is
not possible. “Information costs are the costs of transportation from ignorance to
omniscience, and seldom can a trader affords to take the entire trip” (Stigler, 1967, p.
297).
People often choose to remain ignorant because it is too costly to be informed;
otherwise, it leads to the endless circle of analysis. Therefore, the question to what
extent people continue their information search arises. Is it the equality between the
expected marginal cost and the marginal expected benefit, or to a point, where
experience suggests that they have enough information to decide?
Individuals cannot know the expected costs and benefits of obtaining certain
types of information before they have obtained it and the answer is that they are unable
to maximise net returns from knowledge not yet acquired. K. J. Arrow named it as the
“information paradox”, where unlike the production of goods and services (the
knowledge about costs and benefits is possessed beforehand so that use of resource can
be optimised); the production of information cannot be subjected to such a rational
calculation (Arrow, [1962], 1971).
Nice example can be thinking of a student who wants to know if it is worth five
Euro of his money to watch a particular movie. The only way to really know the answer
is to spend the money and watch it, but the risk can be reduced by reading film reviews
and get the idea whether money would have been better spent on something else, even
though a film review gives only a partial knowledge of the movie. In short, while
searching for new information, we never know whether gained knowledge will be
useful as expected.
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Another aspect in the production of knowledge should not be neglected, in
particular, the view that costs of knowledge search are “sunk costs”. In practice, people
search for information until they realise that they have incurred sufficient expense and
then make a decision within the limits of acquired knowledge. Experience and
individual skills help them to identify sufficient level of information enough to make a
choice. This of course does not mean that they will not make wrong decisions.
Obtaining and analysing new information is costly in terms of time, effort, and
available resources. Thus, no one acquires all relevant knowledge needed for complex
operations and rather exploits the knowledge of others by interacting with them. It is
rational for people to acquire only certain piece of information and to remain ignorant of
other information, because of the high costs and uncertain outcomes of knowledge
search (rational ignorance).

1.3.3 Different Kinds of Rationality
Another important consequence of above lines is that people, who incur the costs
of searching for useful knowledge under condition of uncertainty, cannot be allknowing and often are not be able to make rational choices. Sometimes it is a problem
even to stick to their expected objectives and aspirations. Moreover, in the process of
interaction with others, aspirations evolve.15 That means, people act to break through
the constraints and limits that they normally accept as given or discover new
opportunities by chance.
We can distinguish between three kinds of rationality, in particular, “end-means
rationality”, where the ends and the means to attain them are known (for example from
earlier experience), “bounded, adaptive rationality” and “entrepreneurial-creative
rationality” that breaks out of given bounds, makes discoveries and exploits them.
End-means rationality can be observed while agents set fixed goals or when
others have set those goals for them, and when people use available resources and
techniques to maximise the attainment of the goals, in other words the sort of rational
behaviour, which neoclassical authors work with. An example of such behaviour is
when you enter a marathon race and your objective is finish in the shortest possible time
to win the race. You try to employ all your resources of physical strength, willpower,

15

In other words, if people are often disappointed, they reduce their requirement, standard, wishes etc. If
objectives are reached easily, then people may become more ambitious and discover new wants.
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and knowledge towards attaining that goal. Another example is a business company that
employs all available means to achieve a return on its assets.
However, frequently the other kinds of rationality are present. In case of
marathon, what if you are not a top runner but nevertheless want to complete in
marathons, then you rationally adjust your objective to your own available resources in
the light of past performance, experience and get satisfaction from running a time
corresponding to your resources or even better, instead of following absolute goals
(following so called an “adaptive way”). This is so, because people are frequently
limited in their capacities to absorb and evaluate information. H. Simon (1976) called
this “bounded rationality” or “procedural rationality”, where instead of optimising given
objectives, people and businesses “satisfies” or adjust their aims in the light of past
experience.
Sometimes a third kind of rationality may be observed. Normally people act
within given constraints and limits, such as nature and resource supply, technical
knowledge or institutions, but at certain moment they may decide to break these
constraints or bypass acknowledged obstacles to their goal achievement (Schumpeter,
1961). As a result, it may lead to invention, like Wright brothers managed to fly in a
powered aircraft, or in the Renaissance, some exceptional Europeans refused to accept
the man-made constraints over the supply of spices from the East and decided to explore
another sea routes to India, and America were invented in the process.
In these cases, individuals act under creative and entrepreneurial motives.
People at times also act in creative-entrepreneurial ways, when they try to break
institutional constraints (for example by violating conventions and customs, or by
engaging in political lobbying to influence institutional change etc.). For this reason, we
have to recognise creative rational behaviour, which pushes people to undertake risks
and explore new paths, discover new things and increase human knowledge.
Further analysis shows that a considerable part of our daily behaviour is not
rationally and logically targeted at any specific objective. Much human action is
coordinated by habits and people simply follow habitual patterns by imitating others.16

16

Why do people vote in elections, when measurable effect of voice is almost zero? Why do people give
tips to waiters whom they will never see again?
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2. The Typology of Institutions
In Chapter 1, the distinction between internal and external institutions is
touched, which is related to the point how institutions arise. Examples for internal rules
are good manners and ethical standards, which are followed by the members of a
community. Examples of external institutions could be the civil law or a traffic code
prescribed by a government authority. In practice internal and external institutions
interacts with each other and can be combination of both.
Another distinction lies in the sanction system, which can be decentralised with
spontaneous social feedback (informal institutions) or operated through a formally
organised mechanism (formal institutions). As it is shown below, the distinctions
between internal/external and informal/formal do not always coincide and in this thesis
we distinguish between internal/external institutions, while classical distinguish in new
institutional economies between informal/formal institutions refers to sanction system.
In other words, we work with four dimensions (external/formal, internal/informal,
internal/formal etc.).
However, what matters the most is the degree of enforcement or pressure that
institutions exercise over human activities and actions. In this comparison, internal
institutions are based on voluntary coordination, where non-compliance has its
consequences, but the individual decides whether to accept them in specific
circumstances. On the other hand, orders that rely mainly on external institutions and
formal sanctioning leave the individual much less space to evaluate the specific
situation.

2.1 Internal Institutions
Numerous internal institutions that evolve all the time based on interaction
between individuals govern our daily life. These institutions exist because someone
discovered them and found them useful, once these rules spread all over the community
the interaction becomes easier and simpler. An example of such evolved institutions is
language. It starts from ordering the sounds, which produce words, and words, by
applying rules of grammar, gives sentences. These rules evolve over time through the
interaction of millions of people.
The same principles of internal selection processes work also in economic
interaction where markets function only when some basic rules are respected (for
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example respected property rights or other relevant rules). Examples of internal
economic institutions are the convention that advertised prices are fixed, or the rule that
agreed deal terminates all further price negotiations. If someone tries to negotiate once a
deal has been struck then the sanction is not to deal with that person at all.
The process of turning an experience into an internal institution depends on the
number of people who accept it (certain critical value). Institutions usually begin within
a small group where members benefit from sharing certain customs (for example the
custom that credit must be repaid in time). Once the benefit of this rule becomes evident
then it could be adopted by more people. This allows capturing bigger groups of people
for successful institutions. On the other hand, institutions that become useless (for
example duelling etc.) lose their critical mass, as people shifts to another ways of
sorting out given problems or conflicts. As Kasper stresses: “Internal institutions are
thus subject to a gradual evolutionary process.” (Kasper, 1999, p. 102)
The great importance of internal institutions lies in structuring social interaction
by correcting the differences between self-centred individuals and holding a society
together. Their key role has been recognised by many philosophers and social scientists
(Confucius‟ “rituals” enables people to coexist and creates harmony or the role of
Roman institution of unwritten laws stressed by Ch. de Montesquieu). The Anglo-Saxon
philosophers, such as J. Locke, D. Hume and A. Smith, also emphasised that the
institutional framework of a society must rest on evolved internal institutions. This
implies that legislated rules and, more generally, the entire structure of political
institutions must rest on internal institutions and coexist with them. Friedrich A. Hayek
(1979) made the same point.

2.1.1 Typology of Internal Institutions
We can distinguish between four broad and in some respect overlapping
categories of internal institutions. The key and main difference lies in how violations of
rule are monitored and sanctioned.
A first group of rule are conventions that are so obviously convenient that people
self-enforce the adherence to rules out of self-interest. For example, we follow
grammatical rules and word definition because it is in our own interest to be
understandable to the others.
A second group of internal institutions are internalised rules. The logic is that
people have learnt the rules by education, experience and habits to the certain degree
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where the rules are taken into personal preferences. Such internalise rules creates
morality (for example, people should telling truth or paying debts punctually). They are
rules of conduct, which people have learnt and obey as some kind of a conditioned
reflex. Internalised rules are thus both personal preferences and constraining rules that
should protect people from instinctual, opportunism behaviour and saving them
transactional costs and conflicts. Violations of such rules are typically sanctioned by
conscience or, in other words, people suffer psychic costs. However, sanctions can be
strengthen by some reference to religion or to certain symbols (for example, religion
gave sanctions to the rules of morality long before the age of philosophy and artificial
reasoning).
The benefit of internalised rules, which encourage reflexive obedience and rule
compliance, is that members of society save on transactional costs. In spontaneously
honest societies (because of internalised honesty) agents have lower costs and face
lower risk compared to their counterparts in societies where cheating is habitual and
agents constantly speculate if they will get away with cheating and what possibly they
risk. Also internalised rules that establish trustworthiness save costs compared with a
situation where trust depends on explicit contracts that have to be negotiated and
monitored.
Customs and good manners are a third group of internal institutions. People in a
community supervise rule compliance or at least try to do so informally and violators do
not automatically attract organised sanctions, instead they earn a bad reputation, can be
excluded, or be banned. We need to realise that exclusion from a group in the most
cases is very powerful sanction, for example, an Australian Aborigine or an American
Indian who was excluded from the tribe most often faces certain death because as an
individual the chance to survive outside the group was very low. Similarly, an
international currency trader who loses his or her reputation for not following unwritten
foreign-exchange trade rules is unable to carry out that profession (failure to find
contract partners etc.).
Another possibility to enforce such customary institutions is the loss of repeat
business for misbehaving parties. Normally, it is a serious penalty because many trades
have ongoing, repeated bilateral relationship, instead of once-off trade. From game
theory perspective, we deal with “end or finite” game where no sanction is applied and
“infinite” games where exchanges are organised and repeated for retaining a sanction.
Customs can also be empowered by contract partners by offering some guaranty, for
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example, a down-payment that is forfeited if the quality of delivered good is
inappropriate or damaging the reputation if expectations are not meet because of selling
bad products etc.
A fourth group are formalised internal rules. Here we deal with the rules that
have emerged with experience, but are formally enforced and monitored within the
group. The law is created internally but then it is enforced within the community in
organised ways through third parties, which can be adjudicators or arbitrators.17 An
example can be game of soccer, where rules have been formalised, but they are rarely
enforced in public courts. Instead, enforcement depends on soccer federations who
represent the role of adjudicator. The sport bodies rely on formal internal sanctions (for
example, excluding guilty player or clubs from competition etc.) without any use or
reliance on government.
From economic point of view, trade and finance in most societies are based on
such internal institutions which economic agents (merchant and bankers) have created
to maintain their business. Historically, markets have developed complex trading system
and rules which are formally enforced by community leaders or designed market
arbitrators (represented by professional associations), but not by some national or
transnational authority. Given system of internal institutions allows effective way in
facilitating the business compared to externally imposed rules and their enforcement by
government, because self-monitoring and formal enforcement by members of the
community or the profession is done by people with specific knowledge, time, and place
advantage. On the other hand, outside judges have limited knowledge and their
decisions may cause unintended effects. By the way, this is how subsidiarity principle
works which ensures that decisions are taken as close to the actors and agents as
possible.
The first three groups of internal institutions are informal, it means that the
sanctions for violation are not defined and applied in an organised way, but occurs
spontaneously. In this respect, fourth group of internal institution is formal, thus
sanctions operates through organised mechanisms. In other word, the distinction
between formal and informal relates to the method how sanctions are applied and
enforced: organised (formal) or unorganised (informal).

17

Adjudicator is a person who clarifies the rules and determines possible sanction. Arbitrator is a third
party who makes binding decision on interpretation and possible sanctions.
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From another point of view, the first two groups of internal institutions are based
on self-discipline and they are self-enforcing (out of self-interest or to avoid a bad
conscience). As a result, individuals behave and act in ways that take into account and
calculates with the interests of others members of the community. Where these
institutional control mechanisms are common, then the latter two groups of internal
institutions are less necessary.
Positive aspect of spontaneous adherence to internalised institutions corresponds
to the degree of individual freedom. If people are educated to control themselves, take
into account the impact of their decision on the surroundings and abstain from
opportunistic behaviour through self-discipline, then they enjoy greater freedom from
formal, coercive sanctions and, as a consequence, have greater variability how to
accomplish their self-set ambitious or wants.
To recapitulate, the internal institutions are not the result of human design and
external enforcement. They contain selected, tested wisdom of our ancestors and,
because many of them are informal and evolve in community, have an advantage of
some flexibility. If new circumstances emerge, there is a room for experimentation and
reinterpretation, thus internal institutions normally have the capacity to evolve further.
They are tested constantly in decentralised ways by members of a community and
because many agents participate, change become gradual and slow (in other words,
predictable).
We sometimes call internal institutions as “soft institutions”, because they leave
some scope of variation and because the sanctions are flexible in time. All this enhances
their evolutionary possibilities and ability to be applied properly (flexibly) in slightly
different circumstances.
It is obvious that internal institutions lack clarity and transparency, however it is
not necessarily a disadvantage, because the result is the ability to change the precise
interpretation and sanctions by taking into account specific circumstances. For example,
when self-enforcement fails, sanctions may vary from a friendly warning to a reproach
before stricter sanctions (ostracism or exclusion) are applied. However, the sanctions
may also be tempered with sympathy or expressions of regret, which should be held or
fulfil certain standards if society need to function well. Thus, internal institutions may
be seen as the basis that holds a group or community together.
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2.2 External Institutions
This subchapter is devoted to external institutions, we start by their definition,
typology, and finally, discuss the reasons for their existence.

2.2.1 Definition of External Institutions
External institutions are designed and established on a community by an agent
with a political power, who stands above the community as such. They always imply
some form of hierarchy and the sanctions for violating of external institutions are
always formal (often backed up by use of force). In the most societies, governments are
the body that has legitimate monopoly of the use of force, for example through the
police, the courts, and the prison system. Thus, the defining characteristic and the
necessary condition of an external rule is that the sanction is in the hands of somebody
outside the community.
We can distinguish several types of external institutions, which differ by their
content and target. For example, the purpose of the first type of external rules of
conduct is to constrain the actions of citizens in similar ways as internal rules. They
consist of universal, prohibitive rules and are imbedded in the civil, commercial, and
criminal codes of most countries. A second type of external rules is purpose-specific
directives that instruct agents to act in predetermined ways. Usually they are captured in
by-laws legislation or in regulations and require high deep knowledge of certain
problem because they are prescriptive.
Another type of external institutions can be called as procedural or meta rules,
which target the various agents of government, instruct them how to behave, what is
allowed and what is not (for example administrative law). Important is the compatibility
between external institutions, because, for example, procedural rules can influence
effectiveness of the external rules of conduct. This can be documented on the rules that
protect citizens from police violence by precise procedural instructions to police officers
on how to carry out their duties in specific situations, thus reducing the room for
inappropriate behaviour.
Today we can observe in most communities that despite the great effectiveness
of internal institutions in most circumstances, all complex and big societies have also
adopted external institutions. The reason probably lies in disability of internal
institutions to eliminate all acts of opportunism because, for example, people frequently
interact with agents they will never meet again; so many informal sanctions (such as
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ostracism, exclusion, and damaging reputation) are ineffective in preventing
opportunistic behaviour. In such societies, there is more likelihood that prisoners‟
dilemma emerges and formal rules are useful to correct such circumstances and support
cooperative behaviour.
From historical point of view, external institutions are relatively young and their
invention is connected to agriculture and animal husbandry (need for respected private
property rights on land, animals and the yields from them), which coincided with the
birth of lawgivers, judges and formal government.
It should be clear that even though external institutions depend on political
decision processes and governments this does not imply that government owns the
external institutions. In the most cases, government agencies have only codified preexisting law and formal political processes (constitution and legislation) may establish
external institutions or they may also come about by administrative action, for example,
when governments enforce certain regulations based on some wider, more general
legislation. Moreover, external institutions are, in some countries, also formed by
judges, who offer new interpretations of existing laws (in the Anglo-Saxon countries
their common law tradition etc.).

2.2.2 Reasons for External Institutions
In this subchapter, the number of possible advantages of collective, political rule
setting and enforcement is described and discussed in comparison to internal
institutions.
A first problem of existing customs and conventions is related to their ambiguity
(not defined clearly enough and not widely enough known); in this respect external
institutions may be more easily recognisable and thereby save on the people‟s
information cost. If internal institutions are officially codified, it means that they are
written down formally and pronounced, for example, in edicts, then they can become
more effective and sanctions can be more transparent. This enhances the normative
function of rules by formalising them and attaching formal penalties for violations often
effectively improve the human condition, because such law giving made it harder for
people to act in a dishonest or irresponsible manner.
A second point refers to the fact that spontaneous adjudication of internal rules
by the members of the community may be random and biased. For example,
enforcement of internal rules may favour the rich, the popular, or the beautiful. To
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constrain these factors, community leaders with a good reputation for being “just”18,
may be elected as judges. Judges may then develop and make public the framework for
most important rules, including procedural rules etc. Such external rule making process
correspond to the requirement that justice must be seen to “be done” in order to have a
normative influence on behaviour.
Logically, such adjudication does not necessarily require a government, but
financing the expenses of independent judges frequently gives government funding an
advantage, because judges without financial independence may become a prey for lobby
or temptations of bribery. On the other hand, many studies shows that the material
independence of tax-funded judges is not enough to reduce corruption levels between
judges, so there is great advantage in external institutions, which ensure the supervision
of judges (Benson, 1995). An example of such external institutional device is the
existence of several layers of courts. Since judges of lower courts do not like to see their
rulings overturned on appeal to higher courts, they are subject to control.
Third factor relates to judgements enforcement, when informal sanctions like
shaming or spontaneous community action are unsatisfactory and may result in
increased level of criminal activities. In such case, there is an advantage in appointing
“violence professionals” (police, prison officers, the military etc.), who are licensed to
inflict legitimated punishment through fines or penalties that are accepted in the
community. The argument is that government should have the monopoly over the
legitimate use of force19 and that those with political power govern this monopoly in
non-violent, institutionalised way.
However, there is of course always a certain danger that the appointed bodies
instead of protection can use their skills and equipment for their own purposes (the
principal-agent problem), and therefore we need to inhibit the agents of law
enforcement from acting on their own account. Most communities have found that the
best solution is turning the violence professionals into government agents and by
finding non-violent means of supervising them.
Another important aspect of institutions is that they allow people to make
credible contractual commitments and in certain circumstances, third parties are needed

18

“Just” here means that they are fair in protecting people from coercion by others and treat everyone as
equal.
19
The legitimate self-defence makes the exception to the rules.
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to make contractual promises credible. The government agencies can be a solution and
the supervisor of formal enforcement when they become such third parties.
A fourth advantage of collective action is connected to the “prisoners‟ dilemma”,
a situation when agents would be better off by cooperating under some external
institution. This requirement of external institution is often ensured and reinforced by
government-backed institutions with sufficient credibility (Buchanan, 1975; North,
1991, p. 13).
Fifth and very important problem relates to public goods and “free-riding”
(Olson, 1965). Certain assets have indivisible costs or benefits and others cannot be
easily excluded from such benefits (the case of public good). If one member of a
community sets up a police force that keeps internal peace in the community, fellow
members cannot be excluded from that benefit. The first member must incur high fixed
costs to maintain a sufficient police force, and fellow citizens can enjoy a free ride of
police protection. In these circumstances, insufficient police protection (public good)
will be supplied. The argument then is to nationalise the police and fund its provision by
taxation, thus, nationalisation (sharing the costs and control through the external
organisation of government) prevents free riding and leads to better provision of public
goods.
Another reason why governments become involved in designing and
establishing institutions is the “tragedy of commons”, a combination of two advantages
described above. A situation when individually acting members of the community find
themselves in a particular prisoners‟ dilemma. Members of a group exploit a common
asset (for example, cattle graze on community-owned land) as long as resources are
plentiful in relation to demand, and then it is not scarce. However, as the number of
members increases, such use of scarce resource must be rationed, but internal informal
constraints tend to be only effective within small communities where people know and
meet each other and where spontaneous enforcement can work informally at the
personal level.20
If the group grows and expands, the informal restraints on individuals (damage
to reputation etc.) become insufficient to control excessive exploitation of the commons.
Therefore, overusing occurs and the resource or asset deteriorates. In that situation,
some authority administering external rules has an advantage, for example, government
20

For instance, Hardin (1993, pp. 88-91) found that informal constraints tend to work satisfactorily in
groups of between fifty and seventy people.
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authority could impose quantity limits, restrictions, or solve the problem by the division
of the commons into private properties (owners can protect their properties by fences
etc.).
Another reason why external institutions and collective action may be preferable
is the fact that internal institutions often work by discrimination and exclusivity
principle. Obviously, internal institutions in most cases have to discriminate between
insiders and outsiders in order to function well.21 Networks of traders or financiers often
build complex internal rule systems as a basis for their business and enforce the rules by
providing the network advantages to members. Numerous people participate in these
networks and framework based on such internal institutions enable to trade huge
volumes of risky business at low cost. However, these networks can only function if the
number of participants is limited and violators can be excluded.
Exclusivity and small size are thus essential parameters to the functioning of
these kinds of internal institutions. Experience shows that the informal, internal
institutions of networked trade and finance affect economic development only to a
certain level beyond which external institutions and protective government take over the
role of ensuring just and open market access to all agents (North, 1991, pp. 48-53).
Modern, open, extended markets require sanctions other than private ones, specifically
designed, formal laws, and a formal judiciary proved more effective in bringing an open
order and enabling a wider, more dynamic division of labour.
All these give a rise to the external imposition and enforcement of institutions by
government, James Buchanan called it the “protective function of the state” (Buchanan,
1975). Protective government is responsible for the design, establishment, monitoring,
and enforcement of external institutions to maintain effective and just conditions.
We need to remember that in principle most of the institutions that governments
normally design and implement can also be developed and enforced by internal
institutions. For example, mentioned formal sports bodies that enforce sanctions and
investigate violations can effectively resolve violence of rules in a sport. However, the
key is effectiveness and external institutions are frequently more effective. In this
respect, the reasons listed above for government action in protecting the rules are not
the only feasible solution. Nevertheless, in certain circumstances, collective actions are

21

Otherwise, exclusion sanction becomes pointless etc.
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more likely to have comparative advantages and allow communities to conduct the
economy of scale compared to reliance on purely private, individual actions.
To conclude, external institutions should serve as an essential backup to
society‟s internal institutions. However, they may also correct or replace internal rules,
but the problem arises, if they are intended to replace most of internal institutions in a
community (for example, the case of various totalitarian regimes etc.). In this respect,
monitoring and enforcement costs increase significantly, people‟s spontaneous
motivation vanish, and administrative coordination capacities are overloaded. External
coordination then often leads to administrative failure.

2.3 The Functions of Institutions
Subchapter deals with four different fields where rules and their function
matters, in particular coordination and trust, individual freedom, resolving conflicts and
choice.

2.3.1 Coordination and Trust
It was stated several times that one function of institutions is to make the
complex processes of human interaction more understandable and more predictable, so
that coordination between different individuals becomes easier. The situation of social
chaos and anarchy makes the division of labour impossible because of information,
monitoring, and enforcement problems. It is impossible to make credible commitments
and then people remain the prisoners of each other‟s opportunism.
In such situation, institutions serve as the key to simplifying the cognition task
(searching for information, decision-making process) by reducing the complexity of the
world. This gives the world more order and makes the reaction of others more
predictable; as a result, people have it easier to deal with a complex, changeable world
(they are not overloaded by cognition). If there are general, recognisable patterns of
behaviour, economic agents can better cope with specific problems. Another aspect, the
trust (encouraged by institution) enables us to do experiments, to risk, to be creative and
entrepreneurial and to encourage others to come up with new ideas.22
If institutions constrain the actions of others and remove certain types of future
eventualities, then it is easier for agents to identify entrepreneurial opportunities on the

22

See Buchanan, di Pierro (1980).
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horizon by creating confident prediction about the possible future routines of life (in
other words, reduce the risks of future-orientated action). The stability of human
behaviour is necessary condition for advance division of knowledge and labour that is
the foundation of growing prosperity.
Certain institutions may be widely valued because they give people comfort,
security, and the feeling that they belong to an ordered, civilised community, where they
can feel at home and trust people around. Interaction with others is less difficult than if
one lives amongst strangers or in less well-ordered communities. Institutions create
bonds that influence a sense of belonging that most individuals find satisfying and we
can describe it as a non-specific future of institutions.
On the other hand, the coordinative function of institutions is much more
specific. For example, the members of a community where the value of money is stable
(ensured by credible institutions) can have greater confidence in saving and investing in
monetary assets, which improves economic development. Even existence of simple
monetary rules tends to generate spontaneous stabilising influences on demand. Finally,
institutions can improve the effectiveness of production factors (labour, capital etc.),
thus we can consider a community‟s institutions as a valuable productive asset or so
called “institutional capital”.

2.3.2 Protecting of Individual Freedom
A second function of institutions is to protect individual autonomy and freedom
(one of the fundamental human values) from outside interference. However, the
protection of liberties by institutions has two roles, because the free actions of one often
affects the similar actions of others, so freedom must be bounded by the freedom of
others. Without such constrains, liberty would turn into license, and without appropriate
constraints on freedom, society would change into anarchy. In practice, people normally
enjoy as many domains of freedom as possible.
In this respect, property rights, which establish important domains of freedom,
and economic competition, which imposes controls on the uses of private property and
limits what individuals can or cannot do with the property they own. Kasper (1999, pp.
251-255) shows that the entire system of capitalism depends not only on economic
freedoms but also on the control of these freedoms by competition which needs to be
strengthen by appropriate institutions.
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2.3.3 Averting and Resolving Conflict
A third important role or function of institutions is that they help to resolve
interpersonal and intergroup conflicts, which are inevitable if individuals are acting
independently. However, conflicts should be solved in low-cost, non-violent ways, and
constrain individual action to effectively avoid destructive conflicts. Rules of conduct
are the option or at least they allow for non-violent conflict resolution, for example by
providing mechanisms of adjudication if conflicts arise.
Generally, there are two ways of dealing with interpersonal conflicts, the
absolute freedom of individuals (licence) is constrained in preventative ways by rules
that limit arbitrary action and reduce the probably of conflict. An example is the
signalling of a private property by setting up a fence or the rule for everyone to drive on
the same side of the road. In all these cases, institutions serve to prevent conflicts by
signalling in advance, who will be right and who will be wrong, and hence who can
expect sanctions for breaking the rule.
Second way occurs, if conflicts have broken out, institution is used to adjudicate
conflicts in previously agreed ways (predictable behaviour). Examples are the custom of
compensating suffered parties for damages, or rules to settle violence under formal legal
procedure (formal court procedures etc.).23

2.3.4 Power and Choice
Finally, potential conflicts may arise not only from the freedom of individuals
and from their activity, but also when people cooperate. The core of the problem lies in
different positions before the exchange, for example, a rich person may misuse a poor
person position, simply because the poor person needs the money to survive. Such
worker may feel that the rich employer has power, in the sense that the employment
relation serves to impose another‟s will over one‟s own. This is likely to cause problems
if the poor person has no alternative and therefore feels coerced and unfree. In such a
situation, the poor person will eventually demand influence over the exercise of power,
for example through worker unions, the walkout or he/she will demand a voice.
However, such power relationship exists only where there are no alternatives and
in case, when many alternatives to earn money are open, people feel free and moves to
other employment if they feel coerced. In other words, choices among alternatives set

23

Tullock (1992, pp. 301-326).
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people free and act as constrain to those with power. They control power even if none of
the alternatives offers perfect opportunities. Thus, freedom of choice empowers people
in many areas without the need for collective political guarantees of freedom. Only in
the situations, where individuals have no alternatives, which allow them to exit and
where people have little scope or will to adjust their wants, they can be dominated.
In societies where power is concentrated within one group, conflict is likely to
occur (with possibly costly consequences), even when strong institutions and coercive
controls are applied. On the other hand, in a community where individual freedoms are
protected, including the freedom to move and exit, there tends to be less conflict.
Institutions that ensure exit opportunities thus also limit the arbitrary use of power that
affects other people‟s freedom.
From this respect, a central function of appropriate institutions in long-term
economic and social development is to create a power balance between different social
groups, such as the nobility and the peasants, and to ensure that the lower-level groups
have some measures how to get support from higher-level power groups. Only if power
is diffused and diversified then broad-based, sustained economic development take
place. This aspect has been pointed out by Powelson (1994, pp. 4-11).
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3. Transition Economies
The transition from a centrally planned economy to a market economy was very
important event of the last century and it is still ongoing process in many countries. It
was considered as an economic issue and challenge for economist, but the transition
process soon turned out to be more complex than expected. Several neglected factors in
the beginning of the process (institutional quality, path dependency, interest groups etc.)
and the significant differences between transition economies played central role over the
time.
In chapter 3.1, the specific characteristics of such countries are introduced and in
chapter 3.2, the extension of institutional framework is presented which allows
application of defined theoretical background in previous chapters.

3.1 The Specific Characteristics of Transition Economies
The transition process that takes place in the former Soviet Union, Central and
Eastern Europe and some Asian countries is one of the most interesting economic
events of the twentieth century. The reason lies in the unique nature and scale of the
reforms during the transition from a centrally planned to a market economy.
To understand the unique nature of these changes the term reforms in general
shall be explained. Well-known definition of reforms is given by Tinbergen (1956),
where they are seen as “... changes in the more fundamental features of social
organization: those affecting spiritual aspects of society and essential relations between
individuals” (p. 186). Spiritual aspects are for instance, “... the access to education or
the change in conditions of employees by social security schemes or institutions of
industrial democracy” (ibid.) and essential relations are “... the relation of employee to
employer, or the relation between citizen and government officials” (ibid.). This
definition shows two different dimensions of reforms. Firstly, reforms refer to a set of
changes and secondly, reforms aim at major issues and the fundamentals of society.
Fundamental issues in developed countries often refer to certain part of the
economy, for example, to health care, to the education system or to banking. On the
other side, in developing countries reforms are often more complex in terms of both the
number of changes and the degree of change compared to developed countries. In that
respect reforms in transition economies look like those of developing economies, but
important differences remain between them. Many developing countries nowadays have
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a kind of market economy, but laws and regulations established to improve and
strengthen the functioning of markets and economic actors are weak, thus reforms aim
to develop the economic order. However, in transition economies one economic order,
which was stable for decades, has to be broken down and replaced by a new market
economic order.
It is important to realize that the nature and scale of the reforms in transition
economies are unique in history and there is number of reasons why such process is not
simple. Firstly, the population in most transition countries relatively well educated, but
not all of this knowledge and experience is useful in established market economy. On
the other hand, some aspects of economic behaviour required in market economies were
restricted on the centrally planned economies (for example, entrepreneurship, creativity,
innovation etc.).
Secondly, it is not clear towards which economic system the countries will
transform, as there are many alternatives and possibilities between market economies.
In this field, complex and detailed decisions about economic reforms have to be made at
the political level. However, in most transition countries of Central and Eastern Europe
and the former Soviet Union the political system is in transition as well (from an
authoritarian regime to a democracy). Thus, politicians themselves have to cope with a
completely new institutional environment, adjust their behaviour, their norms and
values, which complicates the economic reforms.
Thirdly, when the new laws and rules have passed parliament, they have to
established and be enforced. The implementation is mainly a task of the bureaucracy
and the enforcement a task of the law system (courts, judges, police officers etc.).
However, both the bureaucracy and the enforcement sector themselves are under the
transition and reformation, which again implies that agents working in these fields have
to adjust their habits, conventions and their outlook. Mainly this and many other
problems (corruption, poverty etc.) are related to the transition.
To summarize, transition economies are not only unique because of magnificent
scale and extent of the economic reforms, but also because of the other dimensions
involved in this process (political, judiciary, cultural etc.). Different decisions and
different variables take place at various countries and such combination leads to
different outcome and shape in each country.
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3.1.1 Differences between Transition Economies
The main consequence of various dimensions involved in the transition process
is that, even though all transition countries move from one economic system to another,
they are following different paths and development. To begin with, it is already difficult
to identify when a transition process is completed. Is it the state when the share of
public expenditure of GDP has decreased to 40 % (about the level of the United States)
or a decrease to 55 % is enough? Alternatively, does the transition process end when
most state owned firms have been privatized and for example, prices, exchange rates,
and international trade liberalized?
The reason behind is that it is possible to achieve both above mentioned
conditions but in same time the stock market does not function well, indirect state
ownership is still considerable and banks do not perform all the tasks they are supposed
to perform in a market economy etc. For example, the experience in the former DDR
shows that the transition is not completed when most reforms have been introduced and
established. In this case, the introduction of political, judiciary and economic reforms
went very smoothly compared to other transition economies, as the institutions of West
Germany were adopted. However, people still are not adjusted to the new rules of the
games, for instance Burke (1996) writes “Healing mental divisions is now a key to
Germany‟s settling of its „inner union‟ question” (p. 5) and “roughly three-quarters of
easterners feel the western German justice system is unfair and favours the rich, who
tend to be western Germans” (p. 6).
This suggests that a transition process is much more complex, it is about not
only the introduction of new formal institutions, the economic behaviour, norms, and
values of people have also change and cope with new environment and conditions.
Adjustment of economic behaviour and ideas (internal institutions) is much harder
compared to direct formal reforms. Furthermore, as chapter 2 suggests, for a successful
transition internal institutions should develop in such a way that they are in accordance
with new economic system, otherwise system does not function well, and the transition
is not finished.
Another question is how the transition process starts. Generally, two different
paths were observed, for instance the Czech and Slovak republic case. In the sixties, an
attempt was made to modify existing centrally planned system in Czechoslovakia. In
1968, when a military intervention of Warsaw pact countries prevent these changes, a
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major part of the Czech and Slovak population did not believe in communism anymore,
but there have not been substantial reforms before 1989. Thus, rejecting the system is
not a sufficient condition for starting a transition and logically, freedom to act is
required as well.
On the other hand, Belarus and Ukraine represent different situation, where
around seven decades of communism have radically changed the country and economic
structure had become bonded with Russian market. Transition in this case started as
Moscow forced both countries out of the rouble zone. The same applies to several other
newly independent countries.
To conclude, a transition process starts when in a country is the massive desire
and the possibility to reform or when a country is forced to do so. Regardless how the
transition started, it ends when the reforms are established and the people accepted the
new system. Therefore, the quality of reforms and economic behaviour are crucial
elements, moreover in the transition economies of Central, Eastern Europe and the
former Soviet Union are changes in an economic, a political and a judiciary dimensions.

3.2 Modification of Theoretical Approach
A theory on transition processes as stressed in previous chapters should start
from economics and should be able to deal with political, judiciary, social and historical
aspects as well. It gives that standard monodisciplinary economic theories are not
suitable or fit real circumstances quite well. On the other hand, theory of institutions and
institutional changes are one of few theoretical approaches, which can explain and give
a solution to such problems.

3.2.1 An Institutional Approach in Transition Economies
To analyze developments in transition economies application of proper
framework that can deal with the fact of transformation from a centrally planned to a
market economy system is needed. In other words, it must be able to deal with and
explain a wide range of fundamental institutional change. As mentioned above, the
countries of Central, Eastern Europe and the former Soviet Union transform not only
their economic system, but their political, judiciary and cultural institutions as well.
From this point of view, neo-classical approach concentrate on economic issues within a
given institutional setting and environment, thus it is unsuitable for analyzing the
transition economies.
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Institutional change is not the only reason why standard neo-classical analysis
should be avoided. Firstly, the collapse of an entire socio-economic order, which
occurred in Eastern Europe and the former, Soviet Union leads to a very high degree of
uncertainty. Neo-classical theories are concentrating on information problems and are
not designed for such circumstances of extreme uncertainty. Secondly, neo-classical
theories focus on equilibrium, not on process (static view) and an equilibrium is not the
end-result or rest-state of a process, but the condition of logical consistency among a
group of relations. By definition transition economies are not in equilibrium, at best
they are somewhere between equilibrium and a dynamic approach is needed.
By ignoring uncertainty and processes, have deep consequences for the
theoretical treatment of many economic concepts. For example, the subject of individual
decision making, where in neo-classical economics individuals are very good at making
the right decision, because they only face risk and they can estimate the probability of
all future events. However, in a world characterized by “genuine uncertainty” 24 it is not
possible to calculate the decision, which leads to the optimal value of expected utility.
Logically, theories, which work with genuine uncertainty, are very complex, because of
inability to calculate probabilities and individuals tend to rely strongly on social and
cultural factors to make economic decisions. However, if uncertainty is ignored then it
implies that such aspects play only very limited role in neo-classical economics and
interaction between agents.
If institutional change, uncertainty, and processes of change are take place in
transition processes then institutional approach is logical candidate (only if under such
theory the institutional change is treated). However, the drawback of institutional
theories must be recognized. First, these theories are often too specific and do not
generate unambiguous results and are concerned with ad hoc story telling. These
drawbacks are the response to the claim of institutionalists that neo-classical analyses
are not realistic and too abstract.
In the theories of social sciences, there is always trade-off between generality
and realism. Abstract and straightforward models have their own beauty, simplification
of reality make models comprehensible. Kruegman for example emphasizes “...
maximization and equilibrium are astonishingly powerful ways to cut through what

24

It means that the probability density function is not known; neither the possibilities nor all events are
known.
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might otherwise be forbidding complexity ...” (1996, p. 10-11). Even though, generality
is a highly desirable feature of an economic view, but it is not the only requirement.
Furthermore, neo-classical economics gives precise solutions to problems, while
institutional theories are more descriptive. For example, North writes that an ideal
theory of institutional change precise as general equilibrium theory, but he considers
this ideal is not feasible and priority goes to a dynamic analysis of institutions, even if it
means that he must resign to a lower level of formalisation (North, 1994, p. 359).

3.2.2 Different Approaches to Uncertainty in Case of Transition
Economies
In the following subchapter, the treatment of uncertainty is discussed. There are
two important issues, why uncertainty play high role. Firstly, the high degree of
uncertainty is a dominant characteristic of the transition process and secondly, the
approach of uncertainty has a strong impact on the applied economic theory. In the next
subsections different concepts of uncertainty are clarified, and the role of uncertainty in
the analysis of transition economies and the effects of uncertainty on the theoretical
issues are discussed.
Difference between the concepts of uncertainty can be divided by the cause of
uncertainty. One reason is incomplete information, and the uncertainty arising from it
has a significant role in transaction costs theories and in neo-classical economics, too.
The source of this uncertainty refers to Coase (1960) who says that transactions are
costly, because expenses must be made to gather information. If individuals decide not
to obtain any further information by realising the increasing costs of collecting it,
transactions have a risk premium, which is reflection of uncertainty. As it is mentioned
above, institutions introduced by the government, can help to structure behaviour of
economic agents and influence the degree of uncertainty through transaction costs. For
example, the role of contract law is to formulate kind of binding agreements between
contractual parties and decrease transaction costs.
Another cause of uncertainty lies in the human inability to process all relevant
information, even in case when laws and rules help to increase the predictability of
other economic actors. In order to cope with such problem, people often follow the rules
of thumb or conventions (example of internal institutions). Some authors show that the
more complex the environment and the more limited human capacity to process all
information is, the lower probability that individuals can make the right decisions with
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respect to utility and the more space for internal institutions is. For example, Mortel
(2002) describes a situation when shopkeeper applies the rule of adding a fixed margin
to his cost to calculate final price. Such rule saves time and effort compared to
estimation of the demand curves of every commodity and setting prices in order to
maximise profits. This kind of rule can be successful in the sense that the shopkeeper
has a profit, which is sufficient to him/her, and maximising profit is supposed to take
too much time and effort.
A third cause of uncertainty is related to the unpredictability of the future
(people do not know future results of decisions). This is so called “genuine”,
fundamental, or Knightian uncertainty. Knight (1921) says that risk relates to a situation
where the result of an action is not known, but the probability density function is known
and the expected outcomes can be calculated. However, genuine uncertainty means that
even the probability density function is unknown and logically, the expected outcomes
cannot be calculated. From this point of view, in the concepts of uncertainty discussed
above (incomplete information and human inability to process all relevant information),
at least theoretically, the possibility to counteract uncertainty by gathering information
and by improving human capacity to process information (better technology etc.), thus
according to Knight these concepts are not genuine uncertainty, but risk.
It is clear that economic agents who have to make decisions under fundamental
uncertainty are dealing with a very complex problem and by assumption, they benefit
from additional tools while making decisions. For example, North calls these tools as
mental models, the system structuring the available information, which helps to
interpret the surrounding world. Such models are directly related to mind and the
internal institutions (rules of thumb etc.) are external mechanisms of these models
(North, 1994, p. 363). The mental model can be interpreted as individual persons‟
perception of reality and of course, they can be wrong or simple. For example, a
manager of a state-owned company during the communist period can conclude that
consumers buy goods regardless of the price, so after the turmoil he becomes the
shopkeeper and may raise prices for high profits. However, as soon as supply increases
and excess demand vanishes, prices start to play significant role and the shop may soon
record a loss.
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In transition economies of Central, Eastern Europe and the former Soviet Union
economic agent have to cope with the unique level of uncertainty, which follows the
main characteristic of those countries (collapse of the socialist economic, political
institutions, the disappearance of the order etc.). Actually, the uncertainty emerges
mainly from two sources. Firstly, the institutions of the past are not operational any
more that results into the increase of uncertainty. Secondly, there is uncertainty toward
the formation of the new institutions. These mentioned sources are only characteristics
of the transition economies and they do not occur in non-transition counterparts. The
origins of such uncertainty lies in the collapse of the institutional framework and it is
called “framework uncertainty”, which is specific case of Knightian uncertainty. 25
All this means, that institutional approach to transition economies should be able
to deal with Knightian uncertainty and in the same time with the process of establishing
new institutions. It is argued below that introduced theory in chapter 2 can deal with
institutional change of a political, economic, judiciary nature and with Knightian
uncertainty.
As mentioned before, institutions constraint (structure) human behaviour and
have their origin in uncertainty by providing a framework for cooperation. To
recapitulate, there are two kinds of institutions, external and internal. External
institutions consist of economic, political, and judicial rules, where “[...] political rules
broadly define the hierarchical structure of the polity, its basic decision structure, and
the explicit characteristics of agenda control. Economic rules define property rights, that
is the bundle of right over the use and the income to be derived from property and the
ability to alienate an asset or a resource” (North, 1991, p. 47). The external institutions
are designed to ease and facilitate exchange by decreasing uncertainty. However, there
are many external institutions, which are likely to affect economic actors or groups of
individuals differently, thus the disputes about rules may be common and according to
North the institutions which eventually come into existence are the result of the
bargaining strength of the decision making parties (ibid.). It can be interpreted as rules

25

Mortel defines it as: “framework uncertainty is the kind of uncertainty following from the collapse of
the formal institutional framework (Mortel, 2002, p. 18).
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are made by people and are not necessarily created in the interest of social well-being,
but because of private interest (North, 1994, pp. 360-361).
To this point, neo-classical economists may also agree, but the crucial difference
concerns the issue of external institutions efficiency. In neo-classical settings, it is
assumed that economic agents are making decisions in accordance with their own
interest, which also improve social well-being. However, North states that “if
institutions existed in the zero transaction cost framework, then history would not
matter; a change in relative prices or preferences would induce an immediate
restructuring of institutions to adjust efficiently ...” (North, 1991, p. 93) and he gives
three reasons why inefficient institutions can persist.
Firstly, it is so called “lock-in” when individuals make their decisions within
given institutional framework implying that learning and innovation take place within
this framework. The result is that the already existing institutions are strengthened
despite their efficiency. Similar story occurs with organizations formed by groups of
individuals, which also act within given the external institutions and the performance of
these organizations depend on the existing institutions, thus again organizations have an
interest in supporting of existing institutions regardless of their efficiency. This situation
likely to occur if there genuine uncertainty exist, because in such settings known
inefficiencies do not vanish because of competition.26
The second reason of institutional inefficiency arises from deficient feedback. In
economic theories, it is often assumed that individuals learn from wrong decisions over
time and correct their decisions in process. However, if Knightian uncertainty presents
then necessary information may not be available and decisions that improve efficiency
may not be done.
The third reason of inefficiency derives from bargaining strength of the decisionmaking parties. It refers to the possibility to influence the new external institutions to
changes the rules of the game (state capture). It is a situation when members of a
powerful group may be able to influence the institutional framework to their advantage
ignoring the consequences on other economic agents and the economy as a whole.
However, external institutions may not only be inefficient, but they may also be
ineffective, because institutions generate desired effects under the condition of effective
enforcement of rules. As it is discussed in previous chapter, if people do not

26

An example of lock-in is the QWERTY keyboard layout of typewriters.
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spontaneously obey the rules, enforcement of rules by some legal entity is needed.
According to North enforcement is typically imperfect, because it is impossible to check
on every decision and because enforcement is performed by humans with their own
interests and flaws.
On the other hand, internal institutions (habits, conventions, rules of thumb etc.)
find their origin in uncertainty where in complex world people find benefit by using and
relying on private rules. If genuine uncertainty present then mental models or
worldviews become an important factor in decision-making process. These institutions
exist on individual as well as social level, because economic agents cooperate, share
their conventions, ideologies and knowledge.
Issue about harmony and disharmony between both types of institutions is
already discussed, here two remarks are added. Firstly, it is possible that external rules
are not widely accepted and are in conflict with internal institutions. For instance, such
settings are relevant after a revolution where external institutions have changed
overnight, but internal institutions persist. In such case, the final effect of revolution
may not be the same as it is expected. Secondly, external and internal institutions affect
each other and as an effect country with same external institutions display very different
economic performance.

3.2.4 Institutional Change and Path Dependency
Institutions can be interpreted as the rules of the game and economic agents are
the players who aim to obtain good results. To improve chances of getting a good result
individuals may join and form organizations, which evolve in a given framework
formed by external and internal institutions.27
Members of the group, while achieving their aim, may wish to change the rules
to their own advantage. Even if organization is able to change the rules (it has enough
bargaining power), the changes are only marginal, because only few groups of
individuals are sufficiently strong to influence institutions in their favour (North, 1991,
p. 16). However, the process of further power consolidation continues and results into
the symbiotic relation between organizations and the institutional framework, but still

27

For example North suggests that “… if the institutional framework rewards piracy then piratical
organizations will come into existence; and if the institutional framework rewards productive activities
then organizations – firms – will come into existence to engage in productive activities” (North, 1994, p.
361).
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major institutional changes may occur rarely (for example, during the revolution or
transition).
Most of the time, external institutions change marginally, but they can still be
replaced suddenly. On the other hand, internal institutions tend to change only
marginally, as norms and values of economic agents tend to be very stable in time. This
leads to some degree of continuity in history and North describes it as follows: “These
cultural constraints [in other words internal institutions] not only connect the past with
the present and the future, but provide us with a key to explaining the path of historical
change” (1991, p.6). The term development path is often used in connection with
economic events, which are affected by the past. This concept is very important for the
analysis of transition economies, and it is briefly discussed in the following paragraphs.
Main concern in neo-classical theories is equilibrium and not the development
path. First, it is assumed that economy is in equilibrium, then after an exogenous shock,
it moves to a new equilibrium. While most attention goes to both equilibria, the path
between them is not considered very important.28 Moreover, if an opposite shock
occurs, then it brings the economy back to the first equilibrium or in other words, the
path between the different equilibria is reversible and always the same. This
characteristic again follows from the assumption that individuals have all relevant
information. In case, if they have incomplete information at the outset, they may obtain
more information that is relevant and make new decisions, and hence, reach different
equilibrium. Such reversibility of paths implies that in neo-classical theories the concept
of logical time is used. Bausor (1994) explains this concept of time as follows: “Nothing
inherent in this conceptualisation requires time to flow forward. As a matter of
convention, we associate larger real numbers with later dates, but the model‟s
mathematical structure allows time to go either way. Nothing implicit on this image of
time distinguishes past from future. Either direction will, and can, do” (p. 327).
From one point of view, when decisions do not depend on the past, on learning
or experience, development paths do not matter, but in the situation when information is
incomplete, or even worse, if there is uncertainty or framework uncertainty,
development paths are important. All these suggest that in the similar circumstances the
decisions can be different because development paths vary.

28

It follows from the assumption of no uncertainty meaning that individuals have all relevant information
and hence, they are able to make such decisions that the new equilibrium is reached as quickly as
possible.
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It is equal to the claim of some institutionalists that the same decision is never
taken twice. “[...] we can never make exactly the same decision again, for the very act
of choosing thrusts us forward in time, and forever destroys the historical context of the
decision [...] Firstly, since each moment is uniquely embedded in history, the set of
expectations imaginable to an agent at any moment must also be unique [...] Second,
since decisions are made today and address uncertain events in an unknowable future,
the consequences of any choice must be strictly temporally after that choice [...]” (ibid.,
p. 328).
Even though the influence of the past on the present and the future is widely
accepted, it should be clear that it is problematic to predict precisely the course of a
development path. As North says: “Path dependence is a way to narrow conceptually
the choice set and link decision making through time. It is not a story of inevitability in
which the past neatly predicts the future” (North, 1991, pp. 98-99).

3.2.5 The Analysis of Transition Economies
As it is stated above, transition economies are characterised by the collapse of
external, change of internal institutions and birth of the framework uncertainty. Defined
institutional approach in chapter 2 and 3 can cope with the relations between genuine
uncertainty, external and internal institutions and institutional change.
It appears that the relations can be applied in a straightforward manner to an
analysis of transition economies, but there is a need to extend it. The reason follows
from the fact that defined institutional theory focuses on evolutionary change, whereas
in transition economies there is revolutionary change. Work with evolutionary change
implies that the external and internal institutions mostly develop together in harmony. In
transition economies, it is revolutionary institutional change, during which the harmony
between both types of institutions is likely to be disturbed and time is needed to restore
the balance between them.
Furthermore, stress on development emphasise the importance of a country‟s
specific characteristics in understanding of its development. In case of transition
economies, it implies that their unique history as centrally planned systems should be
taken into account. Therefore, development paths are used as a tool to analyze the
transition process.
Institutional theory has to be extended to work with the interaction and the
potential disharmony between the external and internal institutions during the transition
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process. To analyse the development of both types of institutions and their relation
between each other, firstly, the transition process is divided into three stages of
institutional development and, secondly, we stress on the concept of development paths.
The stages of transition, current state and the development paths are the main concepts
of this thesis. The description of transition stages and the development paths is
discussed below.
The transition process in the ex-communist countries of Central, Eastern Europe
and the former Soviet Union can be divided into three stages based on the development
and harmony of the external and internal institutions. However, these stages are not a
deterministic description of a transformation from a centrally planned to a market
economy, but they are introduced to show which processes are essential for
transforming institutional framework. The stages allow for stagnation, reversions and
partial overlap.
First precondition for the start of the transition process happened in the
beginning of 1990s, when the countries of Central and Eastern Europe and the former
Soviet Union freed of the dominance of Moscow and suddenly found themselves in a
position where they could decide on their own economic and political future. The
second precondition is the desire to reform the economic order. Even though some of
the countries did not have such a desire, in the end they were all forced to implement
economic reforms, because of external pressure.29
The first stage of transition starts when a country has the freedom and the desire
to reform, or when it is forced to do so. In first case, this stage is very short, but for
countries forced to transform it can be difficult to determine the general strategy of
transition.
The second stage of transition is the beginning of external institutional reforms.
Mortel (2002) says that “[...] an important precondition has to be met before an
economy arrives at this stage, i.e. a start must have been made with privatisation and
decentralisation of economic decisions. However, privatisation must not be superficial,
but structural, leading to a decisive shift of the decision making power. It should be
possible to sell and buy firms or shares of firms. Similarly, decentralisation should mean

29

One cause of pressure is the collapse of the trading system of the Central and Eastern European
countries and the Soviet Union (the need to earn hard currency in order to pay for imports). Another cause
relates to the fact that the trade between peripheral republics of the Soviet Union had ended.
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that owners or managers of firms can decide about the selling prices, about where to buy
input which goods will be produced, and so on” (pp. 25-26).
During the second stage of transition, the external institutions are reconsidered
and replaced and banking laws, protection of private property, competition law and
bankruptcy law are introduced (basic rules of market economy). At the same period, the
internal institutions have to change and adopt as well, even if slowly. During this stage
the external institutions have to take shape, otherwise framework uncertainty persists
harmony cannot strengthen between both institutions.
The third stage of transition starts when the external institutional framework is
roughly completed. Marginal changes are still possible remain possible mainly for
improvement of the newly implemented institutions. During this stage of transition, the
change of economic behaviour of agents is important issue and economic actors
experiment in order to find which economic decision give good results in the new
institutional framework.
This stage can last longer, because many phenomena, like competition, are new
to most economic actors. Moreover, it is important for agent to accept the new external
institutional framework. The third stage is completed only if a harmony between the
both types of institutions is established. Without it, the new institutions are unlikely to
persist, otherwise they are not effective, and the transition process may shift back to the
previous stage. The harmony between the two kinds of institutions depends among
others on the duration and the hardship suffered during the second stage of transition.30

3.2.6 Development Process
In this thesis in accordance with the concept of development paths, the transition
process, which individual countries undergo, is determined not only by events during
the process, but also by the characteristics of these countries before the start of the
process. For instance, the culture of people, which finds its origin in the past, strongly
influences the transition process; on the other hand, the geographical position, domestic
resources, and the level of economic development have major consequences for the
economic structure and give the possibility of a quick transition to a market economy.

30

It is natural for people to blame the new economic and political order for their difficulties as decline of
their incomes or live in poverty for a prolonged period, and they can have little inclination to accept the
new order and adapt to it.
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To conclude, the economic and cultural heritages of a country affect its
development during transition. The World Bank for example writes: “The degree of
macroeconomic disequilibrium is not the only factor affecting a country‟s choice of
reform path. Noneconomic factors – politics, history, culture, and geography – can also
be very important. Citizens‟ attitudes and loyalties toward pre-transition regimes varied
greatly, depending on how their countries had become socialist” (World Bank, 1996, p.
11).
The influence of the past is the most noticeable during the first stage and though
internal institutions during the whole period of transition. Later on during the transition,
the new events and experiences become important. Even though, development paths are
useful tools in explaining the specific transition paths of an individual country, it is not
always possible neatly predict which countries can be successful in economic reforms
and which not, but it gives us a significant clue.
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4. Empirical Analysis in Emerging Markets
In the beginning of chapter the methodology of measuring institutional
framework is presented, which is based on Governance Indicators constructed by the
World Bank Institute, the ongoing project from the 1996. Then the main results of six
dimensions of institutional quality shows current situation in selected emerging
economies with respect to EU member states and global position. The overview of
business environment in selected countries offers another point of view and shows
problematic fields in institutional quality. Finally, panel data of GDP and Governance
Indicators are analysed and the current trends are discussed.

4.1 Methodology of Measuring the Institutions
Through the whole thesis, it is mentioned that institutional quality has significant
connections to the economic growth, competition and other market characteristics.
However, it is problematic directly measure institutional quality because institutions
affect several dimensions of life: economic, political, and cultural behaviour. Due to this
reason, indirect approach is used, where institutions are assessed on a given scale in
terms of working properties and results are aggregated into the indices.
Today, several methods how to measure the quality of institutions are available.
Mainly it is Governance Indicators constructed by the World Bank Institute (WGI)31,
Doing Business (WB), which are used in this thesis, another examples are the
Corruption Perception Index (CPI), Country Policy and Institutional Assessment
(CPIA), Economist Intelligence Unit, International Country Risk Guide (ICRG), World
Economic Forum, Freedom House, Institutional Profile Database (IPD) and others.
Short discussion about advantages and disadvantages of different types of indices is
summarised in Körner et al. (2002).
First diversification of institutional quality index is between unique (i.e. based
on data from a special survey) and composite structure (i.e. aggregating several already
existing data, surveys and indices). Composite indexes usually cover more, but inputs
can be incompatible and it may suffer from heterogeneity of methodologies across time
and countries. If such problems are not treated well while being significant, the unique
index should be used.

31

www.worldbank.org/wbi

- 52 -

Master Thesis

IES FSV UK

Second, indices may be objective (i.e. based on measurable data such as GDP,
interest rate etc.), or subjective (i.e. based on respondents‟ subjective opinions).
Objective indices are better suited to cross-country comparison; but only limited
number of aspects can be measured in this way. Subjective indices allow measuring
almost each aspect of institutional framework, but such approach may have serious bias
of those who report to the surveys, thus such issues must be treated before an
international comparison.
Third diversification is connected to the type of respondents. They can be local
citizens, entrepreneurs, specialists etc., or external experts. It is expected that local
people are more familiar with the business environment and local rules than external
observers are, but their responses can be biased because of different cultural background
across countries. On the other hand, external experts may assess the institutional
framework more independently, but have less information. Körner et al. (2002) suggests
that ideally respondents should be locally operated experts, who have experience from
other countries too. However, it is quite problematic to find high number of such
subjects and practically both approaches are combined.
Geršl (2006, p. 80) adds two other points to mentioned typology. First, it is
differentiation in terms of what indices measure. In particular, an index can measure the
extent how existing institutions correspond to some commonly agreed standards or
benchmarks (globally accepted level), or how people are satisfied with existing
institutions and if they consider as appropriate or inappropriate. Information about
institutional quality level can be helpful for foreign investors; on the other hand,
subjective opinions about appropriateness of institutions are assessed directly and better
represent individuals‟ interests and values. Finally, indices also differ in terms of how
and if they can separate three basic components of every institutional framework:
external institutions, their formal enforcement, and internal institutions. Geršl (2006)
says that: “In general, most indices, especially the subjective ones, measure a mixture of
formal and informal institutions and enforcement mechanisms. For example, a positive
answer to a survey question such as “does regulatory agency in your area of business
put obstacles to your business” may indicate that formal rules are not appropriate, or
informal rules are the source of obstacles (such as corruption), or enforcement of formal
rules does not work, or all three. On the other hand, several smartly designed questions
may, at least to some extent, allow differentiating between the three components of an
institutional framework” (p. 3).
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World Bank under the project Governance Matters32 monitors six aggregated
governance33 indicators in three area of governance and they cover 212 countries and
territories for 1996, 1998, 2000, and annually for 2002-2008. The indicators are based
on several hundred individual variables from 35 separate data sources. Aggregation is
based on Unobserved Components Model (UCM) methodology and indicators are
normalized (because coverage of the underlying surveys differs across countries and
over time). The WGI are based exclusively on subjective or perceptions-based34 data on
governance, and represent the views of a wide range of informed stakeholder, thousands
of household and firm survey respondents, experts working for the private sector,
NGOs, and public sector agencies.
WGI dataset is merged with GDP per capita (current US$) series from World
Bank national accounts data, and OECD National Accounts data files. GDP per capita
in current prices is used because there is the lowest number of missing values and the
results for GDP per capita in constant prices and PPP are similar.
Six dimensions of governance are following: Voice and Accountability (VA),
where the “[...] perceptions of the extent to which a country‟s citizens are able to
participate in selecting their government, as well as freedom of expression, freedom of
association, and a free media” is captured (Kaufmann et al., 2009, p. 6). Political
Stability and Absence of Violence (PV) captures “[...] perceptions of the likelihood that
the government will be destabilised or overthrown by unconstitutional or violent means,
including politically-motivated violence and terrorism” (ibid.). Both indices make a
group of “political process”, how governments are selected, controlled, and rewarded.
Government Effectiveness (GE) captures the perceptions of the “[...] quality of
public services, the quality of the civil service and the degree of its independence from
political pressures, the quality of policy formulation and implementation, and the
credibility of the government‟s commitment to such policies” (ibid.). Regulatory
Quality (RQ) is the “[...] ability of the government to formulate and implement sound
policies and regulations that permit and promote private sector development” (ibid.).

32

http://info.worldbank.org/governance/wgi/index.asp
Governance is defined as “the traditions and institutions by which authority in a country is exercised”
(Kaufmann et al., 2009, p. 5).
34
The first reason, agents base their actions on their perception, and views. Second, in many areas of
governance only few alternatives to perceptions data exist. For example, corruption leaves almost no
“paper trail”, that can be capture by purely objective measures. Third, even though objective data may
exist, often there is a difference between a de jure notion of laws (on the paper) and their de facto reality
(in practice).
33
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These dimensions can be summarised as “government‟s policies”, the ability of
government effectively formulate and realise reasonable policies.
Rule of Law (RL) shows “[...] the extent to which agents have confidence in and
abide by the rules of society, and in particular the quality of contract enforcement,
property rights, the police, and the courts, as well as the likelihood of crime and
violence” (ibid.). Control of Corruption (CC) captures “[...] perceptions of the extent to
which public power is exercised for private gain, including both petty and grand forms
of corruption, as well as “capture” of the state by elites and private interests” (ibid.).
This can be summarised as “respect of citizens” and the condition of institutions, which
manage the economic and social interaction between them. Six dimensions of aggregate
indices are in Table 4.1-i.
Table 4.1-i: Government Indicators
Political process

1. Voice and Accountability
2. Political Stability and Absence of Violence

Government’s policies

3. Government Effectiveness
4. Regulatory Quality

Respect of citizens

5. Rule of Law
6. Control of Corruption

Source: World Bank (World Bank Institute), info.worldbank.org/governance/wgi/index.asp

Construction of the WGI is based on UCM (the statistical basis) and rescaling
techniques for aggregation.

4.1.1 The Unobserved Components Model (UCM)
Each of our observed data sources provides a noisy signal of the true level of
governance in a country and this level is unobserved. The UMC provides a framework
for extracting estimate of governance from the observed data with minimal variance
(Kaufmann et al., 2009, p. 98).
Let

denote the unobserved true level of a particular dimension of governance

in country j, for example, Rule of Law. The observed data consists of a cluster k=1,...,K
indicators and each one provides a numerical rating of some aspect of given WGI
dimension in each of the j=1,...,Jk countries covered by that indicator.35 Each country j

35

Note that each indicator might cover a different number of countries, thus J k depends on the indicator k.
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might appear in a different set of indicators, and let

denote the set of indicator in

which country j appears and the number of indicators available for country j.
Let

denote the score of country j on indicator k. We assume that the observed

score is a linear function of unobserved governance,

, and an error term,

, as

are unknown parameters that reflex unobserved governance

into

follows:
(1)
where

and

the observed data

. We assume that

is a normal random variable with zero mean

and unit variance, moreover, the error term
mean and standard deviation

is also normally distributed with zero

, which varies across data sources k, and is uncorrelated

across data sources.36
The parameter
parameter

is the mean of the observed data from indicator k. The

captures the slope of the relationship between true unobserved governance

and the observed data indicator k.37 Finally, the standard deviation of the error term
shows the strength of the signal of true governance, if

is large (small), then observed

data provides imprecise (precise) signal of true governance.
Let

denote the observed data for country j from each of the

data sources, where it appears. Since we assume that

and

are jointly normally

distributed, this implies that the join distribution of the observed data
governance

and unobserved

, is also normal. Thus, the distribution of governance conditional on the

observed data for each country will also be normal.
In the multivariate normal distribution, the conditional distribution of
the observed data

given

is normal, with the following mean and variance38:

(2)
(3)

36

This is rather strong assumption, but it is necessary for identification. See Kaufmann et al. (2006) for
detailed discussion of the validity of this assumption.
37
Unobserved governance has a standard deviation of one and
is the increase in the observed data
associated with a one standard deviation improvement in unobserved true governance.
38
The mean of governance conditional on the data available for country j is just a weighted average of the
standardised scores from each data source. Data sources that provide a more precise signal of governance
have greater weight in the conditional mean, where weight are
variance of the conditional distribution summarise the reliability of governance estimate.
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The expression in Equation (2) is the “governance estimate” for each country,
and the square root of the variance in Equation (3) is the “standard error” of the estimate
of governance for each country.
Data sources have either “representative” or “non-representative” indicator
structure, where first one is an indicator that covers a set of countries with similar
distribution of governance in the world as a whole. Second one, covers either specific
regions (for example EU, transition economies etc.) or certain income levels (for
example developing countries). It is crucial to distinguish between them, because
different ways to estimate the unknown parameters

,

and

are applied.

For the set of representative indicators, we use the assumption of normality of
and

to make the likelihood function. Let
and let B and Σ be diagonal matrices with

The mean of

is

and the variance of

is

,

,

and

in the diagonal.

. The contribution to the

log-likelihood of country j is given by:
(4)
and by summing these over all countries j and maximising over the unknown
parameters gives our estimates of

,

and

for every representative indicator k.

To obtain non-representative indicator, we do preliminary estimate of

based

on the data from the representative indicator and let denote this preliminary estimate as
. We can decompose this conditional mean into
of

. The probability limit of the OLS slope coefficient is

the variance of

is the variance of the conditional mean of

and

is independent
and because

in Equation (3) and

is observable, we can correct the OLS coefficients for this bias and arrive at
consistent estimates non-representative indicator parameters.
Finally, all of the parameter estimates from the representative and nonrepresentative data sources are collects and inserted into Equations (2) and (3) to
calculate the estimates of governance and standard errors for each country. 39

39

See Kaufmann et al. (2009, pp. 100-101) for discussion.
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4.1.2 Rescaling the Aggregate Governance Indicators
Two rescaling methods are used. Firstly, we rescale the data to set the mean of
the governance estimates to zero, and standard deviation to one. This rescaling is just a
simple renormalisation of the estimates without any impact on countries‟ relative
position on the governance indicators. However, such rescaling fails if trends in global
averages of governance are present, then it is inappropriate method. Nevertheless,
Kaufmann et al. (2009, p. 102) do not find strong evidence of significant trends in
underlying indicators.
The second rescaling method addresses the fact that number of sample countries
covered by governance indicators grows since 1996. Normally, if new countries are
randomly distributed, it is not a problem, but in reality, added countries have usually
score above the average. This issue is addressed by taking the most recent year of the
indicators as a benchmark and newly added countries relative to previous year, and then
the worldwide average score in that year are adjusted so it would have zero mean. This
continues for each previous year back to 1996. The adjustment factor for the mean is
, where

is the number of countries with data in period T and

is the average score of the additional countries in period T.
This adjustment makes countries‟ scores more comparable over time, therefore,
global averages of the adjusted data show small trends over-time (mainly improvement).
However, this improvement reflects the change in composition of the sample since new
countries usually have above-average performance in governance indicators.
Mentioned methodology have several limitations, in particular the comparability
over time is reduced by overlapping confidence intervals and weights are assigned to
each source according to its correlation with other sources, thus less weight are given to
the sources that differ from majority. Another aspect is the selection bias, where most
sources are business-oriented firm and expert surveys, while household surveys are not
used much. Discussion about these limitations can be found in Arndt and Oman (2006).

4.2 Quality of Institutional Framework
More than two decades have passed from the beginning of transformation
process. Many changes occurred during this period, some of selected countries
successfully managed to complete the European integration (entering EU, Euro zone, or
Schengen). This suggests that countries are on the good way in transition from centrally
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planned to market economy and West society acknowledges these countries as equal
partners. In the following subchapters, the institutional framework in selected countries
is revised and compared to European level (EU18)40.

4.2.1 Voice and Accountability
Four groups of countries can be observed in Figure 4.2.1-i. Latvia, Lithuania,
Poland, and the Slovak Republic follow the leaders Czech Republic, Estonia, and
Hungary, where their current values are around “1”. However, all of these countries
dropped recently in this parameter, and compared to EU18 average values are still
lagging behind.
Figure 4.2.1-i: Voice and Accountability
1,5
1
0,5
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BLR BGR CZE EST HUN LVA LTU POL ROM RUS SVK UKR

EU18

2008

-0,5
-1
-1,5
Source: Kaufmann et al. (2009), own calculations. Note: Weighted average (weight is the size of population) in case of EU18.

On the other side, the improvement is observed in case of Bulgaria, Romania
and significant improve in Ukraine. Belarus and Russia have negative values and no
improvement over the last decade. Table 4.2.1-i summarises the estimate bi-annually
and we can see stable values in case of Estonia, Hungary, and Lithuania, modest
increase in Bulgaria and significant increase in Ukraine in 2006. On the other side, there
is a drop in the Czech Republic in year 2000 and countries as Belarus, Poland, and
Russia dropped simultaneously in year 2006.

40

The countries are: Austria, Belgium, Cyprus, Denmark, Finland, France, Germany, Greece, Ireland,
Italy, Luxembourg, Malta, Netherlands, Portugal, Slovenia, Spain, Sweden, and United Kingdom.
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Table 4.2.1-i: Voice and Accountability, bi-annually
Country
Belarus

1998
-0.9

2000
-1.3

2002
-1.4

2004
-1.37

2006
-1.8

2008
-1.6

Bulgaria

0.38

0.48

0.58

0.56

0.583

0.6

Czech Rep.

0.95

0.72

1

0.97

1.028

1.02

Estonia

1

0.96

1.06

1.09

1.051

1.03

Hungary

1.08

1.17

1.17

1.18

1.075

1

Latvia

0.81

0.71

0.85

0.72

0.847

0.86

Lithuania

0.89

0.85

0.92

0.9

0.907

0.85

Poland

1.05

1.04

1.08

1.02

0.748

0.86

Romania

0.36

0.4

0.46

0.37

0.55

0.48

Russia

-0.6

-0.5

-0.4

-0.58

-0.92

-0.97

Slovak Rep.

0.71

0.79

0.99

0.96

1.034

0.89

Ukraine

-0.3

-0.6

-0.6

-0.63

-0.1

-0.03

EU18

1.23

1.23

1.21

1.4

1.25

1.2

Source: Kaufmann et al. (2009), own calculations. Note: Weighted average
(weight is the size of population) in case of EU18.

Figure 4.2.1-ii shows global position and we can see that new EU member states
(except for Bulgaria and Romania) are quite homogeneous. Ukraine is doing well, if in
the 1998 it was on the same level as Russia and Belarus, but then the indicator improved
a lot while in Belarus and Russia opposite happened.
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1
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REPUBLIC
CZECHESTONIA

Figure 4.2.1-ii: Voice and Accountability, all countries in 2008
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Source: Kaufmann et al. (2009), own calculations. Note: Blue dots represent estimates for the 2008 governance indicators. The thin
vertical lines represent standard errors around these estimates for each country. Black dot represents the 1998-year comparator.

However, overall position of selected countries is quite heterogonous, mainly
because of Belarus, Russia, and Ukraine. Last note about the leaders, as we can see
Hungary and Poland lost their lead and their place is now in hands of Estonia and the
Czech Republic. Nevertheless, seven of twelve countries have very good value and the
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difference between absolute global leaders is not high. This suggests that basic
condition for market economy, such as civil liberties, political rights, freedom, and the
independence of the media are present in most of new EU member states, while
Bulgaria and Romania improve this parameter as well over time.

4.2.2 Political Stability and Absence of Violence
Political stability is rather cyclical process, which copies political situation in the
country (Figure 4.2.2-i). The increase over last decade is observed only in Belarus, the
Czech Republic, Poland, and Russia (great increase is in Belarus, over 0.5 point). On
the other side, significant decrease is in Baltic republics and Hungary. EU18 average
dropped over decade, too. Only Russia has bad position compared to other selected
countries. This is probably connected with violence, or probability of terrorist attack,
war with Georgia etc., because president and parliament position is quite stable over last
decade.
Figure 4.2.2-i: Political Stability and Absence of Violence/Terrorism
1
0,8
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-0,2
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2008

-0,4
-0,6
-0,8
-1
Source: Kaufmann et al. (2009), own calculations. Note: Weighted average (weight is the size of population) in case of EU18.

From Table 4.2.2-i it is clear that decrease in Baltic republics and Hungary
happened recently, because in year 2006 the values were higher than EU18. Great
increase is observed in Belarus, Poland, and the Slovak Republic, where the latter
reached their 1998 level estimate value. Interesting fact is a decrease around 0.30 points
in EU18 level after the 2002 and the same value with minimal improvement since then.
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Table 4.2.2-i: Political Stability
Violence/Terrorism, bi-annually

and

Absence

Country
Belarus

1998
-0.1

2000
-0.1

2002
0

2004
-0.2

2006
0.13

2008
0.45

Bulgaria

0.49

0.41

0.43

0.06

0.38

0.39

Czech Rep.

0.8

0.62

0.99

0.71

0.87

0.93

Estonia

0.56

0.7

0.89

0.82

0.76

0.57

Hungary

0.99

0.72

1.03

0.84

0.83

0.59

Latvia

0

0.45

0.81

0.78

0.76

0.4

Lithuania

0.31

0.44

0.86

0.82

0.8

0.73

Poland

0.61

0.4

0.68

0.22

0.33

0.79

Romania

0.19

0

0.32

0.07

0.23

0.3

Russia

-0.8

-0.7

-0.6

-1

-0.77

-0.62

Slovak Rep.

0.93

0.44

0.75

0.55

0.69

0.92

Ukraine

-0.2

-0.3

-0.2

-0.36

-0.03

-0.01

EU18

0.94

1.01

0.91

0.59

0.63

0.64

of

Source: Kaufmann et al. (2009), own calculations. Note: Weighted average
(weight is the size of population) in case of EU18.

Global view (figure 4.2.2-ii) shows that most of the countries improved during
last decade, only Hungary has significant drop, which is mainly caused by political
problems and high indebtedness. Significant improve is seen in case of Belarus, Latvia
and Lithuania. The leaders are the Czech and Slovak Republics. Russia lags behind all
other selected country, but is mostly caused by high probability of terrorist attack,
criminality and not by political instability. If Russia and Ukraine are not counted then
other selected countries are grouped by two-four countries and the difference between
groups is almost constant.
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Figure 4.2.2-ii: Political Stability and Absence of Violence/Terrorism, all countries in 2008
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Source: Kaufmann et al. (2009), own calculations. Note: Blue dots represent estimates for the 2008 governance indicators. The thin
vertical lines represent standard errors around these estimates for each country. Black dot represents the 1998-year comparator.
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Interesting to notice that both indicators (VA and PS) have logarithmic shape
and the difference between countries is not big, at least for the top countries. Thus, the
difference between the Czech Republic, Estonia (the Slovak Republic in case of PS) and
the leader Norway (and Luxembourg in case of PS) is less than 0.5 point. Once again, it
shows that transition economies fulfil the basic condition of democracy and political
stability necessary for sustainable growth or in our terminology finished the first step of
transition process.

4.2.3 Government Effectiveness
Significant increase in government effectiveness is in the Czech Republic,
Estonia, and the Slovak Republic (Figure 4.2.3-i). In other countries, the estimate
decreased or stayed almost the same as in 1998. Leaders (the Czech Republic and
Estonia) are almost near to the EU18 level, which gradually decreases over time.
However, as we can see the values of selected countries lag behind the EU18 values
more than the other estimates and it is the first situation where four countries have
negative values (similar picture is in case of Rule of Law and Control of Corruption).
Figure 4.2.3-i: Government Effectiveness
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Source: Kaufmann et al. (2009), own calculations. Note: Weighted average (weight is the size of population) in case of EU18.

From bi-annual values in Table 4.2.3-i Bulgaria and Ukraine shows stable values
over time (in other words minor or no improvement of government effectiveness).
Gradual improvement, as mentioned above, is seen in the Czech Republic, Estonia, and
the Slovak Republic. On the other side, estimate of government effectiveness decreased
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recently in Hungary, Latvia, Lithuania, Poland, Romania, and Ukraine. In case of EU18,
once again the drop is in year 2004.
Table 4.2.3-i: Government Effectiveness, bi-annually
Country
Belarus

1998
-0.5

2000
-0.8

2002
-1.1

2004
-1.25

2006
-1.19

2008
-1.11

Bulgaria

0

0.05

0.09

0.08

0.05

0.1

Czech Rep.

0.72

0.79

0.93

0.87

1.14

1.07

Estonia

0.7

0.85

0.81

1.04

1.16

1.15

Hungary

0.94

0.93

1.01

0.89

0.89

0.66

Latvia

0.59

0.45

0.59

0.65

0.67

0.56

Lithuania

0.58

0.35

0.61

0.74

0.75

0.64

Poland

0.69

0.62

0.56

0.45

0.54

0.48

Romania

-0.2

-0.4

-0.1

0.01

0

-0.14

Russia

-0.4

-0.6

-0.3

-0.28

-0.45

-0.32

Slovak Rep.

0.37

0.43

0.47

0.72

0.84

0.76

Ukraine

-0.7

-0.6

-0.7

-0.6

-0.46

-0.6

EU18

1.55

1.61

1.6

1.48

1.36

1.31

Source: Kaufmann et al. (2009), own calculations. Note: Weighted average (weight is
the size of population) in case of EU18.

As we can see from Figure 4.2.3-ii, government effectiveness indicator increases
level by level and on contrary to previous indices it has exponential shape. The leaders
(the Czech Republic, Estonia, and the Slovak Republic) have significant increase
compared to the 1998 value, but the difference between them and the top countries is
quite large. This is probably caused by time-limited experience with market economy in
transition countries. We can see that position of the countries is quite heterogeneous.
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Figure 4.2.3-ii: Government Effectiveness, all countries in 2008
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Source: Kaufmann et al. (2009), own calculations. Note: Blue dots represent estimates for the 2008 governance indicators. The thin
vertical lines represent standard errors around these estimates for each country. Black dot represents the 1998-year comparator.
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Due to global financial and economic crisis, we can expect an improvement in
government effectiveness in the near future, government effectiveness measures the of
the bureaucracy, the competence of civil servants, the independence of the civil service
from political pressures, and the credibility of the government‟s commitment to
policies. In hard times of crisis, these rigid structures are much easily reformed than in
times of growth and prosperity, due to pressure from citizens, businesses, and
acceptable position of people.

4.2.4 Regulatory Quality
On the other hand, regulatory quality is improved in most of the countries.
Mainly external institutions are represented by this index. All Baltic republics, the
Czech Republic, Hungary and the Slovak Republic have estimate greater than “1” and
they are almost on the EU18 level (Estonia even better). Only in Russia, we do not
observe improvement over time (Figure 4.2.4-i).
Figure 4.2.4-i: Regulatory Quality
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Source: Kaufmann et al. (2009), own calculations. Note: Weighted average (weight is the size of population) in case of EU18.

From the Table 4.2.4-i we can see great improvement in Belarus, Bulgaria,
Romania, the Slovak Republic, and Ukraine over last decade. Quite stable values are in
case of Poland and EU18 and this is the first index where we cannot observe recent
decrease in case of Baltic republics, Hungary and other countries. Most of them cope
with regulatory quality very well.
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Table 4.2.4-i: Regulatory Quality, bi-annually
Country
Belarus

1998
-2

2000
-1.9

2002
-1.7

2004
-1.43

2006
-1.7

2008
-1.24

Bulgaria

0.11

0.2

0.57

0.67

0.53

0.75

Czech Rep.

0.86

0.75

1.15

1.02

1.04

1.09

Estonia

1.24

1.27

1.41

1.39

1.41

1.47

Hungary

0.99

0.96

1.25

1.15

1.16

1.26

Latvia

0.87

0.68

0.92

1.01

1.07

1.07

Lithuania

0.79

0.72

1.08

1.16

1.05

1.14

Poland

0.69

0.65

0.67

0.74

0.68

0.77

Romania

0.2

-0.1

0.02

0.16

0.41

0.53

Russia

-0.5

-0.8

-0.4

-0.24

-0.6

-0.56

Slovak Rep.

0.46

0.48

0.9

1.11

1.1

1.14

Ukraine

-0.8

-0.6

-0.6

-0.47

-0.5

-0.39

EU18

1.23

1.31

1.33

1.34

1.3

1.34

Source: Kaufmann et al. (2009), own calculations. Note: Weighted average (weight is
the size of population) in case of EU18.

Regulatory quality indicator is very nice exception, because all selected
countries (expect for Russia) improved during last decade. The shape of the curve is
similar as GE indicator (Figure 4.2.4-ii). Estonia and Hungary have the highest values,
but tremendous increase is in case of Belarus and the Slovak Republic comparing to the
1998, but Belarus still stays on of the tail.
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Figure 4.2.4-ii: Regulatory Quality, all countries in 2008
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Source: Kaufmann et al. (2009), own calculations. Note: Blue dots represent estimates for the 2008 governance indicators. The thin
vertical lines represent standard errors around these estimates for each country. Black dot represents the 1998-year comparator.

This indicator measures to what extent government policies are market-friendly
and the perceptions of the burdens imposed by regulation of private business. The
improvement in case of new EU member states can be associated with the pressure to
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reform policies by EU before entering Union (the Czech Republic, Estonia, Hungary,
Latvia, Lithuania and the Slovak Republic in 2002; Poland in 2004; Bulgaria and
Romania in 2006). In our terminology, both indicators of government‟s policies
represent the second phase of transition process, and as we can see most of the new EU
member states quite high values.

4.2.5 Rule of Law
Rule of Law measures mainly internal institutions and just from a glance on
Figure 4.2.5-i, it is clear that the values are much lower compared to previous indices.
Gradual increase over last decade is observed in Baltic states and Slovakia. In most of
the other countries, the estimate is stable over time, without any major improvement.
Figure 4.2.5-i: Rule of Law
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Source: Kaufmann et al. (2009), own calculations. Note: Weighted average (weight is the size of population) in case of EU18.

As we can see (Table 4.2.5-i) the leaders in 1998 (the Czech Republic, Hungary,
Poland) lost their position afterwards (only Hungary stayed at the same value).
However, after decrease the Czech Republic managed to get at the same value in 2008
as it was in the 1998, Poland after another decrease in 2006 improved a little in 2008.
Baltic republics started with quite low values, but gradually improved a lot and now
they are one of the leaders in among selected countries.
The evolution during last decade is quite heterogeneous and we can see that
most of the countries remained on the same level as they were in the 1998, only Estonia
and Latvia have noticeable increase. Nevertheless, all values (except for Estonia) are
quite low compared to previous indicators.
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Table 4.2.5-i: Rule of Law, bi-annually
Country
Belarus

1998
-0.8

2000
-1

2002
-1.3

2004
-1.23

2006
-1.2

2008
-1

Bulgaria

-0.2

-0.1

0

-0.05

-0.2

-0.12

Czech Rep.

0.85

0.69

0.77

0.72

0.75

0.85

Estonia

0.52

0.59

0.73

0.85

0.94

1.05

Hungary

0.78

0.87

0.89

0.86

0.8

0.82

Latvia

0.2

0.23

0.35

0.53

0.52

0.73

Lithuania

0.42

0.29

0.4

0.57

0.45

0.58

Poland

0.74

0.65

0.61

0.44

0.28

0.49

Romania

-0.1

-0.2

-0.3

-0.19

-0.2

-0.05

Russia

-0.8

-1.1

-0.9

-0.82

-0.9

-0.91

Slovak Rep.

0.23

0.33

0.29

0.48

0.41

0.52

Ukraine

-0.9

-1

-0.9

-0.75

-0.8

-0.62

EU18

1.41

1.39

1.36

1.35

1.29

1.32

Source: Kaufmann et al. (2009), own calculations. Note: Weighted average (weight
is the size of population) in case of EU18.

From global estimate (figure 4.2.5-ii), there is clear difference between top
countries and selected economies, something like different levels.

0

BULGARIA
ROMANIA

UKRAINE

1

BELARUS
RUSSIA

Normalized Rule of Law Index

2

ESTONIA

HIGH

HUNGARY
REPUBLIC
CZECH

3

POLAND
SLOVAKIA
LITHUANIA
LATVIA

Figure 4.2.5-ii: Rule of Law, all countries in 2008
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Source: Kaufmann et al. (2009), own calculations. Note: Blue dots represent estimates for the 2008 governance indicators. The thin
vertical lines represent standard errors around these estimates for each country. Black dot represents the 1998-year comparator.

Rule of Law is a proxy for the degree of confidence in rules and covers the
effectiveness and predictability of the judicial branch, and the enforceability of rules.
All this fields were weak during the centrally planned era and this heritage is noticeable
even today.
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4.2.6 Control of Corruption
Another measurement of internal institutions and even worse picture than in case
of Rule of Law. Internal institutions and their consistency with external institutions is
the great problem of post-Soviet countries. Historically, in this region many inconsistent
internal institutions with market economy emerged during the Soviet era and prevail
until today (bribes, moral etc.).41 As we can see from last index, almost every country
has problem to cope with that issue effectively. Figure 4.2.6-i shows that gradual
increase is in Estonia, Romania, the Slovak Republic, and Ukraine, where Romania and
Ukraine have negative values. On the other hand, even EU18 countries have problem
with corruption and the value of estimate decreases over time.
Figure 4.2.6-i: Control of Corruption
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Source: Kaufmann et al. (2009), own calculations. Note: Weighted average (weight is the size of population) in case of EU18.

From bi-annual Table 4.2.6-i it is clear that many countries cannot solve or are
not willing to solve (strong interest groups, path dependency, state capture etc.) the
problem of corruption. Belarus, the Czech Republic, Hungary, Lithuania, Poland, and
Russia worsen off their position over last decade. On the other hand, Bulgaria, Estonia,
Latvia, Romania, the Slovak Republic, and Ukraine improved in the same period. The
biggest increase is in case of Estonia (over 0.50 points) and in the Slovak Republic
(over 0.40 points) during the last decade.

41

Consistency between both types of institutions represents the shift from second stage of transition to
third stage.
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Table 4.2.6-i: Control of Corruption, bi-annually
Country
Belarus

1998
-0.7

2000
-0.6

2002
-0.9

2004
-1.02

2006
-0.7

2008
-0.79

Bulgaria

-0.3

-0.1

0

0.19

0

-0.17

Czech Rep.

0.49

0.3

0.36

0.4

0.36

0.37

Estonia

0.45

0.66

0.73

1

0.95

0.94

Hungary

0.72

0.77

0.64

0.75

0.62

0.55

Latvia

0.14

0.11

0.11

0.27

0.38

0.29

Lithuania

0.27

0.42

0.31

0.39

0.2

0.18

Poland

0.67

0.56

0.36

0.21

0.21

0.38

Romania

-0.4

-0.3

-0.4

-0.25

-0.1

-0.06

Russia

-0.8

-1

-0.9

-0.75

-0.8

-0.98

0

0.31

0.13

0.49

0.41

0.43

Ukraine

-1.1

-1

-1

-0.89

-0.6

-0.72

EU18

1.57

1.57

1.51

1.46

1.37

1.32

Slovak Rep.

Source: Kaufmann et al. (2009), own calculations. Note: Weighted average (weight is
the size of population) in case of EU18.

Similar shape has Control of Corruption as global Rule of Law indicator (figure
4.2.6-ii). We can see that four countries (Estonia, Romania, the Slovak Republic, and
Ukraine) manage to improve in some respect, but others remained on the same level or
even decreased a little (the Czech Republic). Estonia is the only country, which is on the
different level compared to other selected countries, but it is still far enough from the
values of the top countries.

ESTONIA

BULGARIA

0

UKRAINE

1

BELARUS

2

ROMANIA

HIGH

RUSSIA

Normalized Control of Corruption Index

3

LITHUANIA
LATVIA
REPUBLIC
CZECH
POLAND
SLOVAKIA
HUNGARY

Figure 4.2.6-ii: Control of Corruption, all countries in 2008

-1

-2
-3

LOW

Source: Kaufmann et al. (2009), own calculations. Note: Blue dots represent estimates for the 2008 governance indicators. The thin
vertical lines represent standard errors around these estimates for each country. Black dot represents the 1998-year comparator.

Control of Corruption measures the perception of corruption, from small bribery
up to grand corruption affairs through which private agents corrupt politicians in order
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to influence the content of new law and regulations. Both Control of Corruption and
Rule of Law serves as proxy for third stage of transitions and in the same time shows
the problem of strong interest groups that emerge at the start of transition process and
influence institutions by different means. The result can be seen in the following
subchapter.

4.3 Reasons Behind Weak Institutional Quality
Geršl (2006, p. 86) argues that weak position of post-Soviet countries is due to
two factors, which influence all three components of institutional framework (external,
internal institutions and their enforcement). The first factor is so-called “pathdependency”, or in other words inherited internal institutions from socialism.42
The second factor is a result of limited knowledge with market economy during
the transition. In the beginning of the transformation process, no regulation of interest
groups, rent-seeking behaviour, lobbying was implemented and strong interest groups
quickly emerged, which influenced basic institutional reforms, such as enforcing
contract, bankruptcy law, resolving conflicts etc.
Furthermore, Geršl states that combination of these two factors has an adverse
effect on institutional framework, because interest groups managed to influence the
legislation (using corruption or other means on politicians) and had an impact on
enforcement of the legal rules. Moreover, the EU pressure before entering Union was
not sufficient to overcome existent boundary between the interest groups and
government (ibid.).
Nevertheless, in chapter 4.2 we can clearly see huge difference between New EU
Member states and Belarus, Russian Federation, and Ukraine. First of all, geographic
position of former countries, openness, external pressure from EU, internal pressure of
competition influenced overall difference compared to latter trio.43 On the other hand,
the latest report Doing Business44, which “[…] provides a quantitative measure of
regulations for starting a business, dealing with construction permits, employing
workers, registering property, getting credit, protecting investors, paying taxes, trading

42

It is discussed in chapter 3.2.4.
By tracking the development of business environment over 6 years, World Bank (2009) identifies
several patterns of regulatory reforms. Reforms tend to emerge when pressure rises, because of increasing
competition as countries join a common market or trade agreement (EU, Central American Free Trade
Agreement etc.). Economic recession and financial crisis are another strong motivation for reform.
44
World Bank (2009), www.doingbusiness.org
43
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across borders, enforcing contracts and closing a business – as they apply to domestic
small and medium-size enterprises”45 and monitors 183 countries, shows a little bit
different picture.
Table 4.3-i shows how many of ten monitored fields of business environment are
reformed during last 5 years. Even from this table we can see some interesting facts.
The top reformers are Belarus, Bulgaria, Czech Republic, Poland, and Romania. Low
number of reforms in case of Estonia, Hungary, Latvia, Lithuania and Slovakia is given
by already well suited business environment (their global positions are 24, 47, 27, 26
and 42 respectively). The problematic situation is in case of Russia and Ukraine, where
the numbers are the lowest and global position is the worst compared to other selected
countries (120 and 142 places) and it shows some kind of rigidity with no will or no
pressure to reform.
Table 4.3-i: Number of reformed fields making it easier to do business from 2005 until 2010
Belarus

2005
0

2006
1

2007
2

2008
2

2009
6

2010
6

Total No. of reforms
17

Rank in 2010
58

Bulgaria

3

3

3

3

4

2

18

44

Czech Republic

1

3

3

3

4

3

17

74

Estonia

3

2

2

1

0

2

10

24

Hungary

1

3

1

3

2

1

11

47

Latvia

3

4

3

1

2

2

15

27

Lithuania

3

3

3

0

1

1

11

26

Poland

4

5

1

2

1

4

17

72

Romania

3

4

6

2

1

1

17

55

Russia

2

3

2

1

0

3

11

120

Slovak Republic

6

4

2

0

1

1

14

42

Ukraine

2

2

2

0

3

1

10

142

Source: World Bank (2009), own calculations.

In some respect, this can support the view of strong interest groups, who
influence institutional framework and make it rigid, while there is not enough external
or internal pressure to change the situation. On the other side, two of the top reformer,
the Czech Republic and Poland have one of the worst positions inside the EU (behind
are only Italy and Greece). The meaning of such development is ineffective formal
reforms, which are done on the paper, but are powerless in reality.
The reason why the quantity of reforms increased during last two years is
connected to global financial and economic crisis. Historically, many reforms are
45

World Bank (2009, p. v).
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started in recession or financial crisis (for example, the East Asian crisis motivated
many economies to reform their bankruptcy systems). Regulatory reforms are difficult
and take time because the legal changes are involved or some political trade-offs, and
many reforms in 2008-2009 were aimed at reducing administrative burdens.46 The main
points of ten monitored fields are discussed below.

4.3.1 Starting a Business
The rank is based on time needed for company registration, cost to open new
firm (as % of income per capita without bribes), procedures required to complete and
paid-in minimum capital (funds deposited in a bank as % of income per capita). One of
the biggest progresses is done by Belarus (improvement from 98th to 7th position), where
reforms simplified registration formalities (merging of four procedures into one),
minimum capital requirement was abolished, use of notary became optional, and startup time was shortened by almost 4 weeks.
Other reforming country is Poland, which consolidated registrations with the
company registry, statistics, tax and social security authorities. Bulgaria reduced the
minimum capital requirement; Hungary eliminated paper-based transactions by
introducing company registration online. All other values in selected countries are
bearable, only Lithuania, Ukraine, Russia, and Poland have longer time to start a
business (26, 27, 30, and 32 days respectively). The one extreme value is in case of
Ukraine, where the minimum capital requirement is 153.5% of income per capita, while
average is around 20% for selected countries. However, the income per capita is the
lowest in case of Ukraine and the absolute value does not differ that much.

4.3.2 Dealing with Construction Permits
Very interesting picture is in case of construction permits to build a warehouse.
The rank is based on time needed to build a warehouse in the main city, the cost as % of
income per capita (no bribes included) and number of procedures completed when final
document is received (construction permits etc.). Once again, Belarus is the top
reformer over last year among selected countries (jump from 63rd to 44th position),
where mainly the efficiency of the permitting process by cutting approval times

46

World Bank (2009, p. 5).
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improved. The same is done in case of the Czech Republic, where the time to register
new buildings was cut from 60 days to 30.
If each component of this indicator is observed and relatively “bad” position
inside EU has Bulgaria, Latvia, Poland, Hungary and the Czech Republic in case of
procedures to deal with construction permits (number of procedures 24, 25, 30, 31 and
36 respectively, while average is 16.6). Same value of 30 days has Ukraine and globally
the worst position has Russia, where 54 procedures are needed. Extreme values suggests
that to complete all procedures the agents need to face many authorities and the space
for bribes or other “grey market” means is born.
Time to deal with construction permits has normal values in most countries, in
EU only Poland and the Slovak Republic are around 100 days above average, but again
problematic position is in case of Ukraine and Russia (476 and 704 days), while for
example in Finland it takes only 38 days. Once again, time of almost two years to deal
with construction permit in case of Russia create great pressure on the entrepreneurs to
search for other meaning while pursue their aim.
Costs to deal with construction permits are quite low in most of the selected
countries. For example, the lowest values in EU have Hungary, the Slovak Republic, the
Czech Republic, and Latvia. All values are below 20% of income per capita, while
regional average is at 77%. The worst value in EU has Bulgaria (436.5%), and the
“leaders” are Ukraine (1449%) and Russia (2140%). It is easy to see what effect has
such prohibitive values in case of Ukraine and Russia. In case of Russia, it is almost
unreal to get construction permit and market is open only for chosen people (wellknown group around mayor of Moscow, Yury Luzhkov).

4.3.3 Paying Taxes
Ranking is based on three sub-indicators: time needed to prepare, file returns,
and pay taxes; total tax rate as percentage of firm profits; and number of payments per
year. Taxation is very important aspect of business environment. Government needs
revenues to provide public service to society, businesses and such goods (infrastructure,
education etc.) help to achieve common goals of prosperity, order, and functionality.
However, government must find a way how to ensure public revenues and encourage
compliance as well. Increasing taxation affects business and growth of economy;
moreover, things become more difficult while such events as global economic crisis
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occur. Government faces debt and unemployment pressure, in the same time economic
recovery must be supported by encouraging firm growth and investment.
Several countries reformed during last year, Russia reduced corporate income
tax rate (from 24% to 20%), Belarus and the Czech Republic simplified process of
paying taxes47. On the other side, Lithuania increased the corporate income tax rate
from 15% to 20% and Romania increased the rates of three labour taxes.
If sub-indicators are compared, then Poland has twice as many tax payment per
year (30 payments) compared to EU average (18), but critical situation is in case of
Belarus (107), Romania (113) and Ukraine (147), which ensure the last three positions
in global ranking (for example, Sweden has 2 payments and most of the other EU
countries around 10). High values in this indicator suggest that system is not
transparent, and bureaucrats or financial control authorities can misuse such institution
or firms need too much time to prepare declaration of taxes.
Time needed to prepare and pay taxes is high in Poland (395 hours), but the
Czech Republic48 with 613 hours and Bulgaria (616) are near to Ukraine (736) and
Belarus (900), while normally in most EU countries it takes around 200 hours (8 days).
High values are probably connected to overall distrust between financial control and
firms.
Total tax rate are quite high in most of selected countries, only Bulgaria and
Latvia have values under 35%, most of other countries have total taxation around 4547%. Quite high taxation is in Ukraine (57.2%) and extreme case is Belarus with 99.7%.

4.3.4 Enforcing Contracts
Ranking of this indicator is based on time needed to resolve commercial sale
dispute before the court, enforcement costs as percentage of claim values and number of
procedures to obtain judgment and enforce it. Lately, the courts due to financial and
economic crisis are busy all over the world (for example Ukraine has reported greater
caseloads due to crisis). The ability to enforce contracts is very important determinant of
economy and gives comparative advantage to the countries with good contract
enforcement.

47

The Czech Republic mandated electronic filing for all taxes and reduced compliance time by 317 hours;
moreover lowered the rate for social security contributions from 8% to 6.5% (World Bank, 2009, p. 46).
48
This is the value after tax reduction reform, the year before it was 930 hours (almost 38 days per year).
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Number of procedures to enforce a contract does not vary among selected
countries; the lowest value is in Latvia (27 days) and Belarus (28), the highest is in
Poland (38) and Bulgaria (39). It takes in average year and half to enforce contract in
most of selected countries, the exception is in case of the Czech Republic (611 days)
and Poland (830). Average cost to enforce a contract is around 20% of claim, but in the
Czech Republic, it is equal to 33% and in Ukraine entrepreneurs must pay 41.5%. If
both parameters are connected, then in the Czech Republic it is quite problematic to
enforce the contract (it takes long time and it is costly), and some interest groups can
take an advantage and misuse given situation.

4.3.5 Closing a Business
Ranking of this indicator is based on recovery rate, which is a function of time,
cost, and other factors (lending rate, likelihood of the company continuing to operate
etc.). The business regulations related to insolvency (the basic institution of capital
market) have been tested the most by the global financial and economic crisis.
Bankruptcies have increased multiple times during the 2009, insolvency laws and
regulations are questioned whether they can adequately respond to such events.
For example, in March 2009 the Czech Republic approved a plan to improve its
insolvency act as reaction to the crisis. The aim is to help businesses to stay alive by
make it easier for debtors to obtain their funds after bankruptcy. Lithuania amended its
Enterprise Bankruptcy Law by eliminating the 3-month wait for creditors to start
bankruptcy process. Poland and Estonia improved bankruptcy law by expanding the
grounds for filing for reorganizations and other measures to restore profitability of the
companies. Russia introduced professional qualification standards for administrators
and regulation of their compensation.
Nevertheless, if the situation in selected countries compared to other EU
countries, then time to go through insolvency is the longest in Ukraine (2.9 years),
Estonia, Latvia, Poland (all 3 years), Bulgaria, Romania (3.3), Russia (3.6), the Slovak
Republic (4), Belarus (5.8) and the Czech Republic (6.5), while in other EU member
states it takes around 1 year. Once again, if entrepreneur knows that insolvency in
average takes six times longer in Czech Republic than in Germany, the space for moral
hazard is born and can be easily misused.
Cost of insolvency is around 10% of estate in the most counties, the exception is
the Slovak Republic (18%), Poland (20%), Belarus (22%), and extreme value in
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Ukraine (42%). Overall recovery rate in developed, well function economy is over 90%
of invested value. However, in most of the selected countries it is far from optimal
values, for example if in Lithuania and the Slovak Republic it is near to 50%, while
other selected countries have much worse position. Hungary with 38.4%, Estonia with
37.5%, Belarus 33.4%, Bulgaria 32.1%, Latvia, Poland, Romania and Russia all around
29%. Extreme case is in the Czech Republic (20.9%) and Ukraine (9.1%), which helps
to activities such as moral hazard.

4.3.6 Other Indicators
In case of Employing workers, Registering property, Getting credit,
Protecting investors and Trading across borders indicators, all selected countries
have liberal values, and these is mainly problematic issue for old member states of EU.
Only in case of getting credit indicator, Belarus and Russia have one of the lowest
values in case of strength of legal rights index, which measures collateral and
bankruptcy laws in the way they facilitate lending by protecting the rights of borrowers
and lenders (World Bank, 2009, p. 33). In case of protecting investors, Ukraine after 9
years of parliamentary debate adopted in April 2009 the Law on Joint Stock Companies,
which considerably strengthens the legal protections for minority shareholders.49
To conclude, the Czech Republic, Poland, Russia and Ukraine have almost no
improvements in the most problematic fields of business environment during last five
years and the reason of such rigidity can be found in state capture by strong interest
groups, which emerged in the beginning of transformation while no regulation or
control mechanism were in place. On the other hand, Belarus improved its one of the
worst business environment to a whole new level during the last year.

4.4 Quality of Institutions and GDP
Many studies today implement institutional framework as a key factor to the
different problems. For example, Jones (1997) tries to predict future world`s income
distribution among countries and his sophisticated models are based on institutional
change. Acemoglu et al. (2001) estimates the effect of institutions on economic

49

“It requires the supervisory board to approve transactions between interested parties and prohibit those
parties from participating in the process. The new law introduces detailed requirements for disclosing
conflicts of interest to the supervisory board, increasing the transparency of the company‟s activities. It
also spells out the duties of supervisory board members and their liability in the event that their actions or
inactions cause harm to the company.” World Bank (2009, p. 39).
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performance and finds the answer to the question of low incomes in African countries.
Alfaro et al. (2005) examines the empirical role of different explanations for the lack of
flows of capital from rich to poor countries, the “Lucas Paradox” and their results
indicate that low institutional quality is the leading explanation. Eichhorst et al. (2006)
investigate the problems of German labour market with connection to labour marketrelated institutions such as labour market regulation, social benefits, active and
activating labour market policies etc. On the other hand, Rodrik (2007) questions the
issues of economic growth, institutions, and globalization from neo-classical point of
view.

4.4.1 Institutional Quality and GDP in 2008
First of all, the analysis of data for selected countries and EU18 is introduced. As
we can see at Table 4.4.1-i, the correlation coefficients between GDP per capita and
governmental indices are higher in selected countries (except for PS) than in case of all
countries. This could possibly mean that chosen countries and EU18 has more
similarities. Nevertheless, all values are high and GE, RL, and CC reach 0.9 correlations
in case of European countries. Interesting point is the “domination” of Respect of the
Citizens in European context (internal institutions), but from global point of view, the
Government‟s Policies are the most significant.
Table 4.4.1-i: Correlation coefficients in 2008

Selected countries + EU18
All countries
log(GDP per capita)
VA

0.7561

0.6102

PS

0.6092

0.6128

GE

0.8857

0.8164

RQ

0.797

0.7876

RL

0.8952

0.7767

CC

0.8758

0.7516

Source: Kaufmann et al. (2009), own calculations.

Situation in previous years is the same, with only difference in European
context, where in 1998-2003 the highest value had GE estimate.50 If we make OLS

50

See Appendix 2: Correlation coefficients for years 1998-2007.
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regression51 between each governmental indicator and GDP per capita, several
interesting facts can be observed.
We analyse the model:
(5)
where

and

observations),

is a

are

-vectors (

is equal to the number of

matrix of regressors, and

is a

-vector of parameters

(constant and chosen governance indicators). As we can see in models (1)-(6) all

are

positive and significantly different from zero (Table 4.4.1-ii)52. The highest R2 value for
separate governmental indicators is in model (5) with Rule of Law index, it is followed
by the Control of Corruption and Government Effectiveness (model 4 and 6).
Table 4.4.1-ii: OLS Regression, selected countries and EU18 in 2008, dependent variable log(GDP
per capita)
const.

(1)

(2)

(3)

(4)

(5)

(6)

(7)

(8)

8.781***

8.946***

9.362***

8.991***

9.292***

9.515***

9.651***

9.595***

(0.242)

(0.273)

(0.160)

(0.247)

(0.144)

(0.113)

(0.073)

(0.099)

1.412***

VA

0.044

(0.193)

PS

(0.156)
1.615***

-0.351***

-0.288*

(0.210)

(0.112)

(0.166)

GE

0.823***

0.647***

(0.099)

(0.217)
1.065***

RQ

-0.574***

(0.161)

RL

(0.184)

(0.201)

0.904***

0.666*

1.256***

(0.095)

(0.348)

(0.223)

CC
Adjusted Rsquared
No. of
observation

-0.411*

0.720***

0.015

(0.086)

(0.198)

0.651

0.674

0.708

0.603

0.762

0.708

0.992

0.930

29

29

29

29

29

29

29

29

Source: Kaufmann et al. (2009), own calculations. Note: Heteroskedasticity-constant standard errors in parentheses. *** Significant
at 1%; ** significant at 5%; * significant at 10%. GDP per capita data for Malta are missing.

In model (7), all indicators are used, and insignificant become VA and CC, while
the R2 value is very high, but normality is not reached. After simplifying model by

51

Due to heteroskedasticity problem, all estimates are heteroskedasticity corrected by weighted average
methodology.
52
Calculations are made in Gretl 1.8.7 software, all test statistics and complete results are in Appendix 3.
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omitting insignificant parameters we get model (8) where the most significant is Rule of
Law, the other two indicators are Political Stability and Regulatory Quality.53
The graphical representation of model (1) – (6) is showed in Figure 4.4.1-i. As
we can see, Russia always lies above the curve and Belarus has four times similar
position. It means that predicted value of governmental indicators should be higher for
these countries, than it is in reality.
Figure 4.4.1-i: Actual vs. fitted values for models (1) – (6)

Source: Kaufmann et al. (2009), own calculations.

In other words, countries which lie far above the curve has some problems why
they cannot reach adequate value. In case of EU18 countries, there are most of the time
Italy, Greece and Spain, which are known for their recent economic and political
problems.

53

Model (8) can be further simplified, because at 5% significance we can omit PS and RQ, which leads to
model (5). However, model (8) is the best trade-off between simplicity and high predictability, while
meeting the criteria of OLS regression.
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Other selected countries are below the curve and it shows that they have
relatively good position with the respect to their GDP per capita. Ukraine is one of such
outliers, from new EU member states it is Estonia and Bulgaria. Interesting position has
the Czech Republic in case of Control of Corruption indicator, where it lies above the
line, while all other selected countries (except for Russia) lie below.
From graphical interpretation of last model (Figure 4.4.1-ii), we can see that
Ukraine, based on governmental indicator values, should have much higher GDP, same
goes for most of selected countries, except for Russia and the Slovak Republic. Belarus
and the Czech Republic lie exactly on the curve, thus their real position corresponds to
the predicted one.
Figure 4.4.1-ii: Actual vs. predicted log(GDP per capita), model (8)

Source: Kaufmann et al. (2009), own calculations.

The situation changes a little bit if all countries are taken into account in the
2008. Individual values of political processes (model 1 and 2, table 4.4.1-iii) became
less significant or loses their predictability power. Leading indicator is Rule of Law, and
then instead of Control of Corruption, the government‟s policies indicators have higher
values. If we put all variables into one model (7), then predictability power increases
and the most significant are GE and RQ (government‟s policies indicators). By
simplifying the model the group, Respect of citizens became important too.54

54

However, assumption of normally distributed residuals is not reached, so the predictability power is
weaker.
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Table 4.4.1-iii: OLS Regression, all countries in 2008, dependent variable log(GDP per capita)

const.

VA

(1)
8.190***

(2)
8.307***

(3)
8.386***

(4)
8.308***

(5)
8.447***

(6)
8.401***

(7)
8.389***

(8)
8.409***

(0.091)

(0.094)

(0.068)

(0.070)

(0.071)

(0.076)

(0.068)

(0.063)

1.091***

0.108

(0.110)

(0.132)
1.076***

PS

0.137

(0.123)

GE

(0.093)

(0.086)

1.255***

0.725***

0.569**

(0.050)

(0.228)

(0.227)

1.414***

0.554***

0.537***

(0.062)

(0.168)

(0.161)

0.311

0.600**

RQ

1.322***

RL

(0.047)

CC
Adjusted Rsquared
No. of
observation

0.155*

(0.234)

(0.233)

1.126***

-0.344*

-0.433**

(0.052)

(0.196)

(0.200)

0.363

0.305

0.781

0.751

0.817

0.733

0.830

0.833

171

171

171

171

171

171

171

171

Source: Kaufmann et al. (2009), own calculations. Note: Heteroskedasticity-constant standard errors in parentheses. *** Significant
at 1%; ** significant at 5%; * significant at 10%.

Very interesting is the development of best models for selected countries plus
EU18 over last decade. As we can see (Table 4.4.1-iv) development since 2006 is quite
clear, the Rule of Law matters the most. However, Government Effectiveness is the
most significant in 1998-2000 and in 2003. Political processes matter in 2000, 20032004, such development can represent the stages of transition of selected countries. If
during the first year of the transition, political stability and democracy were the most
significant issues, and in most countries were reached and stabilised quite soon. The
next stage is reforms of external institutions and their enforcement, which are relevant
until 2005 (governmental policy indicators) and after that period quite good regulatory
quality is reached. Finally, Respect of the Citizens become significant as third stage of
transition where internal institutions need to change in appropriate way to be consistent
with newly established external policies.
Another issue is the decreasing R2 over time which can be connected to the fact,
that from certain point of institutional quality it becomes insignificant (as the basic
assumption of good market institutions is fulfilled) and other aspect of grow become
more important (for example in high income economies institutional quality indicators
do not matter).

- 82 -

Master Thesis

IES FSV UK

Table 4.4.1-iv: OLS Regression, selected countries 1998-2008, dependent variable log(GDP per
capita)
const.

(1998)
7.872***

(2000)
8.384***

(2002)
8.006***

(2003)
8.433***

(2004)
8.679***

(2005)
8.805***

(2006)
9.031***

(2007)
9.227***

(2008)
9.360***

(0.115)

(0.151)

(0.100)

(0.157)

(0.103)

(0.138)

(0.105)

(0.100)

(0.100)

VA

PS

GE

-0.644**

-0.478*

(0.259)

(0.267)

-0.747**

-0.517**

(0.356)

(0.226)

0.883**

1.131***

0.595**

1.188**

(0.358)

(0.072)

(0.329)

(0.528)

-0.319*

RQ

-0.705**

(0.177)

RL

(0.317)

0.683*

2.146***

0.913**

1.389***

1.249**

0.907***

0.861***

0.844***

(0.364)

(0.318)

(0.392)

(0.149)

(0.460)

(0.085)

(0.080)

(0.080)

-0.763*

CC

(0.419)

Adjusted Rsquared
No. of
observation

0.901

0.916

0.893

0.879

0.869

0.843

0.794

0.795

0.794

30

30

30

30

30

30

30

30

29

Source: Kaufmann et al. (2009), own calculations. Note: OLS models which satisfy normality of residuals, homoskedasticity,
linearity, and high R2 value conditions. *** Significant at 1%; ** significant at 5%; * significant at 10%.

4.4.2 Institutional Quality and GDP on Panel Data
Next step is the analysis of panel data from 1998 to 2008. The model is:
(6)
where

is the observation on the dependent variable for cross-

sectional unit in period ,

is a

unit

vector of parameters, and

in period ,

is a

vector of independent variables observed for
is an error or disturbance

term specific to unit in period .
In case of selected countries, the R2 values of individual indicators for period
1998-2008 are bigger for GE, RL, CC and lower for other indices (Table 4.4.2-i), which
separates even more the governmental indicators than in case of OLS regression (Table
4.4.1-ii). If all independent variables are regressed at the same time, then significant are
group of Political processes, Regulatory Quality and Rule of Law. Negative value in
case of political processes can be connected with political cycle.
In Table 4.4.2-ii the global estimate for comparison are presented. From global
point of view the Government‟s policies matters the most and they are followed by Rule
of Law and Political Stability. R2 values are much higher in case of all countries
analysis.
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Table 4.4.2-i: WLS panel data regression, selected countries and EU18, dependent variable
log(GDP per capita)
const.

(1)

(2)

(3)

(4)

(5)

(6)

(7)

(8)

8.249***

8.617***

8.462***

8.284***

8.575***

8.687***

8.856***

8.857***

(0.095)

(0.092)

(0.055)

(0.070)

(0.054)

(0.047)

(0.066)

(0.063)

-0.596***

-0.574***

1.390***

VA

(0.075)

PS

(0.129)

(0.124)

1.304***

-0.484***

-0.483***

(0.087)

(0.080)

(0.080)

GE

1.047***

0.042

(0.036)

(0.150)
1.276***

RQ

0.359***

(0.051)

RL

(0.116)

(0.112)

1.082***

1.487***

1.367***

(0.035)

(0.195)

(0.091)

CC
Adjusted Rsquared
No. of
observation

0.383***

0.909***

-0.108

(0.031)

(0.136)

0.558

0.453

0.754

0.699

0.777

0.752

0.821

0.822

269

269

269

269

269

269

269

269

Source: Kaufmann et al. (2009), own calculations. Note: Heteroskedasticity-constant standard errors in parentheses. *** Significant
at 1%; ** significant at 5%; * significant at 10%.

In Table 4.4.2-ii the global estimate for comparison are presented. From global
point of view the Government‟s policies matters the most and they are followed by Rule
of Law and Political Stability. R2 values are much higher in case of all countries
analysis.
To summarise the results, we can see gradual change from Governmental
policies to Respect of citizens and it suggests that the transformation continues, and
internal institutions and their coherence with external ones matter the most over time in
case of selected countries. On the other hand, the significance of institutional quality
decreases over time that means the quality improves to the level, where the institutions
can be identified as good and other factors of growth become more important (neoclassical analysis can be applied).
Global picture says that government effectiveness matters the most, and it
suggests that there are still many countries where quality of institutions is low and the
priority is to stabilise the political process and improve regulatory quality.
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Table 4.4.2-ii: WLS panel data regression, all countries, dependent variable log(GDP per capita)

const.

VA

(1)
7.949***

(2)
8.025***

(3)
7.948***

(4)
7.914***

(5)
8.018***

(6)
7.974***

(7)
7.931***

(8)
7.940***

(0.013)

(0.015)

(0.012)

(0.012)

(0.012)

(0.012)

(0.012)

(0.012)

1.148***

-0.026

(0.015)

(0.026)
1.156***

PS

0.117***

(0.016)

GE

(0.026)

(0.025)

1.365***

0.734***

0.767***

(0.011)

(0.053)

(0.047)

1.425***

0.355***

0.339***

(0.013)

(0.039)

(0.038)

0.199***

0.233***

(0.053)

(0.046)

RQ

1.371***

RL

(0.010)

CC
Adjusted Rsquared
No. of
observation

0.112***

1.292***

0.068

(0.010)

(0.046)

0.758

0.742

0.888

0.874

0.915

0.894

0.913

0.912

1647

1629

1644

1634

1643

1634

1619

1619

Source: Kaufmann et al. (2009), own calculations. Note: Heteroskedasticity-constant standard errors in parentheses. *** Significant
at 1%; ** significant at 5%; * significant at 10%.

Globally over time, only Government Effectiveness and Regulatory Quality
matters, thus still many countries worldwide are lagging behind their European
counterparts. Selected emerging economies are on the good way (especially new EU
member states), because first and second phase of transition is done in most of the
countries and third stage is ongoing. However, as we can see from government
indicators, institutional change is very rigid and stable over time, thus final step will
probably take long time.
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Conclusions
In this thesis, the development of institutional framework in selected countries
during last decade is analysed. Firstly, it is shown that economic growth is complex
phenomenon and the core lies in the institutional framework. Well-developed
institutions are necessary for sustainable economic growth and functionality of market
economies. Mainstream economics implicitly assume given institutional framework and
ignore institutional change, their evolution and differences between them, while it is
necessary to understand transition processes.
Secondly, general distinction between internal and external institutions is
introduced and as we can see external institutions are just one part of the problem, while
very significant role plays internal institutions, but in the same time, they are quite
problematic to measure, quantify, and directly affect. Nevertheless, consistency between
both types of institutions is the key factor of transition process and economy as a whole.
Next, the uniqueness of transition process is described and the most relevant
issues as path dependency, institutional change, and different stages of transition are
discussed. We conclude that economic and cultural heritage of a country affect its
development during transition and as we can see from the analysis of institutional
framework in selected countries, it is still relevant issue.
From the analysis of institutional quality, we can see the stagnation over time.
While most of the new EU member states are doing well in political process and
government‟s policies indicators, all countries lag behind high-income countries in the
respect of citizens‟ dimension. At the same time, this last indicator represents
consistency or harmony between internal and external institutions or the last stage of
transition process. The biggest disappointment is slow development of institutional
change, because in most countries we cannot observe any significant improvements or
changes. Nevertheless, the leaders among selected countries are the Czech Republic and
Estonia, while the worst institutional quality is in Belarus. The Czech Republic
confirmed in most indicators its high expectation and good macroeconomic condition at
the beginning of transition process. On the other hand, Estonia improved its position
over time by aggressive and pro market reforms. Hungary, as an example of good
transition strategy, recently lost their second position due to economic and political
problems inside the country.
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Analysis of business environment gives few ideas. First, we can see business
friendly environment in some countries (Baltic republics), Hungary, and the Slovak
Republic; tremendous improvement over last years in Belarus. On the other side, some
countries stagnate over time (the Czech Republic, Poland, Russia, and Ukraine), but in
different way with similar effect. The Czech Republic and Poland reform many
dimensions of business environment during last five years, while Russia and Ukraine
have the lowest number of reforms. However, all countries have almost no improvement
in their the most problematic aspects of business environment, for instance, dealing with
construction permits in Russia and Ukraine, paying taxes in Ukraine, enforcement of
contracts in Poland, closing business in Czech Republic and Ukraine. All this confirms
the existence of strong interest groups and the possibility of state capture, importance of
which was badly underestimated in the beginning of transition. Moreover, bad position
in parameters like enforcement of contract and closing business creates space for moral
hazard behaviour.
Data analysis shows that in selected countries we can observe ongoing change
from Governmental policies to Respect of citizens indicators as a leading criterion of
economic growth. It suggests that the transformation continues, and over time,
consistency between internal and external institutions become the most important as
countries moves towards last stage of transition. Another positive trend in selected
countries is decreasing significance of institutional quality, thus, the movement towards
high-quality institutional framework continues, where market economy properly
function and other factors of sustainable growth become relevant.
Additional global analysis shows that most of the selected countries are doing
well, and globally government‟s policies matters the most over last decade. It means
that many countries worldwide need to improve mainly government effectiveness and
regulatory quality before moving to the next step.
If future development is predicted, then we can expect improvement of the
institutional quality mainly in the Baltic republics, the Slovak Republic and Belarus,
while the Czech Republic, Poland, Russia and Ukraine will probably remain at the same
position. However, as we can see, the institutional change is much more rigid than it is
expected and any change takes long time. On the other side, global financial and
economic crisis creates healthy pressure and can speed up the transformation process.
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Appendix
Appendix 1: WGI dataset (table)
Table A 1: Voice and Accountability55

55

“Est.” refers to estimate, “S.E.” refers to standard errors, and “N.” refers to number of sources. The
standard errors have the following interpretation: there is roughly a 70% chance that the level of
governance lies within plus or minus one standard error of the point estimate of governance. Source
Kaufmann et al. (2009).
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Table A 2: Voice and Accountability
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Table A 3: Voice and Accountability
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Table A 4: Political Stability and Absence of Violence
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Table A 5: Political Stability and Absence of Violence
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Table A 6: Political Stability and Absence of Violence
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Table A 7: Government Effectiveness
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Table A 8: Government Effectiveness
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Table A 9: Government Effectiveness
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Table A 10: Regulatory Quality
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Table A 11: Regulatory Quality
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Table A 12: Regulatory Quality
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Table A 13: Rule of Law
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Table A 14: Rule of Law

- 106 -

Master Thesis

IES FSV UK

Table A 15: Rule of Law
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Table A 16: Control of Corruption
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Table A 17: Control of Corruption
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Table A 18: Control of Corruption
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Appendix 2: Correlation Coefficients (table)
2007
Selected countries + EU18

2003
Full sample

log(GDP per capita)

Selected countries + EU18

Full sample

log(GDP per capita)

VA

0.7577

0.5985

0.8131

0.6865

PS

0.6221

0.6440

0.6556

0.6999

GE

0.8836

0.8231

0.9318

0.8551

RQ

0.8193

0.8055

0.8582

0.8327

RL

0.8960

0.7924

0.9279

0.8362

CC

0.8877

0.7856

0.9214

0.8351

VA

0.7545

0.6116

0.8113

0.6896

PS

0.6258

0.6466

0.7565

0.6916

GE

0.8749

0.8408

0.9474

0.8552

RQ

0.8060

0.7998

0.8446

0.8150

RL

0.8953

0.7863

0.9381

0.8379

CC

0.8840

0.7863

0.9299

0.8208

2006

2002

2005

2000

VA

0.8241

0.6878

0.8485

0.6996

PS

0.6595

0.6657

0.8748

0.7264

GE

0.9012

0.8485

0.9482

0.8474

RQ

0.8045

0.8210

0.8603

0.7815

RL

0.9116

0.8046

0.9482

0.8397

CC

0.8794

0.8141

0.9397

0.8297

2004

1998

VA

0.8639

0.7165

0.8425

0.7203

PS

0.6990

0.6769

0.7824

0.6830

GE

0.9252

0.8570

0.9459

0.8605

RQ

0.8454

0.8427

0.7980

0.7934

RL

0.9249

0.8379

0.9398

0.8480

CC

0.9045

0.8318

0.9337

0.8442
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Appendix 3: Models (table)
Table 4.4.1-ii Model (1): Heteroskedasticity-corrected,
using observations 1-30 (n = 29)
Missing or incomplete observations dropped: 1
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.78115 0.242378 36.23 1.98e-024 ***
VA
1.41278 0.193456 7.303 7.44e-08 ***

Statistics based on the weighted data:
Sum squared resid
110.5348
S.E. of regression
2.023334
R-squared
0.718646 Adjusted R-squared 0.708226
F(1, 27)
68.96462 P-value(F)
6.50e-09
Log-likelihood
-60.55072 Akaike criterion 125.1014
Schwarz criterion
127.8360
Hannan-Quinn
125.9579

Statistics based on the weighted data:
Statistics based on the original data:
Sum squared resid
40.95555
S.E. of regression
1.231614
R-squared
0.663894 Adjusted R-squared 0.651445
F(1, 27)
53.33172 P-value(F)
7.44e-08
Log-likelihood
-46.15450 Akaike criterion 96.30899
Schwarz criterion
99.04358
Hannan-Quinn
97.16543
Statistics based on the original data:
Mean dependent var
0.798215
Sum squared resid
0.670860

10.13955

S.D. dependent var

12.15143

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 23.3963
with p-value = 8.30929e-006

Mean dependent var
0.798215
Sum squared resid
0.378815

10.13955

S.D. dependent var

3.874516

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 3.12612
with p-value = 0.209494
Table 4.4.1-ii Model (4): Heteroskedasticity-corrected,
using observations 1-30 (n = 29)
Missing or incomplete observations dropped: 1
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.99183 0.247601 36.32 1.86e-024 ***
RQ
1.06569 0.161468 6.600 4.43e-07 ***

Table 4.4.1-ii Model (2): Heteroskedasticity-corrected,
using observations 1-30 (n = 29)
Missing or incomplete observations dropped: 1
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.94629 0.273306 32.73 2.88e-023 ***
PS
1.61546 0.210488 7.675 2.96e-08 ***

Statistics based on the weighted data:
Sum squared resid
55.59991
S.E. of regression
1.435011
R-squared
0.617346 Adjusted R-squared 0.603174
F(1, 27)
43.55981 P-value(F)
4.43e-07
Log-likelihood
-50.58706 Akaike criterion 105.1741
Schwarz criterion
107.9087
Hannan-Quinn
106.0306

Statistics based on the weighted data:
Statistics based on the original data:
Sum squared resid
63.52170
S.E. of regression
1.533837
R-squared
0.685691 Adjusted R-squared 0.674050
F(1, 27)
58.90286 P-value(F)
2.96e-08
Log-likelihood
-52.51846 Akaike criterion 109.0369
Schwarz criterion
111.7715
Hannan-Quinn
109.8934
Statistics based on the original data:
Mean dependent var
0.798215
Sum squared resid
0.703885

10.13955

S.D. dependent var

13.37727

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 3.50249
with p-value = 0.173557

Mean dependent var
0.798215
Sum squared resid
0.512995

10.13955

S.D. dependent var

7.105415

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 0.466034
with p-value = 0.79214
Table 4.4.1-ii Model (5): Heteroskedasticity-corrected,
using observations 1-30 (n = 29)
Missing or incomplete observations dropped: 1
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
9.29203 0.144583 64.27 4.50e-031 ***
RL
0.904942 0.0950160 9.524 4.00e-010 ***

Table 4.4.1-ii Model (3): Heteroskedasticity-corrected,
using observations 1-30 (n = 29)
Missing or incomplete observations dropped: 1
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
9.36299 0.160804 58.23 6.35e-030 ***
GE
0.823667 0.0991833 8.304 6.50e-09 ***
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Statistics based on the weighted data:
Sum squared resid
88.56032
S.E. of regression
1.811080
R-squared
0.770620 Adjusted R-squared 0.762124
F(1, 27)
90.70848 P-value(F)
4.00e-10
Log-likelihood
-57.33684 Akaike criterion 118.6737
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119.5301
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121.4083

Hannan-Quinn

Statistics based on the original data:
Mean dependent var
0.798215
Sum squared resid
0.366235

10.13955

S.D. dependent var

3.621463

S.E. of regression

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 9.18208
with p-value = 0.0101423
Table 4.4.1-ii Model (8): Heteroskedasticity-corrected,
using observations 1-30 (n = 29)
Missing or incomplete observations dropped: 1
Dependent variable: l_GDP_per_capit

Table 4.4.1-ii Model (6): Heteroskedasticity-corrected,
using observations 1-30 (n = 29)
Missing or incomplete observations dropped: 1
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
9.51584 0.113537 83.81 3.59e-034 ***
CC
0.720684 0.0868090 8.302 6.54e-09 ***
Statistics based on the weighted data:
Sum squared resid
130.8810
S.E. of regression
2.201691
R-squared
0.718522 Adjusted R-squared 0.708097
F(1, 27)
68.92229 P-value(F)
6.54e-09
Log-likelihood
-63.00061 Akaike criterion 130.0012
Schwarz criterion
132.7358
Hannan-Quinn
130.8577
Statistics based on the original data:
10.13955

S.D. dependent var

4.169859

S.E. of regression

coefficient std. error t-ratio p-value
--------------------------------------------------------const
9.59580 0.0991410 96.79 1.03e-033 ***
PS
-0.288143 0.166845 -1.727 0.0965 *
RQ
-0.411533 0.201256 -2.045 0.0515 *
RL
1.25607 0.223742 5.614 7.68e-06 ***
Statistics based on the weighted data:
Sum squared resid
89.96217
S.E. of regression
1.896968
R-squared
0.937599 Adjusted R-squared 0.930111
F(3, 25)
125.2115 P-value(F)
3.47e-15
Log-likelihood
-57.56457 Akaike criterion 123.1291
Schwarz criterion
128.5983
Hannan-Quinn
124.8420
Statistics based on the original data:
Mean dependent var
0.798215
Sum squared resid
0.362146

10.13955

S.D. dependent var

3.278734

S.E. of regression

Comparison of Model (7) and Model (8):

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 3.31551
with p-value = 0.190567

Null hypothesis: the regression parameters are zero for the
variables
VA, GE, CC

Table 4.4.1-ii Model (7): Heteroskedasticity-corrected,
using observations 1-30 (n = 29)
Missing or incomplete observations dropped: 1
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
----------------------------------------------------------const
9.65195
0.0739582 130.5
2.77e-033 ***
VA
0.0440808 0.156540
0.2816 0.7809
PS
-0.351367 0.112166
-3.133 0.0048 ***
GE
0.647866 0.217736
2.975 0.0070 ***
RQ
-0.574347 0.184000
-3.121 0.0050 ***
RL
0.666425 0.348001
1.915 0.0686 *
CC
0.0150502 0.198927
0.07566 0.9404
Statistics based on the weighted data:
Sum squared resid
40.22146
S.E. of regression
1.352127
R-squared
0.994074 Adjusted R-squared 0.992458
F(6, 22)
615.1219 P-value(F)
2.44e-23
Log-likelihood
-45.89224 Akaike criterion 105.7845
Schwarz criterion
115.3555
Hannan-Quinn
108.7820
Statistics based on the original data:
Mean dependent var
0.798215

3.788536

Excluding the constant, p-value was highest for variable 8
(CC)

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 6.67957
with p-value = 0.0354445

Mean dependent var
0.798215
Sum squared resid
0.392988

Sum squared resid
0.414977

10.13955

S.D. dependent var
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Asymptotic test statistic:
Wald chi-square(3) = 8.85582, with p-value = 0.0312706
Likelihood ratio test:
Chi-square(3) = 23.3447, with p-value = 3.42245e-005
Of the 3 model selection statistics, 0 have improved.
Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 5.28476
with p-value = 0.0711918
Table 4.4.1-iii Model (1): Heteroskedasticity-corrected,
using observations 1-171
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.19057 0.0914567 89.56 2.39e-144 ***
VA
1.09115 0.110151 9.906 1.58e-018 ***
Statistics based on the weighted data:
Sum squared resid
523.9516
S.E. of regression
1.760768
R-squared
0.367344 Adjusted R-squared 0.363600
F(1, 169)
98.12768 P-value(F)
1.58e-18
Log-likelihood
-338.3759 Akaike criterion 680.7518
Schwarz criterion
687.0351
Hannan-Quinn
683.3013
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Table 4.4.1-iii Model (4): Heteroskedasticity-corrected,
using observations 1-171
Dependent variable: l_GDP_per_capit

Statistics based on the original data:
Mean dependent var
1.554773
Sum squared resid
1.248137

8.329517

S.D. dependent var

263.2759

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 1.26834
with p-value = 0.530375

Statistics based on the weighted data:

Table 4.4.1-iii Model (2): Heteroskedasticity-corrected,
using observations 1-171
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.30722 0.0944577 87.95 4.81e-143 ***
PS
1.07696 0.123640 8.710 2.67e-015 ***
Statistics based on the weighted data:
Sum squared resid
627.9115
S.E. of regression
1.927551
R-squared
0.309845 Adjusted R-squared 0.305761
F(1, 169)
75.87236 P-value(F)
2.67e-15
Log-likelihood
-353.8514 Akaike criterion 711.7028
Schwarz criterion
717.9861
Hannan-Quinn
714.2523

8.329517

S.D. dependent var

258.3439

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 3.16408
with p-value = 0.205556

Statistics based on the original data:
Mean dependent var
1.554773
Sum squared resid
0.967352

8.329517

S.D. dependent var

158.1450

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 11.9543
with p-value = 0.00253607

coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.44758 0.0714510 118.2 2.07e-164 ***
RL
1.32232 0.0479242 27.59 1.73e-064 ***
Statistics based on the weighted data:

Table 4.4.1-iii Model (3): Heteroskedasticity-corrected,
using observations 1-171
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.38662 0.0688941 121.7 1.57e-166 ***
GE
1.25502 0.0508448 24.68 6.25e-058 ***
Statistics based on the weighted data:
Sum squared resid
590.5681
S.E. of regression
1.869354
R-squared
0.782850 Adjusted R-squared 0.781565
F(1, 169)
609.2640 P-value(F)
6.25e-58
Log-likelihood
-348.6090 Akaike criterion 701.2180
Schwarz criterion
707.5014
Hannan-Quinn
703.7675

Sum squared resid
587.2292
S.E. of regression
1.864062
R-squared
0.818341 Adjusted R-squared 0.817266
F(1, 169)
761.3151 P-value(F)
1.73e-64
Log-likelihood
-348.1243 Akaike criterion 700.2485
Schwarz criterion
706.5318
Hannan-Quinn
702.7980
Statistics based on the original data:
Mean dependent var
1.554773
Sum squared resid
0.985417

8.329517

S.D. dependent var

164.1068

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 4.3454
with p-value = 0.11387
Table 4.4.1-iii Model (6): Heteroskedasticity-corrected,
using observations 1-171
Dependent variable: l_GDP_per_capit

Statistics based on the original data:
Mean dependent var
1.554773
Sum squared resid
0.901967

Sum squared resid
478.4487
S.E. of regression
1.682575
R-squared
0.752877 Adjusted R-squared 0.751415
F(1, 169)
514.8704 P-value(F)
3.54e-53
Log-likelihood
-330.6082 Akaike criterion 665.2164
Schwarz criterion
671.4997
Hannan-Quinn
667.7659

Table 4.4.1-iii Model (5): Heteroskedasticity-corrected,
using observations 1-171
Dependent variable: l_GDP_per_capit

Statistics based on the original data:
Mean dependent var
1.554773
Sum squared resid
1.236391

coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.30896 0.0701156 118.5 1.40e-164 ***
RQ
1.41470 0.0623468 22.69 3.54e-053 ***

8.329517

S.D. dependent var

137.4892

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 7.83131
with p-value = 0.0199275

coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.40140 0.0769545 109.2 1.23e-158 ***
CC
1.12655 0.0520784 21.63 1.46e-050 ***
Statistics based on the weighted data:
Sum squared resid
614.5736
S.E. of regression
1.906969
R-squared
0.734667 Adjusted R-squared 0.733097
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F(1, 169)
467.9355 P-value(F)
1.46e-50
Log-likelihood
-352.0157 Akaike criterion 708.0313
Schwarz criterion
714.3147
Hannan-Quinn
710.5808

Schwarz criterion
702.7848

Statistics based on the original data:

Mean dependent var
1.554773
Sum squared resid
0.894687

Mean dependent var
1.554773
Sum squared resid
1.030611

8.329517

S.D. dependent var

179.5049

S.E. of regression

Hannan-Quinn

Statistics based on the original data:
8.329517

S.D. dependent var

132.0767

S.E. of regression

Comparison of Model (7) and Model (8):

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 1.60986
with p-value = 0.44712

Null hypothesis: the regression parameter is zero for VA
Asymptotic test statistic:
Wald chi-square(1) = 0.676598, with p-value = 0.410761
Of the 3 model selection statistics, 3 have improved.

Table 4.4.1-iii Model (7): Heteroskedasticity-corrected,
using observations 1-171
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
---------------------------------------------------------const
8.38992 0.0686736 122.2 5.77e-163 ***
VA
0.108741 0.132199
0.8226 0.4120
PS
0.137086 0.0938562 1.461 0.1460
GE
0.725529 0.228947
3.169 0.0018 ***
RQ
0.554144 0.168580
3.287 0.0012 ***
RL
0.311839 0.234177
1.332 0.1848
CC
-0.344958 0.196769
-1.753 0.0815 *
Statistics based on the weighted data:
Sum squared resid
607.7812
S.E. of regression
1.925093
R-squared
0.836436 Adjusted R-squared 0.830452
F(6, 164)
139.7775 P-value(F)
8.16e-62
Log-likelihood
-351.0654 Akaike criterion 716.1309
Schwarz criterion
738.1225
Hannan-Quinn
725.0541
Statistics based on the original data:
Mean dependent var
1.554773
Sum squared resid
0.899774

713.9863

8.329517

S.D. dependent var

132.7733

S.E. of regression

Excluding the constant, p-value was highest for variable 3
(VA)

Table 4.4.2-i Model (1): WLS, using 269 observations
Included 30 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.24988 0.0959573 85.97 1.26e-196 ***
VA
1.39066 0.0754003 18.44 1.51e-049 ***
Statistics based on the weighted data:
Sum squared resid
251.7170
S.E. of regression
0.970958
R-squared
0.560256 Adjusted R-squared 0.558610
F(1, 267)
340.1721 P-value(F)
1.51e-49
Log-likelihood
-372.7628 Akaike criterion 749.5257
Schwarz criterion
756.7151
Hannan-Quinn
752.4130
Statistics based on the original data:
Mean dependent var
1.077217
Sum squared resid
0.738030

9.555397

S.D. dependent var

145.4318

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 26.0035
with p-value = 2.25636e-006
Table 4.4.2-i Model (2): WLS, using 269 observations
Included 30 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 14.5846
with p-value = 0.000680758
Table 4.4.1-iii Model (8): Heteroskedasticity-corrected,
using observations 1-171
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.40928 0.0638356 131.7 4.45e-169 ***
PS
0.155164 0.0864085 1.796 0.0744 *
GE
0.569300 0.227822
2.499 0.0134 **
RQ
0.537973 0.161981
3.321 0.0011 ***
RL
0.600498 0.233111
2.576 0.0109 **
CC
-0.433252 0.200410
-2.162 0.0321 **

coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.61750 0.0920832 93.58 3.82e-206 ***
PS
1.30435 0.0872578 14.95 4.00e-037 ***
Statistics based on the weighted data:
Sum squared resid
268.9762
S.E. of regression
1.003694
R-squared
0.455601 Adjusted R-squared 0.453562
F(1, 267)
223.4494 P-value(F)
4.00e-37
Log-likelihood
-381.6826 Akaike criterion 767.3651
Schwarz criterion
774.5546
Hannan-Quinn
770.2524

Statistics based on the weighted data:
Statistics based on the original data:
Sum squared resid
543.8838
S.E. of regression
1.815562
R-squared
0.838449 Adjusted R-squared 0.833553
F(5, 165)
171.2696 P-value(F)
2.15e-63
Log-likelihood
-341.5682 Akaike criterion 695.1363
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Mean dependent var
1.077217
Sum squared resid
0.826344

9.555397

S.D. dependent var

182.3194

S.E. of regression
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--------------------------------------------------------const
8.57568 0.0540883 158.5 3.74e-266 ***
RL
1.08245 0.0353209 30.65 2.05e-089 ***

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 7.50167
with p-value = 0.0234981

Statistics based on the weighted data:

Table 4.4.2-i Model (3): WLS, using 269 observations
Included 30 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.46259 0.0553625 152.9 5.84e-262 ***
GE
1.04728 0.0364253 28.75 9.95e-084 ***
Statistics based on the weighted data:
Sum squared resid
266.7976
S.E. of regression
0.999621
R-squared
0.755862 Adjusted R-squared 0.754948
F(1, 267)
826.6447 P-value(F)
9.95e-84
Log-likelihood
-380.5887 Akaike criterion 765.1774
Schwarz criterion
772.3669
Hannan-Quinn
768.0647
Statistics based on the original data:
Mean dependent var
1.077217
Sum squared resid
0.583358

9.555397

S.D. dependent var

90.86189

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 18.1003
with p-value = 0.000117372

Statistics based on the original data:
Mean dependent var
1.077217
Sum squared resid
0.560367

9.555397

S.D. dependent var

83.84104

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 35.9683
with p-value = 1.54736e-008
Table 4.4.2-i Model (6): Heteroskedasticity-corrected, using
269 observations
Dependent variable: l_GDP_per_capit
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.77572 0.0590224 148.7 8.69e-259 ***
CC
0.877170 0.0375536 23.36 1.76e-066 ***
Statistics based on the weighted data:

Table 4.4.2-i Model (4): WLS, using 269 observations
Included 30 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.28416 0.0709914 116.7 4.03e-231 ***
RQ
1.27641 0.0511104 24.97 8.24e-072 ***
Statistics based on the weighted data:
Sum squared resid
252.8270
S.E. of regression
0.973097
R-squared
0.700230 Adjusted R-squared 0.699108
F(1, 267)
623.6838 P-value(F)
8.24e-72
Log-likelihood
-373.3547 Akaike criterion 750.7093
Schwarz criterion
757.8988
Hannan-Quinn
753.5966
Statistics based on the original data:
Mean dependent var
1.077217
Sum squared resid
0.666205

Sum squared resid
268.5376
S.E. of regression
1.002875
R-squared
0.778642 Adjusted R-squared 0.777813
F(1, 267)
939.1907 P-value(F)
2.05e-89
Log-likelihood
-381.4631 Akaike criterion 766.9261
Schwarz criterion
774.1156
Hannan-Quinn
769.8134

9.555397

S.D. dependent var

118.5024

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 9.4321
with p-value = 0.00895048
Table 4.4.2-i Model (5): WLS, using 269 observations
Included 30 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances

Sum squared resid
1086.173
S.E. of regression
2.016944
R-squared
0.671420 Adjusted R-squared 0.670190
F(1, 267)
545.5886 P-value(F)
1.76e-66
Log-likelihood
-569.4167 Akaike criterion 1142.833
Schwarz criterion
1150.023
Hannan-Quinn
1145.721
Statistics based on the original data:
Mean dependent var
1.077217
Sum squared resid
0.591704

9.555397

S.D. dependent var

93.48048

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 32.1923
with p-value = 1.02219e-007
Table 4.4.2-i Model (7): WLS, using 269 observations
Included 30 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances
coefficient std. error t-ratio p-value
---------------------------------------------------------const
8.85665 0.0663707 133.4 6.84e-243 ***
VA
-0.596787 0.129193
-4.619 6.04e-06 ***
PS
-0.484266 0.0802536 -6.034 5.43e-09 ***
GE
0.0422855 0.150047
0.2818 0.7783
RQ
0.359538 0.116405
3.089 0.0022 ***
RL
1.48707 0.195898
7.591 5.58e-013 ***
CC
-0.108711 0.136387
-0.7971 0.4261
Statistics based on the weighted data:
Sum squared resid
0.996954

coefficient std. error t-ratio p-value
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R-squared
0.825703 Adjusted R-squared 0.821711
F(6, 262)
206.8634 P-value(F)
2.44e-96
Log-likelihood
-377.3275 Akaike criterion 768.6550
Schwarz criterion
793.8180
Hannan-Quinn
778.7605
Statistics based on the original data:
Mean dependent var
1.077217
Sum squared resid
0.539783

9.555397

S.D. dependent var

76.33784

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 81.8738
with p-value = 1.66468e-018

Sum squared resid
1639.898
S.E. of regression
0.998448
R-squared
0.758943 Adjusted R-squared 0.758796
F(1, 1645)
5179.108 P-value(F)
0.000000
Log-likelihood
-2333.433 Akaike criterion 4670.866
Schwarz criterion
4681.679
Hannan-Quinn
4674.876
Statistics based on the original data:
Mean dependent var
1.648988
Sum squared resid
1.240689

7.963885

S.D. dependent var

2532.164

S.E. of regression

Table 4.4.2-ii Model (2): WLS, using 1629 observations
Included 188 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances

Table 4.4.2-i Model (8): WLS, using 269 observations
Included 30 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances
coefficient std. error t-ratio p-value
--------------------------------------------------------const
8.85732 0.0635507 139.4 3.22e-249 ***
VA
-0.574381 0.124543
-4.612 6.22e-06 ***
PS
-0.483640 0.0800858 -6.039 5.24e-09 ***
RQ
0.383668 0.112685
3.405 0.0008 ***
RL
1.36799 0.0914323 14.96 4.52e-037 ***
Statistics based on the weighted data:
Sum squared resid
260.4061
S.E. of regression
0.993170
R-squared
0.824824 Adjusted R-squared 0.822170
F(4, 264)
310.7644 P-value(F)
1.51e-98
Log-likelihood
-377.3274 Akaike criterion 764.6548
Schwarz criterion
782.6283
Hannan-Quinn
771.8730

coefficient std. error t-ratio p-value
------------------------------------------------------const
8.02507 0.0154083 520.8 0.0000 ***
PS
1.15668 0.0168951 68.46 0.0000 ***
Statistics based on the weighted data:
Sum squared resid
1628.034
S.E. of regression
1.000318
R-squared
0.742324 Adjusted R-squared 0.742166
F(1, 1627)
4687.140 P-value(F)
0.000000
Log-likelihood
-2310.968 Akaike criterion 4625.935
Schwarz criterion
4636.727
Hannan-Quinn
4629.939
Statistics based on the original data:
Mean dependent var
1.656049
Sum squared resid
1.233774

7.965383

S.D. dependent var

2476.616

S.E. of regression

Statistics based on the original data:
Mean dependent var
1.077217
Sum squared resid
0.537930

9.555397

S.D. dependent var

76.39344

S.E. of regression

Comparison of Model (7) and Model (8):
Null hypothesis: the regression parameters are zero for the
variables
GE, CC
Asymptotic test statistic:
Wald chi-square(2) = 0.658691, with p-value = 0.719394
Of the 3 model selection statistics, 3 have improved.
Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 80.6745
with p-value = 3.03219e-018

Table 4.4.2-ii Model (3): WLS, using 1644 observations
Included 188 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances
coefficient std. error t-ratio p-value
------------------------------------------------------const
7.94863 0.0129162 615.4 0.0000 ***
GE
1.36549 0.0119172 114.6 0.0000 ***
Statistics based on the weighted data:
Sum squared resid
1641.249
S.E. of regression
0.999771
R-squared
0.888836 Adjusted R-squared 0.888768
F(1, 1642)
13128.93 P-value(F)
0.000000
Log-likelihood
-2331.358 Akaike criterion 4666.716
Schwarz criterion
4677.526
Hannan-Quinn
4670.725
Statistics based on the original data:

Table 4.4.2-ii Model (1): WLS, using 1647 observations
Included 188 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances

Mean dependent var
1.649525
Sum squared resid
0.931800

coefficient std. error t-ratio p-value
------------------------------------------------------const
7.94971 0.0132110 601.7 0.0000 ***
VA
1.14809 0.0159532 71.97 0.0000 ***

7.964148

S.D. dependent var

1425.668

S.E. of regression

Table 4.4.2-ii Model (4): WLS, using 1634 observations
Included 187 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances

Statistics based on the weighted data:
coefficient std. error t-ratio p-value
-------------------------------------------------------
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0.0123405
0.0133653

641.3 0.0000 ***
106.7 0.0000 ***

Sum squared resid
0.989248

Statistics based on the weighted data:
Sum squared resid
1618.204
S.E. of regression
0.995764
R-squared
0.874604 Adjusted R-squared 0.874527
F(1, 1632)
11382.72 P-value(F)
0.000000
Log-likelihood
-2310.609 Akaike criterion 4625.218
Schwarz criterion
4636.016
Hannan-Quinn
4629.224
Statistics based on the original data:
Mean dependent var
1.647709
Sum squared resid
0.995613

7.953965

S.D. dependent var

1617.711

S.E. of regression

Table 4.4.2-ii Model (7): WLS, using 1619 observations
Included 187 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances
coefficient std. error t-ratio p-value
---------------------------------------------------------const
7.93187 0.0121798 651.2 0.0000 ***
VA
-0.0261905 0.0266859 -0.9814 0.3265
PS
0.117925 0.0268502 4.392 1.20e-05 ***
GE
0.734916 0.0534493 13.75 9.26e-041 ***
RQ
0.355638 0.0392571 9.059 3.70e-019 ***
RL
0.199611 0.0531054 3.759 0.0002 ***
CC
0.0686146 0.0468168 1.466 0.1430

Sum squared resid
1594.738
S.E. of regression
0.994631
R-squared
0.914285 Adjusted R-squared 0.913966
F(6, 1612)
2865.750 P-value(F)
0.000000
Log-likelihood
-2285.039 Akaike criterion 4584.077
Schwarz criterion
4621.804
Hannan-Quinn
4598.078

coefficient std. error t-ratio p-value
------------------------------------------------------const
8.01896 0.0128781 622.7 0.0000 ***
RL
1.37151 0.0102800 133.4 0.0000 ***

Statistics based on the original data:

Statistics based on the weighted data:
Sum squared resid
1642.073
S.E. of regression
1.000327
R-squared
0.915589 Adjusted R-squared 0.915538
F(1, 1641)
17799.69 P-value(F)
0.000000
Log-likelihood
-2330.852 Akaike criterion 4665.705
Schwarz criterion
4676.513
Hannan-Quinn
4669.713
Statistics based on the original data:
7.963703

S.D. dependent var

1558.776

S.E. of regression

Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square(2) = 2.21121
with p-value = 0.33101

7.956803

S.D. dependent var

1322.588

S.E. of regression

Table 4.4.2-ii Model (8): WLS, using 1619 observations
Included 187 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances
coefficient std. error t-ratio p-value
--------------------------------------------------------const
7.94001 0.0121644 652.7 0.0000 ***
PS
0.112850 0.0254351 4.437 9.75e-06 ***
GE
0.767280 0.0474538 16.17 1.28e-054 ***
RQ
0.339343 0.0380756 8.912 1.32e-018 ***
RL
0.233320 0.0463222 5.037 5.26e-07 ***

Sum squared resid
1600.777
S.E. of regression
0.995895
R-squared
0.912848 Adjusted R-squared 0.912632
F(4, 1614)
4226.366 P-value(F)
0.000000
Log-likelihood
-2288.098 Akaike criterion 4586.196
Schwarz criterion
4613.144
Hannan-Quinn
4596.197

coefficient std. error t-ratio p-value
------------------------------------------------------const
7.97427 0.0127938 623.3 0.0000 ***
CC
1.29279 0.0109779 117.8 0.0000 ***

Statistics based on the original data:
Mean dependent var
1.653630
Sum squared resid
0.905926

Statistics based on the weighted data:
Sum squared resid
1622.019
S.E. of regression
0.996937
R-squared
0.894709 Adjusted R-squared 0.894645
F(1, 1632)
13867.94 P-value(F)
0.000000
Log-likelihood
-2312.533 Akaike criterion 4629.066
Schwarz criterion
4639.864
Hannan-Quinn
4633.071
Statistics based on the original data:
7.953965

Mean dependent var
1.653630
Sum squared resid
0.905795

Statistics based on the weighted data:

Table 4.4.2-ii Model (6): WLS, using 1634 observations
Included 187 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances

Mean dependent var
1.647709

S.E. of regression

Statistics based on the weighted data:

Table 4.4.2-ii Model (5): WLS, using 1643 observations
Included 188 cross-sectional units
Dependent variable: l_GDP_per_capit
Weights based on per-unit error variances

Mean dependent var
1.649928
Sum squared resid
0.974625

1597.095

S.D. dependent var
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7.956803

S.D. dependent var

1324.613

S.E. of regression

Comparison of Model (7) and Model (8):
Null hypothesis: the regression parameters are zero for the
variables
VA, CC
Asymptotic test statistic:
Wald chi-square(2) = 3.17177, with p-value = 0.204767
Likelihood ratio test:
Chi-square(2) = 6.11911, with p-value = 0.0469087
Of the 3 model selection statistics, 2 have improved.
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Appendix 4: Doing Business in Selected Countries (table)56

56

Source World Bank (2009).
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