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Impact of Political Instability on Economic Growth in CEE Countries:

Political instability is often considered to have a negative influence on economic growth. Hence, the study
aims to examine whether instability of the political environment (measured by the political stability in-
dex and duration of the chief executive in the office) significantly influences economic growth in Central and
Eastern European (CEE) countries. The methodology used is a fixed effects model for panel data analysis
where the dependent variable is the real growth of gross domestic product (GDP) per capita. The data covers
the period from 2006 to 2016 for 13 CEE countries. Additionally, the study considered other macroeconomic
variables, such as investment, inflation, human capital, trade openness, etc. The research findings indicate
that the political stability index has a positive effect on economic growth, as expected and predicted in the
literature. However, the indicator of the years the chief executive has been in the office has shown a negative
effect. This effect appears to be weakly significant only for the second variable. These findings allowed us to
conclude that the political stability index positively influences economic growth, while the years the chief ex-
ecutive stays in the office has a negative effect. Frequent changes in the cabinet can actually have a positive
impact in transition countries characterised by corruption, meaning that the long stay of a chief executive in
the office can lead to power abuse.
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BiusiHMe TIOTUTUYECKO HeCTAOMIBHOCTY Ha S3KOHOMMYECKUI POCT
B cTpaHax lleHTpanbHOI 1 BocTouHoii EBpomnbl

Cuumaemcs, umo nonumuueckas HecmabuIbHOCMb OMPUUAIMENBHO 6lUseM HA dKOHOMu4eckuti pocm. Hacmoswas
cmamos uccnedyem 6nuAHUe HeCMAOUTLHOCHU NOTUMUYECKOL cpedbl Ha IKOHOMUUeCKULL pocm 6 cmpanax LlenmpanvHotl
u Bocmounoii Eeponui. Jlnis amoil yenu 6viu UCHONb306aHbL 06€ nepeMeHHble: UHOeKC NOAUMu4eckoti crmabunvHocmu u no-
Kasamenb NPOOOANUMENTLHOCTNU NPeObIEAHUS 2NIA6bI NPABUMENLCMEA HA nocmy. [ns ananusa 6viia npumerena mooens
NAHeNbHbIX 0AHHBIX ¢ PUKCUPOBAHHBIMU dPdekmamu, 20e 3a6UCUMOLL nepeMeHHOL A6/ PeanvHbvlil POCH 8aI06020
eHympennezo npodyxma (BBII) na oyuty nacenenus. Jlannvie oxeéamovieaiom nepuod ¢ 2006 2. no 2016 2. no 13 cmpanam
Lenmpanvroti u Bocmouroit Esponvi. Kpome ykasanHvix nokazamesneti 6viniu paccmompenvl 0pyzue MakposKoHoMuueckue
nepemerHbvle: UHBECMULUL, UHPIAUUS, Hen06eHecKUTi KANUMAn, OMKPbIMocmy mopeosnu u 0p. Pesynomamul ananusa no-
KA3a7U, 4mMo UHOeKC NONUMUYECKOl CrabunbHOCMU 0KA3bL8Aer NOTONUMEeNbHOE BNIUSHUE HA IKOHOMUHECKUTI POCH, KAK
U NPOZHO3UPOGANU UcCTed06ament 6 c6oux pabomax. OOHAKO 3HAUeHUe NOKA3AMENS NPOOONHUIMENLHOCU NPeObleaHUs
271a6bl NPABUMENLCMBA HA NOCINY ABAEMCA OMPULAMENbHOIM. DMom dddekmn 0KA3ancs He3HAUUMENbHbIM MONbKO 07
smopoii nepemennoii. Ilonyuennole pe3ynvmamot N0360UNU COENAMY 6bI600, MO UHOEKC NOMUMUHECKOLl CTABUNLHOCIU
NOZIOKUMENLHO 6/IUSEH HA SIKOHOMUUECKUTL POCI, 6 MO 6PeM KAK NPOOONIHUMENbHOCHb NPeObl6aHUS 2NIA6bL NPABUMETb-
CmMea Ha Nocmy umeem ompuuamenvhuiii aggexm. B cmpanax ¢ nepexodHoli aKOHOMUKOL, 6 KOMOPBIX PACHPOCPaHeHa
KOPPYNUUs, 4acmole USMeHeHUs 6 KaOuHeme MUHUCIIPOS MO2YN UMeb NOIOKUMeNbHOe BIIUSHUE, NOCKOTbKY ONIUmenbHOe
npebvleane 1a6bl NPAGUMENbCINEA HA NOCTTY MOJNe NPUSECUL K 3710y NOMpebIeH U0 671ACHIbIO.

KnroueBple cmoBa: NonmuTiYecKass HeCTAOMIbHOCTD, SKOHOMIYECKUIT POCT, IIaHe/IbHbIe JaHHbIE, MHIEKC 9KOHOMMYe-
CKOII CBOOOJIBI, BaJIOBOE HAKOIIEHNE KAINTA/Ia, TOCY[APCTBEHHbIE PACXO/bI, POCT Hace/leHNsl, MHQIALNS, OTKPBITOCTD
TOPTOB/IN

Ona uutupoBaHua: Xena A., Xuca 3. BaugHue nonutuyeckoi HeCTabUNbHOCTM HA IKOHOMMYECKMI POCT B CTpaHax
LleHTpanbHoi 1 BoctouHow EBponbl // DkoHoMuKa permoHa. 2021. T. 17, goin. 2. C. 582-592. https://doi.org/10.17059/

ekon.reg.2021-2-16

1. Introduction

The concept of political instability is difficult
to be defined and measured in a way that can be
used by empirical research. According to Alesina
& Perotti [1, p. 1205], “Political instability can be
viewed in two ways. The first one indicates the un-
certainty and instability related to executive in-
stability and the second one is related to social
unrest and political violence”. Jong-A-Pin [2] also
highlights the difficulty in measuring political in-
stability and its different dimensions. Therefore,
to account for its dimensionality, the author ana-
lysed the phenomenon by conducting an explan-
atory factor analysis on 26 different dimensions.

The effect of political instability on economic
performance is a widely discussed topic among
economists and policymakers. The uncertainty as-
sociated with political instability creates an un-
favourable environment for investment and eco-
nomic growth. A politically unstable environment
leads to frequent changes in policies, which cause
volatility and negatively affect the macroeco-
nomic performance of the economy. The Central
and Eastern European (CEE) region has experi-
enced a radical change from centrally planned
to the market economy. Changes in the politi-

cal, social and economic environment are asso-
ciated with many issues: although some of these
countries have made great progress towards de-
mocracy and market economy, they are charac-
terised by political instability, corruption, insti-
tutional ineffectiveness, etc. Consequently, when
considering these elements, it is worth question-
ing, “What is the impact of political instability on
economic growth in transition countries of CEE?”
Literature examining the impact of political insta-
bility on economic growth for this specific region
is very limited. Therefore, our study aims to yield
valuable results and fill this gap by conducting an
empirical analysis. According to Drazen [3], there
are two ways political instability affects economic
growth: by negatively affecting and creating un-
certainty of future returns in private investment
and by reducing human capital accumulation.

A politically unstable environment is associ-
ated with rising risks, which create unfavourable
conditions for investments. Alesina, Ozler, Roubin
& Swagel [4] argue that political stability and eco-
nomic growth are interrelated. The uncertainty
connected with instability has a negative im-
pact on the speed of economic development due
to reduced investment and poor economic per-
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formance. From the other perspective, poor eco-
nomic conditions might lead to governance prob-
lems. Therefore, a reverse relationship is also pos-
sible. Economic problems of a country may cre-
ate pressure in the political system and become a
major factor causing political instability. On the
other hand, the level of economic development
plays an important role in reducing uncertainty
in the economic environment fostered by political
instability. Mauro [5] finds that low-income coun-
tries tend to be corrupted and politically unstable.

This study takes into consideration two as-
pects of political instability, namely, executive in-
stability and social unrest and political violence.
The first aspect is measured by using a variable,
which estimates the number of years the chief ex-
ecutive has been in the office, and the second one
is measured by the political stability index. This
index is a subjective measure of political uncer-
tainty and violence motivated by the environment
including terrorism. This index assesses the like-
lihood of political instability and politically moti-
vated violence.

The structure of this paper is organised as fol-
lows. Section 2 presents the theoretical issues and
findings regarding this topic. Section 3 describes
an empirical model and data. Section 4 contains
the empirical results of the model and section 5
concludes the paper.

2. Theoretical Issues on Political (In)Stability
and Economic Growth

2.1. Theoretical Framework and Discussions

It is well-understood that political instabil-
ity is not exactly the opposite of political stabil-
ity, even though there are many intersections. As
political instability is linked to uncertainty, and
uncertainty is linked to investments and savings,
it is quite understandable that, hypothetically
speaking, it negatively affects economic growth
[6, 7]. Meanwhile, there are other hypotheses
supporting the opposite idea that uncertainty in-
creases investment [8]. According to our point of
view, this debate is mostly associated with the
profile of people and/or countries with regard to
risk (risk-aversion).

Otherwise, poor performance of the economy
can significantly increase political instability of
certain countries [9, 10]. Consequently, this rela-
tionship can end up in a vicious cycle, when both
variables negatively affecting each other increase
the possibility of a general collapse.

Discussing political stability, several authors
have admitted that there are cases when politi-
cal stability does not lead to increased economic
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growth [11]. The reasons might be different, but
for example Olson [12, p. 177] states that “govern-
ments that remain in office for a long duration be-
come easier prey for interest groups and are thus
more likely to follow policies that do not maximize
social welfare”. Other reasons for the non-posi-
tive relation between political stability and eco-
nomic growth are the high-level corruption in
these countries and their potential to govern. This
idea is supported by Shleifer & Vishny [13], who
argue that corruption affecting economic growth
might be more dangerous in weak governments
than relatively corrupt but strong governments.
Furthermore, Murphy, Sleifer & Vishny [14] em-
phasise the negative effects of rent-seeking activi-
ties (corruption) on economic growth. In addition,
a government under threat of losing power is po-
tentially more likely to lobby and use its position,
leading to some rent-seeking actions.

Based on the above discussions and the lim-
ited literature concerning the relationship be-
tween political stability and economic growth in
CEE countries, we examine whether such a re-
lationship exists, as well as the reasons behind
it. Harfst [15] in his study concludes that these
countries are not that unstable, as it is possible
for them to have governance stability. Using a re-
gression analysis for Western Balkan countries,
Hysa [16] revealed that the relationship between
corruption and human development is strong for
these groups of countries. Thus, higher corrup-
tion levels in this region are associated with low
economic development. This relation is found to
be stronger for Western Balkans compared to the
European Union (EU) countries [17]. These high
levels of corruption, for instance, in Albania, are
still present because of the existing problems
with the rule of law [18], which somehow, we may
associate with political instability and poor gov-
ernment performance.

2.2. Literature Review on Political (In)Stability
and Economic Growth

In the last decade, various studies have been
investigating the link between political uncer-
tainty and economic performance. Most of the ex-
isting literature examines instability rather than
stability of economic performance. Nevertheless,
different authors highlight the importance of po-
litical stability in economic growth. Political sta-
bility creates a suitable environment for economic
prosperity and favourable conditions for invest-
ment, business growth, and employment. Ahmed
& Pulok [19] examined the role of political sta-
bility in economic development for the case of
Bangladesh during the period 1984-2004. To in-
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vestigate the long-run effect, the Engle-Granger
method of cointegration and Bound testing ap-
proach were used. Their findings suggest that sta-
bility has a negative effect on economic perfor-
mance in the long run, while in the short run it
has positive effects. A similar study was conducted
by Nomor & Iorember [20] for the case of Nigeria
covering the period from 1999 to 2004 and us-
ing the autoregressive distributed lag (ARDL) ap-
proach. The authors conclude that stability of the
political environment is an essential element of
economic growth and Nigeria should search for
and identify the roots of instability. Radu [21] also
studied the political stability effect on economic
growth and tried to define the importance of this
factor in maintaining continuous sustainable eco-
nomic growth. The period of analysis is from 1990
to 2011. A correlation matrix and six multivari-
ate equations were used to analyse the impact of
selected variables on economic growth. Uddin &
Masih [22] highlighted the importance of politi-
cal stability using a dynamic Generalised Method
of Moment (GMM) and quantile regression in a
dataset composed of 120 developing countries.
The main research purpose was to investigate
the impact of political stability and instability in
countries with different level of income for the
Organisation of Islamic Conference (OIC) coun-
tries and non-OIC countries.

Political instability, on the other hand, cre-
ates uncertainty for the future, reduces human
and physical capital accumulation, as well as
negatively affects the development of technol-
ogies by discouraging firms and people from in-
vesting more time and money in research and de-
velopment activities. Aisen & Veiga [23] investi-
gated the effect of this phenomenon on economic
growth for a sample of 169 countries covering the
period from 1960 to 2004 using a GMM estimator.
They discovered that a higher degree of instabil-
ity is associated with lower gross domestic prod-
uct (GDP) per capita. In an early study, Compton,
Giedeman & Johnson [24] took a different ap-
proach by considering the contribution of formal
and informal institutions to economic growth.
Simultaneously, Tang & Abosedra [25] examined
this phenomenon along with tourism and en-
ergy consumption in the Middle East and North
African countries (MENA). The authors concluded
that an increase in energy consumption and tour-
ism increases economic growth, whereas politi-
cal instability reduces it. In addition, political in-
stability affects the growth of the country by in-
creasing the activity of the informal economy.
Elbahnasawy, Ellis & Adom [26] provided an em-
pirical analysis where political instability and po-

larisation measured by social division among eth-
nic and religious groups increases activity in the
informal economy which negatively affects eco-
nomic growth.

Other authors address this issue by including
investment in their empirical analysis. Campos &
Nugent [27] found a positive causal effect going
from social and political instability to investment
that is relatively strong in low-income countries.
Using data from 1960 for 94 countries, a social and
political instability (SPI) index was constructed.
The findings of this study show a positive rela-
tionship between political instability and invest-
ment. A recent study conducted by Williams [28]
examined the relationship between foreign di-
rect investment (FDI) and political instability us-
ing a system of simultaneous equations and con-
sidering the theoretical framework that the re-
lationship between FDI and economic growth is
endogenous due to the fact that both variables af-
fect each other. This study concluded that the im-
pact of this variable is negative and significant.
Zouhaier & Kefi [29] used a balanced data panel
to investigate the relationship between our two
main variables and investment for the Middle East
and North African region over the period of 2000
to 2009. An interaction term between investment
and political instability was used to examine the
effect of political uncertainty on the contribution
of investment to economic growth. No effect of
political instability on investment and economic
development was found. Kurecic & Kokotovic [30]
studied the impact of political stability on FDI us-
ing three panel data samples (small economies,
five well-developed economies, and the countries
that are prone to political violence or target by
terrorist attacks) by using a vector autoregres-
sive (VAR) framework and ARDL model. The au-
thors revealed a long-run relationship between
political instability and foreign direct investment
for the small economies. Abdelkader [31] used an
Error-Correction Model (ECM) and annual data
for the period 1972-2013 to explore the relation-
ship between instability in the political environ-
ment and economic development in Egypt. The
results indicate that the impact of political insta-
bility is negative and significant.

Based on the above-mentioned literature, we
built a conceptual framework (as illustrated in
Figure 1) noting the two aspect of political insta-
bility: politically motivated violence measured by
the political stability index and executive instabil-
ity measured by the number of years the chief ex-
ecutive has been in the office. In addition, other
economic variables that have an impact in eco-
nomic growth are included in the model.
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Fig. 1. Conceptual model of factors affecting economic growth

Thus, in this study, we aim to identify any obvi-
ous effect of political instability (PI) on economic
growth (GDP) by using the empirical method.
Based on the main objective and literature review,
we analyse the following research questions and
hypotheses.

As such, research questions are:

R1: What are the components of political in-
stability according to literature?

R2: To what extent do the PI components af-
fect the growth of GDP per capita for the case of
CEE countries?

Research hypotheses state that:

Hla: Political stability index has a positive
and significant impact on the growth of GDP per
capita.

H1b: The indicator of the years the chief exec-
utive has been in the office has a positive and sig-
nificant impact on the growth of GDP per capita.

3. Methodology

3.1. Data specification

Data employed for the empirical analy-
sis are extracted from the World Bank database
of World Development Indicators (WDI) and
World Government Indicators (WGI), Database of
Political Institution (DPI2017) and International
Monetary Fund (IMF). For empirical analy-
sis, we examined the period from 2006 to 2016
for 13 CEE countries: Estonia, Latvia, Lithuania,
Poland, Czech Republic, Slovakia, Hungry,
Romania, Bulgaria, Slovenia, Croatia, Albania,
North Macedonia. For later periods, there were
missing data on the selected variables such as
secondary school enrolment or the variable of
the years the chief executive has been in the of-
fice (Yrsoffc). Other CEE countries were also ex-
cluded due to missing data. For countries such
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as Serbia, Montenegro, Kosovo, and Bosnia and
Herzegovina there were missing data for the eco-
nomic variables and no data the variable Yrsoffc.
Therefore, these countries were excluded from
the study, and we considered the period from
2006 to 2016. Political instability has proven to
be a challenge in measurement because it is not
fully observable. Social and political instability
are variables that are hard to define and meas-
ure in a way that can be used in empirical anal-
ysis. Alesina & Perotti [1] measure political in-
stability using different variables such as coups
d’états and political assassination. Aisen & Veiga
[23] use three indexes constructed with the help
of factor analysis that include such variables as
cabinet changes, constitutional changes, coups,
executive changes and government crises, num-
ber of legislative elections, etc.. To measure po-
litical instability, Dalyop [32], Elbargathi [33],
Okafor [34] and Zouhaier & Kefi [29] have used
other proxies, including political stability and
absence of violence/terrorism index of WGI. This
index has been used in empirical models to as-
sess the impact of political instability on eco-
nomic growth. This composite index consid-
ers various indexes from different sources such
as the Economist Intelligence Unit, the World
Economic Forum, and the Political Risk Services
(The Global Economy). The index indicates the
probability that the government will be vio-
lently overthrown, the probability of armed con-
flicts, social unrest, and international terrorism.
Therefore, this measure represents a good indi-
cator of political instability in these countries,
considering that data for this index is available
for all the countries of the CEE region. Based on
these studies, this paper extracted the data re-
garding the variable of political stability index
from the WGI database. The WGI takes values
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from -2.5 to +2.5 representing a standard normal
distribution and considers —2.5 as the highest sit-
uation of instability and +2.5 and the highest sit-
uation of stability'.

Another measure of political instability used
in this study is the variable Yrsoffc that indicates
years that the chief executive has been in the of-
fice. This variable is obtained from the database
of political institutions 2017 of Scartascini, Cruz
& Keefer [35] and is considered as a proxy for in-
stability related to politics. Frequent chief ex-
ecutive changes are a measure of regime insta-
bility. Such cabinet changes can also be accom-
panied by more frequent changes in policies.
Therefore, they can create volatility and nega-
tively influence economic growth. Consequently,
a coefficient of the variable might have a posi-
tive sign. However, CEE countries have experi-
enced socialism in the past, where one party and
one ruler had political power for very long pe-
riods. Therefore, strong opposition and cabinet
changes can be seen as a way to increase com-
petition and make governments responsible and
accountable. In this case, a negative impact of
this variable is also possible. Both measures of
political instability account for two aspects of it
as stated in the definition Alesina & Perotti [1,
p. 1205], namely, executive instability and polit-
ically motivated violence.

Additionally, other variables that are consid-
ered to have an impact on economic growth are
included in the analysis. There are two types of
variables used in the empirical model: the first
type of variables includes data measuring politi-
cal and institutional environment; the second cat-
egory comprises variables that measure macroe-
conomic performance such as gross capital forma-
tion, inflation, trade openness, etc.

Gross capital formation as a percentage of GDP.
In literature, investments are considered a key el-
ement of economic growth. It is commonly ac-
cepted that the process of economic growth and
investment are closely interconnected. Therefore,
this variable is expected to have a positive impact
on the growth of GDP per capita.

Trade openness. There is a large body of liter-
ature explaining the relationship between trade
openness and economic development [36, 37, 38].
The debate among economists on the link and im-
pact of trade openness is still open. However, in
the long run, it is generally accepted that coun-
tries more outward-oriented enjoy a higher eco-

! The World Bank. (2018). World Government Indicators.
Retieved from: https://databank.worldbank.org/source/world-
wide-governance-indicators (Date of access: 01.05.2018).

nomic performance. Therefore, a positive coeffi-
cient of this variable is expected.

Inflation. In all countries, one of the main ob-
jectives is to sustain economic growth together
with low inflation. The relation between eco-
nomic growth and prices has been shown to be
quite complex. Different empirical studies have
demonstrated that the relationship between eco-
nomic growth and inflation can be negative, pos-
itive or non-existent. According to Tobin [39], in-
flation is beneficial to the economy because it
lowers interest rates and, therefore, the cost of
investment, which increases the capital intensity
into a capital-labour ratio and output. Mallik &
Chowdhury [40] and Vladi & Hysa [41] also re-
vealed a positive relationship between infla-
tion and economic growth, arguing that econ-
omies need inflation for growth but to a stable
rate. In contrast, studies conducted by other au-
thors such as Fisher [42] and Barro [43] found a
negative relationship between inflation and eco-
nomic growth. The variable used in this study is
the average consumer price index, annual per-
cent change obtained from the IMF.

Population growth rate. This variable drawn
from the World Bank represents the annual per-
centage of population growth. The ideas regarding
the impact of the variable are quite controversial.
Economists are divided between two theories: one
states that population growth is very important
for economic development and has a positive im-
pact, the other implies that population growth has
a negative effect on economic growth due to var-
ious problems, such as exploitation of resources
[44].

Secondary gross enrolment ratio. This variable
extracted from the WDI database is a measure of
secondary school enrolment for all age groups of
the population to the age group that corresponds
to the secondary level of education. Secondary ed-
ucation means the basic education that individ-
uals receive after primary level?. There is a large
body of literature explaining the impact of educa-
tion on economic growth. Education is seen as an
important instrument for economic growth, ris-
ing income at the private level, reducing poverty,
increasing innovation, etc. [45]. Therefore, a pos-
itive value is expected for the coefficient of this
variable.

Government expenditure. This variable is a
measure of government final consumption ex-
penditures drawn from the WDI database; it in-

2 The World Bank. (2018). World Government Indicators.
Retrieved from: https://databank.worldbank.org/source/world-
wide-governance-indicators (Date of access: 01.05.2018)
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Table 1
Variables description and their source
Variables Data source Definition Expected impact
Rea.l growth of GDP per World Bank The. annual percentage growth rate of GDP per
capita capita
Political stability index World Bank The index takes values from —2.5 to +2.5 +
Years chief executive has Datab.a 5 Number of years the chief executives have been in
, of political —/+
been in the office S the office
institutions
Gross capital formation World Bank Changes to the fixed assets and inventories as a N
percentage of GDP
Trade openness World Bank The yolume of exports and imports of goods and N
services calculated as a percentage of GDP
Inflation IMF Annual change in average consumer price index. —/+
Population growth rate World Bank Annual percentage of population growth —/+
Secondary schpol World Bank Annual secondary school enrolment as a percentage +
enrolment ratio of gross enrolment
Government expenditure | World Bank General government final consumption expenditure B
as a percentage of GDP
Index of economic The her{tage The index ranges from 0 to 100 +
freedom foundation

cludes all government current expenses for goods
and services, calculated as a percentage of GDP.
Index of economic freedom. This index is based
on 12 factors grouped in four main categories: rule
of law (property rights, government integrity, ju-
dicial effectiveness), government size (govern-
ment spending, tax burden, fiscal health), regula-
tory efficiency (business freedom, labour freedom,
monetary freedom), and open markets (trade free-
dom, investment freedom, financial freedom)'.

3.2. Model

The model used in this paper is a fixed effects
model. The fixed effects model is defined as

Y, =B,X,+a,+ut=12,.,T, (1)

where a, is the unobserved fixed effect over time.
From the above equation, the average over time is
taken for each i.

Yi= BX, +a,+1, (2)

and afterward, the difference between the first and
the second equation gives:

Y't_Yiz =B1Xit_Bl)_(it+ui_Hi’ 3

which is the fixed effects model. The important
thing about this equation is that the unobserved
fixed effect a, has been eliminated. Therefore, a
fixed effects model allows the unobserved fixed
effect a, to be correlated with any of the explana-

! The Foundation Heritage. (2018). Retrieved from: https://
www.heritage.org/index/ (Date of access: 01.05.2018).
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tory variables. A fixed effect transformation is also
called the within transformation.

Before including all variables in the regression
and analysing their impact on the growth of GDP
per capita, we constructed a correlation matrix of
all variables, presented in Table 2.

4. Results

Results are based on panel data covering an 11-
year period for CEE countries. Our dependent var-
iable is the growth of GDP per capita, the control
variables are gross capital formation, trade open-
ness, inflation, population growth, education, and
government expenditure. To measure political in-
stability, we used an indicator of executive insta-
bility, namely, the number of years the chief ex-
ecutive has been in office, as well as the political
stability index, which is a measure of politically
motivated violence. Additionally, the index of eco-
nomic freedom is used. The empirical model is the
fixed effects model, confirmed by the Hausman
test, and the empirical method appropriate for the
available dataset is the panel data.

Results regarding the variables used as prox-
ies for political instability show that there is no
significant impact of the political stability index
on the growth of GDP per capita. The variable of
Yrsoffc appears to be significant only at 10 % level
of significance. The sign of the political stability
index is positive as hypothesised, while Yrsoffc
shows a negative sign.

In addition, the empirical results show that
gross capital formation is significant at 1 % level
and has a positive coefficient as predicted by the
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Table 2
Correlation matrix of variables
= = @ g > = E = 5
o M —_ =] =] — = ) N
EEy| ¢ |=Zz|338 s&| & | S5 |3z EE CEf
EE= g |Ex&E2EE|l £¢ = S2 |85 ER (8¢
sSE| X |BRSCEE F&| ¥ BE|(33E g8 |Bss
[~V (E &) 9 L 15 E D°-1 o0 % 5 1 a" — 8 i)
O v
Political stability ]
index
Yrsoffc -0.168 1
Growth of GDPper | 550 | —0.060 | 1
capita
Gross capital 0253 | 0.040 | 0.458 1
formation
Trade openness 0.518 | —0.044 | 0.045 | -0.220 1
Inflation —0.051 | —0.038 0.123 0.550 —0.115 1
Population growth | 0.257 0.011 | —0.180 | 0.022 0.163 | —0.167 1
Secondary school | J05 | (085 | —0.050 | 0352 | 0324 | —0.134 | —0.251 1
enrolment
Government 0.578 | —0.110 | —0.326 | —0.394 | 0.487 | —0.006 | 0.227 | 0.330 1
expenditure
Index of economic |13 | (157 | _0.020 | —0.021 | 0.548 | ~0.029 | —0.131 | 0388 | 0.131 1
freedom
Table 3
Panel data results
VARIABLES Growth of GDP per capita | Growth of GDP per capita | Growth of GDP per capita
. —0.0982 —0.0808 —0.0953
L. GDP growth per capita
—0.0935 —0.105 —0.0902
— 1.438 1.42
Political stability index
— —2.029 -1.677
-0.311" — -0.311"
Yrsoffc
—0.146 — —0.144
Trade openness 0.149™ 0.138™ 0.150™
P 20.048 ~0.0444 ~0.048
. —0.823 -0.987" —0.775
Government expenditure
—0.495 —0.487 —-0.517
. —-0.265" —0.22 —0.268"
Inflation
—-0.129 —0.155 —-0.129
. . 0.692" 0.639™ 0.693™
Gross capital formation
-0.173 —0.184 —0.174
. -2.131 -2.891 -2.172
Population growth
-1.739 -1.71 -1.71
. —0.246 -0.213 —0.248
Economic freedom
—-0.254 —0.252 —0.254
0.163 0.131 0.164
Secondary school enrolment
—-0.118 —-0.122 —0.116
—16.55 —-12.31 —18.2
Constant
-26.34 —-27.32 —27.54
Observations 127 128 127
Number of id 13 13 13
R-squared 0.627 0.614 0.629
Method FE FE FE
Robust standard errors in parentheses
" p<0.01," p<0.05" p<0.1
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literature. The trade openness coefficient also
has a positive and significant value at 1 % level.
The sign of the coefficient of inflation is nega-
tive; it is statistically significant at 10 % level
of significance. Population growth has a nega-
tive but not significant impact. Government ex-
penditure also is negative and weakly significant,
while secondary school enrolment is positive but
insignificant.

Index of economic freedom is found to nega-
tively affect GDP growth. This result is significant
and surprising. According to the literature, the in-
verse relationship of these two variables is often
possible, given the nature of this index, which has
12 components, each of them having different im-
pacts on the growth of GDP per capita. Thus, an
aggregated index makes it difficult to draw con-
clusions [46].

5. Conclusions

This study provides an investigation on the re-
lationship between political instability and eco-
nomic growth for the period from 2006 to 2016
in thirteen CEE countries using the fixed effects
model. The aim of the study was to examine the
impact of political instability on economic growth
for transition countries of the CEE region. While
political instability is a wide phenomenon, it is
difficult to be defined and measured. Trying to ac-
count for two aspects of political instability (ex-
ecutive instability and political motivated un-
rest and violence), we use such measures as (1)
the political stability index and (2) the number of
years the chief executive has been in the office. In
a sample of thirteen CEE countries, the political
stability index is positively affecting the economic
growth. However, the empirical analysis could not
support the statistical significance of this result.
The estimated model also showed a significant
and negative impact of the second variable meas-
uring the years the chief executive has been in the
office. In this case, we found a significant impact
of this variable on economic growth, even though

its impact appears to be a weak one. This result re-
jects the second hypothesis of this research paper.
As indicated before, these countries have a com-
munist legacy, and the transition period is asso-
ciated with underdeveloped institutions and cor-
ruption. Therefore, cabinet changes mean changes
in the executive power and an increase in compe-
tition and accountability from the executive lead-
ers. Considering this result, we conclude that
holding power for a long time by the chief exec-
utive has a negative impact on economic growth
in countries of this region. This situation might
be explained by the idea that the more a chief
executive is in the same position, the more con-
nections they are supposed to have, and the eas-
ier the corruptive actions may occur. This finding
helps us understand that for these countries dif-
ferent from what Aisen & Veiga [23] revealed, fre-
quent changes in executive power have a positive
effect on economic growth, contributing to the
literature in this field. Consistent with the study
of Hysa & Cela [47], these results seem to be ex-
tremely important because they offer some new
direction and perspective regarding political sta-
bility and the necessity of cycles of change of the
executive powers. In addition, other variables con-
sidered as control variables for our model, specif-
ically, trade openness, inflation, and gross capital
formation are found to be significant in explaining
the growth of GDP per capita.

To conclude, this study examined debates and
literature findings on the role of political stability
in economic growth. The research findings remain
crucial for the CEE region since they recognised
and emphasised some issues, namely, the long-
term stay of executive leaders at the same manag-
ing position, which negatively impacts the econ-
omy of this region. Simultaneously, the signifi-
cance of the political stability index could not be
confirmed, even though its impact was found to be
positive. For future studies, a longer period of ob-
servations would bring new insights into this area
of research for the CEE region.
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