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V. What Does 20 Billion Euros Buy in Eastern Europe?

A. Growth

The Solow model predicts not only the structure of our regression 

but also the signs of the explanatory variables: investment in physical 

capital is expected to increase per-capita growth while population 

growth is expected to lower it. Furthermore, the transition-specific 

literature argues that progress in reforms should foster growth: the 

reforms are thought to remove inefficiencies inherent to central 

planning and yield better economic policies. Finally, we expect EBRD 

investment to have a positive impact on economic growth. In particular, 

its effect should be similar to that of domestic investment or higher 

if EBRD investment is associated with transfer of modern technologies 

and better management techniques. 

Column (1) of Table 1 presents the results of a baseline model that 

corresponds to Equation (1) with the EBRD investment omitted. 

Somewhat surprisingly, the Solow model appears a rather poor 

description of the pattern of growth in the post-communist countries: 

neither investment nor population growth affects growth significantly 

and investment even has the wrong sign. While surprising (and 

disappointing), these findings, especially the one for investment, are 

frequent in the growth-in-transition literature. A possible rationalization 

of this finding is that, at least for a part of the period included in 

our analysis, the post-communist countries are too far from behaving 

like standard market economies. 

Countries affected by wars and military conflicts, not surprisingly, 

grow more slowly. The positive coefficient on the lagged war dummy, 

although not significant, indicates that the end of conflicts is followed 

by an acceleration of growth. The reform index appears with a positive 

and strongly significant coefficient, suggesting that faster progress in 

implementing market-oriented reforms indeed translates into faster 

growth. Democracy, on the other hand, appears to lower growth. 

Note, however, that this need not imply that democracy is bad for 

growth. Fidrmuc (2003) argues that democratization encourages 

economic liberalization so that its overall effect on growth, accounting 

for its indirect impact through economic liberalization, is positive.

Adding overall EBRD investment, in column (2), changes the 

regression results little. The impact of EBRD investment, although 

positive, does not appear significant. Hence, EBRD investment does 
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