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Abstract

Development has become a buzzword in the field of political science and policy-
making. This paper tries to answer why despite crucial political and economic similarities
between European countries-Spain-Portugal and South American countries Argentina-
Peru, South Americans constantly underperformed in terms of economic development in
the last quarter of the 20th century? This study explored how external economic incentives
can stimulate progressive economic reforms in times of democratic transitions. By
understanding why South American states failed where Iberian ones succeeded, we can
learn more about important intervening variables, and offer alternative answers to
questions of political transitions and their impact on economic growth. Moreover, this
research might have some practical value for policy-makers facing transition from

authoritarian to democratic market-oriented states.
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Dis Ekonomik Tesviklerin Siyasi Gec¢is ve Konsolidasyon

Zamanlarindaki Rolii

Nikoloz G. Esitashvili
ORCID: 0000-0002-9022-3608

Oz

Kalkinma, siyaset bilimi ve politika yapimi kapsaminda bir terimdir. Bu makale
Avrupa iilkeleri, Ispanya- Portekiz ve Giiney Amerika iilkeleri ile Arjantin ve Peru arasinda
olan siyasi ve ekonomik benzerliklere ragmen, Giiney Amerikalilarin 20. yiizyilin son
ceyreginde ekonomik gelisme agisindan neden daha diisiik performans gosterdigini ele
almaktadir. Bu yazida, dis ekonomik tegviklerin demokratik gecis zamanlarinda ilerici
ekonomik reformlar1 tesvik etmedeki roliinii de arastirilmaktadir.  Giiney Amerika
devletlerinin Iberya devletlerinin basarili oldugu yerlerde basarisiz olmasmin nedenlerini
anlayarak, onemli miidahale degiskenleri hakkinda daha fazla sey 6grenebilir ve genel
olarak politik gecisler ve kalkinma sorunlarina ve bunlarin ekonomik biiylime {izerindeki
etkilerine alternatif cevaplar verebiliriz. Dahasi, bu arastirma, otoriterden demokratik pazar
yonelimli devletlere gegisle karsi karsiya kalan politika yapicilar igin de bazi1 pratik

degerlere sahip olunabilecegini gostermektedir.
Anahtar Kelimeler: Latin Amerika, Siyasi gegis, Ekonomik tesvikler
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PoJib BHEIIHMX IKOHOMUYECKHX CTUMYJIOB BO BpEMEHA MOJUTHYECKHX
nepeMeH U KOHCOJIHIaluu

Pe3rome

Pa3Butre OonHO W3 KIIIOYEBBIX CJIOB B TIOJIUTOJIOTMH W TMOJHUTHKE. JTa paboTa
HCCIIEyeT BOIPOC IOYEMY HECMOTpPS Ha BaXKHbIE NOJUTHUYECKHE M HSKOHOMHUYECKHE
CXOJACTBA MeXAy eBponedckumu crpaHaMu — MHemanus wu  Ilopryramms — wu
I0’)KHOAMEPUKAHCKUMM cTpaHamMu — ApreHtuHa u llepy, 10’kHOaMEpUKaHCKUE CTpaHBbI
CUCTEeMAaTUYECKH YCTyHaJld €BpPONEHCKUM CTpaHaM B 5SKOHOMHUYECKOM pa3BUTHU B
nocieaHel 4yerBeptu nBaanaroro Beka? B aroil paGoTe ucciemyercs posib BHEUIHHX
SKOHOMMUYECKUX CTUMYJIOB B CTUMYJIMPOBAHUU MPOTPECCUBHBIX IKOHOMHUECKUX pePopM
BO BpeMeHa JeMOKpaTHuecKux nepeMeH. OObsICHUB IPUYUHBI TOTO KaK FKHOAMEPHUKaHIIbI
IpoBANIMINCh B TOM 4éM MOepuiiipl mpeycnenu, Mbl CMOKEM NPEATIOKUTh MUHTEPECHbIE
OTBETBl HAa BOIPOCHI IOJUTHYECKUX IEPEMEH, M HMX BO3JCHUCTBHA Ha JKOHOMHMYECKOE
pazeutHe. Kpome TOro, 3T0 HCCIENOBAHME MOXKET INPUHECTH IPAKTHYECKYIO IOJIB3Y
MIOJINTUKAM BO BpPEMEHA IIEPEMEH C aBTOPUTAPHBIX PEXUMOB B JIEMOKPATHYECKUE
PBIHOYHBIE SKOHOMHKHU.

KiroueBbie  ciaoBa:  JlatmHckas ~ AMepuka,  NOJIMTHYECKas  IIEpPEMEHa,

OKOHOMHUYCCKUE TMOOIIPCHUA

IMoayueno: 30/09/2019 Ipunsro: 10/01/2020
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Introduction

Development has become a buzzword in the field of political science. Much has been
written on this subject, and it has been analyzed from many different angles. This paper
will try to contribute to the accumulation of knowledge in the field of development, and
offer a distinctive outlook on the topic under study. The primary question this paper poses
is — what is the single most important reason that despite crucial political and economic
similarities between European countries — Spain & Portugal — and South American
countries — Argentina & Peru, South Americans constantly underperformed in terms of
economic development in the last quarter of the 20" century?

In the mid-70s, all of the above-mentioned countries where authoritarian dictatorships
characterized with poor economic performance. Important economic indicators, such as
GDP/capita, economic growth and inequalities, unemployment and etc., were roughly
similar in all these countries. In the late 70s and early 80s these countries experienced
democratic transitions, and by the end of the twentieth century they had been democracies
for at least a decade.' But countries that started off from similar economic and political base
ended up in quite disparate positions, in terms of economic development, just after quarter
of a century. It is noteworthy that in 1975 Portugal and Spain had GDP/capita of
approximately 2,000 and 3,000 dollars, respectively.” At the end of the millennium these
numbers grew to 11,000 and 28,000 dollars. In the same period Peru and Argentina which
started out with GDP/capita of approximately 1,000 and 3,000dollars reached the numbers
of 2,000 and 8,000 dollars, respectively.® The numbers show that European countries’

growth rate was consistently higher than that of their South American counterparts.*

In the course of this paper, we will briefly review the schools of thought that have

contributed to the topic of development. In this light, the most prominent theories of

"Argentina and the IMF," IMF, https://www.imf.org/en/Countries/ (12.12.2019).
"Peru and the IMF," IMF, https://www.imf.org/en/Countries/ (10.12.2019).
"Portugal and the IMF," IMF, https://www.imf.org/en/Countries/PRT (10.12.2019).
"Spain and the IMF," IMF, https://www.imf.org/en/Countries/ESP (10.12.2019).
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development, such as modernization, the dependency, and world system theories, will
receive fair coverage. But unconvinced with the explanation these theories have to offer,
we will move to theories of democratic transition/regime change as possible sources of
explanation. Here, the subject of inquiry will be the sharing of power by elites of the
previous authoritarian regime and new elites, and importantly what effects such power-
sharing — in the process of democratic transition — might have on economic development.
Having analyzed, the contributions of the above-mentioned scholarships and their relevance
to the question of different economic growth rates in European countries and their South
American counterparts,we will offer our own hypothesis — the role of external economic
incentives for drastic economic policies in times of democratic transitions. The importance
of understanding the cases of Iberian and South American countries lies in their ability to
offer alternative answers to the questions of political transitions and development in
general, and their impact on economic growth. By understanding why despite crucial
similarities South American states failed where Iberian ones succeeded, we can learn more
about important intervening variables, missing from previous explanations. Moreover, this
research might have some practical value for policy-makers facing transition from

authoritarian to market-based democracies.
Literature Review

This section provides an overview of the existing body of literature in comparative
politics on the subject of development. The reader will have an opportunity to get
acquainted with competing explanations on economic development, and assess their
relevance to explaining the disparity in economic growth between European and South

American countries.
Modernizations theories

For the purposes of this study, it is important to ascertain, if the sociological explanation
of development can explainwhy, at the end of the twentieth century, South American
countries under analysis had evinced slower economic growth. Evolutionary and

Functionalist theories, both part and parcel of modernization school, explain the
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development of societies through “unidirectional social change,” suggesting that societies

invariably move from primitive to advanced state.’

But in the cases at hand, the modernization school fails to provide a satisfactory answer on
at least two accounts. First, the evolutionary school of modernization assumes that the rate
of social change is slow, gradual and piecemeal —that is evolutionary, not revolutionary.®
But it is not clear how long the slow change is. Is the change in the time period in our
analysis -25 years- slow change, or does 25-year period mean the same for South American
and European countries given internal social dynamics and external influences? Unless
these questions are answered, it is hard, if not impossible to apply the assumptions of
modernization school to our research. But importantly, modernization school is silent about
external factors, though it carefully singles out internal/domestic variables that pinpoint the

difference between modernized and non-modernized societies.

Levy offers a long checklist of domestic variables which could be explored for the
purpose of this research. Among the most important we should mention degree of
specialization, high level of self- sufficiency, cultural norms and traditions, particularism
and cultural diffuseness, the degree of bureaucratization, flow of goods and services
between towns and villages, degree of centralization.” Relevant data can confirm that South
American and Iberian countries scored similarly on cultural norms and traditions from1975
to 2000. And importantly, this assumption has strong implications for the research question,
it discards the relevance of cultural and traditional elements to explain the given

phenomenon.

While cultural and tradition variables fail to explain the case at hand, economic indicators
proposed by modernization school to measure modernization, will reveal that economies of
South American and lIberian countries which started from similar base in 1975, took
different growing path in the last quarter of the 20" century. In the following section, we

analyze the contributions of dependencia theorists to the topic of economic development.

*Alvin, So, Social Change and Development, Sage Publications, London, 1990, 24-27.
®So, Social Change and Development, 24-27.
’So, Social Change and Development, 25.
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External variables, they pay attention to explain domestic economic development, might
provide some insight for the question under research.

Dependencia theories

Unlike modernization theories which assume that factors inherent to countries hamper
their progress, dependencia theories blame the historical experience of colonialism, its
aftereffects, and positioning of a country in the global economy for its underdevelopment.
The countries of interest in this paper will be analyzed from the position they play in the

global economic structure.

For the purpose of this paper the effects of colonialism and foreign domination are
discarded. This is done because countries under analysis have been independent for over a
century and extractive methods of colonial domination are not present. In the last quarter of
the 20™ century, all of these countries were independent military dictatorships with no
colonial power exploiting them. And importantly it has been convincingly shown by Jeffrey
Frieden, in his Global Capitalism, that until Great Depression South American countries,
with few exceptions, were benefiting from international division of labor and global trade.?
Specialization of Argentina and Peru in agriculture and natural resources was an important
source of economic growth. Thus, if anything, colonialism and its economic legacy was
actually beneficialfor the South American states. But the breakdown of golden standard,
devastation of WWII, universal suffrage and resultant need to accommodate economic
policies to public demand, along with many other factors influenced the nature of economic
exchange between the states. Taking all these factors into consideration, it would be too
deterministic to claim that colonialism was the single most influential factor influencing the

economic development of South American states.

One more argument of dependencia theorists needs to be addressed below: the possibility
that the positioning in the global economic structures of countries under analysis influenced

their economic development. Dependency, as such, is seen as incompatible with

8Jeffry A. Frieden, Global Capitalism: Its Fall and Rise in the Twentieth Century, New York: W. W. Norton-
Company, 2007, 42.
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development.® According to dependency school, development is impossible at the
periphery. Minor developments are possible during periods of isolations, such as global
crises, but genuine development in the periphery is highly unlikely because of the continual
flow of surplus to the core. But a careful analysis of the situation in the mid-70s will reveal
that Spain and Portugal started to develop faster only after they opened up to foreign trade.
With regard to their economic indicators, these countries started out with roughly similar
economic parameters in 1975. However, by the end of the century Iberians were much
ahead in terms of economic growth. Dependencia theorists might respond, that disparate
economic growth was conditioned by the fact that Iberian countries moved to the core and
engaged in unequal economic exchange with the periphery, while South American
countries plunged into periphery after they opened up their economies. But a brief look on
Iberian countries’ trade indicators reveals that they trade primarily with other European, so-
called core countries. If anything, Iberian countries were supposed to be exploited by their
European partners, but surprisingly they adapted and experienced huge economic growth in
the last quarter of the 20™ century. Similar, statistics for South American countries reveals
that their main trading partners are neighboring countries that can hardly be categorized as
core countries. Moreover, they both enjoy regular trade surplus. Thus, given current
economic state of affairs of Iberian and South American countries, it is rather inaccurate to

describe them as being exploiters or victims of the global economic exchange regime.

Due to the abovementioned factors dependencia theories fail to explain why lIberian
countries were able to develop, or using the logic of dependencia theorists to extricate
themselves from their positioning in the periphery, while at the same time their South
American counterparts were to remain bogged in the periphery. Moreover, the
abovementioned arguments tried to demonstrate that the definition of core and periphery is
not enough to explain the nature of current economic exchange. Wallerstein’s
categorization of states into core, periphery and semi-periphery will try to address this

problem.

°Frieden, Global Capitalism: Its Fall and Rise in the Twentieth Century, 105.
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World system theorists, on the other hand, and among them Immanuel Wallerstein may
hold a key to the abovementioned theoretical predicament. According to Wallerstein the
world cannot be categorized into two neat categories of core and periphery. There are many
nations that do not fit into these categories — Wallerstein terms them as semi-periphery.
But more important in Wallerstein’s theory is his argument that nations can potentially
move from the periphery to semi-periphery, or to core and vice versa. They can do so in
two distinct ways, either by seizing the chance, or by engaging in semi-peripheral
development by invitation. Wallerstein explains that

At moments of world-market contraction, where typically the price level of
primary export from peripheral countries goes down more rapidly than the
price level of technologically advanced industrial exports from core
countries... solution is import-substitution... aggressive state action that
takes advantage of the weakened political position of core countries and the

weakened economic position of domestic opponents of such policies.*®

But a preliminary analysis would reveal that none of the countries under study engaged
in import-substitution policies on the large scale, in the last quarter of the 20™ century;
moreover, government involvement in their economies had on average decreased in the

same period.

The second way in which countries from periphery can move upwards is by engaging in
semi-peripheral development by invitation, which is only possible during times of global
economic expansion. In this stage countries from periphery compete with one another to
attract multinational investment from core countries. But interestingly there was only one
considerable economic boom, that in the mid-90s. But even then, the comparison of the
GDP/capita of Iberian and South American countries will clearly reveal that economic
indicators of these countries were already significantly different from each other. Thus,
while the economic boom might have some explanatory value, it does not explain the

underlying cause behind the disparate economic growth.

Terence K. Hopkins and Immanuel Maurice Wallerstein, World-systems Analysis: Theory and
Methodology, Ann Arbor, MI: U.M.I. Books on Demand, 1993, 148.
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Democratic transition and economic development is a broad synthetic category I will
use as shorthand to incorporate, on the one hand, the analyses of prominent theorists on
democratic transitions, and on the other hand, the analyses of theorists who relate the
transition period to subsequent economic development. The primary purpose of this
artificial alloy will be to showcase whether prior political arrangement and transition
process to democracy can explain the difference in economic growth between lIberian and

South American countries under analysis.

J. Linz and A. Stephan classify states prior to their subsequent democratization as
totalitarian, post-totalitarian, authoritarian and sultanistic depending on the role
governments play in politics, economics, social, religious, and other important aspects of
everyday life. They define authoritarian regimes as “political systems with limited, not
responsible, political pluralism, without elaborate and guiding ideology, but with distinctive
mentalities, without neither extensive nor intensive political mobilization, except at some
points in their development, and in which a leader or occasionally a small group exercises
power within formally ill-defined limits but actually quite predictable ones”.** Under their
categorization all the countries under analysis fall into authoritarian camps before
democratic transition. Because authoritarian group is so broad, it encompasses too many
cases and leaves little room for productive theorizing.To avoid this pitfall Linz draws four
distinct categories of authoritarian regimes depending on the institutional character of those
in control of the state apparatus: (1) a hierarchical military, (2) a nonhierarchical military,
(3) civilian elite, and (4) sultanistic elites. In our case all countries fall under the category of
military regimes, which has important political implications. The officer corps, taken as a
whole, sees itself as a permanent part of the state apparatus, which has an interest in a
stable state, and a stable government.*?According to Linz previous regime type, when it

happens to be a military regime, does little if anything to hamper the future economic

Gtepan, Alfred, and Linz Juan, Problems of Democratic Transition and Consolidation, Baltimore: John
Hopkins University, 1996.

2Alfred Stepan and Juan Linz, Problems of Democratic Transition and Consolidation, 38.
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growth unless it undermines the stability of the state.  This conclusion leads to another
question, if prior regime type cannot explain the trend of economic performance after
democratization in countries under the analysis, can the transition process itself be
explained? Linz, Stephan, Landman, Whitehead, Haggard, and many other prominent
scholars have written on the topic of transition. And interestingly they almost unanimously
agree that in times of transition government policies have an impact on future economic
development. However, the failure to implement the policy leading to economic growth is
often categorized under old and well-known categories of collective action, distributive
conflicts and time horizons. Each of these categories represents an important political-
economic problem. However, what is left out from the analysis is the fact that in times of
political —economic transitionsoftentimes drastic economic policies are required to set the
economy on the path of development. As rational vote-maximizers governments will
necessarily abstain from implementing harsh economic policies. The effect of such policies
is long-term while elections are always on the horizon. By implementing such policies
incumbent governments risk losing upcoming elections. As a result, drastic economic
reforms will not be introduced and economic growth will remain sluggish. Iberian states
were able to escape the aforementioned cycle of rationality-induced despair. In the 80s and
90s, Iberian states had to abide by stringent economic criteria induced by European Union —
the incentive was joining the European Union (EU), justification for harsh policies was the
appeal and long-term benefits of being a member of EU. Unlike, the Iberian countries
incumbent governments in South America had no incentives to implement harsh policies.
Unlike, the EU which disciplined potential exuberances of foreign borrowing in Iberian
countries, nobody was there to discipline South American states, until they were in a debt
crisis because of the hike in interest rates, after the contagion from the default of Mexico in
the 80s and importantly, because of imprudent economic policies in the previous decade.In
this light, we want to suggest (and test in the research)the hypothesis that incentives or their
absence played a crucial role in shaping domestic economic policies of Iberian and South

American states, and the level of their development at the end of the 20" century.

Theoretical model
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It is important to note that this study is not using an existing theory to explain a new
case. In Eckstein’s terminology, this study is a heuristic study used as a building block for
theory development. As such, a number of supplementary case studies need to be
conducted to confirm the validity of the proposed theory and its explanatory scope.

Controlled comparison: Case studies

The research design of this study is deliberately chosen to be in the form of a case study.
This study is heuristic in its nature — it attempts to confirm the validity of the proposed
theory and hypothesis. Should the preliminary research confirm the validity of the theory, it
will warrant the conduct of large-scale quantitative study. Such a study will inform the
research of the statistical significance of the finding, and expose deviant observationswhich
can be studied in separate case studies for the purpose of refining the theory. Next section
will be devoted to the explanation of the proposed theory, its concepts, assumptions and
deduced hypotheses/logical expectations. These hypotheses will be tested in the case study

to confirm their validity.
1) Specification of the theory:

Incumbent governments will implement drastic economic policies in times of democratic
transitions only if encouraged with external economic incentives. Important assumption,
corroborated with real-life empirical evidence, is that market reforms are necessary in times
of transition from centrally controlled to market economy, to guarantee the medium to
long-run economic growth. This study does not attempt to make broad overarching
claims regarding every type of democratic transition. Transitions in this study signify
change of the form of government from military controlled regime into democracies. The
selection of the cases in this manner was performed to ignore the potential effects of other
forms of pre-transition governments on post-transition policies. This study leaves out of the
analysis, the effects of ethnic/religious divisions, civil wars and class differences. To
control for the effect of other important variables this research concentrates on states that
are consolidated political entities, with established government bureaucracy employing the

monopoly of force over their territory. Rational actor model: The major assumption of this
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study is the vote-maximizing behavior of governments. Governments care to be re-elected,
as a consequence they will not implement drastic economic measures. Such measures
strengthen the economy in the long-run, but in the short-run they lead to increased
unemployment due to severe cuts in the public sector, privatization of public property,
decreased government expenditure on social services, and etc. Because governments care
to gain votes they will have no incentive to antagonize large segments of population and
engage in drastic market-oriented policies. This study borrows heavily from the rational
choice theory. Individuals are assumed to balance costs against benefits to arrive at action
that maximizes their personal advantage. Interests of individuals are taken for granted and
their preferences are transitive. The primary interest of a politician is to get re-elected, and
in order to do so, he will implement policies that will gain him most voters. For the
electorate, the primary interest is utility. The electorate elects politicians that are expected
to bring more benefit.

2) Specification of variables:

Dependent variable (DV) — The study analyzes the conditions necessary for the
government to implement economic reforms in times of transition. Economic reform is a
broad concept, in this study it stands for the major decrease of government involvement in
the economy. A proxy variable for such a decrease will be the loss in monetary value of
jobs and social compensation after government cuts the funding for the private and public
sector, expressed as the percentage of GDP. Independent variable (1V)-A proxy variable
for economic incentives offered by foreign countries is the monetary value of jobs created
in the short- to medium run from implementing market-oriented policies, which can be
approximated by the percentage of GDP gained from foreign incentives. That is the number
of jobs created and social compensation from foreign incentives, expressed as the
percentage of GDP. It is assumed that as incentives from abroad increase, it becomes easier
for governments to introduce difficult reforms. The time frame short--to- medium term is
chosen because people are assumed impatient, and expect incentives to be provided in the
proximate time-period. For this study, the time frame is maximum two election intervals
from the point of the implementation of reforms. This stipulation assumes that electorate

will forgive the incumbent for the inability to deliver on their promise only ones, ceteris
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paribus.Other variables — As mentioned before an important variable in this study is the
nature of the regime prior to the democratization. It will be held constant, to concentrate on
the explanatory value of the main independent variable. Moreover, it is important to control
for such variables as external shocks similar to OPEC crisis. Because these variables might

themselves be a cause for drastic economic reforms.
Causal relationship between IV-DV —

It is assumed that as the dollar value of jobs and services created from foreign incentives
as percentage of GDP increases, the more likely it is for governments to engage in drastic
economic policies, which create economic downturn and unemployment in the short-run,

and stabilize the economy in the medium-to-long term.
Case Study

This part of the study will apply the methodology to the cases of Iberian countries —
Spain & Portugal — and South American countries — Argentina &Peru. As noted before the
main goal of this comparative study is to demonstrate from the cases of above-mentioned
countries that external economic incentives were a major permissive condition for
economic reforms. Without such conditions Spain and Portugal would produce reforms
only under exceptional circumstances, such as for instance domestic or global economic
crises. In this regard, Argentina and Peru are contrasting cases, where the absence of
external incentives precluded the possibility of economic reforms, until it was too late and
the countries were facing severe economic crises. It is important to keep in mind that in this
model governments act as rational vote-maximizers, and as such they will abstain from
taking decisions which will antagonize large segmentsof population. Structural economic
adjustments in times of economic transitions are considered to be one of such decisions, as
they tend to depress economy in short-to medium-term.Because economic growth takes
time to kick in after economic reforms, incumbent governments face a huge risk of being
defeated in elections should they undertake these reforms. In the following section, growth

trends of Iberian and South American countries are compared in the framework of the
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rational-actor model. Rational actor theory of economic incentives will be used to provide

the explanation for structural economic policies in the above-mentioned countries.
Growth trends

In 1975 South American and Iberian countries exhibited roughly similar GDP/capita and
economic growth rates. However, at the end of the century Iberian states had far
outperformed their South American partners. Spain started 80s in a severe economic state.
When Spanish Socialist Workers' Party government headed by Felipe Gonzalez took office
in late 1982, the economy, inflation was running at an annual rate of 16%, the external
current account was negative $4 billion, public spending was large, and foreign exchange
reserves had become dangerously depleted. Gonzalez’s government introduced a number of
reforms but the most important among them were structural economic policies such as an
industrial reconversion program and closing of large, unprofitable state enterprises. These
austerity measures were largely unpopular, but the government had no choice but to
introduce them if it wanted to join the European Community. European Community’s
conditionality clause required that Spain took under control its burgeoning public debt and
inflation. Reforms paid off. The second half of the 80s and beginning of 90s saw
unprecedented economic growth in Spain’s recent history. Spain's real GDP grow by 3.3%
in 1986, 5.5% in 1987, 3.8% in 1988 and of 3.5% in 1989, a slight decline but still double
the EC average (World Bank databank). It is very plausible that without European
incentives these reforms could have been indefinitely postponed.Portugal, at the end of 70s,
experienced a protracted period of negative growth. The economic performance was so dire that it
became an active pursuant of International Monetary Fund (IMF)-monitored stabilization programs
in 1977-78 and 1983-85. The portion of government expenditure in GDP rose from 23
percent in 1973 to 46 percent in 1990. A surplus at the beginning of 70s, turned into a wide
deficit of 12 percent of GDP in 1984, declining thereafter to around 5.4 percent of GDP in
1990. Main culprits for the dismal economic performance were massive transfers and
subsidies to the public enterprises, increase in the bureaucracy and spending on social
programs. In 1989, Prime Minister Anibal Cavaco Silva managed to mobilize the required
two-thirds vote in the National Assembly to amend the constitution, to

permitdenationalization of the state-owned banks and other public enterprises.
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Privatization, economic deregulation, and tax reform were the primary concerns of public
policy for Portugal at the beginning of 90s as the country prepared to join EC's single
market. Thus, once again, similar to the case of Spain, external incentives were critical in
producing drastic economic reforms, and importantly for justifying them to the
constituency. Argentina, found itself in dire economic conditions in 1983. This was the
year when military junta transferredpower to the democratic elected government.
Alfonsin’s government facing hyper-inflation, huge interest rates on foreign debt and
importantly $2 Billion annual losses to state-owned enterprises resigned in 1989. At one
point Alfonsin’s government considered the privatization of state-owned enterprises but it
backed off. Understanding the public uproar,it would have caused and realizing that it was
the only solution to keep the economy afloat, Alfonsin resigned and his government fell.
When President Carlos Menem took office on July 8, 1989, the economy of the country
was in shambles: Argentina had amassed US$ 65 billion external debt; domestic credit and
the monetary base were practically non-existent. Inflation, which had averaged over 220%
a year during the 1975-88 period, reached 5000% in 1989. GDP per capita had fallen from
its 1974 peak by nearly a fourth and real median wages by around half(World Bank
databank). Given the criticality of the situation the President had to embark on a path of
trade liberalization, deregulation, and privatization.Peru, a thriving economy in 1948, was
ravished by import substitution policies of military dictators in 50s, 60s, and 70s.However,
the situation did not change much when the democratic government of Fernando Belatunde
Terry was elected president. He instituted lukewarm liberalization efforts but these were
not enough to resuscitate the economy from bouts of hyper-inflation, humungous public
deficit and fleet of foreign investment from the country. Similar to the case of Argentina,
the democratic governments of Peru did little to reform the economy until it was too late.
In 1990, Alberto Fujimori ran on the platform of implementing structural economic
changes. Fujimori undertook a process of economic liberalization which put an end to price
controls, discarded protectionism, eliminated restrictions on foreign direct investment and

privatized most state companies.
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Conclusion

While the nature of this study is in no way conclusive, it seems from this preliminary
study that there is a common theme running in all of these cases. Iberian and South
American counties picked in this study started out with similar economic indicators, had
contemporaneously experienced democratic transition, yet, at the close of the 20™ century
they ended up with vastly disparate economic indicators.As this study tried to demonstrate
the difference in economic growth stemmed from the rational vote-maximizing behavior of
the governments. Governments would not engage in painful reforms not to antagonize their
electorate. As a consequence no structural economic reforms would be implemented, until
the country finds itself plunged in the economic precipice. This study also suggested that
the only way out from the rationality induced logic of responsibility is economic incentives
provided by foreign actors. Governments can justify their harsh economic policies to their
electorate with future economic gains from them. However, conclusions of this research
can be challenged on different grounds. Below are few methodological suggestions on how

to make this study more empirically valid:

a) It can be criticized for the fact that the hypothesized relationship between economic
incentives and reforms is valid only in countries in democratic transition from military
dictatorship. However, to remedy the selection bias, the applicability of the theory to
countries in transition from other regimes can be tested in complementary studies.

b) One of the great weaknesses of the study is that the dependent and independent
variablesbarely vary in the case of South American countries. These countries were given
no or almost no incentive, and they produced no or almost no reform. However, this
weakness can be remedied by employing Mill’s method of difference and agreement. Given
that ceteris paribus condition holdsthe difference in the value of dependent variable should
normally be caused by the difference in explanatory variable. But this method does not
reveal the nature of relationship between explanatory and dependent variable, whetherit is
linear, curvilinear or etc. It might quite be that the effect of the explanatory variable kicks

in after a certain threshold. For all these reasons, it is important that a number of case
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studies be conducted and the exact nature of relationship between independent and
dependent variable be discovered.

c) This study assumes that political changes in the above-mentioned countries —
transition from military regime to democracy - took place for political reasons. The validity
of the study will be undermined if it is proven that regime change in any of these countries
was economically motivated. If this is so than an incumbent party has a mandate to produce
economic reforms regardless of foreign incentives. This problem is commonly known as
the omitted variable bias.

d) It is crucial to supplement this study with single case studies of Spain and Portugal to
account for the sources of the regime change in these countries. However, even if the
economic effects are discovered to be important, they can be controlled, which will allow
the estimation of the impact of incentives. As long as these two variablesare not correlated
they will not bias the estimates of the effects of each one of them on the dependent variable.

e) And finally, it might be objected that the study suffers from the endogenity problem.
That, economic reforms might actually prompt foreign actors to give reformist
governments more incentives. For this purpose, a small operational trick can be performed
to dissect the explanatory variable — economic incentives — into two separate variables. One
variable would represent incentives provided for performed economic reforms, and second
variable will be incentives for future economic reforms.In this case it is crucial to employ
the method of process tracing, and single out government expenditures conducted without
conditionality clause from foreign actors from government expenditures stipulated by
foreign actors.Such process-tracing involves careful analysis of the briefs of economic
department and parliament bureaus, and scrupulous analysis of archived documents.
Unfortunately, material and temporal scarcitiesat the moment do not allow for a more

comprehensive analysis.
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