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The main objective of this paper is to identify the determinants of optimistic
expectations. The second objective is to find out which factors have the largest
impact on formation of optimistic expectations. The economic motivation of the
research is constructed on the basis of previous studies that showed that
optimistic expectations do influence economic behavior both on individual and
firm’s level. To achieve the first objective I use data from the Life in Transition
Survey that covers 29 transition countries. I come to general conclusion that not
material well-being determines optimistic expectations. In contrast, optimistic
expectations are determined by such factors as satisfaction with economic and
political situation and life satisfaction, as well as by factors that reflect the level of
trust towards government, society and financial institutions. To achieve the
second goal I analyze the size of marginal effects and come to the conclusion that
variables that reflect subjective perception of current life-circumstances have the
largest effect on determination of optimistic expectations.
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Chapter 1

INTRODUCTION
Different social sciences try to explain people’s past behavior, as
well as predict their future actions (savings, consumption and
investment). For instance, psychological medicine investigates this
question

from

genetic

and

environmental

points

of

view.

Anthropologists, for instance Gastil (1961), try to distinguish between
those social and cultural factors that affect human behavior. In
economics researchers use various approaches to determine behavioral
characteristics. By studying Dutch twins, Stuube et al. (2005) showed
that a part of such notion as life satisfaction can be attributed to
heritability. However, about 68% of variance in life satisfaction is due
to environmental conditions. Assuming that similarly, “optimism” is
only partly attributed to heritability there is room for the study of the
social and economic determinants of “optimism”. More specific, in this
paper I investigate which current and past circumstances make people
believe in a better future. Both the effect of material well-being and the
effect of individuals’ attitudes toward economic and political systems
are studied.
Optimism has been shown to influence economic behavior. Ben-David
et. al (2006) showed that optimism influences capital structure,
investment decisions, risk taking and other aspects of corporate activity.
Brown and Taylor (2006) showed the interrelation between optimism
level and savings level of households. Hence, if we discover, for
instance, that some factor influences optimistic expectations and if it is

possible for a government to influence this factor, then by manipulating
this factor governments will be able to influence economic decisions of
households by controlling people’s sentiments.
This study uses the ‘Life in Transition Survey’ that was jointly
conducted in 2006 by the World Bank and the EBRD. The advantage
of using this data set is that its purpose was to shed the light on the
level of people’s life satisfaction beliefs and attitudes in transition
countries. It includes 29 000 observation over 29 transition countries
and provides the answers on a whole range of qualitative questions.
As the variable proxying for the level of optimism, the answer to the
following question is used: “Children who are born now will have a
better life than my generation”. The set of dependent variables includes
both quantitative and qualitative characteristics, such as expenditures
and people’s attitude towards government and society in general.
The paper is structured as following. First, we review literature that
seems to be most relevant. The second part of the paper contains data
description

and

provides

some

visual

representations

of

interdependence between dependent and explicative variables. Then,
methodology is provided. Results and hypothesis testing is an empirical
part that demonstrates attained results and discusses possible
econometrics and other problems.
The paper ends up with conclusions and further research
recommendations. 1
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Different notions are used in this research to indicate “optimism”. We treat “optimism”, “optimistic
expectations”, “overconfidence about future good events” and “optimistic beliefs” the same. This is done
in order to preserve other authors’ notations and because of scarce studies on this topic.
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Chapter 2

LITRATURE RIVIEW
Any science has its own methodology to determine a process or
phenomenon. Unfortunately, at this point there is scarce knowledge on
how to determine expectations. However, there are some studies on
determinants of some specific expectations. For instance, Barbosa and
Randall (2004) explored the determinants of parents’ and teachers’
expectations about pupils’ ability in Brazil. They included into their
regression such variables as parent’s education, level of income, child’s
gender and race, etc. The most important result they came to is that the
highest effect has parents’ education. In this case, high expectations of
good children performance can be seen as for the level of optimism.
Our research is much related to Barbosa and Randall’s study, as we also
approximate the level of optimism by individual’s expectations about
children’s future life. The other feature in common is that we also look
for the factors that are important in the formation of optimistic
expectations. Another work that discusses the determination of
optimism is Arabsheibani et al. (2000). In fact, they investigated how
the level of financial optimism is influenced by employment status, i.e.
whether the person is self-employed or not. By financial optimism they
mean the ability to predict correctly future earnings. If a person
overestimates her future financial state she is considered to be
financially optimistic. They concluded that entrepreneurs are the most
optimistic part of population. But the authors’ main findings shows that
more educated people are likely to be less optimistic and that males and
3

married people are more financially optimistic. The intuition provided
behind the obtained result is the following: more educated individuals
acquire more knowledge to make more accurate and realistic
predictions about their future earnings.

This information is valuable

for our study as we include the same factors (gender, education, marital
status) to check whether the results hold for the more general case.
However, studies like those two abovementioned are still rare. The
reason for this is that researchers still are quite skeptical about studies
based on subjective surveys (Angel et al. 1988). Bertrand and
Mullainathan (2001) claim that self-reported subjective data can be used
only for explicative variables but not for dependent variables. However,
following life- and income-satisfaction studies (Labeaga et al. 2007) we
do use subjective data for our dependent variable.
The most common practice in literature is to use expectations
and beliefs as given, i.e. include them as independent variables. This is
related both to theoretical and empirical papers. That is why in this
literature review I first examine theoretical studies, where researchers
introduce beliefs about future in the utility maximization problem as a
new variable. In this kind of studies people’s beliefs about the future
sometimes take the form of optimism. It happens when individuals
overestimate the probability of some good events. That is why we
consider that all papers that investigate beliefs about future are in
different ways related to our particular study. Moreover, our dependent
variable is also a kind of belief about the future. Indeed, the answer to
the question “whether people believe that children born now will have
better life than their generation” expresses beliefs and these beliefs
determine the future economic behavior. The second section is about
empirical studies, when scientists explore how optimism affects such
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decisions as savings, amount of debt and other economic decisions in
real life circumstances.
Theory provides a lot of models that show how individuals act
under different circumstances and assumptions. In fact, any theory has
its assumptions, but when science goes further, researchers try to
weaken existing assumptions to make theory closer to real life. Not
surprisingly, the strong assumptions economists make about the
rationality of individuals has faced lots of criticism. Economists used to
“take as given”, “rational behavior” and “economic incentives” and did
not take into consideration emotions, altruism, optimism, expectations,
trust. Mullainathan and Thaler (2001) discuss how individuals
deviate from rational economic models and come to the conclusion
that non-perfect individuals influence market outcomes.
However, the decision making process is much more complex and
involves not only rationality but emotions and individual’s features of
character that in most cases take the form of beliefs or expectations
about the future. Modern economics, in particular behavioral, now
focuses more and more on expectations and beliefs, both on the micro
and the macro level.
It is well known that taking any decision a rational person
maximizes her present and future discounted utility. Early studies did
not take into account the role of individuals’ beliefs and expectations;
however more recent works in this field do tackle this question.
Brunnermeier and Parker’s (2002) theoretical model, for instance,
focuses on subjective beliefs that are the probabilities that people assign
to some future events. In fact, they compared subjective beliefs with
rational ones and made some conclusions on how they influence
different economic outcomes. These authors introduced subjective
beliefs in several models: portfolio choice model, consumption and
5

savings model and timing model. In all three cases they compared the
results with those obtained for rational individuals, who use the true
probabilities of states. Brunnermeier and Parker’s (2002) came to the
following conclusions: in portfolio theory agents with optimistic beliefs
are likely to underdiversify, because they usually overestimate the return
on their assets; in consumption-savings model individuals with
subjective beliefs usually consume more and save less due to the feature
of overestimation of future income and underestimation of uncertainty.
In the timing model, they show that with subjective beliefs individuals
are likely to underestimate the time that is needed to complete the
action and postpone it. Their main conclusion is that rational
individuals’ behavior does differ from behavior of those with subjective
beliefs. They say that, on the one hand, those with subjective beliefs
perform poorer. On the other hand, they are more likely to take risks
and get higher profits associated with this. The main conclusion of this
paper for us is that beliefs do matter. That is why it is so important to
understand how they are actually formed.
In fact, game theory that counts for beliefs and emotions got a
new name “psychological game theory”. Geanakoplos, et al. (1989) are
claimed to be pioneers in this field by introducing human beliefs in
decision-making process. Later, their work was extended by Battigalli
and Dufwenberg (2005), who base their work on statement that the
previous research suffers from some number of restrictions. Namely,
Geanakoplos, et al. (1989) just introduced initial beliefs into their
model, while Battigalli and Dufwenberg used up-dated beliefs, i.e. those
changing during the game. The other difference is that in Battigalli and
Dufwenberg work others beliefs also influence one’s utility, which was
not the case previously. In fact, they focus on belief-dependent
motivation and try to capture psychological effects which occur in the
6

process of game. By these they understand regret, anxiety, social respect
and sequential reciprocity. In case when motivation depends on beliefs,
decision-making process looks differently. Indeed, when an individual
cares about social respect his actions are likely to be different from
those who do not. It is a good motivation for us to include ideologyrelated factors into our model such as trust in society. In fact, this study
provides us with a lot of useful information. The first thing we pay
attention to is that general beliefs about the future are formed by more
detailed beliefs, i.e. beliefs about society, political situation and
institutions. This gives us the ground to include into our research selfperception factors that indicate attitude towards present political and
economic situation. The second important conclusion made by
Battigalli and Dufwenberg is that these beliefs play a great role in
decision-making mechanism. This fact gives us a valuable motivation
for the study.
The second section of literature review focuses more on
empirical works and explains the role of optimistic expectations in reallife circumstances.
The understanding of optimistic expectations is important both
for individual and corporate decision making. For example, Brown, et
al. (2003) investigated the effect of optimistic expectations on size of
individual debt. The authors discovered that optimistic expectations are
associated with higher individual debt. The same authors, Brown, et al.
(2005) further investigate more specific kind of debt, i.e. they studied
how financial optimism is related to household mortgage debt. It is not
surprising that their results are similar to previous ones, i.e. they found
that amount of mortgage debt positively depends on optimistic
financial expectations.

Brown and Taylor (2006) have shown that

financial optimism in negatively related to household savings. In all
7

three papers by financial optimism they meant high expectations about
individual future financial situation. Concerning their conclusion,
indeed, we can expect that individuals that expect a worse future for
their children will try to protect them by saving more (for education, for
instance). On the other hand, respondents that expect to have high
earnings in future would rather consume more today accumulating high
debt. Similar results are observed in the work by Harris, Loundes and
Webster (1999).
Expectations about the future affect entrepreneurial behavior
as well. Landier and Thesmar (2007) explore the effect of optimism on
debt preferences and capital structure. To detect the level of
entrepreneurial optimism they compared the actual firms’ development
at the end of the year with entrepreneurial expectations about firms’
development at the beginning of the year. Namely, they showed that
more optimistic entrepreneurs prefer short-term debt and inside
financing rather than external financing. On the basis of this research
valuable recommendations to investors are made: they should take into
account which type of person the entrepreneur is, when writing
contracts. The main result for our study out of abovementioned
empirical papers is that optimistic expectations indeed affect economic
behavior both on individual and firms’ level.
In fact, optimism is a notion that is very close to
overconfidence. Some scientists try to distinguish these two, however,
some economists used to take it as the same. Barros and Silveira (2007)
argue that overconfidence is human feature to overestimate the
probability of good event, as well as their own skills and control over
event. As we observed from previously reviewed studies, most
economists used the same logic when introducing optimism in their
works. The most general definition of optimism is that “optimism is an
8

outlook on life such that one maintains a view of the world as a positive
place. Optimists generally believe that people and events are inherently
good, so that most situations work out in the end for the best.”
However, it is unlikely to be that everything always works only in a
good way. Things vary much and sometimes they can go better but
sometimes worse. That is why such notion as realism exists. In fact, we
can treat optimism as a tendency to overestimate the probability of
good event. At the same time the definition of overconfidence is that
“overconfidence is having unmerited confidence-believing something
or someone is capable when they are not” 2 . That is why optimism and
overconfidence are related things, though slightly differ.
It was shown that people are in general overconfident about
future events. Lichtenstein at al. (1980) in their experimental studies
demonstrated that people are likely to be overconfident about certain
event that is they assign the higher probability of its happening than the
true probability. If things go this way and all people are overconfident
by their nature, some can argue that we cannot determine optimism
(overconfidence). However, it was also shown that people have
different degree of overconfidence, i.e. they do differ in their beliefs.
Glaser et al. (2005) compared the degree of overconfidence between
professional traders, investment bankers versus a control group. They
showed that the degree of overconfidence of professionals is higher.
Our study includes individuals of different specialization, level of skills
and

from

different

countries.

That

is

why

the

level

of

optimism/overconfidence varies much between them and this gives us
the right to perform the study.

2

wikipedia.org
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Many studies are dedicated to optimism/overconfidence and
finance. Barros and Silveira (2007) investigate the influence of
overconfidence and managerial optimism on capital structure. Their
results coincide with previous studies and show that firms that are
managed by more optimistic entrepreneurs usually have more debt in
their capital structure. They also proved that entrepreneurs (those who
run their own business) are likely to be more optimistic and more risky
than hired managers. The most important conclusion that they made is
that managerial overconfidence/optimism influences capital structure.
Previously, Gervais (2002) et al, had reached the similar results in
theoretical framework. They showed that overconfidence increases the
firm’s value. This means that overconfident managers even though less
skilled are more preferable for the firm than rational ones. Again, if we
find that some factors influence the level of optimisms we will be able
to control employees’ economic behavior. For instance, we find out
that wage affects the level of optimism. In this case, by increasing the
salary a little bit, entrepreneurs will be able to increase/decrease the
level of managers’ optimism, this way influencing their future economic
decisions.
Another, financial field were optimism matters is investment
and trading activity.

Deaves et al. (2004) investigate how

overconfidence and gender affect trading activity. In fact, they test
whether overconfidence affects trading activity and find a positive
relationship. Then they tried to test whether gender has an influence on
trading activity, they find out that there is no relationship. They
conclude that the degree of overconfidence does not depend on
gender. However, their finding might be due to a selection bias, as they
tested only those individuals that do perform trading activity. And
women choosing to work in this field could have some male treats and
10

gender differences would then indeed be not so significant. Moreover,
previous study by Barber and Odean (2001) show different results in
which women are less overconfident and perform less trading
activity.
Given the fact that optimism can be gender-related, I include in
my research gender dummy variable in order to check whether there are
differences in optimism between males and females
When investigating investment activity, Cassar and Friedman
(2007) showed that more optimistic/overconfident entrepreneurs are
more likely to be involved in start-ups. They also find differences in
preferences of sources of external funding in ventures. More
specifically, they proved that more overconfident managers less use
external funding in their ventures.
Another

bunch

of

studies

focuses

on

the

optimism/overconfidence and moral hazard problem. Gervais et al.
(2005), Fairchild (2007) and Rosa (2005) showed that overconfidence
reduces the problem of moral hazard. Overconfident entrepreneurs
believe that success to great excess depends on their actions. That is
why they put more effort and spend more time at work (Puri et al
2005).
Ben-David et. al (2006) analyzed different aspects of CFO
behavior. They found that overconfident managers perform more
aggressive in general. In fact, they invest more, make more forecasts,
pay less dividends and use more debt. Summarizing, we can claim that
optimism/overconfidence does matter for economic behavior.
In fact, this kind of empirical work is done not only in
economics but also in sociology, political science, medicine, etc. Any
field that includes decision making is trying to solve this important and
difficult puzzle. For instance, Fang and Silverman (2004) explore the
11

effect of optimistic beliefs about one’s health on health investments
during the lifetime. They find the positive relations between optimism
and getting health insurance. People who are more optimistic about
their future are likely to quit smoking, get insurance and in general take
preventive measures. The results of this research are of great value for
insurance companies. So, our study becomes even more valuable as its
results will provide instrument to affect not only economic activity but
such aspects as health state and life-style in general.
After analyzing all blocks of literature, one easily comes to the
conclusion that there few if any studies that look for determinants of
optimistic expectations. At the same time, as this review illustrates these
beliefs play a huge role.
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Chapter 3

DATA DESCRIPTION
In this research the Life in Transition Survey is used. This
survey was conducted by the EBRD and the World Bank among
29 000 individuals across 29 countries in transition in 2006. These
countries include 3 regions Central Eastern Europe and Baltic States,
South Eastern Europe, Commonwealth of Independent States and
Mongolia. The general purpose of this survey was to reveal whether
population in transition country is satisfied at this stage with life in
general, as well as with specific aspects such as political, economic and
social situation. That is why it mostly includes qualitative data. The
survey was conducted as face-to-face interviews and contains the
following sections: Household roster, housing and expenses, attitudes and
values, current activities, education and labor and life history (see Appendix
A).

As the dependent variable proxying for the level of optimism I use the
answer to the question: “Children who are born now will have a better
life than my generation”. Possible answers include 5 variants: strongly
disagree (1), disagree (2), neither agree nor disagree (3), agree (4) and
strongly agree (5). In fact, there are answers “don’t know” and another
possible variant is “not applicable”. These are not used in the research
as they do not show the level of pessimism or optimism. Thus, the
more is the assigned value, the more optimistic the person is.
The summarized information on answers to our particular
question is provided in (Table1).
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Table 1

Source: author’s calculations

Totally, 49,2 % of respondents can be named optimistic
persons. This comes from summation of answers “strongly agree” and
“agree”. About 21% is convinced that children born now will not have
a better life than their generation. These results do not contradict to
studies that prove that individuals are in general optimistic, as we can
14

see that the more respondents believe in better future than those who
do not believe. However we cannot claim whether respondents are
overoptimistic or not, because the outcome is not known. It can be
argued that optimism occurs only in case when the outcome of any
event depends on individuals’ actions. However, Muren (2004)
demonstrated in his experimental work that individuals are likely to
overestimate even the probability of event that they cannot influence.
So, the preliminary data inspection is consistent with previous empirical
and experimental studies.
At the same time we can see a large variation in degree of
optimism between given countries. In general, the highest level of
positive answers is observed in the Commonwealth of Independent
States countries (CIS) and Mongolia (see Figure 1). While the lowest
one is in South-Eastern Europe (SEE) countries.
Figure 1

Source: the EBRD report on the LITS

The highest degree of optimism we can observe in Albania,
where about 88% of respondents belief in future better life. And the
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highest level of distrust in future is in Hungary, where the number of
respondents who are sure that their generation had a better life reaches
about 44%. After Albania, Baltic States come. The degree of optimism
in Latvia, Lithuania and Estonia is around 70%. We can also observe
that population in Middle East, Central Asia and South Caucasus
countries is likely to be more optimistic. The percentage of positive
answers in Kazakhstan, Uzbekistan, Tajikistan, Georgia, Turkey,
Kyrgyzstan and Mongolia varies from 52% up to 67%. At the same
time a high level is common to Belarus. The less optimistic people are
likely to be in Slovenia, Serbia, Bosnia, Armenia, Bulgaria and Croatia.
These differences can be explained from cultural, ethnical and historical
points of view, things that are constant over time. That is why countrydummy variables are included into regression to control for these
country-specific effects. Another possible reason can be the fact that
some respondents have children, while others not. This fact can be
taken into consideration by running two separate regressions for these
two categories. In fact, it was already proved that parents’ level of
happiness is to the great extent dependent on their children’s happiness
(Schwarze et al. 2005).
Another interesting fact is that the level of optimism seems to
be higher among younger respondents (see Figure 2).

16

Figure 2

Source: the EBRD report on the LITS

At the same time it begins growing again after respondents
reach the age of 65. This trend is common for all three regions. This
fact gives the ground to make the hypothesis that there are possible
differences in level of optimism between young and older population.
That is why the age variable should be included into regression. In fact
we include both age and age squared in order to capture this U-shaped
dependence.
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Figure 3

Source: the EBRD report on the LITS

The other trend that is common to all three regions is worth
mentioning. It turns to be that those with higher income are likely to be
more optimistic than individuals with lower one. However, it is not
obvious at this stage, whether income positively affects the level of
optimism or vise versa.
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Chapter 4

METHODOLOGY

The most common practice when dealing with categorical variable as
the dependent one is to use Ordered Probit model. This model is
especially popular in life-satisfaction studies that also have selfperception categorical dependent variables.
So, to find out the determinants of optimism the Ordered Probit is
used as a basic model:
OPi = β ' X i + u i

Where i stands for identifying individual (total 29 000), ui is an
error term that is assumed to be normally distributed. OPi is the latent
dependent category variable ranged from 1 to 5 and

reflects the

optimism of person i. X i is a vector of explicative variables for
individual i. In fact, the latent variable takes its values according to the
following scheme:
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⎧1
⎪
⎪2
⎪
⎪
OPi = ⎨3
⎪
⎪4
⎪
⎪5
⎩

if OPi < α 0
if α 0 < OPi < α 1
if α 1 < OPi < α 2 ,
if α 2 < OPi < α 3
if OPi > α 3

where α i is some unknown constant. Then we can write the
conditional probabilities as:
P(OPi = 1) = P(OPi < α 0 ) = Φ (α 0 − β ' X i )
P(OPi = 2) = P(α 0 < OPi < α 1 ) = P(OPi < α 1 ) − P(α 0 < OPi )
P(OPi = 3) = P(α 1 < OPi < α 2 ) = P (α 2 < OPi ) − P(α 1 < OPi )
P(OPi = 4) = P(α 2 < OPi < α 3 ) = P(α 3 < OPi ) − P(α 2 < OPi )
P(OPi = 5) = P(OPi > α 3 ) = 1 − P(OPi < α 3 )
P(OPi = 1) = Φ (α 0 − β ' X i )
P(OPi = 2) = Φ (α 1 − β ' X i ) − Φ (α 0 − β ' X i )
P(OPi = 3) = Φ (α 2 − β ' X i ) − Φ (α 1 − β ' X i )
P(OPi = 4) = Φ (α 3 − β ' X i ) − Φ (α 2 − β ' X i )
P(OPi = 5) = P(OPi > α 3 ) = 1 − Φ (α 3 − β ' X i )
where Φ (o) is cumulative standard normal function.

X i = [Wi , HC i , TRi , Ai , S i , CD i , I i ]

20

The set of dependent variables is represented by vectors sorted by
different categories: This will include several categories of both
quantitative and qualitative variables 3 .
Namely, I want to explore the influence of material well-being that will
cover: possession of different consumer goods (dummies Wi ). It was
previously proved that entrepreneurs are in general more optimistic
(Arabsheibani et al., 2000). They are also more likely to get more
income. When people start getting higher income they can become
more optimistic about children’s future, because they believe that they
will be able to provide their kids everything for them to succeed.
Following the procedure proposed by Denisova, et alii (2007), I am
also going to include Human Capital ( HC i ) determinants: age,
education degree and poor health. They should be included because
there might be a difference between expectations of the youth and
those who are older. For instance, savings theory indicates that those
retired and young individuals’ savings differ. To the great extent this
happens because of life-cycle, i.e. young and old people in general save
less. The major part of individual capital accumulation falls on middleage period. However it also was proved that the level of savings
depends on optimism (Brown and Taylor (2006). More optimistic
people save less. From here we can conclude that optimism and age
affect the level of savings in the same way. We can make an assumption
that optimism varies with age this way affecting savings. It optimism
does vary with age we should for sure include this into the model. It is
expected that there might be difference between more educated and
less educated people. To prove this we can refer to Barbosa and
3

Table 1 and 2 (Appendix A) provide general description and descriptive statistics for all the variables
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Randall (2004), who showed that highly educated parents have higher
expectations about their children’s education. In this case, parents who
got more education, expect from their children the same behavior and
this way may be more sure about their better future. On the other hand,
Arabsheibani et al. (2000) showed that the level of education negatively
affects the level of optimism.
The other set of variables will include dummies that reflect
people’s attitude towards ideology: whether respondent prefers market
or planned economy ( I i ). This can reflect whether individuals are
satisfied with present things. Radcliff (2001) showed that the level of
happiness do depends on political factors. After comparing the
responses on this questions we will be able to answer the question
whether the person is satisfied with the changes in politics that taken
place during the transition period. Variable Ai will stand for attitude
towards government and society: degree of trust in society and public
institutions, attitude towards level of corruption. The logic behind
inclusion of such kind of factors is the following: person can be in
general pessimistic and distrustful. This forms her general attitude
towards life. On the other hand, beliefs into a bad future can be
explained by the fact that individuals find the whole political and social
system weak. They also do not believe that in such society and under
such political system their children will be happy. While recognizing this
fact, they become less optimistic in general. If it turns to be true the
study will provide incentives to government to make changes in system
in order to increase the level of optimism in society. On the other hand,
it might happen that people that consider the present situation to be
bad expect that it should be followed by positive changes. If viewing
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the problem from this point, the individuals who are not satisfied with
present things are likely to be more optimistic about the future.
I am also going to include country dummies ( CDi ) and transitionrelated factors ( TRi ).This contains information whether the person
worked in private or government sector during transition periods,
reasons of leaving the job-place, whether she ever been a member of
communist party. All these variables are important, because they reflect
the life history. The present world-outlook depends on many things
and experience plays often the main role among them. Indeed, the fact
that one is satisfied with her life now depends on what kind of life she
had before. As there is no such a variable that reflects life experience in
general, transition-related factors will play the role of it.
Finally, Si is a set of variables will cover individual specific controls
(gender, location, size of household, marriage status and number of
children).
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Chapter 5

EMPIRICAL RESULTS

To determine the determinants of optimism we run 4 Ordered Probit model
for 4 main samples of respondents:
- the first one includes all respondents who do not have children
- the second regression includes all respondents with children
- the third specification includes only individuals who are the heads of
households and have no children
- and the last one includes head of households with children
This division is made in order to capture the difference between these
groups. People with children will most likely think about their children
when answering the optimism question. Moreover, data set that is
related to heads of households is richer and allows us to control for
more individual-specific factors, such as marriage status and number of
children in household.
The results of our regression allow us to:
1. Compare our results with other authors’ conclusions
2. Test the hypothesis that followed from the discussion of the
descriptive data.
3. Find the most important determinants of optimism and compare
their marginal effects on dependent variable
4. Compare the results for different groups of respondents
Rather than presenting one big table with results, we focus on subsets
of results corresponding to the above 4 categories
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1. Matching with previous studies
As it was mentioned there are few studies on the corresponding subject.
However, we got some hypothesis to test from those already existing
works.
Arabsheibani et al (2000) came to the conclusion that self-employed
individuals are more optimistic than those working for employer. The
same results were obtained by Barros and Silveira (2007). However, we
don not find the evidence of this in our research. Coefficients of
dummy variable that indicate, whether a respondent is self-employed or
not, turn out to be insignificant for all four specifications. This may be
caused by the fact that Arabsheibani et al (2000) and Barros and Silveira
(2007) studied more specific type of optimism, i.e. financial optimism.
Our research is concentrated on more general issue. That is why the
results are different.

The other issue Arabsheibani et al (2000) pay attention to is the
dependence of optimism on gender. Here, we get the same results.
Males turn out to be more optimistic. Marginal effect for outcome that
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corresponds to outcome “agree” is 0.008 higher for males without
children than for women and 0.01 higher for males with children (see
Appendix B, Table 2-3). This way we disprove the conclusions of
Deaves et al. (2004), who claimed that overconfidence does not depend
on gender. This may be explained through the slight difference between
optimism and overconfidence.
Battigalli and Dufwenberg (2005) in their theoretical work showed how
an outcome of some decision making process differs when social
factors are introduced. In our study we paid much attention to social
factors such as trust in society and government. All these variables are
significant and do take part in formation of optimism. If looking at the
section that reflects attitudes towards government, society and financial
institution (Appendix B, Table 1), we can see that these are the most
significant factors.
2. Testing the hypothesis that follow from the data description
The three main hypothesis that arise from the data description are
-

the level of optimism varies with age and takes the U-shape

-

there is the difference in the level of optimism over the regions

-

the level of optimism changes with the level of income
We did get U-shaped dependence of optimism on age. It decreases until
people get 50 years old and starts increasing again when individuals get
older.
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If we look at coefficients for dummy variables for regions, where
Central Eastern Europe and Baltic States is the base category, we also
can see that people from South Eastern Europe and Commonwealth of
Independent States are in general more optimistic than individuals from
Central Eastern Europe and Baltic States.
To reflect the level of income we used expenditures in general for
individuals who have no children and expenditures on education for
respondents with kids. We do not include them both in order to avoid
the multicollinearity problem. However, there is no evidence that
optimism depends on level of income, even when it is interacted with
region-dummy to capture the difference in well-being between the
regions. This suggests that not material-being determines the level of
optimism. At the same time results can be insignificant because of
endogeneity problem. It may be that optimism itself affects the level of
income. The intuition behind this is that optimists can look for a job
more actively and finally find better positions with higher wage. The
possible solution to this problem might be instrumental variables.
Unfortunately, our data set does not allow us to find instruments.
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However, this might be the basis for further research. Another problem
with using income-related variables is that there is still low participation
of individuals with high incomes in surveys for transition countries.
This does not provide enough variation in income to make strong
conclusions about income impact on optimism level.
3. Most important determinants of optimism
To answer the question which factors in fact influence optimism we
analyze Table 1 (Appendix B) that provides the results of Ordered
Probit Regression. To make things easier, let’s do this by sections
Human Capital
Only employment status that reflect whether the respondent was
employed during last 12 months turns out to be significant.

However, it is significant for individuals who have no children and has
an unexpected sign. Those who were employed are less optimistic than
those who were not. The intuition behind this can be the following:
respondents who were unemployed consider that they are not able to
find work because knowledge and skills acquired before are not
applicable under current changed circumstances. However, they think
that children born now will get modern education and find a good job.
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That is why unemployed individuals are more optimistic about
children’s future.
Material well-being
Very few factors that were included into the regression that reflect
material well-being are significant. Analyzing Material well-being section
of Table 1 (Appendix B) we see that only holding of mobile phone and
dummy for type of dwelling are significant.

We consider that people who have mobile phones enjoy modern life
more than those who do not. Often, “old-school” individuals refuse
having mobile phone this way expressing protest to novelties of
modern life. That is why those who have it consider life to be better
and that is why expect children to have good future.
It also makes sense that individuals who live in mobile home are less
optimistic that those who have detached house. There might be two
explanations. Respondents who live in mobile home are poorer and
that is why they are less optimistic about the future. This can make
sense especially taking into account that this factor is significant only
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for individuals with children. However, we get general results that
optimism does not depend on income level. Taking into account that
there are only 230 respondents in whole data set who love in mobile
homes we can also assume that the sample of these individuals in not
representative. On the other hand, it may be an issue of endogeneity as
well.
Speaking about other insignificant factors, they include level of income
and expenditures on education, holding of car, secondary residency,
bank account ant other property. So, the general conclusion is that
material-well being is unlikely to be determinant of optimistic
expectations.
Transition related work experience
This section is also not rich with significant factors.

This suggests that factors related to one’s past work experince have
little influence on future beliefs.
Ideology
The section that reflects respondents’ ideological views shows more
significant results.
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From here we can draw conclusions that respondents who prefer a
planned economy over a market economy and an authoritarian regime
over democratic one are less optimistic. It might happen because of the
fact that still many people who lived the biggest part of their life before
the transition experience a kind of “nostalgia” for that time. When they
were young they were sure that after graduation they will get job-place
according to government programs. Now they experience a lot of
uncertainty and know that the youth will not get anything just by
governments’ directives. That is why they consider that their life was
better and children born now will not have the same opportunities. Of
course we control for age as well and this explanation can seem weak.
However out of data set about 80% are respondents older than 30, this
fact makes explanation to be quite strong.

At this point we can

conclude that I spite of the fact that past work experience does not
matter, past itself matters. Confidence that people used to have and lost
is explanation for many our results.

Attitude towards government society and financial institutions
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The section that reflects people’s attitudes towards society, government
and financial institutions demonstrates one of the largest number of
significant coefficients with expected signs.

For all trust-related factors the omitted variable is “complete distrust”.
The higher is the level of trust towards government, presidency,
financial institutions and society, the higher is the level of optimism.
Individuals who trust government believe that it will be able to create
favorable conditions for getting better life in future. Trust in financial
institutions also has positive effect. It is known that developed and
stable system guarantees economic development. The same can be told
about trust to foreign investors. People who trust them probably
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believe that presence of foreign investors in a country will make the
process of development faster and this way will provide better basis for
success in children’s life.
Variable “trust people” reflects the change of trust to people over time
(1989-2006). The negative sign of coefficients here indicates that those
who completely trusted people in 1989 and now do not trust them are
less optimistic that those who experienced complete distrust before and
changed their attitude to complete trust. So, the results are the same as
for other factors in this block: the higher is the level of trust the more
optimistic a person is. It is worth mentioning that, in fact, it is difficult
to say whether trust-related factors affect the level of optimism or vice
versa. Indeed, it may be that people trust society because they are just
optimistic in general. This can create the endogeneity problem as well.
That can be solved only with the help of instruments. However, if we
go back to our proxy for optimism we get more convinced in our
assumption that trust creates optimism. It comes from the fact that
when answering on question, whether children born now will have
better future, respondents are likely to estimate it their heads whether
the system would be able to provide them better future. This way, if
they do trust the system, the probability of positive answer increases.
Factors that reflect satisfaction
The section that shows people’s level of satisfaction with economic and
politic situation, as well as life satisfaction in general (Appendix B,
Table 1) suggests that more satisfied individuals are more optimistic.
Also, those who consider that today is less corruption than before have
higher level of optimism. The explanation of the results is quite
obvious. People who are satisfied with present things believe that
current circumstances can create favorable conditions for children’s
33

future. It may be also the true that these respondents are more
optimistic in general.
Not very expected results were got for variable that reflects whether the
gap between rich and poor should be reduced. Respondents who agree
with this statement are more optimistic that respondents who disagree.
It may be that people who consider that the gap should be reduced do
not believe that they will have time to benefit from this reduction.
However they do believe that children born now will enjoy the
consequences of this.
Individual Controls
Among individual controls the most significant are age, gender and
religion factor. Males turn out to be more optimistic, as well as Jewish
and Buddhists in comparison with agnostics.
Marginal effects
Analyzing Tables 2-5 (Appendix B) that present marginal effects for all
four specifications we came to the conclusions obtained before. The
most effect have attitudes and trust factors. We consider effect to be
relatively large if it is more or equal to 0.05 in absolute value. Here are
variables that have such an effect on the level of optimism on example
of regressions that cover all individuals:

34

As we can see, there are almost no high effects of material-well being
and individual controls on level of optimism. This implies that
satisfaction and attitudes factors are not only the most significant, but
also have the highest marginal effect on formation of optimism. What
is important is that health also plays role. Being in bad health increases
the probability of becoming less optimistic.
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The interesting fact is that being Jewish increases optimism also by a
relatively high value.
But the highest marginal effect coefficients belong to country-dummies.
For all samples they are more than 0.1. This implies that optimism is
also something culture-related and this relationship is the strong one.
So, we can manipulate the level of optimism only slightly.
5. Comparing the results for different groups of respondents
General conclusions for all groups of respondents are the same.
However, there are little differences. Some of results are significant only
for individuals without children. Here are reported the results in which
the significance of factors for individuals with children and without
children differ:
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As it can be seen from the table there are more significant coefficients
for people without children. This proves our initial hypothesis. What is
interesting is that in spite of that fact that according to our results all
individuals in general form their optimistic expectations on the basis of
self-perception factors, those rare material well-being factors that
influence optimistic expectations are significant only for individuals
without children. This implies that respondents who have children do
not consider that material well-being is something that determines
children’s good future.
There is no any specific difference in marginal effects for individuals
with and without children (Table 2-5, Appendix B). This means that the
difference is expressed only in factors’ importance, but not in size of
the effect.
The division on respondents in general and respondents who are heads
of households just allowed us to include more explicative variables. For
instance, we included marriage status that turned to be significant for
heads of households with children and has negative effect on level of
optimism. In general results for two sub-samples do not differ
(Appendix B, Table 1). From here we can conclude that factors that
were omitted are not so much important.
Testing for Parallel Regression Assumption
The general explanation for the Probit Model is
P ( y i < α ) = Φ (γ i − β ' X i )
For our case we have 4 binary regressions. Parallel Regression
Assumption implies that in each binary regression we have the same set
of coefficients

β . This means that Ordered Probit with cut-off point

1 should give the same results as Ordered Probit with cut-off point 2 or
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Oredred Probit with cut-off point 3 gives the same results as with cutoff with point 4. We test this assumption by running the same model
but with approximate likelihood-ratio test. The degrees of freedom
used are (p)*(K-2), where p stands for number of regressors.
In all four cases we got very low p-values which indicate that the
parallel regression assumption is not held. Significant p-values reject the
null-hypothesis that coefficients are equal across categories. In this case
we can use another model, in particular Multinomial Logit. After
running the same regressions for logit we obtained fairly similar results
However, we prefer to stick to probit because of several reasons:
Approximate likelihood-ratio test is not the most reliable test. This can
be proved by the fact that even when it reports insignificant results it
does not implies that we have the right model.
1. Multinomial logit model has Independence of irrelevant alternative
assumption that means that if we add one more category than the
choice between categories does not change. That is unlikely to be the
case for our model.
2. It is the most common practice to use Ordered Probit model when
working with such kind of category variables (look Life satisfaction
studies)
3. It is also preferable to use Oprobit model because it can be easier
interpreted in comparison with Multinomial logit.
Robustness check
To check for robustness we transform our 5 categories into 2 and run
simple logit and probit models. We drop variable “neither agree nor
disagree” and the remaining we combine into “agree” and “disagree”.
This way we get binary-response model and can use logit or probit
model for estimation.
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Logit model assumes the following the cumulative distribution function
(cdf):
F ( y) =

exp( y )
,
1 + exp( y )

while the cumulative distribution function of probit is normal
1

distribution cdf: F ( y ) =

1 − 2 ( y )2
e
2π

So, these two models do differ at tails, however their results are quite
similar. This was proved by our results, that is why we report the results
only for logit model (Appendix B, Table 6). Analyzing the table 6 we
see that general results that we obtain for logit are the same as we
obtained before for Ordered Probit model. We get again that subjective
self-perception factors are the most significant and have the largest
effect on optimistic expectations, while material well-being factors are
almost insignificant. So, our conclusions are fairly robust.
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Chapter 6

CONCLUSIONS

The main purpose of the research was to identify the determinants of
optimistic expectations in transition countries and to highlight factors that
have the greatest power in the formation of optimistic expectations. The
economic motivation of the research was constructed on the basis of
previous studies that showed that optimistic expectations do influence
economic behavior both on individual and firm’s level. In this study we
assumed that optimistic expectations are only partly attributed to heritability
and to great extend are determined by environmental factors. Another
assumption was that not only current circumstances play role but also factors
related to the past.
Using a survey that includes responses of 29 000 individuals and covers
three big regions we proxy for the optimistic expectations by a
categorical variable that reflects the answer on the question whether
children born now will have a better future than the current generation.
We conclude that about 49% of respondents have optimistic
expectations and 21% are pessimistic. However, 29% or neither agree
nor disagree or do not know whether children born now will have
better future.
We then use explicative variables that reflect individuals’ material wellbeing as well as subjective perception of current life-circumstances to
identify factors that influence optimistic expectations. Our main results
show that subjective factors affect optimistic expectations the most,
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both in terms of significance and size. Variables that reflect trust to
society, government and financial institutions, as well as factors that
show the level of satisfaction with economic and politic situation turn
out to be the most significant and have positive effect on optimistic
expectations. In contrast, factors that reflect respondents’ wealth are
insignificant. The results of the study show also high significance of
ideology-related factors. People who prefer market economy over
planned economy and people who prefer democracy versus
authoritarian regime have more optimistic expectations about the
future.
One shortcoming of this research is that we have not been able to
tackle the endogneity problem, because our dataset does not provide a
good instrument that would allow us to disentangle correlation and
causality. At the same time, this provides incentives for further research
to find instrumental variables that will help fighting the problem.
Another basis for further research might be to use different measures
for the level of optimistic expectations.
Policy implications that follow from our results suggest that only by
influencing individuals’ trust to government, financial institutions and
society in general governments will be able to affect the level of
optimistic expectations. This implies that only sound long-run politic
and economic performance can increase people’s trust and satisfaction
that will lead to changes in optimistic expectations this way influencing
economic public decisions. If it would be the case that optimistic
expectations are determined by material well-being, it would be easier to
influence the level of optimism just by one-time change in wages, for
instance. However, it is much more difficult to change level of public
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trust within a short period because it is usually based on conclusions
that people make on a long-run basis. The question “how actually can
government affect the level of public trust and satisfaction?” might be
another good topic for further studies.
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APPENDIX A
Details of the Life in Transition Survey
The Life in Transition Survey was jointly conducted by EBRD and World Bank between
August and October 2006. It covers 29 transition countries with 1000 households in each
country. The main purpose of the survey was to gather information on how people
evaluate current life-circumstances and transition-related facts. That is why it includes a lot
of questions related to life-satisfaction, satisfaction with current political and economic
situation, attitude towards governments, society and financial institutions. Respondents
were asked to compare their present sentiments in comparison with those that they had
back in 1989 in order to capture transition history.
The data set covers several sections that include information about household roster, size
and structure of expenditures, living conditions, position of different goods. Then follows
the section dedicated to ideology-related questions, satisfaction and attitudes. Finally, a big
section is dedicated to transition history of household and includes questions regarding
past work experience and important life events such as marriage and children birth.
Sampling
The survey was implemented on face-to-face basis. Firstly, 50primary sampling units (PSU)
were chosen in each country from census enumeration areas (CEA). Then on the random
basis there were selected 20 units out of 50 PSU.
In each household the sections related to household roster and housing and expenses were
answered by head of household. The remaining sections were answered by a member of
household who achieved age of 18 and who was chosen at random (using last birthday
survey rule).
EBRD plans to follow the opinion of respondents by repeating the procedure in future

47

Table 1
Descriptive Statistics
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Table 2
Variables’ Description
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Continued variables’ description
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APPENDIX B
Table 1 Results of Probit model regression
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Continued Table 1 Results of Probit model regression
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Continued Table 1 Results of Probit model regression

53

Table 2

54

Continued Table 2
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Continued Table 3
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Continued Table 4
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Table 6
Robustness check: results of Logit Model

Continued Table 6: Results of Logit Model
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Continued results of Logit Model
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