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Key findings

This reportexaminesthe changing economicand political institutions of 25 former centrally planned

(FCP) economies following the collapse of communism and analyzes how the changes have impacted
performance. The key findings of the study are:

1.

Seven of the 25 FCP economiesranked inthe top quarter of the 159 countriesincludedin the
Economicfreedom of the World projectin 2015. These seven countries—Georgia, Estonia,
Lithuania, Latvia, Romania, Armenia, and Albania—had a 2015 EconomicFreedom of the World
(EFW) summary rating of 7.5 or higher. Anothernine countries—Czech Republic, Bulgaria,
Poland, Slovak Republic, Hungary, Kazakhstan, Macedonia, Croatia, and Slovenia—had 2015
EFW summary ratings between 7.0and 7.5 and ranked in the second quartile worldwide. All of
these countries achieved substantialincreasesin economicfreedom during 1995-2015. Another
nine FCP economies—Kyrgyz Republic, Tajikistan, Montenegro, Serbia, Bosniaand Herzegovina,
Russia, Moldova, Azerbaijan, and Ukraine —have 2015 EFW summary ratings of less than 7.0.
This latter group has moved more slowly toward the institutional framework of a market
economy.

The countries with more economicfreedom grew more rapidly than those that were less free.
Six of the seven countriesinthe most-free group achieved arobust annual growth rate of per
capita GDP of 4.0 percentor higher during 1995-2015. The exception was Romania, whichwas a
late reformerand achieved agrowth rate of 4.56 during 2000-2015 afteradopting reforms
supportive of economicfreedom. Amongthe nine countriesin the middlegroup, only Poland
and Kazakhstan achieved an annual growth rate greaterthan 4 percent. Amongthe eight
countriesinthe leastfree group for which data were available, only Bosniaand Herzegovinaand
Azerbaijan achieved an annual growth rate greaterthan 4 percent. The growth rate of Bosnia
and Herzegovina was almost certainly exaggerated because of its low 1995 per capita GDP as
the result of civil war, while the high growth rates of both Azerbaijan and Kazakhstan were
elevated by the increasing and abnormally high oil prices during 2002-2014.

International trade (imports plus exports) as ashare of GDP increased substantiallyin most all of
the countriesinthe mostfree and middle group during 1995-2015. The increasesinthe size of
the trade sector were particularly large for the ten FCP countries thatjoined the European
Union during 2004 and 2007. Netforeigndirectinvestmentasa share of GDP also increased
substantially during the first decade of the 21%* century. These trends are indicative of greater
integrationintothe world economy. However, the foreign investment rate has fallen
substantially since 2010. This decline is asign of potential troubleahead.

The poverty ratesrose in several FCP economies duringthe transition phase of the 1990s and
early years of the 215 century. However, the poverty rates declined rapidly thereafter. By 2015,
the moderate poverty rate ($3.10 perday in 2011 dollars) was lowerthan the 1995 rate inall
the FCP economies. In 2015, the moderate poverty rate was less than 10 percentin 21 (and less
than 5 percentin 18) of the 25 FCP economies.

During 1995-2015, the political institutions of most FCP economies moved toward protection of
civil liberties, democratic decision-making, and better control of corruption. The following nine



10.

countries had 2015 political institutions most consistent with civil liberties protection, political
democracy, constraints onthe executive, and absence of corruption: Estonia, Lithuania, Latvia,
Czech Republic, Poland, Slovak Republic, Hungary, Croatia, and Slovenia. In contrast, the political
institutions of Kazakhstan, Tajikistan, Russia, and Azerbaijan were least consistent with
protection of civil liberties, democratic principles, and absence of corruption.

The per capita GDP of the FCP economies rose substantially during 1995-2015 relative to the
high-income countries of Europe and the world. The largestincreasesin relativeincome were
registered by Georgia, Lithuania, Latvia, Armenia, Albania, Kazakhstan, Azerbaijan, and Bosnia
and Herzegovina. The per capita GDP of each of these countries relative to the mean of the
world’s 21 high-income countries more than doubled between 1995 and 2015. Five of these
eightcountriesare inthe group with the highest 2015 economicfreedomratings.

Regression analysis was used to estimate the impact of initialincome, economicfreedom,
population, demographicfactors, netforeign directinvestment, and netfuel exports on the
growth of percapita GDP. This comprehensive model explained approximately two-thirds of the
cross-country variation in growth of per capita GDP amongthe 122 countries for which the data
were available during 1995-2015 and 2000-2015. The regression model indicates that economic
freedom exerts a positiveand highly significantimpact on economicgrowth, even after
accounting forthe otherfactorsincludedinthe model. The dummy variableforthe FCP group
witha 2015 EFW rating above 7.5 was always significant, indicating that the growth rates of
these countries was more rapid than the world’s 21 high-income countries.

Regression analysis was also used to examine the determinants of life satisfaction, ameasure
developed fromthe World Values Survey. A set of personal attributes (such asemployment,
relative income, gender, and age) and country specificmeasures including the summary EFW
rating, percapita GDP, the Polity IV democracy score, and language fractionalization were
incorporated asindependentvariables. The results indicate that economicfreedom exerts a
significant positiveimpact on life satisfaction both directly and indirectly (through per capita
GDP). While the life satisfaction of persons living in FCP countries was well below that of similar
individualsin othercountries during the 1990s, the gap has declined, and by 2010-2014, it was
virtually eliminated.

The economicfreedom arearatings of the FCP countriesincreased substantiallyinareas 1 (size
of government), 3 (access to sound money), 4(international trade) and 5(regulation of finance,
labor, and business)during 1995-2015. In these fourareas, the economicfreedom ratings of the
FCP countries, particularly the 11 that are now members of the European Union, are
approximately the same as the ratings of the high-income European countries.

There isa huge gap inthe quality of the legal systems (EFW Area 2) of the FCP countries
compared to the high-income countries of Europe. Moreover, the FCP countries have failed to
improve inthisarea. There are even some signs of deterioration in several FCP countries. Unless
the FCP countriesimprove theirlegal systems, theirfuture growth will slowand their gains
relative to high-income countries come to a halt. This may already be happening, as foreign
directinvestment has declined sharply and real economicgrowth slowed since 2010.



Introduction

A little more than a quarter of a century has passed since the collapse of communism. Thisisanideal
time to evaluate the response of these countries. Which countries have moved the most toward
economicliberalization? How have the former centrally planned (FCP) economies performed in recent
decades? How have their political institutions evolved during the transition eraand beyond? What
lessons can be learned from the experience of these economies? This report will address each of these
questions.

In some ways, the experience of the FCP countries constitutes a natural economicexperiment. There is
considerable diversity in the paths they have followed. Some moved rapidly toward economicreform
and liberalization following the collapse of communism, but others moved more slowly, and still others
have undertaken little or noreform. Some of the FCP countries had relatively high per capitaincomes
priorto the fall of communism, while others were exceedingly poor. Some experienced lengthy and
painful transitions, while others made the move from central planning to markets more smoothly. Some
of these countries are now highly democratic, while others are still governed by authoritarian political
regimes. As we examinethe experience of these economies, we will do so with an eye to whatcan be
learned aboutinstitutions, economicgrowth, and the development process.

This studyis organizedinthe following manner. Section 1 examines the path of economicliberalization
of 25 FCP economies during 1995-2015. Section 2 presents data on various indicators of economic
performance during this same time frame. Section 3focuses on the evolution of the political institutions
(e.g. protection of civil liberties, democracy, control of corruption) in the FCP countries. Section 4
comparestheincome levels and growth rates of these economies relative to the world’s high-income
countriesand otherdeveloping economies. Sections 5and 6 use regression analysis to examine the
determinants of economic growth and life satisfaction and considerthe implications for the FCP
economies. Section 7analyzes areas where the FCP economies have made substantial moves toward
economicliberalization, aswell as a majordeficiency —low quality legal systems -- thatis likely to
restraintheirfuture progress. Section 8 considers the implications forthe future. The addendum
provides additional details on the economicliberalization of ten “success stories” -- countries that made
the transition from central planning to markets most successfully.

1. Economic Liberalization of the Former Centrally Planned Economies

The Economic freedom of the World project provides ameasure of the degree to which the institutions
and policies of various countries are consistent with economicfreedom (Gwartney, Lawson, and Hall
2017). This measure uses more than 40 differentvariables to constructa summary index of economic
freedom. The economicfreedom of the world (EFW) index now covers 159 countries and the data are
available for 123 countries since 1995. This data set makes it possible to identify cross-country
differencesin economicfreedomandtotrack changes across time.



The EFW indexis designed to measure the degreeto which the institutions of acountry are supportive
of (1) personal choice, (2) voluntary exchange, (3) open entry into markets, and (4) protection of
individuals and their property from aggression by others. Because economicfreedom facilitates and
encourages gainsfromtrade, entrepreneurship, innovation, and capital formation, economictheory
indicatesthatitis an important source of economicgrowth and development. Several empirical studies
have foundthat thisisindeed the case. See forexample Berggren (2003), De Haan, Lundstrém, and
Sturm (2006), Dawson (1998 and 2003), Fariaand Montesinos (2009), Faria, Montesinos, Morales, and
Navarro (2016), Feldmann (2017), Justesen (2008), and Nystrom (2008). Moreover, economicfreedom
permitsindividuals to mold and shape theirlives according to their preferences. Overand above the
impact on income, this may enhance quality of life.

There are 25 former centrally planned (FCP) economies for which the Economic Freedom of the World
(EFW) data are now available. These data are available continuously throughout the 1995-2015 period
for 14 of these countries. This study will focus on analysis of these 25 FCP economies.

Table 1 providesthe EFW summary ratings and worldwide rankings (in parentheses) for these 25
countries (when available) for 1995, 2000, 2005, 2010, and 2015. Seven of the FCP economies (Georgia,
Estonia, Lithuania, Latvia, Romania, Armenia, and Albania) had a 2015 EFW summary rating of 7.5 or
higher. Worldwide, theseseven countries all ranked in the top quartile amongthe 159 countries for
which the EFW data were available. Moreover, these countries have achieved dramaticincreasesin
economicfreedom. While the Balticstatesall rankedin the Top 20 in 2015, in 1995 Estoniawas 57",
Lithuania 80, and Latvia 75"". Romaniaranked 20" in 2015, but it was a late reformer. Romania’s
worldwide ranking was 118" in 1995 and 107" in 2000 (amongthe 123 countriesincludedinthe index
duringthose years. Albania has steadily improved both its rating and ranking, moving up from 96t in
1995 to 63 in 2005 and 32"¢ in 2015. While the EFW data were unavailablefor Georgiaand Armenia
during 1995 and 2000, the ratings and rankings of both have increased since 2005.



Table 1: EconomicFreedom Ratings and Rankingsforthe 25 Former Centrally Planned Countries, 1995-
2015

Country 1995 2000 2005 2010 2015
Top EFW Group: 2015 EFW 2 7.50
Georgia 7.42 (33) 7.50 (27) 8.01 (8)
Estonia 6.12(57)  7.48(23) 7.96(11)  7.82(10)  7.95 (10)
Lithuania 5.51(80) 6.90(53)  7.37(40)  7.47(29)  7.92 (13)
Latvia 5.59(75)  7.13(39) 7.42(33) 7.23(50)  7.75(17)
Romania 3.83(118) 5.37(107) 7.24(49)  7.30(45)  7.72 (20)
Armenia 7.31 (44) 7.56 (24) 7.60 (29)
Albania 5.10(96) 6.20(73) 6.96(63)  7.35(37)  7.54 (32)
Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep 5.99(72) 6.71(62) 6.98(62) 7.22(52)  7.46 (42)
Bulgaria 4.8(101) 5.52(104) 6.95(64)  7.30(45)  7.39 (48)
Poland 5.28 (90) 6.58 (72) 6.89 (67) 7.12 (61) 7.34 (51)
Slovak Rep 5.25(83) 6.85(57) 7.63(20) 7.47(29)  7.31(53)
Hungary 6.15 (58) 7.03 (47) 7.20 (52) 7.31 (44) 7.30 (54)
Kazakhstan 6.83(69) 6.94(71)  7.18 (66)
Macedonia 6.36 (86) 6.93 (72) 7.17 (67)
Croatia 498(94) 6.12(78) 6.47(83) 6.68(88)  7.02(72)
Slovenia 5.22(87) 6.63(71) 6.91(66) 6.82(80)  7.00 (73)
Bottom EFW Group: 2015 EFW < 7.00
Kyrgyz Rep 6.61 (79) 6.61 (94) 6.89 (80)
Tajikistan 6.28 (113) 6.80 (82)
Montenegro 6.35 (93) 7.33 (40) 6.77 (85)
Serbia 5.96 (109)  6.56 (97) 6.75 (88)
Bosnia&Hzgvna 6.18 (100)  6.63 (91) 6.61 (99)
Russia 4.48 (107) 5.39(106) 6.24(98)  6.54(98)  6.60 (100)
Moldova 6.67 (73) 6.58 (96) 6.56 (102)
Azerbaijan 6.04 (106) 5.97 (127) 6.38 (114)
Ukraine 3.39(123) 4.69(117) 5.81(118) 5.90(133) 5.38 (149)

Number of countries

includedinthe index
Source: 2017 Economic Freedom of the World Report. Note: The table is sorted according to the 2015
EFW summary rating. The worldwide EFW ranking, each year, isin parentheses. The total number of

countriesincludedinthe worldwide EFW rankingisinthe last row of the table.

123 123 141 153 159




A group of nine other countries (Czech Republic, Bulgaria, Poland, Slovak Republic, Hungary, Kazakhstan,
Macedonia, Croatia, and Slovenia) had a 2015 summary EFW rating between 7.0and 7.5. Worldwide,
the 2015 rankings of these countries ranged from 42" for the Czech Republicto 73 for Slovenia. Thus,
each of these nine countriesranked inthe second quartile amongthe 159 countriesincludedinthe EFW
data setin 2015. These nine countries comprise the middle group in terms of economicliberalization
amongthe 25 FCP economies.

The Czech Republicis the highestranked country inthe middlegroup, and it has shown significant
improvement. It ranked 42" in 2015, up from 72" in 1995. Other countriesin this group have registered
even more impressive gainsin economicfreedom. Forexample, Bulgaria’s 2015 worldwide ranking was
48", up from 101t in 1995 and 104" in 2000. Poland ranked 51°t in 2015, up from 90" in 1995 and 72"
in 2000. The ranking of the Slovak Republicrose from 83 in 1995 to 20" in 2005, but it has
subsequently receded to 53 in 2015. The movements toward economicfreedom of Hungary, Croatia,
and Slovenia during 1995-2015 were more modest.

Finally, there isanotherset of nine FCP economies with 2015 EFW summary ratings of lessthan 7.0. This
set of countriesis comprised of the Kyrgyz Republic, Tajikistan, Montenegro, Serbia, Bosniaand
Herzegovina, Russia, Moldova, Azerbaijan, and Ukraine. The worldwide rankings of these countries
ranged from 80" forthe Kyrgyz Republicto 149" for Ukraine. Exceptfor Ukraine, the 2015 ranking for
each of these countries placed theminthe third quartile worldwide. Ukraine was in the fourth quartile.
In 2015, these nine countries were the least economically free amongthe FCP economies. Further, there
islittle evidence of improvement amongthe countriesin this group. These countries rankedin the
bottom half worldwide during 1995-2005, and this was still true in 2015. The case of Russiais typical.
Russiaranked 107t in 1995, 98t in 2005, and 100t in 2015.

As we proceed, we will often divide the 25 centrally planned economies into thesethree groups as we
analyze theirstructure and performance.

2. Indicators of Economic Performance: 1995-2015

How does the performance of the former centrally planned (FCP) economies that have made more
substantial moves toward economicfreedom compare with the performance of those that have been
slow to move toward economicliberalization? In order to provide insight on this question, this section
will examine the income levels, growth rates, international trade sectors, foreign investment, and
poverty levels of the FCP economies during 1995-2015.



Per Capitaincome

Table 2 shows the 2015 per capita GDP figuresforeach of the 25 economies and forthe high, middle,
and low economicfreedom groups. Both the simple mean and population weighted mean per capita
GDP data are presented foreach of the three groups. Withinthe mosteconomically free group, the
countries withthe highest percapita 2015 GDP were Estonia, Lithuania, Latvia, and Romania. The 2015
per capita GDP for each of these countries exceeded $20,000. In the middle group, seven of the nine
countries (Czech Republic, Poland, Slovak Republic, Hungary, Kazakhstan, Croatia, and Slovenia) all
registered a 2015 per capita GDP of greaterthan $20,000. In this group only Bulgariaand Macedonia
failed toreach this benchmark. In the group with the lowest EFW ratingsin 2015, only Russiaachieved a
2015 per capita GDP of greaterthan $20,000. Four of the countries (Kyrgyz Republic, Tajikistan,
Moldova, and Ukraine) in this group had a 2015 per capita GDP figure of less than $10,000.

With regard to the mean figuresforthe three groups, both the simple mean and the population
weighted meanforthe middlegroup was the highest, followed by the most economically free group.
The group withthe lowest EFW ratings also had the lowest 2015 mean per capitaincome levels.

Growth of perCapita GDP

Table 3 presentsthe figuresforthe annual real growth rate of per capita GDP of the 25 countries during
1995-2015, 2000-2015, and 2005-2015. Ascolumn 1 shows, six of the seven countriesinthe most-free
group had growth rates of 4.0 or higher during 1995-2015. The exception was Romania, which did not
beginto move toward liberalization until after 2000 (See Table 1). After adopting reforms supportive of
economicfreedom, Romania achieved an annual growth rate of per capita GDP of 4.56 percentduring
2000-2015. The per capita GDP annual growth rate for five of the seven countriesin the most
economically freegroup exceeded 5 percent during 1995-2015. The simple mean and population
weighted growth rates forthe most-free group were 5.36and 4.54 respectively.

Amongthe countriesinthe middle group, the annual growth rates of Poland, Bulgaria, Slovak Republic,
and Kazakhstan were the mostimpressive. However, only Poland and Kazakhstan were able to achieve

an annual growth rate greaterthan 4 percent during 1995-2015. The simple mean annual growth of per
capita GDP was 3.23 forthe middle group, while the population weighted mean was 3.78.

The simple and population weighted means for growth during 1995-2015 of the least-free group were
4.50 percentand 3.30 percentrespectively. Amongthe eight countriesin the least-free group, only
Bosniaand Herzegovinaand Azerbaijan were ableto achieve an annual growth rate greaterthan 4
percentduring 1995-2015. Interestingly, special circumstances underliethe growth of both of these
countries. Comparedtothe size of its economy, Azerbaijanis the leading oil exporteramong the FCP
economies. The high oil prices of 2002-2014 were a majorfactor underlyingits strong growth. The 1995
percapita GDP of Bosniaand Herzegovina was depressed by the aftermath of civil war and therefore its
9.34 percentannual growth rate during 1995-2015 was exaggerated. Its real growth rates of 3.69
percentand 2.75 percentduring 2000-2015 and 2005-2015 respectively are more indicative of its long-
term growth path.



Table 2: PercapitaGDP (2011 PPP dollars) inthe Former Centrally Planned Economies, 1995-2015

Country (2015 EFW Rank) 1995 2000 2005 2010 2015
Top EFW Group 2015 EFW > 7.50

Georgia(8) 2,295 3,264 4,902 6,734 9,025

Estonia(10) 11,362 15,703 22,807 22,741 27,329
Lithuania(13) 9,357 12,189 18,526 21,069 26,971
Latvia (17) 8,272 11,159 17,496 18,252 23,057
Romania (20) 10,546 10,523 14,656 17,818 20,538
Armenia(29) 2,173 2,925 5,357 6,703 8,180

Albania(32) 4,129 5,470 7,462 9,927 11,025
Simple Mean 6,876 8,748 13,029 14,749 18,018
Pop. Wtd. Mean 8,202 9,021 12,968 15,469 18,349

Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep(42) 19,215 21,137 25,734 28,290 30,381
Bulgaria (48) 8,446 8,958 12,681 15,283 17,000
Poland (51) 11,300 14,732 17,194 21,771 25,299
Slovak Rep (53) 13,184 15,605 20,021 25,159 28,254
Hungary (54) 15,244 17,855 22,307 22,277 24,831
Kazakhstan (66) 8,283 9,952 16,014 20,097 23,522
Macedonia (67) 7,641 8,621 9,386 11,355 12,760
Croatia(72) 12,625 15,745 19,545 20,118 20,636
Slovenia(73) 18,431 22,723 26,955 28,678 29,097
Simple Mean 12,708 15,037 18,871 21,448 23,531
Pop. Wtd. Mean 12,044 14,595 18,393 21,791 24,646
Bottom EFW Group: 2015 EFW < 7.00

Kyrgyz Rep (80) 1,696 2,075 2,370 2,790 3,238

Tajikistan (82) 1,270 1,180 1,707 2,106 2,641

Montenegro (85) 10,205 10,075 11,397 14,035 15,291
Serbia(88) 7,393 7,985 10,901 12,688 13,278
Bosnia&Herzegovina(99) 1,827 6,327 8,315 9,717 10,902
Russia (100) 12,813 14,051 19,326 23,108 24,124
Moldova (102) 2,605 2,321 3,308 3,911 4,747

Azerbaijan (114) 3,320 4,459 8,052 15,950 16,699
Ukraine (149) 5,060 4,797 7,246 7,824 7,465

Simple Mean 4,498 5,919 8,069 10,237 10,932
Pop. Wtd. Mean 9,630 10,502 14,631 17,583 18,271

Source: World Bank (2017). World Development Indicators. Note: The table is sorted according to the
2015 EFW summary rating. The worldwide 2015 EFW ranking, out of 159 countries, isin parentheses.
The population weighted mean was computed using the 2015 population. In the case of Montenegro,
the earliest percapita GDP figure available from the World Bankis for the year 1997. Therefore the per
capita GDP for Montenegroreportedinthe tableis for 1997 rather than 1995.



Table 3: Annual Growth Rate (percent) of per capita GDP for the Former Centrally Planned Economies.
Periods 1995-2015, 2000-2015, and 2005-2015.

Country (2015 EFW Rank) 1995-2015  2000-2015 2005-2015
Top EFW Group 2015 EFW 2 7.50
Georgia(8) 7.09 7.02 6.29
Estonia(10) 4.49 3.76 1.83
Lithuania(13) 5.44 5.44 3.83
Latvia (17) 5.26 4.96 2.80
Romania(20) 3.39 4.56 3.43
Armenia(29) 6.85 7.10 4.32
Albania(32) 5.03 4.78 3.98
Simple Mean 5.36 5.37 3.78
Pop. Wtd. Mean 4.54 5.13 3.81
Middle EFW Group: 2015 EFW between 7.00 and 7.50
Czech Rep (42) 2.32 2.45 1.67
Bulgaria (48) 3.56 4.36 2.97
Poland (51) 4.11 3.67 3.94
Slovak Rep (53) 3.88 4.04 3.50
Hungary (54) 2.47 2.22 1.08
Kazakhstan (66) 5.36 5.90 3.92
Macedonia(67) 2.60 2.65 3.12
Croatia(72) 2.49 1.82 0.54
Slovenia(73) 2.31 1.66 0.77
Simple Mean 3.23 3.20 2.39
Pop. Wtd. Mean 3.78 3.72 3.07
Bottom EFW Group: 2015 EFW < 7.00
Kyrgyz Rep (80) 3.28 3.01 3.17
Tajikistan (82) 3.73 5.52 4.46
Montenegro (85) 2.27 2.82 2.98
Serbia (88) 2.97 3.45 1.99
Bosnia&Hzgvna (99) 9.34 3.69 2.75
Russia (100) 3.21 3.67 2.24
Moldova (102) 3.04 4.89 3.68
Azerbaijan (114) 8.41 9.20 7.57
Ukraine (149) 1.96 2.99 0.30
Simple Mean 4.50 4.36 3.24
Pop. Wtd. Mean 3.30 3.83 2.22

Source: World Bank (2017). World Development Indicators. Note: This table is sorted accordingto the
2015 EFW summary rating. The worldwide 2015 EFW ranking, out of 159 countries, isin parentheses.
The population weighted mean was computed using the 2015 population. In the case of Montenegro,
the earliest percapita GDP figure available from the World Bankis for the year 1997. Therefore the
growth figure for Montenegrois for 1997-2015 ratherthan 1995-2015.



The FCP countries thatliberalized the most generally grew more rapidly during 1995-2015 than their
counterpartsthat were slow to reform. Consider the number of countriesin each of the three groups
that achieved an annual growth rate of at least4 percent duringthe two-decade time frame. Sixof the
seven countriesinthe mosteconomically free group achieved this benchmark, but only two of the nine
countriesinthe middle group and only two of the eight countriesin the least-free group were able to
achieve this figure. Moreover, the population weighted mean annual growth rate of the most-free group
was 4.54 percent, comparedto 3.78 percentforthe middle group and 3.30 percentforthe least-free
group.

Table 3 (columns 2and 3) present growth rate data similarto that of column 1 exceptthatthe periods
examined are 2000-2015 and 2005-2015. A comparison of the growth rates across the three periods
highlights animportant point: the growth rates of the most recent decade were lower than forthe
earlierperiodsfor21 of the 25 countries. Only two countries—Macedoniaand Montenegro—had a
higher growth rate of real GDP during 2005-2015 than duringthe longertime periods. Thisillustrates
that the rate of growth for most of these economies has slowed in recent years. Nonetheless, the per
capita GDP of ten of the 25 FCP countries (Georgia, Lithuania, Armenia, Albania, Poland, Kazakhstan,
Slovak Republic, Tajikistan, Moldova, and Azerbaijan) grew at an annual rate of 3.5 percentor higher
during 2005-2015. Thus, while growth has generally slowed, it remains relatively strongamongthese
economies.

Table 4 presents the real growth rate of the 25 economies accordingto high and low initial income
status. The high-income group is comprised of countries with a1995 real per capita GDP (measuredin
2011 dollars) of greaterthan $8,000, while the low-income group contains those countries with a 1995
percapita GDP below this benchmark. Itis useful toview the datain this mannerbecause lowerincome
economies are able to adopttechnology and successful production procedures from the more advanced
countries with higherincome levels. Thus, otherthings constant, one would expect the lowerincome
countries to grow more rapidly than their higherincome counterparts. Withinthe two groups, the
countriesare ordered from high to low according to their 2015 EFW rating.

Within the 13 countriesin the high-income group, seven of the eight countries with the highest
economicfreedomratings (Czech Republicis the exception)achieved impressive growth rates during
1995-2015. Each of the seven countries grew atan annual rate of 3.39 or higherduring 1995-2015.
Among the high-income group, three of the five countries with the lowest EFW ratings — Hungary,
Croatia, and Slovenia—lagged in terms of economicgrowth. Two countries (Russiaand Kazakhstan) in
the high-income group achieved impressive growth rates even though theireconomicfreedom levels
were low. Interestingly, both countries are leading oil exporters and the high world price of oil during
2002-2014 certainly enhanced theirgrowth.



Table 4: Annual Growth Rates of per capita GDP (percent) of Former Centrally Planned Economies,
for High and Low-Income Groups, Periods: 1995-2015, 2000-2015, and 2005-2015.

1995 per  Annual growth rate of real
capita GDP  per capita GDP (percent)

1995-  2000- 2005-

2015 EFW (2011 PPP 2015 2015 2015

Country (2015 EFW Rank) rating dollars)

High Income Group: 1995 per capita GDP greater than 58,000

Estonia(10) 7.95 11,362 4.49 3.76 1.83
Lithuania(13) 7.92 9,357 5.44 5.44 3.83
Latvia (17) 7.75 8,272 5.26 4.96 2.80
Romania (20) 7.72 10,546 3.39 4.56 3.43
CzechRep (42) 7.46 19,215 2.32 2.45 1.67
Bulgaria (48) 7.39 8,446 3.56 4.36 2.97
Poland (51) 7.34 11,300 4.11 3.67 3.94
Slovak Rep (53) 7.31 13,184 3.88 4.04 3.50
Hungary (54) 7.30 15,244 2.47 2.22 1.08
Kazakhstan (66) 7.18 8,283 5.36 5.90 3.92
Croatia(72) 7.02 12,625 2.49 1.82 0.54
Slovenia(73) 7.00 18,431 2.31 1.66 0.77
Russia (100) 6.60 12,813 3.21 3.67 2.24

Low Income Group: 1995 per capita GDP less than 58,000

Georgia(8) 8.01 2,295 7.09 7.02 6.29
Armenia(29) 7.60 2,173 6.85 7.10 4.32
Albania(32) 7.54 4,129 5.03 4.78 3.98
Macedonia (67) 7.17 7,641 2.60 2.65 3.12
Kyrgyz Republic(80) 6.89 1,696 3.28 3.01 3.17
Tajikistan (82) 6.80 1,270 3.73 5.52 4.46
Montenegro (85) 6.77 10,205 2.27 2.82 2.98
Serbia (88) 6.75 7,393 2.97 3.45 1.99
Bosnia&Hzgvna (99) 6.61 1,827 9.34 3.69 2.75
Moldova (102) 6.56 2,605 3.04 4.89 3.68
Azerbaijan(114) 6.38 3,320 8.41 9.20 7.57
Ukraine (149) 5.38 5,060 1.96 2.99 0.30

Source: 2017 EconomicFreedom of the World Report and World Bank (2017), World Development
Indicators. Note: Within each group, the countries are sorted according to the 2015 EFW summary
rating. The worldwide 2015 EFW ranking, out of 159 countries, isin parentheses. Inthe case of
Montenegro, the earliest per capita GDP figure available from the World Bank is for the year 1997.
Therefore the percapita GDP for Montenegroreportedinthe table isfor 1997 ratherthan 1995.
Similarly, the growth figure for Montenegrois for 1997-2015 ratherthan 1995-2015.



Turningto the low-income group of Table 4, the three countries with the highest EFW rating— Georgia,
Albania, and Armenia—had annual real growth ratesin the 5 percentto 7 percent range during 1995-
2015. Amongthe low-incomegroup with lower EFW ratings, only Bosniaand Herzegovinaand
Azerbaijan achieved impressive growth during 1995-2015. As mentioned above, exceptional
circumstances underliethe growth of these two countries. As we proceed, the relationship between
economicfreedom and the growth rate of the FCP economies will be examined in more detail.

Growth of the Trade Sector

International trade promotes gains from specialization, economies from large scale production, and
importation of innovative products and production methods. Further, international trade makes it
possible forboth consumers and producers of a domesticeconomy to gain from greaterintegrationinto
the worldwide network of markets. Thus, economicanalysis indicates that trade openness and
expansionintrade will elevate economicgrowth.

The ratio of exports plusimports divided by GDP provides a straightforward measure forthe size of the
trade sector. The average annual size of the trade sector was calculated forthe 25 FCP economies for
four periods: 1996-2000, 2001-2005, 2006-2010, and 2011-2015. Table 5 illustratesthe expansioninthe
size of the trade sectorfor the 25 FCP economies. Comparison of the beginningand ending time frames
providesinsight on changesin the size of the trade sector overthe two-decade period.

Exceptfor Armenia, all the countriesin the mosteconomically free group experienced substantial
increasesintrade as a share of GDP. The simple meansize of the trade sectorforthis group rose from
79.5 percent during 1996-2000 to 111.9 percentin 2011-2015, an increase of 40 percent. Whenthe
figures foreach country are weighted by GDP, the size of the trade sectorfor these countries rose from
70.3 percentinthe earlier period to 98.6 percentin the lattertime frame, whichisalsoan increase of
approximately 40 percent.

The countriesinthe middle group also experienced sizeable expansionsin international trade. The
simple mean of trade as a share of GDP for the middle group rose from 86.4 percent during 1996-2000
to 125.0 during 2011-2015, an increase of approximately45 percent. The GDP weighted meansize of
the trade sector for the middle group rose from 75.3 percent during 1996-2000 to 111.6 percentduring
2011-2015, an increase of almost 50 percent. Clearly both the top and middle groups experienced
substantial increases inthe size of theirtrade sectors. By 2015, both the most free and middle groups
were substantially more integrated into the world economy than during the mid-1990s.



Table 5: Size of the Trade Sector (as Percentage of GDP) of Former Centrally Planned Economies

Country 1996- 2001- 2006- 2011-
(2015 EFW Rank) 2000 2005 2010 2015
Top EFW Group 2015 EFW 2 7.50
Georgia(8) 55 76 86 100
Estonia(10) 144 128 134 164
Lithuania(13) 88 102 120 159
Latvia(17) 86 90 97 122
Romania (20) 61 76 70 81
Armenia(29) 75 75 60 74
Albania (32) 47 65 82 82
Simple Mean 79.5 87.4 92.8 111.9
GDP. Wtd. Mean 70.3 82.6 82.2 98.6
Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep (42) 87 105 125 151
Bulgaria (48) 88 85 111 126
Poland (51) 53 66 79 91
Slovak Rep (53) 110 132 157 180
Hungary (54) 107 123 154 169
Kazakhstan (66) 79 95 86 66
Macedonia(67) 85 76 99 111
Croatia(72) 70 84 81 88
Slovenia(73) 97 108 128 144
Simple Mean 86.4 97.2 1134 125.0
GDP. Wtd. Mean 75.3 88.9 102.2 111.6
Bottom EFW Group: 2015 EFW < 7.00
Kyrgyz Rep (80) 91 86 134 129
Tajikistan (82) 156 126 79 74
Montenegro (85) 88 96 118 105
Serbia (88) 39 66 79 94
Bosnia&Herzegovina (99) 112 105 85 89
Russia (100) 58 59 52 48
Moldova (102) 125 134 129 124
Azerbaijan (114) 78 103 88 75
Ukraine (149) 97 109 97 100
Simple Mean 93.7 98.2 95.7 93.1
GDP. Wtd. Mean 62.8 66.0 58.8 55.8

Source: World Bank (2017). World Development Indicators. Note: The size of the trade sectoris the
defined asimports plus exports divided by GDP. This table shows the average size of the trade sector
overeach of the five-year periods. The table is sorted according to the 2015 EFW summary rating. The
worldwide 2015 EFW ranking, out of 159 countries, isin parentheses.



The situation was quite differentforthe least economically free group. Only three of the nine countries
inthis group — Kyrgyz Republic, Montenegro, and Serbia—experienced significant expansionsin trade.
The size of the trade sectorfor the othersix countriesin this group was eithersimilarorsmallerin 2015
than duringthe late 1990s. The simple mean for this group was 93.1 percentin 2011-2015, virtually
unchanged from 93.7 percentin 1996-2000. When weighted by the GDP figures of each country, the
mean size of the trade sectorfor this group fell from 62.8 percent during 1996-2000 to 55.8 percent
duringthe most recentfive-year period, adecline of alittle more than 10 percent. Clearly, the least-free
economiesamongthe FCP countries are considerably less integrated into the world economy than the
countriesin the middle and top groupsin terms of economicfreedom.

Eight FCP countries (Czech Republic, Estonia, Hungary, Latvia, Lithuania, Slovak Republic, Slovenia, and
Poland) joined the European Unionin 2004, and two others (Romania and Bulgaria) joined in 2007. Still
later, Croatiajoined the EU in 2013. In additiontoits central government functions, the EUisa customs
union. Infact, itis an outgrowth of a free trade agreement among several European countries. The EU
sets common tariff rates and international trade policy for all member countries, but there are no tariffs
or restrictions on the movement of goods and services within the union.

Joiningthe EU will generally reducethe trade barriers and enhance the size of the trade sector of a FCP
country. There are two reasons why this will be the case. First, joiningthe EUwill provide both the
domesticconsumersand producers with avastly larger “free trade” market. Thus, trade with partnersin
other EU countries will generally increase. Second, because tariff rates and othertrade restrictions
imposed by the EU are relativelylow, the trade barriers with non-EU members will alsotend to decline.
Thiswill be particularly true if the trade restrictions of the joining member were high priorto
membershipinthe union.

Did joiningthe EU reduce trade barriers and lead toan expansionintrade? There is evidence this was
the case. All of the ten FCP countries that joined the EUduring 2004-2007 had substantially largertrade
sectorsin 2011-2015 than during 1996-2000. Further,theincreasesinthe size of the trade sector were
exceedingly large. Forexample, between 1996-2000 and 2011-2015, internationaltrade as a share of
GDP soaredin Lithuaniafrom 88 percentto 159 percent. Inthe Czech Republic, the size of the trade
sectorrose from 87 percentto 151 percent;inthe Slovak Republic, the increase was from 110 percent
to 180 percent;in Poland, the parallelincrease was from 53 percentto 91 percent. Similarly, between
1996-2000 and 2011-2015 the trade sector of Hungary rose from 107 percentto 169 percentand that of
Sloveniasoared from 97 percentto 144 percent. Latviaand Bulgariaexperienced similarlarge increases
inthe size of theirtrade sectors soon after joining the EU. Moreover, the expansionsin the trade sector
of the FCP countries thatjoined the EU were substantially greaterthan those achieved by the non-EU
FCP countries. These trade increases are consistent with the view thatjoining the EUreduced trade
barriers, enhanced international trade, and promoted integrationinto the world economy.



Foreign Direct Investment

Foreign directinvestment (FDI) plays akey role inthe growth process. There are several reasons why
thisisthe case. First,almostall FDI is private. Thus, it reflectsinvestor confidencein the institutions and
future of a country. Second, FDI is an important source of innovation and technology transfers among
countries. Thisis particularly important for developing economies because they often lag well behind
theirhigherincome counterpartsinthese areas. Finally, FDl is also a source of financing for capital
investment, aningredientthatis ofteninshortsupplyinlowerincome developingeconomies.

Table 6 presentdataon net foreign directinvestmentas a share of GDP during 1995-2015 forthe 25 FCP
economies. Note how FDl increased as a share of GDP in most of these economies duringthe first
decade of this century, butit has declined substantially since 2010. For example, the simple mean of net
FDI as a share of the economy forthe seven countries with the highest EFW ratings rose from 4.6
percentduring 1996-2000 to 5.4 percentin 2001-2005 and 7.5 percentin 2006-2010, butitthen
receded sharplyto 4.6 percentduring 2011-2015. This same patternwas presentforthe GDP weighted
mean of net FDI forthis group. Further, this pattern—highlevels of net FDI during 2001-2010, but
declines duringthe pastfive years—was presentforthe meanvalues of the othertwo groups. The
declininglevels of net FDI as a share of the economy are a troublesome sign. Thisis likelyto slow the
rate of future economicgrowth. Aswe proceed, we will consideranimportant factorthat may underlie
the recentdeclining rates of foreign investment among the FCP economies.

Poverty Rates

The World Bank defines Extreme poverty as the percentage of the population with anincome of less
than $1.90 per day, measured in 2011 internationaldollars. The moderate poverty rate is defined as the
share of population with anincome of lessthan $3.10 perday in 2011 dollars. The extreme poverty rate
was exceedingly low in most all of the FCP countries throughout 1995-2015. Therefore, we will focus on
the moderate poverty rate figures.

The moderate poverty rate foreach of the 25 FCP economies was derived for 1995, 2000, 2005, 2010,
and 2015.! As Table 7 illustrates, the moderate poverty rate was low during 1995-2015 in several of the
FCP countries. Forexample, the moderate poverty rate neverrose above 3 percent duringthe two
decadesinthe Czech Republic, Poland, Slovak Republic, Hungary, Croatia, and Slovenia. The moderate
poverty rate was highest for Georgia, Lithuania, Armenia, Kazakhstan, Macedonia, Kyrgyz Republic,
Tajikistan, Moldova, Azerbaijan, and Ukraine. The moderate poverty rate in each of these ten countries
soaredto more than 15 percentin either 1995 or 2000.

1 The World Bank poverty rate data were utilized to derive the annual moderate poverty rate figures. The original
data are from Chen and Ravallion (2010) and the methodology employed is from Connors and Montesinos (2017).
This methodology uses the available poverty figures and the mortality rate of children under 5 to iteratively derive
the annual poverty rates usingan autoregressive model.



Table 6: Net Foreign Direct Investment (as Percentage of GDP) in Former Centrally Planned Economies

Country 1996- 2001- 2006- 2011-
(2015 EFW Rank) 2000 2005 2010 2015
Top EFW Group 2015 EFW 2 7.50
Georgia(8) 5.4 6.6 11.9 8.1
Estonia(10) 6.3 11.2 11.8 41
Lithuania (13) 4.3 3.2 3.8 2.0
Latvia(17) 5.6 3.1 4.5 3.7
Romania (20) 2.9 4.7 5.2 1.9
Armenia(29) 5.6 5.0 7.4 3.9
Albania (32) 2.3 3.8 7.9 8.6
Simple Mean 4.6 5.4 7.5 4.6
GDP. Wtd. Mean 3.7 4.8 5.9 2.9
Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep (42) 5.5 7.3 4.6 2.9
Bulgaria (48) 4.6 9.3 16.8 3.9
Poland (51) 3.9 3.3 4.4 2.3
Slovak Rep (53) 2.5 6.5 4.5 1.9
Hungary (54) 7.1 6.0 19.3 3.6
Kazakhstan (66) 6.7 9.7 10.2 4.9
Macedonia(67) 2.6 5.1 5.4 3.1
Croatia(72) 3.8 4.0 5.8 2.8
Slovenia(73) 0.9 3.4 1.5 1.6
Simple Mean 4.2 6.1 8.1 3.01
GDP. Wtd. Mean 4.8 5.8 7.5 3.05
Bottom EFW Group: 2015 EFW < 7.00
Kyrgyz Rep (80) 3.5 2.5 6.3 9.3
Tajikistan (82) 1.9 4.3 6.1 3.2
Montenegro (85) 8.5 25.2 13.1
Serbia (88) 1.0 4.3 8.9 5.8
Bosnia&Herzegovina (99) 2.7 5.0 5.4 2.2
Russia (100) 1.1 1.7 3.7 1.9
Moldova (102) 4.6 4.4 7.6 4.1
Azerbaijan (114) 16.9 38.0 11.3 6.3
Ukraine (149) 1.5 3.7 5.4 3.1
Simple Mean 4.2 8.0 8.9 5.5
GDP. Wtd. Mean 1.8 3.4 4.3 2.4

Source: World Bank (2017). World Development Indicators. Note: Net foreign directinvestment (FDI) is
the netinflow of foreign directinvestment (new investmentinflows less disinvestment)as a percentage
of GDP. This table shows the average FDI over each of the five-yearthe periods. The table is sorted
accordingto the 2015 EFW summary rating. The worldwide 2015 EFW ranking, out of 159 countries, isin
parentheses.



Table 7: Moderate Poverty Ratesinthe Former Centrally Planned Economies, 1995-2015

Country
(2015 EFW Rank) 1995 2000 2005 2010 2015
Top EFW Group 2015 EFW 2 7.50
Georgia(8) 365 429 365 386 29.1
Estonia(10) 5.0 4.7 2.9 0.0 0.1
Lithuania(13) 25.9 3.7 4.3 11 0.1
Latvia(17) 3.0 15.0 2.1 0.8 0.4
Romania(20) 4.5 6.5 19.8 4.8 4.0
Armenia(29) 41.4 47.6 24.7 21.7 15.2
Albania(32) 12.9 12.1 9.8 8.9 6.4
Simple Mean 18.5 18.9 14.3 10.8 7.9
Pop. Wtd. Mean 13.6 14.7 18.4 9.6 7.3
Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep (42) 0.4 0.5 0.1 0.0 0.1
Bulgaria (48) 1.1 5.0 4.1 2.7 4.4
Poland (51) 1.9 1.1 0.0 0.3 0.4
Slovak Rep (53) 0.9 2.4 0.2 0.1 0.4
Hungary (54) 0.9 0.3 0.6 0.1 0.2
Kazakhstan (66) 8.5 22.2 2.9 4.7 1.8
Macedonia(67) 9.5 18.0 6.4 7.2 5.5
Croatia(72) 14 0.2 0.2 0.2 0.2
Slovenia(73) 0.3 0.1 0.0 0.1 0.1
Simple Mean 2.8 5.6 1.6 1.7 14
Pop. Wtd. Mean 2.8 5.4 1.0 13 1.0
Bottom EFW Group: 2015 EFW < 7.00
Kyrgyz Rep (80) 36.1 478 425 217 182
Tajikistan (82) 86.2 80.3 60.5 31.0 28.1
Montenegro (85) 6.2 3.6 1.2 0.3 3.5
Serbia(88) 4.4 2.1 14 1.7 1.5
Bosnia&Herzegovina(99) 4.5 1.9 1.1 0.6 0.7
Russia (100) 11.3 12.2 3.2 0.9 0.9
Moldova (102) 5.4 64.8 28.8 5.2 2.4
Azerbaijan(114) 24.8 28.2 0.0 5.1 7.6
Ukraine (149) 19.0 18.1 5.0 0.3 0.4
Simple Mean 22.0 28.8 15.9 74 7.0
Pop. Wtd. Mean 16.3 17.8 6.9 2.6 2.5

Source: World Bank (2017). World Development Indicators; and Connors and Montesinos (2017). Note:
The moderate poverty rate is the percent of population living with less than $3.10 a day. Thistable is
sorted accordingto the 2015 EFW summary rating. The worldwide 2015 EFW ranking, out of 159
countries, isin parentheses.



In the countries with higher poverty rates, an observable pattern was present: The moderate poverty
rate rose for at least five years and often for a full decade following 1995. Afterthat, the poverty rate
declined substantially. The meanvaluesforthe three groups reflect this pattern. Forexample, the
population weighted mean moderate poverty rate forthe most-free group rose from 13.6 percentin
1995 to 18.4 percentin 2005, but thendeclinedto 7.3 percentin 2015. For the middle group, the
population weighted mean moderate poverty rate rose from 2.8 percentin 1995 to 5.4 percentin 2000,
but thenreceded duringthe next 15years to a 2015 rate of 1.0 percent. The least-freegroup followed
this same pattern.

Exceptfor Bulgaria, the moderate poverty rate in 2015 was below the rate of 1995 in all 25 of the FCP
countries. The 2015 moderate poverty rate of Bulgariawas 4.4 percent, comparedtoonly 1.1 percentin
1995. Inadditiontothe countries with low poverty rates throughout the period, the 2015 moderate
poverty rate was alsolow in Lithuania (0.1 percent), Kazakhstan (1.8 percent), Macedonia (5.5 percent),
Moldova (2.4 percent), Azerbaijan (7.6 percent), and Ukraine (0.4 percent). In contrast, a double-digit
2015 moderate poverty rate was presentin Georgia(29.1 percent), Armenia(15.2 percent), Kyrgyz
Republic(18.2percent), and Tajikistan (28.1 percent). Buteven these 2015 double-digit moderate
poverty rates were substantially lowerthan the parallel rates of 1995. Overall, progress was made
againstpovertyinthe FCP countries during 1995-2015. The moderate poverty rate in 2015 was greater
than 5 percentin only seven of the FCP countries, down from 13 in 1995. Similarly, the 2015 moderate
poverty rate was greaterthan 10 percentin only four of these countries, compared to nine in 1995.

Economic Record of the FCP Countries

The economicrecord of the FCP countries during 1995-2015 was impressive. This was particularly true
for the seven FCP countries that moved the most toward economicliberalization. The average growth of
real per capita GDP of these seven countries exceeded 5 percent during 1995-2015. Real per capita GDP
more than doubledinsix of the seven countries duringthe two decades. The late reforming Romania
was the exceptionand its per capita GDP almostdoubled (itincreased by 95 percent) in just 15 years
following adoption of liberal reforms early in this century. While the real GDP growth of the middle
group was slower, it was still impressive. The population weighted annual real growth of per capita GDP
of the middle group was 3.78 percent. Moreover, most all of the countriesinthe most-free and middle
group also experienced large increases in international trade, an in-flow of foreign directinvestment,
and by 2015, theirpoverty rates had fallentoa low level. Economicgrowth, expansion in international
trade, and foreign directinvestment lagged in most of the least-free economies, but even this group
achieved apopulation weighted annual growth of per capita GDP of 3.30 percentduring 1995-2015.



3. Civil Liberties and Political Institutions

The FCP economies have a history of authoritarianism, political corruption, and abuse of civil liberties.
Thus, sensitivity to the operation of political institutionsis anissue of considerable importance. Tables 8
through 12 provide dataon civil liberties and political institutions.

Freedom House has provided ratings for both civil liberties and political rights annually since 1972.
Tables 8 and 9 provide the Freedom House dataoncivil liberties and political rights for the 25 FCP
countries during 1995-2015. Accordingto Freedom House, “Civil liberties allow for the freedoms of
expression and belief, associational and organizational rights, rule of law, and personal autonomy
withoutinterference fromthe state.” Similarly, Freedom Houseindicates “Political rights enable people
to participate freely in the political process, including the right to vote freely for distinct alternativesin
legitimate elections, competefor publicoffice, join political parties and organizations, and elect
representatives who have adecisive impact on publicpolicies and are accountable to the electorate.”
The Freedom House rating scale ranges from 1 (most free) to 7 (least free). Moreover, countrieswith a
ratingof 1 or 2 are classified as “free,” 3, 4, or 5 as “partly free,” and 6 or 7 as “not free.”

As Tables 8 and 9 indicate, Freedom House classifies seven of the 25 FCP economies as free (ratings of
either1or 2) for bothcivil liberties and political rights throughout the entire period. Theseseven
countries are Estonia, Lithuania, Latvia, Czech Republic, Poland, Hungary, and Slovenia. By 2015,
Romania, Bulgaria, Slovak Republic, Croatia, and Serbiajoined the “free” group for both civil liberties
and political rights. Except for Serbia, all of the countries with civil liberties and political rights
classifications as “free” are from the two groups with the highest EFW ratings. Moreover, otherthan
Serbia, none of the countriesinthe bottom EFW group were classified as “free” in both civil liberties and
political rights during any of the years. Freedom House rates Tajikistan, Russia, and Azerbaijan as “not
free” inboth civil liberties and political rights in 2015. The ratings for Russia are particularly interesting
because of their persistent deterioration. Its rating for civil liberties were 4in 1995, 5 during 2000-2010,
and 6 in 2015. In political rights, Russia’s rating receded from 3in 1995 to 5in 2000, and 6 during 2005-
2015.



Table 8: Civil Libertiesinthe Former Centrally Planned Economies, 1995-2015

Country (2015 EFWRank) 1995 2000 2005 2010 2015
Top EFW Group 2015 EFW > 7.50

Georgia(8) 5 4 3 3 3
Estonia(10) 2 2 1 1 1
Lithuania(13) 2 2 1 1 1
Latvia (17) 2 2 1 2 2
Romania (20) 3 2 2 2 2
Armenia(29) 4 4 4 4 4
Albania(32) 4 5 3 3 3
Simple Mean 3.1 3.0 2.1 2.3 2.3
Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep(42) 2 2 1 1 1
Bulgaria (48) 2 3 2 2 2
Poland (51) 2 2 1 1 1
Slovak Rep (53) 3 2 1 1 1
Hungary (54) 2 2 1 1 2
Kazakhstan (66) 5 5 5 5 5
Macedonia(67) 3 3 3 3 3
Croatia(72) 4 3 2 2 2
Slovenia(73) 2 2 1 1 1
Simple Mean 2.8 2.7 1.9 1.9 2.0
Bottom EFW Group: 2015 EFW < 7.00
Kyrgyz Rep (80) 4 5 5 5
Tajikistan (82) 6 5 5 6
Montenegro (85) 2 3
Serbia(88) 6 4 2 2 2
Bosnia&Herzegovina(99) 6 4 3 3 3
Russia (100) 4 5 5 5 6
Moldova (102) 4 4 4 3 3
Azerbaijan(114) 6 5 5 5 6
Ukraine (149) 4 4 2 3 3
Simple Mean 5.1 4.6 3.8 3.7 4.1

Source: Freedom House (2017). Freedom in the World — 2017 report. The rating scale ranges from 1
(most-free) to 7 (least-free). Note: This table is sorted according to the 2015 EFW summary rating. The
worldwide 2015 EFW ranking, out of 159 countries, isin parentheses.



Table 9: Political Rightsinthe Former Centrally Planned Economies, 1995-2015

Country (2015 EFWRank) 1995 2000 2005 2010 2015
Top EFW Group 2015 EFW > 7.50

Georgia(8) 4 4 3 4 3
Estonia(10) 2 1 1 1 1
Lithuania(13) 1 1 1 1 1
Latvia (17) 2 1 1 2 2
Romania (20) 4 2 2 2 2
Armenia(29) 4 4 5 6 5
Albania(32) 3 4 3 3 3
Simple Mean 2.9 2.4 2.3 2.7 24
Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep(42) 1 1 1 1 1
Bulgaria (48) 2 2 1 2 2
Poland (51) 1 1 1 1 1
Slovak Rep (53) 2 1 1 1 1
Hungary (54) 1 1 1 1 2
Kazakhstan (66) 6 6 6 6 6
Macedonia(67) 4 4 3 3 4
Croatia(72) 4 2 2 1 1
Slovenia(73) 1 1 1 1 1
Simple Mean 2.4 2.1 1.9 1.9 2.1
Bottom EFW Group: 2015 EFW < 7.00
Kyrgyz Rep (80) 4 6 5 5 5
Tajikistan (82) 6 6 6 7
Montenegro (85) 3 3
Serbia(88) 6 4 3 2 2
Bosnia&Herzegovina(99) 6 5 4 4 4
Russia (100) 3 5 6 6 6
Moldova (102) 4 2 3 3 3
Azerbaijan(114) 6 6 6 6 7
Ukraine (149) 3 4 3 3 3
Simple Mean 4.9 4.8 4.5 4.2 4.4

Source: Freedom House (2017). Freedom in the World — 2017 report. The rating scale ranges from 1
(most-free) to 7 (least-free). Note: This table is sorted according to the 2015 EFW summary rating. The
worldwide 2015 EFW ranking, out of 159 countries, isin parentheses.



Tables 10 and 11 provide information from the Polity IV dataset (Marshall, Gurr, and Jaggers 2016).
Table 10 indicates the degree of democracy. The scale for this variable ranges from-10(strongly
autocratic) to +10 (strongly democratic). The PolitylV dataindicates that most of the FCP economies
moved towards democracy during 1995-2015. By 2015, only three countries, Kazakhstan, Tajikistan, and
Azerbaijan, were classified as autocratic (negative rating). Most of the 25 countries have positive ratings
of 8 or more. In the most economically free group, only Georgiaand Armenia had a 2015 rating of less
than 8, and inthe middle group, only Kazakhstan failed to meet this benchmark. However, in the least-
free group, five countries—Kyrgyz Republic, Tajikistan, Russia, Azerbaijan, and Ukraine —had democracy
ratings of lessthan 8.

Table 11 providesthe Polity IV datafor constraints on the executive. The scale of this variable ranges
from 1 (nolimitations on executive actions)to 7 (accountability groups such as legislatures have the
powerto constrain executive actions). Asin the case of democracy, the ratings for constraints on the
executivewere higherin 2015 than was true two decades earlier. In 2015, all countries of the most-free
group had ratings of 7 exceptfor Georgia (rating of 6) and Armenia (rating of 5). In the middle group,
eightof the nine countries had a rating of 7; the exception was Kazakhstan with arating of 2. In the
least-freegroup, four of the nine countries —Kyrgyz Republic, Montenegro, Serbia, and Moldova—had a
rating of 7. However, the constraints on the executive were weak for four other countriesin this group:
Tajikistan (rating of 3), Russia (rating of 4), Azerbaijan (rating of 2), and Ukraine (rating of 5). While there
are countries with democraticpolitical institutions in each of the three groups, countriesin the least
economically freegroup are more likely to be less democraticand have weaker constraints onthe
executive.

Table 12 presents datafrom Transparency International on perception of corruption (Transparency
International, 2015). The Corruption Perception Index (CPI) focuses on corruptioninthe publicsector
and defines corruption as “the abuse of publicoffice for private gain.” The index ranges from 0 (highly
corrupt) to 100 (highly clean). As Table 12 illustratesthe CPlincreased foralmostall the 25 FCP
economies, indicatingareductioninthe level of corruptionin these countries. The CPl was unavailable
for a number of countriesin 1995 and 2000. Thus, we will focus on the ratings during 2005-2015. For the
most-free group, the average CPlincreased from 37.1in 2005 to 50.7 in 2015. For the middle group, the
average CPlrose from 39.8 in 2005 to 49.1 in 2015. For the least-freegroup, the average CPlincreased
from 25.3 in 2005 to 32.7 in 2015. The 2015 average CPlis considerably higherforthe most-free and
middle groupsthanforthe least economically free group. The following four countries had 2015 CPI of
60 or higher: Estonia(70), Lithuania(61), Poland (62), and Slovenia (60). In contrast, the 2015 CPl was
less than 30 for the following countries: Kazakhstan (28), Kyrgyz Republic(28), Tajikistan (26), Russia
(29), Azerbaijan (29), and Ukraine (27). Note that all four of the countries with the highest 2015 CPI are
from the two groups with the highest 2015 EFW ratings. In contrast, five of the six countries (Kazakhstan
isthe exception) with the lowest 2015 CPl are from the group with the lowest 2015 EFW rating.



Table 10: Democracy (Polity IV Score) in the Former Centrally Planned Economies.

Country (2015 EFW Rank) 1995 2000 2005 2010 2015
Top EFW Group 2015 EFW 2 7.50

Georgia(8) 5 5 7 6 7
Estonia(10) 6 9 9 9
Lithuania(13) 10 10 10 10 10
Latvia (17) 8 8 8 8 8
Romania (20) 5 8 9 9 9
Armenia(29) 3 5 5 5 5
Albania(32) 5 5 9 9 9
Simple Mean 6.0 7.1 8.1 8.0 8.1
Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep(42) 10 10 10 9 9
Bulgaria (48) 8 8 9 9 9
Poland (51) 9 9 10 10 10
Slovak Rep (53) 7 9 9 10 10
Hungary (54) 10 10 10 10 10
Kazakhstan (66) -4 -4 -6 -6 -6
Macedonia (67) 6 6 9 9 9
Croatia(72) -5 8 9 9 9
Slovenia(73) 10 10 10 10 10
Simple Mean 5.7 7.3 7.8 7.8 7.8
Bottom EFW Group: 2015 EFW < 7.00

Kyrgyz Rep (80) -3 -3 3 4 7
Tajikistan (82) -6 -1 -3 -3 -3
Montenegro (85) 6 9 9
Serbia(88) 6 8 8
Bosnia&Hzgvna (99)

Russia (100) 3 6 6 4 4
Moldova (102) 7 7 9 9 9
Azerbaijan (114) -6 -7 -7 -7 -7
Ukraine (149) 7 6 6 6 4
Simple Mean 0.3 13 3.3 3.8 3.9

Source: Marshall, Gurr, and Jaggers (2016), Polity IV Project. The democracy score ranges from-10
(strongly autocratic) to +10 (strongly democratic). Note: Thistable is sorted according to the 2015 EFW
summary rating. The worldwide 2015 EFW ranking, out of 159 countries, isin parentheses.



Table 11: Constraints onthe Executive inthe Former Centrally Planned Economies. 1995-2015

Country (2015 EFWRank) 1995 2000 2005 2010 2015
Top EFW Group 2015 EFW 2 7.50

Georgia(8) 5 5 5 5 6
Estonia(10) 7 7 7 7 7
Lithuania(13) 7 7 7 7 7
Latvia (17) 7 7 7 7 7
Romania (20) 5 6 7 7 7
Armenia(29) 3 5 5 5 5
Albania(32) 5 5 7 7 7
Simple Mean 5.6 6.0 6.4 6.4 6.6
Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep(42) 7 7 7 7 7
Bulgaria (48) 7 7 7 7 7
Poland (51) 7 7 7 7 7
Slovak Rep (53) 6 7 7 7 7
Hungary (54) 7 7 7 7 7
Kazakhstan (66) 2 2 2 2 2
Macedonia (67) 5 5 7 7 7
Croatia(72) 3 7 7 7 7
Slovenia(73) 7 7 7 7 7
Simple Mean 5.7 6.2 6.4 6.4 6.4
Bottom EFW Group: 2015 EFW < 7.00

Kyrgyz Rep (80) 4 4 7
Tajikistan (82) 3 4 3 3 3
Montenegro (85) 7 7
Serbia(88) 7 7
Bosnia&Hzgvna (99)

Russia (100) 3 5 5 4 4
Moldova (102) 7 7 7 7 7
Azerbaijan (114) 2 2 2 2 2
Ukraine (149) 5 5 5 5 5
Simple Mean 4.0 4.5 4.3 5.0 5.3

Source: Marshall, Gurr, and Jaggers (2016), Polity IV Project. The executive constraints variableranges
from 1 (nolimitations on executive actions)to 7 (accountability groups such as legislatures have the
power to constrain executive actions). Note: This table is sorted according to the 2015 EFW summary
rating. The worldwide 2015 EFW ranking, out of 159 countries, isin parentheses.



Table 12: Corruption Perception Index inthe Former Centrally Planned Economies. 2000-2015

Country (2015 EFW Rank) 2000 2005 2010 2015
Top EFW Group 2015 EFW 2> 7.50
Georgia(8) 23 38 52
Estonia(10) 57 64 65 70
Lithuania (13) 41 48 50 61
Latvia (17) 34 42 43 55
Romania (20) 29 30 37 46
Armenia(29) 25 29 26 35
Albania(32) 24 33 36
Simple Mean 37.2 37.1 41.7 50.7
Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep(42) 43 43 46 56
Bulgaria (48) 35 40 36 41
Poland (51) 41 34 53 62
Slovak Rep (53) 35 43 43 51
Hungary (54) 52 50 47 51
Kazakhstan (66) 30 26 29 28
Macedonia (67) 27 41 42
Croatia(72) 37 34 11 51
Slovenia(73) 55 61 64 60
Simple Mean 41.0 39.8 4.4 49.1
Bottom EFW Group: 2015 EFW < 7.00
Kyrgyz Rep (80) 23 20 28
Tajikistan (82) 21 21 26
Montenegro (85) 37 44
Serbia(88) 28 35 40
Bosniaand Herzegovina(99) 29 32 38
Russia (100) 21 24 21 29
Moldova (102) 26 29 29 33
Azerbaijan (114) 15 22 24 29
Ukraine (149) 15 26 24 27
Simple Mean 19.3 25.3 27.0 32.7

Source: Transparency International (2016). Corruption Perceptions Index. The Corruption Perception
Index ranges from 0 (highly corrupt) to 100 (highly clean). Note: Thistable is sorted accordingto the
2015 EFW summary rating. The worldwide 2015 EFW ranking, out of 159 countries, isin parentheses.



Summarizing, the following nine countries had 2015 political institutions most consistent with
protection of civil liberties, political democracy, and absence of corruption: Estonia, Lithuania, Latvia,
Czech Republic, Poland, Slovak Republic, Hungary, Croatia, and Slovenia. In 2015, these countries had
civil liberties and political rights ratings of 1or 2; democracy scores of 8, 9, or 10; constraintsonthe
executiveof 6 or 7; and a Corruption Perception Index of 50 or more. In contrast, the political
institutions of the following four countries were mostinconsistent with civil liberties protection, political
democracy, and absence of corruption: Kazakhstan, Tajikistan, Russia, and Azerbaijan. In 2015, these
countries had civil liberties and political rights ratings of 5, 6 or 7, democracy scores less than 5;
constraints onthe executive of lessthan 5; and a Corruption Perception Index of less than 30.

4. The Income of the Former Centrally Planned Economies Compared to the World’s High-Income
Countries and Other Developing Economies

This section will compare the relative per capita GDP of the former centrally planned (FCP) economies
withthe 21 high-income countries and with the 82 otherdeveloping economies for which the economic
freedom datawere availablefor1995-2015. The 21 high-income countries are comprised of the 16 high-
income European countries, plus Australia, Canada, Japan, New Zealand, and the United States.

Table 13 presents datafor the per capita GDP of the FCP economies as a percent of the parallel figure
for the 21 high-income countriesfor 1995, 2005, and 2015. The percapita GDP for each of the 25 FCP
economiesincreased more rapidly than the mean for the high-income group between 1995 and 2015.
As aresult, the ratio of the percapita income of each centrally planned country relative to the mean for
the high-income group rose.

The mean figuresforthe three groups of FCP countriesillustratethat the relative incomeincreases are
impressive. The ratio of the mean per capita GDP of the most economically free group compared to the
high-income economies more than doubled, soaring from 19.9 percentin 1995 to 40.6 percentin 2015.
The parallel ratio forthe middle group increased by approximately 50 percentfrom 36.9 percentin 1995
to 53.0 percentin 2015. Finally, the ratio forthe bottom group increased from 13.0 percentin 1995 to
24.6 percentin 2015, an increase of 90 percent. The largestincreasesinrelative incomewere registered
by Georgia, Lithuania, Latvia, Armenia, Albania, Kazakhstan, Azerbaijan, and Bosniaand Herzegovina.
The ratio for each of these countries more than doubled between 1995 and 2015. Note that five of
these eight countries are inthe group with the highest 2015 EFW ratings.

The countries with the highestincome levels were Estonia, Lithuania, Czech Republic, Slovak Republic,
and Slovenia. By 2015, the per capita GDP foreach of these five countries had risen to 60 percent or
more than that of the mean forthe 21 high-incomecountries. The countries with the lowest 2015
income levels were Armenia, Kyrgyz Republic, Tajikistan, Moldova, and Ukraine. The 2015 per capita
income of each of these five countries was less than 20 percent of the comparable mean forthe high-
income group.



Table 13: Percapita GDP of the Former Centrally Planned Economies Relative to the 21-High Income
Industrial Countries (percent). Years 1995, 2005, and 2015.

Country (2015 EFW Rank) 1995 2005 2015
Top EFW Group 2015 EFW > 7.50
Georgia(8) 6.7 11.7 20.3
Estonia(10) 33.0 54.3 61.6
Lithuania(13) 27.1 4.1 60.8
Latvia (17) 24.0 41.6 51.9
Romania(20) 30.6 34.9 46.3
Armenia (29) 6.3 12.7 18.4
Albania(32) 12.0 17.8 24.8
Simple Mean 19.9 31.0 40.6
Middle EFW Group: 2015 EFW between 7.00 and 7.50
CzechRep (42) 55.7 61.2 68.4
Bulgaria (48) 24.5 30.2 38.3
Poland (51) 32.8 40.9 57.0
Slovak Rep (53) 38.2 47.6 63.7
Hungary (54) 44.2 53.1 55.9
Kazakhstan (66) 24.0 38.1 53.0
Macedonia(67) 22.2 22.3 28.7
Croatia(72) 36.6 46.5 46.5
Slovenia(73) 53.5 64.1 65.5
Simple Mean 36.9 44.9 53.0
Bottom EFW Group: 2015 EFW < 7.00
Kyrgyz Rep (80) 4.9 5.6 7.3
Tajikistan (82) 3.7 4.1 5.9
Montenegro (85) 27.1 34.4
Serbia(88) 21.4 25.9 29.9
Bosniaand Herzegovina (99) 5.3 19.8 24.6
Russia (100) 37.2 46.0 54.3
Moldova(102) 7.6 7.9 10.7
Azerbaijan (114) 9.6 19.2 37.6
Ukraine (149) 14.7 17.2 16.8
Simple Mean 13.0 19.2 24.6

Source: World Bank (2017). World Development Indicators. Note: This table is sorted accordingto the
2015 EFW summary rating. The worldwide 2015 EFW ranking, out of 159 countries, isin parentheses.



Table 14 provides the annual growth rate of per capita GDP for the 21 countriesin the high-income
group, 16 high-income European countries, and for 82 developing economies. The per capita growth
data are also provided forthe 25 FCP economies accordingto their 2015 EFW summary rating. Both the
simple and population weighted mean growth rates are provided for three different time periods—
1995-2015, 2000-2015, and 2005-2015.

How dothe growth rates of the FCP groups compare to the othergroups? As isimplied by Table 13, the
centrally planned economies grew more rapidlythan the high-income countries throughout the 1995-
2015 period. Forexample, the simple mean annual growth rate of the top, middle, and bottom groups
(accordingto 2015 EFW ratings) were 5.36 percent, 3.23 percent, and 4.50 percent, respectively. Each of
these rateswere well above the simple mean of 1.50 percentfor the world’s 21 high-income countries
and the 1.52 percentannual growth rate forthe 16 high-income European countries. The population
weighted mean annual growth rates forthe top (most-free), middle, and bottom (least-free) centrally
planned groups during 1995-2015 were 4.54 percent, 3.78 percent, and 3.30 percent, respectively.
Again, these figures are all considerably higher than the 1.25 percentforthe 21 high-income countries
of the worldand 1.16 percentforthe 16 European countries. When these comparisons are also made
for the 2000-2015 and 2005-2015 periods, the pattern of the resultsisthe same:the growth rates for
each of the centrally planned groups exceeds that of the high-income countries.

Turningto a comparison between the FCP economies and the other 82 developing countries, the simple
average annual growth rate of the centrally planned groups nearly always exceeds the simpleaverage
for the 82 developing economies. Forexample, the simple mean annual growth rate for 1995-2015 of
the 82 developing economies was 2.03 percent, compared to the annual growth rates of 5.36 percent,
3.23 percent,and 4.50 percentforthe top, middle, and bottom FCP groups. The pattern was similarfor
the 15 and 10-year comparisons: the simple averageannual growth rates of the FCP economies were
generally greaterthan the simpleaverage forthe 82 developing countries.

However, the pattern changes when the population weighted figures are used for the comparisons. The
population weighted mean annual growth rates forthe 82 developing economies are generally greater
than the parallel rates for the FCP countries. Forexample, the population weighted mean annual growth
rate forthe 82 developing countries during 1995-2015 was 4.75 percent compared to 4.54 percent, 3.78
percent, and 3.30 percent for the top, middle, and bottom groups amongthe FCP economies. The
population weighted growth rates forthe 82 developing economies are driven by the high growth rates
of Chinaand India, the world’s two most populace countries. When thesetwo countries are omitted
from the developing group, the mean annual growth rate of the remaining 80 countriesis substantially
lower. When the FCP groups are compared with the developing countries without Chinaand India, the
growthrates of the FCP economies are generally higherthan that of the 80 developing economies.

Summarizing, the growth rates of the FCP economies are generally higher than the growth rates of the
world’s 21 high-income countries, the 16 high-income European economies, and the developing
economies of the world, except for Chinaand India. This pattern holds for both the simple average and
the population weighted average growth rates and for each of the three periods. The next section will
use regression analysis to analyze growth rates in more detail.



Table 14: Growth Rates of per capita GDP of Former Centrally Planned Economies (FCP) and Other Sets
of Countries.

Group of countries 1995-2015 2000-2015  2005-2015
Simple average annualgrowth rate (percent)
21 High-income 1.50 0.94 0.59
16 High-income European 1.52 0.90 0.54
Other 82 developing 2.03 2.18 2.15
Other 82 (excluding Chinaand India) 1.91 2.05 2.02
Chinaand India 7.01 7.39 7.57
25 Former Centrally Planned 4.27 4.23 3.09
7 FCP-Top 2015 EFW group 5.36 5.37 3.78
9 FCP - Middle 2015 EFW group 3.23 3.20 2.39
9 FCP - Bottom 2015 EFW group 4.50 4.36 3.24

Population weighted average annual growth rate (percent)

21 High-income 1.25 0.80 0.52
16 High-income European 1.16 0.67 0.40
Other 82 developing 4.75 5.14 5.21
Other 82 (excluding Chinaand India) 2.41 2.82 2.77

Chinaand India 7.06 7.43 7.61
25 Former Centrally Planned 3.55 3.93 2.61
7 FCP - Top 2015 EFW group 454 5.13 3.81
9 FCP - Middle 2015 EFW group 3.78 3.72 3.07
9 FCP - Bottom 2015 EFW group 3.30 3.83 2.22

Source: World Bank (2017), World Development Indicators.

Note:The 21 highincome countries are Australia, Austria, Belgium, Canada, Denmark, Finland, France,
Germany, Iceland, Ireland, Italy, Japan, Luxembourg, Netherlands, New Zealand, Norway, Spain,
Sweden, Switzerland, United Kingdom, and United States. The 16 high-income European countries are
comprised of the 21 high-income countries, minus Australia, Canada, Japan, New Zealand, and the
United States. There were 123 countries with continuous EFW datafrom 1995 to 2015. The 21 high-
income industrial countries and 14 FCP economies are included in this group. Thus, the EFW data were
available for 88 developing economies. However, the per capita GDP data of six of these countries
(Venezuela, Syria, Papua New Guinea, Guyana, Haiti, and Taiwan) were unavailable in the World Bank
dataineither 1995 or 2015. Thus, the growth rate data from the World Bank were available for 82 non-
FCP developing economies.



5. The Determinants of Economic Growth, 1995-2015: Regression Analysis

This section will consider the factors underlying the growth of the 128 countries of our study (the 21
high-income, 25former centrally planned, and 82 developing countries) during 1995-2015. However,
the 1995 EFW and per capita GDP data are unavailable for Montenegro, and the data for another
variable included in this analysis (net fuel exports) are unavailableforfive other countries -- Chad,
DemocraticRepublicof Congo, Guinea-Bissau, Serbia, and Tajikistan. Thus, these countries must be
omitted from this analysis. Therefore, our final data base consists of 122 countries. Unless otherwise
noted, the World Bank (2017) is the source of all variables included in this analysis.

Regression analysis will be utilized to examinethe determinants of growth. Table 15 presents the results

of this analysis. The dependentvariableis the annual growth rate of real GDP per capitaover the
periods 1995-2015 (panel A), 2000-2015 (panel B), and 2005-2015 (panel C). A brief description of the
keyindependentvariablesincludedin ourregression modelsis provided here.

a. 1995 per Capita GDP. Thisvariable is measuredin 2011 international dollars andisinlogarithmic
form. It is expected to have a negative sign, indicating convergence. Holding everything else
constant, countries with larger 1995 per capita GDP are expected to grow less rapidly.

b. Economic Freedom Summary Index. In equations 1, 2, and 3, both the 1995 Economic Freedom of
the World summary rating and the change inthe summary rating from 1995 to 2015 were included

inthe model. These variables are expected to have a positive sign, indicating that both the level and
the change in economicfreedom will foster higher rates of economicgrowth. Regressions 1, 2, and 3

were estimated using 114 observationsinstead of 122. The eight countries dropped are former

centrally planned economies for which the 1995 EFW data were unavailable. These countries are
Georgia, Armenia, Kazakhstan, Macedonia, Kyrgyz Republic, Bosniaand Herzegovina, Moldova, and
Azerbaijan.
In equations 4,5, and 6, the average EFW rating overthe available observationsinthe period 1995-
2015 was used. Forthe eight countrieslisted above, the EFW average covers the periods 2005,
2010, and 2015. For the other 114 countries, the EFW average coversthe periods 1995, 2000, 2005,
2010, and 2015. This variable is expected to have a positive sign, reflecting the positiveimpact of
economicfreedom on growth. The advantage of usingthe average EFW—inequations 4,5, and 6 —

isthat we reduce measurementerrorand we are able to utilize the full sample of 122 countries. The

advantage of using EFW in 1995 andthe change from 1995 to 2015 —incolumns 1, 2, and 3 —isthat
we can measure the separate effects of both the leveland the change in the quality of economic
institutions overan extended period.

c. Population. Thisvariable is measured in millions of peoplein 2015 and isinlogarithmicform.
Transaction costs are higherfortrade across national boundaries, particularly when trade barriers
are presentandthe trading partners utilize different currencies and/or speak different languages.
Otherthings constant, larger countries (and integrated market areas) will derive more gains from

trade allowingthem to grow more rapidly. Therefore, we expect this variable to enterthe equations

with a positive sign.
d. Percentage of Female Populationinthe Prime Working Age 25-59 Group. This variable is the
percentage of female population between the ages 25 to 59 as a percentage of the total female



population atthe beginning of the period under consideration: That is, in the year 1995 forpanel A,
inthe year 2000 for panel B, and inthe year2005 for panel C. Personsin the prime working age
category will generally have higherskilllevels, greater commitment to the labor market, and
therefore higher productivity. The female population was chosen instead of total population
because the former more accurately reflects the latent composition of the population whichis
sometimes contaminated by in-migration of workers, most of whom are males. We expect this
variable to have a positive sign.

e. Changein the Percentage of Female Population Age 25-59. Thisvariable isthe percentage of
female populationinthe prime working age 25-59 group at the end of the period minusthe
correspondingfigure at the beginning of the period. Thus, in panel A, itisthe change from 1995 to
2015; in panel B, itis the change from 2000 to 2015; andin panel C, it isthe change in the last
decade, 2005-2015. Anincrease inthe share of the populationinthe prime working age group will
enhance productivity and economicgrowth. Therefore, we expect this variable to enter with a
positive sign. However, the composition of the population will change slowly. As aresult, this
variable will exertasmallerimpact overshortertime periods.

f. NetForeignDirect Investment. Thisvariable isthe average netinflow of foreign directinvestment
as a percentage of GDP duringthe period under consideration: 1995-2015 (panel A), 2000-2015
(panel B), and 2005-2015 (panel C). Because foreign directinvestmentis asource of both capital
financingandinnovativeideas, we expectitto have a positive sign.

g. NetFuel Exports. This variable is fuel exports minus fuel imports as a percentage of GDP, averaged
overthe period 1995-2015 (panel A), 2000-2015 (panel B), and 2005-2015 (panel C). Otherthings
constant, the largerthisvariable, the greaterthe netrevenues derived from the fuel exports
(reflectingacombination of fuel prices and units sold). Increases in net fuel exports willenhance
growth while larger expenditures on fuel imports will slowgrowth. Therefore, we expect this
variable to have a positive sign.

h. Dummy for Six Middle-Eastern Oil Exporting Countries. This dummy is equal to one forthe
countries Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and United Arab Emirates, and zero
otherwise. In contrast with most oil exporters, as these six countries have derived additional
revenues from oil exports, theirin-migration of workers, mostly prime age males, hasincreased
rapidly. Some of the migrants are involved in the oil industry, but others are involved in construction
and otherdomesticprojects. Because the earnings of the migrants are low relative to the domestic
population, theirinflow reduces per capita GDP. Therefore, we expect this variable tohave a
negative sign.

i. Dummiesforthe 25 Former Centrally Planned and the 82 Other Developing Economies. Dummy
variablesindicating developing countries and centrally planned economies (sometimes classified by
EFW rating) were included in the model. This provides information on the growth rates of these
economiesincomparison with the 21 High-Income industrial countries.

Table 15 shows the regressions with the annual growth rate of real GDP per capita as the dependent
variable. The results are presented forthree different time periods: panel A 1995-2015, panel B 2000-
2015, and panel C 2005-2015.



Equations 1and 4 are simple models thatincludethe 1995 per capita income, EFW, and dummies for
former centrally planned (FCP) economies and for the other 82 developing countries. Equation 1
includesthe 1995 EFW summary rating and the change during 1995-2015, while equation4includes
onlythe average EFW summary rating during 1995-2015. As expected, the 1995 per capita GDP is always
negative and highly significant while the EFW variables are always positive and highly significant. The
dummy forthe 82 developing countriesis generally insignificant. However, the dummy forthe FCP
economiesisalways positiveand significant, indicating these economies grew more rapidly than the
highincome based group. Eventhese simple models had R-squares between 26 percentto 38 percent
across the three panels.

Equations 2 and 5 presentthe results forthe comprehensive model. In addition to the variables included
inregressions 1and 4, the comprehensive model also includes population, percentage of the female
populationinthe prime working age 25-59 group at the beginning of the period, changesin the
percentage of the populationinthis group overthe period, netforeign directinvestment, the netfuel
exports, and a dummy forsix Middle Eastern oil exporters. Thesevariables have the expected sign and
are significantatthe 10 percentlevelorhigher. In most cases, the continuous variables are significant at
the 1 percentlevel. In panels Aand B, the following variables are all significant at the 1 percentlevel: per
capitaincome, EFW, percentage of the female population age 25-59 at the beginning of the period, the
change in the percentage of this population during the period, and the netfuel exports. The dummy for
the six middle eastern oil exporters was always negative and significant atthe 5 percent level or higher.

The explanatory power of the model isvery high. The R-squares forequations 2and 5 in panel A (1995-
2015) were 0.57 and 0.65, respectively. In panel B(2000-2015) the R-squares forequations2and 5 were
evenhigher:0.62 and 0.66, respectively. Eveninthe shorterone-decade period of panel C, the R-
squares were still 0.55 and 0.56. The slightly lower R-squares of panel Care not surprising because
business cycle factors will reduce the precision of the growth figures for the shorter period.

The EFW coefficients are not only positive and significant but they are also large in magnitude. In
column 2 of Table 15, Panel A (1995-2015), the coefficient of 0.81 for EFW in 1995 indicatesthat, all else
constant, a one unitincrease inthe initial EFW summary rating enhanced the annual growth rate of per
capita GDP by 0.81 percentduringthe two decades. Similarly, the coefficient of 0.73 for the change in
EFW during 1995-2015 indicates that, otherthings constant, a one unitincrease in EFWis associated
witha 0.73 increase in the annual growth of percapita GDP during 1995-2015. Incolumn5 of Table 15,
Panel A, the coefficient of 0.93 for the average EFW rating during 1995-2015 indicates that, ceteris
paribus, a one unitincrease in the average EFW summary rating during 1995-2015 increased the annual
growth of percapita GDP by 0.93 percentduringthe two decades. Consider, forinstance, Ukraine and
Poland. The average EFW rating for Ukraine during 1995-2015 was 5.03. The parallel figurefor Poland
was 6.64. The difference of 1.61 units (6.64 minus 5.03) indicates that, all else equal, the predicted
annual growth rate for Poland during the period would be 1.5 percent (1.61 multiplied by 0.93) larger
than that of Ukraine. See Equation 5 of Table 15, Panel A. The differences in standard of living implied by
an additional 1.5 percent annual growth rate over an extended period of time are substantial. For
example,a1l.5 percenthighergrowth rate overa 30-year period will resultina 56 percentlarger



income. Inthe period 1995-2015, the actual annual growth rate for Poland was 2.15 percentlargerthan
that of Ukraine (4.11 minus 1.96, see Table 3).

In the more comprehensive model, the dummy variable forthe 82 developing economies was
insignificant. Thisindicates that, afteradjustment for the factors of the model, the growth rates of the
developing economies were notsignificantly different than that of the 21 highincome countries. The
dummy forthe FCP economieswas also insignificant, exceptin panel B.

In Table 15, equations 3 and 6 differfrom equations2and 5 in thatthe dummyforthe FCP economiesis
now separated into three distinct groups (high, medium, and low 2015 summary EFW ratings). The
pattern of the coefficients (and significance levels) forthe continuous variables remains the same. The
separation of the FCP economiesintothree distinct groups increases the explanatory power of the
model. The R-squares forequations 3and 6 for the two-decade period (panel A) were 0.59and 0.66,
respectively. Forthe 15-year period (panel B), the R-squares were 0.63 and 0.69, respectively. Forthe
10-year period (panel C), the R-squares were 0.56and 0.57, respectively.

The dummy for the FCP group with a 2015 EFW ratingabove 7.5 was always significant, indicating that
these economies grew more rapidly than the 21 countriesin the high-incomegroup. In contrast, the
dummy forthe FCP group with the lowest EFW rating (less than 7 in 2015) was always insignificant. The
dummy forthe middle group was always positive butit was significantin only three of the six equations.
Economicfreedom exerted notonly a positive impact on the growth rates of all economies butthe
pattern of the dummies forthe FCP countriesis consistent with the view that higher EFW summary
ratings exerted an additional positive impact on the growth rates of these economies.

Prior models of cross-country variation in economic growth have generally had R-squares of less than 50
percent (Barro2001; Dawson 1998 and 2003; Gwartney, Lawson, and Holcombe 1999; Hall, Sobel, and
Crowley 2010; Justesen 2008). The explanatory power of our model is substantially higherthanis
generally obtained for cross-country growth models. This is particularly true forthe 15 and 20-year
growth analysis. Measurement of the growth of per capita GDP over 15 and 20-year periods minimizes
measurementerror as a result of business cycle effects. Therefore, these growth rates are a more
accurate measure of an economy’s long-term sustainable growth rate. The variables of our model are
factors thateconomictheoryindicates willimpactlong-term growth. The sign, magnitude, and statistical
significance of thesevariables are indicative of theirimportance as determinants of long-term growth.
The economicfreedomvariableis always positiveand highly significant, generally atthe 1 percentlevel.
This provides evidence that economicfreedom exerts astrong and persistentimpacton the long-term
growth rate of per capita GDP.



Table 15 — Panel A: Regression Analysis (1995-2015)

() @ 3) @ ) (6)
Dependent Variable: Growth of real per capita GDP, 1995-2015

Log of per capita GDP (2011 PPP dollars) in 1995 -0.73%*x ] S9kxE ] SFFkx Q. 8YFKK ] TOKKF ] THH*
(-3.40)  (4.29) (-4.12)  (-5.27)  (-6.20) (-5.64)
Economic Freedom in 1995 0.81%** (. 85%**  (7]***
(3.85) (3.56) (2.92)
Change in Econ. Freedom 1995-2015 0.57**  0.73***  0.60%*
(2.20) (2.81) (2.27)
Average Econ. Freedom 1995-2015 0.93%**  (.93%** (. 83%**
(3.62) (3.32) (2.92)
Dummy: Formerly Centrally Planned (FCP) 2.09%** 0.90 2. 45% % 1.09
4.34) (1.36) (5.07) (1.62)
FCP Top EFW Group 1.80%** 1.75%*
(2.42) (2.36)
FCP Middle EFW Group 0.70 0.83
(1.23) (1.39)
FCP Bottom EFW Group -0.60 0.23
(-0.66) (0.19)
Dummy: Other Developing Economies 0.28 -0.17 -0.17 0.22 0.04 -0.08
0.74)  (-0.34) (-0.34)  (0.56) (0.08) (-0.14)
Log of population in 2015 0.14* 0.18** 0.17** 0.18**
(1.73) (2.149) (2.03) (2.18)
% Female population age 25-59 in 1995 0.21%*%  Q.2]1%** 0.21%*%  (.22%**
(3.58) (3.62) (3.88) (3.87)
Change in % of Fem. Pop. Age 25-59 from 1995 to 2015 0.18***  (.18*** 0.15%**  (.16%**
(4.54) (4.48) (4.13) (4.24)
Net foreign direct investment (1995-2015) 0.02%* 0.03%* 0.03%* 0.03%*
(2.32) (2.59) (2.35) (2.49)
Net fuel exports (1995-2015) 0.05%**  (.04*** 0.06%**  0.06%**
(3.15) (3.02) (5.10) (4.75)
Dummy: Middle East oil exporters 254k HR D ATTHAN -2.60%%* 2 60%***
(-2.80) (-2.70) (-2.84) (-2.76)
Intercept S3.85%%  J13.32%%% 12.61%*F  -4.64%* -14.19%** -]3.85%**
(-2.38)  (-5.25) (-5.12)  (-2.34)  (-6.67) (-6.21)
Number of observations 114.00 114.00 114.00 122.00 122.00 122.00
R-squared 0.26 0.57 0.59 0.38 0.65 0.66

Notes: Robust t statisticsin parentheses. * p < 0.1, ** p < 0.05, *** p <0.01. Top EFW Group: 2015 EFW >7.50.
Middle EFW Group: 2015 EFW between 7.00 and 7.50. Bottom EFW Group: 2015 EFW < 7.00. Net foreign direct

investment and net fuel exports are the averages over the period.



Table 15 — Panel B: Regression Analysis (2000-2015)

) @ 3) @ ) (6)
Dependent Variable: Growth of real per capita GDP, 2000-2015
Log of per capita GDP (2011 PPP dollars) in 1995 -0.85%** ] g4kxEk ] TREKE (. 94%kk ] THwEE ] TRHH*
(-3.59)  (-5.02) (-4.84) (-5.38) (-5.72) (-5.75)
Economic Freedom in 1995 0.79%** (. 93%**  (.83***
(3.55) (3.92) (3.29)
Change in Econ. Freedom 1995-2015 0.62%*  0.86***  0.76%*
(2.08) (3.01) (2.55)
Average Econ. Freedom 1995-2015 0.86*** 1.00***  (.87***
3.11) 3.44) (2.90)
Dummy: Formerly Centrally Planned (FCP) 2.309%x%k  ].34%* 2.72%x% ] 72
4.54) (1.99) (5.44) (2.46)
FCP Top EFW Group 2.18%** 2.53%**
(2.92) (3.49)
FCP Middle EFW Group 1.06* 1.43%%*
(1.74) (2.28)
FCP Bottom EFW Group 0.53 0.50
(0.59) (0.45)
Dummy: Other Developing Economies 0.65 0.47 0.48 0.66 0.70 0.53
(1.60) (0.90) (0.88) (1.59) (1.39) (1.00)
Log of population in 2015 0.23%*  (0.26%** 0.29%** (. 3]***
(2.60) (2.88) (3.31) (3.58)
% Female population age 25-59 in 2000 0.23%** (. 23%** 0.20%** (. 22%*%*
(4.26) 4.21) (3.62) (3.92)
Change in % of Fem. Pop. Age 25-59 from 2000 to 2015 0.15%** (. 15%** 0.12%%% (. 14%**
(3.83) 3.67) 3.54) (3.54)
Net foreign direct investment (2000-2015) 0.02* 0.02%* 0.02%%  0.03%**
(1.94) (2.13) (2.45) (2.69)
Net fuel exports (2000-2015) 0.06%**  0.06%** 0.06%**  0.06%**
(4.44) 4.13) (5.53) (4.81)
Dummy: Middle East oil exporters -2.53%** D 48** 22 778¥** D BO*H*
(-2.67) (-2.59) (-2.83) (-2.72)
Intercept -4.10%*  -15.65%** -15.00%** -4.55%* -]15.08*** -14.76***
(-2.38)  (-6.45) (-6.21)  (-2.13) (-7.19) (-7.01)
Number of observations 114.00  114.00 114.00  122.00  122.00 122.00
R-squared 0.30 0.62 0.63 0.38 0.66 0.69

Notes: Robust t statisticsin parentheses.* p < 0.1, ** p < 0.05, *** p <0.01. Top EFW Group: 2015 EFW >7.50.
Middle EFW Group: 2015 EFW between 7.00 and 7.50. Bottom EFW Group: 2015 EFW < 7.00. Net foreign direct

investment and net fuel exports are the averages over the period.



Table 15 — Panel C: Regression Analysis (2005-2015)

) @ (©)) “ ) (6)
Dependent Variable: Growth of real per capita GDP, 2005-2015

Log of per capita GDP (2011 PPP dollars) in 1995 SLISHRE JLTIREER S J]L68FKF -[LLIRRE L] S5k*F ] 65%**
(-4.66)  (-4.27) (-4.25)  (-6.00)  (-4.90) (-5.006)
Economic Freedom in 1995 L.O1**% [ 15%**  ].04***
(4.38) (4.07) (3.60)
Change in Econ. Freedom 1995-2015 0.61* 0.83%** 0.73%*
(1.96) (2.58) (2.22)
Average Econ. Freedom 1995-2015 0.91***  1.01***  (.95%**
(3.72) (3.31) (3.12)
Dummy: Formerly Centrally Planned (FCP) 1.68%** 1.11 1.67%** 1.14
(3.26) (1.57) (3.50) (1.61)
FCP Top EFW Group 1.61** 1.42%
2.11) (1.90)
FCP Middle EFW Group 1.14 1.15%
(1.63) (1.73)
FCP Bottom EFW Group -0.50 -0.16
(-0.53) (-0.14)
Dummy: Other Developing Economies 0.82%* 0.79 0.74 0.78* 0.91 0.71
(1.84) (1.30) (1.19) (1.74) (1.64) (1.17)
Log of population in 2015 0.33%**  (.36%%* 0.35%**  (.36%**
(3.46) 3.71) 3.67) (3.83)
% Female population age 25-59 in 2005 0.15%**  (Q.16*** 0.14%%% (. 15%**
(2.84) 2.97) (2.63) (2.94)
Change in % of Fem. Pop. Age 25-59 from 2005 to 2015 0.12%* 0.12%* 0.10%* 0.12%*
(2.11) (2.03) (1.82) (1.93)
Net foreign direct investment (2005-2015) 0.02%*  (0.02%** 0.02%**  (.02%**
(2.49) (2.70) 3.01) (3.20)
Net fuel exports (2005-2015) 0.04** 0.04%* 0.04%**  (.04%**
(2.62) (2.62) (2.93) (2.94)
Dummy: Middle East oil exporters -2.64%% 2. 59%* -2.85%*% D 85**
(-2.15) (-2.06) (-2.26) (-2.17)
Intercept S5.73%kK (14 30%F* _13.79%Fk 5 [ 2%k* ]2 EFKF _13.06%**
(-3.23)  (-5.29) (-5.22)  (-2.70)  (-5.56) (-5.73)
Number of observations 114.00  114.00 114.00  122.00 122.00 122.00
R-squared 0.32 0.55 0.56 0.34 0.56 0.57

Notes: Robust t statisticsin parentheses.* p < 0.1, ** p < 0.05, *** p <0.01. Top EFW Group: 2015 EFW >7.50.
Middle EFW Group: 2015 EFW between 7.00 and 7.50. Bottom EFW Group: 2015 EFW < 7.00. Net foreign direct
investment and net fuel exports are the averages over the period.



6. Life Satisfaction, Economic Freedom, and the Former Centrally Planned Economies

It isimportantto analyze the impact of economicfreedom on economicgrowth and per capitaincome.
But, life isabout more than goods and services. Atthe mostbasiclevel, life isabout making choices and
controllingyourlife inamannerthat generates satisfaction. Thus, itis highly important to examine
factors, including economicfreedom, that facilitate the ability of individuals to control theirlifeand
shapeitin a mannerthat generates lifesatisfaction. Inrecentyears, several researchers have addressed
thistopic. See Bj@grnskov, Dreher, and Fischer (2010), Nikolaev (2014), Pitlikand Rode (2016), Rode
(2013), andVerme (2009).

While communism reduced the ability of individuals to choose for themselves and control their life, its
collapse resulted in disruptive changes, anxiety, and uncertainty about the future. This situation reduced
the life satisfaction for many livinginthese countries. The data of the World Values Survey is consistent
with thisview.

The World Values Survey (WVS) contains the following question: “All things considered, how satisfied
are you with yourlife asa whole these days?” Respondents answered on aten-pointscale, ranging from
dissatisfied (1) to satisfied (10). This variable was used as a measure of life satisfaction.

The WVS has conducted six different survey waves since the 1980s. The surveys provide individual data
on life satisfaction and numerous other personal variables for representative samples that generally
include between 1,200and 1,500 individuals from each countryin the survey. Since the 1990s, each
survey wave hastypically included approximately 60 countries. In addition to the individual data from
the WVS, country specificvariables onreal per capita GDP (measuredin 2011 PPP dollars), mean
summary EFW ratings, Polity IV measure of democracy, and ethnicand language fractionalization were
alsoincludedinthe dataset. Dummy variables were also used to identify the survey wave period, Latin
American countries, and the FCP economies. These data were availableforover 220,000 individuals.

Table 16 presentsthe results of regression analysis with life satisfaction as the dependent variableand a
set of personal attributes and country specific measures asindependent variables. The following
variables representingindividual characteristics are included in the model: Life control (10-point scale),
employed (dummy =1), relative income compared to othersinthe country (10-pointscale), male
(dummy=1), age 13-29 (dummy = 1), age 60 and over (dummy=1), married and livingtogether
(dummy = 1), divorced orseparated (dummy =1), self-employed (dummy=1), and years of schooling.
All of these individual specificvariables are significant and have the expected sign. Regression 1also
includes country specificvariables for percapita GDP, EFW, Polity IV measure of democracy, ethnic
fractionalization, and language fractionalization. The ethnicfractionalization variable is positive and the
language fractionalization negative. As expected, per capita GDP, economicfreedom, and democracy all
are positive and highly significant. The dummy indicatorforLatin Americais also positiveand highly
significant. Thisis consistent with the findings of other researchers that peoplelivingin Latin American
countries have an elevated level of life satisfaction, particularly when accountis taken for their relatively
low-incomestatus.



Table 16 — Life Satisfaction. Regression Analysis.
(Equation 1) (Equation 2)

Dependent Variable: Life Satisfaction
(1) Dissatisfied. (10) Satisfied

(Equation 1) (Equation 2)

Coef.  t-ratio Coef.  t-ratio
Life control (10-point scale) 0.2988 152.83 0.3023 155.93
Employed (dummy = 1) 0.0664 6.22 0.0916 8.66
Relative income (10-point scale) 0.1757 83.65 0.1734 83.63
Male (dummy = 1) -0.1596 -17.15 -0.1670 -18.10
Age 13-29 (dummy = 1) 0.2462 21.09 0.2319 20.02
Age 60 and over (dummy = 1) 0.2428 16.60 0.2784 19.25
Married/Living together (dummy = 1) 0.3160 28.51 0.3126 28.43
Divorced/Separated (dummy = 1) -0.2536 -11.65 -0.2266 -10.52
Self employed (dummy = 1) -0.0614 -4.05 -0.1114 -7.44
Years of schooling 0.0130 10.29 0.0191 15.28
Per capita GDP (thousands of 2011 PPP dollars) 0.0149 38.04
Economic Freedom of the World index 0.0268 3.87 0.1723 30.11
Polity measure of democracy (-10 to 10 scale) 0.0303 30.71 0.0282 28.82
Ethnic fractionalization 0.4169 14.35 0.5543 1935
Language fractionalization -0.4434 -16.95 -0.6980 -27.52
Latin America (dummy = 1) 0.7002 40.46 0.5005 30.57
Wave 3 (1995-1998) - Main Effect -0.3764 -13.70 -0.4968 -18.15
Wave 4 (1999-2004) - Main Effect -0.7683 -27.81 -0.9548 -35.10
Wave 5 (2005-2009) - Main Effect -0.4290 -15.75 -0.5788 -21.42
Wave 6 (2010-2014) - Main Effect -0.5395 -19.95 -0.6357 -23.57
Former centrally planned (Main Effect) -1.3580 -50.87 -1.3141 -50.66
Former centrally planned x Wave 4 (1999-2004) 0.3032 4.10 0.0776  1.06
Former centrally planned x Wave 5 (2005-2009) 0.5128 14.87 0.3392 10.10
Former centrally planned x Wave 6 (2010-2014) 1.2022 3590 0.9808 30.46
Intercept 3.2998 71.08 2.7434  62.47
Number of observations 219,740 224,873
R-squared 0.244 0.238

Source: World Values Survey (WVS). Notes: These regressions include WVSWaves 2, 3,4, 5, and 6. The omitted
category is Wave 2 (1990 - 1994). However, there were no former centrally planned (FCP) countries in Wave 2.
Therefore, the interactions between the FCP economies and the different WVS waves areall relativeto Wave 3
(1995-1998) whichiis captured by the FCP main effect.



Turning to the dummy for former centrally planned countries, the main effect of this variable is negative
(1.358 units) and highly significant. This indicates that during the period of WVS survey wave 3 (1995-
1998), holdingall else constant, individuals in FCP countries weresignificantly less satisfied with their life
than individualsin other countries. However, this effect has been partially mitigated with the passage of
time as indicated by the positiveandincreasingly significant interactions between the FCP dummy and
the subsequent WVS waves—waves 4 (1999-2004), 5 (2005-2009), and 6 (2010-2014) —. By 2010-2014
(wave 6) individuals livingin FCP economies are, on average, significantly more satisfied with theirlives
(1.2022 units) than was true during the 1995-1998 wave 3, and they are closingthe gap relative tothe
life satisfaction enjoyed by individuals livingin other countries.

Regression 2 of Table 16 drops out the country specific per capita GDP variable from the model. Note
that this causes the size of the coefficient and significance of the EFW variable toincrease sharply. The
size and significance of the EFW coefficient rose from 0.0268 (t-ratio = 3.87) inregression 1to 0.1723 (t-
ratio =30.11) inregression 2. Thisis because of the strong positive impact of economicfreedom on per
capitaincome. As a result, the coefficient size of EFW inregression 1is depressed because asizeable
portion of itsimpact is reflected by the percapitaincome variable. Once the latteris omitted from the
model, the EFW variable increasesin both size and significance. However, omission of the per capita
income variable does not alter the pattern of any of the othervariablesinthe model, includingthe FCP
variables across time. Since wave 4(1999-2004), the FCP variable becomeslargerandlargerin
magnitude and increasingly significant overtime, partially mitigating the negative effect observed during
wave 3 (1995-1998), just as was the case for regression 1.

The analysis of this section supplements our prioranalysis of economicgrowth. Itillustrates that
economicfreedom exerts a positiveimpact not only onthe growth of real per capita GDP, butalso on
the life satisfaction of people. Further, italso shows that the life satisfaction of individualsin FCP
countriesis more and more like that of those in other countries. During the most recent (2010-2014)
World Values Survey, the earlier life satisfaction gap between individuals living in FCP countries and
similarindividualsin othercountries was virtually eliminated. ?

2 One of the co-authors, (Gwartney) taught ina Master’s program in Economics at Central European University
during 1993-1994.The 50 students inthe programwere all fromformer centrally planned countries.Onthe day of
her graduation, a young woman from Bulgaria ask Gwartney, “Do you believe that Bulgaria will ever be a normal
country?” The lifesatisfaction data of the latest World Values survey indicates thatBulgariaand other FCP

countries areapproachingnormalcy.



7. AreaRatings and Identifying the Strengths and Weaknesses of the FCP Economies

In addition to the summary rating, the Economic Freedom of the World data provides country ratings for
five areas: (1) size of government, (2) legal structure and protection of property rights, (3) access to
sound money, (4) international exchange, and (5) regulation of credit, laborand business. The area
ratings provide insight on both the strengths and weaknesses of economies. They also make it possible
to track the source of changesin economicfreedom of the FCP economies and compare their ratings
with other European countries.

Table 17 providesthe mean arearatingsin each of the five areas for both the FCP economies and the 16
high-income European countries during 1995-2015. Look at the mean ratings forAreas 1, 3, 4, and 5. In
each of these areas, the mean rating of the FCP economies rose substantially during 1995-2015 and
theirratings alsoimproved relative to the 16 high-income European countries. The high-income
countries have low ratingsin Area 1 (size of government). Thus, in this area, the mean rating for the FCP
economies was higherthanthe mean forthe high-income European countries. Moreover, the difference
expanded duringthe two decades. In 1995, the mean Area 1 rating gap (FCP countries minus the
European 16) was 0.46 (4.46 minus 4.00). By 2015, the comparable mean rating gap for Area 1 was 1.32
(6.26 minus 4.94).

In areas 3, 4, and 5 the mean ratings of the FCP countries were persistently lowerthan those of the 16
high-income European economies. However, the mean rating of the FCP countries rose steadily
throughout 1995-2015 and the gap compared to the high-income European group narrowed. In Area 3
(Accessto Sound Money) the rating improvement was huge and the narrowing of the gap dramatic. In
1995, the mean rating of the FCP countries was only 3.27 compared to 9.63, a gap of 6.63 units. By 2015,
however, the mean Area 3 rating of the FCP countries had risento 8.75 and the gap narrowed to only
0.76 units. While the gains were smallerforareas 4 (international exchange) and 5 (regulation), the
patternwas the same: the meanrating of the FCP group rose substantially and the gap compared with
the high-income European countries narrowed.

Now, take a look at the ratingsin Area 2 (legal structure and protection of property rights). In contrast
withthe other4 areas, the mean rating of the FCP countries changed littlein thisarea. The mean Area 2
rating of the FCP economieswas 5.68 in 1995, 5.45 in 2005, and 5.48 in 2015. Further, the gap relative
to the high-income European economies was 2.13 unitsin 1995, but it had expanded to 2.40 unitsin
2015.



Table 17: Mean area ratings forthe 25 formercentrally planned (FCP) economies and the 16 high-
income European countries during 1995-2015.

Area Set of countries 1995 2000 2005 2010 2015
25 FCP 4.46 5.48 6.32 6.17 6.26
Areal 16 high-income European 4.00 5.04 5.38 4.76 4.94
Gap -0.46 -0.43 -0.95 -1.41 -1.32
25 FCP 5.68 5.81 5.45 5.60 5.48
Area2 16 high-income European 7.81 8.08 8.13 7.91 7.88
Gap 2.13 2.27 2.68 2.31 2.40
25 FCP 3.27 6.40 8.10 8.58 8.75
Area3 16 high-income European 9.63 9.52 9.48 9.34 9.51
Gap 6.36 3.12 1.38 0.76 0.76
25 FCP 7.36 7.55 7.25 7.33 7.80
Aread4 16 high-income European 8.83 8.98 8.16 8.01 8.14
Gap 1.47 1.43 0.91 0.68 0.33
25 FCP 4.89 6.41 7.01 7.21 7.39
Area5 16 high-income European 6.70 7.58 7.80 7.63 7.98
Gap 1.81 1.17 0.79 0.42 0.60

Source: 2017 EconomicFreedom of the World Report. The five areas are: (1) size of government, (2)
legal structure and protection of property rights, (3) access to sound money, (4) international exchange,
and (5) regulation of credit, laborand business. See Table 14 forthe list of the 16 high-income European
countries.



Perhapsthe patterns observedinTable 17are undulyinfluenced by the FCP countries that have largely
failedtomove toward liberalization. In orderto see if thisis the case, the mean area ratings were also
derived foronlythe 11 FCP countries thatare now part of the European Union. These countries are:
Czech Republic, Estonia, Hungary, Latvia, Lithuania, Slovak Republic, Slovenia, Poland, Romania,
Bulgaria, and Croatia. These countries constitute four of the seven countriesin the most-free FCP group
and seven of the nine countriesinthe middlegroup. None of these countries werein the least-free
group of the FCP countries. Thus, with only afew exceptions, these countries are the most economically
liberal of the formercentrally planned economies.

Table 18 presentsthe mean arearatings for the 11 FCP countries that now belongto the European
Union and compares them with the 16 high-income European countries. The patternisthe same as was
observedinTable 17. The mean ratings of the FCP economies increased substantiallyin Areas 1, 3, 4,
and 5 andtheyimprovedrelative to the high-income European countries. Asinthe case when all 25 of
the FCP economies wereconsidered, the mean Area 1 rating of the 11 FCP countries that are now part
of the EU was higherthan the mean Area 1 rating of the high-income European countries, and the gap
widened duringthe two decades. Initially, the mean Area3and 4 ratings of the 11 FCP economies were
lowerthan those of the 16 high-income European countries, but this gap was totally eliminated by the
end of the period. In 2015, the Area 3, and 4 meanratings of the 11 FCP economies were virtually
identical with the mean ratings of the high-income European countries. Similarly, the Area5gap was
very small, 0.28 unitsin 2015, down from 1.53 unitsin 1995.

However, the situation for Area 2 was once again dramatically different. The mean Area 2rating for the
11 FCP countries thatare now EU members changed only slightly during the two decades. The mean
Area 2 ratingfor this group rose from 5.97 in 1995 to 6.06 in 2005 and 6.09 in 2015. Moreover, the Area
2 meanrating of these countries was approximately 2 units less than the figure forthe high-income
European countries throughoutthe two decades.

Weaknessinthe legal structure areaisa major problemforalmostall of the FCP economies. Only one of
the 25 FCP economies had a 2015 Area 2 rating above 7. Estonia’s Area 2 ratingin 2015 was 7.51, but
the nexthighest Area 2 ratingamong the FCP group in 2015 was Georgiawith a rating of 6.57. Only
seven of the former centrally planned economies (Georgia, the three Baltic countries, Czech Repubilic,
Hungary, and Slovenia) had Area 2 ratings of more than 6.0 in 2015. Thus, 18 of the 25 FCP economies
had Area2 ratings of two or more units below the 16 high-income European countries.

Moreover, there is evidence the situationis worseningin several countries. Forexample, Poland’s Area
2 ratingin 2015 was 5.89, down from 6.21 in 2010. The Area 2 rating of the Slovak republicwas 5.78 in
2010 and 5.64 in 2015, down from 6.63 in 2005. Hungary’s Area 2 rating fell from 6.66 in 2005 to 6.04 in
2015.



Table 18: Mean area ratings forthe 11 former centrally planned (FCP) economies that became members
of the European Union, and the 16 high-income European countries during 1995-2015.

Area Set of countries 1995 2000 2005 2010 2015
11 FCP (EU Members) 4.09 5.30 5.85 5.60 5.87
Areal 16 high-income European 4.00 5.04 5.38 4.76 494
Gap -0.09 -0.25 -0.47 -0.85 -0.93
11 FCP (EU Members) 5.97 6.04 6.06 6.06 6.09
Area2 16 high-income European 7.81 8.08 8.13 7.91 7.88
Gap 1.83 2.04 2.07 1.85 1.79
11 FCP (EU Members) 3.75 6.94 8.91 9.32 9.51
Area3 16 high-income European 9.63 9.52 9.48 9.34 9.51
Gap 5.88 2.59 0.57 0.01 0.00
11 FCP (EU Members) 7.64 7.92 7.86 7.86 8.19
Aread 16 high-income European 8.83 8.98 8.16 8.01 8.14
Gap 1.18 1.07 0.30 0.14 -0.06
11 FCP (EU Members) 5.18 6.68 7.24 7.40 7.70
Area5 16 high-income European 6.70 7.58 7.80 7.63 7.98
Gap 1.53 0.90 0.55 0.23 0.28

Source: 2017 EconomicFreedom of the World Report. The five areas are: (1) size of government, (2)
legal structure and protection of property rights, (3) access to sound money, (4) international exchange,
and (5) regulation of credit, laborand business. The 11 FCP economies members of the EU are: Estonia,
Lithuania, Latvia, Romania, Czech Republic, Bulgaria, Poland, Slovak Republic, Hungary, Croatia, and
Slovenia. See Table 14 for the list of the 16 high-income European countries.



As we have shown, the FCP economies have grown rapidly and closed the income gap relative to the
high-income countries of both Europe and the world. However, unless the deteriorationin the legal
structure of these countriesisreversed andimproved, itis unlikely these countries will continue to grow
rapidly and close the income gap relative to high-income countries.

The legal system of a country is vitally important for sustained growth and achievement of a high per
capitaincome. Ifinvestors—domesticas well as foreign —cannot count on protection of property rights
and unbiased enforcement of contracts, they will be reluctant to undertake capital projects. Inturn,
weakinvestmentwillslow not only capital formation, butalso entrepreneurial activities, dissemination
of technology, and dynamicgrowth. There is already some evidence thisis happeningin the FCP
countries. Netforeign directinvestment fell sharply during 2011-2015 (see Table 6). As Table 3 shows,
the growth of percapita real GDP during the past five years has slowed. Perhaps thesechanges are
caused by otherfactors, but they are precisely the outcomes one would expect from a poorly operating
legal system.

8. Implicationsand Lessons for the Future

In many ways, the transition of the former centrally planned (FCP) economies from socialism to markets
has gone well. In 2015, seven of the 25 FCP economies ranked inthe top quartile of the 2015 EFW index
and another nine were classified inthe second quartile. Trade liberalization, more stable monetary
regimes, lower marginal tax rates, and deregulation have all contributed to the movement of FCP
countries toward economicfreedom. Further, the economicrecord of these countriesisimpressive.
They have grownrapidly, achieved large increases in international trade, attracted substantial foreign
investment, and made progress against poverty. They have closed the income gap relativeto the high-
income countries of Europe and the world. Moreover, with only afew exceptions, the FCP countries are
now functioning democracies and government corruption has declined.

However, the FCP countries also have a major shortcoming: theirlegal systems are weak and little
progress has been made inthis area. Given their historicbackground, thisis not surprising. Under
socialism, legal systems are designed to serve the interests of the government. Judges, lawyers, and
otherjudicial officials are trained and rewarded for serving governmentalinterests. Protection of the
rights of individuals and private businesses and organizations is unimportant undersocialism.

Itisa majorchallenge to converta socialistlegal systeminto one that enforces contractsinan unbiased
manner, protects property rights, permits markets to direct economicactivity, and operates underrule
of law principles. Obviously, thisis a political as well as economicissue. Economists have provided
policy-makers with step by step directions about how to achieve monetary and price stability, liberalized
trade regimes, and adopt tax structures more consistent with growth and prosperity. Duringrecent
decades, progress has been made in each of these areas. But, a recipe fordevelopingasound legal
systemislargely absent. We know what a sound legal system looks like, but we have failed to explain
how it can be achieved. Going forward, economists and otherresearchers need to provide better
directioninthis area. Of course, development of a sound strategy to achieve a high-quality legal system



doesnot mean thatit will be adopted. However, without a strategy, itis a virtual certainty that the
political process will choose alegal system characterized by arbitrary powers, corruption, and absence
of the rule of law. In our judgment, development of aviable strategy to achieve asound legal systemis
the most important challenge confronting those interested in the future prosperity of notonly the FCP
economies, butothers throughout the world.
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Addendum: A More Detailed Look at Ten Success Stories

Thirteen of the 25 former centrally planned (FCP) economies achieved an annual growth rate of per
capita GDP of 3.4 percentor higherduringthe two decades following 1995. The growth rates of three of
these countries—Kazakhstan, Bosniaand Herzegovina, and Azerbaijan—were elevated by extra-ordinary
conditions:risingoil pricesinthe cases of Kazakhstan and Azerbaijan and an abnormally low initial
income level inthe aftermath of the civil warin the case of Bosniaand Herzegovina. Furthermore, the
political institutions of these three countries are weak. Therefore, they are notincludedin this section.
Thisleaves us with 10 countries that have navigated the transition from central planning to market
direction most successfully. We will take a closerlook at each of them, including specificchanges that
have enhancedtheir past performance and troublesome factors thatare likely to slow theirfuture
growth and development.

Georgia(ranked 8" worldwide in 2015 EFW)

Georgiabegana major program of economicliberalizationin 2004 underthe administration of president
Mikheil Saakashvili. The reformsincluded adoption of aflat rate tax, deregulation of business, and
relaxation of trade barriers. Since 2009, Georgia has taxed personal income at aflat rate of 20 percent.
These economicreforms exerted asubstantial impact on economicfreedom. Georgia’s EFW rating rose
to 7.07 in 2004 to 7.50 in 2010 and 8.01 in 2015. Georgiais currently the highestranked FCP economyin
the EFW index. In 2015, Georgiaranked 8" worldwide amongthe 159 countries included in the index.

While the per capitaincome of this nation of approximately 4 million peopleislow, its growth rate has
beenimpressive. Since 2000, ithas been one of the world’s fastest growing economies. Georgia’s per
capita GDP (measuredin 2011 PPP dollars) rose from $2295 in 1995 to $9025 in 2015, approximately a
fourfoldincrease overthe two decades. This translates to an annual growth rate of 7.1 percent. During
the most recentdecade, the Georgian economy continued to grow at an impressive rate, more than 6
percentannually.

Givenitslow percapitaincome, itis not surprisingthat Georgia’s poverty rate is relatively high.
Georgia’s moderate poverty rate along with that of Tajikistan was the highestamongthe FCP
economies. But progress hasbeen made in this area. Following the move toward economic
liberalization, Georgia’s moderate poverty rate fell from 43 percentin 2000 to 29 percentin 2015 (see
Table 7).

Both expansionininternational trade and a high rate of net foreign directinvestment played a major
role in Georgia’s economicsuccess. The average size of Georgia’s trade sector (imports plus exports as a
share of GDP) rose from 55 percent during 1996-2000 to 100 percentduring 2011-2015. This nearly 90
percentincrease inthe relative size of the trade sectoris one of the largestamongthe FCP group.
Similarly, netforeign directinvestmentinto the Georgian economy has beenimpressive. Measured as a
share of GDP, netforeign directinvestmentwas 11.9 percent during 2006-2010 and 8.1 percentin 2011-
2015, upfrom 5.4 percent during 1996-2000. As previously mentioned, foreign directinvestmentis



almost entirely private. Thus, the increase in FDIl indicates that investors have confidence in the future of
the Georgian economy. Because FDl is a source of not only financing for physical capital, butalso
innovation and entrepreneurialtalent, itis ahighlyimportantdriver of economicgrowth.

Georgiahas narrowed the income gap comparedto the 21 long-standing high-income countries of the
world. In 1995 Georgia’s percapita income was only 6.7 percent of the percapita GDP of the high-
income group. By 2015, the parallel figure had risento 20.3 percent. See Table 13.

How does Georgiafare with regard to political institutions? Freedom House assigned itarating of 3 for
both civil liberties and political rightsin 2015, where 1is the highestratingand 7 the lowest. Both of
these ratings were modestly higher than the ratings of earlieryears. Georgia’s Polity IV score for
democracy was 7 in 2015, up from 5in 2000. (Remember, thisscale ranges from-10indicating least
democraticto +10 indicating most democratic.) Its Polity IV score for constraints on the executive in
2015 was 6 (on a 7-pointscale) upfroma 5 during earlieryears. Finally, Transparency International
assigned Georgiaa 2015 score of 52 (100-pointscale) on its Corruption Perception Index, upfrom 23 in
2005. Amongthe FCP economies, only the three Balticstates, Czech Republic, Poland, and Slovenia
registered a higher 2015 rating than Georgiaon this measure. Summarizing, Georgia’s ratingin the areas
of civil liberties, political rights and democracy, and absence of corruption all have room foradditional
improvement, butthey have been movinginthe rightdirection.

Georgia’s EFW ratingsinareas 1 (size of government), 3 (access to sound money), 4 (international
trade), and 5 (regulation)are high and they have beenimproving. Thisis areflection of the liberalization
policies followed since 2004. However, like other FCP economies, legal structure is a weakness of the
Georgian economy. Georgia’s 6.57 2015 rating was the second highest amongthe FCP countries, trailing
onlythe 7.51 rating of Estonia. But, Georgia’s Area 2 ratingis still 1.3 units below the average of the 16
high-income European countries. Without continued improvementin the legal structure area, Georgia’s
“economicmiracle” islikely tostallinthe nearfuture.

Baltic States: Estonia, Lithuania, and Latvia (ranked 10", 13*, and 17*" worldwide respectivelyin 2015
EFW)

All three of these countries had 2015 EFW summary ratings greaterthan 7.5 and they all rankedin the
Top 20 among the world’s freest economies. Moreover, all three have achieved remarkableincreasesin
economicfreedom since the mid-1990s. Estonia’s EFW summary rating rose from 6.12 in 1995 to 7.48 in
2000, and on to 7.95 in 2015. The movements toward economicfreedom of Lithuania and Latvia have
been equallyimpressive. Lithuania’s summary EFW rating rose from 5.51 in 1995 to 6.90 in 2000, and to
7.92 in 2015. Latvia’s EFW ratingfollowed asimilar path climbing from 5.59in 1995 to 7.13 in 2000, and
to 7.75 in 2015. Worldwide, in 2015 Estoniaranked 10th, Lithuania 13th, and Latvia 17th amongthe 159
countriesincludedinthe EFW report. In contrast, Estoniaranked 57th, Lithuania 80th, and Latvia 75th
amongthe 123 countries for which data were availablein 1995. The increasesinthe EFW ratings and
rankings of these three small countries since 1995 reflect a truly remarkable record of economic
liberalization.



The Baltic states were amongthe first FCP economies to move to a flat rate personal income tax system.
The initial rates adopted during the mid-1990s were relatively high: 24 percentin Estonia, 33 percentin
Lithuania, and 25 percentin Latvia. These rates have gradually been reduced. In 2015, the flatrates
were 20 percentin Estonia, 15 percentin Lithuania, and 23 percentin Latvia. Flat rate tax policies, along
with a liberal trade regime and deregulation of business since 2005 were major contributors to the rising
EFW ratings of the Balticstates.

The movementtoward economicfreedom has been accompanied by solid economicgrowth. During
1995-2015, the per capita GDP of Estoniagrew at an annual rate of 4.49 percent, Lithuania 5.44 percent
and Latvia5.26 percent. Growth ratesinthisrange resultinthe doubling of percapitaincome
approximately every 15years. As the result of theirrapid growth, the Baltic states have narrowed the
income gap relative to the world’s 21 high-income economies. In 1995, Estonia’s per capitaincome was
only 33 percentof the 21 high-income countries, but by 2015 the relative income of Estoniahad risen to
61.6 percent of the figure forthe high-incomegroup. Lithuaniaand Latviaalso narrowed the income gap
relative to the 21 high-income countries. In 1995 the per capitaincomes of Lithuaniaand Latviawere
only 27 percentand 24 percent of the meanincome of the 21 countries with the highestincomes.
However, by 2015 the percapita income of Lithuaniaand Latvia had risen to 61 percentand 52 percent
respectively of the comparable figure forthe 21 high-income economies. See Table 13.

Large and expanding trade sectors accompanied the rapid growth of the Balticstates. Estonia’s trade
sectorwas already quite large (144 percent of GDP) duringthe late 1990s, but by 2011-2015 ithad risen
to 164 percent of GDP. Measured as a share of GDP, the size of the trade sector of Lithuaniarose from
88 percentduring 1996-2000 to 159 percentduring 2011-2015. Similarly, the trade sector of Latviarose
from 86 percent of GDP during 1996-2000 to 122 percent of GDP during 2011-2015. See Table 5.

The net foreign directinvestment (FDI) of Estonia was high throughout most of 1995-2011, but
considerablylowerin Lithuaniaand Latvia. Measured as a share of GDP, Estonia’s net FDI was 6.3
percentduringthe late 1990s, and more than 11 percent during 2001-2010 before recedingto4.1
percentduring 2011-2015. On the otherhand, the net FDI in Lithuaniaand Latvia wasin the 2 percentto
5 percent of GDP range throughout most of the two-decade period. See Table 6.

The poverty rate in the Balticstates was relatively low and it declined throughout most of the period,
reflecting their high percapitaincome and rapid growth. The moderate poverty rate of Estoniawas only
5 percentin 1995 and itdeclined steadilytolessthan 1 percentin 2015. The moderate poverty rate was
much higher (25 percent) in Lithuaniain 1995, butit declined substantially, recedingtolessthan 1
percentin 2015. The moderate poverty rate of Latviarose to 15 percentin 2000, but by 2015 it was also
inthe 1 percentrange. See Table 7.

The strong economic performance of the Balticstates has occurred within aframework of civil liberties,
political democracy, and minimal corruption. The civilliberties and political rights of the Balticstates
were rated as “free” (rating of either 1 or 2 on a 7-point scale) by Freedom House throughout 1995-
2015. In 2015, both Estoniaand Lithuaniareceived aratingof 1, the highest Freedom House rating for



both civil liberties and political rights. Latvia’s 2015 rating was slightly lowerin both areas, with a rating
of 2. See Tables8and 9.

The Baltic states also received high Polity IV ratings for both democracy and constraints on the
executive. Lithuaniaachieved the highest possible Polity IV ratings—a 10 fordemocracy and 1 for
constraints on the executive —throughoutthe entire 1995-2015 period. The 2015 Polity IV ratings for
democracy of Estoniaand Latvia were slightly lower, a9 for Estoniaand an 8 for Latvia. Estoniaand
Latvia, like Lithuania, also received the highest Polity IV rating for constraints on the executive
throughoutthe two decades. See Tables 10 and 11.

Turningto the Corruption Perception Index (CPI) of Transparency International, all three of the Baltic
states have achieved steady improvementsin theirratings. Estonia’s CPl rating (on a 100-point scale in
which highernumbers are indicative of less corruption) rose from 57 in 2000 to 70 in 2015. The CPI
ratings of Lithuaniaand Latviawere a little lowerthan Estonia, but they followed a similar path. The CPI
of Lithuaniarose from41 in 2000 to 61 in 2015, while the rating for Latvia rose from 34 in 2000 to 55 in
2015. See Table 12.

Duringthe past two decades, the Balticstates made modestreductionsinthe relativesize of
government, moved toward monetary stability and eventually joined the European Monetary Union,
and reduced both trade and regulatory barriers. Their EFW ratingsin Areas 1, 3, 4, and 5 reflect these
moves toward economicliberalization. Compared to other FCP countries, the Area 2 (legal structure)
ratings of the Balticstates are high and improving. Estonia’s 7.51 Area 2 rating in 2015 is the highest
amongthe FCP countriesand only slightly lower than the average Area 2 rating (7.88) of the 16 high-
income European economies. The 2015 Area 2 ratings of Lithuaniaand Latvia were a full pointlower
than Estonia’s. Thisisan area where they need toimprove.

In summary, the Balticstates are among the most economically free countries in the world. Their 2015
EFW ratings place themin the Top 20 worldwide. Similarly, their growth rates were among the top 15
worldwide during 1995-2015. The percapita GDP of each more than doubled during this period. Their
political institutions are also democraticwith constraints on the powers of the executiveand alow level
of corruption. Theirlocationis also advantageous —it facilitates theireconomicintegration with
Scandinavian and other northern European countries. Clearly, thesethree economies made the
transition from central planningto afree marketeconomyin a highly successful manner. If they
continue on a path of economicliberalization, their economicfuture should be bright.

Romania (ranked 20* worldwide in 2015 EFW)

In 2015, the EFW rating of Romaniawas 7.75, ranking it 20th among the 159 countries forwhichthe
EFW data were available. Two decades ago, economic liberalization of this level would have seemed like
an impossible dream. Romania’s 1995 EFW rating was 3.83, placingit 118th amongthe 123 countries
includedinthe EFWindex thatyear. The situation improved only modestly during the next five years. In
2000, Romania’s EFW rating was 5.37, pushingits ranking up to 107th among the 123 countries rated.



However, beginninginthe early years of this century, Romania moved rapidly toward economic
liberalization. Its EFW rating rose to 7.24 in 2005 and on to 7.72 in 2015. This is a remarkable shift
toward economicfreedom duringthe first 15years of this century.

Adoption of a flat rate personal income tax, movements toward sound money, and reductions in tariff
rates and othertrade restrictions were key elements of Romania’s economicliberalization. Romania’s
top marginal tax rate was 60 percentin 1995 and 40 percentin 2000. In 2005, however, aflat personal
income tax rate of 16 percent was adopted, and that rate remainsin effect. After experiencinginflation
rates of 35 percentin 1995 and 46 percentin 2000, Romania movedto a regime of inflation targeting.
Under this system, the inflation rate has declined steadily to rates of less than 10 percentsince 2005 and
lessthan 5 percentsince 2012. The mean tariff rate fell from 18.8 percentin 1995 to approximately 5
percentduringthe last decade. Romaniajoined the European Unionin 2007, and this contributed to
additional trade liberalization. As aresult, Romania’sratingin Area4 (Freedom to Trade Internationally)
inthe EFW index rose from 5.54 in 1995 to 7.79 in 2005 and to 8.48 in 2015.

Reflectingits failure to reform, Romania’s per capita GDP stagnated during 1995-2000. Measuredin
2011 PPP dollars, Romania’s percapita GDP in 2000 was $10,523, slightly lowerthan the 1995 figure of
$10,546. However, aseconomicreforms were adopted, real economicgrowth accelerated. Per capita
GDP rose to $14,656 in 2005 and $20,538 in 2015. Thus, per capita GDP approximately doubled during
2000-2015, as the Romanian economy grew at an impressive annual rate of 4.56 percent during this 15-
year period. See Tables 2and 3.

The economicreformsledto broad improvementin performance. As trade barriers declined, the size of
the trade sectorincreased. Measured as a percent of GDP, Romania’sinternationaltrade expanded from
61 percentinthe late 1990s to 81 percentduring2011-2015. Romania’s netforeigndirectinvestment
alsoincreased. During the first decade of this century, its net FDI comprised approximately 5 percent of
GDP. See Tables5and 6.

The moderate poverty rate (income of less than $3.10 perday measuredin 2011 dollars) rose during the
stagnation of the late 1990s and the initial phase of the reforms, soaringto 19.8 percentin 2005. But, it
subsequently declined sharply, receding to 4 percentin 2015. See Table 7.

Turningto political institutions, Romania has shown improvementinthisarea. Onthe Freedom House
scale of 1 to 7 (where 1is the highestrating), Romania’s 1995 ratings were 3 for civil liberties and 4 for
political rights. However, Romania’s ratingin both of these areasrose to 2 (placingitin the “free”
category) in 2000 and it has remained there eversince. Romania’s Polity IV score fordemocracy was9in
2015, upfrom 8 in 2000 and 5 in 1995. (the Polity scale ranges from-10indicating leastdemocraticto
+10 indicating most democratic.) Romania’s Polity IV score for constraints on the executive in 2015 was
7 (the highest possiblerating) up froma 5in 1995. Finally, Transparency International assigned Romania
a score of 46 (on a 100-point scale) onits Corruption Perception Index in 2015, up from 29 in 2000 and
30 in 2005. See Tables 8-12. Thus, Romania’s ratings in the areas of civil liberties, political rights, and
democracy are amongthe highest of the FCP countries. Whilethere has beenimprovementinthe
control of corruption, thisisa majorshortcoming where additional improvementis needed.



The weakness of its legal system is the mostimportant current deficiency confronting the Romanian
economy. Romania’s 2015 EFW Area 2 rating was 5.95, up only modestly from 5.46 in 2000. This Area 2
ratingis approximately 3pointslowerthan the average of the 16 high-income European economies.
Romania’s ratings are particularly low for the following legal system Area 2 components: A (judicial
independence), B (impartial courts), C (protection of property rights), E (integrity of the legal system), F
(legal enforcement of contracts) and H (reliability of the police). The 2015 rating for each of these
components was lessthan 6.0 (on the EFW’s 10-point scale). Moreover, compared to the high-income
European countries, the gap for most of these components was huge. Without substantial improvement
inthese legal protection areas, itis unlikely that Romania will continue to grow rapidly and narrow the
gap compared to the high-income countries of the world.

Armenia(ranked 29*" worldwide in 2015 EFW)

There were not EFW data available for Armenia priorto 2004. In 2005, the EFW rating for Armeniawas
7.31, placingit44™ among the 141 countriesincludedinthe index thatyear. By 2015, Armenia’s EFW
rating had risento 7.6, rankingit 29" amongthe 159 countriesincludedinthe indexin 2015. Armenia’s
2015 EFW is the sixth highestamongthe 25 FCP economies.

Improved monetary policy has helped push Armenia’s EFW rating upward. Following hyper-inflationin
the early 1990s, Armenia’s inflation rates have been relatively low since 2000. The average inflation rate
inthe period 2000-2015 was 4.14 percent, with a maximum of 9.01 percentin 2008.

Following the Nagorno-Karabakh War, Armenia’s per capita GDP was $2,173 in 1995. By 2005, it was
$5,357 (more than doubled). By 2015, it was $8,180. The implied growth rate of annual per capita GDP
duringthe 20-year period 1995-2015 was 6.85 percent. See Tables2 and 3.

The size of the trade sector of Armenia, measured asimports plus exports as a percent of GDP, was
relatively stable during the period 1995-2015 ranging around 75 percent. Armenia’s net foreign direct
investmentaveraged 5.6 percentin 1996-2000, before increasingto 7.4 percentin 2006-2010, but
recedingto 3.9 percentin 2011-2015. See Tables5 and 6.

Consistentwith Armenia’s impressive growth of per capita GDP, the percent of people living below the
moderate poverty line (income of less than $3.10 perday measuredin 2011 dollars) has declined since
2000. Moderate poverty rateswere 41.4in 1995, 47.6 in 2000, 24.7 in 2005, 21.7 in 2010, and 15.2 in
2015. See Table 7.

The political institutions of Armeniagenerally received the lowest ratings among the group of seven
most economically free FCP economies. Onthe Freedom House scale of 1to 7 (where 1is the highest
rating), Armenia’s 1995 rating for both civil liberties and political rights was 4. In 2015, Armenia’s civil
liberties rating was still 4, and the comparable figure for political rights was 5. The Polity IV rating for
Armeniarose from3in 1995 to 5 in 2015 on a scale ranging from-10 (least democratic) to +10 (most
democratic.) Armenia’s Polity IV score for constraints on the executivein 2015 was 5 up froma 3in 1995



on ascalerangingfrom 1 (least constraints) to 7 (most constraints). Finally, Transparency International
assigned Armeniaascore of 35 (on a 100-pointscale) on its Corruption Perception Index in 2015, up
from 25 in 2000. See Tables 8-12.

With growth rates of 6.85 percentovera 20-year period, Armeniaisaclear success storyamongthe FCP
economies. Nevertheless, thereis roomforimprovementin Armenia’s political and economic
institutions. Even though Armeniashowsimprovementin all EFW areas since 2004, the 2015 ratingin
Area2 (Legal System and Property Rights) was 5.78, still arelatively low rating.

The deficiencies of Armenia’s legal system are widespread. Its 2015 ratings forthe following Area 2
components were lessthan 6.0(on the EFW’s 10-point scale): A (judicial independence), B (impartial
courts), C (protection of property rights), D (Military interference in rule of law and politics), E (integrity
of the legal system), F (legalenforcement of contracts), and H (reliability of the police). If Armeniais
goingto sustainitsimpressive rate of growth, it needs to make substantial improvementsinits legal
system and continue moving forward with economicliberalization.

Albania (ranked 32" worldwide in 2015 EFW)

In 1995, the EFW rating of Albaniawas 5.1, placingit 96" among the 123 countriesincludedinthe index
that year. Albaniawas, therefore, in the least-free EFW quartile in 1995. By 2000, the rating of Albania
had increased to 6.20, pushingits rank up to 73 among the same 123 countries, anincrease of 23
positionsin the worldwide EFW ranking. By 2015, the summary EFW rating of Albaniahadincreasedto
7.54, placingit 32" among the 159 countriesincludedinthe most recentyear. This 2015 rating placed
Albaniainthe most-free EFW quartile worldwideand among the 7 most economically free FCP
economies.

The substantial increase in the EFW summary rating of Albaniastemslargely fromimprovementsin
monetary policy, reductionsintrade barriers, and lowertop marginal tax rates. Following triple-digit
inflation ratesin the early-1990s, the monetary policy of Albania shifted dramatically toward restriction
duringthe late 1990s. Since 2002, inflation ratesin Albania have been lowerthan 5 percent. The EFW
Area 3 rating (Access to Sound Money) of Albaniarose t09.59 in 2015 from 3.26 in 1995. In Area 4
(Freedomto Trade Internationally), the rating of Albaniawas 8.11in 2015 up from 5.90 in 1995.
Reductionsin mean tariff rates from 7.29 percentin 2000 to 3.80 percentin 2015 have contributed to
thisresult. INEFW Area 1 (Size of Government), the rating of Albaniawas 6.54 in 1995 and 7.96 in 2015.
The flat personal income tax rates of 25 percentin 2005, 20 percentin 2006, 10 percentfrom 2007 to
2013, and 23 percentsince 2014, have contributed tothe higherratinginthis area.

Reflectingthe improvements in economicinstitutions, Albaniagrew atan annual rate of 5.03 percent
overthe 20-year period 1995-2015. This impressive growth rate allowed Albanians to almost tripletheir
percapitaincome, from $4,129 in 1995 to $11,025 in 2015. The growth rates have slowedin the more
recent periods: 4.78 percentin 2000-2015 and 3.78 in 2005-2015. See Tables 2 and 3. While the most



recent growth rates are stillimpressive, the slowing down is consistent with a more modest economic
liberalization since 2005 as compared to the reforms that took place inthe priordecade.

As expected, lower tariff rates and, in general, more freedom to trade internationally, resulted in large
increasesinthe trade sector of Albania. Measured asimports plus exports as a percent of GDP, the size
of the trade sectorin Albaniaalmost doubled from 47 percentin 1996-2000 to 82 percentin 2011-2015.
Similarly, economicliberalization fostered foreign directinvestment (FDI) into the Albanian economy. As
a percentof GDP, net FDl almost quadrupledinthe 20-year period 1995-2015. Measured as a percent of
GDP, netFDI in Albaniaaveraged 2.3 percentin the period 1996-2000, 3.8 percentin 2001-2005, 7.9
percentin 2006-2010, and 8.6 percentin 2011-2015. See Tables5and®6.

The moderate poverty rate (income of less than $3.10 per day measuredin 2011 dollars) in Albania has
beensteadily declining since 1995. It fell slightly from 12.9 percentin 1995 to 12.1 percentin 2000. But,
the reductioninthe moderate poverty rate has accelerated since 2000, recedingto 9.8 percentin 2005

and 6.4 percentin 2015. See Table 7.

Albania has shown smallimprovementsinthe area of political institutions, but there remains much
progressto be made inthisarea. On the Freedom House scale of 1to 7 (where 1is the highestrating),
Albania’s 1995 ratings were 4 forcivil liberties and 3 for political rights. By 2015, the civil liberties rating
for Albaniarose to 3, but its political rights rating remained at 3. In both of these areas, Albania has been
inthe “partly free” category since 1995. However, Albania’s Polity IV score for democracy rose from5 in
1995 to 9 in 2015. (Remember, this scale ranges from-10indicatingleast democraticto +10 indicating
mostdemocratic.) Its Polity IV score for constraints on the executive in 2015 was 7 (the highest possible
rating) up froma 5 in 1995. Finally, Transparency International assigned Albania a score of 36 (on a 100-
pointscale) onits Corruption Perception Indexin 2015, up from 24 in 2005. See Tables 8-12.

Albania’sratingsin EFW Area 2 (Legal System and Property Rights) and Area 5 (Regulation) are
particularly low. The legal system deficiencies are both widespread and severe. Its 2015 ratings for the
following Area 2components were lessthan 5.0 (on the EFW’s 10-point scale): A (judicial
independence), B (impartial courts), C(protection of property rights), E (integrity of the legal system),
and F (legal enforcement of contracts). Forexample, Albania’s 2015 rating for independence of the
judiciary was 2.75 and its rating for impartial courts was 2.97. Only two of the FCP economies (Moldova
and Ukraine) had a lower 2015 componentratingforjudicial independence. Similarly, only six FCP
countries (Slovak Republic, Croatia, Serbia, Bosnia, Moldova, and Ukraine) had alower 2015 component
rating for impartial courts.

In spite of weak political and legal institutions, Albania’s growth rate has been impressive. Economic
liberalization has been the majorunderlying factor of this growth. However, withoutimprovementsin
the political, legal, and regulatory institutions, this rapid growth is unlikely to be sustained.

Bulgaria (ranked 48" worldwide in 2015 EFW)



The 1995 EFW rating of Bulgariawas 4.82, placingit 101°* amongthe 123 countriesincludedinthe index.
In 2000, Bulgaria’s EFW rating was 5.52, placingit 104" amongthe same set of 123 countries. By 2005,
Bulgaria’s EFW rating rose to 6.95 placingit 64" amongthe 141 countriesincludedinthe index that
year. In 2015, the EFW rating of Bulgariawas 7.39, placingit48" amongthe 159 countriesincluded.
Amongthe FCP economies, Bulgaria has had the second largestincrease in EFW since 1995, second only
to Romania.

A substantial share of the increase in Bulgaria’s EFW rating stems fromitsimprovementin Area 3 (Sound
Money). During 1996-1997, Bulgariaexperienced hyperinflation (an inflation rate of 50 percent or more
permonth). Moreover, ithad defaulted onitsinternational debt and the real economy wasin shambles.
It was againstthis background that Bulgariaadopted a currency board inJuly of 1997. Under a currency
board system, amonetary authority issues adomesticcurrency thatis convertibleinto an anchor
currency at a fixed rate. Credibility is achieved because the monetary authority is required to hold
foreignreservesinthe anchorcurrency that are sufficientto fully coverthe domesticcurrencyissued.
Since the 1999 launch of the euro, the Bulgarianlevhasbeentiedtothe euroata 1.95:1 ratio.

The currency board soon broughtthe hyperinflation under control. From 2001 to 2007, the inflationrate
averaged 6 percentand was neverabove 10 percent. Afterabrief spike upward in 2008, the inflation
rate in Bulgariaaveraged 1.68 percent during 2009-2015. Bulgaria’s EFW rating in access to sound
money (Area 3 of EFW) reflects these changes. Its Area 3 rating rose from 1.99 in 1995 to 8.89 in 2005
and 9.36 in 2015.

Bulgaria has also adopted importantreforms in otherareas. The top marginal income tax ratesin
Bulgariawere 50 percentin 1995, 38 percentin 2000, 29 percentin 2001, and 24 percentin 2005. In
2008, Bulgariaadopted aflat marginal income tax rate of 10 percent, culminating a path of steady
reductionsin personal income tax rates. This 10 percent flat tax remainsin affect.

Trade liberalization also contributed to Bulgaria’sincreased EFW rating. Itsrating in Area 4
(international exchange)rose from 7.22 in 2005 to 8.13 in 2015. Bulgariajoined the European Unionin
2007, andthe EU’s lower tariffs contributed to its higher Area 4 rating during this period.

Bulgaria has achieved remarkable growth since 2000. During 2000-2015, the per capita GDP of Bulgaria
expanded atanannual rate of 4.36 percent. As a result, Bulgaria’s per capita GDP nearly doubled during
a 15-year period, increasing from $8,958 in 2000 to $17,000 in 2015. See Tables 2 and 3.

Bulgariais now more fullyintegratedinto the world economy. The size of the trade sector (imports plus
exports asa percent of GDP) was similarin 1996-2000 (88 percent)and 2001-2005 (85 percent).
However, the figure rose to 111 percent during 2006-2010 andto 126 percentduring 2011-2015. See
Table 5. Netforeign directinvestmentin Bulgaria, as a percent of GDP, rose steadily from 4.6 percentin
1996-2000 to 16.8 in 2006-2010, before dippingto 3.9 percentin 2011-2015. Thisrecentdropin netFDI
isa troublesomesign forthiseconomy. See Table 6.

The percent of people livingbelow the moderate poverty linein Bulgaria (income of less than $3.10 per
day measuredin 2011 dollars) has beenrelatively small and stable during the 20-year period 1995-2015.



The moderate poverty rate was 1.1 percentin 1995, itrose to 5.0 percentin 2000, and it has fluctuated
below the 5 percentlevel since 2000. See Table 7.

The ratings of Bulgaria’s political institutions have been relatively stable. On the Freedom House scale of
1to 7 (where 1listhe highestrating), Bulgaria’s ratings were 2 forcivil liberties and 2 for political rights
inboth 1995 and 2015. Its Polity IV score fordemocracy increased from 8 in 1995 to 9in 2015 on a scale
ranging from-10 (least democratic) to +10 (most democratic.) Bulgaria’s Polity IV score for constraints
on the executive has been consistently 7 (the highest possible rating) throughout 1995-2015. Finally,
Transparency International assigned Bulgaria ascore of 41 (on a 100-point scale) onits Corruption
PerceptionIndexin 2015, up from 40 in 2000 and 35 in 2005.

Like other FCP economies, the 2015 EFW rating of Bulgariainthe legal structure and protection of
property rights (Area2) islow. Further, itsratingin this area has declined from 6.57in 1995 to 4.98 in
2005 and to 4.88 in 2015. The problemsinthisareaare widespread. Bulgaria’s 2015 ratings were 5.0 or
less (onthe EFW’s 10-pointscale) for seven of the nine EFW componentsinthis area: A (judicial
independence), B (impartial courts), C(protection of property rights), E (integrity of the legal system), F
(legal enforcement of contracts), H (reliability of police) and | (business costs of crime). These
weaknesses underminethe confidence of investors. The recent decline in foreign directinvestment (see
Table 6) may already reflect this factor. Withoutimprovementinitslegal system, itis unlikely that
Bulgariawill be able to sustainits recent growth performance.

Poland (ranked 51°* worldwide in 2015 EFW)

In 1995, Poland’s EFW summary ratingwas 5.28, which placed it 90" amongthe 123 countriesinthe
index. Since 1995, Poland’s EFW rating has steadily improved. It rose to 6.58 in 2000, 6.89 in 2005, 7.12
in 2010, and 7.34 in 2015. Thus, Poland’s EFW summary ratingincreased by 2 full points during the two
decades. In 2015, Poland ranked 51 worldwideamongthe 159 countriesinthe EFW index.

Poland’s steady increase in economicfreedom has been accompanied by strong economicgrowth.
During 1995-2015, per capita GDP grew at an annual rate of 4.11 percent. Asa result, Poland’s per
capita GDP more than doubled, increasing from $11,300 in 1995 to $25,299 in 2015. The 2015 figure
was the sixth highestamongthe FCP countries.

Poland’s economicgrowth has been enhanced by increased openness and growth of international trade.
The trade sector (imports plus exports as a share of GDP) of Poland rose sharply from 53 percent during
1996-2000 to 79 percentin 2006-2010 and 91 percentduring 2011-2015. See table 5. Poland joined the
European Unionin 2004. This substantially expanded the size of its tariff-free marketand contributed to
the subsequentrapid expansioninthe size of its trade sector. Net foreign directinvestment has been
substantial and steady. Net FDIl averaged approximately 3 percent of GDP during the two decades. See
Table6.



Poland’s poverty rate was relatively low throughout 1995-2015. The moderate poverty rate (income per
day of lessthan $3.10 measured in 2011 dollars) was lessthan 1 percentin 2015 and it was less than 2
percentthroughout 1995-2015. See Table 7.

The political institutions of Poland are among the highest rated of the countriesin the FCP group.
Freedom House has assigned Poland its highest rating of 1 (on a 7-pointscale) for both civil liberties and
political rights every yearsince 2005. Poland is one of only four (the otherthree are Lithuania, Slovak
Republic, and Slovenia) FCP countries that received the highest 2015 Freedom House ratings for both
civil liberties and political rights. Poland’s Polity IV score for democracy was 10 each year during 2005-
2015, upfrom 9in1995. (Remember, this scale ranges from-10indicatingleast democraticto +10
indicating most democratic.) Poland’s Polity IV rating for constraints on the executive wasa 7, the
highest possible score, throughout 1995-2015. Lastly, Poland’s score on the Transparency International
Corruption Perception Index was 41 (on a 1-100 scale) in 2000; it dippedto 34 in 2005, but rebounded
to 53 in 2010 and 62 in 2015. See Tables 8-12.

Poland hasregistered steady improvementsin EFW areas 3 (Access to Sound Money), 4 (International
Trade), and 5 (Regulation). Itsrecentlow and stable rates of inflation stand in stark contrast with the
monetary and price instability of the early 1990s. Poland’s Area 3 ratingwas 9.39 in 2010 and 9.62 in
2015, up from 6.03 in 1995. Poland’s Area4 EFW rating rose from 7.20 in 1995 to 7.95 in 2015. In Area
5, Poland’s ratings were 4.3in 1995, 6.98 in 2005, and 7.64 in 2015.

As inthe case of other FCP countries, the legal structure (Area2) is a major weakness of the Polish
economy. During 2000-2015, Poland’s Area 2 ratings ranged from a low of 5.03 in 2003 to a high of 6.32
in2011. In 2015, itsarea2 EFW rating was 5.79. This is more than two full points below the 7.88 average
Area 2 rating of the 16 high-income European countries. Infive of the nine area-2 components, the 2015
ratings of Poland were lessthan 6.0 (on the EFW’s 10-point scale). These five components were: A
(judicialindependence), B (impartial courts), C (protection of property rights), F (legal enforcement of
contracts), and H (reliability of the police).

Further, the recentactions of the Law and Justice party (PiS) has politicized the judicial system and
weakenedthe rule of law. Legislation adopted in 2017 empowers the minister of justice with the
authority to dismiss judges of the common courts for reasons most deemed to be purely political.
Additional legislation that would provide the executive branch with the authority to effectively control
the Polish judiciary, including dismissal of Supreme Courtjustices, is under serious consideration. Unless
thissituationisreversed, investor’s confidence and capital formation will decline. In turn, this will
undermine the future growth of the Polish economy.

Slovak Republic(ranked 53 worldwide in 2015 EFW)

Followingthe breakup of Czechoslovakiainto the Czech and Slovak Republicsin 1992, the latterfaced a
very difficult situation. Under communism, the Slovakia region was heavily involved in defense
production. As these facilities were closed, unemploymentin the Slovak Republicsoared. This created



an unstable situation. As the Slovak Republicbegan the transition from communism, privatization and
economicreforms were slow to come. The 1995 economicfreedom rating of the Slovak Republicwas
5.25, placingit83™ amongthe 123 countriesinthe index. Slovakia’s summary EFW ratingimproved to
6.85 in 2000, movingitup to 57" among the 123 countries ranked thatyear. Additional reforms,
includingthe adoption of aflat rate personal income tax in 2004, were undertaken and the 2005 rating
climbedto 7.63. In 2005, the Slovak republicranked 20" amongthe 141 countriesinthe index. Since
2005, however, boththe EFW rating and ranking of the Slovak Republic have steadily declined. By 2015,
Slovakia’s rating had fallento 7.31 and its ranking slipped to 53" amongthe 159 countries currentlyin
the index. Thus, since adoption of the 19 percent flat rate tax in 2004, Slovakia’s zeal for economic
liberalization has waned. Eventhisiconicreform has now been partially reversed.

The economy of the Slovak Republicgrew rapidly during 1995-2015, particularly duringthe first decade
of this century. During the two decades following 1995, per capita GDP grew at an annual rate of 3.88
percent. As a result, per capita GDP more than doubled, increasing from $13,184 in 1995 to $28,254 in
2015. The 2015 figure was the third highestamong the FCP group, trailing only the Czech Republicand
Slovenia.

Decliningtrade barriers and growth of the trade sectorhave played akeyroleinthe growth of the
Slovak economy. The trade sector (imports plus exports as ashare of GDP) of the Slovak Republicsoared
from 110 percentduring 1996-2000 to 157 percentin 2006-2010, and 180 percentduring 2011-2015.
Eventhoughitis more populousthan several of the other FCP economies, Slovakia’s trade sectoris the
largestamongthis group. See Table 5. The Slovak Republicjoined the European Unionin 2004. This
expanded the size of its tariff-free market and thereby contributed to the rapid growth of Slovakia’s
trade sector. Net foreign directinvestmentalsoincreased. During the first decade of this century, net
FDI averaged more than 5 percent of GDP.

Unlike many other FCP economies, the poverty rate in the Slovak Republichas beenlow since the mid-
1990s. The moderate poverty rate (income perday of less than $3.10 measuredin 2011 dollars) was less
than 1 percentin 2015 and it neverrose above 3 percent during 1995-2015.

The political institutions of the Slovak Republicare amongthe bestin the FCP group. Freedom House has
assigned the Slovak Republicits highest rating of 1 (ona 7-pointscale) forboth civil liberties and political
rights every yearsince 2005. Slovakia’s Polity IV score for democracy was 10 in both 2010 and 2015, up
from 9 in 2000 and 2005 and 7 in 1995. (the Polity scale ranges from-10indicatingleast democraticto
+10 indicating most democratic.) Regarding constraints on the executive, Polity IV gave the Slovak
Republicits highest rating of 7 throughout 2000-2015. The Slovak Republicis one of only four FCP
countries (the otherthree were Lithuania, Poland, and Slovenia) to receive the highest Freedom House
ratings for both civil liberties and political rights and the highest Polity scores forboth democracy and
constraints on the executive. Lastly, Transparency International assigned the Slovak Republicascore of
51 (ona 100-pointscale) onits perception of corruptionindexin 2015, up from 35 in 2000 and 43 in
2005. See Tables 8-12. The Transparency International score is well below that of the Czech Repubilic,
the Balticstates, and several other FCP countries. There is plenty of room forimprovementin this area.
Pollsindicate that the confidence of citizensin the country’s publicinstitutions has been decliningand



that corruptioningovernmentisamajorreason underlying the decline. Reductionsin corruption would
help make the political institutions of the Slovak Republicboth strongerand more trustworthy.

The EFW area ratings reveal agreat deal about both the strengths and weaknesses of the Slovak
economy. Steady improvements have been achieved in EFW areas 3 (access to sound money) and 4
(international trade). Slovakia’s Area 3ratingrose from 6.69 in 1995 to 9.15 in 2005 and 9.74 in 2015. In
2009, the Slovak Republicjoinedthe European Monetary Union and adopted the euro asits currency.
This enhanced confidence inits monetary arrangements and contributed toits high Area 3 ratings of
recentyears. The Area4 EFW rating of the Slovak Republicalso rose steadily from 6.93 in 1995 to 8.15 in
2005 and 8.30 in 2015. The picture for Area5 (Regulation), however, is more mixed. Slovakia’s Area 5
rating rose substantially from 4.90in 1995 to 7.77 in 2005. However, duringthe pastdecade, ithas
recededto 7.42 in 2010 and 7.36 in 2015. Some argue that regulations mandated by the EUhave beena
major contributing factor underlyingthe increased regulation and declining Area 5rating since 2005.

As inthe case of other FCP countries, the legal system (Area 2) is a major weakness of the Slovak
Republic. Moreover, the evidence indicates that little progress has been made in this area. Slovakia’s
EFW Area 2 ratingswere 6.55 in 1995, 6.35 in 2000, and 6.63 in 2005. However, since 2005, the trend
has been downward. Slovakia’s Area 2 rating fell to 5.78 in 2010 and 5.64 in 2015. Thus, its Area 2 rating
declined afull point between 2005 and 2015. In 2015, Slovakia’s Area 2 ratings were particularly low for
the following components: (A) Judicial independence, 3.04; (B) Impartial courts, 2.0; (C) Protection of
property rights, 5.29; (F) Legal enforcement of contracts, 3.33; and (H) Reliability of police, 4.31.

While the growth rate of the Slovak Republicwas impressive during 1995-2015, troublesomesigns are
now present. These include high levels of corruption, increased regulation (asindicated by the recent
declinesinthe Area5 rating), and mostimportantly, weakness of its legal system. Without
improvementsinthese areas, itis unlikely that the Slovak Republicwill maintainits strong growthinthe
future.





