2\
The ‘
Heritage Foundation

LEADERSHIP FOR AMERICA

Highlights of the

2013 Index of
Economic Freedom

Promoting Economic Opportunity and Prosperity

Terry Miller
In partnership with Kiln R- HOllneS
THE WALL STREET JOURNAL, Edwin J. Feulner




Highlights of the 2013 Index of Economic Freedom
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GREATER PERFORMANCE

The 2013 Index of Economic Freedom, once
again, demonstrates that countries with
higher levels of economic freedom
substantially outperform others in:

= Economic growth

* Per-capita incomes

* Health care

* Education

* Protection of the environment
* Reduction of poverty

* Overall well-being

BIG GAINERS

Georgia had the biggest gain in economic
freedom in the 2013 Index. Five other
emerging countries have improved for five
consecutive years, totaling at least 3.5
points, upgrading their economic systems
despite the global economic crisis.
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2013 INDEX SCORE

TWO NOTABLE LOSERS

Two previous economic freedom leaders
continue to decline. The United States and
Ireland have registered five consecutive
years of declining economic freedom, with
a cumulative score loss of 5 points or more
since 2008.
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Highlights of the 2013 Index of Economic Freedom

CHANGING OF THE GUARD IN EUROPE

A significant realignment of European countries is underway in terms of economic freedom. Eight
countries recorded their highest economic freedom scores ever in the 2013 Index @), while five
others have scores equal to or below their scores from nearly 20 years ago @ when the Index
began recording economic freedom.
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ECONOMIC FREEDOM: CHANGES SINCE 2012

FREEDOM COMPONENT SCORES REGIONAL SCORES
RULE OF LAW Property Rights 0 Europe
Freedom from Corruption +0.2
North America
LIMITED Fiscal Freedom +0.3
. Sub-Saharan
GOVERNMENT Government Spending +1.3 Africa
REGULATORY Business Freedom -0.1 Asia-Pacific
EFFICIENCY Labor Freedom -0.8 )
Monetary Freedom -0.7 Middle East/
North Africa
OPEN Trade Freedom 0 South and Central
MARKETS Investment Freedom +1.5 America/

Financial Freedom +0.2 Caribbean




2013 INDEX OF ECONOMIC FREEDOM COUNTRY RANKINGS
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Cape Verde
Kuwait
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Kazakhstan
Turkey
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Panama
Trinidad and Tobago
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Rank Country Overall Score
130 Papua New Guinea 53.6
131 Tajikistan 534
132 Bangladesh 52.6
133 Cameroon 52.3
134 Mauritania 52.3
135 Suriname 52.0
136 China 519
137 Guinea 51.2
138 Guinea-Bissau 511
139 Russia 511
140 Vietnam 510
141 Nepal 504
142 Central African Republic 504
143 Micronesia 50.1
144 Laos 50.1
145 Algeria 49.6
146 Ethiopia 494
147 Liberia 49.3
148 Burundi 49.0
149 Maldives 49.0
150 Togo 48.8
151 Sierra Leone 48.3
152 Haiti 48.1
153 Sao Tomé and Principe ~ 48.0
154 Belarus 48.0
155 Lesotho 479
156 Bolivia 479
157 Comoros 475
158 Angola 47.3
159 Ecuador 46.9
160 Argentina 46.7
161 Ukraine 46.3
162 Uzbekistan 46.0
163 Kiribati 45.9
164 Chad 45.2
165 Solomon Islands 45.0
166 Timor-Leste 43.7
167 Congo, Rep. of 43.5
168 Iran 43.2
169 Turkmenistan 42.6
170 Equatorial Guinea 42.3
171 Congo, Dem. Rep. of 39.6
172 Burma 39.2
173  Eritrea 36.3
174 Venezuela 36.1
175 Zimbabwe 28.6
176 Cuba 28.5
177 North Korea 1.5
N/A Afghanistan N/A
N/A Iraq N/A
N/A Kosovo N/A
N/A Libya N/A
N/A Liechtenstein N/A
N/A Somalia N/A
N/A Sudan N/A
N/A Syria N/A
ECONOMIC FREEDOM SCORE
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Economic Freedom

n a worldwide basis, the advance
OOf economic freedom has ground
to a halt. Since peaking in 2008, when
the average economic freedom score
reached 60.2 on the Index 0-100 scale
global economic freedom has failed to
advance, and this year’s average score
of 59.6 is no better than the score a
full decade ago in 2003.

Still, there are bright spots around
the world:

e Four Asia-Pacific economies and
Switzerland earned the designa-
tion as truly “free” economies in
the 2013 Index.

e Seven emerging economies and
one advanced economy joined
those considered “mostly free” in
the 2013 Index, raising the num-
ber of countries in that category to
30. The eight countries are Geor-
gia, United Arab Emirates, the
Czech Republic, Botswana, Nor-
way, Jordan, South Korea, and the
Bahamas.

e The scores of 91 countries
improved, and 24 recorded their
highest scores ever in the Index.

e Five emerging economies have
recorded notable increases in
economic freedom over the past
five years, maintaining high eco-
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Source: 2013 Index of Economic Freedom.
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nomic growth rates despite the
difficult international economic
environment. The five countries

The Heritage Foundation | heritage.org/index



Higher Government Spending

Equals Lower Economic Growth

dom. In particular, the
United States and Ireland,

Change in GDP, 2008-2011
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Source: 2013 Index of Economic Freedom.
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25%

which had risen in previ-
ous years as high as fourth
place in the rankings, have
seen their scores drop sub-
stantially in recent years.
Both suffered declines in
economic freedom again
this year.

Seventy-eight coun-
tries registered declines
in economic freedom
in the 2013 Index, and
another eight recorded no
change in overall score. It
remains to be seen wheth-
er the global economy is
undergoing the leading
edge of a fundamental
realignment of countries
along the continuum of
economic freedom or
whether the breaks in
progress in many coun-
tries are just transitory

30%

are Colombia, Indonesia, Jor-
dan, Poland, and the United Arab
Emirates.

e Everyregion continues to be repre-
sented by at least one of the top 20
freest economies, but some notable
reshuffling has occurred in the
2013 Index.

ECONOMIC LEADERS
IN DECLINE

The overall stagnation observed
in worldwide levels of economic
freedom has coincided with signifi-
cant setbacks in countries previously
regarded as leaders in economic free-

manifestations of a loss of
commitment to advanc-
ing economic freedom.

LIMITED GOVERNMENT
ENHANCES ECONOMIC
DYNAMISM

A pleasant surprise in the Index
rankings this year was the strong evi-
dence that many countries are put-
ting substantial effort into getting
their fiscal houses in order. The Index
category that measures restraint in
government spending showed one of
the largest improvements of any of
the 10 economic freedoms, with the
worldwide average score rising from
59.8 to 61.1. Fiscal freedom improved
as well, with many countries continu-

Highlights of the 2013 Index of Economic Freedom



ing efforts to streamline tax systems
and lower marginal rates.

Three years of data are now avail-
able on the impact of government
stimulus on economic growth rates.
The 2011 Index first reported the neg-
ative impact of government spending
in the early days of the global reces-
sion for advanced economies that
are members of the Organisation for
Economic Cooperation and Develop-
ment (OECD). The full data set now
available for a much greater number
of countries shows a similar negative
relationship between increases in
government spending and economic
growth.

Interestingly, the relationship
is far more negative in the case of
advanced economies than it is for
developing and emerging economies
(correlation coefficient —-0.46 ver-
sus —0.09). Over the past three years,
countries that have increased govern-
ment spending have tended to record
lower economic growth rates.

MARKET-OPENING MEASURES
CONTINUE, BUT REGULATORY
EFFICIENCY DECLINES

The economic freedom category
that improved the most in the 2013
Index is investment freedom. Aver-
age scores in this category increased
to 52.2 from 50.7 in the 2012 Index.
Countries clearly continue to rec-
ognize the benefits of integrating as
fully as possible into global economic
markets.

Regulatory efficiency, by contrast,
declined significantly. Average scores
dropped in every economic freedom
related to regulatory efficiency, with
labor freedom suffering the most.
Many countries apparently believe

that improvements in well-being
for poorer workers can be achieved
through legislative fiat. Even top-
ranked Hong Kong has experimented
with a minimum wage, and labor mar-
ket rigidities and bureaucratic and
costly business regulations continue
to drive many people into informal
types of economic activity, particu-
larly in developing countries.

THE RULE OF LAW

The 2013 Index focuses on the
impact on economic growth and
social well-being of the rule of law,
one of the four pillars of economic
freedom. The five essays included
in a Special Focus Section provide a
comprehensive overview of the sub-
ject. Measures in the Index related to
the rule of law include indices related
to the protection of property rights
and corruption, and the composite
of these two indicators is even more
highly correlated than overall eco-
nomic freedom scores with high lev-
els of per capita GDP. Those countries
that have improved the rule of law
over the past five years show an aver-
age growth rate of 4.4 percent over
the period, while those economies
where the rule of law has declined
have grown less than 3 percent per
year on average.

Not surprisingly, the rule-of-law
indicators are highly correlated with
high levels of investment and job
growth. Their impact is more striking
within the developing and emerging
countries than it is for more advanced
economies (coefficient of correlation
0.70 versus 0.53), perhaps because
there is more variability in scores
among the developing and emerging
countries. The Index thus regards the

The Heritage Foundation | heritage.org/index



Economic Freedom Promotes Prosperity
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rule of law as a foundational aspect
of economic freedom, essential for
achieving economic progress and
societal prosperity.

ECONOMIC FREEDOM
AND PROSPERITY

The results of the 2013 Index rein-
force the conclusion that advancing
economic freedom in the areas of
rule of law, limited government, regu-
latory efficiency, and open markets
is the most effective way to generate
broad-based economic dynamism,
creating more opportunities for peo-
ple to work, higher levels of produc-
tivity, and gains from market opening
and trade that elevate prosperity and
reduce human poverty. This multi-

dimensional relationship between
economic freedom and true human
progress has been empirically docu-
mented in the Index over the past 19
years, and other similar studies have
confirmed its findings.

The most basic benefit of eco-
nomic freedom, confirmed now with
data covering 19 years, is the strong
relationship between economic free-
dom and levels of per capita income.
For countries that achieve scores
that reflect even moderate levels
of economic freedom (60 or above),
the relationship between economic
freedom and per capita GDP is high-
ly significant. Countries moving up
the economic freedom scale show
increasingly high levels of average
income.

Highlights of the 2013 Index of Economic Freedom



Asian Giants Lag in Economic Freedom
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Given the strength and empiri-
cal durability of the relationship
between higher levels of economic
freedom and greater prosperity, it can
only be regarded as a human tragedy
that the majority of the world’s peo-
ple still live in countries where eco-
nomic freedom is either repressed or
heavily regulated.

The governments of China and
India bear a special responsibility in
this regard. The policy environments
that they set for economic activity
affect the lives of more than 2.5 bil-

lion people. Both economies are con-
sidered “mostly unfree.”

Greater levels of economic free-
dom have had a major positive impact
on poverty levels over the past decade.
Based on the United Nations Multidi-
mensional Poverty Index, the inten-
sity of poverty in countries whose
economies are considered mostly free
or moderately free is only one-fourth
the level in countries that are rated
less free. Poverty rates have declined
more significantly in freer countries
as well.

The Heritage Foundation | heritage.org/index



Economic Freedom, Economic Growth, and Poverty
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The societal benefits of economic
freedom extend far beyond higher
incomes or reductions in poverty.
Countries with higher levels of eco-
nomic freedom enjoy higher levels of
human development, including better
education and more comprehensive
health care. They live in cleaner envi-
ronments and do a better job of mak-
ing the most efficient use of energy
and other natural resources.

ECONOMIC FREEDOM:
THE WELLSPRING
OF TRUE PROGRESS

Over the past year, a critical battle
has been fought around the world

between defenders and oppressors of
economic freedom. Global economic
uncertainty has emboldened critics of
the free enterprise system, who have
raised questions about the best policy
framework for revitalizing economic
growth, employment, and overall
social progress.

The broad consensus supported by
volumes of evidence-based research
is that vibrant and lasting econom-
ic growth is achievable only when
governments adopt economic poli-
cies that increase individual choice
and opportunity, empowering and
encouraging entrepreneurship.

In addition to the great levels of
prosperity and human development

Highlights of the 2013 Index of Economic Freedom



induced by high levels of economic
freedom, the higher growth rates
spurred by advances in economic
freedom tend to inspire a virtuous
cycle of openness and resilience, trig-
gering even further improvements
in economic freedom. The result is
a sort of compounding that has cre-
ated in the countries with the high-
est levels of economic freedom a level
of prosperity and human well-being
unmatched in human history.

Greater economic freedom also
provides more fertile ground for
effective and democratic governance.
It empowers people to exercise
greater control of their daily lives. By
increasing options, economic free-
dom ultimately nurtures political
reform as well. Economic freedom
makes it possible for individuals to
gain the economic resources neces-
sary to challenge entrenched inter-
ests or compete for political power,
thereby encouraging the creation of
more pluralistic societies.

TIME TO RENEW COMMITMENT
TO ECONOMIC FREEDOM

The current period of uncertain
and fragile global economic perfor-
mance represents a critical oppor-
tunity to ponder the principles that
can revitalize economic growth. The
results of the 2013 Index of Economic
Freedom document economic policy
stagnation in many countries around
the world and record a general
decline in the momentum for increas-
ing freedom. If we are to restore eco-
nomic growth, that decline is going to
have to be reversed, most importantly
in countries like the United States
and Ireland that once led the charge
for greater freedom.

As Friedrich A. Hayek once
observed, “If old truths are to retain
their hold on men’s minds, they must
be restated in the language and con-
cepts of successive generations.” That
need has never been more evident to
those who carry on the fight for great-
er economic freedom and the broader
understanding and acceptance of the
fundamental principles on which
prosperity is based.

The Heritage Foundation | heritage.org/index



The Rule of Law

Edwin J. Feulner, Ph.D.

conomic freedom rests on the
Eempowerment of the individual,
nondiscrimination, and open com-
petition. None of these requirements
can exist in a society that lacks effec-
tive rule of law. A special section of
the 2013 Index of Economic Freedom
provides four unique perspectives on
the rule of law and its relationship to
economic freedom and prosperity.

THE RULE OF LAW
AND DEVELOPMENT

The Index of Economic Freedom
provides unambiguous confirmation
of the importance of the rule of law
to economic growth and prosperity.
Both of the rule-of-law indicators in
the Index demonstrate a high degree
of predictive power with respect to
per capita incomes. The coefficient
of correlation between the prop-
erty rights indicator and per capita
incomes is 0.76 (1.00 equals perfect
correlation). For freedom from cor-
ruption, the coefficient is 0.81. Taken
together, the rule-of-law indicators
are highly predictive of per capita
GDP, irrespective of other factors or
the overall level of economic freedom.

The rule of law is a critically
important factor in determining
which countries attract dynamic

flows of global investment capital.
Countries with rule-of-law scores in
the top quarter have recorded levels
of inward foreign direct investment
that exceed levels in the lower three
quarters combined.

There is also evidence of a strong
relationship between rule of law and
employment. Available data from
the Organisation for Economic Co-
operation and Development (OECD)
allow a comparison between unem-
ployment rates and Index rule-of-law
scores for OECD members. The top
quartile of OECD members in terms
of rule of law had unemployment
rates averaging about 6 percent in
2011. Members that scored in the bot-
tom half on rule of law averaged about
10 percent unemployment.

Given the obvious importance of
property rights and freedom from cor-
ruption in underpinning high levels of
economic performance, it is vital that
we sharpen our overall understand-
ing of the rule of law, its various mani-
festations, and the ways in which it
affects economic achievement.

THE RULE OF LAW
AND DEMOCRACY

The relationship between the rule
of law and economic development

Highlights of the 2013 Index of Economic Freedom



The Effective Rule of Law Propels Prosperity

Source: 2013 Index of Economic Freedom.
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was explored in depth in research by

Dr. Robert J. Barro that was published

in the 2000 Index of Economic Free-
dom. In a groundbreaking chapter, Dr.
Barro was among the first to question

the relationship between the promo-
tion of democracy and development,
highlighting the practical differences

between democracy and the more gen-
eral concept of rule of law and conclud-
ing that rule of law, by empowering

individuals within a stable and predict-
able environment, is the more reliable

factor in promoting development.

Dr. Barro returns to the Index this
year with an updated version of that
study based on improved data and
new research. His conclusion, how-
ever, is the same: Efforts to promote
the rule of law can bear substantial
fruit in promoting development; pro-
motion of democracy, by contrast, is
uncertain at best in spurring econom-

ic growth or laying a solid foundation
for economic freedom.

At a time when the Middle East
is in turmoil, with political systems
in rapid evolution or even revolu-
tion, Barro’s study provides a solid
basis on which to evaluate the likely
success of attempts by aid donors to
support greater levels of freedom and
broad-based economic development
throughout the region.

EQUITABLE TREATMENT
UNDER THE LAW

In developing countries, advances
in the rule of law often involve such
basics as the implementation of con-
stitutional legal frameworks, land
titling procedures, and the struggle
against petty corruption. In advanced
economies, corruption often takes
more subtle forms, involving special

The Heritage Foundation | heritage.org/index
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subsidies or tax privileges for elites,
abuses of government contract-
ing, cronyism, and selective bailouts.
These, of course, exist also in devel-
oping countries. Indeed, such govern-
ment-granted special privileges tend
to exist any time the government
claims a significant economic role,
either as property holder, business
operator, or regulator or through pro-
grams aimed at redistributing wealth.

Such policies and practices vio-
late one of the three principles of
economic freedom: equitable treat-
ment for all. As emphasized in the
Index, in free societies, individuals
succeed or fail based on their effort
and ability, not on their connections

or class. Openness and transparency
are the greatest antidotes to discrimi-
nation, but they are among the most
difficult goals to achieve in govern-
ment, where secrecy and bureaucracy
enable corruption and graft.

In the second study in this section,
Dr. Matthew Mitchell surveys the
range of corrupt government prac-
tices involving special privileges for
government-favored individuals or
groups and highlights the economic
costs they impose on society.

Next, James M. Roberts and
John A. Robinson weigh in with a
contribution analyzing the specific
vulnerabilities of societies endowed
with significant natural resources,

Highlights of the 2013 Index of Economic Freedom



especially minerals such as oil or
diamonds. Through a comparison of
countries that have handled the so-
called resource curse either especially
well or especially poorly, they identify
the policies and legal systems most
conducive to successful management
and exploitation of natural resourc-
es. It turns out that strong property
rights are the best cure for the “curse.”

THE RULE OF LAW:
GOOD FOR BUSINESS

The free-market economy
depends on an open, competitive
environment with a level playing field.
Government’s proper role is to refer-
ee the competition. When it abandons
its neutrality, either through outright
corruption or through misguided
efforts at social engineering that
involve picking an economy’s winners
and losers, the predictable results are
a loss of efficiency, a reduction in
productivity, and eventual economic
stagnation. Entrepreneurs have little
chance of success if government is
tipping the scales against them in
favor of vested interests. It is a fact
of life that already established firms,
not tomorrow’s innovators, are first
in line at the government trough.

To close out this special section,
the Index presents an essay by Myron
Brilliant of the U.S. Chamber of Com-
merce, who argues that sustainable
business success is impossible with-
out the rule of law, which provides
market predictability and due pro-
cess. For Brilliant, good governance
is good business, and he urges greater
efforts to develop new and better
indicators to measure the effective-
ness of the rule of law and guide firms’
investment decisions.

Indeed, the effort to identify
better measures of the rule of law
is a critical concern for everyone
engaged in comparative studies of
economic freedom. Of the four pil-
lars of economic freedom evaluated
in the Index of Economic Freedom,
the rule of law is by far the most dif-
ficult to measure. There are few stan-
dard metrics, and most published
attempts to quantify and compare
the rule of law in various countries
rely on opinion surveys that can be
subjective and unreliable.

To mitigate such deficiencies, the
Index draws on an unusually wide
variety of sources in evaluating
respect for property rights, including
information from international orga-
nizations, government sources, busi-
nesses, research organizations, and
the media. Undoubtedly, better met-
rics would enable even better under-
standing and analysis.

THE FOUNDATION
OF ECONOMIC FREEDOM
AND GROWTH

The rule of law, especially for
developing countries, may be the
area of economic freedom that is
most important in laying the foun-
dations for economic growth, and in
advanced economies, deviations from
the rule of law may be the first signs
of serious problems that will lead to
economic decline.

There is plenty of evidence from
around the world that the rule of law
is a critical factor in empowering indi-
viduals, ending discrimination, and
enhancing competition. In the never-
ending struggle to improve the human
condition and achieve greater prosper-
ity, policies that promote the rule of
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law may well deserve a claim of prece-
dence over other desirable objectives.
The first and most important role
of governments is to preserve the
peace while simultaneously respect-
ing human rights, dignity, and free-
dom. It is the rule of law that enables

peaceful resolution of conflict and
ensures integrity in government’s
interactions with individuals. The
studies in this special section repre-
sent an effort to better understand,
measure, and promote this key aspect
of economic freedom.

The Ten Economic Freedoms: A Global Look

RULE OF LAW

Property Rights 43.4 IE———

Freedom from Corruption 40.6 HEE—

0 20 40 60 80 100

The rule of law continues to be undermined by political instability, particularly in the Middle
East and North Africa. Corruption has worsened in some countries as state interference in
economic activity has grown, and perceptions of corruption in Europe and the South
America/Caribbean region have increased significantly. Respect for property rights declined
in 16 countries; only nine countries improved their property rights scores.

LIMITED
GOVERNMENT

Fiscal Freedom 77.2 I
Government Spending 611 I
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Despite the challenging economic and political environments, tax-system reform has
progressed, and the growth of government spending was at least marginally restrained in a
number of countries. The average top individual income tax rate is 28.4 percent, and the
average top corporate tax rate is 24.3 percent. The average overall tax burden as a percentage
of GDP is 22.4 percent, and average government spending as a share of GDP is 35.1 percent.

REGULATORY
EFFICIENCY

Business Freedom 64.6 IE————
Labor Freedom 60.6 HE——

Monetary Freedom 73.7 I
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While some countries have continued to streamline and modernize their business frame-
works, reforms have stalled in many others, seemingly as a result of some combination of
reform fatigue and complacency. For the world as a whole, labor freedom has declined
significantly. In a large number of countries, increases in the minimum wage have exceeded
labor productivity growth. Inflationary pressures have inched up around the world.

OPEN
MARKETS

Trade Freedom 74.5 I
Investment Freedom 52.2 HE—

Financial Freedom 48.8 I————
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Trade freedom remained essentially unchanged, with little apparent momentum for further
liberalization. Investment freedom improved substantially as many countries sought to ease
the foreign investment process. Progress in financial freedom was largely stagnant, reflecting
a lack of reform in developing countries and uncertainty in advanced economies. The global
financial system remains highly vulnerable to the ongoing European sovereign debt crisis.

Highlights of the 2013 Index of Economic Freedom
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Founded in 1973, The Heritage Foundation is a research and educational institution—
athink tank—whose mission is to formulate and promote conservative public policies based
on the principles of free enterprise, limited government, individual freedom, traditional
American values, and a strong national defense.

We believe the principles and ideas of the American Founding are worth conserving and
renewing. As policy entrepreneurs, we believe the most effective solutions are consistent
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Economic Freedom Promotes Prosperity

For almost two decades, The Heritage Foundation has partnered with The Wall Street
Journal to measure the impact of liberty and the free market around the world, producing
the annual Index of Economic Freedom.

The Index demonstrates the strong connection between prosperity and economic
freedom, with metrics related to government spending, trade freedom, and the rule of law.

e Updated economic freedom data for 185 economies
¢ More than 30 all-new charts and maps

e Foreword and Preface from Wall Street Journal Editorial Page Editor Paul A. Gigot
and Heritage Foundation President Dr. Edwin J. Feulner

e Analysis from leading researchers, including Harvard University’s Dr. Robert Barro
e New special section dedicated to the Rule of Law

¢ Online tools, like customized comparison charts and an interactive heat map
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