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Foreword

en Wall Street Journal Editor Bob

Bartley wrote the foreword to this

Index a decade ago, he pointed to the

“happy task of recording success.” The cause of
global economic freedom had advanced over two
decades, and in its wake had come an unprece-
dented global prosperity. While Bob admitted to
some foreboding, especially in the wake of the
dot.com crash, I doubt he would have imagined
that a mere decade later the cause of economic
liberty would have regressed as quickly as it has.

The financial panic and Great Recession have
sent the march of freedom in reverse, and the
policy responses to both events have done little
to arrest the retreat. As the 2012 Index records,
governments across the world have put them-
selves back at the commanding heights of eco-
nomic decision-making. The result is another
dip in the overall global freedom Index, follow-
ing a one-year rebound, back down to its second
lowest level in a decade. The world economy is
recovering, but it faces more government-policy
headwinds than it has in decades.

Here and there is some good news. The case
of Mauritius shows once again that good policies
don’t take long to yield good results. A decade
ago, Mauritius ranked 72nd. This year, it ranks
eighth, two spots ahead of the land of the free,
the United States. Mauritius leads what for two

yearsin arow has been arare bright spotin these
rankings, which is the improvement in parts of
sub-Saharan Africa. Long trailing Asia and Latin
America in economic reforms, a few African
nations are bidding to join the ranks of growth
economies. This is good news for the continent’s
long-suffering poor, who missed the freedom
boom of the 1980s and 1990s, but their small
economies are still hostage to decisions made in
the developed world.

And thisis where the news hasbeen the worst.
Europe has so far not responded to its sovereign
debt crisis with the kind of reforms that rescued
Britain in the 1980s. Instead, it has imposed
austerity in the form of higher taxes when the
continent needs faster growth. Instead of letting
Greece default and requiringits creditors to take
aloss, the euro zone is beating up the European
Central Bank to buy up sovereign debt. This may
ease the immediate panic, but the lesson of the
past year is that it won’t solve the fundamen-
tal problems of overspending, cradle-to-grave
entitlements, and slow growth. For the record,
Greece ranks 119th in economic freedom—just
below Nigeria, Mali, and Benin but (silver-lining
department) above Senegal.

Inthe U.S,, voters in the 2010 elections pulled
Barack Obama’s credit card, and I noted in last
year’s foreword that much would depend on
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whether the President accommodated this pub-
lic mood or turned left. After a few bows to com-
promise, Mr. Obama seems to have decided on a
re-election strategy built on a populist defense of
current entitlements and tax increases on “mil-
lionaires and billionaires” who make more than
$200,000 a year. The immediate result has been
policy gridlock, no significant spending reform,
and a historic downgrade in America’s formerly
AAA credit rating. The U.S. economy is growing
but at a subpar rate that is too slow to reduce
unemployment or to raise living standards.

The stage is thus set for a 2012 election show-
down over the course of U.S. economic policy.
Mr. Obama will say he inherited a mess (which
he did), that his policies averted disaster and set
the base for recovery, and that the U.S. debt bur-
denwill start to fall again if Congress raises taxes.
The Republican nominee will have to make the
case that Mr. Obama’s policies have prevented

a strong recovery and that reforming entitle-
ments, cutting spending, and unleashing private
enterprise are crucial to an economic revival.
Whether any of the Republicans likely to win the
GOP nomination is capable of making that argu-
ment remains tobe seen. Ifhe or she doesn’t, Mr.
Obama may well win a second term and the U.S.
will find itself set more durably on a European
social welfare path.

The stakes for free markets are as high as
they’ve been at any time since the late 1970s,
when Margaret Thatcher and Ronald Reagan
rose to the challenges of the day with policies
rooted in expanding economic freedom. We need
similar leaders to emerge today.

Paul A. Gigot

Editorial Page Editor
The Wall Street Journal
November 2011
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Preface

ith global economic recovery far from

secure, many economies are at a criti-

cal juncture, and governments face
decisive policy choices. Political and economic
developments since the second half of 2010 have
inspired a fundamental rethinking of the social
contract between citizens and governments in
many parts of the world. Debt, recession, and
financial instability have slowed progress in
countries everywhere, and economic crises have
become political crises, particularly in countries
where governments play a large role in directing
economic activity.

The political and policy choices that emerge
from the current debates will have far-reaching
consequences. If those who govern acknowl-
edge the limits of government and make nec-
essary policy adjustments, economic freedom
can blossom and high growth can once again
liberate millions from poverty and joblessness.
Ifleaders instead carry on with ill-guided poli-
cies that empower their governments rather
than their people, the result is likely, at best,
to be economic stagnation and ever-increas-
ing dependence. The alternatives and conse-
quences are clear: openness or protectionism,
entrepreneurial dynamism or economic drift,
prosperity or impoverishment, freedom or
repression.

We know from history that the human spirit
thrives on fairness, opportunity, transparency,
and liberty. We have been vividly reminded of
this truth by the downfall of the Soviet Union two
decades ago and by the ongoing “Arab Spring”
today. Yet there are those who persist in attack-
ing individual freedom in the name of collectiv-
ism, solidarity, and social justice. These false
idols of socialist nirvanas may have emotional
appeal for some, but the economic and social
results when they become the touchstones of
government policy are all too predictable: pov-
erty, deprivation, and oppression. If we are going
to continue to safeguard societies from errors
that have brought nothing but misery through-
out history, we must win the battle of ideas thatis
currently being waged over our basic freedoms.

The link between freedom and human prog-
ress has never been clearer. Fortunately, people
around the world have more access to informa-
tion than ever before. Repressive regimes cannot
hide behind a veil of secrecy. Informed popula-
tions are opting for greater freedom, either at
the ballot box or with revolutionary vigor in
the streets. Even more encouraging, political
authorities have found themselves increasingly
held accountable by those they govern.

As Friedrich A. Hayek foresaw decades ago,
“The guiding principle in any attempt to create a
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world of free men must be this: a policy of freedom
for the individual is the only truly progressive pol-
icy.” Thus, the battle of ideas must also be a battle
for the meaning of the very words with which
we debate. Is it “progressive” to utilize the coer-
cive power of the state to redistribute and level
incomes within a society? Is it “liberal” to build a
massive state apparatus to regulate conditions of
employment, usage of energy, and access to capi-
tal? The answers to such questions will determine
how we live as individuals in the 21st century.

The 2012 Index of Economic Freedom docu-
ments a global economy that is engaged in this
evolving battle between the forces of govern-
ment and free markets. Today’s troubles have
been neither accidental nor inevitable. The
problems we face are the outcomes of politically
driven and economically self-defeating policy
decisions that have turned an economic slow-
down into an accelerating decline.

The Index offers a valuable starting place
from which to reflect on the fundamental prin-
ciples of the free-market system and the last-
ing value of economic freedom. Over the past
18 years, the Index has analyzed and confirmed
the strong interplay between economic freedom
and prosperity in countries around the world. As
previous editions of the Index have elaborated,
economic freedom is not a dogmatic ideology.
It represents instead a philosophy that rejects
dogma and embraces diverse and even compet-
ing strategies for economic advancement. The
Index also reveals thatitis not the policies we fail
to implement that hold back economic growth.
Rather, it is the dreadful policies that, all too
often, we put in place.

In addition to the rankings and analysis of
the results, the 2012 Index contains three timely
chapters that examine facets of economic free-

dom that are particularly relevant to today’s
policy debates.

e Inchapter3, Ambassador Terry Miller and Dr.
J.D. Foster of The Heritage Foundation high-
light the complex interplay between public
debt, economic freedom, and growth. The
concepts of economic freedom offer impor-
tant insights into the multifaceted dynamics
between a government’s debt and a country’s
economic growth.

e In chapter 4, the Index takes a close look at
underlying causes of the rapidly evolving sit-
uation in the Middle East. An Iranian econo-
mist, Dr. Nahid Anaraki, applies the tools of
econometric analysis in a study of causal fac-
tors and possible outcomes of the turmoil.

e In chapter 5, The Honorable Obiageli Eze-
kwesili, Vice President for the Africa Region
at the World Bank, presents a strong case for
fighting poverty through economic freedom,
particularly in the Sub-Saharan Africaregion.

The fight for freedom is a never-ending
struggle. The 2012 Index of Economic Freedom,
like its predecessors, provides ample evidence of
dynamic gains from greater economic freedom,
both for individuals and for societies. With global
economic recovery far from certain, the impera-
tive for advancing economic freedom to revital-
ize vibrant entrepreneurial growth is stronger
than ever. Our commitment to preserving and
enhancing freedom has seen us through much in
the past and will surely guide us successfully in
the future.

Edwin J. Feulner, Ph.D., President
The Heritage Foundation
November 2011
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ZAMBIA (continued)
THE TEN ECONOMIC FREEDOMS

m Country | World Average Rank
DX DOTR DRI Property Rights [ — | O
Freedom from Corruption [X[f m—— | MO

0 20 40 60 80 100

The rule of law remains uneven across the country. The judicial system suffers from inefficien-
cy, government influence, and a lack of resources. Contract enforcement is weak, and courts
are relatively inexperienced in commercial litigation. The government lacks the capacity to
enforce intellectual property rights laws effectively. Corruption remains widespread, further
undermining the foundations of economic freedom.

Fiscal Freedom [} ne———————— | MO
MO [N  Government Spending [ - ——— XK
0 20 40 60 80 100

The top income and corporate tax rates are 35 percent. Other taxes include a value-added tax
(VAT) and a property transfer tax, with the overall tax burden amounting to 15 percent of total
domestic income. Government spending has reached a level equivalent to 22.4 percent of GDP.
The budget balance has registered chronic deficits, and public debt amounts to 24.6 percent of
total domestic output.

WNM%NM Business Freedom (| mee————— | DD
ORI Labor Freedom [ n—— | MODK
Monetary Freedom KX s | MDD

0 20 40 60 80 100

Despite some reforms, the regulatory environment is not conducive to entrepreneurial activity.
There is no minimum capital requirement for establishing a business, but requirements for
commercial licenses are time-consuming and costly. Labor regulations are outdated and not
consistently applied. Firms tend to hire workers on an informal or short-term basis. Monetary
stability has been weak as a result of high inflation.

Trade Freedom [ ——————— DN
@%mm Investment Freedom [ m—————f MO
Financial Freedom [N m— XX

0 20 40 60 80 100

The trade weighted average tariff rate is 3.8 percent, but extensive non-tariff barriers severely
distort the flow of goods and services. Foreign investment is officially welcome, but a modern
investment framework is not in place. The financial system is dominated by banking. Zambia
has arelatively advanced banking regime, and financial intermediation and credit to the private
sector continue to expand.

Score Changes

DX ORH DR MO0

X DD B D DDA

Property Rights M  Fiscal Freedom MMM Business Freedom [l  Trade Freedom O
Freedom from M  Government MX® Labor Freedom MK Investment Freedom N
Corruption Spending Monetary Freedom Ml  Financial Freedom X
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World Rank: 178 Regional Rank: 46

imbabwe’s economic freedom score is 26.3, making its
z economy the 178th freest in the 2012 Index. Its score has
increased by 4.2 points from last year, reflecting gains in half
of the 10 economic freedoms. Zimbabwe is ranked last out of
46 countries in the Sub-Saharan Africa region and is the sec-
ond least free country ranked in the 2012 Index.

The Zimbabwean economy has recorded some progress
toward stability after years of economic and social destruction
by the repressive Mugabe regime. Its improvement is relative-
ly broad-based, but the impressive size of the score change is
driven primarily by renormalization of government spending
levels that had spiked extraordinarily during the country’s
recent crisis.

Zimbabwe is still characterized by instability and policy vola-
tility, both hallmarks of excessive government interference
and mismanagement of the economy. The fragile economic
infrastructure has crumbled after years of neglect. The lin-
gering impacts of years of hyperinflation continue to impede
entrepreneurial activity, severely undermining the country’s
economic potential. A corrupt and inefficient judicial system
and general lack of transparency severely exacerbate business
costs and entrepreneurial risk.

BACKGROUND: When it became independent in 1965, Zim-
babwe had a diversified economy, a well-developed infra-
structure, and an advanced financial sector. It is now one of
Africa’s poorest countries. Robert Mugabe became prime
minister in 1980 and president in 1987. Still in power in 2008,
his party lost its parliamentary majority in a hotly contested
election, but Mugabe won the runoff when opposition leader
Morgan Tsvangirai withdrew after widespread intimidation
of his supporters. Under a power-sharing agreement, Mugabe
remains head of state, the cabinet, and the armed services. A
referendum on a new constitution has been delayed to 2012.
The economy has stabilized somewhat, and allowing foreign
currencies to be used for all transactions has curtailed hyper-
inflation. Agriculture has been crippled by expropriation of
white-owned commercial farms.

How Do We Measure Economic Freedom?
See page 455 for an explanation of the methodology
or visit the Index Web site at heritage.org/index.

ZIMBABWE

Economic Freedom Score

50
25 75
Least \ Most
free O 100 free
Freedom Trend
32
30
28
26
24
22
20
18
2008 2009 2010 20M 2012
Country Comparisons
Country - 26.3
World
Average 59.5
Regional
Average 537
Free
Economies 84.7
0 20 40 60 80 100
Quick Facts

Population: 12.6 million

GDP (PPP): $5.5 billion

9.0% growth in 2010

5-year compound annual growth -2.4%
$434 per capita

Unemployment: 95.0%

Inflation (CPD): 3.0%

FDI Inflow: $105.4 million

Public Debt: 56.2% of GDP

2010 data unless otherwise noted.
Data compiled as of September 2011.
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ZIMBABWE (continued)

THE TEN ECONOMIC FREEDOMS

mmm Country | World Average Rank
RULE OF LAW Property Rights 10.0 = | 166th
Freedom from Corruption 24.0 EE— | 136th

0 20 40 60 80 100

The executive branch strongly influences the judiciary and openly challenges court outcomes.
Expropriation is common. The government’s land reform program, characterized by chaos
and violence, has badly damaged the commercial farming sector, turning Zimbabwe into a
net importer of food products. Corruption, encouraged by government officials at all levels,
remains pervasive.

LIMITED Fiscal Freedom 65.2 I | 152nd
GOVERNMENT  Government Spending 38.7 mm | 142nd
0 20 40 60 80 100

The top income tax rate is 35 percent, and the top corporate tax rate is 25 percent. Other taxes
include a value-added tax (VAT) and a capital gains tax, with the overall tax burden amounting
to 39 percent of total domestic income. Government spending has reached a level equivalent to
45.2 percent of GDP. The budget balance has been in deficit, and public debt amounts to about
56 percent of total domestic output.

REGULATORY Business Freedom 34.9 mss | 169th
EFFICIENCY Labor Freedom 29.6 n— | 173rd
Monetary Freedom 0.0 | 178th

0 20 40 60 80 100

The overall regulatory environment is opaque. Starting a business takes nine procedures and
90 days in comparison to the world averages of seven procedures and 30 days. Completing
licensing requirements costs over 10 times the level of average annual income. The labor mar-
ket is essentially non-functional, but informal markets provide some jobs. Monetary stability
has been fragile in light of the previous hyperinflation.

OPEN Trade Freedom 50.4 I 173rd
MARKETS Investment Freedom 0.0 | 172nd
Financial Freedom 10.0 s | 172nd

0 20 40 60 80 100

The trade weighted average tariff rate is prohibitively high at 17.3 percent, with pervasive non-
tariff barriers constraining freedom to trade even further. Heavy government interference
cripples investment opportunities. Extensive state involvement in finances and ongoing politi-
cal instability have caused Zimbabwe’s financial sector to contract significantly in recent years.

Score Changes

LIMITED REGULATORY
RO GOVERNMENT EFFICIENCY AL G

Property Rights +5.0 Fiscal Freedom -5.1 Business Freedom  +2.8  Trade Freedom +5.4
Freedom from +2.0  Government +38.7 Labor Freedom -7.2  Investment Freedom 0
Corruption Spending Monetary Freedom 0  Financial Freedom 0
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Methodology

The Index of Economic Freedom is constructed through analysis of 10 specific components of eco-
nomic freedom, which are grouped for ease of reference into four key categories or pillars:

Rule of law (property rights, freedom from corruption);

¢ Limited government (fiscal freedom, government spending);

Regulatory efficiency (business freedom, labor freedom, monetary freedom); and
¢ Open markets (trade freedom, investment freedom, financial freedom).

Some of the 10 components are themselves composites of additional quantifiable measures. Each
of the 10 economic freedoms is graded on a scale from 0 to 100. The 10 component scores are equally
weighted and averaged to get an overall economic freedom score for each economy.

The following sections provide detailed descriptions of the methodology used to determine the
scores for each of the 10 components of economic freedom.

RULE OF LAW
Property Rights

The propertyrights componentis an assessment of the ability of individuals to accumulate private
property, secured by clear laws that are fully enforced by the state. It measures the degree to which
a country’s laws protect private property rights and the degree to which its government enforces
those laws. It also assesses the likelihood that private property will be expropriated and analyzes
the independence of the judiciary, the existence of corruption within the judiciary, and the ability of
individuals and businesses to enforce contracts.

The more certain the legal protection of property, the higher a country’s score; similarly, the great-
er the chances of government expropriation of property, the lower a country’s score. Countries that
fall between two categories may receive an intermediate score.

Each country is graded according to the following criteria:

¢ 100—Private propertyis guaranteed by the government. The court system enforces contracts effi-
ciently and quickly. The justice system punishes those who unlawfully confiscate private property.

There is no corruption or expropriation.
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e 90—Private property is guaranteed by the government. The court system enforces contracts effi-
ciently. The justice system punishes those who unlawfully confiscate private property. Corruption
is nearly nonexistent, and expropriation is highly unlikely.

e 80—Private property is guaranteed by the government. The court system enforces contracts effi-
ciently but with some delays. Corruption is minimal, and expropriation is highly unlikely.

e 70—Private propertyis guaranteed by the government. The court system is subject to delays and is
lax in enforcing contracts. Corruption is possible but rare, and expropriation is unlikely.

¢ 60—Enforcement of property rights is lax and subject to delays. Corruption is possible but rare,
and the judiciary may be influenced by other branches of government. Expropriation is unlikely.

¢ 50—The court system is inefficient and subject to delays. Corruption maybe present, and the judi-
ciary may be influenced by other branches of government. Expropriation is possible but rare.

¢ 40—The court systemis highlyinefficient, and delays are solong that they deter the use of the court
system. Corruption is present, and the judiciary is influenced by other branches of government.
Expropriation is possible.

¢ 30—Property ownership is weakly protected. The court system is highly inefficient. Corruption is
extensive, and the judiciary is strongly influenced by other branches of government. Expropriation
is possible.

e 20—Private property is weakly protected. The court system is so inefficient and corrupt that out-
side settlement and arbitration is the norm. Property rights are difficult to enforce. Judicial cor-
ruption is extensive. Expropriation is common.

¢ 10—Private property is rarely protected, and almost all property belongs to the state. The country
isin such chaos (for example, because of ongoing war) that protection of property is almost impos-
sible to enforce. The judiciaryis so corrupt that property is not protected effectively. Expropriation
is common.

e O0—Private property is outlawed, and all property belongs to the state. People do not have the right
to sue others and do not have access to the courts. Corruption is endemic.

Sources. Unless otherwise noted, the Index relies on the following sources for information on
property rights, in order of priority: Economist Intelligence Unit, Country Report and Country Com-
merce, 2008-2011; U.S. Department of Commerce, Country Commercial Guide, 2008-2011; U.S.
Department of State, Country Reports on Human Rights Practices, 2008-2011; and various news and
magazine articles.

Freedom from Corruption

Corruption erodes economic freedom by introducing insecurity and uncertainty into economic
relationships. The score for this component is derived primarily from Transparency International’s
Corruption Perceptions Index (CPI) for 2010, which measures the level of corruption in 178 countries.

The CPI is based on a 10-point scale in which a score of 10 indicates very little corruption and a
score of 0 indicates a very corrupt government. In scoring freedom from corruption, the Index con-
verts the raw CPI data to ascale of 0 to 100 by multiplying the CPI score by 10. For example, if a coun-
try’s raw CPI data score is 5.5, its overall freedom from corruption score is 55.

For countries that are not covered in the CPI, the freedom from corruption score is determined
by using the qualitative information from internationally recognized and reliable sources.! This pro-
cedure considers the extent to which corruption prevails in a country. The higher the level of corrup-
tion, the lower the level of overall economic freedom and the lower a country’s score.

1 The following nine countries are not covered by the 2010 CPI: Belize, Burma, the Bahamas, Fiji,
Micronesia, North Korea, Saint Lucia, Saint Vincent and the Grenadines, and Suriname.
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Sources. Unless otherwise noted, the Index relies on the following sources for information on
informal market activities, in order of priority: Transparency International, Corruption Perceptions
Index, 2010; U.S. Department of Commerce, Country Commercial Guide, 2008-2011; Economist
Intelligence Unit, Country Commerce and Country Report, 2008-2011; Office of the U.S. Trade Rep-
resentative, 2011 National Trade Estimate Report on Foreign Trade Barriers; and official government
publications of each country.

LIMITED GOVERNMENT

Fiscal Freedom

Fiscal freedomis ameasure of the tax burden imposed by government. It includes both the direct
taxburden in terms of the top taxrates on individual and corporate incomes and the overall amount
of tax revenue as a percentage of GDP. Thus, the fiscal freedom component is composed of three
quantitative factors:

e The top tax rate on individual income,
e The top tax rate on corporate income, and
* The total tax burden as a percentage of GDP.

Inscoringfiscal freedom, each of these numerical variables is weighted equally as one-third of the
component. This equal weighting allows a country to achieve a score as high as 67 based on two of the
factors even ifit receives a score of 0 on the third.

Fiscal freedom scores are calculated with a quadratic cost function to reflect the diminishing rev-
enue returns from very high rates of taxation. The data for each factor are converted to a 100-point
scale using the following equation:

Fiscal Freedom; = 100 — a (Factor;)*

where Fiscal Freedom; represents the fiscal freedom in country 7 for factor j; Factor; represents the
value (based on a scale of 0 to 100) in country i for factor j; and o is a coefficient set equal to 0.03.
The minimum score for each factor is zero, which is not represented in the printed equation but was
utilized because it means that no single high tax burden will make the other two factors irrelevant.

As an example, in the 2012 Index, Mauritius has a flat rate of 15 percent for both individual and
corporate tax rates, which yields a score of 93.3 for each of the two factors. The overall tax burden
in Mauritius as a portion of GDP is 18.9 percent, yielding a tax burden factor score of 89.3. When the
three factors are averaged together, the country’s overall fiscal freedom score becomes 91.9.

Sources. Unless otherwise noted, the Indexrelies on the following sources for information on tax-
ation, in order of priority: Deloitte, International Tax and Business Guide Highlights; International
Monetary Fund, Staff Country Report, “Selected Issues and Statistical Appendix,” and Staff Country
Report, “Article IV Consultation,” 2008-2011; PricewaterhouseCoopers, Worldwide Tax Summaries,
2008-2011; countries’ investment agencies; other government authorities (embassy confirmations
and/or the country’s treasury or tax authority); and Economist Intelligence Unit, Country Report,
Country Profile, Country Commerce, or Country Finance, 2008-2011.

For information on tax revenue as a percentage of GDP, the primary sources (in order of priority)
were Organisation for Economic Co-operation and Development data; Eurostat, Government Finance
Statistics data; African Development Bank and Organisation for Economic Co-operation and Develop-
ment, African Economic Outlook 2011; International Monetary Fund, Staff Country Report, “Selected
Issues,” and Staff Country Report, “Article IV Consultation,” 2008-2011; Asian Development Bank,
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Key Indicators for Asia and the Pacific, 2008-2011; World Trade Organization, Trade Policy Reviews,
2008-2011; official government publications of each country; and individual contacts from govern-
ment agencies and multinational organizations such as the IMF and World Bank.

Government Spending

This component considers the level of government expenditures as a percentage of GDP. Govern-
ment expenditures, including consumption and transfers, account for the entire score.

No attempt has been made to identify an ideal level of government expenditures. The ideal level
will vary from country to country, depending on factors ranging from culture to geography to level of
development. However, volumes of research have shown that excessive government spending that
causes chronic budget deficits is one of the most serious drags on economic dynamism.

The methodology treats zero government spending as the benchmark, and underdeveloped coun-
tries with little government capacity may receive artificially high scores as a result. However, such
governments, which can provide few if any public goods, will be penalized by lower scores on some of
the other components of economic freedom (such as property rights and financial freedom).

The scale for scoring government spending is non-linear, which means that government spending
thatis close to zero is lightly penalized, while levels of government spending that exceed 30 percent
of GDP receive much worse scores in a quadratic fashion (for example, doubling spending yields four
times less freedom), so that only really large government spending—for example over 58 percent of
GDP—receives the score of zero.

The expenditure equation used is:

GE, = 100 — a (Expenditures, )

where GE,represents the government expenditure score in country 7; Expenditures, represents the
total amount of government spending at all levels as a portion of GDP (between 0 and 100); and ot isa
coefficient to control for variation among scores (set at 0.03). The minimum component score is zero.

In most cases, general government expenditure data include all levels of government such as fed-
eral, state, and local. In cases where general government spending data are not available, data on
central government expenditures are used instead.

Sources. Unless otherwise noted, the Index relies on the following sources for information
on government intervention in the economy, in order of priority: Organisation for Economic Co-
operation and Development data; Eurostat data; African Development Bank and Organisation for
Economic Co-operation and Development, African Economic Outlook 2011; International Monetary
Fund, Staff Country Report, “Selected Issues and Statistical Appendix,” and Staff Country Report,
“Article IV Consultation,” 2008-2011; Asian Development Bank, Key Indicators for Asia and the
Pacific, 2008-2011; African Development Bank, Selected Statistics on African Countries 2010; offi-
cial government publications of each country; and Economist Intelligence Unit, Country Report and
Country Profile, 2008-2011.

REGULATORY EFFICIENCY

Business Freedom

Business freedom is a quantitative measure of the ability to start, operate, and close a business
thatrepresents the overall burden of regulation as well as the efficiency of government in the regula-
tory process. The business freedom score for each country is a number between 0 and 100, with 100
equaling the freest business environment. The score isbased on 10 factors, all weighted equally, using
data from the World Bank’s Doing Business report:
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e Starting a business—procedures (number);

e Starting a business—time (days);

* Starting a business—cost (% of income per capita);

e Starting a business—minimum capital (% of income per capita);
e Obtaining a license—procedures (number);?

e Obtaining a license—time (days);

¢ Obtaining alicense—cost (% of income per capita);

* Closing abusiness—time (years);

* Closing abusiness—cost (% of estate); and

 Closing abusiness—recovery rate (cents on the dollar).?

Each ofthese raw factorsis converted to ascale of 0 to 100, after which the average of the converted
values is computed. The result represents the country’s business freedom score. For example, even if
a country requires the highest number of procedures for starting a business, which yields a score of
zero in that factor, it could still receive a score as high as 90 based on scores in the other nine factors.

Canada, for instance, receives scores of 100 in nine of these 10 factors, but the 14 licensing proce-
dures required by the government equate to a score of 64.5 for that factor.

Each factor is converted to a scale of 0 to 100 using the following equation:

Factor Score, = 50 factor,

average

[factor,

which is based on the ratio of the country data for each factor relative to the world average, multiplied
by 50. For example, on average worldwide, it takes 16 procedures to get necessary licenses. Canada’s
12 licensing procedures are a factor value better than the average, resulting in a ratio of 1.33. That
ratio multiplied by 50 equals the final factor score of 66.7.

For the eight countries that are not covered by the World Bank’s Doing Business report, business
freedomis scored by looking into business regulations based on qualitative information from reliable
and internationally recognized sources.*

Sources. Unless otherwise noted, the Index relies on the following sources in determining busi-
ness freedom scores, in order of priority: World Bank, Doing Business 2012; Economist Intelligence
Unit, Country Report and Country Commerce, 2008-2011; U.S. Department of Commerce, Country
Commercial Guide, 2008-2011; and official government publications of each country.

Labor Freedom

The labor freedom component is a quantitative measure that looks into various aspects of the
legal and regulatory framework of a country’s labor market. It provides cross-country data on regula-
tions concerning minimum wages; laws inhibiting layoffs; severance requirements; and measurable
regulatory burdens on hiring, hours, and so on.

2 Obtaining alicense indicates necessary procedures, time, and cost in getting construction permits.

3  Therecovery rate is a function of time and cost. However, the business freedom component uses all three
subvariables to emphasize closing a business, starting a business, and dealing with licenses equally.

4  Eight countries are not covered by the World Bank’s Doing Business report: Barbados, Burma, Cuba,
North Korea, Libya, Macau, Malta, and Turkmenistan. The methodology for business freedom dates from the
2006 Index because of the limited availability of quantitative data before that date. For the 1995 through 2005
editions, we used a subjective assessment with a score of 1-5. Those earlier scores have been converted by
means of a simple formula to make them comparable. Top scores were converted to 100, the next best to 85,
and so on. This conversion formula is different from the one used for other subjective factors, but it is unique
because those other factors are not bridging to a new, data-driven methodology.
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Six quantitative factors are equally weighted, with each counted as one-sixth of the labor freedom
component:®

» Ratio of minimum wage to the average value added per worker,
e Hindrance to hiring additional workers,

 Rigidity of hours,

* Difficulty of firing redundant employees,

» Legally mandated notice period, and

* Mandatory severance pay.

Based on data from the World Bank’s Doing Business report, these factors specifically examine
laborregulations that affect “the hiring and redundancy of workers and the rigidity of working hours.”¢

In constructing the labor freedom score, each of the six factors is converted to a scale of 0 to 100
based on the following equation:

Factor Score, = 50 x factor [factor,

average
where country 7 data are calculated relative to the world average and then multiplied by 50. The six
factor scores are then averaged for each country, yielding a labor freedom score.

The simple average of the converted values for the six factors is computed for the country’s overall
labor freedom score. For example, even if a country had the worst rigidity of hours in the world with a
zero score for that factor, it could still get a score as high as 83.3 based on the other five factors.

For the eight countries that are not covered by the World Bank’s Doing Business report, the labor
freedom component is scored by looking into labor market flexibility based on qualitative informa-
tion from other reliable and internationally recognized sources.”

Sources. Unless otherwise noted, the Index relies on the following sources for data on labor free-
dom, in order of priority: World Bank, Doing Business 2012; Economist Intelligence Unit, Country
Report and Country Commerce, 2008-2011; U.S. Department of Commerce, Country Commercial
Guide, 2008-2011; and official government publications of each country.

Monetary Freedom

Monetary freedom combines a measure of price stability with an assessment of price controls.
Both inflation and price controls distort market activity. Price stability without microeconomic
intervention is the ideal state for the free market.

The score for the monetary freedom component is based on two factors:

» The weighted average inflation rate for the most recent three years and
* Price controls.

5  Thelabor freedom assessment in the 2009 Index expanded its factors to six from the four used in previ-
ous editions. This refinement was applied equally to past editions’ labor freedom scores to maintain consis-
tency. The assessment of labor freedom dates from the 2005 Index because of the limited availability of quan-
titative data before that time.

6  For more detailed information on the data, see “Employing Workers” in World Bank, Doing Business, at
http;//www.doingbusiness.orqg/MethodologySurveys/Employing Workers.aspx. Reporting only raw data, the
Doing Business 2011 study discontinued all of the sub-indices of Employing Workers: the difficulty of hiring
index, the rigidity of hours index, and the difficulty of redundancy index. For the labor freedom component
of the 2012 Index, the three indices were reconstructed by Index authors according to the methodology used
previously by the Doing Business report.

7  Seenote 4.
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The weighted average inflation rate for the most recent three years serves as the primary input
into an equation that generates the base score for monetary freedom. The extent of price controls is
then assessed as a penalty of up to 20 points subtracted from the base score. The two equations used
to convert inflation rates into the monetary freedom score are:

Weighted Avg. Inflation; = 6, Inflation; + 6,Inflation;_, + 6, Inflation,_,

Monetary Freedom, = 100 — a \/Weighted Avg. Inflation, — PC penalty;

where 6 through 6, (thetas 1-3) represent three numbers that sum to 1and are exponentially smaller
in sequence (in this case, values of 0.665, 0.245, and 0.090, respectively); Inflation,, is the absolute
value of the annual inflation rate in country 7 during year f as measured by the consumer price index;
o represents a coefficient that stabilizes the variance of scores; and the price control (PC) penalty
is an assigned value of 0-20 points based on the extent of price controls. The convex (square root)
functional form was chosen to create separation among countries with low inflation rates. A concave
functional form would essentially treat all hyperinflations as equally bad, whether they were 100
percent price increases annually or 100,000 percent, whereas the square root provides much more
gradation. The o coefficient is set to equal 6.333, which converts a 10 percent inflation rate into a
freedom score of 80.0 and a 2 percent inflation rate into a score of 91.0.

Sources. Unless otherwise noted, the Index relies on the following sources for data on monetary
policy, in order of priority: International Monetary Fund, International Financial Statistics Online;
International Monetary Fund, World Economic Outlook, April 2011; Economist Intelligence Unit,
Country Report, 2006-2011; and official government publications of each country.

OPEN MARKETS

Trade Freedom

Trade freedom is a composite measure of the absence of tariff and non-tariff barriers that affect
imports and exports of goods and services. The trade freedom score is based on two inputs:

» The trade-weighted average tariff rate and
e Non-tariff barriers (NTBs).

Different imports entering a country can, and often do, face different tariffs. The weighted aver-
age tariff uses weights for each tariff based on the share of imports for each good. Weighted average
tariffs are a purely quantitative measure and account for the basic calculation of the score using the
following equation:

Trade Freedom, = (((Tariff,, —Tariff, )/(Tariff ., Tariff

min )

) * 100) — NTB,

where Trade Freedom;represents the trade freedom in country i; Tariff , and Tariff ; represent
the upper and lower bounds for tariff rates (%); and Tariff, represents the weighted average tariff
rate (%) in country 7. The minimum tariff is naturally zero percent, and the upper bound was set
as 50 percent. An NTB penalty is then subtracted from the base score. The penalty of 5, 10, 15, or 20

points is assigned according to the following scale:

¢ 20—NTBs are used extensively across many goods and services and/or act to effectively impede a
significant amount of international trade.
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¢ 15—NTBs are widespread across many goods and services and/or act to impede a majority of
potential international trade.

e 10—NTBs are used to protect certain goods and services and impede some international trade.

¢ 5—NTBs are uncommon, protecting few goods and services, and/or have very limited impact on
international trade.

e 0—NTBsare not used to limit international trade.

We determine the extent of NTBs in a country’s trade policy regime using both qualitative and
quantitative information. Restrictive rules that hinder trade vary widely, and their overlapping and
shifting nature makes their complexity difficult to gauge. The categories of NTBs considered in our
penalty include:

¢ Quantity restrictions—import quotas; export limitations; voluntary export restraints; import-
export embargoes and bans; countertrade, etc.

¢ Pricerestrictions—antidumping duties; countervailing duties; border tax adjustments; variable
levies/tariff rate quotas.

¢ Regulatory restrictions—licensing; domestic content and mixing requirements; sanitary and
phytosanitary standards (SPSs); safety and industrial standards regulations; packaging, labeling,
and trademark regulations; advertising and media regulations.

¢ Investment restrictions—exchange and other financial controls.

¢ Customs restrictions—advance deposit requirements; customs valuation procedures; customs
classification procedures; customs clearance procedures.

¢ Direct government intervention—subsidies and other aid; government industrial policy and
regional development measures; government-financed research and other technology policies;
national taxes and social insurance; competition policies; immigration policies; government pro-
curement policies; state trading, government monopolies, and exclusive franchises.

As an example, Botswana received a trade freedom score of 79.7. By itself, Botswana’s weighted
average tariff of 5.2 percent would have yielded a score 0f 89.7, but the existence of NTBs in Botswana
reduced the score by 10 points.

Gathering tariff statistics to make a consistent cross-country comparison is a challenging task.
Unlike data on inflation, for instance, countries do not report their weighted average tariff rate
or simple average tariff rate every year; in some cases, the most recent year for which a country
reported its tariff data could be as far back as 2002. To preserve consistency in grading the trade
policy component, the Index uses the most recently reported weighted average tariff rate for a
country from our primary source. If another reliable source reports more updated information on
the country’s tariff rate, this fact is noted, and the grading of this component may be reviewed if
there is strong evidence that the most recently reported weighted average tariff rate is outdated.

The World Bank publishes the most comprehensive and consistent information on weighted aver-
age applied tariff rates. When the weighted average applied tariff rate is not available, the Index uses
the country’s average applied tariff rate; and when the country’s average applied tariff rate is not
available, the weighted average or the simple average of most favored nation (MFN) tariff rates is
used.® In the very few cases where data on duties and customs revenues are not available, data on
international trade taxes or an estimated effective tariff rate are used instead. In all cases, an effort
is made to clarify the type of data used and the different sources for those data in the corresponding
write-up for the trade policy component.

8 MFN is now referred to as permanent normal trade relations (PNTR).
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Sources. Unless otherwise noted, the Index relies on the following sources to determine scores
for trade policy, in order of priority: World Bank, World Development Indicators 2011; World Trade
Organization, Trade Policy Review, 1995-2011; Office of the U.S. Trade Representative, 2011 Nation-
al Trade Estimate Report on Foreign Trade Barriers; World Bank, Doing Business 2011 and Doing
Business 2012; U.S. Department of Commerce, Country Commercial Guide, 2008-2011; Economist
Intelligence Unit, Country Report and Country Commerce, 2008-2011; World Bank, Data on Trade
and Import Barriers: Trends in Average Applied Tariff Rates in Developing and Industrial Countries,
1981-2009; and official government publications of each country.

Investment Freedom

In an economically free country, there would be no constraints on the flow of investment capital.
Individuals and firms would be allowed to move their resources into and out of specific activities, both
internally and across the country’s borders, without restriction. Such an ideal country would receive a
score of 100 on the investment freedom component of the Index of Economic Freedom.

In practice, most countries have a variety of restrictions on investment. Some have different
rules for foreign and domestic investment; some restrict access to foreign exchange; some impose
restrictions on payments, transfers, and capital transactions; in some, certain industries are closed
to foreign investment. Labor regulations, corruption, red tape, weak infrastructure, and political
and security conditions can also affect the freedom that investors have in a market.

The Index evaluates a variety of restrictions typically imposed on investment. Points, as indicat-
ed below, are deducted from the ideal score of 100 for each of the restrictions found in a country’s
investment regime. It is not necessary for a government to impose all of the listed restrictions at the
maximum level to effectively eliminate investment freedom. Those few governments thatimpose so
many restrictions that they total more than 100 points in deductions have had their scores set at zero.

Investment restrictions:

National treatment of foreign investment

* No national treatment, prescreening 25 points deducted
e Some national treatment, some prescreening 15 points deducted
e Some national treatment or prescreening 5 points deducted

Foreign investment code

¢ No transparency and burdensome bureaucracy 20 points deducted
e Inefficient policy implementation and bureaucracy 10 points deducted
¢ Some investment laws and practices non-transparent

or inefficiently implemented 5 points deducted

Restrictions on land ownership

e All real estate purchases restricted 15 points deducted
¢ No foreign purchases of real estate 10 points deducted
e Some restrictions on purchases of real estate 5 points deducted

Sectoral investment restrictions

» Multiple sectors restricted 20 points deducted
e Few sectors restricted 10 points deducted
* One or two sectors restricted 5 points deducted
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Expropriation of investments without fair compensation

* Common with no legal recourse 25 points deducted
* Common with some legal recourse 15 points deducted
e Uncommon but occurs 5 points deducted

Foreign exchange controls

* No access by foreigners or residents 25 points deducted
e Access available but heavily restricted 15 points deducted
¢ Access available with few restrictions 5 points deducted
Capital controls
¢ No repatriation of profits; all transactions require

government approval 25 points deducted
¢ Inward and outward capital movements require

approval and face some restrictions 15 points deducted
» Most transfers approved with some restrictions 5 points deducted

Up to an additional 20 points may be deducted for security problems, a lack of basic investment
infrastructure, or other government policies that indirectly burden the investment process and limit
investment freedom.

Sources. Unless otherwise noted, the Index relies on the following sources for data on capital flows
and foreign investment, in order of priority: official government publications of each country; Econo-
mist Intelligence Unit, Country Commerce and Country Report, 2008-2011; Office of the U.S. Trade
Representative, 2011 National Trade Estimate Report on Foreign Trade Barriers; and U.S. Department
of Commerce, Country Commercial Guide, 2008-2011.

Financial Freedom

Financial freedom is a measure of banking efficiency as well as a measure of independence from
government control and interference in the financial sector. State ownership of banks and other
financial institutions such as insurers and capital markets reduces competition and generally lowers
thelevel of available services. In an ideal banking and financing environment where a minimum level
of government interference exists, independent central bank supervision and regulation of financial
institutions are limited to enforcing contractual obligations and preventing fraud. Credit is allocated
on market terms, and the government does not own financial institutions. Financial institutions pro-
vide various types of financial services to individuals and companies. Banks are free to extend credit,
acceptdeposits, and conduct operations in foreign currencies. Foreign financial institutions operate
freely and are treated the same as domestic institutions.

The Index scores an economy’s financial freedom by looking into the following five broad areas:

The extent of government regulation of financial services,

e The degree of state intervention in banks and other financial firms through direct and indirect
ownership,

e The extent of financial and capital market development,

e Government influence on the allocation of credit, and

* Openness to foreign competition.

These five areas are considered to assess an economy’s overall level of financial freedom that
ensures easy and effective access to financing opportunities for people and businesses in the econo-
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my. An overall score on a scale of 0 to 100 is given to an economy’s financial freedom through deduc-
tions from the ideal score of 100.

¢ 100—Negligible government interference.

¢ 90—Minimal government interference. Regulation of financial institutions is minimal but may
extend beyond enforcing contractual obligations and preventing fraud.

¢ 80—Nominal government interference. Government ownership of financial institutions is a
small share of overall sector assets. Financial institutions face almost no restrictions on their abil-
ity to offer financial services.

¢ 70—Limited government interference Credit allocation is influenced by the government, and
private allocation of credit faces almost no restrictions. Government ownership of financial insti-
tutions is sizeable. Foreign financial institutions are subject to few restrictions.

¢ 60—Significant government interference. The central bankis not fullyindependent, its super-
vision and regulation of financial institutions are somewhat burdensome, and its ability to enforce
contracts and prevent fraud is insufficient. The government exercises active ownership and con-
trol of financial institutions with a significant share of overall sector assets. The ability of financial
institutions to offer financial services is subject to some restrictions.

¢ 50—Considerable government interference. Credit allocation is significantly influenced by
the government, and private allocation of credit faces significant barriers. The ability of financial
institutions to offer financial services is subject to significant restrictions. Foreign financial insti-
tutions are subject to some restrictions.

¢ 40—Strong government interference. The central bank is subject to government influence,
its supervision of financial institutions is heavy-handed, and its ability to enforce contracts and
prevent fraud is weak. The government exercises active ownership and control of financial institu-
tions with a large minority share of overall sector assets.

¢ 30—Extensive government interference. Credit allocation is extensively influenced by the gov-
ernment. The government owns or controls a majority of financial institutions or is in adominant
position. Financial institutions are heavily restricted, and bank formation faces significant barri-
ers. Foreign financial institutions are subject to significant restrictions.

¢ 20—Heavy government interference. The central bank is not independent, and its supervi-
sion of financial institutions is repressive. Foreign financial institutions are discouraged or highly
constrained.

¢ 10—Near repressive. Credit allocation is controlled by the government. Bank formation is
restricted. Foreign financial institutions are prohibited.

¢ 0—Repressive. Supervision and regulation are designed to prevent private financial institutions.
Private financial institutions are prohibited.

Sources. Unless otherwise noted, the Index relies on the following sources for data on banking
and finance, in order of priority: Economist Intelligence Unit, Country Commerce, Country Finance,
and Country Report, 2008-2011; International Monetary Fund, Staff Country Report, “Selected
Issues,” and Staff Country Report, “Article IV Consultation,” 2008-2011; Organisation for Economic
Co-operation and Development, Economic Survey; official government publications of each coun-
try; U.S. Department of Commerce, Country Commercial Guide, 2008-2011; Office of the U.S. Trade
Representative, 2011 National Trade Estimate Report on Foreign Trade Barriers; U.S. Department of
State, Investment Climate Statements, 2008-2011; World Bank, World Development Indicators 2011,
and various news and magazine articles on banking and finance.
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GENERAL METHODOLOGICAL ISSUES

Period of Study. For the current Index of Economic Freedom, scores are generally based on data
for the period covering the second half of 2010 through the first half of 2011. To the extent possible,
the information considered for each factor was current as of June 30, 2011. It is important to under-
stand, however, that some component scores are based on historical information. For example, the
monetary freedom component is a three-year weighted average rate of inflation from January 1,
2008, to December 31, 2010.

Equal Weight. In the Index of Economic Freedom, the 10 components of economic freedom are
equally weighted so that the overall score will not be biased toward any one component or policy
direction. Itis clear that the 10 economic freedoms interact, but the exact mechanisms of this inter-
action are not easily definable. Is aminimum threshold for each one essential? Is it possible for one to
maximize if others are minimized? Are they dependent or exclusive, complements or supplements?

These are valid questions, but they are beyond the scope of our fundamental mission. The pur-
pose of the Index is to reflect the economic environment in every country studied in as balanced
away as possible. The Index has never been designed specifically to explain economic growth or
any other dependent variable; that is ably done by empirical econometricians elsewhere. The raw
data for each component are provided so that others can study, weight, and integrate as they see fit.

Using the Most Currently Available Information. Analyzing economic freedom annually
enables the Index toinclude the most recent information as it becomes available country by country.
A cutoff date is used so that all countries are treated fairly. As described above, the period of study for
the current year’s Index considers all information as of the last day of June of the previous year (June
30, 2011). Any new legislative changes or policy actions effective after that date have no positive or
negative impact.’

9  Occasionally, because the Index is published several months after the cutoff date for evaluation, more re-
cent economic events cannot be factored into the scores. In the past, such occurrences have been uncommon
and isolated to one region of the world. The Asian financial crisis, for example, erupted at the end 0f 1997 just
as the 1998 Index was going to print. The policy changes in response to that crisis, therefore, were not consid-
ered in that year’s scoring, but they were included in the next year’s scores. Similarly, this year, the impact of
government policies and more recently available macroeconomic statistics since the second half of 2011 have
not affected the rankings for the 2012 Index but will almost certainly show up in scores for the next edition of
the Index.
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