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ECONOMIC FREEDOM AND
DEMOCRACY: DETERMINANT
FACTORS IN INCREASING
MACROECONOMIC STABILITY

Abstract

The main goal of the article is to analyze the role and influence of economic freedom
on macroeconomic stability. For this purpose, the authors used the integrated index of
economic freedom, calculated by the Heritage Foundation and Democracy Index. It
is noted that this index indicator was calculated by the experts from the World Bank
using the index of voice and accountability. In the paper, the authors used the multina-
tional panel dataset for 11 countries of the EU for the purpose of checking the correla-
tion between economic freedom, democracy and macroeconomic stability. It should
be highlighted that the abovementioned 11 countries are related by the fluctuation of
economic growth during the transformation process (1996-2016) from communist
party to the democracy and political pluralism. In addition, the authors proposed to
add the indicators of political stability and trade openness, which allowed to take into
account implementation of flexible macroeconomic instruments, including monetary
policy, which towards increasing the economic growth, employment and financial de-
velopment of the countries. The findings are directed received using the regression
equation with fixed and random effects showed the high level of correspondence of the
model used with the original observations. Despite the chosen approach to estimate
the macroeconomic stability, the findings showed that there is a positive and statistical-
ly significant impact of economic freedom and democracy on macroeconomic stability.

Keywords integrated index, panel data analysis, stability, political

stability, trade openness

JEL Classification 33, E37, E6l

INTRODUCTION

During the last twenty years, the transformation process in the EU coun-
tries have been continuing from the monopoly of the communist party
to the democracy and political pluralism in political sphere and in the
economy sphere from the planning to the market economy, which could
be characterized by the different pace and tendencies of economic growth.

In this paper, for the analyss, the authors chose 11 countries, which
were divided by the regions (in the brackets — year of transformation
beginning): a) Central and Eastern Europe and the Baltic countries:
Lithuania (1992), Latvia (1992), Poland (1990); (b) South-Eastern
Europe: Bulgaria (1991), Croatia (1990), Romania (1991); ¢) former post-
Soviet republics, with the exception of the Baltic countries: Armenia
(1991), Belarus (1991), Georgia (1991), Moldova (1991), Ukraine (1991).

Thus, the results of the analyss showed that among 11 countries, the
largest heterogeneity in GDP level, measured by variation coefficient,
was observed in Armenia (75.53%) and Romania (70.06%). However,
in absolute terms, Armenia’s GDP grew by USD 9299.7 million, while
Romania’s was almost 17 times more — USD 15.8593 million.
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It is noted that among 11 countries, none of the countries was marked by the fluctuation of homogeneity
of the allocated indicator within 0-30%. Firstly, it showed the fluctuation’s impact on the dynamics of the
transformational process in the countries. The GDP fluctuations were allocated by the Hodrick-Prescott
time series cyclic component. The results of the analysis allowed to make a conclusion about the exist-
ence of close relationship between the trend of short-term fluctuations and the countries development.

Thus, the correlation coeflicient of GDP fluctuation among the most countries was 0.5641 and higher.
At the same time, among the EU countries, this indicator was not less than 0.8023. It means that 80% of
fluctuations correspond to the implementation of the EU policy in order to reduce the inequality in the
economic and social development of the EU members.

Table 1. Correlation analysis of the GDP fluctuations in the chosen countries during the period 1990-2016

Source: The authors’ own calculations based on World Bank data (World Bank, 2017).

Correlation

g?ﬁf.‘;'cc'e&t, Lithuania: Latvia : Poland :Bulgaria: Croatia:Romania:Armenia:Belarus: Georgia :Moldova: Ukraine
fluctuations

Lithuania 10000 @ - - - — _ _ _ _ _ _
Latvia . 09743 :1.0000 - — - - - - - - -
Poland 09316 0.8812 1.0000 . - . - - - - - - -
Bulgaria  0.8442 0.8023 09287 = 1.0000 . - - - - - - -
Croatia 09020 0.8808 0.8739 . 0.8753 . 1.0000 -  — - - - -
Romania i 09248 ©0.9228: 0.9422 | 0.9388 @ 0.8896 : 1.0000 : - L= - - -
Armenia i 09010 :0.8971: 0.9438 @ 0.9148 @ 0.8040 : 0.9729 &6 1.0000 : - & - - -
Belarus i 0.7839 :0.6887: 0.8809 @ 0.8283 & 0.6591 : 0.7918 @ 0.8479 :1.0000: - : - -
Georgia 07220 0.6462  0.8346 . 0.8355 . 0.5717 = 0.7880 = 0.8693 : 0.9230  1.0000 = - =
Moldova i 0.7336 ¢ 06126 0.7945 © 0.6849 : 0.5641 : 0.6571 : 0.6947 : 0.8271: 0.7995 : 1.0000 : -
Ukraine i 0.8457 :0.7920: 0.9005 : 0.8861 : 0.7993 : 0.8509 : 0.8822 : 0.8751 : 0.8741 : 0.7173 : 1.0000

It is noted that Hodrick-Prescott filter is the most popular method to allocate the trend and circular
(fluctuation) component of dynamic series (Ravn & Uhlig, 2002):

©)

Yy, =1,+c¢,

where y, - factual dataset; 7, - trend component, allocated from the factual dataset through the
equation:

T

(=) + (7)) )

t=1

@

min

Tl
¢, - circular (fluctuation) component.
In this research, the abovementioned fluctuations were determined as a base for the following

transformations: empowered democracy and implemented market economy, consequently, to widen
the economic freedom.

1. LITERATURE REVIEW

It should be noticed that this approach was pro-
posed by Gwartney, Block, and Lawson.
In the theoretical research, Hall and Lawson (2014)

who devoted their analyses on scientific papers on Thus, the scientists underlined that half of the

economic freedom have emphasized that more
than 402 papers used the Economic Freedom of
the World (EFW) index (Gwartney et al., 2017)
as the evaluation tool of economic freedom level.
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abovementioned papers used EFW as explanatory
variable in the empirical models. In addition, two
thirds of those papers indicated that the level of
economic freedom has the positive and significant



impact on the economic growth, the social stand-
ard of living, etc. In addition, in his paper, Nguedie
(2017) approved the relationship between corrup-
tion, investment and growth. Besides, De Haan and
Sturm (2000) on the basis of the analysis results of
more than 80 countries made the conclusion that
the economic growth ensures the increase of the
rate of economic development. At the same time,
the scientists pointed out that the stable economic
state did not affect the level of economic freedom.
The problems of economic freedom and democra-
cy are very relevant for emerging countries (involv-
ing post-Soviet) with the transition process (Pilia,
2017). Justesen (2008) analyzed the same problem
using the Granger causality tests for panel data for
the period 1970-1999. His results also confirmed
the positive correlation between economic freedom
and economic growth, the volume of foreign direct
investment and the absence of the inverse relation-
ship between the abovementioned indicators.

For the purpose of investigating the correlation be-
tween economic freedom and economic growth
(GDPPER) in 23 upper-middle income countries
from 1995 to 2010, Kilic and Arica (2014) used two
log econometric models. The first model used level
of inflation (CPI) as a main indicator and the in-
tegral indicator of EFW as the explanatory varia-
ble. Besides, the second model used the EFW de-
composition (values of business (BF), financial (FF),
investment (IF), trade (TF), fiscal (FIS), monetary
(MF), property rights (PR), government (GS) free-
dom indexes). The empirical findings approved the
positive and significant correlation between the
EFW with all his parameters and economic growth:

log(GDPPER), =y, +7,EFW,_ +y,CPIL,_,, (3)
log(GDPPER), , = 8, + 3, log(BF), , +
+ﬂ2 IOg (FF),H + ﬂ3 log(IF)nf] + (4)
+p,log(TF)  + f;log(MF),  +
+p3;log(FIS),  +p;log(PR)  +

(

+5; log GS)it—l + B, log CPI, ,.

Besides, the results of Banaian and Luksetich
(2001) explained the opportunities to reduce infla-
tion as the instrument of macroeconomic stability
in the country through the implementation of the
high level of economic freedom.

Problems and Perspectives in Management, Volume 16, Issue 2, 2018

The conclusion obtained by the abovementioned
scientists approved the theory of A. Smith: the
economic freedom gives opportunity to function-
ing of the invisible hand, as a consequence, the
welfare could be achieved not only for the separate
class of the society, but also for the whole society
(Smith, 2007).

On the contrary, Stiglitz in the work “The anato-
my of a murder: Who killed America’s economy?”
explained that the last financial recession was pro-
voked by using the inefficient incentives without
effective regulation (Stiglitz, 2009). According to
his research, only through the implementation of
regulatory reforms the same crisis could be avoid-
ed in the future. In addition, the necessity to limit
the economic freedom through the implementa-
tion of regulatory market mechanisms as a way
to prevent the emergence of the crisis was high-
lighted by the following scientists: Klein (2007),
Krugman (2008).

According to the works of Marcos de Barros Lisboa
and Zeina Abdel Latif (2014), the scientists indi-
cated that “Among poor countries, there seems to
be a great diversity of political regimes or degrees
of democracy, while in richer countries, the diver-
sity is reduced, with a much clearer relationship
between democracy and income”.

It should be underlined that most countries with
open institutions, according the EFW index classi-
fication (Gwartney et al., 2017), had the democrat-
ic political system (Unit, 2017) and demonstrated
the high level of GDP per capita. Thus, in 2017,
among 34 countries, which had the highest level of
economic freedom 70-100 according to the EFW
index, only two countries, Qatar and United Arab
Emirates, had the authoritarian regimes and there
were three hybrid regimes (Armenia, Macedonia,
Georgia). In other words, 85% demonstrate the
flawed and full democracies.

However, despite the strong dependence, the the-
oretical and empirical findings of the democra-
cy’s impact on the economic growth and macro-
economic stability had the contradictory nature.
Thus, the findings of study of developing countries
for the period 1998-2002 showed that democracy
had the negative impact on the economic growth
(Abeyasinghe, 2004). Hristos Doucouliagos and
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Source: The authors’ own calculations based on World Bank data (World Bank, 2017),

EFW (Gwartney et al., 2017), Democracy Index (Unit, 2017).
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Figure 1. The ratio of the democracy level and GDP per capita in countries with the EFW index

Mehmet Ali Ulubasoglu obtained the results of
meta-analysis and meta-regression analysis to the
total pool of 84 studies with 483 published estima-
tions of the impact of democracy on the economic
growth and approved it by the five main conclu-
sions: lack of information that democracy has the
negative influence on economic growth; democra-
cy has the huge indirect impact on the economic
growth through the different channels; existence
of regional connections and consequences of stud-
ying the relations, in spite of absence of such ef-
fect for all countries; use of different methods, ap-
proaches, mathematical models and parameters
justified the gaps between the findings from dif-
ferent scientists; despite zero effect of democracy
on economic growth, the economic freedom has
the statistically significant, positive and direct ef-
fect (Doucouliagos & Ulubasoglu, 2008).

The investigation of the relationship between de-
mocracy and economic growth through the vol-
atility channel, conducted by Ahmed Mushfiq
Mobarak (2005), showed that the increase of
standard deviation of Democracy Index by 1%
will provoke the decrease of the standard devia-
tion of growth rates by 1%.

Mohamed Fenira (2014), using the inflation index
(like an assessment of the macroeconomic sta-
bility), as well as Martinez-Vazquez and Macnab
(2006) developed the regression equation (5) for
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analyzing the impact of democracy on inflation
in 124 countries during the period 1996-2012. The
scientists approved that democracy effect, among
other economic and institutional parameters in
equation (5), was statistically significant at the level
of 1% and was negatively correlated with inflation:

INF, =a+ 8, (DEM ) + j3,(POLSTAB) +
+, (MONgrowth) + 3, In(RES) +
+B,Growth, + B Trade,,

®)

where INF, - Consumer Price Index (annual
%), DEM, - Democracy Index; MONgrowth,
— average annual growth rate in money and quasi
money, InRES, - logarithm of total reserves,
POLSTAB, - political stability index, Growth, -
percentage growth rate of GDP, Trade, - imports

plus exports as a percentage of GDP.

Subramanian and Satyanath (2004) underlined
that democratic political institutions are the most
statistically significant determinations of long-
term impact on macroeconomic stability on a par
with determinants of conflicts and economic insti-
tutions. Improving the democracy level could de-
crease the negative impact of conflicts on the mac-
roeconomic stability, so “.. one standard deviation
improvement in democracy leads to a 3.6-fold
decline in nominal instability” (Subramanian &
Satyanath, 2004).



The aim of the article is to estimate the impact of
economic freedom and democracy on macroeco-
nomic stability of the country.

2. MATERIALS
AND METHODS

For the purpose of estimating the impact of eco-
nomic freedom and democracy on macroeconom-
ic stability of the country, the empirical model
which based on the correlation could be used:
Mlit:f(EF;tﬂDEMiﬁXit)’ (6)
where MI represents the various alternative meas-
ures of country’s macroeconomic stability in peri-
od ¢, EF - assessment of the level of economic
freedom in the country in period 1, DEM - the
level of the democracy in the country in period ¢,
X - isavector of other conditioning variables.

It should be noticed that the huge number of
scientists have already approved the correlation
between macroeconomic stability and econom-
ic indicators. Thus, Kyrychenko et al. (2018),
Vasylieva et al. (2018) analyzed how the macroe-
conomic stability is correlated with the main in-
dicators of economic growth, innovation poten-
tial (Kasyanenko et al., 2013) and financial im-
balance (Lunyakov et al., 2013). Besides, the sci-
entists in the paper of Melnyk et al. (2018) using
the different approaches to estimate the mac-
roeconomic stability, which allowed to obtain
more precise findings. For that matter, as a de-
pendent variable of the empirical model, the au-
thors proposed to use the alternative approach-
es to estimate the level of macroeconomic sta-
bility: Consumer Price Index (CPI) (Martinez-
Vazquez & Macnab, 2006); Misery Index (Igbal
& Nawaz, 2010; Okonkwo & Godslove, 2015);
aggregate data for macroeconomic stability pen-
tagon (MSP) (Kolodko, 1993); indicator of mac-
roeconomic stability (IMS) (Zaman & Drcelic,
2009).

Traditionally, the essential factor EF is esti-
mated by the integral indicators, calculated by
the American research organization Heritage
Foundation (Index of Economic Freedom (IEF,
2017) and the Fraser Institute (The Economic

Problems and Perspectives in Management, Volume 16, Issue 2, 2018

Freedom of the World index (EFW)) (Gwartney
et al., 2017). It allows to analyze the large rule
of countries for a long period among the differ-
ent alternative approaches to evaluating the eco-
nomic freedom.

The main factors, used for calculating IEF index
are classified into 5 groups. It should be noticed
that each indicator has the equal power of influ-
ence on integral indicator IEF and is estimated
according to the scale from 0 to 100. According
to this index, the countries could be divided in-
to the following groups:

o free - with index of 80-100 points;

mostly free — with index of 70-79.9 points;

moderately free — with index of 60-69.9 points;

o mostly unfree - with index of 50-59.9 points;

repressed — with index of 0-49.9 points
(Heritage Foundation, 2017).

The Fraser Institute calculates EFW index
through 24 indicators within five main direc-
tions, explained in the paper of Gwartney et al.
(2017). The countries’ rating is calculated based
on dividing all the studied countries according
to the scale from 0 to 10, where 10 is the highest
possible rating and zero (0) is the lowest.

At the same time, the value of correlation coef-
ficient between IEF and EFW indices for cho-
sen 11 countries during the period 1996-2017 is
approximately 1 (Table 2), which approved the
multicollinearity between the abovementioned
indicators. Thus, their dynamic changes could
have the same impact on dependent variable of
empirical model (6). The multicollinearity of IEF
and EFW could be described by including the
same factors during the development of the in-
tegral index.

The way that the chosen indicators have the
same tendency of changes in time, within the
framework of this research, we will use as the
essential factor EF the integral index IEF, which
had already been calculated by the Heritage
Foundation.
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Table 2. Correlation between IEF and EFW in the
chosen countries during the period 1996-2017

Source: The authors’ own calculations based
on Heritage Foundation (2017), Gwartney et al. (2017).

Heritage

: Foundation Fraser Institute
Coeiionot Index of Economic
of Economic Economic Freedom of the
Freedom Freedom World Index
Indexes (100 =most | (10 = most free;

ree; 0 = least free)

. 0 =repressed)

Index of Economic

Freedom (EF) 19999 07
Economic

Freedom of the

World index 0.879 1.0000
(EFW)

>

The different approaches to define the “democracy’
as a term stipulate the existence of different
approaches and methods to estimate the
democracy level (Dutt & Mobarak, 2016). That
is why Mohamed Fenira (2014), in his work
analyzing the different approaches to estimate
the democracy level (Polity IV, established
by Marshall and Jaggers, the Freedom House
index, or that of the International Country Risk
Guide, etc.), had proposed to use “voice and
accountability” democracy index, calculated
annually and published by World Bank. This index
was developed by the experts Daniel Kaufmann,
Aart Kraay, and Massimo Mastruzzi from the
World Bank in 1996 year.

Mohamed Fenira asserts that approach has a lot of
advantages among the others alternative methods:
firstly, calculation of the democracy index based
on 25 databases, developed by 18 organizations;
secondly, this index includes both participation
and contestation criteria (Fenira, 2014).

At the same time, from the authors’ point of view,
the proposed democracy index allows to analyze
the bigger time period to estimate the impact of
democracy on macroeconomic stability, in spite
of democracy index, developed by “The Economist
Intelligence Unit” in 2006 (Unit, 2017). Moreover, it
will be allowed to avoid the expert methods to cal-
culate the integral indicator of freedom house in-
dex (Freedom House, 2000) and democracy index
(“The Economist Intelligence Unit” (Unit), 2017).

It should be noticed that the calculation of “voice
and accountability” democracy index takes into
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account the indicators, which estimate the possi-
bility of the civil society to take part in the govern-
ment elections, as well as freedom of expression,
freedom of association and free media. The “voice
and accountability” democracy index is estimated
according to the following scale: from -2.5 (weak)
to 2.5 (strong) governance performance.

It should be underlined that IMF and World
Bank will allocate financial resources to emerg-
ing countries if they have the stable political situ-
ation. That is why the emerging countries should
implement the main principles of democracy
(Abeyasinghe, 2004).

The authors agreed with Ranmali Abeyasinghe
(2004), that democracy isn’t the result of the politi-
cal stability, insofar as particularly the totalitarian
regime could be characterized as totally stable po-
litical situation. In this case, in addition to the eco-
nomic freedom and democracy, we proposed to
take into account the estimation of political stabil-
ity and absence of violence/terrorism (POLSTAB),
calculated by the experts from World Bank.

The democracy regime and political stability will
allow the countries to adapt to external chang-
es and functional requirements, as a result, to
achieve the desired level of macroeconomic stabil-
ity through implementing the flexible macroeco-
nomic instruments, including the monetary poli-
cy, aimed at strengthening economic growth and
employment.

Arvind Subramanian and Shanker Satyanath
(2004) in their research argued that the economic
transparency had the statistically significant im-
pact on macroeconomic stability as the political
stability. Thus, the economic transparency could
be measured as the percentage of total trade to
GDP (Open). Besides, the transparency of trade is
a key factor of financial development in the dif-
ferent countries, which indicated the country’s
macroeconomic results. Moreover, this indicator
could be the effective mechanism to reallocate the
welfare in interests of the rich (Rajan & Zingales,
2003).

The empirical model (7) for analyzing the panel
data could be used as a regression equation with
fixed and random effects (Clark & Linzer, 2015):



Y,=a+X.p+v,, i=1.,N; t=1..T, (7)

where & - constant term of regression, P - coef-
ficient vector of dimensionality, X i't — vector line
of matrix, which explained the variables, # - time
series of the model, v, =u, + ¢, - simulation of
the random value, u, — unobservable individual
effect, which doesn’t relate with time and char-
acterize the object, excluded from the regression
model, &, - random parameters.

For the purpose of choosing the model, which
most accurately describes dataset, the Hausman
test is ised. It allowed to estimate and choose the
objective model between determinant and ran-
dom (Bell & Jones, 2015).

It is noted that using of panel data for empirical
research according to Baltagi (2005) has a range
of significant advantages among the other analysis
techniques.

According to the abovementioned, the empirical
model (7) could be presented in the regression
equatation:

MI, = aIEF, +a,DEM, +
+a,POLSTAB, +a,Open, +e,,

®)

where e, is the random error term.

Lithuania Latvia

Croatia Romania

Economic Freedom

Georgia Moldova
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3. RESULTS

The dynamics of the economic freedom level of
the countries is shown in Figure 2. The most pos-
itive changes in the economic freedom during the
period 1995-2017 can be observed in Moldova
(+75.76%), Georgia (+72.34%), Armenia (+66.59%),
Romania (+62.47%) and Lithuania (+52.52).
However, despite faster growth in Moldova in
2017, Moldova was in a group with mostly unfree
(58) level of economic freedom. At the same time,
Georgia (76), Armenia (70.3), Lithuania (75.8)
were in mostly free group and Romania (69.7) -
moderately free. Unfortunately, Ukraine, among
the studied countries, had the lowest rate of in-
crease of the abovementioned index (+20.55%). In
addition, only in Ukraine, the level of economic
freedom decreased in 2017 to 48.1 compared with
2007, as a result, Ukraine was called a country
with depressed economy.

Ratio of the average the Index of Economic
Freedom IEF to Democracy Index (DEM) (Figure
3) showed that the EU countries have already
achieved the huge scale of implementation of the
democracy and economic freedom, which comply
with the main EU requirements (Schimmelfennig
& Scholtz, 2008). At the same time, such countries
as Ukraine, Belarus, Moldova and Armenia have
been keeping the authoritarian regime until the

Source: The authors’ own calculations based on Heritage Foundation (2017).

Poland Bulgaria

Armenia Belarus

1995 2000 2005 2010 2015
Ukraine

/ﬁWA//\_N

1995 2000 2005 2010 2015

1995 2000 2005 2010 2015

1995 2000 2005 2010 2015
Year

Figure 2. Dynamics of the Index of Economic Freedom (IEFI’.I), 1995-2016
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Source: The authors’ own calculations based on Heritage Foundation (2017), WGI (2017).
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Figure 3. The ratio of the Index of Economic Freedom (IEF) to Democracy Index (DEM), 2013-2017

present day. These gaps actualized to continue to
emphasize the necessity for Ukraine to improve
the democratic and economic institutions.

The characteristic of the main explanatory factors
of the regression equation (7) and their descriptive
statistical characteristics are given in Table 3.

For the purpose of checking the stationary of da-
taset we used the following tests: Levin, Lin, and
Chu test (Levin et al., 2002) and Hadri LM test
(Hadri, 2000). Each test checks the zero hypoth-
eses. Thus, according to the Levin, Lin, and Chu
test, the zero hypotheses were that the panels

contained unit roots, for Hadri LM test — all pan-
els are stationary. The results in Table 4 showed
that all variables indicators, except MSP (by the
Levin, Lin, and Chu test), were stationary at the
level of 1% (CPI, Misery Index, IMS, IEF, DEM,
POLSTAB) and 5% (Open). At the same time, the
results of Hadri LM test showed that all indicators
weren’t stationary. That is why, for the purpose of
making the correct interpretation of the findings,
the next step was to make the procedure of cal-
culating the first differences statistical dataset. In
this case, the obtained results can be interpreted
as a rate of increase and, as a result, the stationary
dataset can be obtained by the two tests (Table 4).

Table 3. The descriptive statistics of the main dependent and explanatory variables of the regression

equation

Source: The authors’ own calculations based on Heritage Foundation (2017), WGI (2017), World Bank (2017).

Indicators Average Standard deviation Minimum value Maximum value

CPI 17.27119 74.24944 -1.538403 1058.374
Misery Index 2748603 740104 436 107207
R e P B .......... S
e e S e M PP
s e e e o
v e P S e s
POLSTAB 0.1172294 05805321 202 07
open ,,,,,,,,,, s S e S




Table 4. Results of panel unit root test
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Source: The authors’ own calculations based on Heritage Foundation (2017), WGI (2017), World Bank (2017).

Levin, Lin, and Chu test results Hadri LM test results
. Ho: Panels contain unit roots Ho: All panels are stationar
Variables Ha: Some panels contain unit roots Ha: Some panels contain unit roots

Level First difference Level First difference
CI.’.I. o —1.5e + 02 (0.0000)* -1 4e + 02 (O OOOO)* 4 7510 (O 0000) -3.1505 (0.9992)
Misery Index -93.2154 (0.0000)* —1.4e + 02 (0.0000)* 5.0346 (0.0000)* -3.1522 (0.9992)
MSP -0.5088 (0.3054) ~5.1089 (0.0000)* 12.7925 (0.0000)* -1.0861 (0.8613)
IMS -2.8745 (0.0020)* ~5.6632 (0.0000)* ~9.5549 (0.0000)* ~1.1552 (0.8760)
IEF —2.8886 (0.0019)* ~4.4692 (0.0000)* 30.5347 (0.0000)* 3.0841 (0.1110)
DEM -2.5426 (0.0055)* —6.3627 (0.0000)* 16.2661 (0.0000)* ~0.1207 (0.5480)
POLSTAB -4.3781 (0.0000)* ~11.7543 (0.0000)* 12.8927 (0.0000)* ~1.2945 (0.9023)
Open -1.8291 (0.0337)** —-8.0908 (0.0000)* 27.8609 (0.0000)* -1.6039 (0.9456)

Note: The asterisks *, ** and *** represent the significance at 1%, 5% and 10% levels, respectively.

Table 5. Regression model with the fixed effect model FE and random effect model: panel estimation

Source: The authors’ own calculations based on Heritage Foundation (2017), WGI (2017), World Bank (2017).

Dependent variable /
independent variable

CPI

Misery Index

MSP

IMS

Fixed effect model

IEF £ —2.901209 (0.003)* : ~ -2.920816 (0.002)* 0.012354 (0.006)* = 1.049604 (0.000)*
DEM ~2.93148 (0.308) ~2.4444 (0.318) 0.0005174 (0.995) = 0.5006118 (0.924)
POLSTAB 791851 (0.613) ~8.181057 (0.602) 0.0593977 (0.079)"* 3380118 (0.113) _
Open - 0.1250943 (0.731) . 0.0877566 (0.810) -0.0016102 (0.048)* = —0281992 (0.581)
Const 172 0129 (0.001)* 187.0571 (0.000)* 0.3494201 (0.000)* 27.00842 (0.000)
Random effect model

IEF | —2.484333 (0.000)* - -2.361516 (0.000)* 0.0122631 (0.005)* 1.054153 (0.000)*
DEM 116127 (0.297)  -1.44406 (0.207) ~0.0020348 (0.980)  0.574817 (0.911)
POLSTAB | —4.334779(0.697)  -5.777976 (0.603) 0.0563453 (0.092)*  3.348887 (0.108)
Open - 0.1096612 (0.635) - 0.0469464 (0.839) -0.0016171 (0.045)** = -0.030166 (0.547)
Const 150 7176 (0.000)* 159.6598 (0.000)* 0.3494563 (0. 000) 27.00718 (0.000)*

Note: The asterisks *, ** and *** represent the significance at 1%, 5% and 10% levels, respectively.

The stationary of dataset allowed to develop the re-
gression model (7) with the fixed effect model (FE)
and random effect model (Table 5).

The Hausman test proved that the random effect
model is more applicable for interpretation than
the fixed effect model (Table 6).

The obtained results, presented in Table 6, proved
the positive and statistical significant impact (at
1% level) of economic freedom on macroeconomic
stability for the analyzed countries regardless of

the methods to estimate the macroeconomic stabil-
ity. That is, a 1% increase in the Index of Economic
Freedom index (IEF) would raise macroeconomic
stability by 29% for CPI, Misery Index, 1% — MSP,
10% - IMS. The negative impact of independent
parameters on CPI and Misery Index means the
positive tendency in the macroeconomic stabili-
ty. However, for MSP and IMS, the positive val-
ue of independent parameters characterizes the
achievement of main goals of country’s macroe-
conomic policy: the high pace of industry devel-
opment; full employment; reduction of the infla-

Table 6. The Hausman test for fixed effect model and random effect model

Source: The authors’ own calculations based on Heritage Foundation (2017), WGI (2017), World Bank (2017).

Dependent variable / Test Cpl Misery Index msp IMS
Chi2(4) = (b - BY[(V_b - V_B)A=1)](b - B) 2.06 ' 2.34 ' 3.39 0.07
Prob > Chi2 0.7244 0.6741 0.4942 0.9994
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tion rate; equilibrium of the external payments;
support of the stable exchange rate of the national
currency, etc. The coefficient of Democracy Index
was positive, but wasn’t statistically significant for
all types of models.

It should be underlined that for MSP model, the
growth of macroeconomic stability could be
achieved through the implementation of polit-
ical stability (the indicator was statistically sig-

nificant at 10% level), economic freedom (the
indicator was statistically significant at 1% level)
and democracy. The obtained results showed that
Ukraine EU vector to develop the economy justi-
fies to study the experience of national economy,
which had already been integrated into the inter-
national network and had already achieved the
highest level of economic freedom and democ-
racy, particularly Polish and Lithuanian, Latvian
experiences’.

CONCLUSION

In this article, the authors analyzed the impact of economic freedom and democracy on macroeconomic
stability. In spite of the huge number of investigation of the correlation between the abovementioned
indicators and macroeconomic stability, the findings of their correlation analysis couldnt give
opportunity to make conclusion about direction and level of impact.

Thus, within this research, the authors indicated that more than 85% of countries with open institutions
(based on The Fraser Institute Economic Freedom of the World Index) had the democratic political
system and showed the high GDP per capita. Thus, among 34 countries, which occupied the high level
of freedom only two countries, Qatar and United Arab Emirates, had 70-100 points by the EFW index
in 2017. It is noted that these countries had the authoritarian regimes and there were three with hybrid
regimes (Armenia, Macedonia, Georgia).

For the purpose of making the empirical research of economic freedom and democracy impact on
macroeconomic stability, the authors chose 11 countries related by the fluctuation of economic growth
during the transformation process (1996-2016) from communist party to the democracy and political
pluralism. The results of the analysis showed that the positive and statistical significant impact of
economic freedom on macroeconomic stability for chosen countries exists. The same findings could be
obtained despite using different types of methods. It should be underlined that Democracy Index had
also positive, however, not statistically significant impact for all types of models.

The authors highlighted that the EU integration process for Ukraine, the Strategy of SDG 2030, justified
that the key element of countries’ competitiveness was the indicator of macroeconomic stability. That
is why Ukraine should develop, improve and implement the democratic and economic institutions as a
way to achieve the macroeconomic stability.
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