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Abstract: This paper is devoted to the problems of evaluation of institutional system’s develop-
ment in transition economies and studying the impact it has on economic performance. The au-
thors developed and used a methodology of estimating an operational indicator of institutional 
system dynamics for observing the “institutional reforms-economic growth” interdependence in 
transition economies. The observations revealed certain dependence between institutional deve-
lopment and growth. In the remaining part of the paper the problems of international economic 
integration of transition economies were discussed in context of EU accession. The case of 
Mexico is used as a benchmark for successful integration of economies with different level of 
development. 
Keywords: Institutional system / Market reforms / Economic growth / Economic integration / 
Transition economies. 

LECCIONES DE INTEGRACIÓN EN EL CONTEXTO DE ‘NAFTA’:  
UNA PERSPECTIVA PARA LA UNIÓN EUROPEA 

Resumen: Este artículo evalúa los problemas surgidos en el desarrollo del sistema institucional 
de las economías en transición y estudia su impacto sobre la economía. Los autores desarrollan 
una metodología para estimar un indicador operacional de la dinámica del sistema institucional 
que busca la interdependencia entre “reformas institucionales y el crecimiento económico” en 
las economías de transición. Los resultados ponen de manifiesto cierta dependencia entre el 
desarrollo institucional y el crecimiento. También se discuten los problemas de la integración 
económica internacional de economías en transición en el contexto de acceso a la Unión Euro-
pea. Posteriormente se analiza el caso de México como referencia para una integración acerta-
da de economías con diferente nivel de desarrollo. 
Palabras clave: Sistema institucional / Reformas de mercado / Crecimiento económico / Inte-
gración económica / Economías en transición. 

1. INTRODUCTION
The end of the first decade of post-socialist transformation in about 30 countries

in transition aggravates the claim for a realistic index of institutional deve-lopment. 
A reform index (Index of Liberalization) for 1990-1993 was calculated for the first 
time in 1996 by World Bank team (De Melo, Cevdet and Gelb, 1996). The authors 
create a reform index combining the intensity and duration of economic liberaliza-
tion. Most indexes measured later were just other weighted averages of standardi-
zed EBRD assessments (brought to the range 0-1).  
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 In this study, we have used EBRD average index to reflect structural reforms in 
transition economies and discussed Freedom House’s indexes (1999-2003 editions) 
in context of political and legal reforms. 
 The IMF (2003) staff has its recent contribution in studying institutional re-
forms in emerging markets −developing countries and post-socialist economic 
area−. There the empirical analysis used three measures of institutions, indicating:  
 
• First, the quality of governance, including the degree of corruption, political 

rights, public sector efficiency, and regulatory burdens. 
• Second, the extent of legal protection of private property and how well such laws 

are enforced. 
• Third, the level of institutional and other limits placed on political leaders. 
 
 Thus, the IMF stuff’s empirical analysis find significant correlation between 
these single measures and economic performance. Moreover, by exceeding the li-
mits of transition economies, they considered institutional evolution as a conti-
nuing process inherent to any economic system. 
 While the importance of institutions for economic development and growth has 
been even emphasized in Landes (1998), scientific literature is also taciturn on de-
tailed classification of core market institutions to be promoted. Instead of that, we 
meet various definitions of institutions generally revolving on several definitions 
given by North (1990). He defines the institutions as “the rules of the game in a so-
ciety or, more formally, the humanly devised constraints that shape human interac-
tion”. 
 According to Rodrik (2000), strategy of institution building must not overemp-
hasize best-practice “blueprints” at the expense of local experimentation. Rodrik 
makes the case that participatory and decentralized political systems are the most 
effective ones we have for processing and aggregating local knowledge. Author 
thinks of democracy as a meta-institution for building good institutions. Among 
former socialist economies, the most successful transitions have occurred in the 
most democratic countries, which is conditioned by the fact, that democracies: 1) 
yield long-run growth rates that are more predictable, 2) produce greater short-term 
stability, 3) handle adverse shocks much better, 4) deliver better distributional out-
comes. Rodrik especially highlights the following five market-supporting institu-
tions-property rights, regulatory institutions, institutions for macroeconomic stabi-
lization, institutions for social insurance and institutions of conflict management. 
Later we will see that the problem is not so clear. 
 Ulyukaev (1997) compares the interrelation of democracy and economic deve-
lopment with Mendeleev’s periodic system of elements. He notes that the know-
ledge of the per capita GDP for particular country allows to determine the type of 
its socio-political structure with high accuracy. For example, in a country where 
per capita GDP exceeds $10000 it cannot be non-democratic, as well as stabile de-



Piñeiro, J.; Melikyan, D.; Tamazian, A. Lessons from Integration within ‘NAFTA’... 

Revista Galega de Economía, vol. 14, núm. 1-2 (2005), pp. 1-25 
ISSN 1132-2799 

3 

mocracy could not exist in countries with per capita GDP less than $2000. Later we 
will argue that it is not a prompt idea. 
 Kornai (2000) mentions the importance of development of the institutions for 
contract relations. 
 Tambovtsev (1998) pushes ahead the idea of institutional market, where the par-
ticular institutions (the rules of the game) appear as specific goods. The author also 
suggests the idea of operational criteria of transitiveness of economies, which plans 
to determine on comparison of expenditures and profits of different institutional 
transactions. 
 Popov (1998) has shown, that taking into account the indicators of different 
starting points in regression analyses shows, that there is not any significant inte-
rrelation between rates of liberalization and GDP dynamics, while the stabile rela-
tionship between institutional efficiency and economic growth is obvious. From the 
point of view of state institutions efficiency no matter they have democratic or aut-
horitarian beginning. Socialist economies proved their ability to overcome supply 
crises as well as the market economies. In countries without strong democratic tra-
ditions the transition from authoritarism to democracy is accompanied with falls in 
institutional efficiency. Some time is needed for creation of democratic institutions 
never existing before, while authoritarian institutions are already gone. Thus, the 
liberalization of economy is to be preceded by strengthening of institutions. 
 Nicologorski (1997) is sure that the active state regulation is able to compensate 
existing institutional gaps. 
 Engerman and Sokolof (1994) studying the historical evolution of former colo-
nies since 18th century concluded that only USA and Canada succeed in providing 
sustainable growth, which they explain with lower discrimination. 
 Another problem of studying the institutional system are the difficulties of sepa-
ration of institutions from the organizations. 
 Institutions reduce uncertainty by providing a structure to everyday life. Like 
institutions, organizations provide a structure to human interaction. To explain the 
difference between the institutions and organizations, North (1990) compares it 
with the rules of the game and the players: “Conceptually, what must be clearly dif-
ferentiated are the rules from the players. The purpose of the rules is to define the 
way the game is played. But the objective of the team within that set of rules is to 
win the game-by a combination of skills, strategy, and coordination; by fair means 
and sometimes by foul means. Modeling the strategies and the team as it develops 
is a separate process from modeling the creation, evolution, and consequences of 
the rules”. 
 Oleinik (2000) suggests following characteristics for institutions and organiza-
tions: 
 
• Institution: A macroinstitutional category; defines the common framework of in-

terrelations; has net public goods’ characteristics, regulates non-personificated 
and non-local transactions; individuals cannot influence on the process of insti-
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tutional change; the element of power relations (enforcement) is absent; determi-
nes the structure and the level of transaction costs. 

• Organization: A microinstitutional category; defines the framework of certain in-
terrelations; has club goods’ characteristics; regulates transactions in certain li-
mits therefore is personificated and local; is a result of individuals’ choice; func-
tions on the base of power relations; contributes to transaction costs’ economy 
given by the institutional framework. 

 
 Organizations include political bodies (political parties, the parliament, etc.), 
economic bodies (firms, trade unions, family farms, cooperatives, etc.), social bo-
dies (churches, clubs, etc.), and educational bodies (schools, universities, vocatio-
nal training centers, etc.). They are groups of individuals bound by some common 
purpose to achieve objectives. Both what organizations come into existence and 
how they evolve are fundamentally influenced by the institutional framework. In 
turn they influence how the institutional framework evolves. The interaction bet-
ween institutions and organizations shapes the direction of institutional change. 
Institutions, together with the standard constraints of economic theory, determine 
the opportunities in a society. Organizations are created to take advantage of those 
opportunities, and, as the organizations evolve, they alter the institutions. The re-
sultant path of institutional change is shaped by the lock-in that comes from the 
symbiotic relationship between institutions and the organizations that have evolved 
as a consequence of the incentive structure provided by those institutions and the 
feedback process by which human beings perceive and react to changes in the op-
portunity set (North, 2000). 
 Thus, main studies of growth are conducted on indexes of structural reforms 
which greatly differ from institutions. The theoretical works mainly concentrate on 
different selected institutions, sometimes single ones, while for understanding eco-
nomic recession and growth in transition economies it is important to cover the to-
tal institutional system at once. In the same time it is not realistic to cover and eva-
luate all separate institutions by one aggregate index. So we find an alternate ap-
proach to evaluate the institutional system efficiency and study institutional deve-
lopment-economic interrelation in transition economies. The perspectives of eco-
nomic integration between economies with different level of development make it 
important to understand the role of institutional efficiency. 

2. ESTIMATION OF INSTITUTIONAL REFORMS 
 Institutional market conditions became our starting point for estimating the pro-
gress of institutional reforms in transition economies. The institutional market in 
transition  economies  is  usually  analyzed  (e.g.  Tambovtsev,  1998)  in  three 
sectors:  
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1) Formal: “white market”. 
2) Informal: “shadow market”, including the “black” one. 
3) Inherited: “socialist market”. 
 
 The formal institutions represent the legislative framework to regulate the inte-
raction between economic parties. These are the official rules of the game. The in-
formal institutions are the traditions, which shape the rules of interaction out of 
formal constraints. In transition economy some inefficient elements remaining from 
the former system still exist, thus they were referred as to “inherited” rules. 
 In fact, in market economy the institutional market is represented only by first 
two components. Tambovtsev highlights that the institutional market conditions are 
possible ground for institutional efficiency estimation. However he didn’t develop 
the methodology and contented himself with introduction of idea of “operational” 
indicator of institutional efficiency which can be arrived from institutional market 
conditions. We used the idea to evaluate the institutional system development in 
transition economies and to study its impact on growth and structural reforms.  
 Yet in literature there are no proper evaluations of institutional system. As we 
have noted the existing measures of reforms are mainly based on structural reform 
evaluations through estimation of different aggregate indexes (weighted or simple 
averages) usually calculated on the base of EBRD assessments (e.g. weighted libe-
ralization index introduced by the World Bank team (De Melo, Cevdet and Gelb, 
1996) or EBRD simple averages). 
 Before presenting the employed methodology, we would like to stop, in gene-
ral, on the idea of estimation of any institution at all. We have to highlight that the 
institutions cannot be measured themselves. However, in most cases different indi-
rect indicators can be used to study their development in transition economies. Yet 
we do not want to get deeper into technical details. Our logic of evaluation of the 
certain institutions’ development is based on assumption that the institutional fra-
mework of leading developed countries is complete. Therefore the level of separate 
institutions’ development, as well as the entire framework, is equal to 1. Of course, 
this is just an assumption, needed for providing the research with comparison 
ground. Thus, separate institutions vary in range [0;1].  
 To develop a methodology let first understand what the indicator of particular 
institution between 0 and 1 mean. Note that we are going to evaluate the formal 
market institutions, so we assume that the indicator reflects the share of interaction 
(activity) regulated by the formal rules and the remaining part fall at informal ones. 
So the remaining part is the institutional “deficit”. By arriving the total “deficit” the 
index can be presented in form of operational indicator. 
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where k: the regular number of the institutional system’s formal component (insti-
tute); n: the total number of formal institutions included in observation; i: indicator 
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of separate formal institution in 0-1 range; ω: the weight of the separate elements; 
I: the weighted aggregate index. 
 As one can see the total “deficit” equals 1 minus the aggregate index. Note that 
in transition economy “deficit” consists of the traditional (informal) and inherited 
institutions. Thus 
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where T: the traditional (informal) institutions; S: the socialist (inherited) institu-
tions. 
 We got the same operational indicator Tambovtsev has indicated. Here we do 
not need to evaluate the weights for separate institutions. The traditional (informal) 
institutions are comparable with shadow economy share in GDP (H/GDP), and so-
cialist (inherited) ones can be characterized by the barter trade volumes (B). Yet the 
indicator just represents the efficiency of the institutional system. To reflect the re-
form progress as well it must be adjusted for the average shadow eco-nomy size in 
market economies (we used OECD average). Thus the indicator will get the follo-
wing form: 
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where H: the shadow economy size; B: the volume of barter trade; ^: highlights the 
average indicators for market (OECD) economies. 
 The main advantage of the operational indicator over the weighted index is that 
here the “weights” are set by the market itself. And we do not need to consider se-
parate components. In case of adjusted operational indicator for most effective sys-
tems the values may exceed the 1 which means that institutions are even more ef-
fective than OECD average (as you will see in case of Lithuania and Poland). 
 However there is a problem of shadow economy estimation. Here we used al-
ready existing evaluations for several transition economies for the period 1990-
1997 and just updated them for the period 1998-2000 based on Johnson, Kaufmann 
and Zoido-Lobatón’s elasticity indicators (Johnson, Kaufmann and Zoido-Lobatón, 
1998).  
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 Most researchers of shadow economy in transition economies find the physical 
input (electricity) approach most suitable. And so did Eilat and Zinnes (2000) who-
se estimations cover the largest period of time. The current World Development 
Indicators database provides electricity consumption data only up to 2000, which 
therefore is the limit for updating this. 
 Presenting the methodology for shadow economy evaluation is far out of the 
scope of this paper, but at least we need to present the common features of indirect 
methods and describe the physical input electricity approach in particular as it is 
the approach to be applied in this case. 
 Most indirect approaches, which are also called “indicator“ approaches, are 
mostly macroeconomic ones and use various economic and other indicators that 
contain information about the development of the shadow economy (over time). 
Currently there are five indicators which leave some “traces“ of the development of 
the shadow economy. Most popular indirect methods include the physical input 
(electricity consumption) method, the currency demand approach, the tran-sactions 
approach, the discrepancy between the official and actual labor force, The “model” 
approach, etc1. Each approach has specific weak points, but the common one was 
the problem of starting point where the shadow economy indicator is known. Al-
ternative is finding a year where we suppose the shadow activity is close to zero 
which is also a difficult task. So we used Yairs and Zinnes’s evaluations, while 
they themselves used Johnson, Kaufmann and Zoido-Lobatón (1998) evaluations 
for the year 1990. The updated database for shadow economy indicator presented 
in percent of total GDP, existing evaluations of barter trade in transition economies 
(Marin, Kaufmann and Gorochowskij, 2000) reflected in percent of total GDP and 
average shadow economy share in GDP for OECD countries 15% (e.g., Schneider, 
2000a) were used to calculate the adjusted operational indicator (AOI) for 20 tran-
sition economies (we skip the evaluations for Slovenia and Tajikistan as they seem 
unreliable). The evaluations are presented below. 
 From these figures we can see that Uzbekistan and Belarus where the market re-
forms were minimal still have enough efficient institutional systems, 0.975 and 
0.864 respectively. Surely if there are reliable evaluations for Slovenia it will join 
Lithuania and Poland with indicator above 1 (we may use 1 + conventional value). 
Thus institutional efficiency must really considered different from the structural re-
form (SR) evaluations suggested by EBRD. See the difference among these indica-
tors in figure 1. 
 To explain the relation between them we tried to build the trendline and find no 
impressive linkages. Then we excluded two late reformers (Belarus and Uzbekis-
tan) from the list and find certain interrelation. The similar case is indicated by 
Cornia and Popov (2001) for China and Vietnam when observing the links between 
cumulative liberalization index and GDP (in percent of 1989 GDP). 
 
                                                           
 1 See the more detailed description in Schneider (2000). 
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Table 1.- Adjusted operational indicator of institutional development (AOI), shadow eco-
no-my and barter trade in 2000 

 SHADOW ECONOMY’S 
SHARE IN TOTAL GDP 

BARTER TRADE VOLUMES 
IN PERCENT TO TOTAL GDP AOI 

Armenia 45,5 1,6 0,623 
Azerbaijan 60,0 1,6 0,452 
Belarus 14,7 11,9 0,864 
Bulgaria 30,7 2,9 0,781 
Croatia 37,1 20,6 0,497 
Czech Republic 18,5 2,7 0,927 
Estonia 43,1 2,3 0,642 
Georgia 50,2 2,6 0,556 
Hungary 28,5 0,6 0,834 
Kazakhstan 23,6 13,7 0,738 
Kyrgyz Republic 68,9 5,4 0,302 
Latvia 31,9 1,9 0,779 
Lithuania 4,7 2,7 1,089 
Moldova 28,8 18,7 0,617 
Poland 14,3 4,0 0,961 
Romania 10,3 6,5 0,978 
Russian Federation 36,7 15,3 0,565 
Slovak Republic 9,3 17,4 0,863 
Ukraine 53,5 11,2 0,416 
Uzbekistan 7,8 9,4 0,975 

SOURCES: Authors own calculations based on the shadow economy assessments by Eilat and 
Zinnes (2000), barter trade measures from World Bank-EBRD joined survey (World Bank/EBRD, 
1999), and Marin, Kaufmann and Gorochowskij (2000). 

 
Figure 1.- Comparison of adjusted operational indicator of institutional development and 
average index of structural reforms 
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Figure 2. - How do institutions explain the progress of structural reforms? 
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 Here we think Popov’s (1998) explanations are also applicable: the authorita-
rian systems are able to guarantee strong institutions better than weak democracies. 
These CIS countries (Belarus, Uzbekistan, as well as Turkmenistan) avoid fast re-
forms, and got better results. Uzbekistan is only CIS country that has already retur-
ned to its pre-crises GDP, while the other to are also close to (registered over 90% 
of 1989 GDP). In fact, these are the countries with worst democracy indicators 
(Freedom House, 2003). The same was right for the Rule of Law indicator, which, 
in particular, we find unreliable −in fact here the legal institutions are strong 
enough, judging from AOI−. However, it is obvious that there are no fast reformers 
with weak institutions. Thus strong institutions are of first priority and in some ca-
ses they need to sacrifice democracy. 

3. HOW DO STRUCTURAL REFORMS AND MARKET 
 INSTITUTIONS CONTRIBUTE TO GROWTH 
 Before highlighting the institutions-growth (AOI-GDP) interrelation, we tried to 
study the impact of structural reforms on growth (SR-GDP). Here we result ap-
proximately the same findings De Melo and Gelb arrived in 1996: reforms are sig-
nificant for growth only after 0.4 and higher values of Liberalization index (De 
Melo and Gelb, 1996). While SR (EBRD average) is not entirely the same liberali-
zation index calculated on EBRD assessments considering certain weights, it has 
similar structure and gives similar results even after eight years (see figure 3). 
 Again the late reformers (Belarus, Uzbekistan and Turkmenistan) are out of 
common regularities.  
 The things are quite different for institutional dynamics, here the dependence is 
really linear even in case of second order polynomial regression (see figure 4). 
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Figure 3.- How do structural reforms explain the growth? 
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Figure 4.- How better do institutions explain the growth? 
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 Thus AOI is much better indicator to study growth in transition economies than 
the SR (Average EBRD) index. Instead, the institutional system is a matter of per-
manent improvement and always must be a hot topic of development economics. 

4. BUILDING POST-MARKET INSTITUTIONS: EUROPEAN UNION  
 ENLARGEMENT CONTEXT 
 The case of those economies in Central and Eastern Europe and the Baltic coun-
tries that are due to join the European Union in May 2004 alludes to the next stage 
of post-socialist institutional reforms. It is the fact, that among 10 new European 
Union members and 3 accession candidates 10 are transition countries, which are 
more effective in their reform policy.  
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 While many transition countries aim to join European Union (EU) members, yet 
only 8 are already admitted and two more candidates are still in ‘waiting list’. Ad-
mitting immature newcomers hides inevitable crises and troubles. Here economic 
and institutional aspects are even more sophisticated than political factor. Obvious-
ly the core requirements are: 
 
• Comparable quality of life. 
• Stability. 
• Institutions for democracy and rule of law. 

4.1. IN SEARCH OF CERTAIN CRITERIA 

 Admitting immature newcomers hides inevitable crises and troubles for EU 
economy. Here economic and institutional aspects are even more sophisticated than 
political factors. Obviously the core requirements are: 1) comparable quality of li-
fe, 2) stability, 3) institutions for democracy and rule of law. Thus we used the fo-
llowing indicators to compare the results of post-socialist reforms in the transition 
region, and to find the criteria which explain EU accession candidacy: 1) GDP per 
capita divergence from EU minimum, 2) population below the poverty line2, 3) in-
flation and standard deviation of inflation rates, 4) democracy and Rule of law. In 
the context of regional economic integration with EU we add another geographic 
indicator: 5) distance of capital from Duesseldorf which was used by Fisher and 
Sahay (2000) for analyzing initial conditions of market reforms in transition eco-
nomies. 
 When comparing the GDP per capita indicators for selected groups of EU 
member3, new members, EU accession candidate and remaining transition coun-
tries, the huge differences are evident (see figure 5).  
 In fact no new members and accession candidates have better indicators than 
EU members, while the divergence from the EU minimum is minimal for Slovenia 
(1445 USD) and maximal for Tajikistan (10789.5 USD). But there are countries 
from the group of accession candidates and new members that have lower GDP per 
capita indicators than Croatia −Romania, Bulgaria, Latvia and Lithuania−. Even 
Russia has better indicators than Romania and Bulgaria. Thus GDP per capita is 
not the main criterion for accession candidacy, but is a serious determinant. Insti-
tutional, political, geographic and other factors must also be taken into account. 
Moreover, GDP per capita alone fails to reflect the problems of income distribu-
tion, poverty and unemployment which are also decisive elements of quality of life. 
There is also some variance when comparing the shares of population below the 
poverty line in selected new member and accession candidate, and asyet non-can-
didate transition countries (see figure 6). 
                                                           

2 This is an important criterion from the economic well-being point of view. See Sen (1999) and Khan (2004a, 
2004b). 

3 We considered the initial 15 members of EU. 
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Figure 5.- Comparison of GDP per capita indicators of EU member, new EU member and 
accession candidates and other transition countries 
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Figure 6.- Comparison of the shares of population below poverty line in transition eco-
nomies 
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SOURCE: Buiter, Fries, Commander, Franhauser, Raiser and Sanfey (2002). 
 
 Croatia, Belarus, Ukraine, Russia, Kazakhstan, Uzbekistan, Turkmenistan and 
Macedonia also fit under the admitable level of poverty for EU accession candida-
cy −that is 44.5% level of Romania−. So, GDP per capita indicator obviously better 
represents the life quality criteria preferable for EU “admission board” than pover-
ty or income distribution. Economic, political and institutional stability is the next 
requirement for the newcomers. Although, all the new members and accession can-
didates have average inflation rates and inflation rates standard deviations below 
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10% (but the Romania) for the last 5 years, there are many similar countries out of 
the group (see figure 7). Both indicators are useful and have comparable results, 
except the cases of Uzbekistan and Romania, where higher inflation had compara-
tively small fluctuations. Again Romania is the weak spot of the group. However, 
for the rest transition countries low or moderate inflation (average 6%) and even 
lower fluctuations (average 3.1%) are typical. 
 
Figure 7.- Comparison of the average inflation and inflation rates fluctuation in transition 
economies 
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NOTE: The marked indicators belong to new member and accession candidate countries. Belarus, with highest 
average inflation (149.4%) and inflation rates fluctuation (133.3%) is out of chart to make it more comprehensi-
ve. 

SOURCE: Our own calculations based on IMF (2003). 
 
 The more difficult requirement is for institutions of democracy and rule of law. 
Development of both institutions demonstrates similar trends. The requirement of 
democratic principles in governance and public life is incontestable (see figure 8). 
Eight of the 10 countries (accession candidates and new members) have demo-
cracy indexes over 0.8 (80%), where the Poland is the leader −over 0.9 (90%)−. 
Romania and Bulgaria have indicators over 0.6 (60%). As this shows, a democratic 
regime is the most important criterion for accession candidacy and admission. The 
threshold for accession candidacy is an indicator of 60% democracy.  
 In spite of dangering growth, democracy is important factor of regional econo-
mic integration of these countries. The democracy is the criterion we were see-king 
to study the influence of the rest of the determinants on EU accession. No other in-
dicator reflects the “EU admission board’s” decisions better than Freedom House’s 
evaluations of democracy and rule of law. We preferred to consider democracy as 
it is really more than an institution: it is the main meta-institution and principle 
which underlies the market economy. 
 In this respect Rodrik highlights the importance of democracy as a meta-insti-
tution for building effective market institutions (Rodrik, 2000). In our case, we be-
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lieve that the selection of countries with the best democratic regimes for EU acces-
sion candidacy is not random.  
 
Figure 8.- Comparison of institutions for democracy and rule of law in transition countries 
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NOTE: The marked indicators belong to new member and accession candidate countries. The Freedom House eva-
luations [7; 1] were brought to [0;1] interval. 

SOURCE: Our own calculations based on Freedom House (editions 1999-2003). 

4.2. THE POST-MARKET INSTITUTION BUILDING 

 While “final” integration with the European community is not a guaranteed sta-
ge of development for all the transition economies (especially the asian ones), we 
can consider building integrational institutions as a next step after the esta-
blishment of market institutions. Thus for most transition economies of Europe 
post-socialist reforms can be divided to the following 5 stages (see table 2). 
 As this shows, market reforms come to the end attaining an advanced and self-
adaptive institutional framework and establishing institutions of democracy social 
partnership. As a matter of fact, integrational processes can start earlier or later 
than the actual end of market reforms. Moreover it has very conventional nature 
and depends on the selected criteria. Some integrational processes usually start 
even from the first two stages, for example, making different agreements with 
member countries and entering the European Council. But for real economic inte-
gration the following requirements are decisive: macroeconomic and institutional 
stability, advanced institutional framework based on the principles of democracy, 
high quality of life, output level comparable with indicators of member countries 
and modern structure of economy. 
 Yet for many countries in transition speaking about democracy is a kind of abs-
traction. Currently they were roaming about in problems of poverty, corruption and 
state capture (e.g. Hellman, Jones and Kaufmann, 2000; Lizal and Kocenda, 2001; 
Johnson, Kaufmann and Zoido-Lobatón, 2000). The main problems of the institu-
tional field are linked with regulatory institutions, which Rodrik (2000) sets as an 
important group of institutions for growth stimulation. Here the important regulato-
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ry institutions of anti-monopoly control, “war” against corruption, and insolvency 
management are to be emphasized, as these are real obstacles to economic growth 
and institutional development of transition economies. This group of institutions 
was represented by the “Rule of law”. As we have seen the Rule of Law was a se-
rious factor for EU accession candidacy (toge-ther with democracy). Thus the EU 
admission board is really following the 'Copenhagen criteria' rather than Maastricht 
ones in sense of accession candidacy. For final accession the Maastricht criteria 
will be decisive. Yet the 8 new members and 2 candidate countries from Central 
and Eastern Europe are supposedly not ready to meet the Maastricht criteria. The 
socio-economic policy of the countries desiring to join the European Community 
first of all must be directed toward improving both important requisites (Copen-
hagen and Maastricht criteria). However, not to harm sustainable development, real 
democracy must be established only on mature stages of development as integra-
tion with advanced economies of EU anyway is possible after certain level of pros-
perity. 
 

Table 2.- The main stages of post-socialist reforms 

No STAGE PECULIARITIES SOCIO-ECONOMIC 
ARRANGEMENTS INSTITUTIONAL ARRANGEMENTS 

1 Crisis 

Retirement of socialist 
institutional  
framework and ente-
ring deep economic 
crisis 

Macroeconomic  
stabilization and  
liberalization of  
economy 
Starting privatization 

Starting the institution-building process 
for main market institutions 

2 
Resuming of 
economic 
growth 

Economic Growth, 
Enterprises adapted to 
low (moderate) rates  
of inflation 

Accomplishment of the 
bulk privatization,  
export stimulation  
Gradual improvement  
of the brunch structure 
of economy 

Establishing core market institutions 

3 
 

Completion 
of market 
reforms 

Modern structure of 
economy  
Strong middle class  
of population 

Stimulating advanced 
technologies and modern 
branches 

Attaining advanced and self-adaptive 
institutional framework and developing 
institutions of democracy social  
partnership 

4 Accession 
candidacy 

Dynamic market  
economy, growing  
requirements on  
stability and  
democracy 

Providing the  
requirements of  
macroeconomic  
stability, comparable 
quality of life 

Strengthening institutions for  
democracy and rule of law 
Providing guarantees for institutional 
stability 

5 Admission 

New requirements to 
the member countries  
Resigning some com-
missions to common 
authorities 

Completing the remai-
ning arrangements to 
met all the requirements 
for member countries 

Adopting institutions for regulating  
relations among the member countries, 
institutions for regulating relations  
between member countries and third par-
ties, integration to existing common aut-
horities. Deepening integration and furt-
her institutional evolution within the EU 

 

5. BENCHMARKING SUCCESSFUL INTEGRATION: THE CASE 
 OF MEXICO 
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 Though we have already evaluated the progress of institutional evolution (ef-
ficiency) to reveal the nature of its impact on economic growth, the second part of 
the stated problem, that is successful international economic integration of postso-
cialist economies with advanced economies of European Union member countries, 
still remains unclear. The accession candidacy does not necessarily mean that if 
they are already admitted the success is guaranteed for them and the new members 
will not become an obstacle for the rest EU countries. Here the best benchmark is 
that the case of Mexico. So it is both interesting and useful to analyze the deve-
lopment of NAFTA in EU enlargement context. 
 To evaluate the perspectives of current EU enlargement, we must understand 
how institutional efficiency predestined the success of integration of Mexico with 
USA and Canada. In this context the developed AOI of institutional efficiency 
might be useful. 
 To measure AOI for Mexico, first we used Johnson, Kaufmann and Zoido-
Lobatón’s method (Johnson, Kaufmann and Zoido-Lobatón, 1998) to arrive the 
“snapshot” of shadow economy dynamics for the period 1980-2000, based on the 
measured indicator (33%) for the year 1990 (Schneider, 2000b). We used elasticity 
indicator equal to 1 as Johnson et al. took for Baltic States.  
 

Figure 9.- Shadow economy in Mexico, 1980-1999 
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SOURCES: Our calculations based on data from Schneider (2000b) and World 
Bank (2003). 

 
 To measure the AOI along with shadow economy indicator dynamics for Mexi-
co we also used average shadow economy for USA and Canada at the year 1994 as 
a normal level (11.8) instead of OECD average. 
 It is obvious that the lowest level of shadow activity and, therefore, highest ins-
titutional efficiency was registered in 1993 −the year prior the establishment of 
NAFTA−. So institutional efficiency, first of all, seems to be a matter of political 
or, why not, national will. 
 

Figure 10.- AOI gynamics in Mexico, 1980-1999 
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SOURCES: Our calculations based on data from Schneider (2000b) and estimated va-
lues of shadow economy (fig. 9). 

 
 Our empirical analyses, covering this indicator for 1980-2000 period, show that 
strong institutions are of great importance for successful integration of such a di-
verse economies as those of NAFTA members, new EU members EU members and 
EUAC countries. So higher institutional efficiency is the main factor for sustaina-
ble development of Mexico, EUAC and other emerging countries who aim to join 
advanced economies in the future. 
 

Table 3.- Ex-ante and ex-post average growth rates of real GDP of NAFTA countries 
PERIOD/YEAR CANADA MEXICO USA NAFTA 

1986-1993 (ex-ante) 1,94 2,30 2,69 2,62 
1994 4,73 4,42 4,03 4,10 
1995-2002 (ex-post) 3,23 2,67 3,18 3,16 
Coeff.(ex-post/ex-ante) 1,67 1,16 1,18 1,21 

SOURCES: World Bank (2003) and our calculations. 
 
 Most significant changes in exante and expost growth rates (1.67 times) were 
registered in Canada, while in Mexico and USA the changes were modest. In gene-
ral, growth rates of the NAFTA’s economy rose 1.21 times. In all 3 countries 
growth rates were about 4-5% at the year 1994. 

6. EMPIRICAL RESULTS 
 To ground our findings empirically it is useful to present some multifactor re-
gressions results, where the observed indicators were studied in parallel with other 
determinants. As the article itself, the empirical results also consist of two parts, 
explaining growth and EU accession perspectives and the benchmark. 
 In context of analyzing growth the data for capital stock and number of emplo-
yed population are unreliable for most transition economies. On the other hand the 
number of population has negative reflection if including it as a growth factor in 
cross-country empirical analyzes. We think it is because of differences of unem-



Piñeiro, J.; Melikyan, D.; Tamazian, A. Lessons from Integration within ‘NAFTA’... 

Revista Galega de Economía, vol. 14, núm. 1-2 (2005), pp. 1-25 
ISSN 1132-2799 

18 

ployment indicator. Thus we select several other regressors (negative and positive) 
to explain growth in transition economies (data from annex 1 were used). This list 
includes adjusted operational indicator of institutional efficiency (AOI) to represent 
the institutional system and ability to conduct reforms. Initial share of private sec-
tor share in GDP (PSS) and number of years under communism (YUC) were selec-
ted to introduce respectively positive and negative initial conditions of market re-
forms in different countries. The average investment ratio to GDP for the period 
1993-2001 (INV) was used to reflect the capital dynamics. The last factor included 
was that of democracy (DEM).  
 
GDP2002=71.45 + 42.4AOI + 2-833PSS + 1.495INV – 1.056YUC – 114.842DEM 

 
 t-stat. 1.611 2.351 3.522 2.699 -2.073 -3.035 
 
R2 = 0.75, R2

Adj. = 0.66, F = 8.58, Sig. 0.001, N = 20 
 
 The results are really surprising (see in more detail in annex 2). While it is nor-
mal for AOI, PSS, INV to be stimulating factors and negative for YUC. The DEM is 
out of common conceptions. There are some papers emphasized the relationship 
between democracy and per capita GDP (e.g. Ulyukaev, 1997). The Human Deve-
lopment Report (2003) concludes that there is no relation among these indicators. 
While V.Popov argues that only advanced economies with very strong institutions 
can afford democracy (Popov, 1998). Otherwise democracy damages the institu-
tions and growth. Our analyses vote for Popov’s hypothesis: democracy seems to 
be a serious negative factor of growth for transition economies. So to guarantee 
better reforms the economy must to be liberalized while the authorita-rian elements 
of political institutions seems to be useful until certain level of development is rea-
ched. In part, Popov suggests this argument for partial explanation of Chinese mi-
racle.  
 However, we conclude that the most important factors of growth are high in-
vestment rates and strong institutions, together with favorable initial conditions of 
reforms.  
 On the other hand democracy is important for successful international and re-
gional integration. In context of EU accession, we used the democracy indicator as 
a reflection of “aggregate attractiveness” for selection −the dependent variable−. 
On the other hand this aggregate “stock” depends on several determinants. Thus, 
we used the remaining indicators as independent variables except for inflation, as 
the standard deviation of inflation rates (SDIR) better indicates the selection. Thus 
our regressors are GDP per capita divergence from EU minimum (GDPD), Distan-
ce of capital from Duesseldorf (DCFD) and SDIR (data from annex 3). The better 
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condition for both dependent and independent variables corresponds to their sma-
ller values. 
 

DEM = -17.802 + 1.714LogDCFD + 0.477LogSDIR + 0.879LogGDPD 
 

t-stat. 1.-4.122 4.289 2.674 1.485 
 
   R2 = 0.73, R2

Adj. = 0.69, F = 19.275, Sig. 0, N = 20 
 
 As the relationship is certain, the determinants are really decisive (see in more 
detail in annex 4). Note that here we register positive effect of lower GDP per capi-
ta divergence from EU minimum on democracy. Thus there is relationship but not 
interrelation: higher GDP is a necessary condition for democracy, but democracy is 
not a factor of growth (at least positive)4. 
 To study the progress of economic integration of Mexico with USA and Canada 
we used the AOI along with the percentage share of export duties in tax revenues 
(EXD) and annual changes in difference between highest and lowest per capita 
GDP in group (MM) to explain economic growth in Mexico (GDPPC-annual 
change  of  GDP  per capita, 1980-1999). The interrelation is reflected in equation 
7. 
 

GDPPC = 2,610AOI – 4,525MM – 5,926EXD 
 

  t-stat. 4,041 -7,807 -1,534 
 
    F = 34,6, Sig. 0,000001 N = 20 
 
 EXD is not significant on 10% confidence interval, however t-sig is no that high 
(about 0,143). The next two variables, AOI and MM, are significant even on 5% 
confidence interval (for more detail see regression output in annex 5 and listed va-
riables in annex 6). Thus, though lower trade barriers are important for growth, the 
institutional efficiency and lower differences in GDP per capita are more important 
for successful integration of the countries. Yet in Mexico institutional efficiency is 
a  subject  of  improvement,  which  will  contribute  to  its  further  economic 
growth. 

                                                           
 4 Other evaluations of democracy can vary the results (Piñeiro, Khan, Melikyan and Tamazian, 2005). 
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7. CONCLUSION 
 It is our opinion that using separate indexes or their average for estimation of 
institutional system has some disadvantages. Yet all estimations totally or partially 
are based on expert evaluations of several reputable organizations. The shadow 
economy is the best reflection of institutional efficiency. Thus the AOI is a step to-
wards better understanding of institutional system as a whole and studying its im-
pact on economic growth. All the other indexes we met in literature mainly repre-
sented structural reforms instead of institutions.  
 The most contemporary topic of market reforms in post-socialist economic area 
is that of EU accession candidacy. The case of those economies in Central and Eas-
tern Europe and the Baltic States that are due to join the European Union alludes to 
the next stage of post-socialist institutional reforms. We divide post-socialist re-
forms into five stages: the first three represent market reforms and the next two re-
present post-market developments. For most European “reformers” ins-titutional 
reforms probably will last a bit longer due to integration to European Union (post-
market stages). We conclude that while the democracy is the main criteria for suc-
cessful integration with EU, it hides serious danger for growth and ins-titutional ef-
ficiency, thus it may be prompt idea to introduce the democracy on more mature 
stages of development (as in case of China). The solution of puzzle with democra-
cy is better to delay until the strong institutions are obtained. Howe-ver successful 
establishment of democratic regime together with high growth rates may become 
the key to European community for most transition countries. In seve-ral of them 
there are also geographical obstacles, which make their accession derivative from 
other countries membership. However, European integration is attractive for most 
transition economies which make it some kind of stimulus for ins-titutional and 
structural reforms. Accession candidacy yet is not the final target. As our analyses 
of Mexico’s experience have shown that economic growth before and after integra-
tion (accession) depends on institutional efficiency and differences in economic 
development of the countries, transition economies have to compensate economic 
backwardness with better institutions. Establishment of efficient institutions is one 
of the important sources for Mexico’s further development as well. 
 The growth is the main source for building better institutions. However there 
may be several institutional “points of growth” which can accelerate institutional 
development. For example, better protection of minority shareholders interests and 
enforcing their rights in participation in companies’ management will help to bring 
the companies to official sector of economy. In this case they will be regulated by 
law. Here a chain reaction is quite possible, as their partners also will have to act in 
the similar way. So using and protecting several “outsiders” like minority share-
holders whose interests mainly coincide with those of authorities will allow to fight 
against shadow economy, corruption, monopolies etc more effectively. The task of 
the policy-makers is to find out and use similar points of growth to stimulate insti-
tutional and economic development. The institutional system must also promote 
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investments (and direct them to export oriented sectors) as they are the next factor 
of first priority to stimulate growth in these countries. 

ANNEXES 

ANNEX 1  

Main factors of growth in transition economies 
 

GDP20021 AOI, 20005 PSS, 1989-903 INV, 1993-20012 YUC DEM4 
(brought to 0-1 range) 

Armenia 78 0,623 30,1 17,5 74 0,385 
Azerbaijan 64 0,452 14,0 29,3 75 0,282 
Belarus 93 0,864 11,1 26,5 75 0,061 
Bulgaria 80 0,781 22,5 14,9 43 0,645 
Croatia 87 0,497 27,6 19,8 44 0,593 
Czech R. 105 0,927 31,9 32,9 43 0,833 
Estonia 91 0,642 32,4 27,3 51 0,843 
Georgia 38 0,556 17,9 5,0 70 0,385 
Hungary 112 0,834 38,4 23,4 41 0,865 
Kazakhstan 86 0,738 11,5 18,0 75 0,145 
Kyrgyz R. 70 0,302 18,5 15,1 75 0,228 
Latvia 77 0,779 32,8 21,9 51 0,843 
Lithuania 77 1,089 30,6 23,0 51 0,853 
Moldova 38 0,617 14,8 18,7 52 0,437 
Poland 130 0,961 40,7 22,2 42 0,895 
Romania 87 0,978 26,6 21,5 43 0,625 
Russia 65 0,565 28,1 19,4 74 0,353 
Slovak R. 111 0,863 31,3 33,6 43 0,865 
Ukraine 46 0,416 21,3 22,2 75 0,417 
Uzbekistan 106 0,975 14,6 22,2 75 0,073 
SOURCES: 1. Buiter, Fries and Raiser (2003); 2. Buiter, Fries, Commander, Franhauser, Raiser and Sanfey 
(2002); 3. Fisher and Sahay (2000); 4. Freedom House (editions 1999-2003); 5. Authors’ calculations. 

ANNEX 2  

Main factors of regional economic integration 
 DEM1 [7; 1] DCFD2 (km) SDIR3 (%) GDPD4 (USD) 

Slovenia 1,75 815 6,78 1445 
Czech Rep. 2,00 559 5,02 5451 
Hungary 1,81 1002 9,16 5726 
Poland 1,63 995 6,28 6305 
Estonia 1,94 1449 5,06 6915 
Slovak Rep. 1,81 824 8,66 7260 
Lithuania 1,88 1299 2,34 7504 
Latvia 1,94 1293 2,82 7721 
Romania 3,25 1637 34,62 9211 
Bulgaria 3,13 1574 7,72 9279 
Croatia 3,44 913 4,22 6569 
Russia 4,88 2088 35,08 8817 

 DEM1 [7; 1] DCFD2 (km) SDIR3 (%) GDPD4 (USD) 
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Macedonia 3,94 1522 2,46 9201 
Kazakhstan 6,13 5180 8,075 9449 
Albania 3,94 1494 8,46 9624 
Belarus 6,63 1435 149,38 9737 
Ukraine 4,5 1664 12,88 10187 
Azerbaijan 5,31 3270  0,5 10248 
Armenia 4,69 3143 4,78 10275,5 
Georgia 4,69 3069 8,18 10362 
Turkmenistan 6,94 4254 27,35 10429,2 
Moldova 4,38 1673 11,36 10510 
Kyrgyz Rep. 5,63 1293 13,82 10646,1 
Uzbekistan 6,56 4788 33,34 10716,6 
Tajikistan  5,5 4938 23,2 10789,5 

SOURCES: 1. Freedom House (editions 1999-2003); 2. Fisher and Sahay (2000); 3. IMF 
(2003); 4. World Bank (2003) and authors’calculations. 

ANNEX 3 
Results for growth regression 

 COEFF. STD. ERROR t-stat. Sig. 
(Constant) 71,455 44,355 1,611 0,129 
AOI 42,398 18,033 2,351 0,034 
DEM -114,842 37,835 -3,035 0,009 
YUC -1,056 0,509 -2,073 0,057 
PSS 2,833 0,804 3,522 0,003 
INV 1,495 0,554 2,699 0,017 

R2 R2
Adj 

STD. ERROR 
OF THE EST. F Sig. (F) 

0.754 0.666 14.159 8.585 0.001 

ANNEX 4 
Results for democracy regression 

 COEFF. STD. ERROR t-stat. Sig. 
(Constant) -17,802 4,319 -4,122 ,000 
LOGDCFD 1,714 ,400 4,289 ,000 
LOGSDIR ,477 ,178 2,674 ,014 
LOGGDPD ,879 ,592 1,485 ,152 

R2 R2
Adj 

STD. ERROR 
OF THE EST. F Sig. (F) 

0.73 0.69 0.970 19.275 0 

ANNEX 5 
Explaining growth in Mexico, 1980-1999 

 COEFF. STD. ERROR t-stat. Sig. 
AOI 2.619296 0.648 4.041143 0.0008 
MM -4.525736 0.579 -7.807898 0.0000 
EXD -5.925947 3.862 -1.534456 0.1433 

R2 R2
Adj 

STD. ERROR 
OF THE EST. D-W F Sig. (F) 

0.803 0.779 1.851 1.989 34.6 0 
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ANNEX 6 
Main Factors of Growth in Mexico, 1980-1999 

YEAR GDPPC 
(annual change, %) AOI [0;1] MM 

(annual change, %)
EXD 

(% of tax revenue) 
1980 6,56 0,82 -1,33 0,32 
1981 6,22 0,83 -0,87 0,00 
1982 -2,86 0,80 -0,02 0,15 
1983 -6,27 0,79 1,83 0,15 
1984 1,43 0,79 0,81 0,05 
1985 0,48 0,79 0,39 0,06 
1986 -5,69 0,77 1,28 0,42 
1987 -0,15 0,76 0,37 0,05 
1988 -0,71 0,75 0,54 0,06 
1989 2,22 0,75 0,04 0,12 
1990 3,10 0,76 -0,32 0,07 
1991 2,30 0,81 -0,54 0,03 
1992 1,74 0,85 0,02 0,02 
1993 0,11 0,89 0,19 0,02 
1994 2,56 0,87 0,03 0,02 
1995 -7,81 0,74 1,29 0,03 
1996 3,53 0,74 -0,16 0,02 
1997 5,23 0,75 -0,26 0,00 
1998 3,49 0,78 -0,05 0,00 
1999 2,08 0,77 0,04 0,00 

SOURCES: Our calculations based on data from Schneider (2000b) and World 
Bank (2003). 
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