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1. Introduction
During the past decade the concept of economic freedom, after being for a re​latively long period a subject of little interest among economists, has attracted more at​tention. This is due to the emergence of indexes ranking countries according to a scale running from the least free to the freest. Now there exist two widely accepted indexes of economic freedom: the one developed by the Fraser Institute (Economic Free​dom of the World (EFW) Index), and another constructed by the Heritage Foundation.
Since the construction of these indexes researchers have been using them quite extensively in examining the effects economic freedom has on economic performance. In another paper [Kapás, Czeglédi, 2007] we reviewed this literature and argued that this body of literature neglects the discussion of what is precisely understood by economic freedom, the index of which they use so extensively. However, we think that the major problem is not that that this body of the literature is not based on a coherent theory of economic freedom, but that the concept of the researchers who came up with the index [Gwartney et al., 1996] is formulated in such a way as to serve first of all the purpose of measuring economic freedom.

As opposed to the common criticism of the EFW index in the literature
, we will criticize it on conceptual grounds. By using the EFW index and its various com​ponents in our empirical investigations our aim is to highlight its weakness, and through it, to provide some first-hand evidence for our argumentation concerning how we propose to conceptualize economic freedom. 

2. The concept of economic 
freedom and government actions
Our concept of economic freedom developed elsewhere [Kapás, Czeglédi, 2007] is based on Hayek (1960). Here our starting point is the view that, since state is inevitable [Holcombe, 2004; Benson, 1999; Olson, 2000], economic freedom should be interpreted under the existence of a state (government). Since state has a monopoly over coercion it remains the primary threat to freedom. Accordingly, the major question is in which field(s) government monopoly over coercion is allowed and what kinds of governmental actions are not harmful to (economic) freedom.

Thus we proposed elsewhere [Kapás, Czeglédi, 2007] to conceptualize econo​mic freedom in terms of the character of government actions. Based on the above, it is clear that only coercive activities concern economic freedom
. As regards these activities of a state, we proposed to differentiate between freedom-compatible and freedom-non-compatible coercive activities. The former, being predictable, are compatible with the functioning of the market because they allow individuals to make plans and realize them on the market. These include, on the one hand, those activities that are necessary implications of the monopoly over coercion (enforcement of contracts and property rights, national security, etc.), and on the other hand, those that encompass general rules and regulations laid down beforehand conforming to the rule of law (e.g., laws, work safety and health regulation, etc.).

Freedom-non-compatible government actions include three kinds of actions. The first is controls such as price, quantity and wage control. Clearly, these coercive activities of the government represent the kind of infringement of the individual’s private sphere which is an obstacle to individuals freely contracting with each others. So do, besides these regulations, all kinds of government monopolies for those goods and services which could be otherwise provided on a competitive basis. The third type of freedom-non-compatible coercive activities is government subsidies to particular firms (private or state) and various transfers which arbitrarily differentiate between agents.

3. A critique of the EFW index
In what follows in the context of the above framework we will summarize the most important critiques we level against the EFW index. As will be clear, this index is not in harmony with our concept of economic freedom; rather, it embodies a contradiction between our theoretical notion and what is measured.

First of all, it is not obvious that mixing economic policy variables with more stable, institutional variables, as the index does, makes sense at all. The EFW index is more specific than we would need in order to measure economic freedom, because it tries to measure the content of the rules and of economic policy. We argue that in order to evaluate economic policy according to the criterion of economic freedom, one must have information about the way the government realizes econo​mic policy: one has to ask whether these policies are subject to general abstract rules laid down beforehand.

In Table 1 we categorize the variables of the EFW index according to whether they measure economic freedom in the sense we developed it [Kapás, Czeglédi, 2007]
.

	Table 1.
	Components of the EFW index according 
to their relevance to economic freedom



	«Freedom-related components»
	«Other components»
	«Policy components»

	1.B. Transfers and subsidies as a percentage of GDP

2. A. Judicial independence

2.B. Impartial courts

2.C. Protection of intellectual property

2.D. Military interference in the rule of law and the political process

2.E. Integrity of the legal system

3.D. Freedom to own foreign currency bank accounts 
domestically and abroad

4.B. Regulatory trade barriers

4.D. Difference between official exchange rate and black-market rate

4.E. International capital market controls

5.C. Business regulations
	1.C. Government enterprises and investment as a share of total investment

4.A. Taxes on international trade

4.C. Actual size of trade sector compared to expected size

5.A. Credit market regulations

5.B. Labor market regulations
	1.A. General government consumption spending as a percentage of total consumption

1.D. Top marginal tax rate

3.A. Average annual growth of the money supply in the last five years minus average annual growth of real GDP in the last ten years

3.B. Standard inflation varia​bility during the last five years

3.C. Recent inflation rate


The first group of components consists of those that embody coercive govern​ment actions, and consequently, do concern economic freedom («freedom-related components»). Amongst them we can find components that refer to freedom-com​patible coercive actions. These are the listed components of Area 2, which measure the quality of the rule of law. The remaining components belong to freedom-non-compatible coercive activities. These are controls (3.D, 4.B, 4.D, 4.E, 5.C) or transfers and subsidies (1.B).

In the second column there are those components of the index that capture only the result of certain governmental or regulatory activities without referring to the way they are executed («other components»). Consequently, they cannot be measures of economic freedom without further qualification.

In the third column we listed those components of the index which do not measure economic freedom; rather, they measure the content of policy and whether the government follows «good» policies («policy components»). The level of government spending (1.A), and of taxes (1.D) are such kinds of measures becasue government spending in itself does not have much to do with economic freedom, because it does not exclusively concern coercive activities, although it has a lot to do with efficiency. The last three components in this column focus on monetary policy (3.A, 3.B, 3.C). There is no question that bad monetary policy and inflation can cause great social efficiency losses, but reducing efficiency is not reducing freedom.

4. Empirical analysis
In the following investigation our aim is to highlight the weakness of the EFW index, and through it, to provide some first-hand evidence for our argumentation concerning how we propose to conceptualize economic freedom. Our hypothesis is that the freedom-related components of the EFW index could be seen as rough measures for economic freedom, probably better, or at least not worse, than the original index itself. 

In our empirical investigations we will follow the empirical literature on economic freedom, in the sense that we will examine the effect of economic freedom on income, which is the core question in the literature on economic freedom e.g., [Easton, Walker, 1997]. More precisely we will investigate whether the different categories
 of the EFW index have different effects on income.

4.1. Specification and data
To examine how the freedom-related and policy components of the EFW index affect growth, as compared to the EFW index itself, we apply the human capital adjusted Solow-model developed by Mankiw et al. (1992)
. In this framework, the steady state per capita income is the function of the investment rates in human and physical capital, the population growth, and the level of technology. Adjusting this framework by assuming that total factor productivity is affected by economic freedom we estimate three equations
:
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Here ln(GDP) is the logarithm of GDP per capita in 2003 [Heston, Summers, Aten, 2006), I/GDP is the share of investment within GDP as an average over the years 1980 to 2000 [Heston et al., 2006], SCHOOL is the average years of secondary schooling as averaged over the years 1980 to 2000 [Barro, Lee, 2001]
, n is the average growth of population between 1980 and 2003 [Heston et al., 2006], EFW is the original (chain-linked) EFW index, while FR is the measure of freedom-related activities and Pol is our policy variable each averaged over the same interval between 1980 and 2003, while ui, vi, and ei are the error terms. In addition, (g + δ) is assumed to be 0,05 as in Mankiw et al. (1992). Taking into account data limitations we arrived at a sample of 84 countries.

4.2. Results
The results are presented in Table 2. These results, on the one hand, reaffirm the results of various papers [Heitger, 2004], and on the other hand, they add some additional insights.

As regards our results one interesting thing is that the coefficient of the EFW index (ln(EFW), in column 2) is much higher than for example in Easton and Walker (1997), whose estimation is less than one (0,61) [Easton, Walker, 1997, p. 331]. Our result implies that a country that has a one percent higher EFW index than another one which has otherwise the same characteristics concerning investment in human and physical capital and population growth, will have about 1,67 percent higher per capita GDP. This difference may be due to the difference in the sample, and the time span.

The estimation of equation (3) (columns 3–6) gives some new results. Our results with the freedom-related measure turned out to be significant with the expected sign. In addition, the coefficients of the two investment variables become smaller which means that economic freedom has a direct and indirect effect as well, and the latter works through capital accumulation (and this indirect effect makes the coefficients smaller in columns 2, 3, 4 and 6 as opposed to those in column 1). Ba​sed on our results we can conclude that the equation in column 6 is the most appropriate specification
. From a theoretical standpoint this means that the Mankiw – Romer – Weil model augmented with our freedom-related measure provides the best explanation for the end-of-period income among the six models.

	Table 2.
	Results for equations (1), (2) and (3)


	
	1
	2
	3
	4
	5
	6

	Constant
	0,183
(0,13)
	–1,208
(–0,95)
	0,357
(0,25)
	0,076
(0,06)
	0,219
(0,16)
	0,022
(0,02)

	ln(I/GDP)
	0,526
(3,12)a
	0,312
(1,90)c
	0,365
(2,35)b
	0,372
(2,40)b
	0,529
(3,09)a
	0,368
(2,46)b

	ln(SCHOOL)
	0,639
(6,71)a
	0,525
(6,27)a
	0,495
(5,45)a
	0,492
(5,50)a
	0,638
(6,63)a
	0,493
(5,59)a

	ln(n + g + δ)
	–2,595
(–4,70)a
	–2,268
(–5,00)a
	–2,247
(–4,77)a
	–2,280
(–4,86)a
	–2,596
(–4,65)a
	–2,278
(–4,91)a

	ln(EFW)
	
	1,666
(3,53)a
	
	
	
	

	ln(FR)
	
	
	0,906
(4,18)a
	0,913
(4,30)a
	
	0,913
(4,34)a

	ln(Pol)
	
	
	–0,107
(–0,33)
	–0,039
(–0,16)
	–0,026
(–0,10)
	

	SD(Pol)
	
	
	–0,035
(–0,37)
	
	
	


Heteroskedasticity robust t-statistics are in parentheses. Letters in the upper index refer to significance: a significance at 1 percent; b 5 percent; c 10 percent.

Continued 

	
	1
	2
	3
	4
	5
	6

	R2
	0,816
	0,851
	0,861
	0,860
	0,816
	0,860

	adj. R2
	0,810
	0,844
	0,850
	0,851
	0,807
	0,853

	AIC

	127,468
	111,589
	110,344
	108,465
	129,456
	106,503

	N
	84
	84
	84
	84
	84
	84


Another striking feature of the results is that the coefficient on the EFW index is not lower than that of our freedom-related measure. Thus, holding all the other variables constant, the direct effect of institutions and policies incorporated in the EFW index is greater than that of the freedom-related measure. However, since the other coefficients have changed as well, this refers only to the direct effect. At first glance this may seem to be surprising, since we have been arguing for the importance of freedom-related institutions, but this result does not contradict what we are saying. First, our argument was about what we mean by economic freedom, not about the effect of economic freedom on growth. Second, this result does not indicate the unimportance of freedom-related institutions. Instead, it shows that there are other components within the EFW index which move together with income.

However, these latter components are not those which we associated with policy as shown in column 3–5. The policy variable is insignificant, and it does not seem to have an indirect effect either, because the coefficients of the other variables do not change after adding the policy variable. Surprisingly, these results do not change substantially when including a measure for the variability of economic policy (Table 2, column 3): in this case, both the policy measure and its standard deviation expressing the volatility of economic policy are insignificant, although the latter has the “expected” sign. This is, we think, attributable to the fact that our policy variable as well as its standard deviation masks systematic relationships behind the data: a country with a steadily rising score for economic policy can have the same standard deviation as a country with a drastically oscillating one.

The insignificance of the policy variable may, at first glance, seem to be puzzling even in our framework: while we argue that the content of economic policy does not affect economic freedom, it may matter from the viewpoint of economic efficiency, and through efficiency it could affect income. However, we think the mechanism through which policy may influence income is not so simple: economic policy affects income only when various institutional arrangements are also in place and support the policy. If so, this underpins our argument that, primarily, it is the freedom-related institutions that have an impact on income, and policy alone does not.

However, the conclusion about the effect of economic policy does not mean that the actions of governments do not affect economic growth, for at least two reasons. First, our definition of what belongs to the area of economic policy is constrained by the economic freedom index, that is, the index itself does not necessarily contain all elements of economic policy. Second, because freedom-related institutions reflect the character of the long term behavior of governments, and even if they are rooted in history, governments can easily destroy them.

4.3. The exogeneity of economic freedom
A usual problem in growth econometrics is the possible endogeneity of the variable in question, which makes the estimation of the variable inconsistent. In what follows we will examine the endogeneity of the freedom-related variable by using two-stage regression.
Agreeing with Acemoglu [Acemoglu, 2005, p. 1040–1041] that the first stage regression needs theoretical explanation we use legal origin dummies [Doing Business in 2004, 2005] and certain variables of religion (religious adherence from Barro’s dataset
) as instruments. Of these 15 possible instruments
 we found five significant: English legal origin dummy, French legal origin dummy, the share of Catholics, share of Protestants, and the share of other Eastern religions. Table 3 shows the results for the simple OLS estimation of the structural equation (column 1), for the fist stage equation (column 2), and for the 2SLS estimation (column 3).

The formal (Hansen J-) test of our instruments cannot reject what we established theoretically: there is no sign of the fact that higher income leads to greater economic freedom, that is, the freedom-related measure is exogenous in the economic freedom – income relationship.

	Table 3.
	Results for the 2SLS estimation


	
	1
	2
	3

	
	Dependent variable:

	
	ln(GDP)
	ln(FR)
	ln (GDP)

	
	OLS
	OLS
	2SLS

	Constant
	0,022
(0,02)
	–0,063
(–0,10)
	–0,046
(–0,04)

	ln(I/GDP)
	0,368
(2,46)b
	0,142
(1,71)c
	0,301
(1,97)b

	ln(SCHOOL)
	0,493
(5,59)a
	0,120
(2,00)b
	0,431
(3,98)a

	ln(n + g + δ)
	–2,278
(–4,91)a
	–0,322
(–1,31)
	–2,144
(–4,79)a

	ln(FR)
	0,913
(4,34)a
	
	1,299
(3,48)a

	English legal origin
	
	0,192
(2,13)b
	

	French legal origin
	
	0,263
(2,18)b
	

	Share of Catholics
	
	0,232
(2,39)b
	

	Share of Protestants
	
	0,645
(4,51)a
	

	Share of other eastern religion
	
	0,984
(3,78)a
	

	R2
	0,860
	0,584
	0,852

	adj. R2
	0,853
	0,540
	0,844

	N
	84
	84
	84

	Hausman specification test
	χ2 (4) = 1,32
p = 0,859


Heteroskedasticity robust t-statistics are in parentheses. Letters in the upper index refer to significance: a significance at 1 percent; b 5 percent; c 10 percent.
5. Conclusions
In this paper we evaluated the EFW index on the basis of the Hayekian concept of freedom [Hayek, 1960], more precisely on that of its conceptualization in terms of the character of government actions we developed elsewhere [Kapás, Czeglédi, 2007]. The major tension between our concept and the way the EFW index measures economic freedom can be found in the fact that numerous components of the index are policy variables which, in our view, do not concern economic freedom.

Although we do not consider the EFW index a good measure of economic freedom, we did some empirical investigation with this index and its components. In these examinations we only wanted to show that using the freedom-related components of the EFW index (which is more in line with our concept of economic freedom) instead of the index itself may lead to even more plausible propositions than those provided by the index. The results provide support for our argumentation.

First of all we found a positive significant relationship between our freedom-related measure and income, while such a relationship was not found between policy components and income. Furthermore, we showed that the freedom-related institutions are exogeneous in the economic freedom – income relationship, which means that even if freedom-related institutions are not the only ones that can raise the income of a country, the higher income in itself will not improve the freedom-related institutions.

The former findings draw us to the following conclusions. If the original EFW index is in a positive significant relationship with income, while policy components are not, this may mean two things: (1) economic policy affects income only when appropriate (in our interpretation freedom-related) institutions are already in place, (2) freedom-related institutions even alone are capable of positively affecting income.
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� The most common critiques refer to the weighting system the indexes use, what items should be included and how various policy issues should be handled [Macleod, 2005; Karlsson, 2005].


� Note that non-coercive government activities, by definition, do not concern economic freedom, while they influence the size of the government.


� In our analysis we rely on the EFW index of Gwartney and Lawson (2006), and not the most recent one [Gwartney, Lawson, 2007]. The reason for this is that the GDP data which we need for the regression analysis is not available for the years after 2003, and the new EFW index is not calculated back to years before 2004.


� We use the labeling as it appears in the Fraser Institute report.


� We dropped the «others» category because this measure cannot give us enough information about whether the actions they measure concern freedom.


� This method is frequently used in the economic growth and economic freedom lite�rature (e.g., [Heitger, 2004; Easton, Walker, 1997]).


� We have constructed the freedom-related and the policy measures in such a way that the following criteria be met: (1) the final index of economic freedom implied by the method be equal to the original index; (2) the weights of the different components be equal to those of the original EFW index; (3) components be comparable, which means that all components’ values should run between 0 and 10.


� Available at � HYPERLINK "http://www.cid.harvard.edu/ciddata/ciddata.html" ��http://www.cid.harvard.edu/ciddata/ciddata.html�


� This conclusion is confirmed formally by looking at adjusted R2 and the Akaike Information Criterion AIC.


� Akaike Information Criterion. Note that this criterion cannot be used to compare the specification of column 2 with those of columns 3–6, because the variable ln(EFW) includes the variables ln(FR) and ln(Pol).


� � HYPERLINK "http://www.economics.harvard.edu/faculty/barro/data.html" ��http://www.economics.harvard.edu/faculty/barro/data.html�.


� English, French, Scandinavian, German and socialist legal origin, share of Catholic, Protestant, Orthodox  adherents, share of Jews, Muslims, Buddhists, Hindus, other Eastern religions, other Christians, and other religions in the religious population.
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