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Introduction

HIS VOLUME IS THE THIRD in a series of books reporting on a program of
Tresearch and discussion in The Fraser Institute Rating Economic Free-
dom project. The project has emerged out of a series of symposia which are
part of the program of the Liberty Fund Inc. and which are designed to
explore the relationships among civil, economic and political freedom, and
to devise methods of theoretically isolating these concepts and providing
measurements of them.

Four such symposia have been held. The first held in the Napa Valley,
California was prompted by Milton and Rose Friedman’s comment in the
book Capitalism and Freedom that “historical experience speaks with a single
voice on the relation between political freedom and a free market. I know
of no example in time or place of a society that has been marked by a large
measure of political freedom, and that has not also used something com-
parable to a free market to organize the bulk of economic activity.” One of
the obvious questions that occupied the first colloquium was whether or
not political freedom in the sense of freedom to elect one’s political repre-
sentatives is a necessary condition for maintenance of a competitive mar-
kets approach to economic organization. This became clearer in the first
symposium and the ones that followed.

The idea of economic freedom is a difficult one to articulate. This is
particularly the case as economists are wont to be precise, and there is as
yet no unambiguous, clear conceptual definition of economic freedom to
which most people are willing to subscribe. The Liberty Fund-Fraser Insti-
tute conferences on economic freedom have followed this issue along two
distinct paths. The first is theoretical, and the second is empirical. Most of
the authors have proposed one definition or another of economic liberty,
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or at least impediments to it. In designing empirical measures to corre-
spond to their notions, they have frequently come face to face with both the
limitations of their characterization of economic freedom, and the ade-
quacy with which they could measure it.

But unlike other efforts of pure philosophy, our authors have made the
effort to draw the relevant evidence to the theory wherever possible. It is
worth reminding the reader that these papers have been drawn from two
conferences hosted by the Liberty Fund and The Fraser Institute. The
authors were working from relatively specific guidelines at both conferen-
ces, but these differed as the second built upon the contributions of the first.
At the first conference, authors were asked to assess economic freedom in
sectors of the econ()my for a number of different countries. At the second,
some were asked to provide a candidate index for future research in
comparing countries. In both cases there were many measures proposed
and many issues developed that will serve as guides for future research.

The book has been divided into three sections corresponding to em-
phasis since most papers deal in some measure with both theory and
empirics. The first section develops characterizations of economic freedom
whichrangefrom philosophical to empirical. The four papersin this section
share the general characteristic of delving into the problem of what kinds
of restrictions should be measured as reducing economic freedom. The first
paper, by Jones and Stockman, is primarily theoretical although it does
sketch an agenda for empirical research. Easton’s two papers rely on a
definition of impediments to economic freedom that allows him to make
measurements consistent with those made for consumer surplus. He cal-
culates a number of indexes of economic freedom in the international
sector, the first paper, and for a number of different countries in the second.
Jack Carr considers an output based measure of impediments to economic
freedom in his paper on capital markets. The second section stresses the
development of indexes for a wide range of countries. Gwartney, Block and
Lawson provide a consistent index for four different time periods for nearly
eighty countries. Spindler and Miyake develop indexes consistent with
suggestions made at previous conferences, while Scully and Slottje intro-
duce factor analysis to collapse many variables into a few specific measures
of economic freedom. Included, too, in this section isa survey or experiment
conducted by Milton and Rose Friedman using the (Sea Ranch) participants
as the sample. In their experiment, they tried to assess the ability of the
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group to rank eleven relatively well known countries according to their
relative levels of economic freedom. The third section provides a look at
particular problems. Denzau considers why particular prices are so politi-
cized while DiLorenzo tackles the labour market and its distortions. Reyn-
olds rounds out this section by reporting on particular expenditure and tax
distortions in several Latin American countries.

Section I

Ronald W. Jones and Alan C. Stockman explore the consequences of
defining theloss of economic freedom as the consumer and producer losses
associated with third party constraints on transactions. Constraints include
both prohibited and mandated behaviour. Their illustrations include the
appropriate calculation of the losses associated with transfers, taxes, mini-
mum consumption requirements, and both quantity and price coercion.
Their framework is broad and exciting. They introduce the notion of
“bundling” to pose the question of whether government restrictions on
freedom should be treated individually and their costs computed, or
whether the whole package of restrictions should be treated as one bundle.
Suchadistinction isimportant if we think of Peter being required to transfer
one dollar to Paul and then Paul being forced to transfer one dollar back to
Peter. If these are lump-sum transactions so that there is no distortion, on
a bundled basis neither is worse off. On a transaction by transaction basis,
both are worse off. In addition to providing a formal proof of the freedom
reducing character of an “optimal” tariff, they raise a host of important
conceptual problems with what we think we mean when we discuss
economic freedom. Their framework, however, allows for the calculation
of many of the costs of impediments to freedom and is an extension in both
the theoretical and empirical literature on economic freedom.

Stephen Easton in exploring economic freedom in the international
markets develops a quantitative measure of the loss in economic freedom
as an extension to consumer surplus related measures. In particular he
asserts that any distortion that impedes free exchange is a loss in freedom.
Thus the value of the loss in freedom is the value of the distortion. Unlike
the consumer surplus triangle, however, the direct loss in freedom includes
both the rectangle (the tax revenue, for example) plus the triangle. In the
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case of international trade taxes the loss in freedom is complicated by the
domestic production of importable goods. The imposition of a trade tax
reallocates rent to domestic producers, and Easton includes this as an
indirect loss in economic freedom. He shows that even though an “optimal
tariff” will raise income, it will result in a loss in economic freedom.

In his second paper in this volume, Easton develops his measures of
economic freedom for a variety of different countries. To this end he uses
two gross indexes—the ratio of government expenditure to national in-
come and the number of government employees relative to population. The
former is a measure of direct government intervention by way of the tax
“rectangle” distortion while the latter is an attempt to measure the im-
pediments to freedom posed by government regulation. Each government
worker is (heroically) assumed to impede economic freedom by the same
amount. Easton aggregates the two measures by estimating the relative
price in terms of income of each government employee and then summing
the two measures. This he does through animmigration function. The level
of immigration from country A to country B is written as a function of
government expenditure and government employees per head and per
capita income. The amount of income it would take to induce an additional
person to immigrate (per change in the number of government employees)
provides the implicit price of the regulatory environment. Thus his ap-
proach allows for an explicit pricing of the implied cost of regulation
although his measure only considers immigration to the United States or
Canada.

In examining capital markets, Jack Carr takes the stance that economic
freedom is not an end in itself, and thus does not include it as a separate
argument in the utility function. Anything that impedes free exchange will
impinge on economic freedom, and this, he suggests reduces economic
welfare. The notion of a definition of economic freedom, he argues, is like
the definition of money. It is not independent of the uses to which it will
be put. He proposes a measure that would be one of many factors of
production in the aggregate output function. Economic freedom is seen as
being the index that best helps predict aggregate output. His paper finds
that deregulation of financial markets has increased freedom over the past
twenty years in several of the more developed countries. To measure
economic freedom in this sector he considers such features as the regulation
of the central bank, the regulation of commercial banks, the regulation of
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capital flows and the regulation of the stock market. Among the group of
six countries considered, West Germany was the least impeded, followed
by Canada, the United Kingdom and the United States, while France was
the most impeded of the group.

Section I1

The second section explores a number of empirical measures of economic
freedom typically involving a wide range of countries and the consider-
ation of many possible contributors to an index. The first by Gwartney,
Block and Lawson rates 79 countries along dimensions such as price
stability, the size of government, discriminatory taxes, and restraint of
international trade. Their index is devised for four periods, 1975, 1980, 1985
and 1988. It shows Hong Kong as the economically most free and permits
an extensive ranking of the rest of the countries in the sample. Further
analysis suggests that countries with high indexes of economic freedom
tend to have grown more rapidly than those with poorer levels of economic
freedom. Their extensive data set has been reproduced in the Appendix to
the paper and is also available on diskette.

Gerald W. Scully and Daniel J. Slottje used 15 attributes (from foreign
exchange regimes and freedom to travel, to the rule of law and conscrip-
tion) combined into indexes weighted by the ranks of the attributes, the
principle components of the attributes and a hedonic representation of the
attributes. Based on these indexes Scully and Slottje provide an overall
index that combines the component rankings into a final assessment.

Zane Spindler and Joanna Miyake provide a number of rankings for
different countries by integrating several measures of economic freedom
that were suggested at a previous conference. (Hence their use of the title
the “homework” measures.)

Milton and Rose Friedman took the opportunity to survey the assem-
bled group. Their point was that while we have different indexes available,
we need some mechanism to test whether they conform to our own notions
of usefulness. In particular, they argued, we must be sure that whatever
ratified combination of objective factors we observe, they conform in some
measure to our general sense of which countries are more economically free
than others. By surveying the audience, they found considerable consis-
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tency of view (over the dozen countries they listed), but were not convinced
that the other indexes which had been constructed reflected the general
consensus too well.

Section IT1

Arthur Denzau argues that a critical feature of the restriction to economic
freedom derives from the state’s politicization of prices. Rather than being
free to buy and sell, firms must first meet various political tests before they
are allowed to buy and sell. Such added costs to the pricing mechanism
reduced economic efficiency, but also formed the basis for the argument
that the microenvironment is the critical location from which we should
measure impediments to economic freedom. Detailed questionnaires form
the basis for current research into the kinds of impediments present in the
Peruvian economy.

Labour market freedom was assessed by Tom DiLorenzo for four major
countries: the U.S., Canada, England, and Japan on the basis of some thirty
categories. These categories included whether there was compulsory col-
lective bargaining, agency shop, taxes on immigration, and temporary
work permits to mention a few. Rather than construct a weighted index, Di
Lorenzo ranks each of the thirty categories from zero to ten and sums them
for each country. Although he finds England the most free and Japan the
least in this small group, a number of categories could not be assessed, and
he is reluctant to view these rankings as final.

Alan Reynolds considers the tax and expenditure policies of a number
of countries. His paper reports in some detail on tax rates in a small group
of Latin American countries in which the taxes (income tax, sales tax, social
security tax, wealth tax and investor tax) are used to construct an overall
rating of different tax regimes. In the final analysis, Bolivia scores relatively
well (even when measures of the deficit are included) followed by El
Salvador and Brazil, then Mexico and Argentina.
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Concluding Remarks

These papers have devised many measures of economic freedom. Progress
has taken place over the past several years. The ideas we have now of
economic freedom are substantially advanced over those that we explored
at the first conference. Although there is anything but universal agreement
about which measures are the most appropriate, we have identified a
number of useful ways in which to think about economic freedom concep-
tually, and a number of good candidates for indexes to correspond to those
conceptualizations. To drive home the point that the ideas and measures
are still in development, we have included a synopsis of some of the main
features of the discussion that followed each paper. Although many of the
remarks may at times appear pointed, they serve the purpose of sharpening
the issues that need to be further discussed. In this context, however, it is
worth recalling that the papers were presented at two conferences (the first
taking place at Banff, Alberta and the second at Sea Ranch, California) and
are incorporated in the current volume as a function of their content, not
their chronological development. As a result some of the issues may appear
slightly redundant in light of papers developed “earlier” in the volume,
some of the papers have been revised to reflect particular comments, and
some commentators are conspicuous by their absence in some of the
commentaries — they may have only attended the “other” conference. But
on the whole webelieve that the wide-ranging discussion serves to enliven,
enlighten and elaborate the text.

Notes

! From the first conference the selected papers are by Carr, Di Lorenzo,
Easton, Reynolds, Scully and Slottje, and from the second, Denzau, Easton,
Gwartney, Block and Lawson; Jones and Stockman.

2 The earlier conferences are chronicled in Michael Walker, ed. Freedom,
Democracy and Economic Welfare, Vancouver: The Fraser Institute, 1988, and
Walter Block, ed., Economic Freedom: Toward a Theory of Measurement, Van-
couver: The Fraser Institute, 1991.
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3 The Table of Contents identifies at which conference the paper was
given. The Banff conference was held a year before the Sea Ranch confer-
ence.
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On the Concept of
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Introduction

CONOMIC FREEDOM IS A CONCEPT yet to make its way formally into the
Eeconomics vocabulary. Although there are many discussions of eco-
nomic freedom, writers usually use the termin a vague way. Precisely what
does economic freedom mean and why is the concept important? Few
writers have tried to define the term, and we have found almost no attempts
to relate the concept of economic freedom to the analytic framework of
economics.”

The general concept of freedom is subject to considerable confusion,
with different writers using the term in completely different ways. Without
disputing the importance of inner peace, security, absence of fear or hunger,
or psychic well-being unencumbered by certain undesirable emotional or
mental states, we will use the term freedom to mean, roughly, the absence
of coercion. This is the meaning of freedom that many people (including
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previous writers) have in mind when they discuss these issues. The present
paper explores concepts of economic freedom that are consistent with this
view, connects those concepts with the usual analytic framework of eco-
nomics, and provides a theoretical foundation for measurement of eco-
nomic freedom. We propose a tentative definition of restrictions on
economic freedom and explore the properties of this definition. After
examining many of the issues that arise in formulating an adequate defini-
tion, we discuss some alternative definitions that are consistent with our
general approach to the concept of economic freedom. Each definition
suggests a way to measure restrictions on economic freedom, though the
appropriate measurement may not be easy in practice.2

In one of the few papers on the meaning of economic freedom, Stigler
(1978) argued that economic freedom is synonymous with wealth or util-
ity.3 We disagree with this position. While definitions are arbitrary, some
are more useful than others. Our approach is intended to emphasize some
important distinctions. With our concept of economic freedom, govern-
ment actions that restrict economic freedom need not reduce wealth; they
could raise it. Our concept allows us to consider the possibility of a tradeoff
between economic freedom and other values. People may, in some cases,
choose to sacrifice economic freedom for other values, or other values for
economic freedom.*

We will not attempt to define economic freedom itself. Instead, we will
define losses in economic freedom. We follow Hayek (1960, pp. 11-22),
Friedman (1962), and others in identifying losses in economic freedom with
the results of man-made coercion inhibiting voluntary economic transac-
tions or requiring certain transactions. We believe people with widely
differing opinions on the proper role of government in society should be
able to agree on the meaning of (losses in) economic freedom, and recognize
that some of their disagreements may involve disputes over the connec-
tions between economic freedom and other desirable ends, and the relative
importance of each. People ought to agree, for example, that an excise tax
on alcohol and a prohibition on growing marijuana in one’s own garden
(even for one’s own consumption) reduce economic freedom, whatever
their value may be in promoting other ends. After we propose a definition
of losses in economic freedom in the next section, we will explore examples
to discuss the implications of that definition and to clarify it. We will then
discuss certain fundamental issues that arise in defining losses in economic
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freedom and, at the end, make some remarks on why people do or should
care about economic freedom and so why the distinctions our definition
makes are important.

Itis hard to imagine meaningful research to measure economic freedom
prior to a decision on the meaning of the term. Any attempt to measure
economic freedom (or its loss) empirically presupposes some concept of it,
whether or not that concept is made explicit. As this paper will indicate,
the concept of economic freedom raises intricate issues without obvious
resolutions.

Restrictions on Economic Freedom

A Tentative Definition

We will explore the following definition of restrictions on economic free-
dom.

Consider a constraint imposed by a third party on voluntary trans-
actions among other people. The loss in economic freedom to those
people from this constraint is the sum of the losses in consumer and
producer surplus in those constrained transactions. If the constraint
requires a person to take a specific action, the loss in economic
freedom includes the cost to that person of that constrained action.

The term “transactions” refers as well to those a person conducts with
himself. Thus a law preventing a person from growing and consuming a
crop is a violation of his economic freedom. Notice that this definition
automatically distinguishes and weights more and less important restric-
tions on economic freedom. We will clarify later the way we use the term
“cost.”

Constraints imposed by people versus those
imposed by nature

We consider only constraints imposed by people. We want to distinguish
these from constraints imposed by nature. One reason for this distinction
is that the actions we would take to try to change those constraints are
different. Economic freedom is not the same as technology, or wealth or
utility. This does not mean that one set of constraints is more or less



14 Rating Global Economic Freedom

important or severe than the other. It merely suggests that for some pur-
poses it is worth making this distinction.

Governments or third parties?

The most common source of man-made constraints is government. But we
need not limit ourselves to constraints imposed by official governments:
other people who try to prevent, control, or tax voluntary transactions also
restrict economic freedom. When an entrepreneur must pay off thugs or
gangs to operate a business (or suffer physical harm to himself and his
business), the effects on the entrepreneur are the same whether we regard
those thugs or the “official” government as the actual government. But once
we admit this, there is no limit to how many governments may restrict a
person’s economic freedom or who they may be. We could, of course,
discuss the loss in economic freedom caused by a particular party, such as
an official government. Or we could discuss the loss in economic freedom
imposed by all governments and thugs on particular people.

Two types of constraints

As our tentative definition makes clear, there are two types of restrictions
that a third party can place on economic freedom. The tentative definition
simply defines and then adds the losses from each type of restriction. We
might instead place different weights on these losses or consider losses in
economic freedom to be multidimensional. We will return to these issues
when we consider some alternative definitions.

Basic Examples of Restrictions on
Economic Freedom

We will begin exploring the consequences of our tentative definition by
considering very simple cases, and proceed to more complicated situations
in which some difficult issues arise. We will initially assume that there is
general agreement about the distribution of property rights among people
inaneconomy, > that property rights are complete (universal, exclusive,and
transferable), with no transactions costs, and that the government owns no
property. We also assume there is a legal system defining and enforcing
those property rights. We will consider initially a single restriction on
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economic freedom, and leave for later problems that arise with multiple
restrictions.

Transfers

Transfers between agents imposed by government represent a clear loss of
economic freedom to those making the payments. Suppose the government
taxes Peter $100 to pay Paul $100. Then Peter’s wealth and economic
freedom have been reduced by $100. Paulis a recipient, and his wealth rises
by $100, but this transfer does not raise his economic freedom. Clearly, our
use of the term economic freedom is at odds with Stigler (1978), who
identified liberty or freedom with wealth or utility and would describe
Paul’s economic freedom as having risen. We certainly agree that Paul is
now “free” to expand his consumption set, but we do not believe this
represents an increase in economic freedom. Economic freedom is some-
thing an individual possesses until deprived of it by government or third
parties. One advantage of thinking about Josses in economic freedom rather
than economic freedom itself is that it emphasizes this point: the transfer
to Paul does not mitigate in any way Paul’s loss of economic freedom from
other restrictions.

P Figure 1. Economic Freedom and Excise Taxation

S
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An Excise Tax

We can obtain more insight into our definition of a loss in economic
freedom by considering a simple excise tax on a commodity in which
market forces are depicted in Figure 1. The tax restricts sales to level Qo,
and the height of the shaded area represents the level of the tax. The tax
causes producers and consumers to restrict their economic exchanges with
each other; the shaded triangle shows the loss in producer and consumer
surplus on these foregone transactions. On the sales of Qo that remain, the
shaded rectangle shows the sum of the losses in consumer and producer
surplus, so the entire shaded area captures the loss in economic freedom
from the tax. The shaded rectangle also represents tax payments to the
government, which it can disburse in any number of ways. Thus there may
be other recipients of this tax revenue, but this does not increase the
economic freedom of those recipients, although it increases their wealth.
Later, in discussing tariffs, we consider the case in which the tax income is
redistributed to the same people who have been deprived of economic
freedom.®

Minimum Consumption Requirements

Consider a government restriction that requires people to buy at least X
units of a good. The amount X may be more or less than people would have
chosen voluntarily. The loss in economic freedom from this restriction is
the cost of minimal compliance with the restriction. If the government
requires people to buy at least 25 units of the good, the loss in economic
freedom is area A+B+D+E in Figure 2. If the government requires people
to buy at least 20 units of the good (the amount they would have bought
anyway), their loss in economic freedom is area D+E in Figure 2. If the
government requires them to buy at least 15 units of the good (less than
they would have bought anyway), their loss in economic freedom is area E
in Figure 2. If the supply curve were upward-sloping when they are
required to buy at least 15 units of the good, the loss in economic freedom
is area E in Figure 3. In this case, the loss of economic freedom is less than
the actual cost of buying those 15 units of the good: the fact that the price
ishigherisaresult notof the constraint but of consumers’ voluntary choices
to buy more than 15 units.
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Figure 2. Economic Freedom and Mandated Consumption:
Constant Costs

P
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Notice one consequence of this definition of economic freedom: theloss
in economic freedom from a government minimal-purchase requirement
that costs $100 to comply with is the same as the loss in economic freedom
from a lump-sum $100 tax in which the government destroys the (real) tax
revenue, even though people get valuable goods in return in the first case
and not in the second case. This highlights one distinction between eco-
nomic freedom and utility or wealth.

Maximum Consumption Requirements

Suppose instead the government requires people to buy no more than X
units of a good. Theamount X may again be more or less than people would
have chosen voluntarily. If this restriction is binding, as if X is 15 units in
Figure 2, then the loss in economic freedom is the loss in consumer and
producer surplus, which is area C in Figure 2 (with a horizontal supply
curve) or area C+G+H in Figure 3 (with an upward-sloping supply curve).
If the restriction is not binding—if X equals or exceeds the amount of the
good that people would have bought voluntarily, then there is no loss in
economic freedom from this restriction.”
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Government Quantity Coercion

Suppose the government requires people to consume exactly X units of a
good. We will initially consider the case in which X is precisely the amount
people would have consumed without the constraint: 20 units in Figure 28
Our definition implies that this constraint imposes a loss in economic
freedom, even though the constraint imposes no loss in utility.9 The loss in
economic freedom is the cost of consuming X units of the good: the sum of
areas Dand E in Figure2. Although people would have chosen this quantity

Figure 3. Economic Freedom and Mandated Consumption:
Upward Sloping Supply
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freely without the constraint, they lose economic freedom because they are
no longer free to choose to do so; they are forced instead. Although our
example concerns consumers, analogous arguments apply to constraints
on firms, as when the government requires firms to provide a certain
amount of health insurance or parental leave. (The following discussions
of minimum and maximum consumption requirements also apply to pro-
duction requirements or other constraints on firms.)

Suppose the government requires people to consume more than they
would have consumed voluntarily without the constraint, such as 25 units
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when they would have bought 20. The loss in economic freedom is the cost
of this required action: the area A+B+D+E in Figure 2.10

Suppose instead the government requires people to consume less of the
good than they would have chosen without the constraint, such as 15 units
rather than 20. Then the loss in economic freedom is area E+C in Figure 2.
Area E represents the loss in economic freedom from being required to buy

Figure 4. Economic Freedom and Tax Revenue

no less than the quantity 15. Area C represents theloss in economic freedom
from being required to buy no more than the quantity 15. Figure 3 shows
the result with an upward-sloping supply curve: the loss in economic
freedom from a constraint that requires people to consume exactly 15 units
(no more, no less) is area C+G+H+E in Figure 3. The area E shows the loss
in economic freedom from being required to buy no less than 15 units of
the good. The area H shows a loss in economic freedom from a loss in
producer surplus that equals a gain in consumer surplus; this gain in
consumer surplus is an increase in consumers’ wealth but not in their
economic freedom. The areas C and G represent losses in consumer and
producer surplus that are also losses in wealth.
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A Note on Economic Freedom
and Utility

When the government requires people to consume exactly X units of a good,
where X is the amount they would have chosen voluntarily without the
constraint, the loss in economic freedom is shown by areas such as D+E in
Figure 2. Now suppose the government reduces X. This clearly lowers
utility as consumers are pushed away from their most desired consumption
bundle. But it (initially) raises economic freedom, or, in our language,
reduces the loss in economic freedom. For example, suppose X=15 in Figure
2. The loss in economic freedom is area E+C, which is smaller than E+D
because C<D. This may appear to be a strange result—that people who are
required to consume precisely the amount they would have chosen voluntar-
ily could be less free than people who are required to consume less of the
good. But this result appears strange only when one forgets the distinction
between economic freedom and utility. While utility falls, there are fwo
forces operating on economic freedom. The requirement that a person buy
exactly X units of a good is a composite of two requirements: that he buy no
less than X, and that he buy no more than X. When the government reduces
X, economic freedom tends to rise because the loss in economic freedom
from the minimum-consumption constraint falls: that minimum-consump-
tion constraint becomes less severe. This is the gain in economic freedom
of D in Figure 2. On the other hand, economic freedom tends to fall when
the governmentreduces X because the maximum-consumptionrequirement
becomes more severe. This is the loss in economic freedom of C in Figure 2.
Whether a reduction in government-mandated consumption of a good
lowers or raises economic freedom at the margin depends on the shapes of
the demand and supply curves. However, a small reduction in the restric-
tion, from a position where the mandated consumption exactly matches the
unrestricted bundle, always reduces the loss in economic freedom.

Restrictions on Asset Transactions

Suppose the government imposes a restriction that prevents you from
holding some financial asset. We can derive a demand curve for that
financial asset using standard optimal-portfolio analysis. The loss in eco-
nomic freedom from this restriction is analogous to the consumer-surplus
loss from a prohibition on buying some good. If another asset that is a
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perfect substitute (in your view) is available, there is no loss of consumer
surplus or economic freedom. Otherwise, the loss in economic freedom
corresponds to the foregone interest or foregone value of a portfolio with
better risk properties.

Should the analogy with consumer markets carry over to asset markets
when the government requires you to hold a certain security? Suppose the
government forces you to buy a bond issued by some private corporation.
If its rate of return is lower than market alternatives, then you have lost
economic freedom. Suppose, however, that the interest rate on this asset
equals the market equilibrium interest rate. If you were already holding
these bonds (or equivalent assets), then we could say there is a loss in
economic freedom equal to the cost of buying (or not selling) the bonds, in
analogy with requirements that you consume certain products. Alterna-
tively, if there is no loss in the value of the portfolio, one could say there is
no loss in economic freedom. At this stage of our argument, this alternative
looks unattractive. However, issues will ariselater in this paper that suggest
consideration of this alternative definition (see Section 6 on bundling,
particularly the withholding tax example).

Tax Payments and Economic Freedom

Some people have argued that government tax receipts serve as a useful
proxy for the loss of economic freedom. Suppose the excise tax illustrated
in Figure 1 represents the only interference on voluntary transactions.
Figure 4 illustrates that at low tax rates the identification of tax revenues
and loss of economic freedom is entirely appropriate. However, as tax rates
increase, the gap between the two concepts widens. Indeed, for tax rates
sufficiently high that receipts are falling, the two measures go in opposite
directions. Tax revenue is zero at the prohibitive tax rate, whereas this is
the rate that maximizes the loss in economic freedom.

To fill in details, let t denote a specific excise tax in this market and R
represent tax revenue. Thus

dR/dt=Q+tdQ/dt,
with the second term negative. As for the loss in economic freedom, a small

increase in the tax rate raises price to consumers by dpD, so that the loss in
consumer surplus reflected by this price increase is the “terms-of-trade”
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effect, deD. Producers see their price decreased by the tax, eventuating in
a "“terms-of-trade” loss for them of -des. Adding these effects, the total
increment to the loss in economic freedom, L, is

dL/dt=Q,

where dt equals the sum of dpD and -dps. Thus the two curves in Figure 4
are tangent to each other at the origin, and at the prohibitive tax rate the
“loss in economic freedom” curve becomes horizontal. Economists are
prone to dismiss welfare triangles as being relatively unimportant com-
pared with rectangles. This, we submit, leads to gross error if tax rates are
high or if government regulations prohibit certain types of economic trans-
actions. A prohibition of market activity in Figure 1 leads to a loss of
economic welfare (freedom) that is captured entirely by a triangle.

Economic Freedom Is Not Economic
Efficiency

Expand the setting, now, to include a variety of private transactions in
which the government has levied excise taxes, including taxes and other
restrictions in factor markets that create gaps between returns paid to
factors across industries. These restrictions create inefficiencies corre-
sponding to an inward shrinkage of the transformation schedule and
inequality between the slopes of indifference curves and transformation
schedules. The loss in efficiency due to these government restrictions and
taxes, however, differs from the loss in economic freedom from those
government actions. Recall the simple case in which the government taxes
Peter to pay Paul, and suppose Peter pays a lump-sum (poll) tax. That case
involves a loss of economic freedom without any change in aggregate
production or consumption. With widespread taxes and subsidies, eco-
nomic inefficiency nets out the gainers and losers, but losses in economic
freedom do not net out. Peter’s loss in wealth is Paul’s gain, but Peter’s loss
in economic freedom is not offset by any increase in economic freedom for
Paul. In the case of excise taxes, the loss in economic freedom is reflected
in dead-weight welfare losses to society (triangles of the type shown in
Figure 1) and the tax payments (the rectangle in the figure). While the
government may redistribute those tax payments to other people, those
payments nevertheless represent losses in economic freedom.
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Restrictions on Economic Freedom
Affect Other Markets

While measures involving total tax collections, on the one hand, or total net
efficiency losses, on the other, underestimate the loss of economic freedom
represented by a government activity, we can contemplate a measure that
would typically overestimate the loss in economic freedom. Consider any
government activity such as a tax, expenditure, or regulation. In an inter-
connected economy each such activity disturbs many commodity and
factor markets, changing many relative prices. For each such price change
there are gainers and losers: net suppliers and net demanders of goods
whose relative prices change. One could add all these losses (and ignore the
gains) when measurmg the loss in economic freedom from the governmen-
tal act1v1ty ! But that is not what our definition says to do. Our definition
tells us to include only the losses from transactions that are directly con-
strained. A government restriction on buying good X may change other
relative prices and, through this route, alter real incomes of net buyers and
sellers of other goods. While those changes in real income result from the
government action, they are not restrictions on economic freedom: no one
is restricting transactions involving those goods. This implies again that
freedom and welfare are fundamentally different.

Some General Equilibrium Considerations

The earlier discussion of a single excise tax illustrated the loss of economic
freedom reflected inlosses in consumerand producer surplus in the market
being taxed. In this section we sketch out a scenario to analyze some
general-equilibrium ramifications of government restrictions.

Pears, Peaches and Cream

Consider an economy producing and consuming three commodities: pears,
peaches, and cream. Peaches and pears are substitutes to consumers,
whereas peaches and cream are complements. (We assume away any
connections on the supply side.) From an initial undistorted equilibrium,
suppose the government levies an excise tax on peaches. This imposes
losses in economic freedom of the type illustrated by the shaded areas in
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Figure 1. Here, though, the rise in the price of peaches to consumers affects
the pear and cream markets. The demand for pears shifts to the right, and
the demand for cream shifts to the left. The price of pears rises. Although
net demanders of pears lose wealth from this price rise, they do not lose
economic freedom. Focus on someone who is a net buyer of peaches; this
person lost economic freedom from the tax on peaches. If this person is a
large net seller of pears, she will gain wealth on net from the tax on peaches
since her terms of trade improve. If we included this change in the terms
of trade in our measure of the loss of economic freedom, this person would
not have suffered any loss in freedom despite the imposition of the tax. This
example shows why one should. ignore such terms-of-trade changes in
measuring the loss in economic freedom from the tax on peaches, although
they properly belong in a calculation of changes in economic welfare.

Now suppose the tax on peaches remains fixed and a tax is levied on
pears. There is aloss in economic freedom to transactors in the pear market.
But there is a further calculation now that needs to be made, to take account
of the greater demand for peaches, since they are substitutes for pears. This
shiftin demand, due to the tax on pears, alters the loss in economic freedom
from the tax on peaches. This is akin to a “volume-of-trade” effect, as in
international markets. However, the sign of the change in economic free-
dom is precisely opposite to the effect typically considered for economic
welfare. In standard welfare analysis an increase in consumption of an item
that is taxed (peaches) at a given rate increases economic welfare because
the item is worth more at the margin to consumers than the marginal cost
of production. This very same change, however, is an increase in the
volume of activity in a market that restricts economic freedom.

Again retain a fixed tax on peaches and suppose that (instead of a tax
on pears) the government imposes an excise tax on cream. Since peaches
and cream are complements, the direct loss in economic freedom from the
tax on cream is accompanied by a reduction in theloss in economic freedom
from the tax on peaches. The change in the peach market might even
outweigh that in the cream market. This is akin to the “second-best”
phenomenon in welfare analysis—here an increase in one restriction (the
tax on cream) deflects demand from a market that is already taxed
(peaches), with the possibility that the loss in economic freedom reflected
in the entire tax system will have been mitigated.
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The examples discussed above clarify our definition of economic free-
dom: the change in economic freedom from adding a new constraint is the
sum of losses in consumer and producer surplus associated with the
newly-constrained transactions plus the altered losses of economic freedom
from constraints on other voluntary transactions.

International Transactions

To the extent that a country’s residents are involved in international trans-
actions, governmental restrictions on voluntary transactions affect the
economic freedom of foreign as well as home residents. In principle a
measure could be conceived of the loss in economic freedom imposed on
home residents by the totality of all restrictions, whether imposed by home
third parties or government, or alien ones. Instead, we concentrate on the
concept of the loss of economic freedom entailed by restrictions imposed
by home third parties or government, thus facilitating a comparison of the
restrictive policies adopted by different nations.

A Ban on Foreign Goods

Our first simple scenario involving international transactions presupposes
that we are entirely dependent on foreign sources for some commodity.
Figure 5 illustrates a free trade equilibrium at point F, with the total of our
demand (D) and foreign demand (D*) matching total supply, all of it foreign
(8*). If our government had banned all imports of this commodity, the
equilibriumabroad would be shownby point A. Potential home consumers
look enviously at price 0B, and would demand quantity BC at that price.
However, triangle EBC overestimates the loss in home consumer surplus
as a result of the ban on imports. If there were no government interference,
the price would be 0G, so that the ban wipes out home consumer surplus
by the triangle EGL

Figure 5 also indicates the shaded area, BGFA of relevance to foreign
producers. The home country’s ban on imports from abroad would repre-
sent a restriction on the economic freedom of two groups: home consumers
lose area EGI, and foreign producers lose BGFA. The import ban admittedly
favors one group: foreign consumers gain area GHAB. In calculating the
lossin economicfreedomto homeresidentsand foreigners, should this gain
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to foreign consumers be netted out of the losses to home consumers and
foreign producers? We have argued against this procedure. In discussing
government taxation of Peter to pay Paul, we emphasized the loss of
economic freedom to Peter; the gain to Paul is an increase in his welfare,
but not in his economic freedom. The present situation is analogous, but
slightly different in that the ban on trade results in a loss of freedom (and
welfare) to home consumers and foreign producers which outweighs the
gain in welfare (but not in freedom) to foreign consumers. This discrepancy
is the deadweight loss from preventing mutually profitable trade.

Figure 5. Economic Freedom and International Trade

P|E S*

A Tariff Hike

Turning now from a complete ban on imports to a situation in which they
are allowed, subject to a (specific) rate of duty, we analyze the effect on
economic freedom of a small tariff hike, and contrast this with the effect of
such an increase in duties on real income or welfare in the home country.




On the Concept of Economic Freedom 27

We suppose that tariff rates are lower than the “optimal” rate, so that a
small increase would, via standard analysis, raise home real incomes and
tariff revenue. This presupposes that changes in our rate are sufficient to
force changesinforeign supply price (the “large-country” case). We assume
(for simplicity) that foreign producers have no local market, but we now
include a set of home producers who share the home market with imports.
The change in real income at home (dy) can be broken down into a
terms-of-trade effect and a volume-of-trade effect:

dy = -Mdp* + tdM,

where M represents the volume of imports, ¢ the specific tariff rate, and p*
the foreign price of importables (our terms of trade). We have assumed dy
to be positive for a small rise in ¢ from low levels. This net gain is made up
of three parts: (i) the government’s tariff revenue increases by d(tM); (ii)
home suppliers have an increase in producer surplus given by xdp, where
x denotes home production and p is the domestic price behind the tariff
wall; and (iii) home consumers lose real income by an amount Ddp, where
Dis total home demand. The change in real income abroad is captured only
by the terms-of-trade effect:

dy* = Mdp*

As for the loss in economic freedom produced by the tariff hike, home
consumers have lost Ddp. Any subsequent redistribution of tariff proceeds
may help to compensate consumers, but if the amount of such redistribu-
tion received by any consumer is independent of his purchases, the restric-
tion on economic freedom is not thereby lessened. The change in real
income and the change in economic freedom are separate concepts. Abroad
the loss in economic freedom is -Mdp*, so that the home government’s

inclrzease in the tariff rate has resulted in a total loss of economic freedom
of:

(x + M)dp - Mdp* = xdp + Mdt.

One final calculation is instructi ve. The home government might claim
that its action has raised home real incomes by imposing a loss in economic
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freedom. How do these two aggregates compare? The loss in economic
freedom exceeds the gain in the home country’s real income; this excess is
shown by:

{Ddp - Mdp*} - {-Mdp* + tdM} = Ddp - tdM

That s, theloss in economic freedom exceeds the gain in home real incomes
by the sum of the loss in consumer surplus and the deadweight loss to the
world of the tariff hike, the latter captured by the tax spread times the
reduction in imports.

Bundling Constraints on Voluntary
Transactions

A Fundamental Problem in Measuring
Economic Freedom

Governments impose many constraints on voluntary actions. People are
often beneficiaries of some government programs and losers from others.
In a typical welfare state, the government may take $X from an average
person and return $Y worth of transfer payments and goods (both public
goods and government-provided private goods); typically we have
$X > $Y.! Any attempt to measure economic freedom in a country like this
must come to grips with a fundamental issue: roughly, does the loss in
economic freedom refer to the gross take of the government $X or the net
take of the government $X-$Y? We will refer to this as the bundling issue.
The question is whether various government actions should be bundled
together and considered as a group, so that a person’s loss in economic
freedom from the bundle of actions refers to his net (consumer and pro-
ducer) surplus loss from this bundle of government actions, or whether
each government action should be considered separately, so thata person’s
loss in economic freedom from each separate government constraint is his
(consumer or producer) surplus loss from that constraint, and his total loss
in economic freedom from all the govemment actions is the sum of these
separate losses in economic freedom.’* These two ways of measuring
economic freedom would give vastly different answers in any real-life
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situation, particularly in societies with high taxes and a large government
sector. We will argue below that the answer to the bundling problem is not
at all clear — a good case can be made for (and against) two alternative
answers with quite different empirical consequences. Any attempt to mea-
sure economic freedom and compare it over time or across countries must
implicitly assume some answer to this fundamental bundling question. Yet
the following sections suggest that doing so is fraught with difficulties.

We do not believe there is a clear answer to the bundling problem: we
believe that there are several alternative notions of economic freedom which
answer the bundling question in different ways, and that no single measure
captures all the features of economic freedom that most people have in
mind when they use that term. We now present several short, highly
stylized examples in which we think there is room for disagreement about
the best answer to the bundling problem.

(1) Pass the Buck (the Circle Game)

Suppose the government forces people to sit in a circle and to give a
dollar to the person on one’s left. Each person, therefore, does two things:
gives a dollar and collects a dollar.’® The government’s requirements do
not reduce anyone’s wealth. The question is whether it reduces economic
freedom.

One answer is to consider the requirement to participate in the circle
as the constraint on people, which means bundling together the required
payment with the left hand and receipt with the right hand. Then we would
say there is no loss in economic freedom. The other answer is not to bundle
these constraints: to separate the requirement that one must pay a dollar
from the fact that the government’s circle program also provides each
person with a dollar. Then we would say each person loses one dollar in
economic freedom from the requirement to participate in the circle, though
no one loses wealth (or, perhaps, utility). The unbundling solution makes
a clear distinction between constraints that lessen economic freedom and
changes in wealth.

Suppose the government taxes Peter $100 to pay Paul $100, and taxes
Paul $100 to pay Peter $100. To focus on the key question, suppose these
are lump-sum taxes. If we bundle the two constraints together, we would
say the loss in economic freedom is zero (and equal to the loss in wealth).
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If we unbundle the two constraints, the loss in economic freedom is $200
($100 to each person).

(2) A Withholding Tax

Suppose the government does fwo things if you work an additional
hour: out of each additional dollar earned, (1) it takes 40 cents as withhold-
ing tax, and (2) it refunds 10 cents the following May. If we bundle the
government activities, we would say the loss in economic freedom is 30
cents (plus several months’ interest on the 40 cents) per extra dollar earned.
If we unbundle them, we would say the loss in economic freedomis 40 cents
(the amount people were forced to pay). We might want to bundle, how-
ever, when the government does several things if people undertake some
voluntary transaction. We could say these several government actions
jointly form a constraint on the transaction. The loss in economic freedom
from this constraint would then be the net sum of the losses in consumer
and producer surplus in those constrained transactions: we would bundle
together these government actions before calculating the loss in economic
freedom.

A withholding tax is an example of a forced loan to the government, to
which we return below in the subsection on perceptions.

(3) A Sales Tax with a Lump-sum Transfer
to Consumers

Suppose the government levies an excise tax on consumption of a good
and uses the tax revenue to finance lump-sum transfers to the group of
(identical) people who happen to buy the good. (We will suppose that the
subsidy is lump-sum, so it does not depend on the decision to buy or how
much to buy.) If we bundle the tax and the transfer, the loss in economic
freedom is the shaded triangle in Figure 1. If we unbundle, the loss in
economic freedom is the entire shaded area in Figure 1.

(4) A Maximum-consumption Constraint
with an Offsetting Lump-sum Transfer from
Consumers to Producers

Look back at Figure 3. Suppose the government requires that people
consume 7o more than 15 units of a good. We argued earlier that the loss in
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economic freedom from this constraint is H+C+G. Now suppose the gov-
ernment combines this constraint with a lump-sum tax on consumers equal
to H and a lump-sum transfer to producers equal to H. If we bundle these
government actions together, we would say the loss in economic freedom
is C+G, which also equals the efficiency loss from the maximum-consump-
tion constraint. If we unbundle, then we say the tax/transfer program is
like taxing Peter to pay Paul: it causes a loss in economic freedom equal to
H. And since we are unbundling, we add this loss in economic freedom to
the original loss H+C+G. Then we would say the total loss in economic
freedom is 2ZH+C+G.

(5) A Sales Tax and a Production Subsidy

Suppose the government levies a $10-per-unit tax on consumption of
a good and subsidizes producers of the good $10 per unit. The tax alone,
aside from the disposition of the tax revenue, causes a loss in economic
freedom equal to the shaded area in Figure 1. The subsidy alone, aside from
the taxes to finance it, causes no loss in economic freedom. If we unbundle,
the loss in economic freedom is then the shaded area in Figure 1. If we
bundle, there is no loss in economic freedom.

(6) Prohibitions on Sales to Particular
Groups

Suppose the government prohibits females from buying goods and that
this prohibition is effective.! Figure 6 shows the supply, the demand by
males, and the total demand by males and females. The loss in economic
freedom from an effective prohibition on female customers is area B+C+D.
The fall in demand lowers the price, so male customers gain wealth. Area
D is part of the loss in producer surplus from the restraint preventing sales
to females, the part that is a gain to males.

Now suppose the government adds the constraint that males cannot
buy the good. Given the prohibition on females, this prohibition on males
reduces economic freedom by the amount A+D+E. So if we unbundle these
two constraints, the loss in economic freedom would be A+B+C+2D+E,
while if we bundle them the loss in economic freedom would be
A+B+C+D+E. The problem is that the male group gains utility when
females are banned. Although this gain is not counted as a positive incre-
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Figure 6. Economic Freedom and Selective Prohibitions

P S

Dm+DF
Dm

Q

ment to economic freecom, the subsequent loss of this gainis counted when
the government prohibitions are not bundled. Since any restraint on a
group of people can be reinterpreted as a constraint on each member of the
group, or each subset of the group (such as males and females), it appears
we must bundle the constraints in this case. In general, it appears that
whenever a constraint on a single good17 applies to many people, we should
bundle the constraints.

Perceptions

One possible solution to the bundling problem aside from complete
bundling or complete unbundling involves bundling in cases where people
perceive government actions to be bundled. If people think two or more
government programs or constraints are linked, then we would bundle
them. Otherwise we would unbundle them. But this solution introduces a
new “expectations” feature that creates difficulties for measurement of
economic freedom. And it also creates other new problems, such as how to
deal with situations in which people differ in their perceptions about how
government programs are linked, how to deal with cases in which people
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have never thought about the issue, and how to deal with situations in
which people think programs are weakly linked.

Nevertheless, differences in perceptions appear to matter. Suppose the
government requires Peter to pay $100 to Paul in year 1, and requires Paul
to pay $110 to Peter in year 2. Moreover, suppose the market interest rate
is 10 percent per year. There are at least two ways to calculate the loss in
economic freedom:.

(1) We can view this as two separate tax/transfer schemes (see “pass
the buck” above). Then the loss in economic freedom in year 1 is $100, and
thelossineconomic freedomin year2is$110. The discounted present value
of the loss in economic freedom is $200.

(2) Alternatively, we can view this as a forced loan. Then the loss in
economic freedom is $10 (in one of the years).

Which of these views should we adopt? The answer perhaps depends
on the perceptions of the people involved. If Peter views this constraint as a
tax rather than a loan, then view (1) seems appropriate. But if Peter views
the constraint as a forced loan, view (2) seems appropriate.

A Suggested Guide to Bundling

A general principle concerning bundling might be the following: ask
whether the candidates for bundling are all consequences of a single
voluntary (individual) choice; if so, bundle the constraints; if not, do not
bundle. In the withholding-tax example, this principle implies the loss in
economic freedom would be 30 cents per dollar earned (plus the foregone
interest), i.e., the tax."® On the other hand, this principle implies we should
not bundle a sales tax and a lump-sum transfer to the people who happen
to buy the good.

Some Other Issues

Government Ownership and the

System of Property Rights

Our concept of economic freedom presupposes some allocation of property
rights. Property rights are like bundles of sticks, with each stick represent-
ing the right to use property in a particular way. One way to define
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economic freedom is relative to an arbitrary allocation of property rights.
Given any arbitrary initial distribution of property rights, restrictions on
economic freedom occur if the government changes, violates, or refuses to
enforce those property rights. A problem with this way of viewing eco-
nomic freedom is illustrated by a 50-percent income tax. One could say the
government owns half of all labor services. Then when someone sells labor
services, a 50% income tax would not reduce economic freedom. It would
not be a tax at all; it would be merely a recovery of the government’s
property.

Analternative way to define economic freedomis relative to a particular
allocation of property rights, or a particular set of allocations. Then alloca-
tions of property rights outside this set are per se violations of economic
freedom. For example, one could argue that if the government owns any
valuable resource, this constitutes a loss in economic freedom. This is a
natural extension of the notion that a tax on sales of a good (such as labor
services) results in a loss in economic freedom of the tax payment plus the
deadweight social loss from the tax. A tax of k percent is equivalent to the
government saying it owns k percent of the good (and is just collecting its
revenue from the sale). If k is 10 percent, 50 percent, or 90 percent, we say
there is a loss in economic freedom equal to the shaded area in Figure 1.
Now suppose k is 100 percent, in which case the government owns the
property. The loss in economic freedom is the entire area above the supply
curve and below the demand curve. So, by the analogy with a tax, govern-
ment ownership of any good or asset reduces economic freedom.

Our tentative definition of losses in economic freedom does not attempt
to specify an allocation of property rights (or set of allocations) to which
the definition applies. This is consistent with the view that violations of
economic freedom can be defined relative to any fixed initial allocation of
property rights, and that while some initial allocations of property rights
may be better than others from a standpoint of equity or some other
criterion (such as promoting economic growth), such judgements on the
merits of alternative systems of property rights are separate from the
positive task of measuring restrictions on economic freedom within a
society with some particular set of property rights. On the other hand, we
do not feel comfortable concluding that any arbitrary allocation of property
rights, such as an allocation in which the government owns all the re-
sources, is an equally good benchmark from which to measure restrictions
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on economic freedom. Any attempt to measure restrictions on economic
freedom and compare these restrictions across countries must take a stand
on this issue.

Capital Gains and Losses

A puzzle

Restrictions on voluntary exchanges often impose capital losses on owners
of assets. Suppose Smith owns an apartment building. The government
puts rent controls on the building. This reduces Smith’s wealth by the
discounted present value of the loss in rents. Should we say Smith loses this
discounted present value in economic freedom at the date the rent controls
appear? Or should we say Smith suffers a loss of economic freedom each
year equal to the difference between the free-market and price-controlled
rent?

Now suppose Hume buys Smith’s building at the equilibrium price,
which reflects the rent controls. Hume does not lose wealth when he buys
the building; he pays the market price. But when Hume owns the building,
he is coerced by the government not to engage in certain voluntary ex-
changes (renting the apartment at a price above the controlled price). This
constraint applies each year Hume owns the building. According to our
definition, Hume suffers a loss in economic freedom each year. Smith
clearly suffers a loss of wealth equal to the fall in the price of the building
he sold Hume. Does Smith lose economic freedom?

The solution

Each period, the owner of the building suffers a loss in economic freedom
equal to the difference between market and controlled rents. But the gov-
ernment does not impose any constraints on sales of buildings. We noted
near the end of section 3 that restrictions on economic freedom affect other
markets. As we explained there and in the example of peaches and cream,
losses of wealth in those other markets are not losses in economic freedom.
So Smith’s capital lossis not aloss of hiseconomic freedom, thoughit equals
the present value of expected future losses in economic freedom.
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Alterations in Market Structure

Suppose the government restricts entry into a market and thereby allows
the market structure to change from competition to monopoly or some
variant of oligopoly. For example, the government may prevent a newly-
arrived, foreign-trained doctor from practicing medicine although he may
be willing to charge less than a local doctor who has been certified for
practice by state boards issuing certifications. This causes a loss in economic
freedom much like those discussed earlier.

Alternatively, suppose the government forces producers inanindustry
to restrict production, and the price rises enough that each producer gains,
i.e., the government forces producers to cartelize. (Crop restrictions pro-
vide an example.) Then the loss in economic freedom is the consumer
surplus loss to buyers: the shaded area above Pe in Figure 1.1

Sometimes a government restriction that appears to be ineffective
causes a loss in economic freedom. We argued earlier that a government
restriction saying people could not buy more than X units of some good
causes no loss in economic freedom if X equals or exceeds the amount they
would buy anyway. This conclusion changes if the restriction alters market
structure. For example, suppose a local firm competes with a number of
foreign firms in a competitive industry. With free trade, the local firm is a
price taker. We assume there is a law preventing other local firms from
entering the industry. But this law prevents them from doing something
they would not do anyway, so it does not reduce economic freedom. Now
suppose the government imposes an import quota equal to the amount that
people would import anyway. This changes the demand conditions facing
the local firm and (with the laws against entry by other local firms) gives it
a degree of monopoly power. The local firm raises its price. The combina-
tion of these two restrictions (neither of which reduces economic freedom
individually) causes a loss in economic freedom.

Externalities

Suppose a person’s actions impose negative externalities on other people.
Does this create a loss in their economic freedom? Would a government
restriction that prevents the externality-causing action increase economic
freedom? We suggest the following approach to this problem.




(a)

(d)

Figure 7. Budget Set Definitions of Economic Freedom
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Consider a world with complete property rights but with transactions
costs.2® Bentham imposes an externality on Blackstone (perhaps polluting
the air on Blackstone’s property while producing a product). Blackstone
has legal recourse for a remedy, but the transactions costs are high enough
that Blackstone chooses not to seek that remedy. Suppose the resulting
allocation would not be efficient in the absence of transactions costs. Our
definition implies that Bentham’s actions restrict Blackstone’s economic
freedom. If the government restricts the extent to which Bentham can
engage in the actions that harm Bentham (or taxes production or sales of
Bentham’s product), then the government restricts Bentham’s economic
freedom. The same government action that restricts Bentham’s economic
freedom can reduce the restriction on Blackstone’s economic freedom.? In
situations like this, it is impossible to have zero restrictions on economic
freedom.

Some Alternative Definitions

The concept of losses in economic freedom that we have suggested in this
paper is consistent with more than the one particular definition we have
tentatively selected. There are several alternative approaches. One involves
only a minor change: rather than adding the losses in economic freedom
from constraints on voluntary transactions to the losses from mandates that
require certain specific actions, one can define the loss in economic freedom
as a vector with two components. This makes explicit the notion that a
constraint is a qualitatively differentkind of loss in freedom (perhaps with
a different effect on welfare as well) than a mandate requiring individuals
do something that they may have done anyway.

Another approach focuses on the budget constraints and defines the
loss in economic freedom as the (absolute or proportional) reduction in the
size of the opportunity set due to restrictions imposed by a third party on
voluntary trades. This reduction could be measured either by the lost area
within the budget set or by the lost area on the frontier (i.e., on the budget
line, in two dimensions). Figure 7 illustrates this idea. Panel (a) shows a
budget constraint, an indifference curve, and a person’s choice of consump-
tion of goods X and Y, with the optimal selection at point A. If the
government imposes a restriction that prevents the person from consuming
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more than Ymax units of good Y, the shaded area is removed from the
budget set, and the thick line segment is removed from its frontier. One
could use either measure to define the loss in economic freedom from this
restriction; we will refer to these as the budget-set definitions of losses in
economic freedom.

These budget-set definitions differ from the tentative definition dis-
cussed earlier. According to the earlier definition, economic freedom is
unaffected by the nonbinding restriction illustrated in panel (a) of Figure
7.In contrast, the budget-set definitions imply a loss in economic freedom
from that restriction. Panel (b) of Figure 7 illustrates a mandate to consume
at least Ymin units of good Y. The budget-set definitions, like our earlier
definition, imply that there is a loss in economic freedom from this non-
binding requirement. The quantitative measure of theloss, however, differs
across definitions.

The properties of the budget-set definitions of economic freedom differ
from the properties of our earlier definition. The loss in economic freedom,
according to the budget-set definitions, is unrelated to the size of consumer
and producer surplus losses from a restriction.? For example, Panels (c)
and (d) of Figure 7 show losses in economic freedom that are equivalent in
size according to the budget-set definitions, but differ in size according to
our earlier definition. Similarly, the loss in economic freedom is larger,
according to the budget-set definitions, in Panel (e) than in Panel (c), though
the surplus loss is zero in panel (e) and positive in Panel (c).

The budget-set definitions imply a solution to the bundling problem.
If the loss in economic freedom is a measure of the reduction in the budget
set or its frontier, then all restrictions that contribute to that reduction are
automatically bundled. In the circle game, for example, the net receipt of
transfers would automatically be bundled with required payments, leading
to a zero loss of economic freedom. Aside from foregone interest, the
withholding tax and subsequent subsidy would be bundled in the example
considered earlier (where the appropriate budget set involves intertempo-
ral elements). Similarly, a sales tax and production subsidy would be
bundled.

The budget-set definitions are less appealing in some situations than
in others. Consider a sales tax with a lump-sum transfer to consumers, as
we discussed earlier. This rotates a consumer’s budget line as in panel (f)
of Figure 7, reducing the size of the budget set by the shaded area but also
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adding area to each individual’s budget set because of the lump-sum
transfer. Similarly, the frontier of the budget set changes position and may
become larger or smaller. Neither budget-set definition gives an appeahng
measure of the loss in economic freedom from restrictions like this.”
Despite these problems, the budget-set definitions of losses in economic
freedom are alternatives with some attractive features. Like our earlier
tentative definition, they distinguish economic freedom from wealth or
utility, measure the results of coercion, and are consistent with our general
concept of economic freedom.

Conclusions

Our definitions of economic freedom differ from Stigler’s (1978). Stigler
argued that the reason for a limitation on choice—whether it is due to
poverty or actions of other people—“is elusive” (p140), and that a person
suffersin either case. 2 While Stigler is right that people suffer in either case,
that fact does not make the distinction unimportant. The distinction is
important because it identifies the source of limitations on choices and can
help usdesigna remedy for these limitationsand the associated suffermg

There is another, more important reason to distinguish economic free-
dom from utility or wealth. We have, throughout the paper, discussed the
utility effects of government restrictions as if utility depended only on
consumption of goods and services. While this is a standard assumption in
economics (and is perfectly adequate for most purposes), we think it is a
mistake when thinking about economic freedom. Economic freedom
should enter as a segarate argument, in addition to consumption of goods, in
the utility function.”” We think it is clear from introspection and casual
observation of people that people prefer to make their own choices than to
be coerced even when they would voluntarily make the same choice as the
coercer. ¥’ In addition to getting utility directly from their own economic
freedom, people may get utlllty from living in a society which generally
permits economic freecom. 28 Economic freedom may also be an input into
the production of wealth (we think it is), but that is not its only value to
people.

We have proposed and explored a concept and several definitions of
losses in economic freedom. The concept corresponds closely with the
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common meaning of this term. The definitions to which the concept leads
are explicit enough to express with standard economic tools. They are also
explicitand precise enough to guide the measurement of losses in economic
freedom for comparisons over time and across countries. On the other
hand, there are certain fundamental issues, such as those involving
bundling and initial allocations of property rights, that raise difficult ques-
tions. These fundamental issues must be addressed, explicitly or implicitly,
in any attempt to measure economic freedom. For example, any choice of
how to use data on government spending, taxes, and transfers to help
measure losses in economic freedom implicitly takes a stand on the defini-
tion of lossesin economic freedom and on the bundling and property-rights
issues. While we do not claim to have resolved those intricate issues in this
paper, we hope to have clarified them and contributed to their ultimate
resolution.

Notes

I Two exceptions are Stigler (1978) and Easton (1989), a revised version
of which is “Rating Economic Freedom: International Trade and Financial
Arrangements this volume.

2 Qur discussion can also help indicate which (of many) possible
definitions a writer must implicitly have in mind if he chooses certain ways
to measure restrictions on economic freedom.

3 Stigler says “the distinction between wealth and liberty is not easily
drawn, and in fact has not been undertaken in convincing explicitness.”

Economlc freedom would often promote these other values, however.

> Thus we dispense with problems caused by private groups (e.g.
Indian tribes) claiming that they have been dispossessed of rightful own-
ership in the past so that, say, physical occupation of land currently claimed
by other parties would not (by them) be considered a loss of anyone else’s
economic freedom.

6 This raises a fundamental issue that we discuss in the section below
on “bundling.”

70f course, if demand rises, the restriction would become binding and
would then reduce economic freedom.




42 Rating Global Economic Freedom

8 Throughout this discussion, we assume that everyone affected by the
restriction is alike. This simplifies matters by making the constraint the
same on all people. It is not hard to generalize to cases of heterogeneity.
The quantltles in all examples and figures refer to per capita quantities.

7 At this stage of the argument, we assume there is no utility from
economic freedom per se. We think this is not true (see the concluding
section below), but it is a standard assumption in economics.

10 the supply curve were upward sloping, this area would be even
larger because the constraint (which is applied to all demanders) would
raise the equilibrium price.

' It also raises another important question that we defer until later:
should such a calculation be made separately for each and every activity of
government, or should some or all of these activities be “bundled,” so that
only net losses in consumer and producer surplus (net of any gains)
represent a loss in economic freedom? We postpone our discussion of this
Very 1mportant issue of bundling until section 6.

2 If there is a local market abroad, so that D>0, the loss in producer
surplus abroad equals-(D*+M)dp*. Of this, only -Mdp* is a loss in economic
freedom to foreigners because their own sales to their own consumers are
not taxed.

B gy represents the typical person’s valuation of the transfers and
goods the government provides rather than the cost of those goods and
transfers to the government.

4 As in the transfer example above, we never aggregate effects on
consumer and producer surplus across pesple before calculating the loss in
economic freedom.

13 The receipt of a dollar from the person on one’s right could be
optional: one could perhaps refuse to take it, but there is no reason in this
setu*a for anyone to refuse to do so.

Sweden once differentially restricted sales of liquor to females. An
effective restriction means that males cannot buy liquor for resale to fe-
males.

7 Here the question of what is a single good is not semantics: the answer
is whatever the government considers to be the good for purposes of
enforcing the constraint.

18 A imilar principle applies to requirements that a person hold certain
financial assets.
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bl i producers are heterogeneous and some lose income from this
restriction (e.g. it applies differentially across sellers), then those income
losses add to the loss in economic freedom.

2 1nan economy with a complete (universal, exclusive, and transfer-
able) set of property rights and zero transactions costs, there would be no
externalities.

2 might appear that there is a better approach to this problem. One
might say that Bentham’s actions do not restrict Blackstone’s economic
freedom, because Blackstone’s property rights confer not an absolute right
to unpolluted air but the right to seek a legal remedy (at some cost) in case
someone such as Bentham pollutes it. When Blackstone purchases the
property, he knows that the costs of seeking a remedy are high enough that
in certain cases he would choose not to do so. Then Bentham’s actions
would not violate Blackstone’s economic freedom because Blackstone
never owned the right to completely unpolluted property: he owned only
the right to seek legal remedy for violations, which he chose not to do. This
approach has some appeal because it distinguishes the amount of economic
freedom from the extent to which government provides a certain public
good, viz. an efficient system of liability rules and procedures for seeking
remedies. Whether the law specifies an efficient standard contract for
certain transactions (to minimize transactions costs) is a different issue than
whether the government restricts economic freedom. For example, a gov-
ernment may establish inefficient liability standards for tort cases, but that
does not in itself restrict economic freedom. Despite this appeal, this
approach to economic freedom in the presence of externalities is very
unsatisfactory. If someone knows he may be robbed (perhaps by the
government), we want to say that the robbery (as well as the threat of
robbery) reduces the victim’s economic freedom. But there is no general
principle to distinguish between these cases of robbery and pollution. So
we conslude that Bentham’s action violates Blackstone’s economic free-
dom.,

22 In this sense, the budget-set definitions do not weight restrictions
according to their “importance” as our earlier tentative definition did.One
might view this as an advantage of the budget-set definitions: they distin-
guish the quantitative size of the restricitons that create losses in freedom
from the importance of those losses. One must be careful, however, to
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distinguish between the importance of a restriction for creating a loss in
freedom and the importance of freedom for something else, such as utility.

B0One could, however, define the loss in economic freedom in this case
as the lost area in the budget set or on its frontier and ignore the added area,
much as we earlier counted losses but not gains in wealth from govern-
ment-imposed income redistributions as losses in economic freedom.

4 Stigler says, “Whether the state forbids me...to use more than ten
gallons of gasoline a week, or whether I am prevented from doing so by its
high price (not including taxes) is of little direct significance to me: in either
case my driving is limited by decisions (to ration or to buy gasoline) of my
fellow citizens.” We think that the distinction isimportant—atleast because
it affects what that person might want to do to change the situation.

2 Stigler’s second argument is that it is impossible to distinguish
between limitations on choice by coercion and by voluntary actions of
others. Stigler gives several examples. First, he assumes there is little
demand in a community for a symphony, and this prevents it from occur-
ring and so prevents Stigler from attending. Stigler argues that this reduces
his utility, which he identifies with freedom. The key point for Stigler is that
he is affected (via market prices) by the behaviour of others. People may
prefer for others to act differently, but this (for us) has little to do with
freedom.

Stigler’s second example concerns a high price for symphonies, caused
by a high income tax which reduces demand for symphonies. He considers
a case in which the income tax was not intended to reduce the demand for
symphonies, but has that effect. Our definition implies that a loss of
consumer or producer surplus in the symphony market is not a loss in
economic freedom because no one is coerced to buy or not to buy symphony
services, though people lose economic freedom directly from the labour
income tax.

Stigler’s third example involves user fees for the court system and the
distinction between a fine for a parking violation and a rental fee for the
parking space. These issues involve government property (the courts, the
parking space), which we have argued may violate economic freedom. But
this does not provide a complete answer to Stigler’s question. Governments
may charge a fee for use of the legal system to define or enforce property
rights. We have not addressed the issue of whether these fees reduce
economic freedom, and we are not sure of the answer.
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2% Suppose a person could be wealthier by moving to Albania, where
the government may (for some reason) provide him with substantial ma-
terial goods. He may choose not to move there, nevertheless, because it is
less free. Or he may choose to move there, raising his utility despite the loss
of freedom. Freedom differs both from wealth and utility. We think people
value freedom and wealth (among other things), and make decisions based
on tradeoffs among these ends.

27I’eople (of all ages) often say things like, “I'll do itanyway, I justdon’t
want to be told to.” This suggests that people get direct utility from their
own economic freedom. But it also suggests a shortcoming of our tentative
definition. That definition says there is no loss in economic freedom from
a government restriction that prevents you from buying more of a good
than you would have bought anyway. The obvious problem is that people
may believe their economic freedom is limited by such a restriction (and
not just potentially limited if they tried to buy more in the future). They
may say, for example, “Iwon’t do it anyway, I just don’t want to be told rnot
to.”

28 Landsburg (1991) has recently analyzed the consequences of the
assumption that people care directly about the philosophical rules govern-
ing the society (as expressed in a fictional social planner’s objective func-
tion).
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Discussion

Zane Spindler commented that some of the measures of freedom that
characterize quantity restrictions (in Figure 2) are really on the supply side
rather than the demand side and are ignoring the marginal change in
coercion. Instead the measure focuses on the total amount of coercion.
Further, the consumer is restricted, not the supplier, and “D” and “E”
should not be included. Spindler also wondered if, from a rational expec-
tations perspective, there can be a restriction on freedom if we live in a
rent-seeking environment in which anticipated rents are dissipated. Any
particular restriction, he suggested, can be seen as already anticipated as a
consequence of the basic constitution and rent-seeking behaviour. Jones
responded that in the case of the government order that you must consume
25 units, it is a loss in economic freedom whether or not you wanted to
consume them. Le. even if it is not a loss in utility, it is a loss in freedom.
Arthur Denzau responded that rational expectations are not the same as
perfect foresight. Spindler replied that we would distinguish anticipated
from unanticipated restrictions.

John Goodman argued that even if we can call this a loss in freedom,
we cannot measure it by counting 20 units times the price. This would lead
to the conclusion that if we required they take 15 units (less than the 20 units
they wanted), then the loss in economic freedom is less than would be the
case if the government required that they take the (desired) 20 units.
Suppose that the government required that people take 25 units. How do
we measure this? John Chant suggested that we tend to confuse two
distinct concepts: (i) the consequences of the restrictions of economic
freedom,; (ii) the extent of the restrictions we face. For example, correspond-
ing to the first concept there are lists of regulations that potentially impede
transactions—"Is it illegal to mistreat an oyster?” whether one ever intends
to do so or not; while the second approach provides a greater sense of the
magnitude of the restrictions. How far can we go? Perhaps we want a
framework in which, for a given technology, we stand behind a veil of
ignorance, and our concept of economic freedom carves out our opportu-
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nity set before we introduce our tastes. We do not talk about marginal
restrictions because we have no starting point—all our restrictions are of
the same sort.

James Ahiakpor felt that the measure of freedom and utility appear to
be the same thing. Jones responded that even though changes in utility and
changes in economic freedom are measured in the same currency, they are
not the same thing. They can go in different directions. The Jones/Stock-
man paper does not add or subtract measures of freedom and utility
because that depends upon what a restriction on your economic freedom
means to you.

Edward Hudgins stressed that if the government forces you to con-
sume that which you want to consume, you lose the opportunity to change
your mind. Milton Friedman pointed out that to restrict your freedom does
not mean that you are worse-off. It arises from a utility function that has
both freedom and wealth as arguments. People may even be willing to pay
to restrict their freedom as they do with Christmas clubs. James Gwartney
felt that the option to consume more or less than the mandated amounts
should be valued. Walter Block had trouble with the idea that a Christmas
club was in any way a restriction on economic freedom since it was
completely voluntary. He argued that the way to capture the value of the
impediment is to ask what people would be willing to pay to rescind it.
Richard Stroup suggested that even if we increase our economic freedom
by actively participating in some voluntary arrangement, the difference is
between a total and a partial effect. The total effect is that we have chosen
todoit. The partial effect is that it reduces our freedom to do it even though
we have not had to restrict ourselves. Had it been possible to restrict others
we would not have suffered the loss in freedom. Milton Friedman argued
that there is a more subtle issue here: the ability to agree to restrict your
economic freedom is part of economic freedom. This raises several difficul-
ties. If government is involved, then the issue may turn on whether by
accepting a loss in economic freedom you are not preventing some larger
loss of freedom. Richard Rahn emphasized that if the government required
you to have polio shots and therefore polio is wiped-out, then you would
be willing to pay to have government do what you would already wish to
do.

Stephen Easton suggested that the option value should be taken more
seriously and wondered if the rectangle was the appropriate way to char-
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acterize that valuation. Further, dealing with the rectangle evaluation of
losses in Figures 2 and 3, if rent-seeking dissipates the rectangle profits
arising from restrictions, then measuring the rectangle is a way to approx-
imate the amount people are willing to pay to remove the restrictions—or
get the restrictions for themselves. John Chant felt that the best way to
express the problem associated with measuring economic freedom was to
look at the rectangle loss which is the dollar consumer loss and insist that
this is the loss in wealth. Then he suggested we can rename the loss in
economic freedom as units of freedom which we will, for simplicity,
identify with the dollar losses even though they are different units—one of
“freedom(s),” and one of dollars. We should have identified $100 of wealth
losses and $100 in freedom losses—which may be freedom units. Ronald
Jones indicated that we do not add these two dollar losses together since
both enter separately into utility.

James Gwartney elaborated on the idea that the impediment value of
the restriction which mandates you to do what you would have done in
any case, is what you would be willing to pay to have it removed. He noted
that this is complicated by the recognition that different people would be
willing to pay different amounts depending on how they value the option
to do things differently. Alan Stockman wanted to face the issue directly:
Do you lose economic freedom when you are required to do what you
would have done in any case? He pointed out that the paper attempts to
define this by the minimum cost of compliance with the restriction. If we
agree that this is a restriction on our freedom, then there is the question of
how to measure it. What are the alternatives to the Jones-Stockman mea-
sure? He did not see any relevance of the option approach. It still confuses
wealth and economic freedom. By being required to consume that which
would have been consumed anyway, there is no loss from the utility of
consumption part of the utility function, but there is a loss in the utility of
economic freedom part of the utility function. The restriction that requires
consumption of 15 unitsis two losses. The firstis the restriction that requires
consumption of at least 15 units—which is measured as the cost of compli-
ance. The second is the surplus loss associated with the restriction that no
more than 15 units may be consumed. Stockman used the following exam-
ple: Suppose public and private schools are perfect substitutes. Then by
measuring all public expenditures as a loss in economic freedom, there is
animplicit assumption that you would have consumed it (the same school-
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ing) anyway. Alternatively, you wouldn’t want to count raw government
expenditure. '

Milton Friedman contrasted two approaches: the definitions suggested
by Jones and Stockman, and the approach that asks: How much would you
pay to get rid of it? Consider driving on the left hand side of the road. In
this case there is undoubtedly a loss in economic freedom. How much
would you pay to get rid of it? Surely, nothing. The Jones-Stockman
approach goes a long way toward reconciling very difficult conceptions of
economic freedom into a single index.

Copyright The Fraser Institute
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Rating Ecdnomic Freedom:
International Trade and
Financial Arrangements

Stephen T. Easton,
Simon Fraser University

Introduction

HIS IS A CHARACTERIZATION OF economic freedom in a number of coun-

tries with respect to their international exchanges. The measures devel-
oped are relentlessly additive. This means that in comparison with earlier
work, the characterization of economic freedom may appear narrow.! The
advantage to this strategy is that additional research may always add
(literally) to what is extant without any reweighting or complex indexing.
Tables in the text illustrate the measures developed, and a summary table
at the end highlights the dollar values of the reduction in economic free-
doms as I see it.

Two issues have arisen in conjunction with the development of my
measures. First, identifying economic freedom sector by sector is awkward
as the measures in one sector may overlap with those of another sector and
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lead to double counting. Le., suppose a study of the domestic economy uses
taxation as a measure of freedom’s reduction. Since one of my measures of
freedom’s reduction in the international sector is related to expenditure,
unrequited official transfers, we may not wish to count both revenue and
expenditure as distinct reductions in economic freedom. Reconciliation of
the national freedom accounts will have to take place.

Second, by choosing to focus on an additive characterization of eco-
nomic freedom, the indexes devised have emphasized the trade accounts
which are relatively easy to measure, to the virtual exclusion of the loss in
freedom associated with the flows of factors, which are comparatively
difficult to measure. Even though, as I will argue below, the conceptual
measures of freedom are the same, more extensive research is required to
continue with the same systematic characterization of economic freedom
as has been accomplished for the trade accounts.

A Working Definition of Freedom

As we can see from the discussions at the two previous conferences related
to rating economic freedom (Walker, 1988; Block, 1991), a conception of
economic freedom is difficult to define in a clear and unambiguous fashion.
In the absence of consensus, perhaps the measure that serves best is the
most simple. Economic freedom is the voluntary allocation of resources.
Now in the extreme such a definition may not serve. “Your money or your
life!” presents an opportunity for “voluntary” exchange which most of us
would agree is not appropriate. ,

One would like a definition that says that economic freedom is the
voluntary allocation of resources subject to as few constraints as possible
— other than those imposed by nature, and those imposed by voluntary,
non-coercive associations of others. But as a definition, this is a quagmire.
There will be divergent views on what is voluntary, what is the state of
“nature,” and what is “non-coercive.” Rather than attempt a definitive
statement, or even one that caters successfully to most peoples’ views, the
task at this point emphasizes identifying, enumerating and elaborating
what I take to be the relevant constraints. Other conceptions of freedom
may involve additional or even very different sets of constraints on volun-
tary exchange.
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In the context of international trade and finance, the relevant dimen-
sions are comparatively simple. Individuals of different countries are more
free if they have the opportunity to allocate their own resources. For these
purposes, the governmentis ot justanother individual. It is instead a direct
impediment, through its powers of taxation and reallocation, to the exercise
of economic freedom. We need to be careful here. This does not imply that
there is no role for government. It does suggest, however, that the rule of
law, and the provision of all the other goods and services government
provides, should be seen as trading-off with individual freedom and
viewed with healthy suspicion in consequence.

Freedom in the Context of
International Exchange

From the international trade perspective, the ability to allocate one’s own
resources takes several forms. If you, in your own country cannot trade at
the prices available to individuals in another country (net of “natural” costs
such as transportation, insurance, and the like), then some distortion exists.
I will take it as obvious that by far the most significant distortions in this
regard are those created by government fiat. Impediments to both goods
and factor trade abound. Tariffs and non-tariff barriers, prohibitions on
immigration and emigration are rife. Exchange controls and controlled
exchanges are far more common than genuinely flexible exchange rates. In
all of these cases, the ability to engage in free exchange is compromised.

How we identify and quantify this diminution in our freedom is the
task of this paper. It is a search along one dimension. As a result, some of
the issues which are characterized as diminishing our freedom may none-
theless lead to a higher level of national income. In this respect we part
company with traditional economic analysis which tends to take income
maximization as the objective function. In contrast, our analysis pays little
heed to the consequences of government spending — for “good” or “ill” —
but characterizes the act of taxation as freedom reducing as it stands
between the individual’s resources and the individual’s allocation of those
resources.
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Appropriate Categorizations

Once we decide upon constraints that need to be measured, there are
several ways in which we may classify aspects of economic freedom. We
may choose categorical, ordinal, or cardinal measures.

Categorical measures are those that can be answered with a “yes” ora
no,” a “present” or “absent,” etc. For example, we might ask, “Does a
country require a permit to emigrate or immigrate?” or “Is the exchange
rate freely floating?” The most information that can be gleaned from these
measures is whether they exist, or have they changed from previous
observations. Categories are useful, but are of limited value in the long run.
Although categorization requires less information (than ordinal or cardinal
measures) at some level of abstraction, they require strong criteria for
deciding whether the variable is “on” or “off” which may obscure import-
ant nuances. Categorization does not readily permit consistent aggregation
over sub categories. This means that sub categories are unlikely to be very
useful in terms of constructing broad indexes reflecting economic freedom.
Since the information requirements necessitated by such measures are less
stringent than for ordinal or cardinal measures, categories of economic
freedom are likely to be with us for some time. Spindler and Still (1991)
have provided an extensive list of categories identifying dimensions of
economic freedom.

There are two kinds of ordinal rankings which are usefully distin-
guished. The first is of the kind, “Is what I am measuring significantly
different than in some previous (base) period?” This is the kind of question
familiar to economists who are interested in inflation, and indexes in
general. In this case, price comparisons can be made between periods even
though the value of the index itself is entirely arbitrary. It would make no
sense to compare a price index in one country with the level of some price
index in another country. But comparisons of rates of change of these price
indexes, the rates of inflation, across countries is often revealing.

A second ordinal measure asks simply whether something is greater
or less than something else. For example, “Are trade taxes greater in one
country than another?” In this case we have a comparison that is without
reference to some base period — the measures are intrinsically meaning-
ful 2

For our purposes, a cardinal measure means that measurements are
additive. For example, taxes are additive: tax A gathers $10 and tax B

",
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gathers $25 so that the total tax burden is $35. A cardinal measure is most
useful as it can do at least what the other rankings can accomplish. In the
present context it is particularly fruitful because it is both easily interpret-
able and open-ended. These are virtues insofar as it will undoubtedly take
many iterations to establish a satisfactory or consensus set of dimensions
for measuring freedom. If the total value of freedom’s loss is $100 using the
measures available today, additional research may provide an additional
measure that suggests the loss is another $25. Rather than create a new,
improved index that embodies some relatively arbitrary reweighting of old
and new categories which makes the index difficult to compare with past
efforts, the new costs may be added to the old. An additive index which
gives the opportunity to cumulate is particularly well suited for the ongo-
ing development of characterizations of economic freedom. Of course
additive measures also impose the most stringent information require-
ments. Our discussion of economic freedom develops almost exclusively
cardinal, additive measures of freedom.

The Measure of Freedom

The notion of economic freedom I will use is based on the idea that the
individual has the “right” to allocate the resources that he or she owns
without impediment. In the context of international trade this means that
tariffs, quotas, voluntary export restraints (VERs), and other nontariff
barriers (NTBs), which diminish the individual’s ability to trade at interna-
tional prices reduce freedom. Similarly, interference with factor flows
which reduces the opportunity for the equalization of factor returns also
diminish freedom.

As a working hypothesis, I will assume that the measure of economic
freedom (in a negative sense) is the dollar value of the impediments to free
exchange and allocation. This is not the same as saying that the measure of
economic freedom is the dollar cost of the impediment.

To illustrate this difference consider the case of an idealized excise tax.
The usual definition of the cost is the “welfare cost” associated with the
tariff. Figure 1 is drawn for linear demand, DI, and constant marginal cost
which, in the absence of tariffs or other impediments, is equal to the
domestic price, p,. The usual “welfare cost” associated with the tax, T, is
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the triangle, ABC. This represents the loss in value of the quantities QoQ1
foregone due to the tax. The revenue from the tax, area PoP1AB is usually
assumed to be returned to the domestic consumer in some lump-sum,
non-distorting, fashion.

My (first) measure of the loss in freedom is exactly this revenue rectan-
gle. This is the value of resources over which the individual haslost control.
They may be returned or they may not be returned, but the essential feature
for our purposes is that the individual consumer does not have the freedom
to allocate these resources.>

A Figure 1. An Excise Tax
Price
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Economic Freedom and Income
Maximization

The issue in the context of international trade is a little more subtle. This
characterization of freedom may actually put real income maximization at
odds with what we described as a more free society. That is, income
maximization may lead to a loss of freedom!

To illustrate this point recall that an import tariff distorts domestic
choice and thereby reduces freedom by raising the domestic price above
the international price. The effect of the distortion on domestic income is
related to the volume of goods affected, the change in the quantity of
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imports induced by the tariff, and the effect on the terms of trade. A tariff
may raise the level of domestic income if the home country is able to affect
world prices. A tariff may reduce domestic demand, and if the home
country is “large,” lower the world price sufficiently so as to leave the
domestic economy better-off once tariff revenues are returned to the pop-
ulace. This is the traditional argument for an “optimal tarif ke

But any suggestion that because (an optimal) tariff raises domestic
income, it enhances economic freedom should be rejected for several rea-
sons. First, although it is not the focus of this paper, it is worth remarking
that even though domestic income rises by the imposition of (an optimal)
tariff, world income, the sum of domestic and foreign incomes is reduced
since world trade is distorted. Second, domestic residents are denied the
opportunity to trade at world prices. Third, domestic residents are now
dependent upon the government to redistribute the tariff revenue in some
fashion across the general populace. And fourth, the government has
redistributed income throughout the economy as a result of changing
relative prices.

Direct and Indirect Measures of
Economic Freedom’s Loss

It is these last three characteristics that I will use as a foundation for
measuring the loss of freedom for each country. The revenue from the tariff
is the direct measure of the loss of command over resources suffered by the
populace, and the change in economic rents induced by the tariff are the
indirect losses associated with the distorted prices. Were we to use a
measure of price distortion alone, i.e. the difference between world and
domestic prices, we would have to weight each distortion by its importance
unless we were satisfied with a mere catalogue of goods taxed. The revenue
raised by the tax aptly describes the command over resources lost to the
private sector.

But using tariff revenue as a characterization of freedom’s loss is not
sufficient. A tariff may be sufficiently high so as to be prohibitive, and we
do not want to allow this state of affairs to be confused with no diminution
in freedom which would be the case if the tariff were zero. Indeed as tariff
rates rise, at some point revenue must be reduced 5

To avoid this problem and capture the distortion taking place in
resource allocation, two dimensions of our characterization of economic
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Figure 2. Direct and Indirect Costs
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freedom can be distinguished: direct and indirect diminutions in economic
freedom. The direct effects are those reallocations of resources that are
spent by the government. The indirect effects are those reallocations that
are caused by government policy but spent by private individuals.

Figure 2 is a traditional, partial equilibrium representation of the effect
of a tariff in a small country. The (linear) demand curve for the importable
good is DD’and the (linear) domestic supply schedule is S5’. The world
price is p*, and without tariffs the home country imports MM’. With the
imposition of a tariff, T, the domestic price rises to p=p*+T, and the quantity
of imports falls to M"M"’. The area, A, is the tariff revenue, as it is the tariff
rate times the quantity of imports. This I have called the direct effect of the
tariff in reducing economic freedom. Tariff revenue is both taken away
from the private sector and spent in ways that differ from the private
owner’s allocation.

The second effect is the indirect effect a tariff has in reducing economic
freedom. Itis represented as (trapezoid) B in Figure 2. The indirect effect of
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the tariff arises from the reallocation of resources in the domestic industry
that produces the importable good. Output of the importable good rises as
the price received by the producer at home increases in proportion to the
tariff. The increase in price draws additional resources into the industry
and provides an mcrease in economic rents to (fixed) factors already
employed in theindustry. 7 This is a reduction in economic freedom because
it represents an effect of government policy that stands between the pro-
ducer and the undistorted value of the resources that are owned. I term it
indirect because even though the government policy has changed the
allocation of resources to particular individuals, the resources are not spent
by the government directly, but by private citizens. 8 Which of these mea-
sures is most important? Obviously if there is no domestic production, the
indirectlosses are nonexistent. Just as obviously the indirect costs are likely
to be vastly greater than the direct costs if domestic production is large
relative to excess demand — imports.

How does this measure deal with the problems of a prohibitive tariff??
If the tariff is prohibitive, then the (indirect) loss is the value of domestic
production, which is the same as domestic consumption, times the tariff
rate — again, ignoring the second order welfare costs, the shaded areas
under both the demand and supply schedules. !’

Extending the Measure to Non-tariff
Barriers

The effect of non-tariff barriers can be assessed in the same framework. A
quota has a tariff equivalent, voluntary export restrictions, VERs, have
effects similar to a quota, variable import levies, VILs, have effects similar
to those of tariffs, non-automatic import authorizations, NAIAs, may be
thought of as a form of quota, and even government purchasing can be seen
as a device reallocating domestic rents.

Calculating the Loss of Freedom

Distortions in the international sector are divided into those affecting trade
in goods and services and distortions affecting the flows of factors of
production — labour and capital. Among the activities we can catalogue
which lead to a decrease in freedom in the goods component of the




International Trade and Finance 59

international sector are tariffs and NTBs: quotas, VERs, and various specific
arrangements.

Tariffs

As we have discussed, there are several elements of tariffs that can reduce
the ability to allocate resources without distortion. First there is the tariff
rateitself. As a first approximation, a 10% ad valorem tariff adds 10% to the
private individual’s cost of the good.11 The direct effect of the tariff is to
raise revenue for the government. This constitutes resources no longer
available to be allocated by private individuals. The indirect effects are
those that arise from the increase in price as rents on factors already
employed in the industry are created and new resources are brought into
production. To measure the rents created requires knowledge of the
amount of domestic production. For example, if the tariff is 10% and
domestic production before the tariff is imposed amounts to 100 units each
of which is worth $1 on the international market, then roughly $10 of
indirect rent reallocation is created by the tariff (for the factors already
employed).12

Our description of the tariff is based on the direct and indirect costs to
freedom. In particular we can observe the revenue generated by the out-
standing tariff structures around the world. Table 1 provides such a listing
for twenty-seven countries. Each country is described by the level of trade
taxes in column 3, the value of imports in column 4, and gross domestic
product in column 5. All are measured in domestic currency. Columns 6
and 7 suggest a basis for comparing the loss of freedom induced by such
taxes. In column 6 we have the percentage of imports that the taxes reflect,
and in column 7 the taxes are expressed as a percentage of gross domestic
product.

In terms of our categories, all countries obtain some revenue from
tariffs, but the figures in the last two columns enable us to rank countries
in terms of the relative amounts trade is distorted by taxation (scaled for
convenience by imports), and the fraction of total income affected by these
taxes. Yugoslavia is the least free in this regard, and the less developed
countries are generally more actively involved in the reallocation of re-
sources as a share of their national incomes than the developed countries.
Italy, for reasons that are unclear, and Luxembourg appear to be the least
distorted by tariffs.
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Table 1: Revenue Generating Taxes Associated With
International Transactions
Taxto Taxto
| Country Date Taxes Imports GDP Import GDP

‘ (Billions of Local Currency) (%) (%)

‘ United States 1987 | - 14.75 484 4497 30| 033
United Kingdom | 1985 1425 98.94 353.72 144 040
Austria 1986 | 6.92 514.6 1432.5 13| 048
Belgium 1984 31 3276 4534 094 0.68
Denmark 19861 1.69| 215.61 667.14 0.78 | 0.25
France 1985 9.2 1093 4695 0.84] 0.20
Germany 1986| 6.18 523.7 1931.2 1.18| 0.32
Ttaly 1986 98 | 16367 90224 0.06| 0.01
Luxembourg 1984 | 0.086| 186.59 221.53 0.04| 0.04
Netherlands 1986 | © 2391 214.65 429.88 1.1] 0.56
Norway 1986 | 1.348| 213.04 513.72 0.60| 0.26
Sweden 1986 | 1.81[ 277.05 931.78 060 0.19
Switzerland 1985 | 3.449 88.1 228 391 150
Canada 1985 | 4.316 123.4 478.77 341 090
Japan 1985 668 | 40163 31611 16| 0.21
Finland 1985 | 0.802 94.89 336.82 08| 024
Greece 1984 | 12.36| 1139.1 3804.7 1.1] 032
Iceland 1985 | 4.487| 49.051 119.17 91| 387
Ireland 1984 | 0.503 9.815 16.483 51| 3.05
Malta 1985 ] 0.0341 | 04205 0476 81| 7.1
Portugal 1985 | 34.407 | 1439.5 3536.3 24| 09
Spain 1984 | 265.6 5360 25121 50 1.1
Turkey 1986 | 465.2 7561 39168. 6.1 1.2
Yugoslavia 1983 | 117.65 951.6 4083.5 124 29
Australia 1986 | 3408 46.22 246.74 731 14
New Zealand 1985 | 0.587 | 15.093 44.861 39| 13
South Africa 1984 | 0.661| 25931 105.22 25| 063

Source: International Monetary Fund, International Financigl Statistics.
Column 3 is 81F.H or (.5); column 4, 98¢; column 5, 99b.
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Table 2. International Transaction Taxes Compared
Country Date Population = Taxes FullCost $US/
(Millions) (Billions of $US) Capita

United States 1987 243.77 14.75 97.82 98
United Kingdom 1985 56.62 2.06 4.15 73
Austria 1986 7.56 0.50 144 190
Belgium 1984 9.86 0.50 0.69 70
Denmark 1986 5.12 0.23 0.70 137
France 1985 55.17 1.22 2.44 44
Germany 1986 61.05 3.18 7.35 120
Italy 1986 57.22 0.07 0.25 5
Luxembourg 1984 94 0.00 0.0 0
Netherlands 1986 14.56 1.09 2.18 150
Norway 1986 4.17 0.18 0.48 113
Sweden 1986 8.37 0.27 0.68 81
Switzerland 1985 6.47 1.66 2.87 443
Canada 1985 25.36 3.09 7.72 304
Japan 1985 120.75 3.33 330 27
Finland 1985 49 0.15 0.50 101
Greece 1984 9.9 0.10 0.31 31
Iceland 1985 0.24 0.11 0.28 1164
Ireland 1984 3.54 0.55 1.16 327
Malta 1985 0.34 0.07 0.13 376
Portugal 1985 10.16 0.22 0.58 56
Spain 1984 38.34 1.53 6.32 164
Turkey 1986 50.3 0.61 2.73 54
Yugoslavia 1983 22.8 0.94 3.61 158
Australia 1986 15.97 2.29 6.35 397
New Zealand 1985 3.25 0.29 0.87 268
South Africa 1984 30.9 0.46 1.70 55
Total of Above 876.09 39.45]  201.16 | 229.61

Notes: Column 4 is expressed in billions of US dollars converted at end of year
rate. Column 6 is based on the penetration ratio for each country or the world
average when the individual country information is not available.

Source: International Monetary Fund, International Financial Statistics.

Column 3 is from 99z, taxes are from Table 1, and the penetration ratio is from
Pearson and Ellyne (1985).
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These categorical and ordinal measures of freer trade are the most
traditional of the measures that we can construct. They are based on a
comparison of countries each of which is considered an entity in its own
right whose trade is obstructed relative to others. Can we say thata country
is twice as free (in this dimension) as another? Probably we can, although
deflating taxation by domestic product which includes government expen-
ditures evaluated at cost must be at best a second best deflator.

The relative measures do not permit us to aggregate across categories
of trade taxes. If we are to generate a ranking with quotas, it is surely
possible that a country will rank first in terms of one measure and last in
terms of the other. Further the ranking generated in Table 1 does not
emphasize the distinction between the direct loss of freedom and the
indirect measure. These points are developed more fully in Table 2.

The Direct and Indirect Costs of Tariffs

In Table 2 the “cost” of the tariff reflects more than the direct trade costs
—the tariff revenue. In constructing column 5, we assume that prices of all
traded goods increase by the (trade) tax rate. The penetration ratio, the ratio
of imports to total domestic consumptlon is used to obtain the fraction of
traded goods produced for each country 3 Added to the direct costs of the
tariff, the tariff revenue, this yields an approximation to the total cost—di-
rect and indirect of the outstanding taxes on trade. Column 6 expresses the
total U.S. dollar cost on a per capita basis for each country. A per capita
valuation seems appropriate as it emphasizes the loss in freedom per
individual.1*

In Table 2 it is clear that Icelanders suffer the greatest loss in freedom
to acquire goods at world prices and that their government is most deeply
involved in reallocating resources with costs amounting to over $1,000 a
head. Switzerland, Australia, Portugal, Malta, Canada and New Zealand
comprise the next most affected countries with freedom diminished by
$300-$400 per capita. There is a gap until roughly $150 per head. And the
costs diminish steadily thereafter.

Non-tariff Barriers

But unlike tariffs which are relatively easy to quantify, the cost of non-tariff
barriers is difficult to measure. Further, unlike tariffs which have been




International Trade and Finance 63

diminished in significance through past rounds of the GATT negotiations,
the formation of freer trade areas in both Europe and North America, and
the antipodes, NTBs have been increasing in importance over the years.
Table 3 provides a rough idea of the “coverage” of 1mported goods thatare
subject to quota in a number of developed countries.'® Columns 2 and 3
report the non-tariff coverage ratios in 1981 and 1986. From column 4,
which reports the difference between the two years, it is clear that more
goods are covered by quotas now than in 1981. Thisis an issue that is likely
to be of increasing importance.

Table 4 indicates the kinds of NTBs that are present in the countries of
the OECD in 1986.1 The second column indicates the share of imports
facing quotas, the third, the share facing voluntary export restraints, the
forth, restrictions under the Multifibre Arrangement; the fifth, non-auto-
matic import authorizations; and the sixth, variable import levies. From
Table 4 it would seem that quotas, voluntary export restrictions and non-
automatic import authorizations are the most extensive devices to limit
freedom, while both the Multifiber Arrangements and variable import
levies are of less significance. 17

It is striking how much certain countries favour one device over
another. New Zealand and Japan prefer quotas and NAIA, while the U.S.
chooses VERs, notably autos, and the Multifiber Arrangement. Italy, which
appears to have very low tariff revenue, does a more thorough job with
quotas and other restrictions. In broad terms it appears that quotas, NAIAs,
and VERs have become roughly equal participants in the barriers affecting
world trade.

To get a handle on measuring the effects on resource allocation of a
quota, in principle it can be treated as a tariff ata particular level. However,
unlike the tariff, the quota generates no revenue directly. Rents are created
since the domestic price will rise as supply from abroad is restricted. Most
analysis of quotas is spent identifying the magnitude of the the welfare
losses generated and who benefits from the rents generated — although
this is not our task here. In contrast we are concerned with the magnitude
of the rents created as it is they that are a measure of the indirect loss of
freedom in the nomenclature devised above. They are losses as they change
the allocation of resources, and they are indirect as they are spent by private
individuals rather than by governments directly:
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Table 3. Non Tariff Barriers
Trade Coverage Ratios

1981 1986 Difference
Belgium-Luxembourg 12.6 14.3 17
Denmark 6.7 7.9 1.2
Germany 11.8 154 3.6
France 15.7 18.6 29
Greece 16.2 20.1 39
United Kingdom 112 12.8 1.6
Ireland 82 9.7 1.5
Italy 17.2 18.2 1.0
Netherlands 19.9 214 1.5
EC(10) 134 15.8 24
Switzerland 19.5 19.6 0.1
Finland 79 8.0 0.1
Japan 244 24.3 -0.1
Norway 15.2 14.2 -1.0
New Zealand 464 324 -14.0
United States 114 17.3 5.9
All the Above 15.1 17.7 26

Source: ‘Cletus C. Coughlin and Geoffrey E. Wood, “An Introeduction to Non-
Tariff Barriers to Trade” Review the Federal Reserve Bank of St. Louis, Vol. 71 No.1,
(1989): 35.

But obtaining the tariff equivalent is easier said than done. Wood and
Coughlin (1989) note that there is no tariff equivalent available for the
aggregates they have generated.18 But can we assume that a coverage rate
0f 12% meansa greater loss of freedom thana coverage rate of 6%? Certainly
that is possible, but until a detailed study of each country identifies the
prices available for each product, we have little recourse but to approxi-
mate.
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Table 4. Types of Non-Tariff Barriers: 1986
Shares of Imports Facing Each Type of Non-Tariff Barrier
Quotas VER MFA NAIA VIL
(All measured in percent)

Belgium-

Luxembourg 1.3 7.3 1.2 57 5.2
Denmark 04 38 22 1.1 14
Germany 0.9 5.0 4.3 3.0 2.0
France 74 3.0 1.8 7.1 2.2
Greece 8.6 9.2 1.2 39 38
United Kingdom 1.3 46 2.9 5.1 44
Ireland 0.2 6.1 1.3 22 22
Italy 8.1 2.0 1.7 7.0 6.6
Netherlands 29 5.6 2.8 140 6.3
EC(10) 3.1 44 2.8 5.6 37
Switzerland 2.5 0.0 04 2.8 0.5
Finland 0.9 0.0 0.3 6.7 1.8
Japan 14.3 0.0 00 77 18
Norway 4.7 0.0 0.0 3.3 0.0
New Zealand 269 0.0 0.0 16.8 0.0
United States 2.0 11.3 3.2 0.0 14
All the Above 4.7 53 22 4.1 26

Source: From Cletus C. Coughlin and Geoffrey E. Wood, “An Introduction to
Non-Tariff Barriers to Trade” Review the Federal Reserve Bank of St. Louis, Vol.71 No.1,
p37.(31-46.)
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Table 5. Tariff and Non-Tariff Barriers
Price Increase Due to Per Capita
Quota US$
Tariff Coverage Total Quota
Cost

Belgium-
Luxembourg 0.9 14 2.3 27
Denmark 08 0.8 1.6 33
Germany 1.2 1.5 2.7 77
France 0.8 1.9 27 49
Greece 1.1 20 3.1 20
Great Britain 14 1.3 2.7 33
Ireland 5.1 1.0 6.1 30
Italy 0.1 1.8 1.9 66
Netherlands 1.1 2.1 3.2 176
Switzerland 3.9 2.0 5.9 112
Finland 0.8 0.8 1.6 34
Japan 1.6 24 4.0 20
Norway 0.6 14 2.0 77
New Zealand 3.9 3.2 7.1 73
United States 3.0 1.7 47 27

Sources: Tables 1, 3 and Department of Finance, 1988.

One approximation strategy is to use the information we have on one
country in which we know the details of both the coverage ratio and the
price effects of the quota. In the case of the United States while the effect of
the quotas is to have the effect of increasing prices by 1.7% as opposed to
the 2.8% identified as the effect of tariffs (Department of Finance, 1988 pp.
58-60), the “coverage ratio” of Table 3 is some 17%.° If this rough ratio of
10% were to be true in the rest of the world as well, a truly heroic assump-
tion, then the effects of the non-tariffs barriers can be calculated in the
manner of Table 2.2° Table 5 gives the results.
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In Table 5, column 2 gives the tariff induced price changes, column 3
the calculated induced price changes and column 4 the total effect on
relative prices. The inclusion of the quota/non-tariff barriers in many cases
more than doubles the effects on prices induced by tariffs. This means that
the values associated with the “full cost” calculations would also more than
double. The implied full cost per capita caused by the NTBs — the rent
reallocation—is included as column 5 in the table.

International Factor Flows

There are many dimensions along which restrictions can be measured. In
principle, the problem is the same as before. We plot the demand or
marginal product of capital or labour, then the loss of freedom associated
with the international immobility or interference with free exchange is the
economic rent created by the discrepancy between real wage rates (or real
rates or return on capital) measured in each country compared with the
“world” wage or rate of return net of appropriate transportation costs. The
impediments to factor mobility create a wedge between the world oppor-
tunity costand the rewards athome. What we have called freedom is ability
to move owned factors to their desired location at world prices.

Labour Mobility and Freedom

None of the countries in the above tables have a prohibition against
emigration, and all have some restrictions on immigration. The actual
restrictions are difficult to identify. In particular, a survey of documents
depicting the restrictions on labour migration around the world is not
presently available. This, as I was told by both U.S. and Canadian research
divisions of the respective immigration authorities, would be an extremely
useful but academic study which they themselves would like to read but
would be reluctant to commission as it would be of no particular conse-
quence to domestic policy.

In principle, the way to assess the impact of factor mobility is to
estimate a demand for labour schedule and then assess the wage paid now
relative to the equilibrium world wage, i.e. the wage that would be paid to
labour if it were free to flow to the location of greatest remuneration. Some
adjustment has to be made for differences in accumulated human capital,
and each country has a different demand for various types of labour, but
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in principle the task could be done. The stock of labour in any country is
likely to be quantity constrained, so differences in wages times the amount
of labour indicates the distortion imposed by an immigration policy. Al-
though there are many issues related to immigration and national advan-
tage, from the perspective of economic freedom, the lack of mobility is
reflected in wage differentials on comparable labour in different countries.

Capital Mobility and Freedom

The difference between labour and capital is primarily that capital is far
more mobile internationally than labour. In the jargon of economics, capital
is in perfectly elastic supply at a world real rate of return. A country can
impose restrictions on capital that will generally speaking reduce the
quantity of capital at home, but not the real rate of return that is available
to foreigners, and hence domestic residents. The cost, therefore, of restric-
tions on the flow of capital are borne by domestic residents, not through
different rates of return at the margin, but through a lower stock of capital
than would otherwise exist.

Thus unlike the case of labour, it is unlikely that a careful study of
restrictions on capital flows will identify a differential between the returns
in one country relative to another in a systematic fashion. In terms of
defining economic freedom, the shift in the marginal product of capital
schedule needed to identify the consequences of capital restrictions are
particularly difficult to characterize in the absence of a returns differential.

But there are some issues related to capital and financial issues that can
be identified. Table 6 indicates that not all exchange rates are free to float. 22
As categorical variables, it is not immediately useful in quantifying the
degree of distortion that the different policies create.

In contrast, Table 7 points to international exchange reserve accumu-
lation as one source of the diminution of economic freedom. Recall that our
definition is that an individual has the right to allocate his or her own
resources. If a national government accumulates international reserves,
then that act potentially separates the exchange rate from the decisions of
the private sector. Decumulation has the effect of reducing demand for
foreign exchange on international markets and accumulation has the effect
of increasing the demand for foreign exchange. The price of one currency
vis-a-vis another is different when there are reserve accumulations and
decumulations.?®
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Table 6: Categories of Exchange Rate
Freedom
Country Degree of Distortion
United States F
United Kingdom F
Austria P
Belgium wa,;”Z
Denmark Z
France Z
Germany Z
Italy Z
Luxembourg Z
Netherlands y4
Norway P
Sweden P
Switzerland F
Canada F
Japan F
Finland P
Greece MF
Iceland P
Ireland rh,Z
Malta rh;MF
Portugal MF
Spain F
Turkey MF
Yugoslavia MF
Australia rh
New Zealand rh
South Africa rh(mult.)

69

Notes: Exchange Regime is reported as F=flexible; P=pegged; MF=managed
float; Z=member of European Monetary System; other codes refer to IFS line
numbers for specifically distorted rates.

Source: International Monetary Fund, International Financial Statistics, 8 June
1989.
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Table 7: Foreign Exchange Rates, Reserves and Accumulation:

1987-88
COUNTRY 1987 1988 CHANGES
FOREIGN FOREIGN % $ %
CURRENCY CURRENCY Reserve  Value Change
Reserves Exchange | Reserves  Exchange Change of in the
(BUS) Rae($)| GUS)  Rate (+9) Dueto  Reserve Exchange
Accum. Accum.  Rate
Canada 6218 | 12998 | 13517 | 11927 8| 6.19 -8
France 29.634 534 | 22359 6.059 59 -4.26 13
Germany 72.893 | 1.5815 | 53.324 1.7803 66 | -12.87 13
Greece 2.5819 | 125.93 | 3.5234 148.1 166 1.56 18
GreatBritain| 38.56 | 41.12 | 053433 | 0.552636 155 3.97 3
Ireland 4431 1.675 | 4.725 1.507 -61 -0.18 -10
Italy 27.81 | 1658.9 32.5 17572 141 6.61 6
Japan 75.657 1752 | 90.514 169.36 80 11.8 -3
Finland 5989 | 3946 | 5.874 4.169 -189 0.22 -6
New 3258 | 04635 | 2.824 0.4669 95 041 1
Zealand
Norway 3.128 | 62375 | 2173 6.57 88 -0.84 5
Switzerland | 27.162 1.813 | 24.045 2.0239 10 -0.32 12
Netherlands | 14.174 | 1.7775 | 14.542 1.9995 594 2.18 12
United 13.09 17.36
States

*All Reserves and Changes in Reserves in Billions of US Dollars
Source: Lines 1d.d and ag from International Monetary Fund, International
Financial Statistics, June 1989.
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Table 8: The Value of Foreign Exchange
Accumulation or Decumulation (1987)

Absolute Dollar Value of Per Capita Value
Reserve Accumulation of Accumulation
(Billions)
Australia 2.86 179
Austria 0.72 95
Belgium 0.99 100
Canada 6.19 244
Denmark 1.94 380
Finland 0.22 44
France 4.26 77
Germany 12.87 211
Greece 1.56 158
Iceland 0.07 292
Ireland 0.18 51
Italy 6.61 115
Japan 11.84 98
Malta 040 118
Netherlands 2.18 150
New Zealand 041 127
Norway 0.84 201
Portugal 2.52 248
South Africa 0.32 10
Spain 7.56 197
Sweden 0.69 82
Switzerland 0.32 49
Turkey 2.36 47
United States 3.27 13
United Kingdom 3.97 70
Yugoslavia 8.93 392

Sources: Table 6 and Table 2.
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In Table 7, column 7 identifies the U.S. dollar value of the reserve
accumulation net of currency revaluation.2* Column 8 reports the change
in exchange rates. There is clear evidence that the major currencies are
managed asdepreciations inlocal currencies. Positive values of the percent-
age change in exchange rates, are associated with decreases in foreign
reserve holdings as central banks try to “lean against the wind” and slow
the adjustment to market demands and supplies. Table 8 identifies these
costs on a per capita basis at the national level.?

But there are more international costs to government activity than
those associated with the exchange rate. Table 9 points to transfers made
at the international level from one government to another. The amount of
official development assistance is a clear example of resources extracted
from one country to give to another. Thereislittle question that this reduces
freedom at home as there is no quid pro quo at the margin, nor any hint
that private transfers would take place in such orders of magnitude. Col-
umn 4 reports the transfers on a per capita basis.

There are also transfers made by governments measured by the balance
of payments. In some sense this is a less revealing measure than the direct
government to government transfer for assistance explored in Table 9, as it
nets out many transfers that are into a country as well as from a country.
These transfers are reported in Table 10.

Summing Up

Table 11 provides a summary of the impingements on individual freedom
from the international perspective. It is incomplete as I have been at pains
to indicate, but it is useful as a starting point that can be extended by future
analysis. To the extent that further research is additive, we can add a
column to the table and apply the calculations directly.

What emerges from the table is that a group of countries (of those that
are complete in the table) for which the diminution in freedom amounts to
$600-700 per capita with tariffs and foreign exchange transactions playing
a dominant role, and then the United States, Japan and Britain which have
costs of freedom at a distinctly lower level of roughly $200 per capita. Part
of the reason for this is that the United States and Japan are relatively large
economies in which international distortions play less of a role than in
smaller economies. It is also true that the levels of distortion are lower.
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Table 9: Sources of International Official

Development Aid: 1985

Country Population Official $US/Capita
(Millions) Development
Assistance
(Billions of
$US)

United States 243.77 9.55 39
United Kingdom 56.62 149 26
Austria 7.56 0.25 33
Belgium 9.86 0.43 44
Denmark 5.12 044 86
France 55.17 402 73
Germany 61.05 2,97 46
Italy 57.22 1.10 19
Netherlands 14.56 1.1772 77
Norway 417 0.56 134
Sweden 837 0.84 100
Switzerland 647 0.30 46
Canada 2536 1.64 65
Japan 120.75 3.80 31
Finland 49 0.21 43
Australia 15.97 0.75 47
New Zealand 3.25 0.05 15

Sources: Table2 and World Bank, World Development Report (New York: Oxford
University Press, 1986) 218-219.
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Table 10. Official Unrequited Transfers, 1988
Country Population Official US$/Capita
(Millions) Unrequited
Transfers
(Billions of
$US)
United States 243.77 12.57 52
United Kingdom 56.62 5.894 10
Austria* 7.56 0.071 9]
Belgium* 9.86 1.283 130
Denmark* 5.12 0.131 26
France* 55.17 3.114 56
Germany 61.05 11.82 194
Italy* 57.22 2.30 40
Netherlands 14.56 1.149 79
Norway* 417 0.778 187
Sweden* 8.37 1.014 121
Switzerland* 647 -0.046 -7
Canada 25.36 0.319 13
Japan 120.75 3.05 25
Finland 49 0.405 83
Australia 15.97 0.158 10
New Zealand 3.25 0.063 19

Sources: Table 2 and International Monetary Fund, International Financial Sta-
tistics, row 77agd.
Note: * is for transfers in 1987.
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Table 11. Economic Freedom Rating Per Capita Costs
Measured in U.S. Dollars
Per Capita Costs of Economic Freedom in U.S. Dollars
Country Tariff Non-Tariff Foreign Official Official  Total
Barriers Exchange  Aid Unrequited
Transfer Transfer

United States 98 27 13 39| 52 229
United 73 33 70 26 10 212
Kingdom

Austria 190 95 33 9 327
Belgium 70 27 100 44 130 371
Denmark 137 33 380 86 26 662
France 44 49 77 73 56 229
Germany 120 77 211 46 194 640
Italy 5 66 115 19 40 245
Luxembourg 0 27 0 27
Netherlands 150 176 150 77 79 632
Norway 113 77 201 134 187 646
Sweden 81 82 100 121 384
Switzerland 443 112 49 46 7 657
Canada 304 94 244 65 13 720
Japan 27 20 98 31 25 201
Finland 101 34 44 43 83 305
Greece 31 20 51
Iceland 1164 292 1456
Ireland 327 30 51 408
Malta 376 118 494
Portugal 56 248 304
Spain 164 197 361
Turkey 54 47 101
Yugoslavia 158 392 550
Australia 397 179 47 10 633
New Zealand 268 73 127 15 19 502
South Africa 55 10 65

Sources: Previous tables. Quota data for Canada are drawn from Department

of Finance, 1988, pp. 58-60.

B
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Notes

1 Spindler and Still (1991) discuss previous efforts to characterize
economic freedomand provide a number of dimensions along which it may
be measured.

2 Strictly speaking we could interpret one set of taxes as the base period
with which to compare the other, but the point is that we do not have to
have comparisons only between changes in taxes in one country with
changes in taxes in another country. We can compare the level of taxation
at home with the level of taxation abroad.

3 Although attributable to the tax, the triangle losses are of a “second
order” of small in comparison with the “first order” rectangle losses. It is
thelatter that are stressed here for practical reasons. To calculate the welfare
losses we need to know more information about the underlying demand
and supply schedules—the relevant elasticities of demand and supply. As
a matter of theory, the welfare losses are generally an order of magnitude
smaller than the first order redistribution effects which are relevant to our
discussion of freedom, but in principle there is no reason why they would
not iualify as yet another component of freedom lost.

The appropriate calculation is that the change in income, dy, equals
the level of imports, M, times the (negative of) change in world prices for
domestic importables, dp*, plus the difference between the distorted value
of domestic goods, p, and the world price, p* all multiplied by the change
in domestic goods, p, and the world price, p*, all multiplied by the change
in domestic imports induced by the tariff: dy = -Mdp* + (p-p*)dM. The
traditional optimal tariff is one that balances the gain in the terms of trade
induced by the tariff, a fall in p*, with theloss in income associated with the
fall in imports.

If the home country is small in world markets, then a tariff induces no
change in world prices, dp*=0, and the domestic country loses in propor-
tion to the distortion, (p-p*), which is positive as one tariff imposes a wedge
between domestic and world prices, and the change in the quantity of
imorts, dM, which is negative, as higher prices serve to reduce domestic
imports. The effect is to reduce domestic income.
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® The tariff will stand for general tax distortions in the following
discussion. This is to simplify the exposition and retain the international
flavour of the analysis.

® Since tariff revenue starts at zero tariff rate and ends at zero with a
prohibitive tariff, there will be a region in which increases in the tariff rate
increases tariff revenue, some point of maximum revenue, and a region in
which increases in the tariff rate decreases tariff revenue—ultimately to
zero. In the macroeconomic setting this is familiar to the popular press as
the “Laffer Curve.”

7 Bconomic theories of rent-seeking focus on the gains, B, as the source
of political pressure by interest groups, the producers of the importable
who own some of the “fixed” factors, which lead to tariff creation.

$In passing it is important to remember that we are reversing the
importance economists usually assign to the distortions induced by tariffs.
Typically tariff revenue is assumed to be redistributed to the general
populationina “lump-sum” or (at the margin) nondistorting redistribution
of the tariff revenue. This is more an analytical convenience than a serious
statement about the behaviour of governments. The usual notions of a
tariff’s distortion lies in the two shaded triangles of Figure 2. They represent
the resource loss to society induced by the tariff. This is an important but
very different issue than the one we are addressing here. A more detailed
analysis would include both triangles as they indicate losses. As explained
above, however, including them requires much more information about
the details of the economy and the loss in an order of magnitude smaller
than those already detailed.

? By analogy any other tax that chokes-off exchange.

10 Where the measure fails to allow simple application is the case in
which there is a prohibitive tariff and no domestic production. Without
insight into the demand curve, there islittle we can say other than to report
the nominal tariff schedule.

" We will assume that the countries under consideration are small:
they do not have the ability to affect the world price. Although no doubt
an oversimplification in some situations, a great deal more information at
every level of generalization—e.g. the elasticities of excess demand—is
required to go much further.

- 12 More precisely the rent created depends on the elasticity of supply,
e, and comes to $10+(1/2)t ona in the linear case, where Qo is the level of
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domestic production prior to the imposition of the tariff. Should foregone
benefits be taken into account on the demand side, we would add another
triangle proportional to the square of the tariff rate, the level of domestic
consumption, and the elasticity of demand.

A more complete conception of economicfreedom which requires even
more information would take account of the repercussions in other domes-
tic markets. These markets may be distorted. This leads to additional
revenue gathered through other taxes, and rents redistributed because of
the relative price changes. Although a theoretically attractive stance, it is
nota 3practica1 alternative for the present paper.

1% Where possible the import penetration ratio is issued as reported in
Pearson and Ellyne (1985, p. 404-405). Where it is not available, the world
average is employed—0.33 of GDP. This is then multiplied by two under
the assumption that trade is roughly balanced to obtain the direct effects
on traded goods.

14 An alternative such as costs relative to per capita domestic product
would scale each individual’s loss by the average level of domestic income.
But the implicit assumption of such a scaling is to say that a dollar’s loss in
freedom in one country is different than a dollar’s loss in another country.

1 Coverage refers to the share (in value) of products restricted relative
to total imports. Restricted products include “core” NTBs: variable import
levies, quotas, non-automatic import authorizations (voluntary export re-
straints, restrictive import licensing, and trade covered by the Multifiber
Arrangement).

16 Australia, Canada, and Sweden were exluded because of problems
associated with obtaining adequate measures of the NTBs (Coughlin and
Wood, p. 35).

17 This is in terms of their significance to developed countries. Their
effects on exporting, poorer, less developed countries is not assessed here.

18 Their study is drawn from an unpublished manuscript by Laird and
Yeats, Quantitative Analysis for Trade Barrier Analysis (Macmillan, forthcom-
ing) which appears to be the last word on the subject. In an aerlier study
Roningen and Yeats conclude that there is no relation between simple
coverage of a sort and relative price differences. They attribute this phe-
nomenon to a masking of the effect of the coverage by other domestic
government interferences (Vernon Roningen and Alexander Yeats, “Non-
tariff Distortions of International trade: Some Preliminary Empirical Evi-
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dence,” in Hans Singer, Neelamber Hatti, and Rameshwar Tandon, New
Protectionism and Restructuring (New Delhi: Ashish Publishing House):
317-332.

9 Note that this is the quota rate in the U.S. but the coverage rate refers
to the core NTBs.

20No coverage ratios were available on a comparable basis for Canada,
nor were the detailed effects of the entire quota structure readily available
for any of the other countries. Detailed studies on the structure of imports
and exports have been done for European countries so that potentially there
are more data available.

21 Another difficulty is that the wage rate does not capture the full
return to labour in most economies. There is to a greater or lesser extent a
pro-rata splitting of publicly provided services. Thus wage alone does not
capture the full value of the gain to mobility.

22 As before our definition of freedom may conflict with income max-
imization. A country may not be an optimum currency area and may
choose to fix its exchange rate with another country. This may increase
income. But from the point of view of individual freedom within a country,
it seems more reasonable to insist that an individual be free to exchange
whatever currency he or she is paid for whatever other currencies are
available without interference by the national authority. This begs the
question, however, of competitive currency creation since it assumes the
current extant units of exchange as the only alternatives.

28 Here we ignore the issue of the loss in freedom from the initial state
of reserve accumulations and look only at the implications of the changes
in the stock.

24 This is a bit ticklish. If the foreign currency depreciates against the
U.S. dollar by 10%, I treat foreign holdings of a constant stock of U.S. dollars
as no changes in accumulation.

5 There are obviously more dimensions to international financial
arrangements than those described here. The security of assets in Switzer-
land and Luxembourg is not captured by these measures, nor are the effects
of multiple exchange rates in, for example, Belgium and South Africa, let
alone Yugoslavia.
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Discussion

Milton Friedman liked the general approach to valuing economic freedom
with a dollar measure as it goes beyond the internal calculus. The problem
with this approach arises from the presence of transactions costs. There are
tradeoffs to be made: national defense and tariffs, for example. A tax may
be the least costly way to preserve economic freedom by preventing long-
run domination by a foreign power.
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Richard McKenzie remarked that what is here is an index of govern-
ment impediments. But with the advent of new technologies, fewer gov-
ernmental institutions are needed. Thus we are freer regardless of the state
of tariffs. A well-known New York insurance company ships data (for entry
into a company data base) to Ireland and then ships it back to New York
each day. Newer technologies may lead to more economic freedom in and
of themselves.

Tom DiLorenzo made two points. First, the costly, rent-seeking behavi-
our of lobby groups is manifestly obvious as one sees the many companies
springing-up around Washington. Second, foreign aid has two costs. The
first is the cost in economic freedom to the country giving the aid (as
resources are allocated by the government), and the second is the cost to
the people in the foreign country as the aid attempts to prop-up govern-
ments that reduce economic freedom.

Clifford Lewis suggested that nominal restrictions and actual restric-
tions on economic freedom were not always the same. In many LDC’s there
are prohibitive tariffs, but everything is smuggled and available. AID
conducted some price surveys of certain computer products and found that
they were cheaper (than in the United States) in some countries that
nominally prohibited their entry. The reason is that the added cost to
smuggled goods is a function of weight, and software does not weigh very
much. :

Jack Carr suggested that more thought be given to the points raised in
the paper that tax revenuefalls with the higher tax rate beyond some point,
and amplified the issue that once some government is taken as needed, we
must have some tax revenue. Thus to evaluate economic freedom, one
needs the whole picture of a society.

James Gwartney remarked that trade taxes understate the degree of
loss in economic freedom to the extent that customs inspectors have discre-
tion about what rates to charge. The bribes to bring merchandise into a
country “tax-free” should be counted against economic freedom as they
add to the excess burden.

Easton replied that his measure is not a measure of excess losses but a
measure of first-order losses. In particular, it measures extant price distor-
tions that diminish economic freedom through rent reallocation as well as,
in principle, the second order losses. The whole picture is not at issue, he
argued, as this measure of the loss in economic freedom is a measure along
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a single dimension—the economic freedom dimension, not an effort to
measure the highest level of income, or even contingent freedom in the
future. Thus economic freedom can be traded-off against alternatives, but
this is a different issue than that of measurement and quantification.
Alvin Rabushka argued that identifying fixed exchange rates with
losses in freedom is wrong. For example, Hong Kong benefitted enor-
mously from fixed rates. Flexible rates are not intrinsic to the notion of
freedom. Protection of the standard of value is what needs to be protected.
Easton replied that freedom and income do not necessarily coincide, and
to the extent that the foreign exchange authority is involved, resources are
allocated by someone other than the individual who earned the money.
Walter Block suggested that the gold standard period was one of free
exchange. Milton Friedman responded that this was not the case as gov-
ernments were intimately involved in the gold standard from the begin-
ning. It was a pegged price for gold. If the market had chosen, it probably
would have chosen silver. Further there was a confusion between pegged
exchange rates and a unified currency. Hong Kong went to a unified
currency with the United States dollar and did not prohibit the use of other
currencies. The right indicator is whether there is a central bank, and in
Hong Kong's case, there was no central bank. It would not improve

-economic freedom if California started to issue California dollars.

Walter Block argued that there was a contradiction in Easton’s mea-
sure. Easton says that a government can increase income through an
optimal tariff, but then tries to use income as a measure of economic
freedom. How can this be if they go in opposite directions? Easton replied
that we can distinguish full income and measured income. Economic
freedom is part of full income. We need a marginal valuation of economic
freedom to aggregate it with measured income. One possible way would
be to use immigration among countries with measured economic circum-
stances as similar as possible. We could then “price” a measure of economic
freedom in terms of immigration flows.

Milton Friedman was concerned with the use of the exchange rate to

add-up losses in economic freedom across countries. He felt that some kind

of purchasing power exchange rate should be used to compare countries.
Is a dollar in the U.S. as relevant as a dollar in Italy? The issue is that the
income used should be potential, not actual, income. If a country loses $5,
then it is more serious if the potential income in that country is $50 rather
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than $500. India has a potential income far greater than current income. We
do not get a good measure of the scale of the economy by using current
income. Easton replied than an ideal measure would be with “one world.”
Friedman agreed saying that the utopian level of income would be the
levels of national incomes associated with freely flowing factors of produc-
tion as well.

Alan Reynolds suggested that some revenue needed to be raised
through tariffs. Milton Friedman responded that we use the difference
between the tariff and domestic excise taxation to measure protection.
Walter Block argued we need to count all current restrictions regardless of
the reasons. He didn’t care why there was a draft, just that it exists.
Friedman replied that you may need a short-run loss in freedom to protect
economic freedom in the long-run. The draft is a good example. It may be
necessary in Israel or even Switzerland. In the short-run it may be impossi-
ble to satisfy the need for soldiers without some kind of forced service. It is
certainly a restriction on economic freedom.

James Gwartney was concerned with Easton’s measure of economic
freedom that did not normalize for the size of the country. It would lead to
a situation that a large country would have larger losses in freedom just
because it was large. Easton replied that a dollar loss was a dollar loss and
that the issue went back to that raised earlier about the purchasing power
prices and potential income versus measured income.




Measures of Economic
Freedom

Stephen T. Easton,
Simon Fraser University

Introduction

URING THE LAST RATING OF Freedom Conference I proposed a measure
Dof economic freedom that seemed to offer some hope that a cardinal
measure of economic freedom could be devised. In this paper I propose to
elaborate that measure and suggest some ways in which it can be im-
plemented.

Conceptual Measures of Economic Freedom

Although there is no generally accepted definition of economic freedom, I
will define it as the allocation of one’s own resources at one’s own behest.!
Two possible approaches to measuring economic freedom might be char-
acterized as the “constructive” approach and the “impediments” approach.
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At first blush, the constructive approach is the most natural to an econo-
mist. Economic freedom is conceived of as a separate argument of the utility
function. An increase in “F” has exactly the same impact on utility as an
increase in consumption of any other good or service. What remains to be
decided is what constitutes the measure of “F.” The second notion of
freedom is based on impediments. The essence of this conception is that
economic freedom is associated with the ability to trade at prices set by
individual agents without impediment. Any artificial wedge between the
price demanded and received reduces the freedom of individual economic
agents. The most relevant ingredient of the artificial wedge is the applica-
tion of governmental authority through taxation and regulation. The re-
ductionin economic freedom is identified as the value of the 1mped1ments

What should a definition or a measure of freedom do? A definition
should correspond to a common understanding of what economic freedom
means. But whose understanding? I will take those who share the view that
the (market) economy functions best with a minimum of government
interference, the phllosophy of economic liberalism, as the appropriate
audience at least 1n1t1ally

A definition should pass some test of usefulness. It should be possible
to use the definition to develop frameworks that answer questions we wish
to pose. In this case we wish to rank countries as to the amount of economic
freedom they permit. I see two competing approaches to the definition of
economic freedom which are characterized in the next two sections.

The Constructive Approach

If we define freedom constructively, we need a characteristic or good or
service that can be identified with economic freedom. It may be associated
with a variant of a particular set of economic activities. For example, our
notion of economic freedom may be that higher income yields command
over more resources and makes people “freer.” Alternatively, more choice
or a more equal distribution of income may be what we wish to use as a
definition of more freedom. In this way we can produce an index of any
number of “goods” to represent economic freedom. Regardless of what is
chosen, however, the constructive definition allows economic freedom to
be “traded-off” against other arguments of the utility function and will
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imply that there is a demand for economic freedom to which the usual
economic calculus applies.

Although these are congenial terms to economists, the difficulty with
this conception is that no single construction has emerged to claim the
mantle of “freedom.” Until such a “good” is identified, the constructivist
approach is empty. To date the most promising approaches have identified
many categories of activities which contribute to economic freedom (Spin-
dler and Still (1991), Scully and Slottje (this volume) and Spindler and
Miyake (this volume)). A review of past Symposia, however, provides little
grounds for complacency that “something will turn up” as a common core
of goodsand services to identify as the set of activites constituting economic
freedom.

The Impediments Approach

Unlike the constructive approach, the impediments approach to a defini-
tion of economic freedom stresses interference with free exchange as reduc-
ing freedom. This approach flows from the assumption that the demand
price reflects the individual’s marginal benefit from consumption and the
supply price reflects the marginal value of resources brought into produc-
tion. Since both are the result of an “individual” optimization, any interfer-
ence reduces utility. But this is awkward. As pointed out in Easton (this
volume, previous chapter), an optimal tariff raises income (and, if you will,
utility) of those imposing the tax. Yet, I think we are in general agreement
that the tariff reduces economic freedom, i.e., if we think of economic
freedom as reflecting the individual’s right to the fruits of his or her own
labor (or, more generally, one’s own resources), then the interference in the
pricing of a transaction reallocates economic rents, and that reallocation i 1s
areductionin economic freedom—the right to allocate one’sown product
If the amount of one’s own economic reward allocated freely could be
measured directly, and valued explicitly, perhaps we would have an ideal
measure. But failing this, the impediments viewpoint focusses on measur-
ing the amount of economic rent being reallocated by government action”
To see what is being defined as a loss in freedom, consider Figure 1 in
which equilibrium is initially at point A, the intersection of the downward
sloping demand schedule, P*D, and the (horizontal) supply schedule, PS,
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for some good. Equilibrium prices and quantitites are at P and Q. Now
imagine the imposition of a tax that increases price to P+T, from P. As is
well-known, the value of the consumption foregone is approximated by the
“triangle” losses in region W in Figure 1.5 The loss in economic freedom,
however, is something more. All transactions that were taking place at
point A have been impeded. The impediment to these transactionsis in two
parts. The losses associated with foregone consumption in region W, plus
the impediment to every transaction that is made—the rate of tax times the
volume of transactions, i.e., the value of the tax, region R.

Figure 1. Economic Freedom and Economic Welfare Measurement
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Notice what is being defined in this characterization of economic
freedom. We are not defining a loss in economic freedom as the loss in
economic welfare associated witha distortion. Weare, instead, defining the
loss of economic freedom as the (marginal) value of the distortion weighted
by the number of transactions both undertaken and foregone. The triangle
loss is part of the loss in freedom, but only insofar as it reflects the weight
of foregone transactions rather than realized transactions. We could ap-
proximate the loss in freedom as the quantity that would have transacted
without the tax, Q, times the distortion, in which case the rectangle,
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R+W+V, would provide one measure of the loss in freedom. The transac-
tion weight with which we choose to aggregate the distortion is unimport-
ant for small changes, but it becomes of crucial importance if we are
considering distortions that are prohibitive in a market. The greater the
number of foregone transactions, the more important the distinction. If we
have enough information about a particular market, then we can calculate
the loss in freedom as the area between the demand and supply schedules
foregone.

Some Complications

This conception of economic freedom deals with rent reallocation, but there
are a number of complications. In the (first) case of the simple tax described
in Figure 1, the appropriate measure is the value of the tax itself, R, plus
the triangle, W. In the (second) case of a prohibitive tax, then rent realloca-
tion is approximated either at the price at which the demand schedule hits
the axis, P*, times the number of foregone equilibrium transactions, Q, or
with sufficient information, the triangle loss itself —P*AP. It would be
grossly inappropriate to use the actual (zero) transaction weights. In the
(third) case of traded goods there are two possible measures of the loss of
economic freedom.” These are displayed in Figure 2. We have the losses
associated with the tariff revenue, R, and the triangle welfare losses, W and
W* and in addition we include the reallocation of rent that takes place as
a result of the higher prices. Area Z is being reallocated from consumer to
producer and as a result, economic freedom is being reduced. In Easton
(previous chapter) I referred to the latter as an indirect loss. This led to the
observation that the loss in economic freedom in a traded-goods setting is
(approximately) proportional to the volume of consumption times the
value of the tariff rather than merely the value-of tariff revenue plus the
triangles of welfare loss.

If rent reallocation is our characterization of a reduction in economic
freedom, then we need to establish some principles by which we can
measure the various countries of the world. The first principle is that we
can sum the measured distortions in each market to reach a total. That is,
we do not have to worry about the effect that a change in a distortion in
one market has on the value of the distortion in any other. Consider two
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Figure 2. Economic Freedom and Traded Goods
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markets in which the goods are substitutes. If we introduce a distortion in
the first market, we can calculate the rent reallocation exactly as described
in Figure 1. In the second market, the demand schedule will shift. To the
extent that thereis already an existing distortion in that market, the increase
in demand will raise additional revenue and be captured fully when we
measure the distortion in the second market

Thus the sum of the tax revenues plus the triangle losses in each market
is a measure of the loss in (direct) economic freedom. These are losses in
the sense that the government reallocates the resources directly in the case
of taxation, and by forcing individuals to forego transactions in the case of
the triangle losses. We saw from Figure 2 that indirect losses accumulate
when goods are traded and that these losses are (roughly) proportional to
the value of domestic production. Indirect losses in freedom also occur
when demand shifts cause prices to change in secondary markets. Unfor-
tunately these are less easy to measure and result from an adjustment on
the part of individuals to the new configuration of demands and supplies
induced by government policies.

The second principle is that for purposes of measurement, all distor-
tions can be conceptualized as relative price distortions.” If there are
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quantity restrictions, or there are prohibitive restrictions, then, in principle,
knowledge of the relevant demand and supply schedules would allow
measurment of the direct losses. Figure 1 remains appropriate with only a
slight change in emphasis. Let Q" be the restricted quantity. The “tax
revenue” becomes a reallocated rent and is now measured as an indirect
loss of freedom. The rent accrues to whichever group has the property
rights to the restricted supply, and the rest of the analysis is the same. With
a prohibitive tax, knowledge of the equilibrium quantity and the highest
price that could be charged would allow us to identify one measure of lost
freedom—rectangle P*Q in Figure 1, the product of the price and the
equilibrium quantity. However, if we know the demand and supply sched-
ules, then we can either calculate the area under the demand schdule, P*PQ,
measure of the loss in freedom as well. Although conceptually possible,
calculations of this sort are commonly done with respect to the impact of
non-tariff barriers and are notoriously laborious.

Directions

What then are the lessons for a set of calculations based on this methodol-
ogy? In the first instance, the level of total taxation (relative to income)
gives a rough measure of the direct loss in freedom through government
reallocation of rents. This includes revenue taken from all levels of govern-
ment.!0 These kinds of data are comparatively easy to obtain. What about
the more difficult measures of impediments? In study after study (Spindler
and Still (1991), Spindler and Miyake (this volume)) we see examples of the
myriad ways in which governments restrict choice. There is no magic
formula here. The “correct” way to do the job is to estimate the distortions
in each and every market.'!

But thisisan enormous undertaking. One alternative is to consider only
certain “sectors” of the economy. The rationale underlying an index is that
the transaction is the unit of account. The distortion of transactions is what
leads to the loss of economic freedom. Our problem is to identify a signifi-
cant proportion of transactions to assure ourselves that we have a robust
measure of the loss in economic freedom. But how have transactions based
theories proceeded in the past? Recall the discussion underlying the early
quantity theory (Friedman, 1968). Fisher wrote the quantity equation as
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MV=PT where the measures of velocity and prices referred to all transac-
tions. What transpired in part was that it was difficult to measure all
transactions, and, gradually, final transactions, national income, was sub-
stituted as an available measure.' Although the theory looked the same
mechanically, MVy=Pyy, the subscriptsremind us that itrefers to adifferent
level of economic activity.

Another alternative is to construct a computable general equilibrium
model of the economy and identify the major distortions. Such a framework
is popular in many trade and tax policy contexts but requires a decision
about which sectors are most important. Finally we may wish to move to
an instrumental level and try to identify a measure that we think may be
associated with some of the less easily measured forms of taxation. Having
chosen such a measure, we then try to find a “test” of the measure in some
dimensions. This is the tack chosen in the remainder of this paper.

Indexes of Economic Freedom

In this section of the paper I illustrate a method by which two (highly

imperfect) measures of economic freedom can be devised. The principle .

behind both measures is that the loss in economic freedom arises from two
sources: the overt taxation by government, and by the regulations that the
government imposes. One natural measure of the direct taxation by gov-
ermnment is the level of government expenditures: the real withdrawal
resources from the economy for reallocation.’® No such simple tool exists
for measuring the levels of regulation and the attendant loss of economic
freedom. This is the major problem confronting the measurment of eco-
nomic freedom in this framework.

Let us assume for the moment that we have such an appropriate
indicator. If we have such a measure we could add it to the direct costs and
be finished. Difficulties arise from two sources. First, if we are unable to
identify the actual losses associated with the unmeasured impediments to
exchange, and are forced to choose a proxy measure, how do we link this
to the better identified government spending measure in a consistent
fashion? Second, we want the indirect losses to be comparable to the direct
losses., i.e., with total revenue (or expenditure) we have a measure of all
government taxation which is gathered throughout the economy. We are
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not concerned thata little further study will add a new unidentified amount
of explicit revenue and hence cause a dramatic change in the measured loss
in freedom from this source. With the measure of indirect costs, however,
the more we study any particular economy, the more we are likely to
discover regulatory impediments to free exchange. As a result there will be
a tendency to identify higher costs with more closely scrutinized environ-
ments. This is likely to engender a spuriously high measure of loss for
economically developed countries.

Weights and Measures

Let us consider a particular proxy for regulatory cost and develop a
methodology for integrating the direct and indirect costs when the latter
are measured by proxy. Suppose that regulations are developed and de-
ployed by governments in proportion to the number of government em-
ployees. Thus a greater number of government employees per capita means
a greater degree of regulatory activity. Assume further that the distortion
in prices caused by regulatory activity is the same in each country. We have
an overall loss index that looks like (1):

1 Loss = F(G,E)

in which the Loss is equal to some function of government spending (in
levels or more likely relative to national income) and the number of em-
ployees (either in levels or per capita). If we wish to generate an index of
costs, then we can do so by providing a weighted average of government
spending and employment. What weights should we use in the index?

Here I think the answer is clear. The weights must derive from the
universe of transactions from which they were collected. For example,
suppose that government revenue arises primarily from revenue collected
by a tax on income. Suppose further that impediments to exchange are
primarily located in final goods and services (as distinct from intermediate
goods and services). In this case the value of trade in each market relative
to the sum of the value of trades in both markets would be a reasonable
weight. In the example of the Loss Index of equation 1, the weights might
be specified as in equation 2, ‘
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2) Loss=G®E1'9 , where ® = [WL/(Y+WL)]

where the Y is national income, WL, is labor income and @ is the share
of labor income (transactions) in the value of all transactions under con-
sideration.

Index F1

The first index I have constructed is a simple one. It relates the loss in
freedom to the share of government expenditures in national income and
the proportion of the population that works for the government. In this case
the weights are equal since the transactions cover the same ground—the
entire economy. Both government revenues and impediments to exchange
introduced by government employees are present at all levels of exchange
in the economy. So that a doubling of the inputs amounts to a doubling of
the loss in freedom, I have taken thé square root of both percentages:

3) Fl=(G/Y)*5 EMPL)*?

where (G/Y) is the proportion of all government spending relative to
national income, and (EMPL) is the per caplta employment of all govern-
ment workers—national, “state” and local.!

Column 1 of Table 1 lists the countries in-order of thelr loss in economic
freedom—theindex, F1, whichis reported in column 2. Theindex itself runs
between zero and unity with a higher score suggesting more impediments.
To see how our sample is distributed, Figure 3 displays a plot of the
distribution of the values of Index F1 with a few of the developed countries
identified. The ranking of the countries calls attention to the limitations of
the construction. It raises the question whether Senegal is really more free
economically than Canada or whether Japan is more free than the U.S. What
may be highlighted here is that the amount of bureaucratic obstruction per
bureaucrat is different in the different countries. The presence of a number
of African countries not known for their economic liberalism raises the
same question although perhaps we might also need to ask if transactions
are more free than our casual empiricism suggests. Perhaps there are a large
number of transactions that take place outside the range of the
government’s interference. Among the developed countries, however,
there is some correspondence with casual observation.
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Figure 3. Impediments to Freedom: Index F1
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Table 1. Economic Freedom Ratings
(Least free shows highest impediment score)

Country F1 F2 F2G) - F2E) F2/ Country
PGDP
(1987 U.S. Dollars) Per Capita
Sweden 0.21 287 280 7 0.40 | Zambia
Denmark 0.17 271 264 7 0.39 | Liberia
United Kingdom | (.15 2286 2183 103 0.39 [ Oman
New Zealand 014 | 4942 | 4134 808 0.36 | Sweden
Norway 0.14 244 235 9 0.35 | Swaziland
Oman 0.13 854 824 30 0.34 | Botswana
Barbados 0.13 801 752 49 0.32 | Jamaica
Australia 013 1224 1163 61 0.31 | Panama
Jamaica 012 4466 3780 686 (.30 [ Denmark
Finland 0.12 314 310 4 0.29 | Senegal
Austria 0.12| 3537 | 3068 470 0.29 | United Kingdom
United States 0.11 302 295 8 0.29 | India
Swaziland 0.11 388 366 2201 029 | Egypt
Panama - 0.11 214 206 7 0.27 | Kenya
Egypt, ArabRep.| 0.10| 2778 2424| 353] 0.26 | New Zealand
Germany, 0.10 305 296 9 0.26 | Zimbabwe
Fed.Rep.
Mauritius 0.10 100 97 2 (.25 | Tanzania
Zambia 0.10| 3908 | 3347 561 (.25 | Norway
Belgium 0.10] 1290} 1231 58 (.23 | Portugal
Botswana 0.10 152 147 4 0.23 | Togo
Liberia 0.10 115 112 3 0.23 | Uganda
Ireland 009| 1867 | 1713 154 (.22 | Ireland
Canada 0.09 95 95 1 0.21 | Burundi
Italy 0.09 155 150 5 0.21 | Sudan
Bahrain 0.09{ 3005 2651 354 0.20 | Germany
Netherlands 0.09 534 471 63 0.20 | Mauritius
France 0.09| 2590| 2175 415 0.20 | Finland
Iceland 0.08] 2505! 2106 399 0.20 | Austria
Kenya 0.08| 2348 | 1885 463 0.20 | Australia
Portugal 008 1231 120 3] 0.19 | Madagascar
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Table 1. Economic Freedom Ratings
(Least free shows highest impediment score)

Country F1 F2 F2G) F2E) F2/ Country
PGDP
(1987 U.S. Dollars) Per Capita

Luxemburg 0.07| 1529 1189 340 0.19 | Barbados
Cyprus 007 | 3366| 2818 547 0.19 | United States
India 0.07 354 338 15 0.19 | Philippines
Singapore 0.07 915 897 19 (.18 | South Africa
Sri Lanka 0.07 252 249 4 0.18 | Cameroon
Spain 0.07| 1937 1709 228 0.18 | Italy
Argentina 0.07 | 2326| 1971 355 0.18 | Belgium
Zimbabwe 0.07| 1371} 1266 106 0.17 | Cyprus
Thailand 0.07 353 328 25 (.17 | SriLanka
Korea,Dem.Rep.| 0.06| 2700[ 2293 407 0.16 | Canada
Switzerland 0.06 109 106 2 0.16 | Benin
Philippines 0.06 417 386 31 0.16 | Thailand
Tanzania 0.06| 2049| 1773 277 (.16 | Netherlands
Togo 0.06| 1733 1448 285 (.16 | Bahrain
Sudan 006 2135]| 1815 320 (.15 | France -
Uganda 0.06 688 628 60 0.14 | Korea
Japan 0.05| 2115] 1830 285 0.14 | Luxemburg
Senegal 0.05| 1223| 1079 144 0.14 | Spain
Madagascar 005| 16751 1332 342 0.13 | Iceland
South Africa 0.04 552 465 88 0.12 | Argentina
Guatemala - 004 1427 1151 276 0.11 | Singapore
Benin 0.04| 1526| 1232 293 0.10 [ Switzerland
Cameroon 0.03 190 176 13 0.10 | Guatemala
Burundi 0.03 | 1248 | 1051 197 0.09 | Japan

Sources: Construction as explained in text.
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A Second Index

The first Index is just that. It is an index without any real dimensionality of
its own. Until we can identify some way to test it for consistency and
stability, there is little to be said for it other than that it picks up some
variables that we might reasonably think are associated with economic
freedom. The second index is more in the spirit of the cardinal measures
that I have advocated. The attractiveness of using government spending as
a measure of the distortion is enhanced if we set ourselves to calculating
the per capita loss in income associated with government interference. In
this case we compute government expenditure per head, displayed in the
column labelled F2(G) in Table 1, and add it to the value we attach to the
loss in economic freedom associated with the number of government
employees, the column headed F2(E). The crux of the matter is to provide
a sensible basis on which to evaluate the cost in economic freedom imposed
by each government employee.

An approach to this pricing problem is to flnd some tradeoff between
the utility diminishing properties of government employees and other
aspects of life. To this end I have estimated an immigration function for the
United States. In principle, 1mm1§raﬁon depends upon any number of
economic factors and constraints.” My framework is to regress the rate of
immigration from each country to the U.S. on the proportion of income
spent by the government and the per capita number of government em-
ployees and several other variables including per capita income and
whether the country imposed emmigration restrictions. This is written as
equation 4:

4) IMM = o,+0,(G/Y)+o. ,EMPL+o,log(GNP)+o.x,

where IMM is the amount of immigration into the U.S. from each country
(1981-87) relative to the population of that country, (G/Y) is the share of all
government spending in national income, EMPL is the per capita number
of government workers, and log(GNP) is the logarithm of per capita GDP. 17
Among the variables included, the vector, Xj, in equation (4), were several
different measures of emmigration restrictions and political and civil lib-
erty indexes familiar to those who have followed this literature. Once the




98 Rating Global Economic Freedom

regression results have been calculated, ask the following question: What
is the trade-off between income and the number of government employ-
ees?'® This question can be answered by looking at the tradeoff between
real income and the number of employees of government. A given level of
immigration canbe obtained by having either more government employees
per capita or a lower level of domestic income. This means that we can
attach a value to the number of employees of government—in this case the
ratio between the estimated values of o/03.

A Regression Digression

The results of various regressions for the United States are presented in
Table 2. The first regression shows that there is a negative relation between
therate of emigration to the U.S.and each government’ sspendingalthough
this is not of particular importance to our analy51s ? At the same time, there
is a positive relationship between the number of government employees
per capita and emigration to the U.S. I have highlighted this result because
the same pattern persists in all the regressions (both for the U.S. and
Canada). The units of the dependent variable are per thousand of popula-
tion. Thus an increase in government spending from 10% of national
income to 20% of national income will lower the rate of immigration to the
US. by 3 per thousand (from the immigrant’s country.) Similarly, an
increase in government employment per capita from 1 to 11-—the extremes
of the range, will be associated w1th an increase of roughly 13 per thou-
sand.2 As is to be expected, the R? is low and the standard error of the
estimate is large relative to the mean of the dependent variable.
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Table 2: Rates of Immigration to the U.S., 1981-87
Dependent Variable is IMM (35 Observations)

Regression 1:
VARIABLE COEFFICIENT T-STAT.,
C 6.03 1.31
(G/Y) -0.27 -2.01
EMPL 1.27 2.38
R-squared 0.16, Mean of dependent var, 2.36
Adjusted R-squared 0.11,
S.E. of regression 7.9
Regression 2:
VARIABLE COEFFICIENT T-STAT,,
C 4249 2.14
(G/Y) -0.37 -1.68
EMPL 1.75 2.76
LPGDP -4.28 -1.92
EM1 -7.21 -2.34
R-squared 0.29, Mean of dependent var, 2.36
Adjusted R-squared 0.20
S.E. of regression 7.54,
Regression 3:
Number of observations: 53,
VARIABLE COEFFICIENT T-STAT.
C 2145 157
(G'/Y) -0.15 -0.98
EMPL 1.10 2.20
LPGDP -2.14 -141
POLIT -2.12 -0.72
EM1 -4.06 -1.84
R-squared 0.20, Mean of dependent var, 1.57

Adjusted R-squared 0.11
S.E. of regression 6.51

Sources: IMM, Table 7 (Department of Commerce); G, and raw data for EM1
(Spindler and Miyake, HF4 and HF6); EMPL (Heller and Tait, Table 21); G’ (Wright,
various countries); POLIT, (Gastil and Wright); PGDP, and population (AID,
TableI).
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The second regression in the table, a more complete specification,
indicates that although the t-values are marginal by traditional statistical
standards, nonetheless the effect of per capita income and EM1, a dummy
variable that identifies whether the country has any form of emigration
restriction, are consistent with our expectatlons ngher income abroad
reduces emigration to the U.S. A country with 10 percent higher income
will reduce immigration to the U.S. by roughly 4 per thousand. Emigration
restrictions imposed by foreign countries reduce it as well.

The third regression in the table shows the consequences of including
Gastil and Wright’s (1988) measure of political freedom. A similar pattern
of results obtained when their measure of civil liberties was used as well—a
result not reported. Unlike Friedman’s (1988) finding that civil liberties
predicted growth rates better than political freedom I found both to be
insignificant in predicting emigration to the U. 522 The third regression is
also illustrative of several efforts to extend the analysis. The expenditure
measure is different. In order to expand the sample it is limited to central
government expenditures. A number of other experiments were tried with
different measures of political freedom and dummy variables for regions
and the like. Except for reducing the significance levels of all the variables,
the signs and magnitudes remained as reported in Table 2.

A similar approach was taken to the Canadian immigration rate. These
results are listed in the Appendix as Table A. Only four years (1984-87) of
data are used and there is some indication that the influence of:Canadian
immigration restrictions changed during the period. Although the signsare
consistently the same as those obtained for the U.S,, the significance levels
are lower. There are also fewer immigrants in comparison to the U.S.

Thereis a final observation to support the notion that something useful
is being identified by the regression. I regressed the difference (suitably
normalized to reflect the different sample size) of the rate of immigration
from each country to Canada less the rate of immigration to the U.S., DIF,
on themeasure of each country’s government expenditure and government
employment. Thisis reported in Table 3. Since both countries are politically
stable and share many attitudes and values, I was curious as to the effect
of our two measures. As is apparent from the positive sign on (G/Y), those
who come from countries which have relatively more government spend-
ing come to Canada, and from the negative sign of EMP, those who come
from countries that have more government employees per head come to
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the U.S. This would be consistent with the casual observation that emi-
grants are selecting on the basis of whether they prefer relatively fewer
impediments to the market or more government expenditure. During this
period, Canadian policy has not been designed to admit the most econom-
ically able.

Constructing the Index

With the estimates of the coefficients on EMPL and log(PGDP) from
which we form the ratio, 0/03, we can develop our additive index. The
weight on EMPL is roughly 0.4 x Y.23 This sub-index, which gives the value
of EMPL in promoting emigration to the U.S., is reported in Table 2(E). The
sum of the two sub-indexes, F2(G) and F2(E) is reported as F2. In addition,
the final numerical column of Table 1 is a normalized score—the index F2
relative to per capita GDP. It is this magnitude that is reflected in the
ranking of the final column. Figure 4 displays the plot of these per capita
scores. It is interesting that among the developed nations the rank remains
relatively similar to that devised in the first index. Unlike the first index,
however, index F2 reflects the dollar value of the impediments.

Table 3. The Difference Between Per Capita Immigration to Canada
and Per Capita Immigration to the United States
Dependent variable is DIF

‘ (34 observations)
VARIABLE COEFFICIENT T-STAT,,
C -5.38 -1.34
EMPL -1.07 -2.32
(G/Y) 0.24 2.04
R-squared 0.17, Mean of dependent var, -1.93

Adjusted R-squared 0.11,
S.E. of regression 6.91

Sources: See Table 2 and Table A.
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Figure 4. Impediments to Freedom: Index ¥2
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Some Reflections

Although the indexes above are imperfect instruments, it seems to me
that this technique for constructing a cardinal measure of freedom’s loss
has potential. A more useful approach would be to identify all the
emmigrants from a country and evaluate their destinations in a simulta-
neous matrix. With some recognition of the barriers to emmigration and
immigration, the evaluation placed by movers on the non-monetary eco-
nomic characteristics of freedom may be identifiable. This is not the only
way to measure the implicit characteristics of economic freedom, but it is
one way.

A second extension is to identify bureaucrats engaged in the act of
regulation and try to measure the losses they cause within one or another
country in specific well defined situations. This could serve to sharpen the
cost estimates directly.

A third problem s to tackle the losses in freedom imposed by particular
regimes that effectively stymie certain kinds of economic transactions.
Communist regimes need to be assessed differently than Western re-
gimes—at least at this point. Likewise dictatorships may also need a
different set of variables.

Finally, the estimates in Table 1 may be too generous. We undervalue
the costs of freedom of government. Both revenue and expenditure distort.
If resources are the vector, R, to which factor rewards, w, pertain, and
outputs are denoted by the vector, Y, to which prices, p, are relevant, then
it is not double counting to measure the losses in freedom as the sum of

both sides of the equation: (W-w)R(W")=(p-p)Y(p’) where the “” ” indi-
cates a distortion from the free market price.
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Appendix
Table A. Rates of Immigration into Canada, 1984-87
Dependent Variable is IMM

(35 observations)
1. VARIABLE COEFFICIENT T-STAT.
C 0.34 0.85
(G/Y) -0.02 -1.52
EMPL 0.10 2.29
R-squared 0.14, Mean of dependent var 0.24
Adjusted R-squared 0.089
S.E. of regression 0.68
2. VARIABLE COEFFICIENT T-STAT.
C 1.30 1.05
G/Y) -0.01 -0.79
EMPL 0.12 225
LPGDP -0.12 -0.73
EM1 -045 -1.50
R-squared 0.22, Mean of dependent var 0.24
Adjusted R-squared 0.11,
S.E. of regression (.68
3. VARIABLE COEFFICIENT T-STAT.
C 3.21 1.84
G/ -0.02 -1.29
EMPL 0.10 1.94
LPGDP -0.26 -141
EM1 -0.50 -1.70
POLIT -0.58 -1.52
R-squared 0.27, Mean of dependent var 0.23

Adjusted R-squared 0.15
S.E. of regression 0.67, Sum of squared resid, 12.85

Sources: IMM, Table 2.39 (Statistics Canada); G, and raw data for EM1 (Spindler
and Miyake, HF4 and HF6); EMPL (Heller and Tait, Table 21); G’,(Wright, various
countries); POLIT, (Gastil and Wright); PGDP, and population (AID, Table I).
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Notes

1 Finding a definition with which we may all agreeisnot an easy matter
in any discipline. Bertrand Russell (1956) points out that “The question
‘What is a number?’ is one which has been often asked, but has only been
correctly answered in our own time.” In Easton (previous chapter, this
volume) Iidentify what I take to be some of the limitations of this definition
of economic freedom.

2 We are characterizing one dimension of choice, economic freedom.
We may choose to impose a tax or other distortion, but this tradeoff among
econormc freedom and other “goods” is a separate issue.

Clearly someone with a philosophy that there is something intrinsi-
cally good about a government allocating resources rather than the indi-
vidual allocating resources will be dissatisfied by my characterization of
economic freedom.

4 Here is where a (constructive) definition of freedom as an argument
of the utility function becomes most attractive. There would be no paradox
in saying that the commonly calculated “optimal” tariff raises income and
yet reduces utility. In the traditional calculation only income matters for
reaching the “optimum.” Once “F” isin the utility function directly, itis part
of full income and consequently a full partner in the optimization calculus.

® Ina different context Harberger (1964) has referred to “the economics
of the nth best.” As a practical matter, rather than search for some kind of
global optimum, we are constrained to consider the effects of relatively
small changes in various impediments.

® There are a number of theoretical reasons why this definition of
changesin economic welfareis less than fully satisfactory (Silverberg, 1978)
although for our purposes, the approach is adequate.

These are explored in Easton (previous chapter, this volume).

8 This is true if the supply schedule is horizontal. If it has a non-zero
slope then in the second market there is going to be an indirect rent
reallocation in addition to the direct effect captured in the higher tax.

? Although tariffs and quotas have equivalence as far as rent transfer
is concerned (although different people may receive the rent), their prop-
erties differ in other contexts, e.g. stability of equilibrium is affected by the
choice of one or the other. Other measures such as content requirements,
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“health” restrictions and the like are difficult to assess, but ultimately can
be converted into price increases.

10 As a matter of practice, government expenditures are probably a
better measure than revenue since they include implicit taxes are well as
currently identified taxes. One might also choose to double the tax burden
as whatever is received distorts one margin, and then does so again as it is
spent. We are ignoring the “triangle” losses by simply using spending, too.

1 havenot chosen to develop various “ordinal” measures of economic
freedom. In addition to having difficulty deciding what numerical values
to place on particular characteristics, I have been unable to decide on a
metric with which to aggregate the various categories. This is not the same
thing as saying that the ordinal measures devised are not useful. Those by
Spindler and Still (1988), and Spindler and Miayake (1990), for example, are
both interesting and useful as they call attention to many features in various
economies that are distorted.

12 I addition, of course, the theory itself evolved.

13 This ignores the issues raised in Easton (previous chapter, this
volume) about the indirect losses in economic freedom associated with
traded goods. ’ :

141 have had to ignore (what were!) the Communist countries because
information on “budgets” is so very different from that reported in the West.

15 A more sophisticated measure would identify direct revenue per
employee and develop a sense of the number of “obstructive” bureaucrats.

16 Determinants of immigration are notoriously cranky with simple
measures like per capita GDP in one country relative to another generating
“wrong signs” in the regression and the like. The results of the regressions
should be judged in this context.

17 The ratio (G/Y) is included to control for the revenue function of
some government employees. This given the amount of revenue raised, the
measure EMPL is linked to immigration.

18 More formally, immigration will take place only if there is some
utility gain to emmigration (to the U.S.). If the change in immigration is
zero, then the gain in utility is zero as well. Thus set dI=0 so that if utility
(associated with the act of immigration) is held constant, (SU/8E)/(GU/8Y) |U =
(02/03) which is the relative price of government employees., i.e., it is the
tradeoff in terms of real income of those who are emmigrating (to the U.S.
or Canada.)
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1 The rate of immigration (per thousand) to the U.S. from each country
is the seven year total from 1981-87 divided by the 1986 population.

20 Of course these are estimated as a cross-section and as a result speak
to extant levels of spending and employment, not to changes in a particular
country. A more careful look at the time series would be appropriate.

2! This latter measure is derived from Spindler and Miyake (1990)
where those with any restriction, their values 2-5 received a score of 1, and
umm eded emmigration received a 0.

21 may be that they are more effective in predicting the total immigra-
tion from their respective countries, but this hypothesis I did not test.

23 That i is, dI=02dEMPL+03(dY /Y) and for dI=0,

(02/03).Y. dEMPL=dY
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Discussion

Milton Friedman wanted clarification of Table 1. Easton explained that
column 1, Index F1, was separate from the total dollar index of Index F2,
column 2, which was in turn composed of the two subindexes (in the next
two columns). The per capita measures which were suggested (as an
alternative to the gross dollar measures) at the previous conference were
the final column of figures and provided the ordering for the countries
along the right-hand side. Friedman felt that we should look at the compo-
nents and see which performed better relative to peoples’ judgment rather
than rely exclusively on the aggregate index. Easton agreed that some
measure of the usefulness of the measure is necessary, but none was
developed in this paper.

Zane Spindler made two points about the assumption that government
employees perform in the same obstructive ways. He suggested that the
reason that India does not rank the way one would think is because an
Indian government employee imposes a restriction in a very different way
than a government employee in the U.S. Often the Indian government
employee will sell the restriction. Second, with respect to immigration, a
country may restrict immigration or emigration as a way of capturing the
market for its regulation. Thus regulation would be correlated with im-
migration or emigration.

Juan Bendfeldt wondered whether there was a problem with the re-
gression to the extent that there may be a correlation between government
expenditures and government employees per capita. What does the gov-




Measures of Economic Freedom 109

ernment do with tax revenue? They hire employees. Easton responded that
he had run the estimation as a two-stage least squares and although the
significance level dropped, there was little change in the coefficients from
such a correction. Zane Spindler pointed out that from his tables, although
there is such a correlation, it is far from perfect suggesting that some
governments are more effective in there use of employees.

Juan Bendfeldt felt that the use of emigration was a useful way of
capturing the loss of freedom but that illegal immigration makes these data
most unreliable. For example, outside of Guatemala city with 2 million
people, the next four cities of Central America with the greatest population
are in the United States! They send money back, and so we can see roughly
how many people there are abroad. Further, government employment is
difficult to measure. There are non-government institutions that function
only for the government, and contracting-out is another way to evade
responsibility in the official budget but still obtain additional services.
Easton did not have any specific information on either of these issues other
than the data sources referred to in the paper. Easton remarked that there
were no migration data comparable to the International Monetary Fund’s,
Direction of Trade.

Alan Stockman wondered how U.S. immigration quotas from different
countries, would affect the measures Easton used. Second, since govern-
ment spending is already in the regression equation, is it necessary to
aggregate the measures in F2? Finally, thinking of the measures of F2(G)
and F2(E) as related to the “bundling issue” in the Jones/Stockman paper
(this volume), is this classification an “E” component or a “G” component:
atheoretical categorization or one of convenience, and might they notserve
to offset or ameliorate one another? Easton argued that his measures were
for conceptual reasons as government expenditures crudely capture tax
revenue reallocation issues, while the number of government employees
were meant to correlate with the degree of regulatory interference with the
economy. Perhaps they offset one another to some extent, he maintained,
but then the regression is simply picking-up a net effect. As far as the effect
of specific U.S. quotas, even though the US. had a different system than
Canada during this period (Canada used a point count over certain specific
characteristics), the similarity of the results for the two countries suggested
that it was a useful indicator and gave some confidence in the results.
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James Ahiakpor wondered if using both the wage bill and national
income in the weights of equation 2 reflected double counting. Easton
argued that you need to double count since each is a separate source of
distortion. What the double counting in the weights does (in equation 2) is
to allow the aggregation of both sources of the distortions. The weights
themselves sum to unity. This is not really double counting, but it is a way
of assuring that many layers of distortion can be analyzed in a consistent
fashion.

Milton Friedman commented that the regressions (1 and 2) show that
the higher the percent of income spent by government, the lower the level
of emigration. This may reflect the inadequacy of measured income. It is
disturbing from the point of view of relying on the ratio of government
spending to income. Juan Bendfeldt pointed out that the measure of
government’s take may be nonlinear. A 13% take from a developing
country may be more important than a taking of 40% in a developed
country. He found in Guatemala that every time revenue went above 7.7%,
the government ran into trouble with decreased national growth. Perhaps
thereisa “neutral” point of smallest damage, he suggested. Alan Stockman
pointed out that the (negative) correlation between the government share
of income and emigration means that government spending provides
benefits as well as tax losses. The loss of economic freedom should be
“added” to welfare. For the measure of economic freedom, however, they
should not be netted out. Easton agreed saying the sign of the relationship
does not matter since (we agree) that government spending reduces eco-
nomic freedom which is what it is being calculated. What the regression
serves to do is to price government employees. Where this wouid lead to
trouble is if government employees were seen as handing out goodies and
thus were valued not for their role as obstructing but for their role in
providing benefits. Recall Table 3 takes the relativeamounts of immigration
between Canada and the U.S. Milton Friedman agreed that high govern-
ment spending brings benefits as well as costs, but argued that it may also
reflect the inability of governments to spend in low income countries in the
same way they can in high income countries.

James Ahiakpor was unclear why the optimum tariff didn’t lead to a
proper measure of welfare. Easton responded that it would if we had the
appropriate valuation of economic freedom—that is the tariff maximized
a full, freedom inclusive measure of welfare, but then it would balance out
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the gain in income with that of the loss of economic freedom imposed by
the tax.

Alan Stockman wondered if we can get black market data on the right
way to emigrate. In Hong Kong they sell a magazine called “Emigrate.”
Juan Bendfeldt answered that there are such data. In Guatamala there are
tours advertized in which they guarantee that they will get you into the
Unites States. With the new immigration laws, the cost went up to $7,000.
Immigrants expect to repay it within two years. Many Chinese have paid
$15,000 to get a Guatemalan passport. The data are available strictly from
the newspaper. Alan Stockman suggested that The Liberty Fund could
fund a project to gather these kinds of data.
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Rating Economic Freedom:
Capital Market Controls
and Money
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Introduction

WHEN I WAS ASKED BY the Fraser Institute to examine the degree of
economic freedom in domestic capital markets I thought this was a
very interesting and feasible research project. I quickly agreed to undertake
this research. I made my decision without having attended or read the
output from the first two conferences on economic freedom. I have since
corrected that deficiency and have given considerable thought to the ques-
tion. I am now much more humble about the nature of progress that can be
made on this research topic.

Before proceeding to analyze economic freedom in domestic financial
markets there are a number of important issues to discuss. These issues
have been addressed in the first two conferences, but there was no clear
consensus on a number of these issues. A resolution of these issues is
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absolutely vital before any empirical examination can take place. I will try
to avoid repetition of the earlier discussion but I feel it is imperative to
clarify these issues and state my position on these matters.

Is Economic Freedom a Means
or an End?

In the second conference Milton Friedman (my most respected teacher)
stated that for him economic freedom (as well as political freedom) is an
end by itself. There is a problem in making economic freedom one of the
arguments in an objective function. By doing so one arbitrarily decides the
issue of whether economic freedom is a good thing. For a number of us,
this is an inherently obvious point. However there will be those who do not
hold this view. They may have other objective functions. They may believe
that income equality or income security should be ends and hence should
be arguments in an objective function. Different individuals may posit
different objective functions. This being the case it is near impossible to
conduct a rational debate among individuals with different points of view.
Each individual will posit their own objective function and there will be no
way to choose among competing functions. Hence there would be no
objective way to decide on various public policies.

This issue is very much like the issue of the role of tastes and prefer-
ences in explaining economic behaviour. A number of economic facts can
be explained by adoption of a particular utility function. In addition,
changes in the data can almost always be explained by resorting to changes
in the utility function (i.e. changes in tastes and preferences). My method-
ological bias is to try to explain as much as possible without resorting to
specific utility functions. Similarly, I propose to start with a very general
objective function. In this objective function economic freedom will not
appear (it will be a means not an end). o

Consider a general individual utility function (for which one can get
almost universal support) '

(1) Ui = £(X)

where Uj is the utility of the ith individual and X is a vector of goods and
services (including leisure).
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All economists, whether free marketers or not should have no objec-
tions to the utility function in (1). In this utility function, economic freedom
does not appear asan argument. An increase in economic freedom (holding
X constant) does not lead to an increase in utility.

Although economic freedom does not appear as an argument in (1);
nevertheless, traditional economic theory would yield an important utility
enhancing role to economic freedom.

Figure 1. Economic Freedom and Utility

X3

U
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Consider the case where an individual consumes 2 goods, X1 and X2,
has a fixed income, and faces fixed prices. In a world with complete
economic freedom, equilibrium A in Figure 1 will represent the point of
maximum utility for this particular individual. Now suppose the state
imposes a restriction on the operation of free markets; the state forbids the
production or sale of X1. The constrained equilibrium in this case is B.
Clearly at B the individual is at a lower level of utility than A. Restrictions
on the freedom to freely choose those commodities which maximize utility
will result in a lowering of utility. In this example, less economic freedom
always leads to a loss of utility. Economic freedom is a means of allowing
individuals to reach maximum satisfaction. It should be noted that similar
examples could be constructed on the production side of the economy.
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This proposition concerning free markets is an example of what is
perhaps the most famous and (perhaps most important) proposition in all
of economics and that is the proposition of gains from trade. Free exchange
maximizes the gains from trade. Any restriction on free exchange will
eliminate profitable opportunities of gains from trade and hence will
reduce the overall level of welfare.

The methodology adopted in this paper will be to assume a generalized
utility function where economic freedom is not an end. We will then
examine economic theory to see how economic freedom affects the opera-
tion of the economy. A complete research strategy should test these prop-
ositions concerning economic freedom. (These tests are not carried out in
this paper.)

Definition of Economic Freedom

If there was one question that was not resolved in either of the first two
conferences it was the definition of economic freedom. Everyone agreed

that economic freedom was multi-dimensional and a nebulous concept at

best. As a student of Milton Friedman I will adopt his methodology that
“you cannot define a measure without knowing what the purpose of the
measure is” (p. 15, draft of second conference). For one purpose you may
adopt one definition and for another purpose you may adopt another
definition.

One should note that the problem of finding an empirical counterpart
to a theoretical concept is almost universal in economics. Consider an
example from monetary economics. The concept of money is crucial in
monetary economics. However there has been considerable debate over the
exact definition of money. There is a large continuum of financial assets.
Where you draw the line and call one set money and the other non-money
financial assets is a very difficult problem. Economic theory offers little
guidance. What one has to ask is for what purpose one is defining money.
For this, economic theory is a necessity. If one has an economic theory that
says that the money supply is a prime determinant of the price level, then
one can adopt a definition of the money supply which best predicts the
price level.!
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It is this approach that I propose to adopt with respect to the definition
of economic freedom. In the previous section we have argued that eco-
nomic freedom leads to increased levels of utility. One can define economic
freedom as that index which best predicts levels of utility. However such a
definition is inoperable because utility is not measurable. In addition we
desire a definition of economic freedom which is applicable to a country as
a whole and not to each individual. With a lot of hand-waving we can use
some definition of income as a proxy for utility. To arrive at an aggregate
measure, we would add up individual income and obtain national income.

Now we would define economic freedom as that index which best
predicts levels of national income.? In this sense, the index of economic
freedom would be like the index of leading economic indicators. Both are
multidimensional and both are meant to predict national income. It is
important to note that national income by itself cannotbe used as ameasure
of economic freedom. Economic freedom is only one of a number of factors
determining national income. One needs a complete theory of income and
economic growth in order to define economic freedom. It should be noted
that economists have no good answer to the fundamental question of why
some countries are rich and some are poor and why some countries grow
ata fast pace and others grow slowly. For simplicity assume a neoclassical
production function

2) Y = f(K,L,A EF)

where Y is national income, K is capital, L is labour, A is land including
national resources, and EF is an index of economic freedom.

Clearly there can be two countries with the same amount of economic
freedom but different levels of national income because there are different
levels of the other factors of production. Similarly there can be two coun-
tries with the same factors of production but different levels of income. One
country may have free markets and the other country may have restrictions
which prevent factors moving to where they can contribute most to na-
tional income.

In summary, I propose to define economic freedom as that index which
adds the greatest explaining power (i.e. has the largest partial correlation
coefficient or equivalently the largest “t” value) to the national income
equation, given all the other factors determining national income.
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One data set would be used to define economic freedom. Clearly one
would need other data set to test the propositions that economic freedom
is an important determinant of national income.

There are important policy reasons why the proposition of the influ-
ence of economic freedom on national well-being should be tested. If
restrictions on economic freedom can be shown to lower income levels, a
strong case can be made to eliminate these restrictions. Hence one wants to
define economic freedom in order to better understand its role in influenc-
ing national well-being. Once it can be demonstrated that economic free-
dom is welfare enhancing, there is a stronger possibility of convincing
governments to allow greater degrees of economic freedom.

Difficulty in Applying Any Definition
of Economic Freedom

From a theoretical point of view the methodology outlined in the previous
section seems simple enough. However, this methodology is very difficult
toimplement in the real world. The example illustrated in Figure 1is a clear
example of a government restriction that reduces economic well-being.
Unfortunately there are a large number of government actions which are
notas clear-cut. The government undertakes a large number of actions. The
question is which of these actions are restrictions on economic freedomand
asa consequence welfare reducing. In an initial examination of government
actions it is not obvious which actions should be placed in the freedom
reduction category. (In fact, I will argue that in the absence of a well defined
economic theory, it is impossible to classify government actions.) Consider
the following examples from financial markets.

(a) A number of researchers (see White (1984)) have claimed that the
period 1795-1845 in Scottish banking could be characterized as a free
banking period. This period would be characterized as one with no restric-
tions on banking. This view has been challenged by Carr and Mathewson
(1988). We argued that three Scottish banks enjoyed the privileges of
limited liability granted by the Scottish Parliament. All other banks had to
accept unlimited liability. Entry was free but not on the same terms as the
three limited liability banks. Is this restriction of unlimited liability a
relevant restriction on economic freedom? One cannot answer this ques-
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tion in the absence of some economic theory explaining the importance of
the liability rule. The accepted wisdom of the time was that the unlimited
liability restriction for new entrants was in the public interest. It protected
depositors and protected the integrity of the banking system. Mathewson
and I argued that this restriction was in the private interest of the three
limited liability banks. Competition was allowed but the playing field was
notlevel. Iwould argue that this restriction reduced economic freedomand
lowered national income. The restriction did raise the income of the owners
of the three limited liability banks (assuming that the entire income was not
dissipated in rent seeking activities). One cannot characterize government
actions unless one understands the effects of these actions and the rationale
for these actions. As the above example illustrates, this is not an easy matter
to do.

(b) In1934 in the United States and in 1967 in Canada, deposit insurance
was enacted. Did this action reduce economic freedom? Friedman and
Schwartz (1963) argued that deposit insurance was necessary to eliminate
the contagion effect inherent in bank runs. Carr and Mathewson (1989)
present a private interest explanation of deposit insurance. We argue that
this scheme subsidized small banks (typically new entrants) at the expense
of large incumbent banks. If Friedman and Schwartz are correct deposit
insurance would increase national income. According to this interpretation
deposit insurance would be desired by all banks as it would improve
depositor confidence in the banking system. This view would argue for
government rules mandating deposit insurance. These rules could not be
interpreted as reducing freedom as they would be desired by all economic
agents. On the other hand I would argue that such schemes would reduce
national income. Large banks would oppose such rules and small banks
would desire them. Clearly a resolution of this issue is needed for a correct
definition of economic freedom. Clearly such a resolution is not a simple
matter.

(c) Most countries impose restrictions on both the asset and liability
side of a number of financial intermediaries. In Canada, the asset portfolio
of insurance companies is restricted. Are these restrictions reductions in
freedom? Or are these restrictions the result of the most efficient way for
insurance companies to post bonds. The liabilities of insurance companies
are very long-term. Insurance companies can sell insurance policies to
policyholders promising them a particular investment policy. After funds
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are collected insurance companies could change the investment policy to
the detriment of policyholders. Both parties know about the possibility of
such opportunistic behaviour. The problem for the insurance company is
to find the most efficient way to post bonds which guarantee no change in
the riskiness of its portfolio after an insurance policy is purchased. Regula-
tion may be the optimal form of bonding. If such is the case all economic
agents desire such regulation and it cannot be viewed as freedom reducing,.
In addition such restrictions, according to this theory, would not reduce
national income.

These are but three of many examples of the difficulty of defining
which governmental actions reduce economic freedom. In addition to these
difficulties, there are the difficulties of knowing which restrictions on
economic freedom are binding? Which restrictions do economic agents
easily get around? Faced with these difficulties researchers may throw up
their hands and argue that it is impossible to define economic freedom.
However I have taken to heart one of the prime messages of the first
conference that ‘anything worth doing is worth doing imperfectly.” It is
hoped through conferences like these one can slowly converge on the
optimal definition of economic freedom.

The above discussion indicates that a detailed knowledge of each coun-
try examined is needed to even begin to define economic freedom. At the
outset I must admit that [ do not possess this knowledge. I know most about
financial markets in Canada. Next I know about the U.S. situation. How-
ever the farther geographically I get from Canada the less detailed knowl-
edgeI possess. Hopefully the conference will correct some of these defects.
For future research, given the knowledge required for this research, I would
suggest collaborative efforts by scholars chosen from the various countries
to be examined.
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Rating Economic Freedom in the Money
and Capital Market Sectors

Financial Deregulation in the
Seventies and Eighties

The purpose of this paper is to rate the level of economic freedom that
currently exists in the financial sectors of a number of countries. The
countries I propose to examine are Canada, the United States, the United
Kingdom, Japan, West Germany and France. If this exercise were done
twenty years ago for these same six countries I am convinced that the level
of economic freedom in this sector of the economy for all six countries
would be substantially less than it is today. In the "70s and "80s financial
deregulation has played a significant role in raising the level of economic
freedom. Before I embark on the empirical task of rating economic freedom
I would like to address the question of why there has been an almost
universal movement to freer financial markets.

One hypothesis would be that governments value economic freedom
higher today than they did twenty years ago. Unfortunately I do not think
there is any evidence to support this hypothesis. The hypothesis I propose
to explain worldwide financial deregulation is consistent with the private
interest theory of regulation I described in the previous section. I believe
financial regulation was adopted, to a large extent, to protect local monop-
olies. This regulation was in the private interest of the owners of the local
monopolies (or the cartels). This regulation was not in the general public
interest. In the "70s and ’80s financial innovation led to the development of
close substitutes for these monopoly services. With the elimination of the
monopoly, it was no longer in the interest of the former monopolists to
maintain the economic restrictions. As a consequence, these economic
restrictions were abandoned. Consider the following three examples.

(a) Since 1933 commercial banks in the United States had been prohib-
ited from paying interest on demand deposits. In addition the Fed through
Regulation Q limited the interest rate that commercial banks could pay on
time deposits. One interpretation of these interest rate restrictions is that
they were put in place to eliminate commercial bank competition for
deposit funds. These interest rate restrictions in essence enforced a com-
mercial bank cartel. In the late '60s and '70s inflation in the United States
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became both high and volatile. This led to high and volatile interest rates
which increased the cost to depositors of keeping funds in commercial
banks. High and volatile interest rates led to financial innovation. (As the
returns to innovation increase, one would expect anincrease ininnovation).
Brokers developed money market mutual funds which were essentially a
way to pay interest on demand deposit. With the development of this
substitute for a bank deposit, it was no longer in the interest of banks to
have the government maintain interest rate restrictions. In 1980 the Depos-
itory Institutions Deregulation and Monetary Control Act (DIDMCA) was
passed and in 1982 the Garn-St. Germain Act was passed which had the
effect (among other things) of removing interest rate controls on money
It should be noted that this example is consistent with the private interest
theory of regulation. It is difficult to argue that these interest rate restric-
tions were in the public interest from 1930 to 1980 (presumably to prevent
destructive competition in the banking system leading to a complete col-
lapse of the system) and they were no longer in the public interest in the
1980s (when bank failures continued at a significant rate).

(b) Regulationsin the province of Ontario essentially prevented foreign
securities firms from entering the Canadian market. Although some people
argued that it was in the public interest to have the securities industry
controlled by Canadians clearly such protection was in the private interest
of Canadian securities firms. In July 1987 the Canadlan securities market
experienced what became known as the Little Bang. % One of the provisions
of this deregulation was to allow foreign securities firms into the Canadian
market. What is the explanation for this deregulation? I don’t believe that
this deregulation was due to the Canadian authorities finally seeing the
light. This deregulation was forced on the Canadian authorities. Canadian
firms in the 1980s were finding that they had alternatives to raising funds
other than the use of the Canadian capital market. With deregulation in
other countries, Canadian firms could more easily raise funds on world
capital markets and bypass the local securities firms. The Canadian firms
needed international linkages in order to compete. As such Canadian firms
now found it in their interest to have the government allow foreign firms
into the Canadian capital market.” Again this example supports the private
interest theory of regulation.

(c) On October 27, 1986 substantial deregulation occurred for financial
instifutions operating in the City of London (this deregulation was known
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as the Big Bang). On this date the practice of fixed minimum commissions
for trading securities on the London stock exchange was eliminated. This
change was forced on the LSE by the British government. Why did the
British government bring about such a change. Again I would argue that
fixed minimum commissions prevented broker competition and hence was
in the private interest of stock brokers. However since the mid-1970s broker
commissions were being deregulated on world stock exchanges. Investors
could trade stock on a number of world exchanges. Deregulatlon in New
York and other markets forced deregulation in London® Again this exam-
ple supports the private interest theory of regulation. ’

Empirical Rating of Economic
Freedom in Money and Capital
Markets

As instructed I will assign for each category in each country an integer
on a scale of zero to ten. Ten will represent the highest freedom rating and
zero will represent the lowest. It will be obvious that such rating schemes
are highly judgemental. However their main purpose will be in comparing
one country relative to another. Table 2 presents the ratings of each category
for each country.

(a) Regulation of the Central Bank

(i) Is the power of the central bank to print money restricted?

The question of the existence of a central bank should be dealt with
before examining the powers of the central bank. A standard proposition
in monetary theory has been the necessity of government (either acting on
its own or through a central bank) to control the money supply. Almost all
monetary authorities today monopolize the issue of banknotes. The eco-
nomic rationalization for this monopoly has been that the issue of
banknotes is a natural monopoly. Banknote issue is considered a public
good. Recently this view has been attacked primarily by proponents of free
bankmg 0 Free banking advocates recommend abolishing central banks
and allowing for competition among private producers in the issuing of
currency.

I could spend considerable time discussing this issue but unfortunately
for the empirical purposes at hand the issue is moot. All the countries I
examine in this study have active central banks and there s little likelihood
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that this situation will change. If the main purpose of an index of economic
freedom is comparative (either comparing different countries at one point
in time or one country at different points in time) then for present purposes
one does not have to resolve the debate over competitive note issue. Again
this is another example of anissue which is still hotly debated in economics.
It is not an easy matter to decide whether restrictions on private note issue
are in fact restrictions on economic freedom which led to a reduction in
national income.

Thefollowing are the salient points on central banks in the six countries
examined.!

Canada

The Bank of Canada is wholly owned by the government of Canada.
In fact the Minister of Finance holds all Bank of Canada shares. Technically
the Bank is responsible to its sole shareholder, the Minister of Finance. The
Bank of Canada has a statutory duty to maintain the domestic value of the
currency, to control the external value of the currency and to maintain full
employment. The government has the power toissue directives to the Bank.
In practice, the Bank cannot follow a monetary policy different from that
desired by the government and no directives have ever been issued. The
Governor of the Bank of Canada is appointed for a 7 year term and the Bank
is accountable to Parliament.

United States

The Federal Reserve System is a federal government agency consisting
of 12 banks whose stock is owned by commercial bank members. The
Federal Reserve has a statutory duty to supervise the banking system. The
Federal Reserve is responsible to Congress; it must report twice a year on
its policies. This report is to Congress and not to the President or Executive.
The Federal Reserve is formally independent of government; however, as
a practical matter the Fed is in continuous discussions with the Executive
branch. The Chairman of the Federal Reserve System is designated by the
President for a four year term (which is renewable).
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United Kingdom

Since 1946 the Bank of England has been 100% owned by the govern-
ment. The Bank has a statutory duty to supervise the banking system. The
Bank of England is not independent of the government. The Bank is subject
to the directions of Treasury, although in practice decisions over monetary
policy are reached jointly. On a few rare occasions disagreements between
the Bank and Treasury have been publicized. The Bank of England is not
accountable to Parliament although as a matter of courtesy files its annual
report with Parliament. The Governor is appointed by the government for
five years (term is renewable).

Japan

The Bank of Japan is 55% government owned and 45% privately
owned. The Bank has a statutory duty to maintain the domestic value of
the currency and to control credit expansion. Actions such as changes in
banks’ reserve ratios require the approval of the Minister of Finance. Open
market operations and discount rate changes do not require government
approval. The Bank is accountable to the Japanese Diet. The Governor is
appointed by cabinet for a 5-year term (renewable).

West Germany

The Bundesbank is 100% owned by the government. It has statutory
duties to maintain the domestic value of the currency, to supervise the
banking system and to facilitate the clearing of cheques. The government
has separate powers to fix exchange rates and regulate the inflow of foreign
capital. The Bundesbank is independent of parliament and is independent
of the federal government. The federal government may ask for decisions
to be deferred to a maximum of two weeks. The Bundesbank has an
obligation to support the economic policy of the government but the
important point to note is that this obligation is limited by the statutory
duty of the Bundesbank to safeguard the currency. Conflicts between the
Bank and the government have occurred but have not been of great
significance. The Governor is appointed by the President on the nomination
of the federal government for an 8 year term.
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France

The Bank of France is wholly owned by the government. The Bank has
a statutory duty to control credit expansion and to supervise the banking
system. The Ministry of Economics fully controls Bank policy. This control
extends even to the day-to-day operation. There is no accountability of the
Bank to the French Parliament. The Governor of the Bank is appointed by
the President on the advice of cabinet for an indefinite term. The President
can dismiss the Governor at any time.

As the above descriptions of the central banks show, no central bank is
restricted by some external rule in its control of the money supply. A Gold
Standard rule would greatly reduce the discretionary powers of the central
bank. A Gold Standard will not guarantee short-run price level stability but
such a standard would guarantee long-run price level stability. However,
itis unlikely that any country will relinquish control over its money supply
and adopt some sort of commodity standard. A monetary growth rule as
proposed by Milton Friedman would also restrict the arbitrary power of
the central bank. Again none of the six central banks have suchrestrictions.

Statutory restrictions seem the greatest for the Bundesbank. Although
the Bundesbank is required to support the economic policy of the govern-
ment; this support is tempered by its obligation to safeguard the domestic
value of its currency. Because of this obligation I will give the Bundesbank
a rating of 6. The Federal Reserve is technically independent of the execu-
tive branch and I will give ita rating of 5.1 give the central banks of Canada,
UK. and Japan a somewhat lower rating of 4. My reasons are as follows.
All three of these central banks are subject to significant control from the
government of the day. In Canada and the U.K,, the Bank is subject to
government directives. In Japan the Minister of Finance has been noted for
announcing by himself discount rate policy.

In addition these central banks all engage in “moral suasion” in their
conduct of monetary policy. In Canada, the Bank of Canada has made
requests of chartered banks for which they have no legal authority. In the
past the'Bank of Canada has requested that the chartered banks limit their
loans to sales finance companies. Also the Bank of Canada asked the
chartered banks to voluntarily agree to a “secondary reserve ratio” (this
was before a change in the Bank Act which gave such a power to the Bank
of Canada). The implied threat had been that through changes in reserve
requirements (which the Bank has no power to make anymore) or open
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market operations or some other Bank action that banks could be punished
for non-compliance. This use of moral suasion is a fundamental violation
to the rule of law. Fortunately for Canada, as the number of banks have
increased, the use of moral suasion has diminished for obvious reasons.

In the UK., the Bank of England works through conventions and
understandings with the banks.'? The actions of the Bank of England have
been described as conducting business through informal and friendly
conversations as if the Governor was a senior partner in the banking firm
dealing with junior partners (the banks).

In Japan moral suasion is known as “window guidance.” The Bank of
Japan determines each bank’s reserve requirements and informally nego-
tiates each bank’s quarterly lending ceiling. As such it is difficult to expect
individual banks to resist a request from the Bank of Japan to refrain from
selling U.S. dollars.!3 Again such actions are contrary to the basic principle
of the rule of law.

The Bank of France is completely controlled by the government. There
is no restraint on the government’s ability to use the printing presses to
- finance government expenditures. As such I gave the Bank of France the
lowest rating for economic freedom; a rating of 3.

(i) Has the central bank succeeded in providing a stable monetary environment?

The major goal of any monetary system is to provide for a stable
currency so that private contracts can be made with the minimum amount
of uncertainty. In such an environment where the freedom to engage in
exchanges of all kind is maximized, national income will be maximized.
This question can clearly be evaluated more objectively than the previous
question. '

Table 1 presents the inflation rates for our six countries for the last five
years. In terms of average inflation rates Japan and West Germany experi-
enced the lowest inflation rates whereas the U.K. and France experienced
the highest inflation rates. Inflation is a source of government revenue. The
higher the inflation rate the higher is the tax on cash balances. In addition
for tax systems which are not fully indexed, higher inflation rates in effect
mean higher average income tax rates. (These increases in tax rates are
particularly pernicious since they occur without any specific act of parlia-
ment or congress). Finally if inflation is unexpected, this unexpected infla-
tion reduces the real cost of government debt (i.e. this unexpected inflation
is in effect a partial repudiation of the debt).
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Table 1. Inflation Rates 1984-1988*
West
Canada US. UK. Japan  Germany France

1984 43 43 5.1 2.3 24 74

1985 4.0 3.6 6.1 2.0 22 5.8

1986 4.2 2.0 34 0.6 -0.2 2.5

1987 44 3.6 4.2 0.0 0.3 3.3

1988 4.0 4.0 49 0.7 12 27

Mean 4.2 3.5 4.7 1.1 1.2 43
Standard 03 0.8 1.0 1.0 13 4.7
Deviation

*Inflation is measured by the Consumer Price Index. Data is taken from
International Financial Statistics published by the International Monetary Fund.

Economists are concerned not only with average inflation but also the
volatility of inflation. The more volatile inflation, the more unexpected
inflation one will observe. The more volatile inflation the more difficult it
is to negotiate long-term contracts. In the late '70s the high and volatile
inflation rate made it very difficult (and costly) to issue long-term debt.

Hence both high and variable inflation rates are harmful to the econ-
omy and harmful to overall economic freedom. In giving rankings to the
performance of various countries one should note that standards change
over time. After thedouble digit inflation of the "70s, Canada’s inflation rate
of 4% is considered low by most economic observers. However when
inflation reached 4% in the late 1960s this was deemed to be a national
emergency and a Royal Commission was appointed to investigate the
causes of the inflation problem.

Since Japan and West Germany have the lowest inflation rate and
relatively low inflation volatility they receive a rating of 9. Canada has a
slightly higher inflation rate than the U.S. but it has a more stable inflation
rate.Iawarded the U.S. and Canadaarating of 7. France has a slightly lower
inflation rate than the U.K. but the volatility is much greater. I awarded
France a rating of 5 and the U.K. a rating of 6.
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(b) Regulation of the commercial banks

(i) Is there free entry into the commercial banking business?

This again is one of those questions for which there is no easy answer.
Take the example of Canada. Up until the Bank Act of 1981 it was almost
impossible for foreigners to set up a bank in Canada and it was extremely
difficult for new domestic firms to enter the field. (A separate act of
Parliament was required to set up a Bank.) Although new banks were rare,
there were many new entrants into financial institutions which were pro-
viding services which were close substitutes to those provided by banks
(e.g. trust companies, mortgage loan companies, savings and loans, credit
unions, caisse populaires and suitcase banks).

The key question is how effective was the restriction on bank entry?
Although non-bank financial intermediaries could enter, it is important to
note that the banks had a monopoly on the clearing mechanism. Hence
these substitute banks could compete effectively in the provision of time
deposits but couldn’t compete effectively in the demand deposit market.
After 1981 in Canada, a separate act of Parliament was no longer needed to
incorporate a bank, entry of foreign banks were permitted,14 and the
chartered banks’ monopoly of the clearing system was eliminated. Cur-
rently, competition in the banking industry is very healthy in Canada. As
such I give Canada an 8 in ease of entry.

In the U.S,, banks can be incorporated nationally or at the state level.
All national banks have to belong to the Federal Reserve system and state
banks have the option of joining the Federal Reserve system. One advan-
tage of belonging to the Fed is obtaining the cheque clearing services
provided by the Fed. The large number of U.S. banks would be an indica-
tion that entry into the banking field in the U.S. is relatively easy. However
the large number of U.S. banks is partially due to the restrictions on
branching that exist in the U.S. In some cities (e.g. Chicago) banks are only
allowed one branch. In some states banks can branch within the city but
not outside the city. Branching across state lines is forbidden. There are
those who contend that loopholes in the statutes (i.e. the use of bank
holding companies) can be found that do in fact allow for more branching
than would at first appear to be the case. However, it seems clear that the
anti-branching provisions of the federal and state governments severely
limit competition in the U.S. market. Because of these anti-competitive
restrictions I would rate the U.S. banking system a 6 on freedom of entry.
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In the UK, London is a large international banking centre. Foreign
entry is relatively easy although there are some restrictions (the U.K. has
certain reciprocity requirements). In the UK. the Bank of England has the
authority to deny a banking licence. A rating of 8 is given to the UK.

Japan has substantial barriers to foreign banks. There are large admin-
istrative barriers to foreign banks. In addition, domestic banks are granted
more favourable capital-asset ratios. Because of these barriers Japan is
given a 4.

West Germany has a large number of banks (in 1988 there existed 4,438
banks). There are 58 foreign bank branches. In West Germany, there are a
number of conditions to be met in order to obtain a banking licence. Orice
these conditions are met, the banks have a right in law to be granted a
licence. One possible measure of the increasing competition 1n the banking
market is the falling interest rate margins for German banks.® A score of 8
is given to West Germany.

In France banking has a large degree of government involvement.
Three of the four largest retail banks still belong to the state. Because of the
large involvement of government run banks, a score of 2 was given on
freedom of entry into the French banking market.

(ii) Are deposits insured by a government agency?

IntheintroductionIargued that deposit insurance is one of those issues
where the effects on economic freedom are very contentious. The conven-
tional wisdom is that government mandated deposit insurance is in the
public interest protecting against bank runs. This argument depends criti-
cally on the belief that bank depositors face sufficiently high marginal costs
of information that they are unable to distinguish between firm-specific
shocks and industry wide shocks. I reject this argument. I argue that deposit
insurance is in the private interest of smaller banks and is a restriction on
economic freedom. (As such it is very much like the anti-branching provis-
ions in the U.S.). Deposit insurance encourages more risk taking of the
banks and results in more bankruptcies.16

Deposit insurance was first started in Canada in 1967. De jure, the
current limit is $60,000 Canadian but de facto there seems to be no limit. In
the U.S. deposit insurance was initiated in 1934 and the current limit is
$100,000 U.S. Both systems are non-risk rated. A rating of 5 is given to both
Canada and the U.S. In the United ngdom government run deposit
insurance only came into force in 1982.17 The insurance covers 75% of the
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first £20,000 of bank deposits.18 The British system of co-insurance tends to
minimize the moral hazard problem of the insurance scheme. Depositors
still have an interest in monitoring the riskiness of the bank’s portfolio. A
rating of 6 is given to the UK.

Japan has a government run system of deposit insurance that insured
deposits in 1986 to a maximum of 3 million yen. This limit was expected to
increase to 10 million yen. Japan gets a score of 5. West Germany has no
compulsory deposit insurance scheme. Private banks set up their own
Deposit Protection fund in 1976. Given the voluntary nature of the German
scheme, a score of 8 is given.

No evidence of any deposit insurance scheme could be discovered for
France. However, given the fact that three of the four largest banks are
publicly owned the government in effect guarantees bank deposit. A score
of 5 is awarded for France.

(iii) Are there reserve requirements on the banks?

There is an argument in monetary economics that fractional reserve
banking is inherently unstable. One aspect of this argument is that because
of fractional reserves, that in times of banking panics, even very solid and
safe banks will experience runs. This argument depends for its validity on
the same assumptions needed to favour government imposed deposit
insurance. It requires an inability of depositors to distinguish between
firm-secific and industry wide shocks. In such a world only a bank with a
100% reserve will be spared a run. If one believes in free banking then there
is no need to have any imposed legal reserve requirement.19 Banks will
have their own optimal reserve ratio and depositors will know what
reserves each bank maintains.

Hence this is another one of those contentious issues. One school of
thought would argue for 100% reserves. Another would argue that any
formal reserve requirement is an undue regulation on banks. Such reserve
requirements act as a tax on banks (a tax that other financial institutions do
not have to bear and hence impairs the competitiveness of the banks). In
addition these legal reserves perform no economic function. These reserves
cannot be called upon by the bank in times of financial crises.2C

It should be noted that even among economists who favour 100%
required reserves, there would be no agreement that a 30% reserve ratio is
superior to a 20% reserve ratio because there would be no reason to believe
that banks subject to a 30% ratio would have less risky portfolios than banks
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subject to a 20% ratio. Clearly 100% is better than either 30% or 20% but it
is not clear that 30% is superior to 20%.

No country in our sample has 100% reserve requirements. All these
countries have a fractional reserve banking system. From 1960 to 1984 the
average reserve requirement on bank deposits was 6% for Canada, 8% for
the U.S., 7% for the U.K,, 3% for Japan, 11% for West Germany and 4% for
France.?! There is too small a variation to award any difference in scores.
All countries are awarded a 5.

(iv) Are there interest rate ceilings on what the banks can pay on deposits?

Usury laws are perhaps one of the earliest forms of restriction on
economic freedom. Usury laws have been very common in the banking
field. Currently there are no effective restrictions on what banks can pay
on deposits in both Canada and the United States. In the U.S. interest is not
allowed on demand deposits. However the use of NOW and Super NOW
accounts effectively gets around this restriction. Also DIDMCA has gotten
rid of the Regulation Q ceiling on time deposits. Due to this relatively free
environment I will give both Canada and the U.S. a score of 9.

I could find no evidence of effective interest rate restrictions for the U.K.
and West Germany. Both of these countries get a rating of 9.

In France there are no interest bearing current accounts (as is allowed
for in most European countries). In addition, for term deposits below
100,000 francs the maximum rate of interest is 5.5%. Because of these
restrictions on the ability of banks to freely raise deposit funds France gets
a rating of 3.

In Japan interest rates on deposits with commercial and other banks
are limited by ceilings under the Temporary Interest Rates Adjustment Law
and guidelines set by the Bank of Japan. No interest has been allowed on
current accounts since 1944. It is estimated that almost two thirds of
Japanese savings deposits remain under interest rate constraints. The Min-
istry of Finance sets maximum interest rates for money market certificates
$69,000 or lower. Overall, about one third of deposits are under interest rate
controls. This represents a subsidy to Japanese banks. The total value of
these subsidies to Japanese banks has been estimated at about 3.7 trillion
yen or 1% of GNP .2 Because of these substantial interest rate restrictions,
Japan gets a rating of 3.
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(v) Can banks enter the security business?

Banks, almost everywhere, have restrictions on the product lines they
can offer. One important restriction is on the ability of banks to enter the
security business. Firms can borrow either from banks or from capital
markets. Restrictions on the ability of banks to enter the security business
greatly hamper the ability of banks to compete on the asset side of their
balance sheet. I would interpret such restrictions as one impairing eco-
nomic freedom and enacted primarily to protect the private interest of
security dealers. However there is a public interest argument which is
advanced to support this restriction. Suppose a bank owns stock of a certain
corporation. This bank would have a conflict of interest if it decides to make
aloan to this corporation. Because of this potential conflict the government
enacts conflict of interest and self dealing provisions to protect bank
depositors (and possibly certain classes of bank shareholders). Separation
of banks and security dealers is one way to avoid conflict of interest.?*

The important point to note is that conflicts of interest arise very
frequently in economic exchange (this is essentially what economists call
the principle-agent problem). Whenever a broker advises a client to buy or
sell a stock the brokerisin a potential conflict (because he earns commission
on the transaction). Either through bond posting or reputational effect the
conflict will be solved or in the absence of a solution, the acts of advice
giving and stock trading will be separated. If conflicts are so severe, then
the market will by itself separate out the activities which are in conflict.
There is no need for artificial government separation of the activities.

In July 1987 the Little Bang in Canada resulted in brokers and banks no
longer being kept apart. As a result of this deregulation, five of Canada’s
six largest banks rushed to buy brokerage and security firms. Because of
this relative free environment, I will give a 9 to Canada.

The Glass-Steagall Act has kept banks and stockbrokers apart in the
U.S. since 1933. Although the years have seen some erosion of Glass-
Steagall, essentially U.S. banks have been unable to underwrite corporate
securities as many European banks do. Through bank holding companies
there has also been erosion of Glass-Steagall. The U.S. Congress is currently
considering changesto Glass-Steagall.25 Inaddition, at the beginning of this
year the Fed decided to allow bank holding companies to underwrite
corporate debt and to consider allowing them to underwrite corporate
equities within a year. As of now there are still substantial restrictions on



Capital Market Controls and Money 133

the ability of banks to underwrite corporate securities. A rating of 4 is given
to the US.

The Big Bang in the U.K. in October, 1986 opened up the possibility of
full membership on the London Stock Exchange to domestic depository
and other financial intermediaries. Prior to the Big Bang there was a
traditional division in the UK. between banks and brokers. Now all large
British and foreign banks have entered the security business either through
merger or starting up new firms. A score of 9 is given to the U.K.

Japanese law allows Japanese banks to own no more than 5% of a
securities firm.2® However there is a substanital loophole in the law. The
law does not stop a bank’s associates from having holdings in securities
firms. In effect Japanese banks do own securities firms. Japanese banks are
allowed to trade in everything but equities and they trade in these through
the security companies they control. It should be noted that new products
introduced by Japanese banks require approval by the Minister of Finance.
Since it would appear that U.S. and Japanese restrictions are similar but the
Japanese restrictions are not as effective. A rating of 6 is given to Japan.

In West Germany, the German universal banks act as brokers, there is
no separate profession of stock broker. A score of 10 is given to West
Germany.

Stockbroking firms in France had until 19887 a monopoly on securities
trading. Last year the capital in France’s 61 stockbrokers was opened up.
Now banks; insurance companies and other financial institutions are al-
lowed equity ownership in the ‘agents de change,” the small number of
companies which essentially run the Bourse.2® Since last year, 30 of the 45
brokers operating in Paris had been bought and major French banks have
been the largest investors. A score of 8 is given to France.

(c) Regulation of Capital Flow

(i) Are there exchange controls?

Canada has no exchange controls. A rating of 10 is given to Canada.

Although the U.S. has no exchange controls, there are certain restric-
tions for security reasons. Receipts of funds from Cuba, the People’s Re-
public of Kampuchea, the Democratic People’s Republic of Korea and the
Socialist Republic of Vietnam are generally prohibited, in addition to
certain types of payments from the Socialist People’s Libyan Arab
Jamahiriya. Also there are certain reporting requirements. Travellers enter-
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ing or leaving the United States carrying more than $10,000 U.S. in cash or
negotiable instruments must report this or face confiscation of the property.
A rating of 9 is given to the United States.

All forms of exchange controls were abolished in the UK. in 1979.
Currently the UK. has no exchange controls. A score of 10 is given.
Similarly West Germany has no exchange controls and a score of 10is given.

Exchange controls were substantially liberalized in Japan under the
Foreign Exchange and Foreign Control Law. The limited exchange control
system is operated primarily by the Ministry of Finance, the Ministry of
International Trade and Industry and the Bank of Japan (acting as the agent
for the government). Unrestricted non-resident accounts in yen may be
opened by any non-resident with any authorized bank in Japan. Both
residents and non-residents may acquire foreign currency deposits with
authorized banks in Japan and the freely exportable limit is 5 million yen.
Overseas deposits by resident individuals up to the equivalent of 10 million
yen are subject to automatic approval by the Bank of Japan. Capital trans-
actions are in principle free unless required to follow certain procedures.
For example, foreign loans by banks are legally subject to prior notice with
a waiting period but in a large number of cases they can be made upon
notification. Because of these restrictions a rating of 7 is given to Japan.

Exchange controls exist in France and are administered by the Bank of
France. In March, 1989, they were liberalized. Now holders of French francs
are able to lend them freely abroad. All inward and outward payments
must be made through approved banking intermediaries by bank transfer.
However individuals may not hold a foreignbank account or haveaforeign
currency account in France. Itis expected that these controls will disappear
by the end of next year. France is awarded a score of 4.

(ii) Can foreigners invest freely in the domestic economy?

There are a number of restrictions on foreign investment into Canada.
There are specific restrictions in the financial, broadcasting and uranium
sectors. For example, foreign schedule B banks are limited to 16% of the
market 2’ Inward direct investment is governed by the Investment Canada
Act. Under the terms of this act, new foreign investments are in general
subject to notification requirements but not to review.2® Direct acquisition
of businesses with assets over $5 million and indirect acquisitions for
business exceeding $50 million are subject to review. Acquisitions below
these limits and investments in new businesses in “culturally sensitive”
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sectors may also be reviewed.®! Investment subject to a review must be
shown to yield net benefit to Canada. There is alarge amount of subjectivity
in this test. Under this rule the Canadian government can either encourage
or discourage foreign investment. Although investment controls in Canada
in the 80s are substantialty more liberal than they were in the 70s, Canada
still has in place extensive controls over foreign investment. A score of 4 is
given to Canada.

Inthe U.S. investments in banks are subject to federal and state banking
regulations. Ownership of U.S. agricultural land by foreigners (or by U.S.
corporations which is more than 5% foreign owned) must be reported to
the U.S. Department of Agriculture. Also certain states impose restrictions
on purchase of land by foreign nationals. The Trade Bill of 1988 required
review of certain foreign takeovers of American firms and allowed the
President to oppose takeovers in industries which would endanger na-
tional security. National security is interpreted to include among others the
oil, natural resources and defence sectors. By March of 1989 the Pentagon
was reviewing 35 proposed takeovers and was under pressure to even be
more active in this field. National security may become the catch-all cate-
gory in the U.S. just as culturally sensitive industries play the same role in
Canada. Nevertheless the U.S. has less stringent foreign investment con-
trols than Canada. I rated the U.S. a score of 7.

There are no general restrictions on foreign ownership in the U.K. With
the exception of South Africa, both direct and portfolio investments may
be made by foreigners. However, the foreign takeovers of companies that
by their size or nature constitute a vital part of British industry may be
subject to considerations under the Fair Trading Act of 1973. Also the
government has the power under the Industry Act of 1975 to prevent or
undo undesirable takeovers of important manufacturing undertakings. In
1988 the British government imposed a 15% ceiling on non-British
shareholdings in Rolls-Royce (the aero-engine maker privitized in 1987).
As can be seen the British government has discretionary power to oppose
any significant foreign takeover. The power exists, whether the current
government chooses to use it or not. The U.K. gets a score of 5.
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Table 2. Economic Freedom Rating

Weighting
Us. UK. Japan Germany France Canada Factor

(1) Is the power of the central bank to print money restricted?
5 4 4 6 3 4 5%

(ii) Has the central bank succeeded in providing a stable
monetary environment?

6 9 9 5 7 20%

(i) Is there free entry into the commercial banking business?

6 8 4 8 2 8 5%
(ii) Are deposits insured by a government agency?

5 6 5 8 5 5 5%
(iii) Are there reserve requirements on the banks?

5 5 5 5 5 5 5%
(iv) Are there interest rate ceilings on what the banks can pay on deposits?

9 9 3 9 3 9 5%

(v) Can banks enter the security business?

5%

(i) Are there exchange controls?

9 10 7 10 4 10 12.5%
(ii) Can foreigners invest freely in the domestic economy?

7 5 2 9 3 4 12.5%
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Table 2. Economic Freedom Rating

Weighting
us. UK. Japan Germany France Canada Factor

(i) Are there fixed commissions on stock transactions?

10 10 2 2 2 10 5%
(ii) Are there restrictions against insider trading?
2 3 7 9 5 4 10%
(iii) Is there a securities regulator?
3 4 2 8 5 5 10%

6.1 6.3 53 83 43 6.6 100%

In Japan the Foreign Exchange and Foreign Trade Control Law governs
inward investment. The foreign investor must make a report to the Minister
of Finance. The establishment of branch operations, acquisition of a major
equity interest, the acquisition of shares in unlisted companies, the acqui-
sition of 10% or more of shares in a listed company and any change in the
business objectives of a company more than 33% foreign owned all come
under direct investment regulations. These regulations empower requests
or orders for suspension or modification of any aspect of the transaction
that the minister deems to adversely affect Japanese national security,
public order, public safety, the activity of Japanese enterprises in related
lines of activity, the general performance of the economy or for the main-
tenance of mutual equality of treatment of direct investment with other
countries. It will be noted that the Minister can disallow foreign investment
because the foreign competition harms domestic firms. The provisions
place very stringent controls on foreign investment.

In addition the government restricts foreign investment (and private
investment) in water supplies, the postal service, telephone service, telex
and telegram, tobacco, industrial alcohol and salt. Also certain corporations



138 Rating Global Economic Freedom

are listed as “protected corporations” and have a limit on total foreign
ownership in them. Japan gets a score of 2.

West Germany has very little in the way of controls on foreign invest-
ment. Nonresident direct investment, purchases of real estate in Germany
for investment or personal use and purchases of German or foreign equities
do not require approval. The only industry wholly closed to private enter-
prise is the post office. In all industries except banking and insurance 100%
foreign ownership is permitted. West Germany gets a score of 9 on freedom
of investment controls.

The French government requires prior approval for foreign direct
investment in a large number of industries. Direct investments are gener-
ally considered those which acquire 20% or more of outstanding shares.
The Treasury is entitled to issue a finding within 1 month to forbid the
foreign investment should such investment be deemed to jeopardize public
health, order, security or defence. In addition there are restrictions to
foreign investment in a large number of industries. French governments
have traditionally intervened to protect French industry from international
competition.32 The powers of the Ministers in France are notas all pervasive
as those in Japan. France receives a rating of 3.

(d) Regulation of the Stock Market

(i) Are there fixed commissions on stock transactions?

Fixed commissions on stock exchanges is indicative of a broker’s cartel
in stock trading. In Canada stock commissions are subject to individual
negotiations. The Securities Act Amendments of 1975 in the U.S. instructed
the Securities and Exchange Commission to outlaw fixed brokerage rates
on the NYSE. The Big Bang in London brought about freely negotiated
brokerage rates. Each of these countries score 10.

In Japan brokerage fees are charged according to a rigid non-negotiable
schedule set by the Tokyo Stock Exchange and approved by the Ministry
of Finance. Brokerage fees are generally more expensive for large transac-
tions than in other countries but cheaper for small transactions.> Japan gets
a rating of 2. Germany and France also have fixed commissions. They also
receive a rating of 2.

(ii) Are there restrictions against insider trading?
Insider trading laws are perhaps the most debated in deciding their
effect on economic freedom. There are those who believe that insider



Capital Market Controls and Money 139

trading represents a violation of a fundamental trust. On the other side it
is argued that insider trading laws prevent individuals from acquiring
information which is important in stock evaluation. Without the free flow
of information, the whole efficiency of the stock market can be threatened.
I would argue that the market itself can punish any abuse of privileged
position.34 The threat to the free flow of information imposed by insider
trading rules represents a fundamental threat to the efficiency of the stock
market and to fundamental economic freedom. The right to acquire infor-
mation and act on that information is a fundamental economic right.

The Companies Act of 1952 in Canada makes it an offense for a director
to speculate in any of the company’s securities. The main problem was
uncertainty over the meaning of speculation (generally the term only
referred to short sales). The securities act of 1966 required directors to
disclose dealings in their own company shares and stated that if a director
made use of confidential information for his own benefit which if known
publicly would affect the price of shares, the director is liable for compen-
sation to any person or companies for losses suffered.

In 1988 new insider trading rules were introduced in Ontario which
gave the Ontario Securities Commission (OSC) a much wider latitude in
introducing circumstantial evidence. The use of circumstantial evidence in
criminal prosecutions cannot be considered as one which accords with the
basic principles of justice. Also the definition of an insider was widened to
include so-called tipees—any investor who receives confidential informa-
tion not available to the marketplace in order to make trading profits. This
definition would seem to include any entrepreneur who invests resources
to uncover valuable information. Is it desirable to forbid company execu-
tives, lawyers, secretaries, analysts, arbitrageurs, investment bankers,
shop-floor workers and middle managers from trading in company stock?
Calling these people insiders will certainly discourage the collection of
valuable information. In addition insider trading penalties were increased
from a $2,000 fine and/or a 6-month jail term to a fine up to 3 times the
insider trading profits and /or two years in ]all ® Given Canada’s extensive
insider trading regulations (although there have been very few prosecu-
tions) a rating of 4 is given to Canada.®

Insider trading prosecutions have been very frequent in the U.S. and
very rare in Canada. At the end of 1988, President Reagan signed a bill
increasing insider trading penalties and making companies potentially
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liable for insider trading by their employees. Maximum criminal penalties
are now 10 years and the maximum fine is $1 million for individuals and
$2.5 million for corporations. This bill allows the SEC to seek civil fines
against companies if they “knowingly or recklessly” fail to detect and
prevent insider trading by their employees. Because of the large number of
prosecutions, a rating of 2 is given to the U.S.

The Companies Act of 1985 in the U K. defines the circumstances where
directors are not allowed to deal in shares of the company: when there are
price sensitive matters under discussion and 2 months prior to the an-
nouncement of results and dividends. The Financial Services Act of 1986
gave the Secretary of State the power to appoint inspectors to investigate
possible insider trading. A legal problem in the definition of an insider
revolved around the meaning of the word “obtained.” The trial judge in
the Fisher case (a London barrister and businessman charged with insider
trading) acquitted Fisher because he ruled Fisher was given the information
and did not actively seek it. The Law lords recently ruled on appeal that
people who deal in shares on the basis of what they know to be unpublished
price-sensitive information are guilty of insider trading no matter how the
information came into their possession. At the time of this ruling in April
of 1989 the Department of Trade and Industry had 45 cases of insider
trading under various stages of investigation. In the U.K. insider trading is
a criminal offence punishable with jail terms up to 7 years. A rating of 3 is
given to the UK. ’

Insider trading isillegal in Japan but the definition of an insider is fuzzy
and it is not clear what constitutes inside information. Violations of the
insider trading law are not subject to criminal penalties. As a result, up to
now, insider trading has not been taken too seriously in Japan. In May of
1988 Japan introduced a tougher new insider trading regulatory code. It is
not clear whether this is an effective code. A rating of 7 is given to Japan.

West Germany has no legislation concerning insider trading. As such
arating of 9 is given.

Since 1967 the “Commission des Operations de Bourse” has imposed
criminal sanctions for insider trading and the spreading of false or mislead-
ing information. In addition directors and certain designated employees
are required to disclose stock exchange transactions in their company’s
stock. French authorities have a reputation for lax enforcement of insider
trading rules. As a consequence France receives a rating of 5.
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(iii) Is there a securities regulator?

Here as in all questions of regulation there are the two opposing
theories of regulation. One would be that securities regulation is in the
public interest ensuring a well-run securities market and protecting the
consumer of security services. The other theory of regulation would argue
that this regulation is protectionist and favours private interests. We will
take this latter interpretation and assume that over-all the securities regu-
lator infringes on economic freedom.

In Canada securities regulation is a provincial matter. There is no
federal regulator. Canada does have active provincial regulators. The fact
that there are 10 separate regulators does provide some competition in the
regulatory market. This impinges on the ability of regulators to control the
market. Too stringent regulation may cause firms to move to other prov-
inces. As such a rating of 5 is given to Canada.

The U.S. does have a very active federal securities regulatory. The
Securities and Exchange Commission (SEC) regulates almost every aspect
of the securities industry. The U.S. receives a rating of 3.

The Big Bang in London brought about a new system of regulation of
the investmentbusiness. This new system has been described asa ‘structure
of self-regulation within a statutory framework.” Regulation depends on
the specific rules established by the Securities and Investment Board (SIB -
consists of 18 members appointed by the Secretary of State and the Gover-
nor of the Bank of England),37 the various Self Regulatory Organizations
(SRO’s), Recognized Investment Exchanges (RIE’s) and Recognized Profes-
sional Bodies (RPB's).

It should be noted that the SIB has similar authority to the SEC.
However because of the existence of competing regulatory bodies a rating
of 4 is given to the UK.

In Japan the 1948 Securities Exchange Law created a Securities and
Exchange Commission but it was abolished in 1952. The Department of
Securities administers security regulation under the direction of the Fi-
nance Minister. Hence the Finance Minister is the chief securities regulator.
This sytem is inferior to an SEC system because there is no independence
of the regulator from the government. The government is the regulator
itself. Such a system has the potential of involving more rent seeking
activity than a SEC system. A score of 2 is given to Japan.
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The securities market in Germany is basically self regulatory. There is
no securities act comparable to the U.S. or Canada. There is no regulatory
agency like the SEC. The self governing stock exchanges (of which there are
8) make their own rules concerning the trading of securities. A score of 8 is
given to West Germany.

The Commission des Operations des Bourse (COB) was created in 1967.
It supervises the public insurance and trading of securities similar to the
SEC. However unlike the SEC, the COB cannot prosecute offenders, has a
small budget and only about 13 investigators. France gets a rating of 5.

Overall Rating and Conclusions

There is no easy way to arrive at an overall rating for each country. Twelve
ratings have been given to each country in four categories. I propose to give
each category a weighting of 25%. Within each category the weighting
scheme is shown in Table 2. The provision of a stable monetary environ-
ment is considered to be essential to the freedom of contract. This gets a
weight of 20%. The five questions on regulation of banks each get equal
weight of 5% and the two questions on regulation of capital flows get equal
weight of 12.5%. In the regulation of the stock market the question of fixed
commissions gets a weight of 5% and the other two questions get a weight
of 10%.

West Germany with a rating of 8.3 ranks number 1 in terms of economic
freedom in money and capital markets. Canada, U.S. and the UK. are for
all practical purposes tied for second place with ratings between 6.1 and
6.6. Japan ranks next with a rating of 5.3 and the worse performance is
recorded by France with a rating of 4.3.

Notes

11t should be noted that a particular data set is used to define money.
One would need another data set to test the proposition that money
influences prices.
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2 One could debate fora long time which definition of national income
to choose. Regardless of the definition, one would want to define income
as permanent income.

Also see Rothbard (1988).

* This is consistent with the view of Milton Friedman that although
monopoly can exist in the short-run it cannot exist in the long-run (unless
itis fully protected by government).

5 It should be noted that the 1933 prohibition of interest on demand
deposits was not repealed. However banks were allowed to issue negotia-
ble order of withdrawal (NOW) accounts which were in effect a way of
1ssu1ng interest-bearing demand deposits.

Deregulatlon of the London security market in October 1986 was
known as the Big Bang.

7 A similar story could be told about transportation deregulation.
Airline deregulation in the U.S. forced similar deregulation in Canada. A
large part of the Canadian population have easy access to U.S. airports.
Similarly, U.S. trucking and train deregulation forced Canadian deregula-
tion. Goods going from Vancouver to Montreal could just as easily use U.S.
routes as Canadian routes.

8 One may ask why it was necessary for the government to force the
LSE to change its rule. Why didn’t the LSE change the rules by itself. A
possible answer to this question is that not all brokers would be hurt by
international competition. Those brokers dealing in securities which were
listed solely on the LSE would not be hurt by international deregulation.
Clearly, international competition would reduce political support for fixed
minimum commissions and with reduced political support such a policy
was no longer politically viable.

? This example traces British deregulation to U.S. deregulation. Com-
missions on the NYSE were deregulated in the mid-1970s. One can ask what
started this whole process off. Why did the NYSE deregulate commissions.
A possible answer is that financial institutions were accounting for a larger
and larger share of trading volume of the NYSE. The development of
computers allowed large institutions to trade blocks of share off the NYSE.
To be competitive, the NYSE had to reduce commission fees for their
customers. Hence this example also illustrates the importance of substitute
products in eroding monopoly positions.
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10 The modern attack on this view started with Klein (1974). For a
com})llete analysis of the free banking position see Selgin (1988).

The description of the activities of the central banks is taken from
Fair (1979).

12 6ee Revell (1973).

13 It should be noted that the Federal Reserve is not adverse to making
such requests. However, with the large number of U.S. banks such arequest
is bound to be ineffective.

" These foreign banks are known as Schedule B banks. They are
restricted in their ability to branch and on the share of the market they are
allowed. The recent Canada-U.S. Free Trade Agreement has freed U.S.
Schedule B banks from these restrictions.

15 Brom 1983 to 1987 interest rate margins fell by about .4 of a per cent.

16 Not one Canadian bank failed during the Great Depression but there
were bank failures after deposit insurance was introduced in 1967.

17 Building societies have their own scheme.

18 Foreign banks can be exempted if they have their own scheme in
their home country.

19 The Bank of Canada is proposing a complete abolishment of reserve
requirements for the Canadian banking system.

20 This was a bitter lesson that U.S. banks discovered during the Great
Depression.

21 This data is taken from Brock (1989). It is interesting to note that many
Latin Americanand African countries have both high reserve requirements
and highinflation rates. For Latin American countries reserve requirements
are in the 30 to 40% range.

22 gee Euromoney, February 1988, p. 37. It should be noted that these
interest rate controls exist in Japan in spite of attempts at deregulation. In
addition, it should be noted that some observers claim that Japanese banks
do in fact get around some of the interest rate controls. If this is the case
the estimate of the subsidy will be on the high side.

28 Part of this is due to the desire of regulators to restrict the riskiness
of banks’ portfolios in a regime of non-risk rated deposit insurance.

U1, Canada, no one can own more than 10% of a chartered bank. The
rationale for this restriction is to prevent the bank from self-dealing (e.g.
making loans to its major shareholder). Such restrictions prevent the exis-
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tence of major shareholders and this may very well prevent significant
shareholder monitoring of management because of the free rider problem.

25 As of September 30, 1986 there were 6,550 bank holding companies
in the U.S. Through this form of organization U.S. banks have been able to
avoid some of the anti-branching restrictions and some of the product line
restrictions imposed on them.

26 This rule is known as Article 65 and dates back to the time of U.S.
occupation. Essentially Article 65 is importation by the occupation admin-
istrators of Glass-Steagall into Japan.

2 The year of Le Petit Bang. The monopoly existed from the time of
Napoléon. :

2 The monopoly was broken primarily because of the development of
substitutes. It was estimated that at the height of the bull market, the LSE
traded 25 to 30% of the shares of the top quarter of French companies. See
International Management, January 1989, p.18.

2% Under the Free Trade Agreement, U.S. banks are exempt from this
restriction.

O For US. companies, the Free Trade Agreement has modified these terms.

31 As one can imagine industries try to convince the government that
they are culturally sensitive in order to receive protection from foreign
competition.

2 Sometimes the French government has prevented takeovers by
increasing the cost to the foreign firm of the takeover. Suchactions asasking
for guarantees to keep the management French and to ensure all French
nationals keep their jobs are typical examples.

3% As would be expected average commissions on the TSE are higher
than those charged on the NYSE. With more and more international com-
petition, this differential may be difficult to maintain.

341f a firm deems that trading by certain individuals could be harmful
to its owners, then employment contracts can have clauses which prevent
such trading.

3% It should be noted that after the Boesky case in the U.S., the OSC
spentalmost 2 years and $1 million investigating insider trading. Asaresult
of this investigation, 3 individuals face losing their rights to trade stock for
using6 information to make trading profits. -

Canada has had one high profile insider trading case and the gov-
ernment (of British Columbia) lost this case; the case of the former Premier
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of British Columbia (William Bennett, Jr.) trading in the shares of Doman
Industries Ltd.

37 The SIB is the overall regulatory agency under the Act. It can
investigate and prosecute. The SIB has the power to withdraw or suspend
authorization to carry on an investment business if a firm fails the ‘fit and
proper test.”
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Discussion

Tom DiLorenzo suggested that there is over $100 billion per year allocation
of U.S. government loans, loan guarantees, and government sponsored
enterprises like Fanny-May and Ginny-May and off budget items that
crowds out private allocations for which some sort of measure should be
made. Walter Block liked the table at the end and felt that the weights were
reasonable, but would change the rating on the U.S. for insider trading to
a2 rather than a 5. He also saw no difference between government deposit
insurance and government house insurance, and thus felt it should be
privatized from the perspective of economic freedom. Portfolio regulation
on insurance companies is also an abridgement of freedom. Similarly stock
market regulation is also a restriction on economic liberty. It is a restriction
on a private company, the stock exchange, who agree on the rules for
whoever wants to play. The fractional reserve system seems to require the
government to intervene in the face of banking bankruptcy, and Block saw
no economic justification for such a stance as it prevents bankruptcy from
playing its role in the economic system. Milton Friedman asked Walter
Block whether government provisions for bankruptcy reduce economic
freedom, to which Block responded, “yes.” Friedman pointed out that
bankruptcy is a legal arrangement by which bad debts are allocated, and
may not qualify as a restriction. Bernard Siegan indicated that bankruptcy
provisions were considered by Justice Marshall in 1827 as a violation of the
obligation of contract clause of the Constitution unless both parties agreed.
But more to the point of the paper, he did not see a consistent thread of a
maximization of economic liberty through the absence of coercion. Carr
replied that in the paper he looked at how restrictions affected economic
well-being. If there are restrictions that are meaningful, then they have to
be judged by some standard. If they reduce freedom to transact in financial
markets, then they reduce economic well-being.

Edward Crane did not like the 5 given to the U.S. for deposit insurance
which he feels should be private—if at all. This in turn would give rise to
a demand for a market accounting of financial institutions’” portfolios. Carr
argued that the ranking reflected relative levels. Canada and the U.S. are
the same so both get a 5. Milton Friedman argued that there may be some
occasions when government interventions are justified. For example, de-
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posit insurance, established in 1934, laid the foundation for recovery from
the Depression. Today there is no justification for such an intervention.
Going back to the bankruptcy issue, he asked Siegan to suggest what
Marshall would have done as an alternative to bankruptcy legislation.
Siegan said suit would be brought against the offender as in any other
failure to pay a contract. Friedman pointed out that the issue is not an
argument of principle since there is government intervention in both
potential processes. The question is which is the most effective way of
enforcing this type of contract. Block maintained that there is a violation of
economic liberty, regardless of economic efficiency. The bankrupt should
be treated as a thief. Clifford Lewis wondered whether market failure was
a good argument for intervention in this context. Friedman remarked that
he, too, was skeptical of many examples of market failure, but insome cases,
you have to choose among alternatives, both of which may be coercive and
lead to a choice that balances among the levels of coerciveness and effi-
ciency.

Carr, responding to the argument that portfolio regulation reduces
economic freedom, suggested that when we observe ubiquitous legislated
rules governing insurance companies portfolios, and we are unable to see
who this benefits in the industry, it may be that it protects freedom. For
example, if the public wants to be protected from a one-time shift in
portfolios by insurance companies, and the least costly way of doing so is
through legislation, then the companies themselves may acquiesce happily.
We cannot just dismiss the rules as freedom reducing. Furthermore, Can-
ada went through the Depression with fractional reserve banking, no
deposit insurance and no bank failures. The only failures have been recent
during the period in which deposit insurance has been in force. There is no
incentive to monitor portfolios now, and the response is clear.

Ed Crane wanted Milton Friedman to reconsider his approach to
market failure. Look at the $200 billion in liabilities to S&L’s the deposit
insurance system has caused, he requested, and consider the problem as a
matter of principle. Tax withholding is another issue that reduces freedom.
Friedman responded that on the tax withholding point, he had supported
it as a measure taken in the midst of the Second World War, but there was
little justification for it in peace time. On the more general point, he agreed
that the government’s action causes incentives that may not be desirable,
but in certain cases, at particular times, the actions are justified. If it needs
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the money to fight a war, it is hard to stand on principle in the face of
necessity. Gerald Scully maintained that Friedman trivialized the differ-
encebetween contractand bankruptcy. Bankruptcy is an ordered allocation
of assets, while enforcement of contract law means rendering a judgment
which may mean payment of more than is currently available and must be
paid over time. Bankruptcy reduces freedom from this perspective. Fried-
man wondered whether driving on the right side of the road reduces
freedom. In Block’s sense, yes, he suggested, but since we need some
mechanism to decide certain issues, he viewed bankruptcy as one set of
rules. Siegan pointed out that the penalty for the contract may affect the
kinds of contracts into which one enters. Bankruptcy is one set of rules,
while the law of contract is another. Friedman argued that in principle,
since some decision must be made about the rules of the contract, bank-
ruptcy is just one set of rules like any other. Carr suggested that bankruptcy
does not prevent contracts. It is for residual claimants. Some way of
allocating assets and settling contracts is needed.

Alan Reynolds felt that changes in economic progress can be related to
economic freedom even though Carr does remark that the levels of eco-
nomic progress are very different and may not be related directly to levels
of economic freedom. DiLorenzo felt that the production function does not
reflect the effects of economic freedom. Carr responded that the production
function is just a method for organizing our thoughts about these issues. If
one wants to do the simple correlation between economic freedom and
GNP, fine, but economic freedom can also be included as an input. Walter
Block was unhappy with identifying economic freedom with economic

“welfare such as GNP. Carr responded that if you accept the production
function in which economic freedom is another factor, then the next step is
to try to get an empirical measure of the inputs. When one tries to get an
empirical counterpart to the theoretical measure, there are problems—the
usual problems. In any production function analysis some method is
needed for deciding what is the “best” definition in the context of some
specific problem. There is no absolute definition of economic freedom.
Using a problem to identify a characterization of economic freedom is the
only way to proceed. There may be better ways to proceed, but he did not
see them on the table.
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Introduction

CONOMIC FREEDOM IS HETEROGENEOUS AND extremely complex. No

doubt, many believe that it is impossible to quantify. In a sense, this is
clearly true—there are so many facets of economic freedom that it is an
impossible task to quantify fully all of its dimensions. However, we believe
that important ingredients of economic freedom can be quantified. The
purpose of this paper is to construct an index which will provide valuable
information on the status of economic freedom across countries and time
periods.
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The paper is divided into five sections. Part I briefly discusses our
concept of economic freedom. Part II analyzes how one might measure
economic freedom in four major areas: (1) time-dimension exchange, (2)
size of government and freedom of domestic exchange, (3) “takings” and
discriminatory taxation, and (4) freedom of international exchange. Part III
briefly explains the construction of an index of economic freedom which
we calculated for 79 countries. Part IV presents our results for 1975, 1980,
1985, and 1988-89. Finally, the concluding section considers some of the
limitations of the index.

What is Economic Freedom?

A short reasonably accurate definition of economic freedom is that it exists
when persons, and their rightfully-owned property (that is, “things” ac-
quired without the use of force, fraud, or theft) are protected from assault
by others. An individual’s private ownership right includes the right to
trade or giverightfully-acquired property to another. Thus, protection from
invasion by others and freedom of exchange are the cornerstones of eco-
nomic freedom.!

Of course, short definitions often raise questions. Some may ask, “What
constitutes an assault?” “Who are the others who qualify for such a role?”
“Does private ownership mean that you can use your property to do
anything you want?” Briefly, we will seek to clarify these points.

What constitutes an assault, or a trespass, or a violation of private
property? The most important property right possessed by a human being
is the right to one’s person. This right is violated when others invade or
infringe upon one’s person without consent. Thus, murder, kidnapping,
assault and battery, and rape are violations of one’s property right to his or
her person. In like manner, violations of one’s property right to physical
objects takes place when others, without consent, invade or otherwise
infringe upon an individual’s passive use of his or her property. Therefore,
actions such as theft, arson, and trespass are violations of private ownership
rights. So, too, are restrictions upon the sale or use of one’s property, as long
as the use of the property is compatible with the rights of others.

The “others” who can qualify for a role as a denigrator of economic
freedom must be human beings. If private property rights are destroyed as
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the result of storm, lightening, wild animals, or “acts of God,” this is not a
violation of economic freedom. Similarly, if people are poor because of
ignorance (the cave men), their unhappy state cannot be characterized as a
violation of economic freedom. Rather, they can properly be seen aslacking
in wealth. Only purposeful human beings can deny economic freedom to
other people.

The economic freedom of an individual is violated as the result of both
“takings” by private criminals and “takings” via the political process.
Discriminatory taxation—that is, taxation for the purpose of providing
goods and transfer payments to others—is a taking, just as stealing is a
taking (Epstein, 1985). It makes no difference that we refer to one as a
“transfer” and the other as “theft.” In terms of economic freedom, the
impact on the victim is the same. In both cases, goods are taken from one
individual without compensation and transferred to another. Similarly,
regulatory activities such as price controls, property-use restrictions, and
trade restrictions often involve the taking from one group with the intent
of providing benefits to another. Like private criminal activity, these, too,
are a violation of economic freedom.

Does this mean that individuals are free to use their private property
in any way that they would like? No, the use rights of a private owner are
limited by the ownership rights of other private owners. Owner A cannot
use his property in a manner that invades or infringes upon the property
rights of B. If A’s violation of B’s property right damages B, A is liable for
the damage. Sometimes these issues are quite complex. If an airplane flies
20 feet over your roof, bursting your eardrums and shaking your dwelling
to bits, this is clearly a private property right violation; but if it flies
overhead at 20,000 feet, itis clearly not. You will probably not evenbe aware
of it. Slrmlarly, a light shined on your house with the power of one lumen
is invisible to the naked eye, and constitutes no violation of your rights. In
contrast, a super powerful beam focused on your house could incinerate it
and everything within? In the former case, your private rights were not
violated, but in the latter case they clearly were abridged. The proper
boundary of private property rights is somewhere between these two
extremes. One of the most important functions of a legal system is the
determination of precisely where the boundary line should be drawnin the
difficult cases. However, the presence of difficult cases does not negate the
general principle: private property provides individuals with the freedom
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to act as long as they do not invade or infringe upon the private property
of others.

Economic freedom can also be viewed within the framework of nega-
tiverightsand positive rights. Negative rights protect people against others
who would invade and/or take what does not belong to them. Since
negative rights are nonaggression rights, all citizens can simultaneously
possess negative rights.4 In order to maintain negative rights, all people
have to do is to refrain from initiating aggression against others and their
property. In contrast, positive rights, such as a “right” to food, clothing,
medical services, housing, or aminimal income level impose “forced labor”
requirements on others. If A has a right to housing, for example, this would
imply that A has a right to force others to provide the housing. But A has
no right to the labor of others. Thus, A cannot possibly have a right to
housing and other things that can only be supplied if they are provided by
other people. Forced (slave) labor is the other side of positive rights. If a
positiveright is going to be achieved, some people will have to give up their
possessions to others. In reality, positive rights are disguised demands for
the forced transfers of income and wealth from some to others. Since
positive rights force some to provide labor to others, they are clearly
inconsistent with economic freedom.

It would be an impossible task to acquire detailed information for
various countries that fully reflects the dimensions and complexity of
economic freedom. However, the core of economic freedom is (a) the
protection of private ownership rights (including one’s property right to
his or her own labor) to things acquired without the use of force, fraud, and
theft, (b) freedom of personal choice with regard to the use of one’s
resources, and (c) freedom of exchange. It is possible to identify major areas
and quantify important indicators of economic freedom in these areas. This
is precisely what we seek to do in this paper.

Quantifying Economic Freedom in Four
Major Areas

Recognizing that the protection of private property, freedom of exchange,
and freedom of choice are the core of economic freedom, we have sought
to quantify economic freedom in four major areas: (1) time-dimension
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exchange, (2) voluntary market exchange, (3) takings and discriminatory
taxation, and (4) exchange across national boundaries. Of course, this list
of components of economic freedom is not exhaustive. In some cases, data
limitations precluded our inclusion of other categories. In other instances,
the availability of data has influenced our choice of variables used to
quantify an element of economic freedom.” However, we do believe that
the four major components included in our analysis capture important
dimensions of economic freedom. We also believe that the variables uti-
lized to measure the components are reasonably good indicators of the
presence or absence of economic freedom across countries within the four
major categories. Let us now turn to the major components of our index
and the variables used as indicators of economic freedom in each area.

Restraint of Time Dimension
Exchange—Instability of Money and
Prices

Monetary instability inhibits freedom of exchange involving time-dimen-
sion contracting (for example, bonds, mortgages, and credit purchases) and
thereby reduces economic freedom. Unexpected changes in the money
supply (and price level) alter the terms of time-dimension contracts. Thus,
monetary instability increases the risk accompanying time-dimension con-
tracts. Potential gains from exchange are lost as the result of this risk ®
The following variables were used to quantify monetary stability: (a)
the standard deviation of the annual growth rate of the money supply
during the last five years, and (b) the standard deviation of the annual
inflation rate during the last five years. Of course, monetary stability and
price stability are linked—variability in money growth creates variability
in theinflation rate. However, some countries use price controls which may
temporarily reduce the measured rate of inflation. Thus, we include both a
price stability measure, as well as a monetary stability measure. In princi-
ple, a country could have arapid increase in the money supply and the price
level without having much variation in the inflation rate or growth rate of
the money supply. In reality, however, that is seldom the case. Countries
with low rates of money growth and inflation also tend to have more
stability in these variables. Correspondingly, countries with high rates of
money growth and inflation tend to exhibit substantially more variability.
Thus, while our measures focus on variability, monetary stability (and price
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stability) is highly correlated with low rates of monetary growth (and low
rates of inflation).

Each country will be ranked on a scale ranging from 0 to 10 for this
component, as well as forall other components of our index. Countries with
stable monetary policies and stable inflation rates are rated high (near the
10end of the scale). In contrast, countries with unstable money and inflation
are given low ratings (near the zero end of the scale).

Size of government—the proportion of
resources allocated via coercion rather
than market exchange

Milton Friedman consistently reminds us that government expenditures
are a better measure of the size (and cost) of government than tax revenues.
The real cost of government—the proportion of output allocated by politi-
cians and other central planners rather than by those who earn it—stems
from government spending, not just taxes. There are two broad functions
of government that are consistent with economic freedom. First, there is the
protective function of government. Government expenditures that protect
the ”life, liberty, and property” of individuals against the invasion of
intruders, both domestic and foreign, are perfectly consistent with eco-
nomic freedom. Second, the theory of public goods explains why certain
types of activities (those for which it is difficult to restrict consumption to
those who pay for the good) cannot easily be provided through market
transactions. Thus, government provision of public goods may also be
consistent with economic freedom. These two functions correspond to
what James Buchanan (1975) conceptualizes as the protective and produc-
tive state.

When government moves beyond these protective and productive
functions into the provision of private goods, it restricts consumer choice
and economic freedom. Most modern governments are heavily involved in
the rechannelling of income toward the production of some commodities
and away from others, operation of businesses, the protection of govern-
ment businesses from the discipline of competition, the forcing of some to
pay for goods that benefit others, the imposition of price controls, and
numerous other expenditures and regulatory activities that have nothing
to do with either the protection of property rights nor the provision of
public goods.
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Given the breadth and magnitude of these activities, precise quantifi-
cation of these activities is an impossible task. However, we have obtained
data on three important indicators of economic freedom in this area. First,
data on total government expenditures (including both central and local
governments) are available. In general, as government expenditures rise
relative to GNP, governments become more heavily involved in activities
thatdo violence to economic freedom—activities beyond the protectiveand
productive functions of government. Therefore, when total government
expenditures of a country are large (and market expenditures small) as a
share of GNP, the country is given a low rating. Similarly, countries with
small government expenditures (and a relatively large market sector) are
rated high.

Second, we have also assembled data on (a) the number of nonfinancial
central government enterprises and (b) the representation of central gov-
ernment enterprises in 10 major industries (for example, steel, hotels, oil
refinery, and airlines) where the argument for government production is
weak. Countries with only a small number of government enterprises are
rated highly. Similarly, countries with only a few government enterprises
in the ten industries where the case for government provision is weak are
given a high rating. In contrast, countries with a large number of govern-
ment enterprises and government enterprises in many industries where
markets work quite well are given a low rating.

The inclusion of the government enterprise data helps to correct a
major deficiency of government expenditures as a measure of the size of
government. The government expenditure variable substantially under-
states the size of government when government-operated enterprises are
widespread. To the extent that the expenditures of government enterprises
are covered by sales revenue, they generally do not appear in the govern-
mentbudget. The sales of the enterprises contribute to private consumption
in the national income accounts. Only the subsidy (or revenue surplus)
enters into the government’s financial accounts. Given this methodology,
government enterprises exert little impact on budgetary expenditures.
Thus, since government enterprises generally operate in a protected, non-
competitive environment, it is vitally important to include a variable that
will, at least partially, capture the contribution of government enterprises
to the size of the government.
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Third, price controls are an important regulatory area where some data
are available (for the late 1980s). When the prices of goods and service are
determined almost exclusively by market forces, a country is given a high
rating. In contrast, countries with widespread use of price controlsare rated
low.

Denial of the right to private
ownership—takings and discriminatory
taxes

Governments can (and should) protect individuals against intruders who
would take items that belong to others. However, governments themselves
are often used as a vehicle for plunder. Often governments tax some in
order to provide transfers or subsidies to others. They sometimes levy high
marginal tax rates which deny individuals the fruits of their labor. Con-
scription is sometimes used to deny directly various segments of the
population the property right to their labor. Such takings and discrimina-
tory taxes are inconsistent with economic freedom.

Economically free people are permitted to reap the fruits of theirlabor.
Income transfers, whether from rich to poor (or as is often the case from
poor to rich), from men to women, or from one race group to another, are
per se violations.” From an aesthetic point of view, it may make some
difference whether funds are taken from people in order to give them to
the poor rather than to the rich. However, from the perspective of economic
freedom, it makes not one whit of difference. In essence, the use of force to
take someone else’s property is theft. It makes no difference what the thief
intends to do with the stolen goods. Neither does it matter whether the theft
takes place via the ballot box, or more directly as in the style of an armed
robber. Thievery is thievery, regardless of motive or method; and itisa clear
violation of economic freedom.

High marginal tax rates are also a form of taking. They take most of the
labor and other earnings of people without even the pretense of providing
them with proportional compensation (for example, government services)
in return. To the extent that they raise revenue, they force some people to
pay for services provided to others. Generally, however, high marginal tax
rates are a very inefficient form of raising government revenue, since
people will often reduce their work effort when a large proportion of their
earnings is taxed away. Thus, high marginal tax rates impose an additional
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cost (and an additional loss of economic freedom) over and above the
revenues transferred to the government. Perhaps the following example
will help illustrate this point. Suppose that the government threw everyone
who earned more than $100,000 per year in jail for six months. In essence,
this is a form of a high marginal tax rate. A tax scheme like this would
substantially reduce economic freedom over and above the revenue it
generated for the government. In fact, it probably would not raise much
revenue. Nonetheless, the impact on economic freedom would be substan-
tial. So it is with high marginal tax rates—they impose a discriminatory cost
on people over and above the cost of the revenue that they generate.

Conscription is perhaps the single most discriminatory tax that is
widely used by modern governments. Some persons are drafted in order
to provide labor services used to supply a government-produced good—
national defense—that benefits all. Of course, protection of the “lives,
liberties, and property” of citizens is a central function of government. But
the cost of this protection should be imposed on all citizens. Singling out a
specific group (for example, young men or young women) to pay for
something that benefits all is a clear “taking.” The military draft falls into
this category and, as such, it is a clear violation of economic freedom.

In an effort to quantify the magnitude of takings and discriminatory
taxes, we developed three variables: (a) income transfers and business
subsidies as a percent of GNP, (b) the maximum marginal tax rate and the
income threshold at which it is applied, and (c) the number of military
conscriptees per 1000 population. Countries with a small transfer /subsidy
sector, low marginal tax rates (and/or high income thresholds for the top
marginal rate), and a voluntary military force (or only a small number of
conscriptees per 1000 population) are awarded high ratings in each of these
categories. In contrast, a large transfer/subsidy sector, high marginal tax
rates (that take effect at a low income threshold), and a large proportion of
military conscriptees results in a low rating.

Restraint of International Trade

Numerous policies ranging from tariffs and quotas to exchange rate con-
trols and limitations on foreign investments reduce the economic freedom
of citizens to exchange with trading partners in another country. Tariff rates
retard exchange across national boundaries. The higher the tariff rate the
greater the restraint of trade. Non-tariff barriers are also an important
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source of restraint on international trade. Unfortunately, the non-tariff
trade restraints are numerous, complex, and heterogeneous. Given the
current state of the data, direct measurement of these non-tariff barriers is
virtually an impossible task.

We developed two variables that provide some insight on the magni-
tude of trade restrictions. First, tax revenue from tariffs and export taxes
were derived. These taxes on international trade can be used to derive an
average (discriminatory) taxrate imposed oninternational trade. Countries
with a low average tax rate (international trade tax revenue divided by the
value of exports plus imports) on international trade were given a high
rating. In contrast, when the average international trade tax rate was high,
the country was assigned a low rating.

Second, we developed a variable designed to provide an indirect
measure of the extent that non-tariff barriers restrain international trade.
We utilized the following equation to derive an expected size of the trade
sector for each country:

Tc = £ (GNP, Pop, tc)
where

Te represents the expected size of the trade sector (one-half of
exports plus imports divided by GNP; all variables were
measured in the domestic currency of each country),

GNP.: is the country’s real GNP per capita measured in U. 5.
dollars,

Popc is the logarithm of the country’s population, and

te indicates the country’s average tax rate on imports and
exports.

If a country is using quotas, exchange rate controls, tariffs so high that
they exclude entry of certain goods, and other regulatory devises to retard
international trade, one would expect that the actual size of the country’s
trade sector would be small relative to other countries of similar size, income
level, and average tariff rate. Therefore, if the actual size of a country’s trade
sector is small relative to the expected size (given the country’s population,
GNP, and average tariff rate), this is indirect evidence that the non-tariff
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trade barriers of the country are high. Such countries are rated low on our
one to ten rating scale. On the other hand, countries with low non-tariff
trade barriers will tend to have a large actual trade sector relative to what
would be expected. When this is the case, the country is given a high rating.

Construction of the Index of Economic
Freedom

Table 1 summarizes the data included in the construction of our indexes.
We constructed indexes for 1975, 1980, 1985, and the late 1980s. As Table 1
illustrates, we were able to obtain the required data for only ten of the
eleven variables in 1975, 1980, and 1985 (the data for the price control
variable were unavailable during these years). All eleven variables were
included in the 1988-89 index. Appendix 1 describes each of the eleven
variables and indicates the data source used for their derivation.®

The actual data for each variable in 1985 was arranged from the highest
(most consistent with economic freedom) to lowest and divided into eleven
intervals of equal size. Therefore, the 9.09 percent of the countries with the
most favorable rating were assigned a rating of ten. The next 9.09 percent
of the countries were assigned a nine, and so on. Thus, the number of
countries receiving any given numerical rating (0 to 10) was roughly equal
in 1985.”

Using the 1985 base year data, the intervals of the actual data that
corresponded to each of the zero to ten ratings were also derived. These
intervals were then used to assign the appropriate rating for each variable
during the other years. Thus, the countries in aggregate can either improve
(or regress), depending on how their ratings in other years compared with
the 1985 base year.

After the actual data for each variable were converted to a zero to ten
scale, we had to decide how the variable would be weighted in the calcu-
lation of a summary index. Table 1 indicates the weight that we utilized for
the major categories (and subcategories) in our calculations. When the price
control data were unavailable during 1975, 1980, and 1985; the other
sub-components in the “size of government” category were given propor-
tionally larger weights. Thus, when constructing the summary index in
1975, 1980, and 1985, the “total goVemment expenditures” variable was
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Table 1: Tabular Presentation of the Components of the Index
1975, 1980, 1985, and Late 1980s
Year
Basic Variable Included (X indicates data were available
Weight In Index during the year)
1975 1980 1985 Late
1980s
22.5% | 1. Money and Prices
(11.25) | A. Standard deviation of the Annual X X X X
Growth Rate of the Money Supply
(last five years)
(11.25) | B. Standard deviation of the Annual X X X X
Inflation Rate (last five years)
30.0% | 1. Size of Government
(10.0) | A.Total Government Expenditures X X X X
as a Percent of GNP
(10.0) | B. Nonfinancial Central
Government Enterprises
(5.0) i. Total Number X X X X
(5.0) ii. Government Enterprise in X X X X
Designated Industries®
(10.0) | C. Price Controls-Portion of X
Economy Subject to Price Controls
25.0% | II.Takings and Discriminary
Taxation
(8.33) | A.Transfers and Subsidies as a X X X X
Percent of GNP
(8.33) | B. Top Marginal Tax Rate (and X X X X
Income Threshold at which it
applies)
(8.33) C. Conscripts per 1,000 Population X X X X
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Table 1: Tabular Presentation of the Components of the Index
1975, 1980, 1985, and Late 1980s
Year
Basic Variable Included (X indicates data were available
Weight In Index during the year)
1975 1980 1985 Late
1980s
225% | IV.Restraint of International Trade
(11.25) | A.Taxes on International Trade as a X X X X
Percent of Exports and Imports
B. Actual Size of the Trade Sector X X X X
Compared to the Expected Size

®The ten designated industries were agriculture, airlines, radio and television
broadcasting, construction material manufacture (e.g., steel or aluminium), chemi-
cals and fertilizers, fishing or mining, hotels and /or theaters, energy production,
pharmaceuticals, and real estate (including housing).

given a 15 percent weight (rather than 10 percent) and each of the two
nonfinancial central government business enterprise variables were given
a weight of 7.5 percent (rather than 5 percent) so that the total weight
assigned to the size of government category would remain at 30 percent. If
a country’s data for a major category were unavailable during a year, the
country was not rated during that year.

Presentation of Results

Table 2 presents the summary index rating and the rating for each of the
four major components that comprise the summary index. Several interest-
ing points are observable from the data of Table 2. First, the data allows
one to pinpoint the areas of strength and weakness for each country. In
some cases, they are quite revealing. For example, consider the data on
monetary and price stability (I) and trade restrictions (IV) for Austria,
Belgium, Germany, Netherlands, and the United Kingdom. In general,
these countries ranked quite high (usually 8 or better) in the areas of
monetary/ price stability and free trade. However, the domestic economies
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of these countries are generally characterized by large government expen-
ditures, high taxes, large transfer sectors, and use of price controls. Thus,
they ranked low with regard to size of government (II) and takings and
discriminatory taxation (III). '

In contrast with most developed countries of Europe, many less devel-
oped countries ranked quite well in the areas of size of government (II) and
takings and discriminatory taxation (III), but low in the areas of monetary
stability and free trade. Costa Rica, Guatemala, Haiti, Honduras, Uruguay,
Bangladesh, and Ghana illustrate this pattern.

Table 2 also illustrates why the summary index is low for Latin coun-
tries, including Argentina, Brazil, Mexico, Peru, and Venezuela. The econ-
omies of these countries are characterized by monetary instability, large
government expenditures, numerous government enterprises, price con-
trols, and trade restrictions. Across the board, the policies of these countries
are in conflict with economic freedom.

Finally, it is comforting to note that countries such as the United States,
Germany, Switzerland, and Japan (particularly in recent years) that have a
reputation for monetary stability rank quite high in this area. In contrast,
countries such as Argentina, Bolivia, Brazil, Peru, Israel, and Mexico (in the
1980s) rank at the very bottom in the area of monetary stability.

What impact does economic freedom have on the growth rate of GNP?
Comprehensive analysis of the issue is a topic for another paper. However,
we will briefly address the issue. Table 3a presents data on the growth rate
of per capita GNP during the 1975-1980 period for the fifteen countries
which had highest (and lowest) economic freedom ratings during this
period. Several of the fifteen lowest rated countries—for example, Italy,
Iceland, Chile, and Egypt—had impressive growth rates during the late
1970s. On the other hand, several countries with a high economic freedom
rating had unimpressive growth rates. Nonetheless, the average annual
growth rate of the fifteen top-rated countries was 3.74 percent, compared
to 1.33 percent for the bottom-rated countries.
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.

Country # | Year L IL M. IV | Summary
(22.5%)|(30.0%)|(25.0%)|(22.5%)| Rating

UNITED STATES 1 1975 9.0 6.5 5.0 7.0 68.00
UNITED STATES 1 1980 10.0 6.5 47 6.5 68.29
UNITED STATES 1 1985 85 6.5 6.3 6.5 69.08
UNITED STATES 1 1988 85 7.0 7.3 7.0 74.21
CANADA 2| 1975 5.5 3.8 6.7 6.0 53.79
CANADA 2 1980 8.5 3.8 6.3 6.0 59.71
CANADA 2| 1985 4.5 33 53 6.5 47.83
CANADA 2 1988 6.5 5.0 6.3 6.5 60.08
AUSTRALIA 3 1975 4.0 6.0 5.7 35 49.04
AUSTRALIA 31 1980 8.0 6.0 53 35 57.21
AUSTRALIA 3| 1985 8.0 48 5.0 3.5 52.63
AUSTRALIA 3] 1988 6.5 5.0 57 3.5 51.67
JAPAN 4 1975 35 73 7.0 6.5 61.75
JAPAN 4 1980 8.0 6.8 7.0 6.0 69.25
JAPAN 4 1985 9.5 7.0 7.3 6.0 74.21
JAPAN 4] 1988 10.0 6.7 73 5.5 73.21
NEW ZEALAND 5 1975 4.0 5.0 53 4.0 46.33
NEW ZEALAND 5] 1980 6.0 5.0 4.0 4.0 47.50
NEW ZEALAND 5] 1985 6.5 4.5 3.3 45 46.58
NEW ZEALAND 5 1988 35 57 53 3.5 46.08
AUSTRIA 6| 1975 8.0 15 4.3 6.0 46.83
AUSTRIA 6| 1980 85| 15 4.0 6.5 48.25
AUSTRIA 6! 1985 9.0 1.5 27 7.0 47.17
AUSTRIA 6| 1988 10.0 27 4.0 6.5 55.13
BELGIUM 7| 1975 70 53 1.7 9.5 57.04
BELGIUM 7 1980 9.0 43 27 9.5 61.04
BELGIUM 7] 1985 10.0 4.3 2.0 10.0 62.75




168 Rating Global Economic Freedom

Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.
Country “# | Year L IL IIL IV | Summary
. (22.5%)|(30.0%)|(25.0%)((22.5%)| Rating

BELGIUM 7] 1988 9.5 3.5 27 9.5 59.92
DENMARK 8 1975 5.5 20 27 5.5 37.42
DENMARK 8 1980 9.5 2.5 4.0 55 51.25
DENMARK 8 1985 5.0 2.5 40 6.5 43.38
DENMARK 8 1988 6.0 42 4.0 55 48.38
FINLAND 9 1975 4.5 4.0 27 45 38.92
FINLAND 9 1980 6.5 4.3 2.0 5.0 43.63
FINLAND 9 1985 8.5 4.0 23 45 47.08
FINLAND 9 1988 7.0 4.2 23 45 44.21
FRANCE 101 1975 8.5 3.0 3.0 7.0 51.38
FRANCE 10y 1980 10.0 5.5 27 7.0 61.42
FRANCE 10| 1985 7.5 5.0 1.7 7.0 5179
FRANCE 10 1988 7.5 52 27 7.0 54.79
GERMANY 11 1975 8.5 33 4.0 8.5 58.00
GERMANY 11 1980 8.5 33 43 8.5 58.83
GERMANY 11 1985 10.0 25 3.0 9.0 57.75
GERMANY 11 1988 10.0 48 4.0 9.0 67.25
ICELAND 12 1975 35 38 6.5 1.5 38.75
ICELAND 12| 1980 20 4.3 6.5 20 38.00
ICELAND 12 1985 1.0 38 5.5 25 32.88
ICELAND 12 1988 3.0 4.3 10.0 0.0 44.50
IRELAND 13| 1975 5.0 3.5 4.0 6.5 46.38
IRELAND 13| 1980 5.0 33 43 75 48.71
IRELAND 13 1985 6.0 28 3.3 8.5 49.21
IRELAND 13 1988 8.5 42 3.7 7.5 57.67
ITALY 14| 1975 5.5 1.0 33 7.0 39.46
ITALY 14| 1980 8.0 1.0 33 6.5 43.96
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.

Country # | Year L. II. III. IV | Summary
(22.5%)|(30.0%)|(25.0%)[(22.5%)| Rating

ITALY 14| 1985 7.5 0.8 2.0 7.0 39.88
ITALY 14 1988 9.0 22 3.7 6.0 49.42
NETHERLANDS 15 1975 6.5 45 27 85 53.92
NETHERLANDS 15 1980 8.5 40 23 9.5 58.33
NETHERLANDS 15 1985 8.5 3.5 23 10.0 57.96
NETHERLANDS 15 1988 5.5 47 20 9.5 52.75
NORWAY 16| 1975 9.0 15 1.3 7.5 44.96
NORWAY 16| 1980 7.5 2.0 0.7 8.0 42.54
NORWAY 16| 1985 6.0 1.0 17 7.5 3754
NORWAY 16| 1988 5.0 2.0 20 6.5 36.88
SPAIN 17| 1975 7.5 4.0 4.0 4.0 47.88
SPAIN 17| 1980 6.5 25 27 4.0 37.79
SPAIN 17| 1985 9.0 15 20 5.0 41.00
SPAIN 17| 1988 8.5 3.0 3.0 5.0 46.88
SWEDEN 18] 1975 85 2.0 2.0 5.5 42.50
SWEDEN 18| 1980 8.0 15 1.0 5.5 37.38
SWEDEN 18 1985 5.0 1.0 0.7 6.5 30.54
SWEDEN 18] 1988 8.5 27 0.7 6.0 4229
SWITZERLAND 191 1975 8.0 7.0 5.0 5.0 62.75
SWITZERLAND 191 1980 6.5 7.0 5.3 6.5 63.58
SWITZERLAND 191 1985 8.5 6.5 6.3 6.0 67.96
SWITZERLAND 19| 1988 9.0 7.0 6.7 6.0 71.42
UNITED KINGDOM 20 1975 45 3.5 6.7 8.0 55.29
UNITED KINGDOM 20 1980 6.5 4.0 4.3 7.5 54.33
UNITED KINGDOM 20( 1985 8.0 3.3 47 8.5 58.54
UNITED KINGDOM 20 1988 9.5 53 6.0 8.0 70.38
ARGENTINA 21 1975 0.0 6.0 3.3 1.5 29.71
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.
Country # | Year L IL M. IV | Summary
(22.5%)|(30.0%)|(25.0%)((22.5%)| Rating

ARGENTINA 21 1980 0.0 5.0 4.0 2.0 29.50
ARGENTINA 21 1985 0.0 28 37 1.5 20.79
ARGENTINA 21 1988 0.0 27 7.0 1.5 28.88
BOLIVIA 22 1975 1.5 10.0 7.0 35 58.75
BOLIVIA 22 1980 20 7.5 6.0 1.0 44.25
BOLIVIA 22 1985 0.0 53 6.7 5.0 43.67
BOLIVIA 22 1988 0.0 5.8 9.0 5.0 51.00
BRAZIL 23 1975 5.0 48 57 6.0 53.17
BRAZIL 23 1980 1.0 48 57 5.5 43.04
BRAZIL 23 1985 0.0 20 47 6.0 3117
BRAZIL 23 1988 0.0 0.7 73 55 32.71
CHILE 241 1975 0.0 6.3 1.7 4.5 33.04
CHILE 24 1980 0.0 75 43 4.0 42.33
CHILE 24, - 1985 4.0 6.0 3.3 45 45.46
CHILE 24 1988 3.0 7.0 43 55 50.96
COLOMBIA 25 1975 4.0 6.8 7.0 25 52.38
COLOMBIA 25 1980 7.0 6.8 5.7 20 54.67
COLOMBIA 25 1985 7.5 6.5 7.0 20 58.38
COLOMBIA 25 1988 5.5 6.3 8.3 25 57.83
COSTA RICA 26| 1975 3.5 9.3 73 35 61.83
COSTARICA 26| 1980 4.0 7.0 6.7 3.0 53.42
COSTARICA 26| 1985 1.0 6.8 6.0 2.5 43.13
COSTARICA 26| 1988 0.5 6.3 77 3.0 45.79
DOM REP 27 1975 25 7.0 7.0 35 52.00
DOM REP 27] 1980 3.0 70 9.5 1.0 53.75
DOM REP 27 1985 1.5 73 6.7 35 49.67
DOM REP 27 1988 1.5 45 6.3 35 40.58
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.

Country # | Year L IL. III. IV | Summary
(22.5%)|(30.0%)|(25.0%)((22.5%)| Rating

ECUADOR 28 1975 1.5 8.3 6.7 3.5 52.67
ECUADOR 28| 1980 4.0 7.0 6.0 25 50.63
ECUADOR 28 1985 3.0 7.5 47 3.0 47.67
ECUADOR 28| 1988 2.0 5.0 5.0 4.0 41.00
EL SALVADOR 29 1975 5.0 9.8 73 5.0 70.08
EL SALVADOR 29 1980 20 9.3 6.7 3.5 56.79
EL SALVADOR 29| 1985 35 8.8 47 15 49.17
EL SALVADOR 29 1988 2.5 93 4.3 2.0 48.71
GUATEMALA 30 1975 4.0 9.5 9.0 2.5 65.63
GUATEMALA 30 1980 3.5 9.3 9.0 15 61.50
GUATEMALA 30| 1985 2.5 9.5 6.7 25 56.42
GUATEMALA 30| 1988 1.0 83 6.3 1.5 46.46
HAITI 31 1975 3.5 9.0 10.0 1.0 62.13
HAITI 31 1980 2.0 8.8 10.0 15 59.13
HAITI 31 1985 45 6.3 7.5 15 51.00
HAITI 31 1988 3.0 5.5 10.0 15 51.63
HONDURAS 32; 1975 4.5 9.0 10.0 45 72.25
HONDURAS 32| 1980 4.5 9.3 9.5 50 72.88
HONDURAS 32 1985 8.5 9.3 7.0 20 68.88
HONDURAS 32 1988 80| 93 7.0 20 67.75
JAMAICA 33| 1975 3.5 4.0 4.5 5.0 42.38
JAMAICA 33 1980 3.0 33 0.0 7.0 3225
JAMAICA 33| 1985 4.0 28 1.0 10.0 42.25
JAMAICA 33| 1988 1.0 25 8.0 9.0 50.00
MEXICO 34 1975 45 53 53 25 44.83
MEXICO 34] 1980 7.0 4.8 53 35 51.21
MEXICO 34 1985 15 43 57 45 40.42
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.
Country # | Year L IL. II1. IV | Summary
(22.5%)|(30.0%)|(25.0%)|(22.5%)| Rating

MEXICO 34 1988 0.5 28 73 3.0 34.71
NICARAGUA 35 1975 1.5 9.3 8.0 35 59.00
NICARAGUA 35 1980 1.0 73 7.0 20 46.00
NICARAGUA 35 1985 0.5 0.0 33 3.0 16.21
NICARAGUA 35 1988 0.0 45 2.0 40 27.50
PANAMA 36 1975 4.0 73 73 6.5 63.71
PANAMA 36 1980 7.5 6.5 7.0 55 66.25
PANAMA 36 1985 50 5.5 6.3 4.0 52.58
PANAMA 36 1988 9.0 47 6.3 3.0 56.83
PARAGUAY 37 1975 30 9.5 6.0 0.5 51.38
PARAGUAY 37 1980 4.5 9.5 6.0 20 58.13
PARAGUAY 37 1985 20 9.0 7.3 35 57.71
PARAGUAY 37 1988 4.0 8.0 7.0 3.5 58.38
PERU 38 1975 3.0 5.0 6.0 20 41.25
PERU 38 1980 1.0 53 57 3.0 38.92
PERU 38 1985 0.0 6.3 5.0 20 35.75
PERU 38 1988 0.0 55 6.0 1.0 33.75
URUGUAY 39 1975 1.5 6.8 6.7 3.0 47.04
URUGUAY 39 1980 1.5 73 8.0 0.5 46.25
URUGUAY 39 1985 1.0 7.3 8.0 20 48.50
URUGUAY 39 1988 2.0 6.5 7.7 1.0 45.42
VENEZUELA 40 1975 1.5 45 8.0 45 47.00
VENEZUELA 40 1980 4.0 6.3 77 40 55.92
VENEZUELA 40 1985 40 45 7.7 25 47.29
VENEZUELA 40 1988 1.5 47 83 3.0 44.96
CYPRUS 41 1975 5.5 6.3 35 4.0 48.88
CYPRUS 41 1980 6.5 6.8 20 5.0 51.13
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.

Country # | Year L IL II. IV | Summary
(22.5%)|(30.0%)|(25.0%)|(22.5%)| Rating

CYPRUS 41| 1985 40 65 20| 55 45.88
CYPRUS 41| 1988 8.0 47 17{ 40 45.17
EGYPT 42| 1975 5.0 13 10| 45 27.63
EGYPT 42| 1980|- 30| 25 13| 45 27.71
EGYPT 42| 1985 6.0 15 27| 45 34.79
EGYPT 42) 1988 60| 27\ 30 40 38.00
GREECE 43| 1975 65 6.8 43| 35 53.58
GREECE 43| 1980| 85 48 23| 35 47.08
GREECE 43| 1985 8.5 3.0 13 5.0 4271
GREECE 43| 1988 85 23 23 5.0 4321
ISRAEL 44| 1975 0.0 1.0 05 4.5 14.38
ISRAEL 44| 1980 00 13 07| 70 21.17
ISRAEL 44| 1985 0.0 0.8 13 6.5 2021
ISRAEL 44| 1988 0.0 05 2.0 6.5 21.13
MALTA 45| 1975 75 20 6.5 7.0 54.88
MALTA 45| 1980| 75 40 43 75 56.58
MALTA 45| 1985 65 25 43 7.0 4871
MALTA 45| 1988 90[ 20 43 7.0 52.83
PORTUGAL 46| 1975 35 5.0 10| 40 34.38
PORTUGAL 46| 1980 60| 23 13 6.0 37.08
PORTUGAL 46| 1985 6.0 18 23 75 41.46
PORTUGAL 46| 1988| 30| 23 37| 70 38.67
SYRIA 47| 1975 20/ 38 50/ 35 36.13
SYRIA 47| 1980| 50 75 50 25 51.88
SYRIA 47| 1985 6.0 1.0 1.0 1.0 21.25
SYRIA 47| 1988| 40| 38 40| 30 37.00
TURKEY 48| 1975 6.5 6.8 30| 25 48.00
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.
Country # | Year L IL III. IV | Summary
(22.5%)|(30.0%)((25.0%)|(22.5%)| Rating

TURKEY 48] 1980 1.0 5.8 2.7 2.5 31.79
TURKEY 48| 1985 2.5 5.8 27 55 41.92
TURKEY 48| 1988 1.5 7.2 37 5.5 46.42
BANGLADESH 49 1975 1.0 7.8 10.0 2.5 56.13
BANGLADESH 49| 1980 3.0 7.3 5.5 3.0 49.00
BANGLADESH 49! 1985 3.5 7.5 10.0 4.0 64.38
BANGLADESH 49| 1988 3.5 7.5 10.0 35 63.25
FIJI 501 1975 45 8.0 6.0 3.0 55.88
FIJI 50| 1980 6.0 7.5 5.0 4.0 57.50
FIJI 50| 1985 5.0 6.8 6.3 25 52.96
FIJI 50| 1988 4.0 78 6.3 2.0 52.58
HONGKONG 51| 1975 35 10.0 9.7 9.0 82.29
HONGKONG 51 1980 6.0 10.0 9.0 9.5 87.38
HONGKONG 51| 1985 5.5 9.0 9.0 9.5 83.25
HONGKONG 51 1988 5.0 9.5 8.7 9.5 82.79
INDIA 52y 1975 6.5 48 6.7 4.5 55.67
INDIA 521 1980 55 4.0 6.7 45 51.17
INDIA 52| 1985 10.0 3.5 6.0 5.0 59.25
INDIA 52| 1988 10.0 32 7.3 5.0 61.58
INDONESIA 53| 1975 3.0 53 7.0 701 55.75
INDONESIA 53| 1980 25 4.8 6.0 7.0 50.63
INDONESIA 53| 1985 5.0 43 7.7 75 60.04
INDONESIA 53] 1988 75 4.5 6.7 75 63.92
KOREA 54| 1975 3.0 63 4.5 7.0 52.50
KOREA 54 1980 4.5 7.0 3.0 7.5 55.50
KOREA 54| 1985 25 73 37 7.5 53.42
KOREA 54| 1988 7.5 5.8 4.3 7.5 62.08
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.
Country # | Year L IL III. IV | Summary
(22.5%)((30.0%)|(25.0%)|(22.5%)| Rating

MALAYSIA 55 1975 25 6.0 6.3 55 51.83
MALAYSIA 55| 1980 8.0 6.0 6.0 6.0 64.50
MALAYSIA 55| 1985 8.0 4.5 8.0 7.5 68.38
MALAYSIA 55| 1988 6.5 4.5 7.7 8.0 65.29
MAURITIUS 56| 1975 1.0 7.5 7.5 5.0 54.75
MAURITIUS 56| 1980 3.5 7.3 6.0 4.0 53.63
MAURITIUS 56 1985 85 6.8 7.0 5.0 - 68.13
MAURITIUS 56| 1988 9.5 7.0 7.7 55 73.92
PAKISTAN 57, 1975 35 45 33 45 39.83
PAKISTAN 57| 1980 7.5 3.5 6.7 4.0 53.04
PAKISTAN 57| 1985 7.0 5.0 7.0 4.0 57.25
PAKISTAN 57{ 1988 6.5 45 7.7 45 57.42
PHILIPPINES 58| 1975 3.5 7.5 77 4.5 59.67
PHILIPPINES 58] 1980 6.0 7.5 6.3 4.5 61.96
PHILIPPINES 58| 1985 1.5 7.5 7.0 4.5 53.50
PHILIPPINES 58} 1988 2.5 6.2 8.7 4.5 55.92
SINGAPORE 59| 1975 3.5 6.5 5.0 9.0 60.13
SINGAPORE 59| 1980 7.0 6.5 53 9.0 68.83
SINGAPORE 59 1985|. 65 5.0 6.7 9.5 67.67
SINGAPORE 591 1988 8.5 6.0 6.0 9.5 73.50
SRILANKA 60| 1975 5.0 43 7.5 45 52.88
SRILANKA 60| 1980 4.5 1.8 5.0 4.5 38.00
SRILANKA 60| 1985 35 2.3 8.0 4.5 4.75
SRILANKA 60| 1988 4.0 2.8 8.0 45 47.38
TAIWAN 61 1975 15 6.0 4.0 7.0 47.13
TAIWAN 61 1980 30 55 4.0 7.5 50.13
TAIWAN 61 1985 6.0 8.0 37 8.0 64.67
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.
Country # | Year L IL I IV | Summary
(22.5%)1(30.0%)/(25.0%)|(22.5%)| Rating

TAIWAN 61 1988 5.5 7.5 4.0 8.0 62.88
THAILAND 62 1975 4.0 5.8 57 45 50.54
THAILAND 62 1980 7.5 6.0 57 5.0 60.29
THAILAND 62| 1985 7.0 5.8 5.0 5.5 57.88
THAILAND 62| 1988 5.5 53 5.7 6.0 56.04
BOTSWANA 63| 1975 3.0 6.3 6.0 5.0 51.75
BOTSWANA 63| 1980 2.0 5.5 53 45 44.46
BOTSWANA 63| 1985 3.5 55 53 5.5 50.08
BOTSWANA 63| 1988 3.0 5.0 5.7 7.0 51.67
CAMEROON 64| 1975 35 9.0 10.0 3.0 66.63
CAMEROON 64| 1980 6.0 88 10.0 3.0 71.50
CAMEROON 64| 1985 6.5 5.8 73 4.0 59.21
CAMEROON 64| 1988 6.0 53 63 1.5 48.46
COTE D'IVOIRE 65| 1975 25 6.0 9.0 8.0 64.13
COTE D'IVOIRE 65( 1980 1.0 43 70 45 42.63
COTED'IVOIRE 65, 1985 45 4.5 9.0 5.0 57.38
COTE D'IVOIRE 65| 1988 45 4.0( 9.0 7.0 60.38
GABON 66| 1975 1.0 5.0
GABON 66| - 1980 1.5 7.0 10.0
GABON 66| 1985 45 6.5 8.5 5.5 63.25
GABON 66| 1988 5.0 33 10.0 9.0 66.25
GHANA 67| 1975 20 6.3 57 3.5 45.29
GHANA 67| 1980 1.0 6.8 6.3 0.5 39.46
GHANA 67| 1985 1.0 6.5 6.7 1.5 41.79
GHANA 67| 1988 35 6.5 10.0 3.0 59.13
KENYA 68| 1975 4.5 53 6.0 6.0 54.38
KENYA 68| 1980 25 43 63 5.5 46.58
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.

Country # | Year L IL III. IV | Summary
(22.5%)((30.0%)((25.0%)[(22.5%)| Rating

KENYA 68 1985 8.0 38 57 45 53.54
KENYA 681 1988 5.5 3.2 73 4.0 49.21
MALAWI 69| 1975 3.0 6.8 8.7 5.5 61.04
MALAWI 69| 1980 2.0 53 8.0 4.0 49.25
MALAWI 69| 1985 6.5 7.0 77 20 59.29
MALAWI 69! 1988 3.0 53 7.7 3.0 48.67
MALI 70 1975 2.0 9.5 9.0 1.5 58.88
MALI 70| 1980 8.5 5.5 8.5 3.5 64.75
MALI 70| 1985 45 4.0 8.5 5.5 55.75
MALI 70} 1988 4.5 45 9.5 25 53.00
MOROCCO 71 1975 4.5 4.5 63 45 49.58
MOROCCO 71 1980 6.0 4.5 4.7 3.5 46.54
MOROCCO 71 1985 8.5 4.0 27 6.0 51.29
MOROCCO 71 1988 7.5 30 3.0 55 45.75
NIGERIA 72| 1975 1.0 7.0 6.0 5.5 50.63
NIGERIA 72| 1980 5.0 3.5 7.0 6.0 52.75
NIGERIA 72| 1985 6.0 6.0 7.7 4.0 59.67
NIGERIA 72| 1988 2.0 5.5 7.0 8.0 .56.50
SOUTH AFRICA 73| 1975 2.0 78 53 7.0 56.83
SOUTH AFRICA 73 1980 5.0 6.0 5.7 7.0 59.17
SOUTH AFRICA 731 1985 8.0 53 5.7 7.0 63.67
SOUTH AFRICA 73| 1988 7.0 42 6.5 6.0 58.00
SENEGAL 74| 1975 25 6.5 8.5 4.5 56.50
SENEGAL 74| 1980 5.5 53 8.0 35 56.00
SENEGAL 74| 1985 6.0 45 6.3 7.0 58.58
SENEGAL 74| 1988 5.0 43 6.5 4.0 49.25
TANZANIA 75 1975 55 25 6.7 40 45.54
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Table 2: Index Ratings by Major Category and Summary Rating,
1975, 1980, 1985, 1988-89.
Country # | Year L II. III. IV | Summary
: (22.5%)|(30.0%)|(25.0%)((22.5%)| Rating

TANZANIA 75 1980 25 3.3 10.0 20 44.88
TANZANIA 75 1985 35 35 57 2.0 37.04
TANZANIA 75 1988 3.0 3.0 6.0 6.0 44.25
TUNISIA 761 1975 5.0 7.0 4.5 4.0 52.50
TUNISIA 76f 1980 6.0 6.8 6.3 4.5 59.71
TUNISIA 76 1985 5.0 20 6.5 4.0 42.50
TUNISIA 76| 1988 7.0 2.5 5.5 4.5 47.13
ZAIRE 77| 1975 3.0 25 7.3 4.0 41.58
ZAIRE 77| 1980 1.0 50 7.0 4.0 43.75
ZAJIRE 77| 1985 1.0 5.0 5.5 5.5 43.38
ZAIRE 77| 1988 1.0 45 5.5 55 41.88
ZAMBIA 78| 1975 3.0 2.5 5.0 8.0 4.75
ZAMBIA 781 1980 3.0 2.5 4.7 7.0 41.67
ZAMBIA 78] 1985 20 23 53 5.0 35.83
ZAMBIA 78 1988 1.0 12 5.0 5.5 30.63
ZIMBABWE 79 1975 20 4.0 7.0 5.0 45.25
ZIMBABWE 79 1980 4.0 3.0 5.0 6.0 44.00
ZIMBABWE 79 1985 5.0 20 47 25 34.54
ZIMBABWE 791 1988 5.0 0.5 2.3 25 2421
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Table 3a: The 1975-1980 average annual growth rate of per capita GNP for
the top 15 and bottom 15 rated countries during the 1975-1980 period.

Country

1975 1980 1975-80
Summary | Summary | Growth
Ratin, Rating Rate

HONG KONG 82.29 §7.38 9.40%
HONDURAS 72.25 72.88 293%
CAMEROON 66.63 71.50 7.49%
UNITED STATES 68.00 68.29 2.30%
JAPAN 61.75 69.25 4.07%
PANAMA 63.71 66.25 2.86%
SINGAPORE 60.13 68.83 6.11%
GUATEMALA 65.63 61.50 3.04%
EL SALVADOR 70.08 56.79 -0.97%
SWITZERLAND 62.75 63.58 1.94%
MALI 58.88 64.75 3.39%
PHILIPPINES 59.67 61.96 3.50%
HAITI 62.13 59.13 3.83%
BELGIUM 57.04 61.04 2.74%
GERMANY 58.00 58.83 3.46%
AVERAGE 64.59 66.13 3.74%

SPAIN 37.79 0.60%
ZAIRE 41.58 43.75 -3.97%
GHANA 45.29 39.46 -0.32%
ITALY 39.46 43.96 3.81%
FINLAND 38.92 43.63 2.69%
PERU 41.25 38.92 -0.97%
SWEDEN 42.50 37.38 -0.04%
TURKEY 48.00 3179 0.57%
ICELAND 38.75 38.00 5.44%
CHILE 33.04 42.33 5.72%
JAMAICA 42.38 32.25 -6.11%
PORTUGAL 34.38 37.08 3.64%
ARGENTINA 29.71 29.50 0.87%
EGYPT 27.63 27.71 6.28%
ISRAEL 14.38 21.17 1.70%
AVERAGE 37.68 36.31 1.33%
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Table 3b: The 1980-1988 average annual growth rate of per capita GNP for
the top 15 and bottom 15 rated countries during the 1985-1988 period.

Country

1988
Summary
Rating

1980-88
Growth
Rate

HONG KONG 82.79 8.82%
JAPAN 74.21 73.21 3.54%
UNITED STATES 69.08 74.21 1.98%
MAURITIUS 68.13 73.92 5.14%
SINGAPORE 61.67 73.50 6.35%
SWITZERLAND 67.96 71.42 1.67%
HONDURAS 68.88 67.75 -1.25%
MALAYSIA 68.38 65.29 2.21%
GABON 63.25 66.25 -3.48%
UNITED KINGDOM 58.54 70.38 2.65%
BANGLADESH 64.38 63.25 1.01%
TAIWAN 64.67 62.88 1.57%
GERMANY 51.75 67.25 1.82%
INDONESIA 60.04 63.92 1.38%
BELGIUM 62.75 59.92 1.36%
AVERAGE 66.59 69.06 2.32%
TANZANIA 37.04 44.25 -2.12%
PORTUGAL 41.46 38.67 2.09%
ICELAND 32.88 44.50 1.69%
MEXICO 40.42 34.71 -1.28%
NORWAY 37.54 36.88 3.12%
SWEDEN 30.54 42.29 1.90%
EGYPT 34.79 38.00 2.92%
PERU 35.75 33.75 -1.57%
ZAMBIA 35.83 30.63 -2.40%
BRAZIL 31.17 3271 0.03%
ZIMBABWE 34.54 24.21 2.36%
SYRIA 21.25 37.00 -2.05%
ARGENTINA 20.79 28.88 -2.87%
NICARAGUA 16.21 27.50 -3.13%
ISRAEL 20.21 21.13 1.40%
AVERAGE 31.36 34.34 0.01%
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Table 4a: The 1975-1980 average annual growth rate of per capita GNP
for the top 10 and bottom 10 rated developing countries
during the 1975-1980 period.

1975-80
Growth
Rate

1975 1980

Country

HONG KONG 82.29 87.38 9.40%
HONDURAS 72.25 72.88 2.93%
CAMEROON 66.63 71.50 7.49%
PANAMA 63.71 66.25 2.86%
SINGAPORE 60.13 68.83 6.11%
GUATEMALA 65.63 61.50 3.04%
EL SALVADOR 70.08 56.79 -0.97%

ZAIRE 41.58 43.75 -3.97%
GHANA 45.29 39.46 -0.32%
PERU 41.25 38.92 -0.97%
TURKEY 48.00 31.79 0.57%
CHILE 33.04 42.33 5.72%
JAMAICA 42.38 3225 -6.11%
PORTUGAL 34.38 37.08 3.64%
ARGENTINA 29.71 29.50 0.87%
EGYPT 27.63 27.71 6.28%
ISRAEL 14.38 21.17 1.70%

AVERAGE 35.76 34.40 0.74%
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Table 4b: The 1980-1988 average annual growth rate of per capita GNP
for the top 10 and bottom 10 rated developing countries

during the 1985-1988 period.

Country

1985
Summary
Rati

1988
Summary

1980-88
Growth

HONG KONG 83.25 82.79 8.82%
MAURITIUS 68.13 73.92 5.14%
SINGAPORE 67.67 73.50 6.35%
HONDURAS 68.88 61.75 -1.25%
MALAYSIA 68.38 65.29 2.21%
GABON 63.25 66.25 -3.48%
BANGLADESH 64.38 63.25 1.01%
TAITWAN 64.67 62.88 1.57%
INDONESIA 60.04 63.92 1.38%
SOUTH AFRICA 63.67 58.00 -0.32%
AVERAGE 67.23 617.75 2.14%

MEXICO 40.42 34.71“T -1.28%
EGYPT 34.79 38.00 2.92%
PERU 35.75 33.75 -1.57%
ZAMBIA 35.83 30.63 -2.40%
BRAZIL 31.17 3271 0.03%
ZIMBABWE 34.54 24.21 2.36%
SYRIA 21.25 37.00 -2.05%
ARGENTINA 20.79 28.88 -2.87%
NICARAGUA 16.21 27.50 -3.13%
ISRAEL 20.21 21.13 1.40%
AVERAGE 29.10 30.85 -0.66%
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Table 3b presents parallel growth rate data during the 1980s for coun-
tries with high and low economic freedom ratings in 1985 and 1988. During
the 1980-88 period, the average growth rate of the fifteen top-rated coun-
tries was 2.32 percent, compared to 0.01 percent for the bottom-rated
countries. Only two of the top-rated countries—Honduras, and Gabon—
experienced negative growth rates during the 1980s, compared to seven of
the bottom-rated countries. Interestingly, only three of the bottom-rated
countries (Norway, Egypt, and Zimbabwe) were able to achieve the aver-
age growth rate of the fifteen top rated countries.

Some might argue that the concept of economic freedom has less
relevance for developing countries. Others may feel that it is improper to
make comparisons between industrial nations and developing countries.
Tables 4a and 4b present growth rate data for the top ten and bottom ten
less developed countries. Twenty-one, high-income industrial countries were
excluded from this analysis. During the 1975-1980 period, the average
growth rate of the ten highest rated developing countries was 4.16 percent,
compared to 0.74 percent for the bottom ten countries. Among the ten
top-rated countries only the war-torn country of El Salvador experienced
a negative growth in per capita real GNP during the period.

Table 4b presents similar data for the 1980s. Once again, the annual
growth rate of the top-rated countries (2.14 percent) was well above the
average growth rate for the bottom-rated countries (-0.66).

Clearly, one would not expect a close relationship between economic
freedom at a point in time and the economic growth in the immediate past.
If a nation moves toward economic freedom, it will take time to convince
decision-makers that the change is permanent, rather than temporary.
Thus, there will generally be a lag, perhaps a lag of several years between
improvements in economic freedom and substantial increases in economic
growth. Inaddition, political instability will cause people to “discount” the
current conditions. When fear of dramatic future change is present, an
index that reflects current conditions may be a misleading indicator. Given
these deficiencies it is particularly interesting to note that countries with
more economic freedom have, on average, experienced more rapid rates of
economic growth than those with less freedom.

Has economic freedom changed substantially in some countries? How
do changes in economic freedom affect economic growth? Exhibit 5 sheds
light on these questions. Between 1975 and 1988, twelve countries experi-
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enced an increase of ten units or more in our summary index of economic
freedom. Some of these counties (Chile, Pakistan, and Ireland, for example)
moved froma very low rating into the middle rating category. Others, such
as Mauritius, Singapore, and Japan, were initially in the middle category
and they moved into upper-middle and top-rating categories. Except for
Ghana and Chile (which experienced a positive growth rate for the entire
1975-1988 period), countries that improved their economic freedom rating
also experienced economic growth during both 1975-1988 and 1980-1988.
The twelve countries with a 10 unit or more increase in our index of
economic freedom achieved an average growth rate in per capita GNP of
2.88 percent.

Table 5 also presents data for the fourteen countries for which the
summary index of economic freedom declined by 10 units or more during
the 1975-1988 period. A few of the countries (for example, El Salvador,
Cameroon, and Guatemala) had pretty good ratings in 1975. Others had
low rates at the beginning of the period and they sank even lower. The
outcome for countries experiencing a decline in economic freedom was
quite different from those experiencing an increase. Only one (Cameroon)
of these fourteen countries was able to achieve a growth rate of per capita
GNP in excess of 1.4 percent during the 1975-1988 period. On average, the
per capita GNP of these countries was unchanged during 1975-1988, and it
declined at an annual rate of 0.69 percent during the 1980s. In fact, only five
of the fourteen countries were able to achieve a positive growth rate during
the 1980s. Only one (Zimbabwe was just barely able to do so) of the 14
countries was able to achieve the average growth rate of per capita GNP for
the 12 countries experiencing an increase in economic freedom.

Concluding Thoughts

We would like to conclude with a few words of caution. First, it isimportant
to distinguish between economic freedom and political freedom. Milton
Friedman, among others has argued that it will be difficult to maintain
political freedom in the absence of economic freedom. With regard to
extended time periods, this is probably true. However, we do observe
countries with substantial economic freedom—freedom of exchange, pro-
tection of private property, freedom of resource use, and consumer
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Table 5: The 1980-88 and 1975-88 average annual growth rates of per capita
GNP for those countries that experienced substantial changes
(10 units or more) in in the Summary Rating.

Summary

1980-88
Growth
Rate

1975-88
Growth
Rate

5.14%

AVERAGE

MEXICO

MAURITIUS 54.75 73.92 19.17
CHILE 33.04 50.96 17.92 -0.37% 1.93%
PAKISTAN 39.83 57.42 17.58 3.24% 3.15%
TAIWAN 47.13 62.88 15.75 1.57% 3.53%
UNITED KINGDOM 55.29 70.38 15.08 2.65% 2.29%
GHANA 45.29 59.13 13.83 -1.92% -1.31%
MALAYSIA 51.83 65.29 13.46 2.21% 3.69%
SINGAPORE 60.13 73.50 13.38 6.35% 6.25%
JAPAN 61.75 73.21 11.46 3.54% 3.74%
IRELAND 46.38 ' 57.67 11.29 1.01% 1.49%
DENMARK 37.42 48.38 10.96 1.66% 1.75%
EGYPT 27.63 38.00 10.38 2.92% 4.20%
46.70 60.89 14.19 2.33% 2.88%

-1.28%

44.83 34.71 -10.13 0.75%
GREECE 53.58 43.21 -10.38 0.22% 1.29%
HATTI 162.13 51.63 -10.50 2.20% 0.08%
DOM REP 52.00 40.58 -11.42 -0.82% 0.42%
ECUADOR 52.67 41.00 -11.67 -0.07% 1.09%
MALAWI 61.04 48.67 -12.38 1.12% 0.64%
ZAMBIA 44.75 30.63 -14.13 -2.40% -2.50%
COSTARICA 61.83 45.79 -16.04 0.73% 0.43%
CAMEROON 66.63 48.46 -18.17 2.03% 4.10%
GUATEMALA 65.63 46.46 -19.17 2.79% 0.59%
BRAZIL 53.17 32.71 -20.46 0.03% 1.36%
ZIMBABWE 45.25 24.21 21.04 2.36% 0.89%
EL SALVADOR 70.08 48.71 -21.38 2.01% -1.61%
NICARAGUA 59.00 27.50 31.50 3.13% -4.55%
AVERAGE 56.61 40.30 -16.31 -0.69% 0.00%
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choice—even though political freedom is limited. Hong Kong and Singa-
pore illustrate this point. On the other hand, there are countries with
substantial political freedom—free elections, competitive political parties,
and relatively free access to the mass communications media—that none-
theless impose substantial limitations on economic freedom. Israel
illustrates this case. Clearly, at any point in time the linkage between
economic and political freedom is far from perfect. This is one reason why
it is important to quantify both.

Second, the index in this paper is designed to measure economic
freedom at a point in time. It is not forward looking. Ominous clouds with
regard to the future of freedom may already be present. For example, the
enemies of economic freedom may already occupy influential positions in
both the media and the government. Political corruption may be a problem.
Civil unrest may be widespread. As currently devised, however, our in-
dexes of current economic freedom will fail to register these elements and
their implications for the future of economic freedom. ’

Finally, inability to develop a reasonable indicator for government
regulatory activities that are inconsistent with economic freedom is a major
shortcoming of our measures. Government regulations are a substitute for
government expenditures. Rather than taxing and spending, some coun-
tries rely more heavily on mandates and regulations. For example, while
some countries levy taxes to fund unemployment benefits, others may
mandate that employers provide terminated workers with severance ben-
efits for lengthy periods of time. Both are interferences with the freedom of
contract, but our indexes will only register the former. Similarly, govern-
ments often institute business and occupational licensing and property-use
regulations which, in effect, prohibit transactions among parties. Simulta-
neously, other regulations may require a potential buyer or seller to deal
only with various segments of the population (for example, government
workers, the military, or favored groups). Such regulations are highly
inconsistent with economic freedom. Unfortunately, ourindex, as currently
structured, generally fails to capture the presence of such regulations.

In our judgement, the index of this paper is a start. We will continue to
seek improvements and, perhaps more importantly, we hope that others
will also be challenged to pursue improvements in this area.
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Notes

1 A full discussion of the concept of economic freedom is beyond the
scope of this paper. For additional information on this issue, see D. Fried-
man (1989), M. Friedman (1962, 1981, 1983), Rothbard (1970, 1973, 1982),
Rabushka (1991), Nozick (1974), Hayek (1944, 1973, 1989), Buchanan and
Tullock (1971), and Hoppe (1989).

2 Milton Friedman made this point very forcefully at an address to the
San Francisco Conference of the International Society of Individual Liberty,
August 1990.

3 We owe this example to Leon Loew, who used it in an address to the
San Francisco Conference of the International Society of Individual Liberty,
August 1990.

See Roger Pilon (1988) for additional analysis of this topic.

5 We had hoped that we would be able to include a variable on land
ownership (percent of the land owned by the government). However, we
have been unable to develop this variable for more than a handful of
countries.

We also anticipated including a variable on union membership. How-
ever, unions are difficult to analyze in that they are associated with two
completely different kinds of actions. Their legitimate role s to organize (or
threaten) quits en masse unless the terms of employment are improved.
Early labor union legislation prohibited this on the grounds of criminal
conspiracy. But this is nonsense, since workers do not lose their right to quit
merely because others choose to exercise it at the same time. People who
do not have the right to quit are called slaves, and slavery is certainly
incompatible with economic liberty.

But unions often also seek to prevent employers from hiring replace-
ments for striking workers who are refusing to work at the terms of
employment affirmed by the employer. They argue that the jobs “belong”
to the workers. But an employment contract is an agreement between two
parties; any rights must command mutual, not unilateral support. The
union which goes out on strike and demands the right to prevent “scabs”
from acting as replacement workers is like a husband who demands the
right to leave his wife, and also wants to prevent her from dating other
people. Given our inability to develop a unionism variable which is un-
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equivocally associated with denigration of economic freedom, we chosenot
to include a variable in this area.

® Several reviewers of this paper have argued that monetary instability
is not a violation of economic freedom as long as individuals are free to
conduct transactions in gold or in currencies other than the one issued by
their government. We are sympathetic to this position. However, most all
modern governments required the payment of taxes in domestic currency
units. Countries with legal tender laws require that their currency be
accepted domestically as means of payments. In addition, governments
often interfere with currency exchanges and establish restrictions which
make it difficult to conduct business with alternative currencies (or gold).
Thus, in most countries it will be difficult to do business without the use of
the domestic currency. Given these practical obstacles to the use of alterna-
tive currencies in most countries, the authors feel that it is appropriate to
include a monetary instability component in the index.

7 1f economic freedom consists of not interfering with owners in the use
of their private property, then forcibly taking some of their wealth, with the
sole purpose of giving it to others, is a clear violation of economic freedom
(Epstein, 1985). The only possible exception to this rule is transfers of
income or wealth in order to return stolen property. But here, the money
must be returned to those who can show that they were the victims (or
heirs) of the theft, and the wealth must be taken from those who were
responsible for the stealing (or from their heirs).

8 An Appendix (2) in the extended version of the paper presents the
actual data by country and year for each of the eleven variables used in the
index, and the corresponding zero to ten index rating. These data are
available from the Fraser Institute or the authors for a limited period of
time.

? An alternative methodology was used for the following three vari-
ables: nonfinancial government enterprises in key industries (IIB), price
controls (IIC), and marginal tax rates (IIIB). Appendix I describes the
procedures used to develop the zero to ten rating scale for these variables.



Measuring Economic Freedom 189

Appendix 1: The Methods and Data Sources
Used to Construct the Indexes

The purpose of this appendix is to explain how each component of the index
was constructed and indicate the data sources used in the construction of
the index.

(IA) Fluctuations in the Money Supply
and (IB) the Inflation Rate

The money supply and GNP deflator data for each country were
assembled for the 1971-1988 period. The money supply data are from the
IMF, International Financial Statistics Yearbook, while the GNP deflator data
are from the World Bank, World Tables 1989-1990. Utilizing these data, the
standard deviation for both in the annual money supply growth and the
annual rate of inflation during the last 5 years was derived for 1975, 1980,
1985, and 1988. The standard deviation data for 1985 were used to allocate
an equal number of countries into each of eleven ratings ranging from zero
to ten. The standard deviation intervals from the 1985 base year were
derived and then used to rate each country in the other years. Countries
with the most stability in the growth rates of the money supply and
inflation rate were given the highest ratings.

(IIA) Total Government Expenditures as a
Percent of GNP

Data on total government expenditures and GNP were obtained by
country for 1975, 1980, 1985, and 1988. Both of these variables were mea-
sured in the country’s domestic currency units. Using the 1985 data, coun-
tries were placed into each of the eleven ratings and the interval for each of
the ratings was derived. The intervals from the 1985 ratings were then used
to rate each country in the other years. Countries with the lowest govern-
ment expenditure/GNP ratio were given the highest ratings.

(1IBi) Total Number of Central
Government Enterprises

Since 1977 the International Monetary Fund has provided a list of the
Nonfinancial Government Enterprises of the central governments for most
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countries. It was necessary to utilize 1977 data in our 1975 index and 1979
data in our 1980 index. The total number of government enterprises was
tabulated for each year. As for most other variables, the intervals for each
of the 11 ratings were derived in 1985 and these base year intervals were
then used to rate the countries in the other years.

(1IBii) Government Enterprises in
Designated Industries

The International Monetary Fund data also indicate the industry (or
business activity) of government nonfinancial enterprises. These data were
used to determine whether a government enterprise was operating in the
following areas: (1) agriculture products, (2) airlines, (3) radio and televi-
sion broadcasting, (4) steel, aluminum, and/or cement manufacturing, (5)
chemicals and fertilizers, (6) fishing or mining (7) hotels and/or theaters,
(8) petroleum, gas and/or coal, (9) pharmaceuticals, and (10) real estate
and/or housing. Countries which did not have a government enterprise in
any of these areas were given a rating of ten for this variable. One point was
subtracted for each of the ten areas in which the country was operating a
government enterprise. Thus, a country would receive a rating of zero if
the central government of the country was operating an enterprise in all
ten of the areas. Since this procedure places each country on a zero to ten
scale, no further adjustments were necessary for this variable.

(IIC) Price Controls

The World Competitiveness Report 1989 (p. 95) contains survey data
indicating the “extent to which companies can set their prices freely: 0 =
notatall, to 100 = very much so.” Thirty-two countries were surveyed. Since
this is the most comprehensive quantifiable indicator of the presence or
absence of price controls which we could find, we used it to rate these 32
countries. These countries were rated as follows:
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Percent Indicating Companies Can
Set Prices Freely (countries in the
category are indicated in parenthesis) Rating of Country

More than 90% (Hong Kong) 10
85% to 90% (Germany, New Zealand)

80% to 85% (Canada, Turkey, UK., U.S., Singapore)
75% to 80% (Ireland, Netherlands, Switzerland)
70% to 75%. (Australia, Denmark, Taiwan,

Finland, France, Japan, Spain, Sweden, Indonesia)
65% to 70% (Austria, Italy, Norway, Malaysia)

60% to 65% (Portugal, Thailand)

55% to 60% (India, Korea)

50% to 55% (Belgium)

45% to 50% (None in this range)

Less than 45% (Greece, Brazil, Mexico)

g 0o \©

O = N Wk g

In addition, Price Waterhouse (Doing Business in [various countries])
provides a verbal description on the presence or absence of price controls
for several countries. This verbal description was used to place countries
into the following categories and ratings:

Category Rating
No Price Controls or Marketing boards 10

Only a few items (primarily agricultural
goods) are subject to price controls : 8

Price controls on some items; however, the price
of most commodities is determined by market forces 6

Price controls on most stable goods (e.g. foods,
clothing, and housing), but the price of most
other goods is determined by market forces 5

Price controls on a significant number of both
agricultural and manufactured goods 3

Widespread use of price controls 0
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This zero to ten scale was used directly to rate each country. The data
on the price control variable were available only for the “late 1980s.”

(IIIA) Transfers and Subsidies As A
Percent of GNP

Data on “subsidies and other current transfers” were available from
the International Monetary Fund. The transfer data were divided by GNP.
Both were measured in the domestic currency units of each country. If this
variable was unavailable, data on the central government expenditures on
“Housing, amenities, social security, and welfare” (from the World Devel-
opment Report) as a percent of GNP were used to estimate the size of the
transfer sector. As in prior cases, the 1985 data on transfers and subsidies
as a percent of GNP were arranged from lowest to highest and used to
allocate an equal number of countries into each of the zero to ten ratings in
1985. The intervals for each rating for 1985 were then derived and used to
rate each country during the other years.

(I1IB) Marginal Tax Rates

Data on the top marginal tax rate and the income threshold at which
the top rate takes effect were available for 1974, 1979, 1984, and 1989 from
Price Waterhouse. These years were used to calculate the 1975, 1980, 1985,
and 1988 indexes, respectively. The exchange rate at year end was used to
convert to U.S. dollars. Finally, the U.S. Consumer Price Index was used to
convert the income threshold for each year into 1982-1984 dollars.

The following conversion table was used to rate the marginal tax
rate/income threshold of each country:
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Income Threshold Level (1982-1984 U.S. dollars)
Top ‘
Marginal Lessthan 25000to 50,000to 100,000to More than
Tax Rate 25,000 50,000 100,000 250,000 250,000
15% or less 10 10 10 10 10
16 to 20 9 10 10 10 10
21t0 25 8 9 10 10 10
26 t0 30 7 8 9 10 10
31t035 6 7 8 9 10
36to 40 5 6 7 8 9
41 to 45 4 5 6 7 8
46 to 50 3 4 5 6 7
51 to 55 2 3 4 5 6
56 to 60 1 2 3 4 5
61 10 65 0 1 2 3 4
66 to 70 0 0 1 2 3
71t075 0 0 0 1 2
76 to 80 0 0 0 0 1
More 0 0 0 0 0
than 80

When there was a range of top marginal tax rates within a country, as
was sometimes the case under federal systems of government, the mid-
point of the top rates for the country was used to derive the rating for this
variable.

(I1IIC) Conscription

Data on conscription and the number of conscriptees per 1000 popula-
tion were obtained from the International Institute for Strategic Studies, The
Military Balance for each year. (Note: It was necessary to use the 1978-1979
data in the construction of the 1980 index.) Countries with a voluntary
military service were given a rating of 10. If a country uses conscription to
obtain military personal, the number of conscriptees (or the number in the
armed forces if the number of conscriptees was unavailable) per 1000
population was derived. This data for 1985 was then used to derive the
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intervals for each country. In turn, the 1985 interval data were used to rate
countries in the other years. Countries with the most conscriptees per 1000
population were given the lowest ratings.

(IVA) Taxes on International Trade

Data on “Taxes—International Trade Transactions” were obtained for
each country from the International Monetary Fund. This number was
divided by the sum of imports plus exports to derive an average tax rate
for international trade transaction. This average tax rate was then used to
allocate countries into the 11 rating intervals for 1985. The 1985 intervals
for each rating were derived and used to rate each country for the other
years. The larger the ratio of taxes on international trade relative to the size
of the nation’s trade sector (imports plus exports), the lower the rating of
the country.

(IVB) Actual Size of Trade Sector Compared to the Expected Size.

The size of trade sector as a percent of GNP is influenced by size of
country and income. Small countries tend to have smaller domestic markets
and therefore larger trade sectors. Similarly, the size of the trade sector
tends to increase with per capita income. The necessary data were obtained
to estimate the following regression equation:

Te = F(Popc, GNP, tc)

where
Te = is expected size of trade sector as a percent of GNP,
Popc = isthelogarithm of the population of the country,
GNP: = isthe country’s real income in U.S. dollars, and
te = is the country’s average tax rate on international trade.

Dummy variables were included to indicate the year in the estimated
equation. The estimate equation for the expected size of the trade sector is
presented below:
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Variable Coefficient t-ratio
Constant 5622 16.6
Population -.0742 -10.6
Per Capita GNP -.3268 -1.0
Average Trade Tax -5470 -4.1
1980 (dummy) 0423 1.5
1985 (dummy) 0343 1.2
1987 (dummy) 0279 1.0
R*=.33
n=2314

This regression equation was used to estimate the expected size of the
trade sector for each country. The actual size of the trade sector of each
country was then compared with its estimated expected size. If a country
has substantial nontax trade restraints, one would expect that the actual
size of the trade sector would be smaller than the expected size. When the
actual size of a country’s trade sector is small relative to expected size the
country is given a low rating.

The following table summarizes the data sources used for the develop-
ment of each component of our index.
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Variables

The Primary Data Source For Variables

Primary Data Source®

TA. Money Supply

IB. GNP Deflator

ITA. Total Government Expenditures

IIB. Nonfinancial Government
Enterprises (both the total and number
in key industries)

IIA. Transfer Expenditures as a Percent
of GNP

IVA. International Trade Taxes

IIC. Price Controls

TIB. Marginal Tax Rates (and Income
Thresholds)

IIC. Conscripts Per 100 Population
IVA. and IVB. Exports, Imports,

Population and GNP (in both domestic
currency and U.S. dollars)

International Monetary Fund, International
Financial Statistics Yearbook, 1989

World Bank, World Tables 1989-90

International Monetary Fund, Government
Finance Statistics Yearbook, (various years)

International Monetary Fund, Government
Finance Statistics Yearbook, (various years)

International Monetary Fund, Government
Finance Statistics Yearbook, (various years)

International Monetary Fund, Government
Finance Statistics Yearbook, (various years).

World Economic Forum, The World
Competitiveness Report, 1989 and Price
Waterhouse, Doing Business in (name of

country)

Price Waterhouse, Invidivual Tax Rates,
(various issues)

International Institute for Strategic Studies,
The Military Balance (annual-various issues)

World Bank, World Tables 1989-90

? In addition, the following data sources were also used when data were
unavailable from primary sources: The World Bank, World Development Report
(annual); James W. Wilkie (ed.), Statistical Abstract of Latin America, (Los Angeles:
UCLA Latin American Center Publications, (various issues); Directorate-General of
the Budget-Republic of China, Statistical Yearbook of the Republic of China, (various
issues); Government Information Services, Hong Kong, Hong Kong 1989, (and other

years).
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Appendix 2: JA—The standard deviation of the annual growth rate of the
money supply for the previous five years

Country # | 1975 1980 1985 1988
UNITED STATES 1| 00177{ 10{ 0.0071} 10| 0.0234| 10| 0.0513| 7
CANADA 2| 00573] 6| 0039| 8| 00994 3} 0.0990; 3

I AUSTRALIA 3] 0084 3! 00399 8| 00514{ 7| 0.0929( 3
JAPAN 4/ 00733 4| 00467 7| 00336 9| 0.0262[10
NEW ZEALAND 5| 01002 3| 00756] 4| 00403 8| 01394 2
AUSTRIA 6] 00544| 6| 00452| 7| 0.0342] 9| 0.0283|10
BELGIUM 7| 00388 8| 00297 9| 00278 10| 0.0249|10
DENMARK 8| 00837 3| 00331 9| 01012] 3| 01099 2
FINLAND 9] 0.0606] 5| 0.0816] 4| 0.0336 9] 0.0629] 5
FRANCE 10| 0.0208; 10} 0.0220f 10{ 0.0519] 7| 0.0569| 6
GERMANY 11{ 00468 7| 0.0494| 7| 00235 10| 0.0198]10
ICELAND 12| 0.0652| 5| 01161 2| 02843] 1| 03048] 1
IRELAND 13| 0.0528) 6| 00669 5| 0.0362) 8] 0.0332; 9
ITALY 14| 0.0488 7| 0.0431 8| 00235 10{ 0.0193|10
NETHERLANDS 15 0.0691 5{ 0.0363 8| 00357 9| 02390 1
NORWAY 16 0.0219| 10 00358 9| 00482 7| 0.1501) 2
SPAIN 17| 0.0289] 10] 0.0455 7| 0.0349 9{ 0.0340| 9
SWEDEN 18] 0.0257| 10| 00160 10} 04763 0| 0.0445| 7
SWITZERLAND 19| 00587 6| 00899 3| 00324 9 0.0362) 8
UNITED 20{ 0.0457\ 7| 0.0581 6| 0.0302 91 0.0330| 9
KINGDOM
ARGENTINA 21 0.6729( 0] 0.6275 0 1.7982 0| 1.9508] 0
BOLIVIA 22| 01151 2| 0.1167) 2| 182952 0| 18.7233| 0
BRAZIL 23] 00485 7| 01746] 1| 09999 0
CHILE 241 07625} 0| 06272 0| 00575\ 6
COLOMBIA 25/ 0.0655| 5| 0.0328] 9| 00529 6| 00672 5
COSTA RICA 26| 00703 5| 00721 4| 02234| 1| 0.1870| 1
DOMINICANREP | 27 0.J222| 2| 01160 2| 01489 2| 01282} 2
ECUADOR 28| 01491 2| 0.0729] 4| 00784 4f 01200] 2
EL SALVADOR 29] 00565) 6| 012867 2| 00926] 3| 00891) 3
GUATEMALA 30) 00667| 5| 01268 2| 02054 1| 01788 1
HAITI 31] 00822 4| 01621 1] 01034 3| 0247| 1
HONDURAS 32] 00748 4| 0.0949] 3 00501 7| 0.0584] 6
JAMAICA 33] 0.0688 5/ 01198 2| 0.0572 6| 01724] 1
MEXICO 34| 00559| 6] 0.0155| 10| 0.1119] 2| 02371] 1
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Appendix 2: IA—The standard deviation of the annual growth rate of the
money supply for the previous five years
Country # | 1975 1980 1985 1988

NICARAGUA 35 0.1750 1{ 0.2515 1 0.1560 1

PANAMA 36 0.1527|. 2| 00452 7| 3.0642| O

PARAGUAY 37 0.0804) 4| 00649 5| 01275 2 0.0992| 3
PERU 38| 01075] 3| 01886 1| 09005 O] 07810 0
URUGUAY 39 01363 2| 01906 1| 03629 1| 02038 1
VENEZUELA 401 01216] 2| 0.0542] 6| 00730 4| 01135] 2
CYPRUS 41 0.0606 5| 0.0798 4] 0.0613 5 0.0480] 7
EGYPT 42| 00el6| 5[ 01338 2| o0.0442f 7| 00301 9
GREECE 43| 00259 10 0.0281( 10{ 0.0283| 10| 0.0355| 9
ISRAEL 44| 15557 0| 06360 O] 1.0188 O] 12572 0
MALTA 45| 00536| 6 0.0354] 9| 00447 7| 0.0361] 8
PORTUGAL 46 01087 3| 0.0600f 6| 00701 5[ 0.1024| 3
SYRIA 47| 01255 2| 0.0632f 5| 0.0401 8 0.0553| 6
TURKEY 48 0.0392 8| 0.1423 2 0.0925 3 0.1633] 1
BANGLADESH 49 00748f 4| 01340 2| 0.1137] 2
FIJI 50{ 00471 7| 0.0316] 91 00667 5| 02305| 1
HONGKONG 51] 0.1520f 2| 0.0430{ 8| 0.0788| 4| 0.1164| 2
INDIA 52) 0.0262| 10| 0.0475] 7{ 0.0250{ 10| 0.0283]|10
INDONESIA 53 0.0699 5| 0.1015] 3 0.0790{ 4| 0.0283]10
KOREA 54| 0.1044] 3| 0.0850{ 3 0.1596 1 0.0673] 5
MALAYSIA 55! 0.1270 2] 0.0197{ 10{ 0.0475 7| 0.0546| 6
MAURITIUS 56/ 0.1889| 1| 0.0680f 5! 0.0423] 8| 0.0307] 9
PAKISTAN | 57| 0.0664] 5| 00593 6| 00563 6| 00536 6
PHILIPPINES 58] 0.0632] 5| 00447f 7| 01402 2| 00733)| 4
SINGAPORE 59| 0.0950; 3| 0.0310} 9| 0.0638] 5| 0.0460| 7
SRILANKA 60| 0.0393] 8| 0.0839] 4| 00608 5| 0.0630| 5
TAIWAN 61| 0.1274] 2| 0.1020f 3| 0.0301 9] 0.1583] 1
THAILAND 62| 0.0543] 6| 00399 8| 0.0413] 8| 00834 4
BOTSWANA 63 0.1356 2| 0.0810 4| 00761 4
CAMEROON 64! 0.0942 3] 00739 4} 00864 3 0.0456| 7
COTE D'IVOIRE 65{ 0.1062 3| 02038 1 0.0554 6| 0.0543| 6
GABON 66| 0192 1| 02773] 1| 0.0583) 6 0.0412} 8
GHANA 67; 01507 2| 02231 1 0.1439 2] 0.0677] 5
KENYA 63 0.0622 5| 0.1314 2 0.0464 7{ 0.1270{ 2
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Appendix 2: IA—The standard deviation of the annual growth rate of the
money supply for the previous five years
Country # | 1975 1980 1985 1988
MALAWI 69 0.1440] 2] 0.1337] 2 0.0670 5] 0.1301] 2
MALI 70| 0.1688 1| 0.0500 7] 01063 3 0.1068| 3
MOROCCO 71 00469 7| 0.0387| 8| 0.0441 7] 0.0382] 8
NIGERIA 72| 03097 1| 0.1678 1 00306 9| 01439] 2
SOUTH AFRICA 73] 419120 0| 0.0503] 7| 0.0238] 10/ 0.0604} 5
SENEGAL 74| 0.1803] 1| 00700 5| 0.0802] 4| 0.0640| 5
TANZANIA 75| 0.0422f 8| 01502 2| 0.0790] 4| 01425] 2
TUNISIA 76| 0.0437{ 8{ 00477{ 7[ 0.0648{ 5| 0.0636| 5
ZAIRE 77| 01142y 2] 02373 1| 01812 1| 03350| 1
ZAMBIA 78 0.15001 2| 0.1236] 2 0.1211 2 0.2584| 1
ZIMBABWE 79 01105} 2 0.0522 6 0.0754| 4
AVERAGE 0.1768| 4.5| 0.1075| 4.8| 04080 51| 03950{4.5
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Appendix 2: IB—The standard deviation of the annual growth rate of the
price level for the previous five years
Country # 1975 1980 1985 1988

UNITED STATES 1 00193] 8| 0.0109] 10} 00244, 7| 0.0038; 10
CANADA 2] 00386 5| 00190 9| 0.0319| 6j 0.0080| 10
AUSTRALIA 3 0.0430} 5 0.02211 8 0.0186| 9 0.0101] 10
JAPAN 4 0.0574| 3 0.0145 9 0.0083| 10 0.0063] 10
NEW ZEALAND 5| 00340] 5| 00194} 8| 0.0394] 5] 0.0340| 5
AUSTRIA 6 0.0120| 10 0.0062| 10 0.0131} 9 0.0101| 10
BELGIUM 7, 00304 6| 00171] 9| 0.0078( 10| 0.0169| 9
DENMARK 8] 00204] 8| 0.0084( 10] 0.0242| 7|  0.0043{ 10
FINLAND 9] 0.0529] 4! 0.0180f 9] 0.0200f 8| 0.0146] 9
FRANCE 10] 0.0261] 7| 00080] 10| 0.0229( 8| 0.0168] 9
GERMANY 11 0.0095| 10{ 0.0041| 10{ 0.0095| 10| 0.0053| 10
ICELAND 12 01121 2 0.0746] 2 01850 1 0.0367| 5
IRELAND 13] 0.0527] 4| 0.0347| 5| 00484 4! 0.0193 8
ITALY 14| 00513] 4| 0.0220| 8| 00357 5; 0.0203( 8
NETHERLANDS 15| 00203| 8| 001e4| 9| 0.0201| 8| 0.0060] 10
NORWAY 16| 0.0205| 8 0.0308] 6 0.0331] 5 0.0193| 8
SPAIN 17] 00369| 5| 00321 6| 0.0169| 9 0.0230| 8
SWEDEN 18 0.0248| 7 0.0310] 6 0.0124| 10 0.0076| 10
SWITZERLAND 19 0.0108| 10 0.0115| 10 0.0205| 8 0.0046] 10
UNITED 20 00750 2 0.0265| 7| 00245 7 0.0104| 10
KINGDOM

ARGENTINA 21 06002 0 1.1778] O 23715| 0 25465] 0
BOLIVIA 22 0.2066| 1 0.1095| 2} 444849| 0] 44.7047) O
BRAZIL 23] 00689 3| 0.1788] 1 0.5584| 0] 1.9621| 0O
CHILE 24| 25116] O 08160 O] 0.0830] 2| 0.0610| 3
COLOMBIA 25| 00571] 3| 0.0420] 5| 0.0165] 9| 0.0284| 6
COSTA RICA 26| 0.0881] 2| 0.0443| 4| 02415 1| 4.1930| 0
DOMINICANREP | 27| 00658 3| 0.0466| 4| 0.1316| 1 0.1344] 1
ECUADOR 28 0.1452| 1 0.0437| 4 01023 2 0.1000] 2
EL SALVADOR 29| 0.0442] 4| 00745 2; 0.0492] 4| 0.0905| 2
GUATEMALA 30 0.0648] 3 0.0360] 5] 00530 4| 0.1318] 1
HAITI 31 0.0585] 3 0.0654| 3 0.0308| 6 0.0417| 5
HONDURAS 32| 0.0417] 5| 00297 6| 0.0117] 10| 0.0114| 10
JAMAICA 33| 0.0992] 2| 00514 4| 0.0995] 2{ 02197] 1
MEXICO 34| 00611| 3 0.0495) 4 02042] 1 03122] 0
NICARAGUA 35] 0.09005| 2 01378 1 05989 0| 157711 0O
PANAMA 36 0.0314| 6 0.0227| 8 0.0128]| 10 0.0135 9
PARAGUAY 37| 00749 2 0.0524| 4 0.0747| 2 0.0332] 5
PERU 38 0.0575| 3 0.1695] 1 03633] 0 21504 O
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Appendix 2: IB—The standard deviation of the annual growth rate of the
price level for the previous five years

Country # 1975 1980 1985 1988
URUGUAY 39] 02736] 1 01038} 2} 02233] 1 0.0667] 3
VENEZUELA 40| 01503] 1 00742 2| 0.0518| 4| 01333] 1
CYPRUS 411 0.0323| 6| 00172 9| 0.0653| 3| 00161 9
EGYPT 42| 0.0404)| 5| 0.0475] 4, 0.0339| 5| 0.0653; 3
GREECE 43| 00719 3| 0.0237] 7| 0026 7 0.0197| 8
ISRAEL 4| 40173] O 03299 0] 1.0218] 0] 1.5022| 0
MALTA 45| 0.0169] 9] 00298 6| 0.0293] 6| 0.0128] 10
PORTUGAL 46| 00521{ 4| 00327 6| 00251 7| 0.0555| 3
SYRIA 47| 0.0885)| 2| 0.0425] 5| 00527| 4| 01174 2
TURKEY 48| 0.0424] 5! 03138] 0] 0.0848] 2| O0.l1e4] 2
BANGLADESH 49| 02754| 1 00948 2| 00402} 5| 00375 5
FIJI 50 0.0907) 2] 0.0568; 3} 0.0384) 5, 00248] 7
HONG KONG 51] 0.0353] 5| 0.0542] 4| 00240 7] 0.0230| 8
INDIA 52| 00643 3| 00475( 4| 00119 10( 0.0048{ 10
INDONESIA 53| 0.1600] 1 01022] 2] 0.0283| 6| 00418 5
KOREA 54| 00712 3| 00327 6 0.0489! 4| 0.0060| 10
MALAYSIA 55| 00710/ 3| 0.0303] 6| 00180 9| 00235 7
MAURITIUS 56| 02018] 1 00799 2| 0.0135| 9| 0.0105{ 10
PAKISTAN 57| 0.0855| 2| 00159| 9| 0.0229| 8] 0.0263| 7
PHILIPPINES 58| 00873 2| 0.0338] 5| 01548| 1 0.1733| 1
SINGAPORE 591 0.0482| 4] 0.0374| 5] 0.0218] 8| 0.0113] 10
SRILANKA 60| 0.0778] 2| 0.0360] 5| 0.0780; 2| 0.0682| 3
TAIWAN 61) 01717) 1 00561; 3] 0.0618) 3; 00044 10
THAILAND 62 00799 2| 0.0279| 7| 0.0300] 6| 0.0253] 7
BOTSWANA 63| 0.0679| 3( 00828 2| 00601} 31 0.079%| 2
CAMEROON 64| 00519, 4| 00191] 8; 0.0111| 10| 0.0411| 5
COTE D'IVORE 65( 00915{ 2| 0.1345| 1 0.0577] 3| 00613 3
GABON 66| 02368] 1 0.1149! 2| 0.0652] 3| 0.0899| 2
GHANA 67/ 00886; 2] 0.1715] 1 03811 0| 00725 2
KENYA 68] 0.0497| 4| 00617 3| 0.0177] 9| 0.0142] 9
MALAWI 69| 00531] 4| 00801 2| 0.0212] 8| 0.0473| 4
MALI 70] 0.0566] 3| 00127| 10| 0.0329| 6| 0.0298] 6
MOROCCO 71] 0.0839| 2| 00454| 4| 00092} 10] 0.0239| 7
NIGERIJA 72] 0.1633] 1 00180} 9] 0.0694] 3| 01195 2
SOUTH AFRICA 73] 0.0530] 4i 00602) 3 00312] 6| 0.0151] 9
SENEGAL 74| 0.0531{ 4{ 0.0287] 6| 0.0225| 8] 0.0412{ 5
TANZANIA 75| 0.0563] 3| 00564 3| 0.0603] 3] 0.0548| 4
TUNISIA 76| 00768| 2! 00345, 5| 0.0379{ 5| 0.0171] 9
ZAIRE 77| 00519 4! 02549( 1 02246 1 0.2248] 1
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price level for the previous five years

Appendix 2: IB—The standard deviation of the annual growth rate of the

Copyright The Fraser Institute
www.fraserinstitute.org

Country # 1975 1980 1985 1988
ZAMBIA 78| 0.0541| 4| 00432} 4| 01262 2| 0.2063] 1
ZIMBABWE 79] 01075| 2| 0.0283) 6| 00447{ 4| 0.0810
AVERAGE 0.1622} 3.6 0.0828] 5| 06783[ 51| 0.7892] 5.6
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Appendix 2: IIA—Total government expenditures as a share of GNP

Country # | 1975 1980 1985 1987
UNITED STATES 1 3500 4 3490 4| '3740| 4 36.90{ 4
CANADA 2 43.001 3 4200 3 4730) 1 44.50| 2
AUSTRALIA 3 34.00| 5 3300 5 39.80( 3 3930 3
JAPAN 4 2087 9 24.98| 7 2691 7 27.10) 7
NEW ZEALAND 5 4030] 3 4243) 3 4290} 3 46.60] 2
AUSTRIA 6 4810 1 5060 1 53.00] 1 5330] 1
BELGIUM 7 4649| 2 5540 0 59.60| O 55.60| 0
DENMARK 8 43521 2 5790 0 5649| 0 5470]- 1
FINLAND 9 4120 3 4150 3 4330] 3 4440 2
FRANCE 10 4270| 3 4410| 2 5020] 1 49.10) 1
GERMANY 11 4860 1 4950} 1 4890 1 4820 1
ICELAND 12 3850] 3 3220 5 3430 4 3660| 4
IRELAND 13 4930( 1 5340( 1 57.00{ O 55401 0
ITALY 14 51.00] 1 4840| 1 48.80| 1 5320| 1
NETHERLANDS 15 5230; 1 57601 0 59.00f 0 63.30] ‘0
NORWAY 16 5750] 0 5450] 1 50.10) 1 5540} O
SPAIN 17 24.15| 7 31201 5 3990 3 3880 3
SWEDEN 18 5220 1 6320 0 6480 0O 59.20| 0O
SWITZERLAND 19 35401 4 37.00] 4 38.00] 3 3770| 4
UNITEDKINGDOM | 20 5070] 1 46.80| 2 4550 2 42.10| 3
ARGENTINA 21 3030| 6 3530 4 38.00 3 3340 5
BOLIVIA 22 11.60| 10 13.80] 10 2270| 8|
BRAZIL 23 2880] 6 3040 6 4570 2 54.90( 0
CHILE 24 3270 5 2810 7 3330] 5 30.10] 6
COLOMEIA 25 1430 9 1650 9 16.13] 9 16.40] 9
COSTARICA 26| ' 21.00] 9 2580 7 2350 8 25.00| 7
DOM REP 27 17.55{ 9 16921 9 12.701 10
ECUADOR 28 2094 9 2373| 8 2139 9 17.90] 9
EL SALVADOR 29 14,10 10 1620 9 1540 9 12.30} .10
GUATEMALA 30 9.80] 10 1580] 9 9.70] 10 11.20] 10
HAITI 31 1864] 9 1760 9 2460 7
HONDURAS 32 1740| 9 14.54| 9 17.00] 9 20701 9
JAMAICA 33 35.60| 4 4320| 3 4040] 3 4750] 1
MEXICO 34 2060| 9 2220| 8 2690 7 26.10| 7
NICARAGUA 35 2040| 9 3220 5 6310 0 58.00| 0
PANAMA 36 3360{ 5 3330 5 3390 5 3370 5
PARAGUAY 37 11.80| 10 11.30] 10 11.80| 10 12.70{ 10
PERU 38 24301 7 2670 7 2370 8 17.80( 9
URUGUAY 39 2490 7 2430 7 2436| 7 27.80| 7
VENEZUELA 40 3440 4 24051 7 2877| 6| 31.00| 5
CYPRUS 41 34500 4 32.10{ 5 3080 5 30201 6
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Appendix 2: IIA—Total government expenditures as a share of GNP
Country # | 1975 1980 1985 1987
EGYPT 42 6150, O 5350 1 5070 1 46501 2
GREECE 43 3150 5 3680 4 4376 2 3830 3
ISRAEL 44 6780 0 6440| O 6830] 0O 6290| 0
MALTA 45 5620 O 3550 4 45401 2 41.10] 3
PORTUGAL 46 3396| 5 3790 4 4600 2 44201 2
SYRIA 47 4679 2 18.18| 9 28.10( 7
TURKEY 48 21.10( 9 2520 7 25,001 7 21.90( .9
BANGLADESH 49 8.50| 10 11.70| 10 12.10( 10 12.20| 10

FIJI 50 2580 7 2859 6
HONGKONG 51 13.50{ 10 10.10] 10 15.00( 9 1460| 9
INDIA 52 23.00| 8 2540 7 2880| 6 30.50| 6
INDONESIA 53 21.30] 9 24.00] 8 2270] 8 2680 7
KOREA 54 19.30( 9 2070 9 2120 9 2030] 9
MALAYSIA 55 3680 4 3870 3 4350 2 3590| 4
MAURITIUS 56 2623| 7 3010 6 2830| 6 2520 7
PAKISTAN 57 27.80 7 31.50] 5 2290 8 2510 7
PHILIPPINES 58 1760 9 1466 9 13.40| 10 17.33] 9
SINGAPORE 59 23.90| 8 23.30( 8 3600 4 3440 4
SRILANKA 60 2640 7 4320 3 3480 4 31201 5
TAIWAN 61 2140 9 2320 8 22.80| 8 20501 9
THAILAND 62 1640 9 20501 9 2250 8 2040] 9
BOTSWANA 63 30.00] 6 3400 5 3120 5 37.30| 4
CAMEROON 64 16.11] 9 13.661 10 21201 9 23.40| 8
COTE D'IVOIRE 65 24101 7 33.60f 5 3160 5

GABON 66 4226] 3 45.90| 2
GHANA 67 2190 9 1340 10 13.50] 10 14.10
KENYA 68 2690 7 31.10] 5 2970 6 31.50| 5
MALAWI 69 27.00( 7 39.80 3 2810y 7 30.10) 6
MALI 70 2443 7 3488| 4 35.50) 4
MOROCCO 71 3540| 4 3520 4 3320 5 3030| 6
NIGERIA 72 2410 7 1290( 10 23.60( 8
SOUTH AFRICA 73 1878] 9 2950 6 34101 5 3430) 4
SENEGAL 74 2030 9 24.35| 7 3076| 6

TANZANIA 75 3471 4 3087 5 2600 7 20901 9
TUNISIA 76 3140| 5 35501 4 4040 3 36.10| 4
ZAJRE 77 3680 4 29.00| 6 2950 6 3190| 5
ZAMBIA 78 42.80| 3 3700 4 3490 4 40.30| 3
ZIMBABWE 179 3760 4 4280 3 4720 2 4730 1
AVERAGE 30.81| 5.7 32.12| 54 34.00] 5.0 34.63| 4.8
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Appendix 2: [IB—The total number of non-financial government
enterprises with corresponding index

77 | 79 T 5 | s | 77| 79] v85] ‘89
Country # Total number of enterprises... Designated areas...

UNITED STATES 1| 15| 9] 15} 9 15| 9] 15| 9] 9| 9 9| 9
CANADA 2] 35, 6] 31] 6| 35| 6| 39| 5| 3] 3] 5] 5
AUSTRALIA 3|1 23| 8| 23] 8| 30| 7| 33| 6] 6] 6| 6| 6
JAPAN 4| 40| 5| 34| 6| 30| 7] 301 7| 6| 7| 7| 7
NEW ZEALAND 5| 25| 8| 25| 8! 22/ 9 22| 9| 6| 6| 3| 3
AUSTRIA 6l 77| 3| 82| 3| 84| 2| 84 2| 1] 1] 2| 2
BELGIUM 7| 13[ 10| 13| 10 12| 10| 12( 10| 7| 7{ 7| 7
DENMARK 8 35| 6| 34| 6| 30| 7 4| 4| 4
FINLAND 9/ 30| 7] 30] 7| 30| 7( 34 6| 3| 4| 3| 3
FRANCE 10 8! 10 7| 10} 12} 10 8] 8} 7
GERMANY 11) 51| 4| 51| 4| 56| 3| 54| 4} 7] 7| 5| 5
ICELAND 12 33| 6| 47] 4| 46| 4] 38| 6] 3| 3| 3| 3
IRELAND 13| 23} 8] 26| 7| 25| 8| 25| 8| 4| 4| 3| 3
ITALY 14 380 0]375| O 1] 1
NETHERLANDS | 15| 12| 10| 12| 10| 25 8| 25| 8] 6| 6, 6| 6
NORWAY 16 48| 4| 48] 4| 120] 1120y 1} 2 2} 1] 1
SPAIN 17(120} 1)163} 0] 210 0}316] O
SWEDEN 18( 51| 4 51 4( 9| 2| 91( 2| 2| 2| 2| 2
SWITZERLAND 19{ 7| 10] 8] 10 6| 10| 6| 10| 10] 10{ 10} 10
UNITED 20| 24| 8| 26| 7| 46| 4| 49| 4| 4| 5| 5 6
KINGDOM
ARGENTINA 21 23] 8] 49| 4| 43| 5 4] 1| 1
BOLIVIA 22 33] 6| 58] 3| 30| 7 4 2] 4
BRAZIL . 23] 49| 4] 49] 4| 92| 2| 88] 2} 3| 3} 2] 2
CHILE 24] 19| 9| 9] 10| 20| 9; 20 9] 6| 6] 5| 5
COLOMBIA 25| 33| 6] 32| 6| 41| 5] 39| 5| 3| 3[ 3| 3
COSTARICA 26] 8] 10) 25( 8| 29| 7| 29| 7| 9| 6| 4 4
DOMINICANREP| 27| 43| 5| 39| 5| 43} 5! 41} 5| 5| 5| 4| 4
ECUADOR 28| 19| 9{ 23| 8| 24| 8{ 25| 8| 6 4| 4| 4
EL SALVADOR 29| 7| 10f 8| 10| 11| 10| 11| 10| 9; 9/ 7| 7
GUATEMALA 30| 10{ 10/ 9| 10| 13| 10| 12| 10} 8| 9| 8| 8
HAITI 31 13] 10) 24] 8) 23} 8 7] 3] 3
HONDURAS 32| 10| 10{ 11| 10} 11} 10| 11| 10] 8| 9| 9| 9
JAMAICA 33 700 3] 92] 2107 1 4 3] 2
MEXICO 34(287| 0]287| 0] 248| 0|175| 0| 3| 3| 3] 3
NICARAGUA 35} 9] 10{ 9| 10 11| 10| 9| 9| 8
PANAMA 36 11 10l 20] 9] 36/ 6| 35| 6] 9| 7! 6, 6
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Appendix 2: IIB—The total number of non-financial government
enterprises with corresponding index

77 | 79 | 85 | 89 | 77| '79] ‘85| ‘89
Country # Total number of enterprises... Designated areas...
PARAGUAY 37) 12] 10| 13| 10} 14} 9; 14| 9| 8| 8 7| 7
PERU 38) 39| 5| 40f 5| 37y 6} 371 6] 1| 2 3| 3
URUGUAY 39) 18] 9| 18] 9| 15| 9f 15| 9] 4! 6| 6| 6
VENEZUELA 40| 32| 6| 32| 6| 60| 3| 57| 3} 4] 5| 3| 3
CYPRUS 41) 7] 10| 8| 10| 12| 10 12| 10| 7| 7| 6| 6
EGYPT 42) 49| 4| 49| 4| 51| 4] 66| 3| 1 o[ 3
GREECE 43| 19 9| 36| 6| 40 5| 40| 5| 8 5] 3] 3
ISRAEL 44,133| 1)107( 1] 144 1]127( 1| 3} 4| 2| 2
MALTA 45| 50| 4| 43| 5| 65| 3| 66 3| 4| 3| 3| 3
PORTUGAL 46 196| 0] 106 1]122] 1 1] 2] 1
SYRIA 47| 24| 8| 24| 8| 97| 2102 1} 3| 4| 0| O
TURKEY 48| 31] 6| 31| 6| 31| 6f 31| 6} 3| 3{ 3| 3
BANGLADESH 49| 31| 6| 41| 5| 37| 6] 37| 6| 5| 4| 4| 4
FIJI 50{ 11| 10| 12| 10| 14| 9| 14| 9| 6| 6| 6| 6
HONGKONG 51
INDIA 52;146| 1|153| 0| 190| 0)205| 0| 2| 2| 2] 1
INDONESIA 53/110| 1|115| 1| 158| 0|161| 0| 2 2] 1| 1
KOREA 54| 54| 4} 31| 6| 27| 7| 27| 7| 3| 4] 4| 4
MALAYSIA 55| 14| 9| 13| 10| 25| 8| 41| 5[ 7| 8| 6 4
MAURITIUS 56| 15( 9| 13| 10| 24| 8| 29| 7| 7 7| 7| 7
PAKISTAN 57| 93| 2| 84| 2| 85{ 2| 94| 2| 2| 2| 2} 2
PHILIPPINES 58| 26 7| 26| 7| 42] 5| 50{ 4 5| 5| 5§ 3
SINGAPORE 59 35| 6| 35{ 6| 28| 7| 28! 7| 4| 4| 5| 5
SRILANKA 60| 78 3[120) 1] 120f 1}110] 1{ Of O] 0} O
TAIWAN 61| 76 3| 76| 3 3] 3
THAILAND 62| 62| 3| 61| 3| 55| 4| 56| 3 2| 3| 3| 3
BOTSWANA 63| 29 7| 31| 6] 44| 5| 45 4| 6| 6| 7| 6
CAMEROON 64 21] 9| 58} 3} 58] 3 6l 2, 2
COTE D'IVOIRE 65| 37| 6| 47| 4| 42{ 5| 47\ 4| 4| 3| 3| 4
GABON 66| 16 9| 20] 9| 20f 9| 32| 6| 5| 5| 4| 3
GHANA 67| 49| 4| 47| 4] 48| 4| 50] 4 3| 3| 2| 2
KENYA 68| 61 3| 62| 3| 128} 11112| 1| 4| 4| 2} 2
MALAWI 69| 27| 7| 21| 9 24| 8| 24| 8| 6| 6| 6| 6
MALI 70| 7{ 10f{ 31] 6| 31| 6| 28] 7 9| 2| 2| 3
MOROCCO 71| 35, 6| 36| 6] 70| 3| 70| 3| 4, 4] 3| 3
NIGERIA 72 55| 4| 84| 2| 80 3 3] 2| 2
SOUTHAFRICA | 73] 19| 9] 25 8] 29{ 7| 29| 7| 4| 4| 4| 4
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Appendix 2: IIB—The total number of non-financial government
enterprises with corresponding index
77 | 79 | 85 | 89 | 77| '79] 85| ‘89
Country # Total number of enterprises... Designated areas...
SENEGAL 74) 41 5| 46 4| 51| 4| 47| 4| 3] 3| 2| 3
TANZANIA 75{116] 1| 86| 2| 150 0[178] 0] 1| 1| 0| O
TUNISIA 76| 8| 10| 6| 10| 98] 2]100] 2| 8] 9] 0] 9O
ZAIRE 771153| Of 50| 4| 40{ 5! 40} 5{ 2| 4] 3| 3
ZAMBIA 78] 51| 4/103| 1) 133] 1|146( 1| 0] 1| 0| O
ZIMBABWE 79

} AVERAGE 440 63454 6.1| 61.6| 51| 623 5.1} 47] 47|38 3.8

Copyright The Fraser Institute
www.fraserinstitute.org
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Appendix 2: IIC—Index ranking of price controls in the economy
Country # | 1989 Country # | 1989
UNITED STATES 1 8 CYPRUS 41 0
CANADA 2 8 EGYPT 42 3
AUSTRALIA 3 6 GREECE 43 0
JAPAN 4] 6] | ISRAEL 4| 0
NEW ZEALAND 5 9 MALTA 45 0
AUSTRIA 6 5 PORTUGAL 46 4
BELGIUM 7 2 SYRIA 47!
DENMARK 8 6 TURKEY 48 8
FINLAND 9 6 BANGLADESH 49
FRANCE 10 6 FIjJI 50 8
GERMANY 11 9 HONGKONG 51 10
ICELAND 12 INDIA 52 3
IRELAND 13 7 INDONESIA 53 6
ITALY 14 5 KOREA 54 3
NETHERLANDS 15 7 MALAYSIA 55 5
NORWAY 16 5 MAURITIUS 56
SPAIN 17 6 PAKISTAN 57
SWEDEN 18 6 PHILIPPINES 58 6
SWITZERLAND 19 7 SINGAPORE 59 8
UNITED KINGDOM 20 8 SRILANKA 60
ARGENTINA 21 0 TAIWAN 61 6
BOLIVIA 22 6 THAILAND 62 4
BRAZIL 23 0 BOTSWANA 63 6
CHILE 24 8 CAMEROON 64
COLOMBIA 25 6 COTE D' IVOIRE 65
COSTA RICA 26 GABON 66
DOMINICAN REPUBLIC 27 GHANA 67
ECUADOR 28 0 KENYA 68 3
EL SALVADOR 29 MALAWI 69 3
GUATEMALA 30 6 MALI 70
HAITI 31 MORQOCCO 71 0
HONDURAS 32 . NIGERIA 72 6
JAMAICA 33 5 SOUTH AFRICA 73 3
MEXICO 34 0 SENEGAL 74 5
NICARAGUA 35 TANZANIA 75 0
PANAMA 36 3 TUNISIA 76
PARAGUAY 37 6 ZAIRE 77
PERU 38 3 ZAMBIA 78 0
URUGUAY 39 5 ZIMBABWE 79 0
VENEZUELA 40 6 AVERAGE 4.6




Measuring Economic Freedom 209

Appendix 2: IIIA—Transfers and subsidies as a share of GNP

with corresponding index.

Country # 1975 1980 1985 1987
UNITED STATES| 1 9042% | 4 938%} 4} 1013%| 4 9.86% | 4
CANADA 2 927% | 4 968% | 4| 1050% | 3| 1022% | 4
AUSTRALIA 3 734% | 5 896% | 4| 11.08%! 3| 1028%| 4
JAPAN 4 1.73% | 9 1.97% | 9 1.70% | 9 1.52% |- 9
NEW ZEALAND 5{ 11.13% | 3| 219% | 0| 2220%| 0| 23.80% | O
AUSTRIA 61 1749% 2! 1892% ) 1} 1999% | 1} 2084% | 1
BELGIUM 7| 2354% | 0| 2589% | 0| 2698%| O| 2600%| O
DENMARK 8 720% | 5 827% | 4 9.36% | 4 9.45% | 4
FINLAND 9| 1325%| 3| 13.27% | 3| 1426% | 3| 1483%| 3
FRANCE 10 2200%| 0| 2187%| 0| 2631%| 0| 2621%| O
GERMANY 11| 1463%| 3| 1515%| 3| 1563%| 2| 1551% 2
ICELAND 12| 1294% | 3| 1055% | 3| 2053% | 1

IRELAND 13| 1633% | 2| 1733%| 2| 23.19%| 0| 2287%| O
ITALY 14| 1592% | 2| 1477%| 3| 1914% | 1| 1910% | 1
NETHERLANDS | 15| 2201%{| 0| 2540% 0| 2500%{ O 2590%| 0
NORWAY 16| 1944% | 1| 21.48% | O] 1961% | 1| 21.94% | O
SPAIN 17 737% | 5| 1217%| 3| 1632%| 2| 1410%| 3
SWEDEN 18} 1429% | 3| 21.82% )| O| 2440% 0} 2578%| O
SWITZERLAND | 19 941% | 4| 1068% | 3| 1007%| 4| 1020% | 4
UNITED 20| 13.72% | 3| 1455%| 3| 16.04%| 2| 1501% | 3
KINGDOM

ARGENTINA 210 1071% | 3| 1657%| 2| 1521%| 3 809% (| 5
BOLIVIA 22 1.14% | 10 1.56% | 9 215% | 8 1.00% | 10
BRAZIL 23 823% | 4| 1083% | 3 8.18% | 4 6.56% | 5
CHILE 24| 1052% | 3| 13.13%| 3| 17.20%| 2| 1546% ! 2
COLOMBIA 25 ' 257% | 8 3.04% | 7 2.74% | 8
COSTARICA 26 420% | 7 625% | 5 785% | 5 760% | S
DOMINCAN REP| 27 151% | 9 201% | 9 258% | 8 212% | 8
ECUADOR 28 350% | 17 513% | 6 390% | 7

EL SALVADOR | 29 255% | 8 273% ) 8 208% ) 9 147% | 9
GUATEMALA 30 0.78% | 10 113% | 10 1.33% | 9 206% | 9
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Appendix 2: IIIA—Transfers and subsidies as a share of GNP
with corresponding index.

Country # 1975 1980 1985 1987
HAITI 31 135% | 5
HONDURAS 32| 047%] 10

JAMAICA 33 340% | 7

MEXICO 34| 398%| 7| 438% 534% | 6| 240%| 8
NICARAGUA 35| 237%| 8| 4.16% 691% | 5

PANAMA 36| 361%| 7| 492%| 6| 551%| 5| 573%| 5
PARAGUAY 37| 177%| 9| 116%| 10| 220%| 8| 530%| 6
PERU 38| 265%| 8| 264%| 8| 182%| 9| 286%| 8
URAGUAY 39| 1210% | 3| 948%| 4| 976% | 4| 11.80%| 3
VENEZUELA 40| 233%| 8| 195%| 9| 470%| 6| 226%| 8
CYPRUS 41| 1017% | 4| 678%| 5| 810%| 5| 761%| 5
EGYPT 42 2550%| 0| 1837%| 2| 1540%| 2| 11.85%| 3
GREECE 43| 304%| 7| 11.77%| 3| 18.16%| 2| 1580% | 2
ISRAEL 44| 1878% | 1| 2099% | 1| 2000%| 1| 1694% | 2
MALTA 45| 13.25% | 3| 1133%| 3| 1448%| 3| 1513%| 3
PORTUGAL 46| 14.63% | 3| 1672%| 2| 2067%| 1| 17.43% | 2
SYRIA 470 000%| 10| 0.00% | 10 250% | 8
TURKEY 481 640%| 5| 530%| 6| 106%| 3| 671%| 5
BANGLADESH | 49 1.20% | 10
FII 50| 193%| 9| 251%| 8| 466%| 6| 465%| 6
HONG KONG 51| 211%| 9| 298%| 7| 146%| 9| 263%| 8
INDIA 52| 119%| 10| 174%| 9| 281%| 8| 100% |10
INDONESIA 53| 153%| 9| 348%| 7| 271%| 8| 487%
KOREA 54| 157%| 9| 204%| 9| 238%| 8| 203%
MALAYSIA 55| 662%| S| 494%| 6| 320%| 7| 330%
MAURITIUS 56| 652%| 5| 655%| S| 545%| 5| 4.23%
PAKISTAN 57| 306%| 7| 221%| 8| 068%| 10| 078% |10
PHILIPPINES 58| 084%| 10| 024%| 10| 017%| 10| 041% |10
SINGAPORE 50| 136%| 9| 115%| 10| 123%| 10| 241%] 8
SRI LANKA 60| 813%| 5| 822%| 4| 530%| 6| 531%| 6
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Appendix 2: IIIA—Transfers and subsidies as a share of GNP
with corresponding index.

Country # 1975 1980 1985 1987
TAIWAN 61| 215%| 8| 256%| 8| 357%| 7| 4.08%| 7
THAILAND 62| 060%| 10| 067%| 10| 123%| 9| 112% |10
BOTSWANA 63| 250%| 8| 532%| 6| 928%| 4| 821%| 4
CAMEROON 64 0.83% | 10| 000% ]| 10| 2.80% | 8
COTE D’ IVOIRE | 65 436% | 7

GABON 66 323% | 7

GHANA 67| 3.17%| 7| 243%| 8| 134%| 9| 0.12% |10
KENYA 68| 271%| 8| 228%| 8| 300%| 7| 198%| 9
MALAWI 69| 089%) 10| 054%| 10| 019%| 10| 022% | 10
MALI 70 228%| 8| 281%| 8| 111%|10
MOROCCO 71| 715%| 5| 533%| 6| 535%| 6| 3.83%
NIGERIA 72| 287%| 8| 040%| 10| 120%| 10| 1.99%
SOUTHAFRICA | 73| 344% | 7| 321%| 7| 482%| 6

SENEGAL 74| 272%| 8| 434%| 7| 088%| 10
TANZANIA 75 012%| 10| 004%| 10| 428%| 7

TUNISIA 76| 831%| 4| 441%| 7| 714%| 5| 157%| 5
ZAIRE 77| 1.00%| 10| 061%| 10

ZAMBIA 78| 756% | 5| 940%| 4| 491%| 6| 594%| 5
ZIMBABWE 79| 8.15%| 4| 2146%| 0| 978%| 4| 13.28%| 3
AVERAGE  728% | 58| 801%|56| 891%|52| 866% |54




Appendix 2: IIIB—Top marginal tax rates, the threshold at which they apply, and the corresponding index ratings.
COUNTRY # 1975 1980 1984 1989
Rate Level Rate  Level Rate Level Rate  Level

UNITED STATES 1| 70-75 185,000 1| 70-75 82,645 0] 5059 156,300 5| 3342 58,937 8
CANADA 2| 43-61 130,109 6| 47-62 115,840 5{ 49-60 43,100 3| 42-47 35,888 5
AUSTRALIA 3 64 74,348 2 62 51,928 2 60 28,400 2 49 23,555 3
JAPAN 4 68 185,000 2 75 546,694 2 70 305,500 3 65 178,000 3
NEW ZEALAND 5 60 83,642 3 60 31,818 2 66 17,200 0 33 15,194 6
AUSTRIA 6 54| - 185,000 5 62 153,581 3 62 65,350 2 50 42,728 4
BELGIUM 7 64 185,000 3 76 187,879 0 76 60,600 0| 55-65 46,379 2
DENMARK 8 63 37,174 1 66 37,052 0 73 21,400 0 68 24,802 0
FINLAND 9| 61-68 111,522 3| 65-71 88,843 1| 6470 59,300 1| 63-69 47,128 0
FRANCE 10 48 130,109 6 60 126,722 4 65 30,700 1 53 29,929 3
WEST GERMANY 11 56 167,283 4 56 193,939 4 56 39,650 2 56 114,764 4
ICELAND 12

IRELAND 13 80 46,468 0 60 19,559 1 65 19,000 0 58 20,214 1
ITALY 14 48 185,000 6 72 819,559 2 81 248,200 0 50 180,906 6
NETHERLANDS 15 46 185,000 6 72 127,548 1 72 59,100 0 72 90,675 0
NORWAY 16 74 111,522 1 75 82,645 0 64 32,600 1 54 28,117 3
SPAIN 17 55 185,000 5 66 195,592 2 66 67,700 1 56 57,114 3
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Appendix 2: IIIB—Top marginal tax rates, the threshold at which they apply, and the corresponding index ratings.

COUNTRY # 1975 1980 1984 1989

Rate Level Rate Level Rate Level Rate Level
SWEDEN 18 70 74,348 1 87 53,306 0 80 38,100 0 72 24,346 0
SWITZERLAND 19| 3842 111,522 8| 3144 76,171 6| 3346 145,300 8| 2632 299,428 10
UNITED KINGDOM 20 41 185,000 7 83 66,942 0 60 40,100 2 40 24,700 5
ARGENTINA 21 51 65,055 4 45 101,515 7 62 65,400 2 35 40,465 7
BOLIVIA 22 48 15,152 3 30 45 8 10 1] 10
BRAZIL 23 50 65,055 5 55 105,234 5 60 10,400 1 25 1,434 8
CHILE 24 80 185,000 0 60 42,424 2 57 3,600 1 50 3,709 3
COLOMBIA 25 41 111,522 7 56 36,501 2 49 55,400 5 30 32,822 8
COSTARICA 26 50 83,642 5 50 56,061 5 50 2,200 3 25 9,843 8
DOMINICAN REPUBLIC | 27 49 185,000{ 6 73.1 497,238 2 73 183,000 1
ECUADOR 28 50 148,696 6 50 150,000 6 58 27,800 2 40 21,787 5
EL SALVADOR 29 55 185,000 5 60 137,741 4 48 11,700 3 60 39,370 2
GUATEMALA 30 34 185,000 9 40 688,705 9 48 324,350 7 34 3,791 6
HAITI 31 30 193,000 10
HONDURAS 32 27 185,000 10 40 688,705 9 46 476,400 7 46 393,701 7
JAMAICA 33 60 27,881 2 80 23,967 0 58 2,400 1 33 1,489 6
MEXICO 34 47 83,642 5 55 90,634 4 55 59,300 4 40 8,900 5
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Appendix 2: IIIB—Top marginal tax rates, the threshold at which they apply, and the corresponding index ratings.

COUNTRY # 1975 1980 1984 1989
Rate Level Rate  Level Rate Level Rate Level

NICARAGUA 35 21 185,000| 10 50 275482 7 50 67,600 5
PANAMA 36 52 185,000' 5 56 275,482 5. 56 192,500 4 56| 157,480 4
PARAGUAY 37 30 8,200 7 30 3,822 7
PERU . 38 51 55,761 4 65 53,719 2 65 40 0 45 12,558 4
URAGUAY 39 41 185,000 7 0 10 0 10 0 10
VENEZUELA 40 20 185,000| 10 45| 1,350,000 8 45| 1,110,000 8 45 234,000 8
CYPRUS 41 54 37,174 3 60 19,146 1 60 20,900 1 62 18,547 0
EGYPT 42 80 196,832 0 65 148,000 3 65 61,750 2
GREECE 43 52 130,109 5 60 113,223 41 = 63 36,500 1 50 28,594 4
ISRAEL 44 66 70,000 1 60 55,000 3 51 82,000 4
MALTA 45 65 18,000 0 65 10,000 0 65 3,030 0
PORTUGAL 46 82 167,283 0 84 28,788 0 69 39,900 0 40 16,171 5
SYRIA 47
TURKEY 48 75 60,000 0 60 53,800 3 50 32,800 4
BANGLADESH 49 60 10,000 1
FIJT 50 53 27,000 3 53 13,774 2 50 16,650 3 50 21,872 3
HONG KONG 51 15 27,881 10 15 28,512 10 25 4,900 8 25 7,066 8
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Appendix 2: IIIB—Top marginal tax rates, the threshold at which they apply, and the corresponding index ratings.

COUNTRY # 1975 1980 1984 1989
Rate Level Rate  Level Rate Level Rate  Level

INDIA 52 77 13,940 0 60 16,529 1 62 7,700 0 53 5,194 2
INDONESIA 53 48 37,174 4 50 21,212 3 35 44,750 7 35 22,731 6
SOUTH KOREA 54 89 238,567 0 65 69,600 2 60 110,000 4
MALAYSIA 55 50 46,468 4 60 47,383 2 45 117,300 7 45 90,161 6
MAURITIUS 56 50 20,000 3 35 10,000 6 35 2,750 6
PAKISTAN 57 61 27,881 1 55 6,887 2 60 6,500 1 50 8,394 3
PHILIPPINES 58 56 167,000 4 70 94,353 1 60 24,350 1 35 18,031 6
SINGAPORE 59 55 83,642 4 55 255,096 6 40 325,000 9 33 161,850 9
SRILANKA 60 60.5 3,500 1
TAIWAN 61 60 111,522 4 60 110,000 4 60 100,000 4 50 97,658 5
THAILAND 62 60 111,522 4 60 68,871 3 65 70,700 2 55 62,270 4
BOTSWANA 63| 75 83,642 0 75 66,116 0 60 34,300 2 50 16,472 3
CAMEROON 64 60 30,000 2 60 20,600 1
COTE D'IVOIRE 65 45 38,500 5
GABON 66
GHANA 67 70 22,000 0 60 700 1 60 400
KENYA 68 70 46,468 0 65 27,500 1 65 9,900 0 50 400 3
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Appendix 2: IIIB—Top marginal tax rates, the threshold at which they apply, and the corresponding index ratings.

COUNTRY # 1975 1980 1984 1989
Rate Level Rate Level Rate Level Rate Level

MALAWI 69 38 27,881 6 45 20,937 4 50 13,500 3 50 7,194 3
MALI 70
MOROCCO 71 39 185,000 8 64 261,570 4 87 75,500 0 87 28,699 0
NIGERIA 72 75 74,348 0 70 62,000 1 55 40,000 3 55 4,200 2
SOUTH AFRICA 73 66 83,642 1 60 45,868 2 50 19,250 3 45 26,456 5
SENEGAL 74 65 38,232 1 48 31,000 4
TANZANIA 75 80 74,000 0 95 19,293 0 50 1,200 3
TUNISIA 76 62.3 300,000 4
ZAIRE 77 60 37,174 2 60 8,540 1 60 1,350 1 60 854 1
ZAMBIA 78 70 37,174 0 70 22,452 0 80 10,700 0 75 2,375 0
ZIMBABWE 79 45 34,435 5 63 22,200 0 60 13,287 1
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Appendix 2: IIIC—Conscripts per 1000 population
with corresponding index ratings

Country #| 7475 7879 84-85 89-90
UNITED STATES 1 0.00] 10 000{ 10| 000 10 000/ 10
CANADA 2| o000| 10| o000|10| 000|10| 000]| 10
AUSTRALIA 3 000| 10| o000| 10| 000|10{ 000| 10
JAPAN 41 000| 10 000 10| o000l 10| 000| 10
NEW ZEALAND 5 000| 10| o0o00| 10| oo00|10| 000| 10
AUSTRIA 6| 331 6 253 8 427 5 271 7
BELGIUM 7 9.15| 2 262| 8 322| 6 369| 6
DENMARK 8] 733] 2 242| 8 184| 8 179 | 8
FINLAND 9 599| 2 671 2| 517 3 476 4
FRANCE 10| 52| 3 494 | 4| 449 4 430| 5
GERMANY 11 386 5 372| 6 375| 5 363| 6
ICELAND 12| o000| 10| 000/ 10 000| 10| 000| 10
IRELAND 13 000| 10| 000 10 0.00 | 10 0.00] 10
ITALY 14 764 2 398| 5| 412 5 473 | 4
NETHERLANDS 15 844| 2 352 6| 320| 7 335| 6
NORWAY 16| 573 2 693| 2| s543| 3 518 3
SPAIN 17 806| 2| 521 3 552| 3 535 3
SWEDEN 18 658 2 561] 3 sl 2 584| 2
SWITZERLAND 19 547| 3 287 7 3.08| 7 326 6
UNITED KINGDOM| 20| 000| 10| 000| 10| 000|100 000]| 10
ARGENTINA 21 548 | 3 5041 3 366| 6 121} 9
BOLIVIA 2| 440| 4 369| 6| 442| 4 272| 7
BRAZIL 23 199] 8 098 9 02| 9 099] 9
CHILE 24 575| 2 195| 8 275 | 7 257 8
COLOMBIA 25 264 | 7 280 | 7 101 9 132] 9
COSTA RICA 26| 000| 10/ 000|10{ 000 10 0.00| 10
DOM. REP. 27 347| 6 000 | 10 000 | 10 0.00]| 10
ECUADOR 28 320 7 325| 6| 40s| 5 4.05
EL SALVADOR 29 130] 9 160 8| 786 2 9.45
GUATEMALA 30 199 8 226 8 488 4| 480
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Appendix 2: IIIC—Conscripts per 1000 population

with corresponding index ratings

Country #| 7475 78-79 84-85 89-90
HAITI 31| o000 10| o000]10] o00f10! 000]| 10
HONDURAS 32 000| 10| 28| 7| 269 7
JAMAICA 33 0.00| 10
MEXICO 34| 443 374 321 0.71
NICARAGUA 351 336| 6| 298] 7| 1931] o 810| 2
PANAMA 36| o000| 10! o000|10] 000|100 o000| 10
PARAGUAY 370 s40| 3| 592 303 7| 238] 8
PERU 38| 351] 6| 287 7| 359| 6| 366 6
URAGUAY 39| o000 10] o0o00|10] o00of10| o000} 10
VENEZUELA aw| 337| 6| 336 6| os6a| 9| o094] 9
CYPRUS 41 1608| o 1506| o] 1873] o
EGYPT 2| 88| 2| 993 2| s40| 3| 46| 4
GREECE 23| 1249| 1| 1606| 0| 1343| 1| 1420| 1
ISRAEL 40| 3436 o 3298| o] 2340| o 2422| o
MALTA 4s| o000l 10| o0o00]10| oo00o|l10| 000 10
PORTUGAL 46| 2359 697 2| 370| 6| 455| 4
SYRIA 47| 1928| o 2805 1154 1| 3450
TURKEY 48| 116| 1| 857 19| 2| 1037] 2
BANGLADESH 4| ooo|l 10| ooo|10| o00|10] o000]10
FINI 50 000| 10] 0.00] 10
HONG KONG s1| ooo| 10| ooo|l10]| 000|100 o00] 10
INDIA 52| ooo| 10| ooo|l 10| o0o0o|l10| o000 10
INDONESIA s3]  213| 8| 177| 8| 178 8| 162 8
KOREA sa| 1852| o| 1786| o 1495| 1| 1510] o
MALAYSIA ss| ooo| 10| ooo|l10| o0o00o|10] 00010
MAURITIUS s6| ooo| 10| ooo|l10]| 000|100 000] 10
PAKISTAN s7| 67| 2| o0o00| 10| oo0of 10| 000 10
PHILIPPINES 58| 133 212] 8| o000l 10| o000 10
SINGAPORE so| o973 1506 o 1365| 1| 1300 1
SRILANKA 60| o000 10| o0o00|10] o00|10| o000] 10




Measuring Economic Freedom 219

Appendix 2: IIIC—Conscripts per 1000 population
with corresponding index ratings

Country #7475 7879 84-85 89-90
TAIWAN 61| 3069| 0| 2689 26| 0| 1934] o0
THAILAND 62| 507 3| 457 4| a64| 4| s8] 3
BOTSWANA 63| oool 10l oool10| oo0ol10| 00010
CAMEROON 64| o000|10{ 000]10] ©000|10] 000( 10
COTED’IVOIRE | 65| o073| 9| o094| o 123] o oe4| 9
GABON 66 000 10| 000|100 000( 10
GHANA 67| ooo| 10| ooo|l10| o000|10] 00010
KENYA 68| 00010 o0o00|10] ©000|10] 000] 10
MALAWI 69| o000| 10| o000 10] o000|10| 000]| 10
MALI 70 067 0.68 0.64 0.80
MOROCCO 71| 333| 6| 4| 4| 617] 2| so1| 2
NIGERIA 72| 000| 10| o000| 10| 000| 10| 000|10
SOUTHAFRICA | 73| 200| 8| 250 250| 8 181 8
SENEGAL 74| 137| 9| 138 154| 8| 136| 9
TANZANIA 75| o000| 10| o0o00|10] o000|10] 082
TUNISIA 76| 377| S| 208| 8| 18] 8| 346| 6
ZAIRE 77{ o0o00of10] o0o0o|10| o000 10| 00|10
ZAMBIA 78| oo00o| 10| ooo| 10| o0o0o|l10] 00| 10
ZIMBABWE 79{ o000} 10| 000|100 ©000|10| 520 3
AVERAGE 437064 | 378071( 345(71| 357[71
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Appendix 2: IVA—Taxes on international trade as a share
of the trade sector with corresponding index
Country #| 1975 1980 1985 - 1987

UNITED STATES 1| 2990% 8| 2269% 8| 3.016% 8| 3.136% 8
CANADA 2| 7344% 6| 4768% 7| 3340% 7| 3.112% 8
AUSTRALIA 3| 8768% 6| 7263% 6| 7563% 6| 7177% 6
JAPAN 41 1871% 8| 1781% 8| 1.448% 8| 1704% 8
NEW ZEALAND 5| 4860% 7| 3589% 7| 4069% 7| 4720% 7
AUSTRIA 6| 3292% 7| 1426% 8| 1199% 8| 1461% - 8
BELGIUM 7| 0019% 10| 0.005% 10| 0.003% 10| 0.031% 10
DENMARK 81 0142% 9| 0099% 9| 0.077% 9| 0.080% ¢
FINLAND 9] 3229% 8| 1619% 8| 0831% 8| 1.038% 8
FRANCE 10 0092% 9| 0097% 9| 0054% 9| 0.055% 9
GERMANY 11 0.031% 10| 0.019% 10| 0010% 10| 0.012% 10
ICELAND 12 [ 16.113% 2| 13.060% 4| 9.077% 5

IRELAND 13 9636% 5| 6361% 6| 5083% 7| 5834% 6
ITALY 141 0515% 9| 0075% 9| 0.045% 10| 0.052% 9
NETHERLANDS 15| 2660% 8| 0.006% 10| 0.000% 10| 0.000% 10
NORWAY 16| 1.023% 8| 0601% 9| 0501% ¢| 0748% 9
SPAIN 171 12210% - 4| 8667% 6| 5857% 6| 4197% 7
SWEDEN 18 2131% 8| 1325% 8| 0.650% 0.669% -~ 9
SWITZERLAND 19 6994% 6| 4835% 7| 3.89%% 7| 4249% 7
UNITEDKINGDOM | 20| 0.768% 9| 0.083% 9| 0.008% 10| 0.144% 9
ARGENTINA 21]20870% 1|23778% 0 |24923% 0{19.170% 1
BOLIVIA 22117241% 2| 15652% 2| 0.013% 10| 0.008% 10
BRAZIL 23] 0011% 10| 0.015% 10| 0.006% 10| 0.007% 10
CHILE 24| 11.123% 4| 5572% 7| 11.389% 4| 9.090% 5
COLOMBIA 251 14799% 2| 15518% 2| 13.841% 3| 15699% 2
COSTARICA 26| 11.745% 4| 10.509% 5| 13.606% 3| 14802% 2
DOMINCANREP | 27(32233% 0| 19497% 113.697% 3| 19.635% 1
ECUADOR 28 | 17.767% 1115581% 2| 12419% 4| 9.650% 5
EL SALVADOR 29| 12795% 4| 12.479% 4| 14264% 2| 13.290% 3
GUATEMALA 30| 11241% 4| 14381% 2| 9.649% 5| 19.533% 1
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Appendix 2: IVA—Taxes on international trade as a share
“ of the trade sector with corresponding index
; Country #| 1975 1980 1985 1987
HAITI 31 19.711% 11 16.068% 21 13647% 3
HONDURAS 32 | 10.645% 5]13.438% 3|16700% 2| 14.200% 2
JAMAICA 33| 7979% 6| 1.864% 8
| MEXICO 34 | 15517% 2 | 34.901% 0| 5112% 7112.880% 4
j NICARAGUA 35| 9764% 5| 17.400% 1]10524% 5| 2.828% 8
; PANAMA 36| 6.789% 6| 6.039% 6| 8439% 6| 9769% 5
| PARAGUAY 37 | 17.622% 1]|12083% 4| 4255% 7] 4395% 7
‘i PERU 38| 18.891% 1120.752% 11 17.646% 1118274% 1
i URUGUAY 39| 6.828% 6 | 17.745% 11 11.465% 4114.897% 2
‘ VENEZUELA 40| 7651% 6| 5969% 6| 17.947% 1]|24928% 0
CYPRUS 41) 6908% 6| 7999% 6} 8.841% 61 9319% 5
| EGYPT 421 33427% 0(26152% 0| 24120% 0|23.073% 0
| GREECE 53| 6873% 6| 6459% 6| 0664% 9| 0180% 9
ISRAEL 441 13333% 3| 4000% 7| 5.769% 6| 4861% 7
| MALTA 55| 9185% 5| 97M% 5| 8912% 5| 9.148% 5
i PORTUGAL 46| 9216% S| 4228% 7| 2.505% 8| 1.901% 8
SYRIA 47| 16.950% 2| 14242% 2 6.788% 6
‘ TURKEY 48 | 28.800% 01 12.652% 4| 5924% 6| 6203% 6
} BANGLADESH 49 | 21.859% 1| 26.823% 0 | 35.764% 0]27331% O
: FII1 50| 13.251% 31 11.552% 4| 15.748% 2| 15345% 2
HONG KONG 51| 1.458% 8| 069% 9| 0.643% 91 0764% 9
INDIA 52 | 29.544% 01 31.040% 0| 48.478% 0(55837% O
INDONESIA 53| 7997% 6| 5782% 6| 3.170% 8| 7253% 6
KOREA 54| 6.134% 6| 7.114% 6| 7.190% 6| 7.895% 6
MALAYSIA 55| 14.083% 21 15422% 2| 10.752% 51 7.085% 6
MAURITIUS 56| 14.128% 2| 21.732% 1] 19.283% 1] 17.008% 2
PAKISTAN 57 | 30.636% 0| 30.571% 0 | 30.019% 0]32471% O
PHILIPPINES 58 | 26.770% 0| 13.509% 31 13.834% 31 15326% 2
i SINGAPORE 59 | 1.486% 81 0.942% 8| 0.724% 91 0549% 9
i‘ SRI LANKA 60 | 22.265% 11 23.434% 0| 21.172% 1]21.665% 1
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Appendix 2: IVA—Taxes on international trade as a share
of the trade sector with corresponding index
Country #1 1975 1980 1985 1987

TAIWAN 61 9660% 5| 719%% 6| 5713% 7| 4564% 17
THAILAND 62| 16.563% 2| 13.756% 3| 12.967% 4| 11.074% 4
BOTSWANA 63120787% 1]25500% 0| 15221% 2| 11.081% 4
CAMEROON 64126874% 0[21.997% 1] 12.181% 4| 18.690% 1
COTED’IVOIRE | 651 0.027% 10| 25559% 0} 19.402% 1

GABON 66 13.482% 3

GHANA 67| 42.685% 0| 34538% 0| 38.084% 0]26146% O
KENYA 68 | 10935% 5| 12.126% 4| 13.758% 3| 16281% 2
MALAWI 69| 7504% 6| 13.154% 4| 17.751% 1| 12530% 4
MALI 701 28180% O| 7615% 6| 9.654% 5| 17.060% 2
MOROCCO 711 15.025% 2| 21.361% 1112779% 4| 12.072% 4
NIGERIA 72(13279% 3| 8900% 5| 10345% 5| 3.965% 7
SOUTHAFRICA | 73| 4050% 7| 2420% 8| 2792% 8| 3619% 7
SENEGAL 74133329% 022832% O

TANZANIA - 75| 14652% 2| 15442% 2| 12.491% 4

TUNISIA 761 21.394% 1|17986% 1]26608% 0 21.809% 1
ZAIRE 77| 37.694% 0{20527% 1]17.017% 2| 16.664% 2
ZAMBIA 78| 5223% 7| 4784% 7| 13.675% 3| 16943% 2
ZIMBABWE 79 3335% 7|16.064% 2| 17.772% 1
AVERAGE 12.610% 4.4 | 11.461% 4.6| 10.555% 5.1 | 10.348% 5.0
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Appendix 2: IVB—Actual trade sector size minus predicted trade
sector size with corresponding index

Country # | 1975 1980 1985 1987
UNITED STATES 1] 20% 6} -272% 5| -290% 5| -130% 6
CANADA 2| -180% 6| 274% S| 247% 6| -320% S
AUSTRALIA 31 -1414% 1| -1567% 1§ -13.62% 1| -1415% 1
JAPAN 4| -435% 5| -556% 4| -589% 4| -787% 3
NEW ZEALAND S| -1581% 1| -1549% 1| -11.81% 2| -1876% O
AUSTRIA 6| 548% 5| -328% S| -1.01% 6| -507% 5
BELGIUM 7 931% 9| 1978% 9| 30.60% 10| 22.28% 9
DENMARK 8| -1005% 2| -989% 2| -655% 4| -11.50% 2
FINLAND 91 -1330% 1| -1076% 2| -1536% 1} -1747% 1
FRANCE 10| -547% S| -490% S| -364% S| -513% 5
GERMANY 11 245% 7 3.04% 7 657% 8 378% 8
ICELAND 12 | -15.30% 1] -22.04% 0 -19.04% 0| -20.11% O
IRELAND 13 4.52% 8 859% 9| 2255% 10| 18.16% 9
ITALY 14} -540% S| -618% . 4| -558% 4| -801% 3
NETHERLANDS 15 1571% 9| 1603% 9| 23.78% 10| 1443% 9
NORWAY 16 3.53% 7 031% 7| -152% 6| -645% 4
SPAIN 17| 622% 4| -995% 2| -570% 4| -792% 3
SWEDEN 18} -737% 3| -836% 3| -551% 4| -680% 3
SWITZERLAND 19( -580% 4| -141% 6| -28% S| -430% 5
UNITED 20 238% 7| -178% 6 077% 7| 010% 7
KINGDOM
ARGENTINA 21| -11.54% 2| -593% 4| -670% 31 -1159% 2
BOLIVIA 2| 39% 5)-1980% 0] -3136% 0| -2470% 0
BRAZIL 23| -11.06% 2| -1583% 1| -1245% 2| -1425% 1
CHILE 24| 507% 5| -13.18% 1| -341% 5| -071% 6
COLOMBIA 25| -920% 3| -1144% 2| -1334% 1| -821% 3
COSTA RICA 26 -874% 3| -1477% 1| 999% 2| -594% 4
DOMINICAN 27 262% 7| -1381% 1) -631% 4| -050% 6
REPUBLIC
ECUADOR 28 -166% 6| -937% 3| -10.19% 2| -746% 3
EL SALVADOR 291 -232% 797% 3| -1298% 11 -1679% 1
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Appendix 2: IVB—Actual trade sector size minus predicted trade
sector size with corresponding index

Country # 1975 1980 1985 1987
GUATEMALA 30| -1341% 1| -1409% 1| -1877% 0| -12.60% 2
HAITI 31| -1691% 1| -1070% 2| -18.10% 1| -21.06% 0
HONDURAS 32| -575% 4| 007% 7| 9.49% 2| -1243% 2
JAMAICA 33| -593% 4| -199% 6| 28.49% 10| 18.01% 9
MEXICO 34| -881% 3| 3.18% 7| -1035% 2| -1241% 2
NICARAGUA 35| -1040% 2| -898% 3| -1805% 1| 2857% 0O
PANAMA 36| 336% 7| -280% 5| -1089% 2| -13.98% 1
PARAGUAY 37| 2290% 0| 23.07% 0| 21.45% 0| 21.01% 0
PERU 38| -857% 3| -424% 5| -930% 3| -1590% 1
URUGUAY 39| 2599% 0| -23.87% 0| 2127% 0| -21.84% 0
VENEZUELA 40| -680% 3| -1056% 2| -619% 4| 056% 6
CYPRUS 41| 986% 2| -557% 4| 3.48% S| 932% 3
EGYPT 42| 2040% 9| 21.00% 9| 11.21% 9| 554% 8
GREECE 43| -1374% 1| -1585% 1| -1416% 1| -1485% 1
ISRAEL 44| 039% 6| 084% 71| 272% 71| -079% 6
MALTA 45| 21.92% 9| 2535% 10| 12.84% 9| 17.07% 9
PORTUGAL 46| 722% 3| 301% S| 079% 7| -187% 6
SYRIA 47| 399% 5| 923% 3| -1466% 1| 21.63% O
TURKEY 48| 301% 5| -1492% 1| -427% 5| 368% 5
BANGLADESH | 49| 625% 4| -024% 6| 554% 8| 079% 7
FIII 50| -880% 3| -593% 4| 691% 3| -1020% 2
HONG KONG 51| 58.82% 10| 64.84% 10| 59.02% 10| 7421% 10
INDIA 52| 1445% 9| 1338% 9| 2376% 10| 29.05% 10
INDONESIA 53| 708% 8| 7.63% 294% 7| 9.18% 9
KOREA 54| 656% 8| 985% 9| 964% 9| 1532% 9
MALAYSIA 55| 1526% 9| 2640% 10| 23.57% 10| 27.62% 10
MAURITIUS s6| 683% 8| 139% 7| 820% 9| 2011% 9
PAKISTAN 571 892% 9| 764% 752% 8| 10.12%
PHILIPPINES 8| 856% 9| -079% 6| 242% 6| 261% 17T
SINGAPORE 59| 69.89% 10| 139.92% 10| 83.54% 10| 99.01% 10
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Appendix 2: IVB—Actual trade sector size minus predicted trade
sector size with corresponding index

Country # 1975 1980 1985 1987
SRI LANKA 60 687% 8| 1622% 9 521% 8 481% 8
TAIWAN 61| 11.42% 9| 18.75% 9| 13.58% 9| 1600% 9
THAILAND 62 1.44% 17 347% 1 296% 7 636% 8
BOTSWANA 63| 1740% 9| 1437% 9| 18.14% 9| 3522% 10
CAMEROON 64| -028% 6| -390% 5| -616% 4| -11.97% 2
COTED’IVOIRE | 65| -1.92% 6 880% 91 118% 9 1.07% 7
GABON 66 514% 8| 1150% 9
GHANA 67 321% 7| -1495% 1| -152% 3] -171% 6
KENYA 68 2.78% 7 261% 1| -214% 6| -242% 6
MALAWI 69| -280% 5| -551% 4| -714% 3| -1038% 2
MALI 70| -667% 3| -1681% 1| -1.08% 6| -8.68% 3
MOROCCO 71 1.60% 7| -174% 6 435% 8 0.05% 7
NIGERIA 72 4.04% 8 013% 7| -674% 3 8.64% 9
SOUTH AFRICA | 73 020% 7| -056% 6| -1.73% 6| -418% 5
SENEGAL 74| 1442% 9 250% 7 220% 7| -579% 4
TANZANIA 75| -148% 6 -1035% 2| -1923% 0] -047% 6
TUNISIA 76 300% 7 764% 8 705% 8 543% 8
ZAIRE 77 375% 8 057% 71| 2244% 9| 14.04% 9
ZAMBIA 78 854% 9 211% 7 1.52% 7| 1229% 9
ZIMBABWE 79| -333%% S| 441% S| -680% 3| -6.18% 4
AVERAGE 0.00% 5.4 0.00% 5.0 0.00% 5.1 0.00% 5.0
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Discussion

Milton Friedman argued that money and prices should not be in the index.
Insofar asinflation is a tax on money it is being counted twice as it is counted
as social expenditures. Insofar as instability of money is being regarded as
economic freedom, then the standard deviation or some measure of price
change should be there. (This was done in the revised version of the paper
presented in this volume.) He did not think that growth rates of money or
inflation should be there. Although it is true on average that high rates of
inflation are associated with more variability of inflation, it is not direct
enough to be useful in this context. Friedman remarked that he did not
know what to define as a monetary system consistent with complete -
economic freedom. Clearly there is no such system in modern times. What
should be the baseline? Is monetary freedom a contribution to economic
freedom or a contribution to wealth?

Ronald Jones continued this theme by pointing out that if the govern-
ment does something that changes relative prices, then you get gains and
losses. Should that be counted as a loss in freedom? Referring to the
analysis in his paper with Alan Stockman he concludes a loss occurs only
if the markets are impeded. If, as Gwartney, Block and Lawson argue, the
price level changes due to government action which alters the nature of
contracts, so long as contract formation is not impeded, this is not a loss in
freedom.

Juan Bendfeldt felt that when the value of money is destroyed it does
reduce economic freedom, and that right now the U.S. dollar functions as
a world money. But Milton Friedman argued that this still does not help us
establish a norm for monetary systems. Alan Stockman suggested that we
may still want to measure the way in which resources are extracted from
the economy as some may lead to greater violations of economic freedom
than others, for instance, different types of taxation. But there is another
issue which is one of regulation. Can you enforce, in courts, contracts
written in various currencies. Does government money compete with
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private money? John Chant remarked that although the time dimension for
contracts is dealt with in the paper, he did not recall seeing measures of
interest rate control—usury laws and the like, or other measures of the
regulation of financial intermediation.

Walter Block felt that there was some double counting but that it was
not too serious as some losses were probably missed. A measure of standard
deviation would be an acceptable measure. His view was that the best
system from the point of view of economic freedom was the gold standard.
Richard Stroup suggested that the budget does capture losses in freedom
except when there is a restriction of alternatives. If gold is not forbidden,
then itisnot clear what the restriction on freedom is beyond the budgetitself.
Zane Spindler made the point that only a part of the inflation tax would
show upin government expenditures in a fractional reserve banking system.

Arthur Densau suggested that there are more subtle issues having to
do with government credibility associated with particular monetary re-
gimes and policies. Michael Walker drew an analogy to the imposition of
rent control policies which, even when removed, were always remembered
as a potential instrument of intervention. Milton Friedman interpreted the
discussion to parallel the debate about what goes into a constitution. A
country that has certain guarantees of economic freedom will be freer than
if that guarantee is left to current legislation. Spindler noted that this may
just increase the cost of rent-seeking as now rent-seekers will have to go for
constitutional reform rather than simple legislative changes. Block thought
that although integral to the idea of economic freedom, we may not have
the ability to quantify the economic freedom potential at different levels of
the political process.

Alan Stockman wondered about the use of the term discriminatory
taxation in the paper. What isn’t? Just count all taxes as contributing to the
loss in economic freedom. Similarly, the discussion of taxation for public
goods must be mirrored by a discussion of public bads. James Gwartney
tried to clarify that the concept of discriminatory taxation is that the amount
of tax is in no way tied to the amount of benefit you receive from direct
government spending or through the provision of public goods. A better
term might be a disproportionate tax.

In a more general reaction to the comments, Gwartney liked the idea
of a variance measure of inflation, but felt that growth, economic freedom
and credibility were very difficult issues.



Prospecting for the
“Homework” Measures of
Economic Freedom:

A Summary

7. A. Spindler and J. F. Miyake, !
Simon Fraser University

“If it is worth doing, it is worth doing imperfectly.”
—W. Block 2

Introduction

E STARTED OUR PAPER ENTITLED “The ‘Homework’ Measures of Eco-
Wnomic Freedom,” which was prepared for the “Rating Economic
Freedom IV Symposium” with the aphorism given above. It was gleaned
from Walter Block’s remarks at the end of the “Rating Economic Freedom
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IT Symposium.” In those remarks, Block listed the freedom measures that
are the subject of this paper. These diverse measures were suggested by
various Symposium II participants as part of their “homework” assigned
in an earlier session. This aphorism and historical note were intended to
explain our paper’s title and subsequent designation of the freedom mea-
sures contained within, as well as our meta-methodological perspective.

Our task for the Fourth Symposium was to explore whether the mea-
sures listed had statistical analogues in data collected or processed by
others. In our explorations, weneither searched for nor obtained perfection.
Instead, what we did wasa rather exhaustive (or atleast exhausting!) search
of existing literature and data sources for measures which at least approx-
imated the (sometimes fuzzy) “Homework Measure of Freedom” desider-
ata. We then used that data to make a first stab at providing ratings for each
measure when ratings were not given by the original source. We also tried
to be more or less methodical about marking our path and providing some
commentary on the problems of, and reasons for, treading it.

Further, in an attempt to make some sense of these fairly diverse
measures, we separated them into documentation, discussion, and presen-
tation sections. In order, these sections were government size, tax measures,
government regulation, indirect measures and civil rights measures.

Where possible, we also calculated Spearman Rank Correlations be-
tween measures within sections and across sections. These correlations
suggested that a few alternative measures within sections, and even across
sections, were sometimes reasonably close substitutes in terms of measur-
ing the extent of freedom in any given country. That in turn suggested that
our resources might be better devoted to developing to a higher state of
perfection fewer key indicators.

Since our original paper was very long, we have chosen to incorporate
only the essential elements from our data explorations into a summary
section giving a “concordance” between the original descriptions given in
Block’s listing and our versions of the “homework” measures along with
our sources and rating scheme. Our original discussions, rationales and
source data can be found in our original paper which, for a limited time,
will be available from the authors or The Fraser Institute. We have also
included our summary statistics, and, of course, our summary table of
country economic freedom ratings.



Table 1. Basic Data Matrix

Category 112 (3|5|6]7|8|9%|9%|10|[11]|12|14|15|16|17 1811920 21 22|23 |24
Year 8880|818 |81 {8 | * |8 |87|75(87{80|60|85|80|89 87| 80|88 808488 | 80| 81
Afghanistan 5 2
Albania 5
Algeria 1 1 5 5] 2] 1
Argentina 3] 2 4 1 1 3] 5] 3] 3| 3] 5 3] 1
Australia 21 2| 1] 4| 14 4 31 2 1 2; 3 3| 3] 2| 2 51 1
Austria 1] 5| 1| 4] 1} 5 3 41 21 3] 1 21 5| 1 21 2| 5| 1
Bahamas 3 5] 2 2 3
Bahrain 1 21 2 4
Bangladesh 2 2 1/ 2 5| 1] 3] 2 2
Barbados 3 5( 4] 3 2 5
Belgium 2] 51 1 1| 5 31 2| 4 5 5 21 5| 4| 1
Benin 2] 5| 1 1 5 1] 2
Bolivia 21 1| 5] 1 5( 1 4] 2 1| 5 5 1
Botswana 1 1| 5 5] 1 5! 3 31 5 2 21 1
Brazil 1| 4| 1| 3| 1§ 1 31 3 51 3| 2 41 5 1
Brunei
Bulgaria 5] 51 5 4
Burkina Faso 3 1 2
Burma 21 41 2 4 1[5 1
Burundi 4 2§ 2 5 2 2 1
Cameroon 2] 341 44 3| 1| 3 4] 4 11 5 4 2 1 1
Canada 2 2 1| 54 1} 5 2 3 41 2 2] 1} 2 4 1 2] 1 4] 1

Wopaa4 ] omiouoo [pqolo) Suumy 7€



‘Table 1. Basic Data Matrix

Category 1 (2|3 (5|67 18 (9% (9% {10|1112|14115|16|1718}19 20| 21 {2223 |24
Year 888081 |8 |81 |8 | * (8 (87|75|87|80|60|85(80|89 87 80|88 808488 80| 81
C. African Rep. 5 1 5 2
Chile 3] 2 3] 2 1] 3 31 31 3 5[ 2 3{ 5 5
China 41 5| 4 3} 3] 5 5 1 5 1 2
Colombia 1 21 4 1 4] 2 20 1 3! 3 1
Congo 5 1 5 5 2
Costa Rica 31 1 5] 1 1| 3 4] 3 3| 2 31 2 1
Cuba 5 5 1 1 4
Cypress
Cyprus 3 4 3 5 3 2 2
Czechoslavakia 5] 51 2 1 4
Denmark 11 4] 1 51 1 5] 1| 3 5/ 1 2] 3] 3 5[ 1 2 4} 5] 1
Dominica 2 5 2
Dominica R. 1 21 1 1] 2 2] 3 1 1{ 3 2 1
Ecuador 31 2 3| 1 1 41 2 2 4 3| 2 1
Egypt 41 1§ 2 1] 5 4 51 5 4 21 5[ 3] 1
. El Salvador 4 21 4 2 41 2| 5 21 2

Ethiopia 5[ 5| 5 2] 3 5] 2 2 2 4
Fiji 1 4 3|1 5 3 3 1 5 2
Finland 1{ 4] 1 1 4 3 3 5] 2| 5 1] 3] 3} 4| 1 21 5 5] 1
France 1| 3] 1 51 1 4 3 5/ 2] 3| 5 4|1 4] 1 2( 4] 3] 1
Gabon 5 5 5 2
Gambia 5 3 2
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Table 1. Basic Data Matrix

Category 1123 (5|6 |7 8|9 |9%|10j11|12(14(15{16(17 181920 | 21 |(22|23 |24
Year 88180 |81 |8 |81 |8 | * |86 |8 175|187 |80|60)85 ;808 |87|80]| 8 [8084(88 (80| 81

Germany W. 2 1] 11 4 1] 3 51 11 4 4 4| 1 21 2| 4| 1
Germany E. 5[ 5] 2 3 2
Ghana 2 2| 51 2 4 4 4 1
Greece 1 1] 5] 14 5] 11 3 31 3| 4| 4 41 3| 1 3] 2 1
Grenada 5 5 2 2
Guam
Guatamala 4 1 31 2 2] 1 21 21 1
Guinea 5
Guyana 3 5 5 5
Haiti 2 4 1] 3 5 3 2 2
Hong Kong 1] 11 1 1 21 4 3 2] 2 1
Honduras 3 5 1] 2| 1 4 2] 3 4] 1 2 2
Hungary 2 51 1 5 5| 21 3 1 5| 2 2 4
Iceland 5 3 3 2| 2 3 3 4
India 1 1] 4| 2] 2 5] 2] 4 2 5 21 2] 1] 1
Indonesia 2| 1] 4f 3] 1] 3 4| 2| 4 31 2 5 2| 2 1
Iran 3] 5 3 3 3
Iraq 4| 5] 5 2
Ireland 2 1 1] 1] 5 41 1| 4 41 2 5 51 2 21 2 3] 1
Israel 41 1 2| 4} 1| 2 3] 2 5| 1 4| 3 1
Italy 1] 5| 14 4] 1 31 1] 5 3! 44 2] 1] 3] 5 1 31 2] 3| 1
Ivory Coast 2 1 4 5

wopaaL o1uou0d7 [vqo1e) Suyvy HET



Table 1. Basic Data Matrix

Category 1{2 (3|5 6|7 |8]|%|%|10|11|12|14(15|16|17 1118|1920} 21 |22 23|24
Year 8818081 |8 |81|8 | * {8 |87|75187|80|{60|85|80|8 |87|80) 88 8084|888 80181

Jamaica 1 1] 1 21 3 4 3 51 2 3 31 1
Japan 1 5] 1. 2] 1 21 2] 3 4 2 1] 2] 5 1 1 21 1
Jordan 1 3 5 51 5 2
Kenya 21 1 2 1] 3[ 1 4 3| 4 31 5( 3 21 51 21 1
Korea (S) 21 21 2| 31 2] 2] 3 4| 3| 4 11 1) 51 2] 2 2 2] 1
Korea (N) 5 5 4
Kuwait 21 4t 1|1 51 1t 5 31 1 2 2
Laos 5 5
Lebanon 1 5
Liberia 4 2] 41 1] 3 5 4 5 2 2| 2
Libya 21 5] 2 3 4
Luxembourg 2{ 5 4 1 4| 4 5| 4 4 21 4] 3
Madagascar 5| 3| 4 : 3
Malawi 31 2 5{ 21 4 5| 3 2
Malaysia 2] 3] 1 1] 3 4 3 2 21 2 1
Mali 5| 3 2 2
Malta 3 3 4 5 5 1 3| 3 2
Mauritania ' 2 5 2 3
Mauritius 1 3 3| 1 4 4 2| 4 4 3
Mexico 1] 5] 1 1] 2] 2 4 4 1| 21 51 2] 2 31 2 1
Mongolia 5
Morocco 41 1| 2 4] 1§ 3 41 3 4 2 1
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Table 1. Basic Data Matrix

Category 112 (3}|5|6]|7 |89 |9%|10]11(12(14}15 (1617|1819 (20| 21 }22 {23 |24
Year 88|80 |81 {8 (818 | * |8 |8 |75(87|8 |60|85 |8 [89|87|80| 88 [8084| 888081

Mozambique 4] 5] 4 5 1
Nepal 1 211 5 3 2
Netherlands 1] 3| 1| 5{ 1 5( 1} 3 5] 3 2| 4. 5] 5| 1 21 1} 3] 1
New Zealand 21 2 1] 1] 1{ 5 41 1 1| 5] 31 4| 4| 2 2 21 5] 1
Nicaragua 3 4 5 5 3] 2
Niger 31 1 1 3 2
Nigeria 1 3 2 41 4 2] 2 1
Norway 1] 41 1 1] 4 5 4 5] 2| 4] 2 5[ 1 21 11 5] 1
Oman 1 1] 5 5 3] 1 3
Pakistan 2 2 1| 2 41 2| 4 2 3] 5 21 2 1
Panama 3] 1| 4| 1] 4] 1 5] 2 41 3| 1 21 21 21 1
Papau N.G. 1 1 3 4 3 2 1
Paraguay 31 24 3] 1 21 1| 1 4| 3| 4 31 3] 1] 2 2 1
Peru 1 2 11 2 41 2 4 4 41 5 1
Philippines 1.2} 4] 2| 1} 2 3| 2| 4 2 3.3 2] 1
Poland 41 51 2 2| 4 1 2 3 2
Portugal 3 1 1 1 4] 3 4| 1 31 3] 211
Qatar 1
Romania 5[/ 5| 2 5 4 2 5
Rwanda 1 2 5 2
Saudia Arabia 4| 2| 2 1 - 1] 1 1
Senegal 1 1 1 41 3 5 2 1 1
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Table 1. Basic Data Matrix

Category 112315167 |89 {|%|10]/11|12{14|15|16|17(18}19 20| 21 |22 (23] 24
Year 88 (80|81 |8 |81 (8 | * |8 8775187 |80160|85 80|89 (87}80| 88808488 80| 81

Seychelles 5 5 4 3 2
Sierre Leone 1 2 1 2 5 5 4 3 1
Singapore 2| 31 1} 3] 1| 3] 2 11 3] 2] 1 27 21 3|1
Somalia 5 5 3
South Africa 1| 31 5 5 1] 24 3 2 41 2| 2 21 2] 1| 2
Soviet Union 5/ 5| 4 4 4
Spain 2 1] 47 1 3 2 3] 4] 4 1 31 2 2|1 2] 3} 1
Sri Lanka 1 1 41 2| 3 41 1 4 4] 4 3 2| 1
St Lucia 2 3
St. Vincent 1 5
Sudan 2 2 4 4 3 1
Suriname 3 1 4
Swaziland 5 2 2 2
Sweden 1 4] 1 1 5 5[] 1| 4 2| 4| 57 5] 1| 5| 1 2] 5] 51 1
Switzerland 1 3 1 5 1 4 1 1 2 5 1 2 3 1 2 5 3 1
Syria 41 24{ 2 5 4 2 2
Taiwan 4 1 5 1
Tanzania 4 4 5 41 3 4 5 3 17 4
Thailand 1| 3] 2| 31 1] 2] 3 3 4 1 51 2| 4 21 2] 2| 1
Togo 3 1 5 4 2 1
Trinidad 1 1 5 3 1
Tunisia 2 1 4 3| 4 3| 5 2 1
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Table 1. Basic Data Matrix

Category 1 (213156 |7 8|9 |9%|10]|11]|12}{14]|15|16| 17|18} 19|20 21 |22|23 |24
Year 88180 (818581185 | * |8 |87|751{87{80|60|85|80 |89 (878088 8084|8880 81

Turkey 2 4] 5| 1 21 2| 1 4 3 3 2 31 2 1
Uganda 5 5 5 1 1
United Arab Em. 2 1
United Kingdom 1{ 3 5 5 4] 1{ 3 4 2| 3| 2| 3} 4| 4} 1 21 2| 5| 1
United States 1/ 2] 1] 4| 1] 5 3] 1] 3 41 24 2} 2] 2§ 2| 3} 1 21 1] 41 1
Uruguay 2 31 1| 3 4] 3 2] 5 3
Vanuatu 5 2
Venezuela 21 1 51 1 31 11 3 41 3| 3 2 31 2| 2 2] 2 1
Vietnam 4 51 4 5
Yemen Arab Rep. 5 4
Yugoslavia 5 1| 54 1] 3} 3 2] 3 31 3 3 5
Zaire 4 4 1 5 5 5| 2| 4 3 2
Zambia 41 1] 4 2 3 4| 3 21 5 2 2 21 1
Zimbabwe 4 2| 4] 3 5[ 3 41 4 2 1] 1

* Twenty-five year averages used to make rations
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Concordance: Measures of “Homework”
Measures of Economic Freedom

In this section we give the abbreviated code which appears in our “Sum-
mary Rating Table,” the associated original description of the variable from
Block'’s list, a) the associated proxy we have found for that variable, b) the
source(s) of our proxy, c) the date(s) of the data, and d) the verbal or
numerical basis for our ratings, where appropriate. When we have not
provided an equivalent measure for a specific measure on the original list,
itis either because that measure is approximately the same as one we have
provided or because we have notbeen able to find anything approximating
the requested measure?

HMF 1 “Restrictions on International Trade”

a) Per capita cost of Restrictions on International Trade

b) Easton, Stephen (1989) Rating Economic Freedom: International Trade
and Financial Arrangements. (Mimeo) LF-FI Conference. Interna-
tional Monetary Fund (1989) International Financial Statistics. Wash-
ington, D.C.

c 1989

d) Ratings (based on the ratio of per capita cost of trade and capital
restrictions to per capita GDP)

0 <rank1 0.05
005 <rank2 0.1
010 <rank3 0.15
0.15 <rank4 0.20
020 <rank5

HMEF 2 “Restrictions on Immigration”
a) Permanent Immigration Requirements
b) United Nations (1982) International Migration Policies and Pro-
grammes: A World Survey. Dept. of International Economic and
Social Affairs. Population Studies, No. 80.
o 1980
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d) Rating:
1 = Norestrictions
2 = Quota or weighted system
3 = Skilled labor or professionals only
4 = Enfryrestricted to a given ethnic or religious group only
5 = No permanent immigration

HMF 3 “Restrictions on Emigration”
a) Freedom of immigration
b) Humana, C. (1986) World Human Rights (The Economist). London:
Hobber & Stroughton.
c) Early 80's
d) Rating (derived from Humana's four point rating)

1 = Respect for this freedom

2 = Some violation or infringement

4 = Substantial oppression, violation or restriction
5 = Continuous violation or total denial

HMF 4 “Government Spending /GNP by Selected Categories”
a) Major Categories of Government Spending /GNP ratios
b) International Monetary Fund (1987) Government Finance Statistic
Yearbook: Washington, D.C. -
o 1980
d) Aggregation of categories of Government spending produces the
Government spending /GNP ratio, see HMF 19 for rating.

HMF 5 “Education - Whatever the State Monopolizes”
a) Education - What the state does not monopolize
b) UNESCO (1987) UNESCO Statistical Yearbook. London.
o 1985
d) Rating (based on percentages not monopolized)

100% = ratingl 280%
80% = rating2 =60%
60% = rating3 =40%
40% = rating4 220%
20% = rating5 2>0%




HMF 6
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Freedom of Travel, Freedom to Relocate One’s Domicile, Absence of

Internal Passports”

a)
b)

o)
d)

HMF 7

ments)”
a)
b)

o)
d)

Freedom of internal migration
Humana, C. (1986) World Human Rights (The Economist). London:
Hobber & Stroughton.
Early 80’s
Rating (derived from Humana'’s four point rating)
1 = Respect for this freedom
2 = Some violation or infringement -
4 = Substantial oppression, violation or restriction
5 = Continuous violation or total denial

“Total Government Spending/(Net National Product + Transfer Pay-

As above

United Nations (1986) National Account Statistics: Main Aggregates
and Detailed Tables Part I & II, New York. International Monetary
Fund (1985) Government Finance Statistics Yearbook, Washington,
D.C.

1985
Rating (based on numerical value of HMF 7 ratios)
00< 1 <01
01< 2 <02
02< 3 <03
03 < 4 <04
04< 5

HMEF 8f “Official Price Level/Blackmarket Price Level”

a)

b)

o)

Real Average Official Exchange rate/Real Average Blackmarket
Exchange rate

Wood, A. (1988) Global Trends in Real Exchange Rates 1960 to 1984.
World Bank Discussion Paper No. 35

1960 to 1984
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d) Ratings (based on HMF 8f ratios)

000 < 1 <025
025 < 2 <050
050 < 3 <075
075 < 4 <100
100 < 5§

HMF 9a “Aggregate Tax Rate”

a)
b)

<)
d)

As above

International Monetary Fund (1989) International Financial Statistics
Yearbook. Washington, D.C.Price Waterhouse (1988) Individual
Taxes: A Worldwide Summary. London.

1985
Rating (based on HMF 9a rates)
00 1 <01
01 2 <02
02< 3 <03
03 < 4 <04
04< 5

HMF 9b “Ratio of the Top Marginal Income Tax Rate to the Average Income Tax

Rate”
a)
b)

o)
d)

As above

International Monetary Fund (1989) International Financial Statistics
Yearbook. Washington, D.C. Price Waterhouse (1988) Individual
Taxes: A Worldwide Summary. London.

1987
Rating (based on HMF 9b ratios)
0 <=1 <3
3 < 2 <6
6 < 3 <9
9 < 4 <12
12 < 5§

Copyright The Fraser Institute
www.fraserinstitute.org
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HMF 10 “Reaction Index = (Government Deficit + the Underground
Economy)/GNP”
a) Asabove
b) Frey, B.S. & Weck-Hannemann, H. (1985) “The Hidden Economy
as an ‘Unobserved’ Variable.” European Economic Review.
o 1975
d) Rating (based on numerical value of HMF 10)

0 < 1 <005
006 < 2 <010
010 < 3 <015
015 < 4 <020
020 < 5

HMEF 11 “Ratio of Total Government Debt to Total Debt Outstanding”
a) External Government Debt/External Total Debt (Data on internal
debt is not available except for a few countries)
b) World Bank. (1988) World Debt Tables - External Debt of Less Devel-
oped Countries. Washington, D.C.

c) 1980
d) Ratings (based on numerical value of HMF 11 ratio)
0.00 1 <025
026 < 2 <050
051 < 3 <075
076 < 4 <1.00
1.0 < 5

HMF 12 ”Ratio of the Exchange Adjusted Price of a Standard Basket of Commod-
ities in the Domestic Economy to the World Price of Those Same Commodities”
a) Real Exchange Rate
b) United Nations. (1986) World Comparison of Purchasing Power and
Real Product for 1980. New York. United Nations. (1987) World

Comparisons of Purchasing Power and Real Product for 1980. New
York.

c) 1980
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1 d) Rating (based on numerical value of HMF 12 ratio)

00< 1 <01
01 < 2 <02
02< 3 <03
03 < 4 <04
04 < 5

HMF 13 “Price Relative as a Measure of Regulatory Restriction”

No appropriate proxy found

HMF 14 "Fraction of Total Income Devoted to Various Expenditures by the

Median Household”
a) Non-Discretionary Expeniture/Income
b) United Nations (1980) Compendium of Social Statistics - 1977. New
York. :
o 60s.
d) Rating (based on HMF 14 percentages)
40% < 1 <50%
50% < 2 <60%
60% < 3 <710%
0% < 4 <80%
80% < 5

HMF 15 “Fraction of Total Agricultural Output Marketed by Government Agencies”

a)

b)

c)

15-1 Average Level of Agricultural Protection; 15-2 Social Cost of
Price Distortions

Gulbrandsen, O. & Lindbeck, A. (1973) The Economics of the
Agricultural Sector. Almquist & Wicksell: Stockholm. Peterson,
W.L.(1979) “International Farm Prices and the Social Costof Cheap
Food Policy. American Journal of Agricultural Economics. 61:
12-21.

Mid 60’s and 1969.
d) Rankings (based on HMF 15 Percentages)
0% < 1
1% < 2 <25%
26% < 3 <50%
51% < 4 <15%
76% < 5 <100%
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HMF 16 “Emigration Rate as a Ratio to the Birth Rate”
Emigration Rate/Birth Rate ratio
United Nation (1985) Demographic Yearbook. New York.

a)
b)
V)
d)

1980

Rating (based on HMF 16 ratios)

0.00
0.25
0.50
0.75
1.00

IA

IANINIA A

1 <025
2 <050
3 <0.75
4 <1.00
5

HMF 17 “Marginal Tax Rate of a Person with an Income Twice the Mean"

a)
b)

o)
d)

As above

International Monetary Fund (1990) International Financial Statistics
Yearbook. Washington, D.C. Price Waterhouse (1988) Indzvzdual
Taxes: A Worldwide Summary. London.

1989

Rating (based on HMF 17 rates)

0.0
0.1
0.2
0.3
0.4

IA AN IN IN A

1
2
3
4
5

<0.1
<0.2
<0.3
<04

HMEF 18 “Highest Marginal Tax Rate Minus the Base Marginal Tax Rate”

a)
b)

<)
d)

As above

International Monetary Fund (1989) International Financial Statistics
Yearbook. Washington, D.C. Price Waterhouse (1988) Individual
Taxes: A Worldwide Summary. London.

1989

Rating (based on HMF 18 net rates)

0.0
0.1
0.2
0.3
0.4

IAN IA IN A IA

1

B W N

<0.1
<0.2
<0.3
<04
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HMEF 19 “Government Expenditures as a Share of GDP”
a) Government Expenditure/GDP ratio
b) International Monetary Fund (1987) Government Finance Statistics
Yearbook : Washington, D.C.
¢ 1980 (or closest year as noted)
d) Rating (based on the numerical value of HMF 19 ratios)

010 < 1 <020
020 < 2 <030
030 < 3 <040
040 < 4 <0.50
050 < 5

HMF 20 “Tariff Revenue Divided by Total Value of Trade”

a) Tariff Revenue/Total Trade

b) International Monetary Fund (1988) International Government Statis-
tics Yearbook. Washington D.C.

c) 1988
d) Ratings (based on numerical value of HMF 20)
000 < 1 <005
005 < 2 <010
010 < 3 <0.15
015 < 4 <020
020 < 5

HMF 21 “Inflation Rate during Last Five Years”

a) Five-year Average Inflation Rate

b) International Monetary Fund. (1987) Financial Statistic Yearbook -
1987. Washington, D.C.

) 1980
d) Rating (based on HMF 21 percentages)
0% < 1 <4%
4% < 2 <16%
16% < 3 <64%
64% < 4 <256%
256% < 5
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HMEF 22 “Share of Aggregate Output Subject to Price Controls”

a) As above

b) Business International Corporation. (1990) Investing, Licensing &
Trading Conditions Abroad. New York.U.S. Dept. of Commerce (1990) Mar-

keting Pamphlets.

¢) 1989

d) Rating (detailed definition given by source)
1 = No price controls
2 = Price controls - limited market coverage
3 = Moderate market coverage - government regulates

monopolies and essential prices

4 = Moderate plus - government also monitors all prices
5 = Extensive market coverage - all prices controlled

HMF 23 “Government Employment as a Share of Total Employment”

a)
b)

o)
d)

Government Employees per capita
Heller, P.S. & Tait, A.A. (1983) Government Employment and Pay:
Some International Comparisons. International Monetary Fund, Oc-
casional Paper 24.
1980 (or closest as noted)
Rating (based on HMF 23 percentages)

0.00 <2.00

2.00 <4.00

4.00 <6.00

6.00 <8.00

8.00

IA

INIA N IA
[ R S R

HMEF 24 “Property Rights”

a)
b)

(9]
d)

Freedom of property
Humana, C. (1986) World Human Rights (The Economist). London:
Hobber & Stroughton.
Early 80’s
Rating (derived from Humana’s four point rating)
1 = Respect for this freedom
2 = Some violation or infringement
4 = Substantial oppression, violation or restriction
5 = Continuous violation or total denial



248 Rating Global Economic Freedom

Descriptive Statistics Tables

For the purpose of interpreting the following tables, remember that r
is significant at 0.05 for all r > 0.30 for n > 30.

Section A
II. Government Size

Rank correlations between all rankable Government Size categories.

n=48

HMF7 1

HMF19 0.74 1

HMF23 0.45 0.58 1

HME?7 HMF19 HMF23

This table suggests that alternative measures of government size are redun-
dant.

III. Tax Measures

Rank Correlation between all rankable Tax Measure categories.

n=48

HMP9a 1

HMF9% 0.06 1

HMF17 0.67 -0.22 1

HMF18 0.45 047 0.14 1

HMF9a HMF9 HMF17 HMF23

This table suggests that HMF 9a may redundant since HMF 17 & 18 are
good substitutes for it but not for each other or for HMF 9b. '

Copyright The Fraser Institute
www.fraserinstitute.org
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IV Government Regulations

Rank Correlation between all rankable Government Regulation categories.

n=68
HMF5 1
HMF22 -0.14 1

HMF5 HMF23

This table does not reveal any redundancies for measures in this category.
V. Indirect Measures of Economic Freedom

Rank Correlations between all rankable Indirect Measures categories.

n=32

HMF10 1

HMF12 -0.23 1

HMF16 0.04 -0.26 1

HMF21 0.24 -0.24 0.40 1

HMF10 HMF12 HMF16 HMEF21

No important redundancies are revealed here.
VI. Civil Rights Measures

Correlations of ordinal ratings between Civil Rights Measures and Lindsay
Wrights categories Civil Freedom (CIV) and Political Freedom (POL).
n=383

HMRF3 1

HMF6 0.63 1

HMF24 057 040 1

CIv 074 063 064 1

POL 077 064 056 093 1
HMF3 HMF6 HMF24 CIV POL

Apparently, not much is gained by using these HMF measures as substi-
tutes for Wright’s measures. Further, these HMF measures appear to be
good substitutes for each other.
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Rank correlations between all rankable categories and Scully’s (REF III

SectionB

Symposium, 1989) overall index.

HMF 1 7 %9a

corr -025 -059 -0.26
n 26 90 68
HMF 19
corr -0.30
n 70

This table suggests that only a few of the HMF measures are substitutes for

9b 10 12
041 -057 -0.25
29 16 59

20

0.58

64

Scully’s measure. Others may be compliments.

Section C

Rank correlations between all rankable categories.

1 7 9 9 10

1 1 <023 037 -0.07 014
7 1 0.62 -0.66 0.85
9 1 0.03 0.19
9 1 0.06
10 1
12

16

17

18

19

21

23

This table shows that almost all of the HMF measures are substitutes for a

12 16 17

042 02 -024

053 035 0.74

053 036 048

0 -0.87 -051

-0.15 0.09 0.49
1 0.65 0.39

1 0.67

1

18

-0.07
-0.37
0.08
0.4
0.08
0.17
-0.31
-0.17

16
-0.26
29

21
0.23
99

19

0.18
0.72
0.64
-0.14
0.62
0.55
0.24
0.65
0.01

17
0.23
30

21

-0.32
-0.15
-0.32
-0.02
0.59
-0.5
0.35
0.07
0.13
-0.24

18
-0.30
56

23
-08
57

23

0.37
0.56
0.52
-0.49
0.14
0.74
0.44
0.21
-03
0.54
-0.39

number of other HMF measures with the possible exception of HMF 1.
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Notes

T we acknowledge the assistance of L. Still in the preparation of a
section of our original paper and financial support from Challenge 90.

2 Rating Economic Freedom II Symposium, 1988, published as Walter
Block, ed., Economic Freedom: Toward a Theory of Measurement, Vancouver:
The Fraser Institute, 1991.

3 This is especially true of item 8 of which a number of subparts are
duplicated elsewhere or are impossible to find. Indeed, we have given a
detailed description of only one measure—8f—in the body of the paper. A
second measure—8b (or 8-2)—we have proxied by the Draft Freedom
Rating originally developed by Spindler and Still (1988) and printed out
that measure in the SUMMARY RATING TABLE.

Discussion

Looking at HMF19, government spending relative to income, Milton Fried-
man argued that it indicates that India is the freest country among eleven
which he used in discussing the Gwartney et al. paper. Since we would all
agree that India is not the freest economically, why did this occur? If a
country has 90% of its population in agriculture, then it is impossible for
the government to spend any large fraction of their income. Somehow, he
argued, we must modify this ratio to account for the level of income or the
fraction of the population in agriculture, to have a useful measure. This
points to the limitation of a technique that ranks 169 countries about which
we know relatively little and the need to use the same measures for each.
James Ahiakpor suggested that the agricultural /urban mix should be
considered inany ranking. He wondered if use of government employment
and government expenditures is not double counting. Alan Stockman
wondered about any suggested adjustment for agriculture or any other
adjustment for the government’s inability to interfere with economic
freedom. Why do we want to adjust. For example, suppose personal
computers make it more difficult for the government to infringe on
economic freedom. He did not think we would want to “adjust” for
computers. There is in fact an increase in economic freedom. If taxes are
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hard to collect, then it interferes less. Milton Friedman responded that the
ratio of government expenditure to income may not be a good measure in
these circumstances. Instead, the government interferes with freedom of
movement, fixing prices and the like.

Arthur Denzau pointed out that property r1ghts are difficult to
measure. He gave the example of South Africa in which the legal system
works very smoothly and well, but where blacks are unable to participate
in certain lines of business in any way. Gwartney mentioned that although
Indialooksrelatively free according to the G/Y measure, it isless free along
the other dimensions: number of government enterprises in many sectors,
or price controls. These are part of the regulation dimension. Other
countries like Guatamala and Honduras rank surprisingly high, and he
argued, that it is because of the absence of the regulatory dimension. Mike
Walker noted that Canada has 407 quasi-governmental companies. Juan
Bendfeldt argued that the underground economy and emigration are both
symptoms of diminished economic freedom.

Richard Stroup argued that if entry is not prohibited, then even if the
government runs the trains, it matters little in terms of economic freedom.
Apart from subsidies, counting government employees is over emphasiz-
ing the problems. James Gwartney replied that government almost always
uses taxes, restricts entry, or restricts competitors. He gave examples in the
U.S. of the post office and public schools. Walter Block argued that the very
act of taxation which underwrites government: enterprises reduces
freedom. Edward Hudgins emphasized that the enforcement of laws on the
books is often problematic and that the measurement of the informal sector
may give some guide to how constraining it is. Stephen Easton remarked
that a problem with public companies is that they create an expectation of
further interference. He gave as an example public bus companies that
typically need to enlarge their routes as they are continually losing money
on those that they have. In the process they continually reduce the activity
of private companies. Arthur Denzau pointed out that expectations are
always difficult to measure. Rick Stroup argued that this is the same
problem that we always face with prices and the like. The government
budget captures all these effects. You need a handle on government regula-
tion. Government enterprise is not a problem except as it is a function of
regulation or restriction on entry.
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Alan Stockman suggested that G/Y might not be a good measure of
restrictions on economic freedom. G alone is a better measure. If you have
$100 worth of government spending and income that is $200 or income that
is $300, then the economic freedom that is lost is still $100. Why should we
adjust by wealth or income instead of measuring the number of goods the
government is taking away. Ron Jones stressed that both absolute and
relative measures were useful in different contexts. Easton mentioned that
by using the dollar approach as was done in his papers, evaluating
economic growth may be more difficult as government expenditure
policies may gather increased revenue simply because of the expansion of
economic activity. This leads to the conclusion that governments of ex-
panding economies have expanded their role, while governments of con-
tracting countries appear to improve in comparison. Similarly, cross
country comparisons are difficult.

James Ahiakpor suggested that some trade taxes are for the purpose of
raising revenue and are not serious impingements on international trade.
Milton Friedman argued that tariff revenue has no relationship to economic
freedom whatsoever. He indicated that prior to 1860 Japan had no tariff
revenue, nor any trade. Further, emphasizing Ahiakpor’s point, he stressed
that a level of tariff equal to a general tax domestically does not interfere
with trade at all. What interferes with trade is the difference between the
level of tariff and domestic tax. A large country will have less trade, all else
equal than a small country, so tariff revenue is simply misleading. Some
acknowledgment of country size must temper the trade tax kinds of claims
abouteconomic freedom. When Eastondid this, Friedman recalled, he used
the full expenditure levels on the goods rather than simply the amount of
the tariff.

Arthur Denzau wondered what was actually used for exchange rates
in some of the countries, and further how data on black markets had been
collected. Gwartney wondered about what tax rates were being counted
and Spindler responded that senior government rates were collected. John
Goodman said that Swedish central government tax rates were about 40%,
but rates rose to 70% when other levels of government taxes were included.

Milton Friedman argued that government spending rather than the
various tax ratesasa measure of governmentactivity should be used. Ratios
of top tax rates to bottomrates would seem to be a very insensitive measure
of what one wishes to measure. Ratio of government debt to total debt
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would seem to be totally inappropriate for anything in which we are
interested.

In the general discussion that ensued, total government expenditures
(GNP account based) were distinguished from total government spending
or total government purchases which include transfers or other kinds of
spending not counted in the national income accounts. The use of marginal
versus total taxes was discussed with the burden of the marginal being
contrasted with the effect of the redistribution of the average. Ron Jones
referred to Figure 4 in the Jones and Stockman paper to argue that the loss
in economic freedom will always outweigh thelevel of tax revenue and that
loss will increase as tax rates rise even though revenues rise and then fall.
Alan Stockman argued that the wedge of the tax is the marginal tax and is
relevant for the consumer surplus losses calculated in both Easton, and the
Jones and Stockman paper. If the tax rate is increasing, then the average
tells you what the government takes. Therefore both are needed. Milton
Friedman claimed that he had no difficulty in recognizing that both the
average and the marginal are important components of economic freedom
but that the ratio of the top marginal tax to the average tax can be foolish
since the ratio will be the same if the marginal rate is 20% and the average
10% as it would be if the top marginal rate is 90% and the average is 45%.
Richard Stroup stressed that there is a problem with the high marginal rates
as they may apply to a very small group of people, and he wondered how
one can deal with this. James Gwartney responded that they tried to use
some income based measure ranking a country lower if the high rate
kicked-in earlier in the tax system. Stroup responded by suggesting that the
different tax rates might have to be weighted by the number of people
affected. '
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Introduction

EASURING THE AMOUNT OF LIBERTY available to citizens of countries
Mthroughout the world has been in the domain of political scientists
for about 30 years. Early efforts at measuring political and civil liberty were
made by Banks and Textor (1963), Dahl (1971) and Claude (1976). These
early studies suffered from limitations on source material, the comprehen-
siveness of political and civil rights measures, and the comprehensiveness
of attributes that make up the indexes.
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Gastil (1987) has constructed indexes annually since 1973 of political
and civil rights for virtually all nations. His political rights measure ranked
from 1 (the highest degree of liberty) to 7 (the lowest) is based on rankings
of criteria such as the meaningfulness of elections for the executive and
legislature as an expression of the will of the polity, election laws and
campaigning opportunities, voting power of the electorate (electoral vote
weighting), multiple political parties, evidence of political power shifting
through elections, significant opposition voting, freedom fromexternal and
military control of domestic politics, minority self-determination or plura-
lism, decentralization of political power, and the attempt of political agents
to reach a consensus on major national issues [Gastil (1987, p.9)]. Gastil’s
measure of civil liberty, ranked on a similar scale, is based on rankings of
criteria such as freedom of the press from political censorship, freedom of
speech, freedom of assembly and peaceful demonstration, freedom to
organize for political purposes, equal protection under the law, freedom
from search and seizure of property, an independent judiciary, freedom
from arbitrary imprisonment, freedom from State terror and abuse, free
trade unions and worker associations, free business and professional asso-
ciations, freedom of religion, protected social rights (including freedom of
property, internal and external travel, choice of residence, marriage and
family), socioeconomic rights (including freedom from dependency on
landlords, bosses, union leaders, or bureaucrats), freedom from gross
socioeconomic inequality, and freedom from gross government indiffer-
ence or corruption [Gastil (1987, p.10)].

Humana (1984, 1986) has developed a human rights rating for nations
based on conformity to the United Nations Universal Declaration of
Human Rights, the International Covenant on Economic, Social and Cul-
tural Rights, and the International Covenant on Civil and Political Rights.
These 40 separate attributes of human rights include many of those consid-
ered by Gastil, but include also freedom from compulsory work permits or
conscription of labor, freedom from capital punishment and corporal pun-
ishment, freedom from mail censorship or telephone-tapping, political,
legal, social and economic equality for women and ethnic minorities, the
right to free legal counsel, and freedom of personal rights (inter-racial
marriage, equality of the sexes, use of contraception, homosexuality).

While the Gastil measures of civil and political liberty have gained
widespread acceptance among scholars, they are subject to criticism, be-
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cause they do not distinguish between natural or negative rights and
positive or human rights. Negative rights are those that a freely constituted
society reserve for themselves exclusively, denying the State any, or severe-
ly restraining rights to interfere. These are the individual rights articulated
in the Virginia Bill of Rights, the original Constitution of the United States,
and the Bill of Rights Amendments to the U.S. Constitution. Positive or
human rights (e.g., the right to a job at a reasonable level of reward, the
right to pursuea given life style without any interference or discrimination,
the right to decent housing, the right to a clean environment in which to
work, live, and pursue leisure activities, etc.) are those rights granted by
the State to all or some individuals at the expense of other individuals.
Fundamentally, positive rights interfere with and diminish negativerights.
The State cannot set working hours, minimum wages, employment
benefits, working conditions and regulate product markets (fair price
competition, consumer product safety, licensing, etc.) without diminishing
theright to freedomof contract. The State cannot define land use and license
business activity without diminishing the economic right of due process.
Positive rights essentially are transformations of rights to stream of income
and utility. For the State to act as an agent that brokers the distribution of
these positive or human rights, it must as a natural consequence interfere
with negative rights. The justification for the circumspection of negative
rightsis that sovereignty rests with the political majority. Political scientists
adhere religiously to the notion of majoritarianism as a principal of
sovereignty. As a consequence individual rights are subject to the political
market place in which vote maximizing politicians aggregate coalitions
(special interests) to get elected and remain in office. Liberty as understood
by classical liberals loses its meaning under a regime of sovereignty by
majority rule.

Gastil (1982) in collaboration with Lindsay Wright, developed
measures of economic liberty. Skepticism has been expressed about these
measures (Walker, 1988). The aggregate measure of economic liberty is an
aggregation of four sub-indices of economic freedom: (1) the right to
private property (but, including attributes such as land reform and social
services); (2) the right to freedom of association (including, the rights to
form trade unions and to form business associations or cartels); (3) the right
to freedom of internal and external travel (but, including such attributes as
discrimination and socioeconomic mobility); and (4) the right to informa-
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tion (price controls, subsidies, minimum wage, media ownership). Free-
dom of association, so measured, is freedom to collude to redistribute
income, which is hardly the notion that a classical liberal has of a negative
or constitutional right. Although freedom of the media is an important
attribute of economic (as well as civil and political) liberty (competition of
ideas and policies in an open forum), freedom of information ought to be
the right of economic actors to confront free market prices (see Rabushka,
(1989)) for further criticism of the Gastil-Wright economic liberty mea-
sures).

Rabushka (1989) has argued that a quantitative measure of economic
liberty needs to be much more comprehensive in scope and more precise
in definition of the attributes that aggregate to an overall measure than are
found in the Gastil-Wright measures. He would include the right to private
property, including freedom of contract, the rule of law (equal protection
under the law, an independent judiciary, etc.), the size of the State or the
State’s command of resources through taxation and non-tax revenue, pub-
lic spending, economic regulation of business and labor, the monetary
framework and monetary policy, and commercial policy (free versus re-
stricted trade). In addition to the definition and scope of the attributes of
economic freedom, there is the problem of weighting the attributes to
construct an overall measure of economic liberty. Past measures of eco-
nomic liberty have either adopted the egalitarian standard of equal weight-
ing (a social welfare function that treats each right as of equal utility or
preference) of the attributes or the researcher imposes his own standard of
relative importance of the attributes (see Spindler and Still (1989) for a
discussion of the weighting of the four sub-indices of economic freedom in
the Gastil-Wright ratings).

The purpose of this paper is to construct some aggregate indexes of
economic liberty and to demonstrate how relative rankings of liberty across
countries will vary, contingent on how relative information about liberty,
from individual liberty indicators, is aggregated and weighted. This paper
is essentially a sensitivity analysis demonstrating how world rankings of
liberty vary as we alter the way we summarize the information from several
liberty indicators into one summary index.
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Attributes of Economic Liberty

The objective of this paper is to measure economic liberty as comprehen-
sively as possible with available data for as many countries as possible. A
total of fifteen attributes of economic liberty were selected.” L1 is the
Foreign Exchange Regime (available from Pick’s Currency Yearbook,
which has been renamed as World Currency Yearbook). The foreign cur-
rency regime is coded 1 = Free, 2 = Liberal, 3 = Strict, and 4 = Dictatorial
and characterizes the degree of State control of international financial
transfers and the relationship between official exchange rates and market
shadow exchange rates. Since exchange rate and foreign currency restric-
tions are coincidental policies of trade restrictions, the measure captures
the degree of openness (price competitiveness) of the economy and the
right of economic actors to confront world prices. Free trade induces
allocative efficiency in the economy and permits the exploitation of gains
from comparative advantage. We experimented with a trade openness
measure: exports plus imports divided by GDP. However, there are
problems with such a measure (e.g., the European customs union arrange-
ment yields a high degree of trade among the partners, but a modest level
of trade with the world, some countries have very large domestic markets
and can rationally home produce (e.g., the USA, etc.)). Moreover, the data
was not complete for the large sample of economies in this study.
Attribute L2 is Military Draft Freedom, coded 1 to 5 (see Spindler and
Still, 1989). Conscriptionis a tax and the probalistic taking of life and liberty.
Attributes L3, 14, and L5 are Lindsay Wright’s measures of freedom of
property, freedom of movement and freedom of information. Attribute L6
is Gastil’s Civil Rights index, a measure of the rule of law, coded 1 to 7.
Attribute L7 is the Gastil-Wright classification of type of economic system,
which ranges from capitalist inclusive = 1 to socialist non-exclusive = 9 and
is a measure of the degree of individual versus State control of property
and reliance on the market for the allocation of resources. Attributes L8 and
L9 are the freedom of the print and broadcast media, respectively, coded 1
to 3, and represent the degree of competition in the market place for ideas
(source: Gastil). Attributes L10 to L15 from Humana (1986), are coded 1 to
4, and are respectively, freedom to travel domestically, freedom to travel
abroad, the right to peaceful assembly, permit not required for work,
freedom from public search without a warrant, and freedom from the
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arbitrary seizure of property. For all of the attributes 1 is free and the highest
value represents the least amount of freedom. In the next section we define
the various economic liberty indexes analyzed in the paper.

Weighting the Attributes of Economic
Liberty Indexes

In the construction of indexes of liberty, the current practice is to weight
each attribute equally. By this egalitarian standard freedom of property,
freedom to form trade unions and other collusive associations, due process
of law, the military draft, capital punishment, and so on, are rights of equal
preference in a citizen’s utility function. Rights are logically separable and
may or may not be lexicographically ranked by individuals. If it was
possible to rank rights lexicographically in a social welfare function,
weights based on the relative rankings of the attributes of liberty could be
employed to construct an overall measure of liberty. Of course, this ap-
proach is not possible. An alternative is for the researcher to impose his
own ranking on the relative importance of rights, but this is ad hoc. There
are two objective methods of weighting theattributes of liberty in construct-
ing an overall index of liberty. One method is to weight the attributes by
the variances in the attributes. This is the method of principal components
analysis. This technique has the feature that the normality assumptions in
statistical theory are invoked. A second method is to use an instrumental
variable or hedonic approach and weight by the regression coefficients.
This technique has the feature that the regression coefficient of the liberty
attribute on the instrumental variance (say, per capita income) measures
the implicit value assigned to the attribute. These are the techniques em-
ployed here in the construction of overall indexes of economic liberty.

In the last section the individual economic freedom measures that
others have used to examine economic liberty were described. In this
section we present a multidimensional representation of economic liberty
by combining the information from several different individual measures
into a class of aggregate liberty indexes. As with the construction of any
aggregate index, the critical step in combining various attributes into a
single summary measure is the choice of appropriate weights. Since the
index is a representation of a multidimensional view of a given country’s
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level of economic liberty, we utilize several indexes that all represent
different undimensional capsulizations. There are many ways to aggregate
information into one broad index. One strategy we adopted was suggested
by the social choice and income inequality literature. This body of research
canbe extended to our work hy examining the relative ranking of economic
liberty between countries. Absolute notions of liberty become meaningless
when the absolute metric is based upon an index derived from a vector of
characteristics that all purport to measure a different aspect of the same
problem. Maasoumi and Nickelsburg (1988), Scully and Slottje (1991),
Slottje et al. (1991), and Slottje (1991) have used principal component
analysis to compare the quality of lifebetween countries. This is a statistical
technique which relies solely on the variation and covariation of the data
matrix to construct the weights in the indexes. Griliches (1971) has sug-
gested that if there is one attribute which we desire to analyze, but can’t
observe directly, like the level of economic liberty in a country, we can use
a hedonic model to see how other factors affect this variable. This generally
implies that we use some variable as an instrument for the latent variable
and then see how other characteristics affect this instrumental variable.
Frank (1985) is the leader of a new school of economists that argue that it
is the relative levels that matter in the utility economic agents derive from
consuming goods. We extend this argument to economic liberty by sug-
gesting that it is relative rankings between countries given a set of liberty
indicators, that have the richest information content in comparing liberty
between countries.

In our study we use all of these approaches in constructing our eco-
nomic liberty measures and in comparing the level of economic freedom
between countries. We construct several different measures where the
weights are alternatively determined by ranks of attributes, principal com-
ponents of the attributes and a hedonic representation of the attributes. We
then present the relative rankings for each index to serve as a sensitivity
analysis of the different weighting specifications. Finally, we take the
average rank for each country over all the different indexes as the final
index of economic freedom.? These ranks can be used directly as indexes.
In Table 1 (column 1), we take the average rank across all 15 attributes for
each country. We then rank these averages. This is our first liberty index
and we call it RINDEX1 (Rank Index 1). We can also use information about
the ranks as the weighting factors as we discuss below.?
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Table 1. Average Rankings Based Upon Index Weights
Constructed By:
Mean Rank Mean Rank
of 15 of Principal Mean Rank
Liberty = Component of Hedonic  Overall
Country Indicators Techniques  Models Index
Afghanistan 105.3 123.5 105.8 116
Albania 112.5 140.5 1354 142
Algeria 76.6 118.5 1104 114
Angola 112 139.5 1364 143
Argentina 37.7 52 364 42
Australia 5.3 19 15.2 14
Austria 129 9.5 12.6 12
Bahamas 7 13 16.2 13
Bahrain 55.3 15.5 28.4 39
Bangladesh 57 85 92.6 86
Barbados 115 14 10.8 10
Belgium 7.8 7.5 3.2 5
Belize 105 42 35.8 32
Benin 79.1 101 105.6 110
Bolivia 42.9 38 20 24
Botswana 17.333 53.5 54.8 52
Brazil 29.9 45.5 35.8 37
Bulgaria 112.5 140.5 1354 140
Burkina Faso 634 92.5 99.8 98
Burma 94.6 126 1264 130
Burundi 60.3 101.5 102.2 100
Cameroon 68 91 124.8 115
Canada 3.5 6 7.2 6
Cape Verde 629 95 121.8 112
Central Africa 61.6 67 81 77
Chad 74.9 97 128.6 124
Chile 59.55 69 64.2 67
China 94.2 108.5 89 99
Colombia 35.5 47 71 62
Congo 71.1 ,90.5 103.8 101
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Table 1. Average Rankings Based Upon Index Weights

Constructed By:
Mean Rank Mean Rank
of 15 of Principal Mean Rank
Liberty = Component of Hedonic  Overall
Country Indicators Techniques  Models Index
Costa Rica 4.6 19 20.6 15
Cuba 99.7 133 81.6 102
Cyprus 31.6 57.5 78.4 70
Czechoslovakia 105.66 136 105.2 120
Denmark 16.5 295 24.2 19
Dominica 5.9 23 31.2 20
Dominican Republic 17.1 35.5 39.6 34
Ecuador 33.6 49 25.6 31
Egypt 575 79.5 55.8 64
El Salvador 57.1 94.5 77 81
Ethiopia 106.3 131 123 131
Fiji 12.2 24 30 21
Finland 12.5 31 31.8 25
France 26 44 234 26
Gabon 334 51.5 78.2 68
Gambia 27.7 39 53.2 50
German Dem.Rep. 2.3 6 17.2 11
Germany Fed. 102.8 133 107.6 123
Great Britain 14.3 45 384 35
Greece 22.3 43 25.2 28
Grenada 66.8 88.5 70.8 78
Guatemala 404 38 78.8 65
Guinea 84.5 126.5 112.2 122
Guyana 72.1 107 128.4 126
Haiti 63.9 78 104.8 96
Hong Kong 119 13.5 36 8
Honduras 29.5 40 664 59
Hungary 84 121.5 734 92
Iceland 5.7 315 364 30
India 37.7 74 65.8 66
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Table 1. Average Rankings Based Upon Index Weights
Constructed By:
Mean Rank Mean Rank
of 15 of Principal Mean Rank
, Liberty = Component of Hedonic = Overall
Country Indicators Techniques  Models Index

Indonesia 62.2 74 107.8 97
Iran 83.1 113 934 104
Iraq 102.1 128.5 123.2 129
Ireland 1 1 7 1
Israel 354 52.5 342 40
Italy 195 54 414 44
Ivory Coast 43.3 54 816 73

amaica 24.9 63.5 60.4 61

apan 4.6 19 20.6 16
Jordan 56.2 65.5 49.2 57
Kenya 40.5 725 94.2 83
Korea 46.7 80 99 89
North Korea 112.7 141.5 131.8 139
Kuwait 50.2 42 10 18
Laos 97.1 131.5 135.8 138
Lebanon 33.1 35 61.2 55
Liberia 57.3 52 83.2 76
Libya 81.9 115 117.2 121
Liechtenstein 1 1 7 3
Luxembourg 1 1 7 2
Madagascar 73.9 112.5 119.6 118
Malawi 66 103 106.4 108
Malaysia 37.6 55 51.2 54
Mali 67.7 85 113.2 107
Mauritania 73.1 109 1374 132
Mauritius 84 26.5 30.6 22
Mexico 324 35 50 48
Mongolia 112.5 104.5 1354 141
Morroco 59.7 86 78 79
Mozambique 89.5 126.5 136.2 136
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Table 1. Average Rankings Based Upon Index Weights
Constructed By:
Mean Rank Mean Rank
of 15 of Principal Mean Rank
Liberty = Component of Hedonic = Overall
Country Indicators Techniques  Models Index
Nepal 48.8 78 654 69
Netherlands 15.1 15 58 9
New Zealand 57 315 364 29
Niger 61.8 73 97 88
Nigeria 33.2 68.5 80.6 75
Norway 16.9 32 14.4 17
Oman 63.3 615 474 58
Pakistan 59.5 945 109.8 106
Panama 22.8 275 28.6 23
Papua New Guinea 13.5 475 524 49
Paraguay 54.1 735 578 63
Peru 41.1 735 74.6 74
Philippines 522 80 99.8 90
Poland 88.6 127 76.8 95
Portugal 26.6 62 556 56
Qatar 604 58.5 30.2 45
Romania 107.2 136.5 120.8 133
Rwanda 78.2 108.5 101.8 109
Saudi Arabia 69 68.5 68.2 72
Senegal 275 45 654 60
Seychelles 70.1 112 114 113
Sierra Leone 37.7 57 97.2 82
Singapore 52.2 52.5 47 51
Somalia 97.7 128 129 135
South Africa 97.3 126.5 87.2 105
Soviet Union 115.1 139 142.2 144
Spain 17.9 56.5 44 47
Sri Lanka 371 72 76.2 71
St.Lucia 11.3 45 45.6 41
St.Vincent 11.2 47 50.6 46
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Table 1. Average Rankings Based Upon Index Weights
Constructed By:
Mean Rank Mean Rank
of 15 of Principal Mean Rank
Liberty = Component of Hedonic  Overall
Country Indicators Techniques  Models Index
Sudan 61.3 100.5 129 119
Suriname 77.1 115.5 121.8 125
Swaziland 62.2 97 120.6 111
Sweden 139 32.5 45.2 38
Switzerland 12.8 15 1.6 7
Syria 75.7 96.5 123.6 117
Taiwan 48.7 67.5 29 43
Tanzania 88.9 122 124.4 128
Thailand 423 755 95 85
Togo 62.9 83 1004 94
Trinidad and Tobago 17.6 54 55.2 53
Tunisia 55.1 90 78.6 80
Turkey 64.7 102 85.8 91
Uganda 79.3 123 1244 127
United Arab E 59 53 222 33
United States 1 1 7 4
Vanuatu 19 25.5 454 36
Venezuela 17.7 325 296 27
Vietnam 110.1 140.5 129.8 137
Yemen Arab Re 75.3 111 71.2 84
Yugoslavia 76.1 113 74 87
Zaire 72.6 106 142 134
Zambia 61.3 99 105.6 103
Zimbabwe 65.3 94 94.6 93

Principal component analysis is a method whereby we analyze how
much independence there is in a group of variables. This method is dis-
cussed in Scully and Slottje (1991) and Slottje (1991), and Slottje et al. (1991).
In Table 1 (column 2), we present the ranks for each country based upon
their respective first principal component. This is our Index 2, denoted
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RINDEX2. We only consider one component because this component
contains 60% of the total variation in the attribute data and the other
principal components do not have a strong economic interpretation. While
this is a statistical procedure, and perhaps not an economically intuitive
one, it still is instructive. It tells us that if the 15 variables are reasonable
indicators of liberty, they can be combined in such a way that different
combinations of them create 15 new variables which contain as much
information as the original 15, but without any multicollinearity problems.
If we were to rely on any one of them (say the first one) then the coefficients
ajj represent the weights that give maximum variance. We construct one
for each country and then rank them. Thus, countries like the U.S. and
Luxembourg which have relatively low attribute values and low variances
across all attributes, consequently will have a small first principal com-
ponent, which will rank that country first. A country with a large amount
of variation across attributes and large attribute values (low levels of
economic freedom) will have larger component values. As we move to
higher order principal components we get different ranking results since
the variance is all that is left after filtering out the first principal component.

Information about the principal components can also be used directly
as weights. This is done in the construction of Index 3. We call this
RINDEX3 and discuss theseresults in the empirical section. Also, the values
of the attributes were weighted by their ranks and normalized ranks
(ranki/max rankj) and then these were weighted by the wi’s. All of these
different weighting schema were highly correlated with Index 3. The
average rank associated with two major principal component techniques
(an average of RINDEX2 and RINDEX3) is reported as column 2 of Table 1.
The other index specifications are given in Appendix Table A.1 for the
interested reader. Indexes specified in these ways for each country will
reflect to varying degrees the information content from each attribute
relative to other countries and the country’s ranking relative to other
countries, as well as account for variation in the data. Again, the correlation
(over 90%) between these alternative specifications of the indexes made the
reporting of these alternative indexes with these various weighting
specifications redundant. The other principal component-based indexes
are also defined in Appendix Table A.1.
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Rankings of Economic Liberty

In constructing an overall index of economic liberty, the simplest procedure
is to rank the liberty indicators, average the ranks, and then rank the
average of the 15 separate economic liberty indicator ranks. This procedure
canbe obtained from the average ranks of column 1in Table 1. The rankings
of economic liberty by this simple method yields plausible results. Nations
like the United States, Luxembourg, West Germany, Canada, and Japan
rank very high, the communist block countries rank at the bottom, much
of Europe is in the upper quartile of rankings, and much of Africa is in the
lower quantile of rankings. Index 1 also is highly correlated with some of
the other economic liberty indexes (RINDEX2 and RINDEX®6), but less so
with some of the others (RINDEXS).

RINDEX2 is the rank of the index based on the first principal compo-
nent. RINDEX3 is the rank of the index based on the weights obtained from
the first principal component multiplied by the actual values of the fifteen
attributes. Average rank in Table 1 (column 2) is the average of RINDEX2
and RINDEX3. The two ranks of the indexes are correlated (r = .81), but not
coincident. The United States ranks first by both methods. But, there are
some dramatic differences for some countries (such as Bahrain, Belize,
Bolivia, Botswana, Chad, Congo, Cyprus, El Salvador, Guatemala, Haiti,
Iceland, India, Italy, Jamaica, Jordan, Kuwait, Lebanon, Liberia, Mexico,
Portugal, Qatar, Singapore, St. Lucia, Thailand, Trinidad and Tobago, and
the United Arab Emirates).

RINDEX4 is the rank of the index based on the normalized coefficient
estimates multiplied by the value of the liberty indicators for the full
regression model (i.e., all 15 regressors). RINDEXG5 is the same as RINDEX4,
except that the normalized regression coefficients are multiplied by the
rank of the liberty indicator. RINDEX6 is the same as RINDEX5 except that
the liberty indicators (and RGDC) have been transformed into logarithms
so that the coefficients are elasticities. RINDEX? is the same as RINDEX5
except that the regressors have been restricted to only those that were
independently statistically significant (L1 - L3, Le, L1o, L11, L13). RINDEX8
is the same as RINDEX7? except that ranks rather than the values of the
attributes were employed in the restricted regression. While these indexes
are highly correlated with each other, several of the other indexes con-
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structed but not discussed here, had considerably lower correlation values.
The correlation values for the indexes discussed here ranged from .7 to .99,
indicating some variation. For example, the United States ranks 1 by
RINDEX7? and 15 by RINDEX6, Canada ranks 1 by RINDEX1 and 19, Spain
ranks 22 by RINDEX6 and 53 by RINDEX4 or RINDEXS, and so on. The
overall index, is highly correlated with all of the rank indexes which is of
course a consequence of its construction and provides further evidence that
itis a good summary statistic of the other indexes.

Conclusions

We have constructed a number of summary indexes of economic
liberty based on principal component and hedonic weighting techniques.
While overall these indexes are related to each other in a statistical sense,
there are sufficient differences among them to conclude that choice of the
weighting technique is important in the construction of an overall index of
liberty. Because the liberty indicators currently available for use are fairly
coarse, the differences that these weighting techniques yield in the sum-
mary liberty indexes are understated. As research on liberty yields finer
measures of the liberty indicators, the choice of the weighting technique

will become more crucial in defining an overall measure of economic
liberty.

Notes

! The data for these attributes appears in an earlier version of the paper
as Appendix Table A.1 and is available for a limited period from The Fraser
Institute.

2 In an earlier version of this paper, Appendix Table A.2 ranks each
country from the lowest level (more liberty) to the highest level of economic
freedom for each attribute.

3 In the earlier version of this paper, all the rank indexes are available.
For reasons of space limitations, only the selected average ranks rather than
each RINDEX, the weighted ranks, are presented.



270 Rating Global Economic Freedom

% Indexes (RINDEX?2 - RINDEX8) which were selected to be represen-
tative of all the types of weighting that were possible are available in the
earlier version of this paper.

> Spearman correlations for all these results which demonstrates how
the indexes’ rankings are related to each other are available in earlier
ver1sons of this paper.

6 Afull comparison of the country by country differences in the liberty
indexes by method of weighting the liberty indicators can be discerned in
earlier versions of the paper.

Appendix
Table A.1. Formulas for Constructing Indexes

Index1=ZLiRi
Where Li is the ith liberty indicator and R; is the ith indicator’s rank.

Index 2 = £ Li.{Ri/max Rj}
Where {Ri/max Rj} is the ith indicator’s rank normalized by the maximum
indicator rank.

Index 3 = Z Li.Ri.{A/ZAj}
Where {Ai/ZAj} is the proportion of total variance in the x matrix due to the
ith eigenvalue.

*Index 4 = X Li.{A/ZAj}
See index 1 and index 3 for definitions of variables.

Index 5 = Z {Ri/max Rj}H{A/ZAj}
See index 2 and index 4 for definitions of variables.

Index 6 = ZRi.{AWZA/j}
See index 1 and index 4 for definitions of variables.

Index 7 = E Li. {Bl /max B]
Where {]31 /max Bl } is the normalized coefficient estimate from ¥ = Bo + ZB;
Li+ i where W is real gross domestic product per capita consumption share

per country.




Measuring Economic Liberty 271

Index 8 = X Li.R; {Bi‘/ max Bj*}
See index 1 and index 7 for definitions of variables.

Index 9 = X {Ri/max Ri}{Bi /max B;}
See index 2 and index 7 for definitions of variables.

"Index10= % Ri.{Bi*/max Bj*}
See index 1 and index 7 for definitions of variables.

“Index 11 = ZRi.{os /max (Xj*}
The same index 7 except Y = oo + Zaj Ri + Vi.

"Index 12= = Li.Ri.{oci*/max Otj*}
See index 8 and index 11 for definitions of variables.

Index 13 = £ {Ri/max Rj}.{os /max oj }
See index 2 and index 11 for definitions of variables.

Index 14 = £Ri.{0j /max o }
See index 1 and index 7 for definitions of variables.

Index 15 = ELif
Where ;i is the elasticity from the model In Y = A + Z@j In Li + Z;.

Index 16 = TLiRj o
See index 1 and index 15 for definitions of the variables.

Index 17 = X {Ri/max Rj}.0i"
See index 2 and index 15 for definitions of the variables.

Index 18 = X Li.{Yi*/ max }5*}
Where ¥ is the coefficient normalized from the model y=y0+7Y1 L1+ 72 L2
+¥3 L3 +7v Le+vio Lio+vy11 Lit +yi3 Lz + .

Index 19= ELiRi {% /max7y }
See index 1 and index 18 for definitions of the variables.
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"Index20= Li.{y; /max }{’}{Ri/ max Rj}
See index 2 and index 18 for definitions of the variables.

Index 21 = X Rj {}; /max ’ﬁ*}
See index 1 and index 18 for definitions of the variables.

Index 22,,= ZLiR; {&*/max 8,'*}
Where §; is the normalized coefficient from the model
Y=8+081Li+82L2+33L3+8¢Ls+d10L10+ 811 Li1+di3Liz + .

Index 23 = Z{Rj/max Rj}.{&* /max §}
See index 2 and index 22 for definitions of the variables.

Index24= IRy {81* /max 8;}
See index 1 and index 22 for definitions of the variables.

Index25= XLj {8; /max 8]'*}
See index 1 and index 22 for definitions of the variables.
"InIndex 1 to 17 the summations are over 15. For indexes 18 to 21 they are

over 7, and for 22 to 25 they are over 8.

"These indices are analyzed in the text above.

Copyright The Fraser Institute
www.fraserinstitute.org



Measuring Economic Liberty 273

Table A.2. Coefficient Estimates of the Hedonic Models

Y =*5149 - *298.95L1 + *283.17L2 - *320.32L3 + 200.6L4 + 51.53L5 - *610.94L6
- 59.24L7 + 312.66L8 - 413.31L9 - *461.05L10 + 348.75L11 - 58.07L12 +
*575.85L13 - 79.19L.14 - 92115

R?= 64

Y =*7.65 - .002R1 + *.009R2 + 0003R3 -.001R4 + .00006R5 - *.01R6 - *.005R7
+ .002R8 - .002R9 - *.007R10 .004R11 + .001R12 + *.01R13 - .002R14
2
R*=.65

InY=8.3-.11InL1 +.25InL2 +.04InL3 + .03InL4 +.003InL5 - 28InL6-.10InL7
+.10InL8 -.09InL9 - .31InL10 + .08InL11 + .008InL12 + .38InL13, - .38InL13 -
.08InL14 - .04InL15

R?= .67

Y = #4818 - *328.73L1 + *307.14L2 - *279.72L3 - *632.87L6 - *397.45L10 +
*318.86L11 + *579.991.13
R?= .62

Y =*3490 - *6.66R1 + *9.93R2 - *10.82R3 - *23.76R6 - *8.68R9 - *11.64R10 +

*11.79R11 + *20.07R13
R?= .60

* indicates coefficient is statistically significant at the .10 level.

Y is per capita real gross domestic product times consumption share per

country.

Copyright The Fraser Institute
www.fraserinstitute.org
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To construct hedonic models real gross domestic product per capita
(RGDP) was used as an instrumental variable. Summers and Heston con-
structed this series. RGDP is weighted by a country’s consumption share.
Many countries (e.g., oil exporting) have ahigh RGDP, but the State “owns”
a large fraction of output that is not available for private spending. Real
gross domestic consumption (RGDC) was regressed against the various
attributes,

¢} RGDC = Bo+ZB iLi+e

where Li is the ith liberty attribute and f; is the coefficient estimate of the
effect of Li on RGDC. The Bi’s in normalized form were used as the weights
in our indexes. This index is called RINDEX4 and corresponds to Index 10
in Table A.1. These results are discussed fully in section 4 below. In another
procedure the attributes Li were replaced by the ranks of the attributes R;,

2) RGDC = op+Z oiRite

where ai is the coefficient estimate of the effect of a country’s rank on its
RGDC. This canbe interpreted as a method of examining whether countries
with low (high freedom values) liberty have high or low RGDC relative to
other countries and is denoted RINDEXS5 (Index 11 in Table A.1) and is
calculated by multiplying the attribute by the normalized coefficient esti-
mate from (2). We also examine the elasticities of the attributes to see how
responsive each individual countries’ relative RGDC is to each countries’
relative economic freedom measures. This specification is the same as (1)
except the variables are in natural logs,

3) RGDC = wo+ZailnLiH

This gives rise to RINDEX6 and corresponds to Index 16 in Table A.1 which
also includes other possible weighting schemes. For example, we weight
the attribute by the normalized rank. Finally, one of the indexes is based on
a hybrid hedonic procedure. The procedure is a hybrid one in that the same
regressions model as in (1) and (2) was used, but a stepwise procedure was
employed to only include those attributes which maximize the likelihood
function, or, in other words, demonstrate that they belong in the model,
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subsequently implying they are the major hedonic attributes with respect
to RGDC. For the Li model, these variables include economic freedom
indicators 1, 2, 3, 6, 7, 8, 10, 11, 12 and 13. For the ranks (Ri) model, these
factors include 1, 2, 3, 6, 8, 10, 11, 12 and 13. RINDEX7 and RINDEXS
correspond to index 20 and index 24 respectively. These are included to
capture rank and normalized rank effects. While a wide spectrum of
indexes were constructed for each hedonic specification, we report only the
average of the hedonic indexes RINDEX4-RINDEXS in column 3 of Table
14 The underlying regression results for all of the hedonic models are given
in Appendix Table A.2. All of the formulas needed to construct the various
indexes are given in Appendix Table A.1. A summary was constructed by
taking the average of all eight previously discussed indexes and then taking
the ranking of these averages. This index is presented with all the other
index rankings as a summary in the final column of Table 1. We now
discuss the empirical results.
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Discussion

Milton Friedman began the discussion by emphasizing two technical issues
related to Table A1, the basis for the rest of the weighted results, and two
conceptual issues. The technical issues hinge upon the problems associated
with using category scores that range from 1 to 4 in most casesand 1 to 7
or 1 to 9 in others. In this case the weights assigned to the categories are
implicitly different. The average score in the various categories will differ,
and this will create different weights within the index. The rankings will
be influenced by the size of the intervals. One possible way to handle this
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is that if a country appears to be in the top quartile, it could receive a score
of .125, within the next quartile, .375 etc. Further, the actual scores in several
of the categories appears to be highly arbitrary. For example, Hong Kong
with respect to L13, Freedom to Work, is given a 3 while the United States
gets a 1. What is this? In what way is Hong Kong less free than the United
States?

And this led to the conceptual issue that in order to gain some feeling
that the measures are capturing important differences among countries,
there should be some basis or benchmark for comparison. In this way those
measures which are patently at odds with our common sense can be
discarded. We need test cases. The comparison between the US (ranked
number 1 in terms of economic freedom) and Hong Kong (ranked number
20) is one example.

Argentina and Chile is another good test case — that Argentina ranks
above Chile in economic freedom is not right. Similarly, although Hong
Kong ranks above Sweden, the difference, 1.27 to 1.47 is very small. Simi-
larly one can be suspicious of a measure that puts Switzerland (1.33) just
barely more economically free than Sweden.

A second conceptual problem, Friedman suggested, is that the various
measures take no account of trade arrangements or the fiscal burden. Ed
Crane did not like the use of the term comprehensive in the paper since it
also left the nature of government ownership versus regulation out of the
measures. Richard McKenzie felt that Scully and Slottje had been overly
confined by using published measures of what other people feltconstituted
economic freedom. Instead, he argued, we must use what is important.
How it is obtained is less relevant now.

At this point Scully responded by stressing that his paper tried to
illustrate the effects of different weighting techniques on the calculation of
potential measures of economic freedom, and that to this end he had
normalized all the categories and stuck with published indexes. To that
extent he was not prepared to defend any particular score in any particular
category. The sensitivity of the indexes of freedom to the different weight-
ing schemes was the focus of the paper.

Alan Reynolds suggested that to be useful in promoting economic
freedom, a paper should be simple, and that rather than striving for
objectivity, the notion of economic freedom should be thought of like the
scores of a diving competition: judged by expert opinion, and while not
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objective isnonetheless reasonably consistent. Milton Friedman responded
that this was an attempt at scientific inquiry and, as such, it constitutes a
search for important components of economic freedom and how they relate
to other measures such as those Scully has mentioned: the GNP, quality of
life, etc.

Bernard Siegan stressed that the absence or presence of the judiciary
(another index) does not mean that economic freedoms are less or greater.
The actual role of the judiciary, on the one hand enforcing confiscatory
taxation, or on the other protecting economic liberties, is not picked-up in
any measures. This led Charles Murray to wonder which of the indexes
hung together, and which appeared to be measuring different things. Scully
responded that perhaps eight of the indexes were independent.

Walter Block argued that the issue of weights to be put on the sub-in-
dexes was overly detailed. He averred that using one’s own introspective
tastes to weight the indexes was as acceptable as some arbitrary criterion
of variance weights. In contrast to the “high-tech” strategy of Scully and
others, a “low-tech” strategy would be simply to add-up the indexes with
equal weights. Jack Carr pointed out that the criterion for adequate weight-
ing depended upon the purpose to which the indexes were to be put. Like
the definition of money as M1 or M2, the question is not independent of
use.

Carr stressed that some income maximization would appear to be both
desirable and consistent with the basic perspective of economic behaviour.
In this respect the hedonic weighting scheme looked better than the others.
Stephen Easton then remarked that the optimal tariff raises domestic
income, but according to some measures, reduces economic freedom. Carr
responded that from a global perspective, there is a net income loss, and
further something beyond a gut feeling is needed to establish the relevant
weights in any index. He argued that a definition that maximizes economic
well-being is appropriate so that greater economic freedom means greater
economic benefit. James Gwartney remarked that this was the same basis
for the use of GNP as a summary indicator of economic well-being. GNP
tends to rise when most good things are increasing and tends to fall when
times appear to be bad. As a more specific remark directed toward the
paper, he wondered why inflation was not included as an indicator of the
loss in economic freedom as it interrupted the execution of private con-

tracts. Juan Bendfeldt remarked that indexes are better when used to
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compare one year to the next, and Scully and Slottjeamalgamated data from
several years into one index. Scully responded that while the desire to use
a ("low-tech”) counting exercise to identify indexes of economic freedom
is more simple, it is also open to individual biases. A “high-tech” method-

ology is more useful as the methodology for the derivation of the weights
is clearly apparent.

Copyright The Fraser Institute
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Milton and Rose Friedman’s
Experiment

[Editor’s note: At the end of the first day of the Sea Ranch Conference (the
second in the series reported in this volume), Milton and Rose Friedman
proposed the following experiment. This is reported in a slightly different
fashion since it was not a written document as a formal part of the series.
We have tried to capture the sense of the presentation as well as the occasion
without actually transcribing the proceedings.]

N REVIEWING THE PAPERS, ROSE and I have had difficulty making sense of

the different measures in the large number of countries. We have taken
eleven countries about which we feel we know something and would ask
you [the conference participants] to rank these countries from the most free
toleast free. We will tabulate the results tomorrow. One conclusion we have
reached is that we are studying too many countries.

[One Day Later]

In the handout there is a tabulation which summarizes the results of the
survey. In the results for the eleven countries which we know relatively
well, we have provided an average, a standard deviation, the range and the
maximum and minimum values of the rankings made by the 23 people at
the conference. In each case 1 equals the greatest economic freedom and 11
the least. Every country was ranked by each person. In addition we have
provided the rankings where possible by the indexes from Gwartney, Block
and Lawson, by Easton’s measures, and by Spindler and Miyake’s HMF
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ranks. It is fascinating that there is both a great deal of agreement and
considerable disagreement. The greatest agreement was on Hong Kong
which everyone but one person ranked as 1 and that person ranked as 2.
The United States had one 1, and three 3‘s and all the others ranked it as 2.
Beyond that there is roughly the same amount of dispersion which is fairly
moderate. The greatest dispersion is for Chile which is understandable
given recent history. But if you look at the standard deviations and means,
except for Hong Kong and the United States as the most economically free,
and India, Israel, and Sweden as the least free, there is little to distinguish
the intermediate countries.
If you look at the Gwartney ranking of his number 1, the ranking is not
that different. Chile and India were a bit out of line. The right way to do
this is to send surveys to people who know something about these coun-
tries, people who live there—almost everyone here is from the United States
or Canada (and we should have put Canada in this). Looking at the Easton
list, F1 seems way out of line as India ranks so high. The key thing to know
in the cardinal approach is that what you call economic freedom or utility
or whatever, is the numerical measure however you choose to construct it.
You use a set of specified steps. The useful thing in the Jones-Stockman
paper is the steps that they set out to define economic freedom. Many
people object to the results of this kind of methodology. Indeed, as Stock-
man has suggested, the use of government expenditures as a fraction of
income is an application of their kind of methodology, and we find that it
doesn’t give very good results. It is fine for the developed countries, but
none of us here will accept the fact that by that measure all underdeveloped
countries will be freer than developed countries. The test of whether we
have a good measure is that it “works” and gives you results that you like.
As I heard Fermi once say, the concept of length may be a good measure
on earth, but it may be useless on the surface of the sun. The results that
appear in F1 are very important from that point of view since they expose
a defect. Easton’s F2 is much better from this perspective. It has Japan as 1
and France as 2 and the U.S. as 3, and Sweden comes in last. Looking at the
“HMF-homework” averages, the main thing that comes out is that these
measures give you no discrimination. That doesn’t mean that there are not
some good ones among them, but as an average they are not very helpful.




Rank of the following countries in accordance with their level of economic freedom
in accordance with measurements of indicted authors.
(1 = greatest economic freedom, 11 = least)

Rank
Country GB Easton Spindler and Miyake Count | Aver- | Rank
Lint age of
1+2|  F1|f2/gdp| HMF | HMF | HMF | HMF | HMF | HMF | HMF | HMF | HMF | HMF | HMF Aver-
7 10 | 232 | 9 | 18 5 | 151 | 20 1 122 | 21 age
Australia 9 6 45 3 3 7 5 4 5 1 8 6.5 5 13| 515 8
Chile 7 2 3 8 10 6| 6.00 9
France 8 2 5 8 4 5 6 13| 5.08 6
Germany 5 45 4 7 4 2 6.5 7 12 483 5
Hong Kong 1 1 5 5{ 380 3
India 4 2 6.5 1 1 1 1 9 9 7 10! 4.15 4
Israel 11 2 9 3 7 4 11 7| 671 11
Japan 2 1 1 2 8 2 5 2 2 1 11| 255 1
Sweden 10 7 9 1 4 3.5 12| 646 18
United 6 7 6.5 6 7 6 7 3 1 3.5 3 4 14| 5.14 7
Kingdom
United States | 3 5 3 5 4 5 4 2 4 2 6 1 1 3 14| 343 2
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Politicized Prices

Arthur T. Denzau,
Center for Political Economy,
Washington University (St. Louis)

Introduction

WHEN A PRICE GOES UP, economists would normally expect that the
quantity demanded would decline. But when some prices go up,
people riot in the streets and overturn buses and governments. What
determines the difference in responses?

Some prices are believed to have been politicized, and influenceable
not only by supply and demand forces, but by activity in the political arena
as well. If a part of the public believes that a price has become, or could
readily be, politicized, then there is less reason to view the price as a
parameter and to be a passive price-taker. Using the notion of politicized
prices, we gain important insights into the political economy of the modern
state in both developed countries and in the Third World.

Bates has investigated the developing economies of Western Africa,
and found extensive politicization of prices in key markets. Most of these
economies had developed at least one cash crop during the colonial period,
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and continued exporting this product after independence. However, the
monopsony trading companies which had organized export in the colonial
period were not just continued. In addition, they were used much more
extensively as revenue sources by paying the cash crop producers less than
the world price. The resulting politicization of the export price generated
substantial urban-rural tensions and lackluster export performance.

De Soto has produced a remarkable book, The Other Path, which details
the restrictions on the private sector which Peruvian governments have
created. The result of the restrictions is the creation of a dual economy
which is quite different from the dual economy discussed by some labor or
development economists. The relatively modern formal sector of the econ-
omy exists in urban areas. It employs a small fraction of the labor force,
usually unionized, at relatively high wages. Most of the formal sector
consists either of State Enterprises (SEs) or of firms which are subsidized
or protected by the state from foreign competition.
~ Large numbers of rural migrants have come to the cities, particularly
to the capital of Lima, during the twentieth century. Most of these migrants
are indigenous Indians, while most of the urban residents had been at least
partially of European origin. To halt the in-migration, various governments
passed laws and regulations restricting the economic opportunities of the
migrants, making them ineligible for jobs in the formal sector and unable
toown urban land. The result is a nation in which associates of de Soto have
estimated that 63% of the labor force works in illegal informal economy
employment. At any time, the police or other bureaucrats can harass or put
the squeeze on these workers and, in fact, do so from time to time. The entire
formal sector is required to adhere to detailed labor laws and other regula-
tions to the extent that de Soto estimates (p.150) that, on average, a formal
sector firm incurs costs of satisfying these regulations that are three to four
times the taxes paid by the firm.

The formal firms have access to three key resources controlled by the
state. Such firms can borrow from the formal sector banks, which may
charge 15% to 20% interest on a loan in the face of an inflation rate that often
exceeds 100% p.a. Access to such a loan means a subsidy of at least 80% of
the principal loaned, and access is limited. The banks can lend money at
this negative real rate since they are allowed by the government to borrow
from the central bank discount window at 6% to 9%. Again, access to this
source of funds is rationed, presumably by political means.
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The second key resource to which formal sector firms can compete for
access is foreign exchange. The Peruvian governments have maintained a
heavily overvalued currency, making foreign exchange quite cheap, typi-
cally 10% to 20% of the black market price. Gaining access to foreign
exchange then consists of an 80% to 90% subsidy, and access is rationed by
the political authorities.

In both the foreign exchange and bank loan markets, the prices are
completely politicized, bearing no serious relation to market equilibrium,
other than being far away from an unpoliticizerd equilibrium. This politi-
cization of price provides considerable resources for the political authori-
ties to allocate at will. The negative real interest paid on savings and deposit
accounts causes almost complete disintermediation in the financial sector
except for those firms and organizations required by their ties to the state
to keep such deposits. The major source of funds for banks to lend is the
discount window, and this means that the inflation rate is a residual
variable that results from the satisfying of political demands for subsidies.
The foreign exchange markets are more problematic for the regime in
power, as it cannot print dollars. In this case, all formal sector firms are
required to sell their foreign exchange to the central bank, and holding bank
accounts denominated in foreign currencies is either totally illegal or tightly
regulated. In addition, all transactions by the state with foreign govern-
ments, such as aid payments, and international bodies such as the LM.F.
are used as sources of foreign exchange to give away. Through these two
sources, a substantial fraction of GNP may be allocated by the state without
the use of taxation, being given away to build and maintain political
support by helping some friends, and buying off enemies.

The third key resource to which only the formal firms have access is
the facilitation services of the state: its legal system. The informal busi-
nesses have little if any recourse to the formal legal system in Peru, as this
system operates such that recourse would have negative value in almost
all cases for the informals. As Douglass North has written, there is a
fundamental tension between the predatory and the facilitative roles of the
state, and Peru has a state that is largely predatory. The only external third
party systems of enforcement available to the informal businesses involve
the usual social norms of kinship systems and neighborhood control, and
the informal systems that they have developed to substitute for the biased
formal system. Without access to these three resources provided by the
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state, the informal sector of the economy is able to progress only so far, and
the lackluster performance of the Peruvian economy, like that of most of
Latin America, derives in large part from this cause.

In order to measure important aspects of economic freedoms, I believe
that macro methods, while attractive for advertising purposes, are not now
suitable as science. The ultimate aim of measuring transaction costs and the
politicization of prices is to determine which factors are most clearly related
to the economic failure of the typical less developed economy. This means
that measures which can be compared across nations are needed, just as in
the macro approach. However, I do not believe that any single number can
capture the myriad of ways in which the state can be used to distort an
economy, since we do not know how to make the various distortions
commensurable operationally.

Rather, my approach to measurement is to find ways of measuring the
politicization of the set of markets in which a firm operates. With such
measures, one can go in two. directions. The effects of each type of the
politicization on the behavior and performance of an industry can be
researched. Does the inability to obtain import licenses to buy spare parts
for a modern machine mean that the technology used must be obsolete?
Does the illegality of an informal sector business mean that it must avoid
the use of fixed capital, since such capital represents quasi-rents that the
local gendarmerie and bureaucracy can extract? I believe that these ques-
tions are best dealt with at the micro level, especially if we are to obtain
theoretical and empirical results that can convince the skeptical or currently
indifferent political scientist, economist or public official. Given useful
measures of politicization of prices at the level of an industry, performed
acrossa set of industries, one can begin to discuss how to measure economic
freedom in a more aggregative way that would enable the measures to be
compared across polities. With these measures, we can also determine what
factors are related to politicization and of the different forms of politiciza-
tion. But that is further down the road than what can now be accomplished,
and much research is needed to get there.

This paper examines the notion of the politicized price in a single
market, attempting to provide means of measuring the politicization. It
begins with an examination of several different types of price controls
which have been used. The actual effects of these controls vary greatly with
the resources available for enforcement, and the belief of the citizenry in
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the validity of the price control system. The typical less-developed country
haslimited fiscal resources available for any sort of use, and its administra-
tive competence is often very meager. Means of evasions and corruption
are discussed in this context.

A further limitation on the ability of the state to politicize prices is
economic, resulting from the endogenous behaviors of the actors in the
economy. The ability of political authorities to affect prices is particularly
limited for commodities in international trade and is investigated in Section
B. Means of measuring factors which would hinder or allow successful
politicization are provided. The ability to enter and exit the industry at will
also limits the discretion of the state in politicizing prices, and is considered
in the remainder of Section B.

The final substantive section, C, presents some recent examples from
U.S. history of the politicization of prices. The California auto insurance
regulatory system, described as relying on market forces by MacAvoy
(p. 23), was changed in two key ways during the 1980s, resulting in a
market that is intensely politicized. The Iraqi invasion of Kuwait on August
2,1990, caused a substantial increase in crude oil prices and retail gasoline
prices. This led inexorably to their politicization, but only to a very slight
degree so far. Finally, the industrial policy debate of the early 1980s
identified the semiconductor and computer industries as sunrise industries
in which the United States had commanding leads. By 1986, the Japanese
dominance of the computer memory chip market, called Dynamic Random
Access Memories (DRAMs), wasclear to all. The response of our politicians
was to politicize the price of DRAMs and help make them almost inacces-
sible for our computer system houses in 1988. These examples suggest that
while the U.S. economy may be one of the least politicized economies in
the world, one can easily measure significant amounts of politicization in
some sectors. While this politicization has not usually lead to riots or the
toppling of governments when prices change, it does show that politicized
prices are a universal phenomenon, differing largely in the degree of
politicization in each market, and the pervasiveness of politicization in
almost all markets.
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A. A Private Firm and Controls

Consider the typical firm in the private sector. To avoid problems peculiar
to specific sectors, let’s assume that the firm is in a business that is not
especially likely to be affected by intervention in the usual course of its
business. In other words, the firm is not in a regulated industry and is not
publicly owned.

How does this firm set its price? The neo-classical model of perfect
competition lacks any convincing discussion of how prices are set by
competitive firms. Price-setting in real markets, as opposed to perfectly
competitive markets in the textbooks, occurs through a process that Popper,
ina related context, describes as conjectureand refutation. The firm, by setting
a price, has made a conjecture that this price is sustainable as an equilib-
rium. An equilibrium would mean that there are no net forces for change
away from the situation that results. Setting a price above the competitive
- level would make entry profitable, representing forces for change. Entry
would occur with the new firms pricing below the first firm in order to get
market share, with each making a new conjecture about the equilibrium
price. Each conjecture that is incorrect generates a refutation. If the price is
still too high, then further entry would still be profitable with the new firms
cutting price further. If the price conjecture is too low, then that firm would
have many customers, sell most or all of its inventory, and be unable to
replace that inventory for sale with the revenues generated. This process
would result in the usual equilibrium with all firms producing somewhere
near the minimum of their Long-Run Average Cost (LRAC) curves and
pricing at that minimum average cost level. Such a conjecture is not refuted
by market response, there are no net forces for further change, and it would
be an equilibrium. This can result even if the original firm really does not
know its cost curves at all, but simply can evaluate its profits and invento-
ries.

What are the ways in which the prices of this firm might be politicized?
We shall ignore the specific structure of the state, such as whether it is
unitary, federalist, or so forth, and simply view all organs and levels of the
state as part of an amorphous whole. That whole is motivated to avoid
political problems with the citizenry, and may wish to further the interests
of certain groups of people, whether its supporters or dangerous oppo-
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nents, at the expense of the rest of the citizenry. We expect that it rnay wish
to intervene in the private sector to further these goals.

The most direct form of intervention that politicizes prices is to set up
a system of specific, or general, price controls. The price of each product of
a firm may be controlled, with new controls generated for each product
added by each firm. Any changes in a product require new limit pricesand
the sheer magnitude of the attempt to utilize a centralized mechanism of
price-setting for all the products produced by each firm soon overwhelms
any attempt to operate a control system at this level. The informational
flows involved in such a system are beyond belief. As a result, actual
systems usually do not attempt to operate at that level, although the Price
Control Phases of the Nixon Administration attempted a self-enforced
system which tried to set prices firm by firm for each and every product.

Price controls are costly to administer and can require substantial skill
and administrative competence. Many states do not seem to possess these
characteristics. This limits their choices to three types of price controls.
Some types of price controls can be relatively self-enforcing, with one side
of the transaction or the other, as well as third parties, quite willing to report
attempted violations to the authorities. Alternatively, the controls can be
selectively enforced, with whatever enforcement resources that exist being
devoted to some small subset of the possible violations, but with no real
expectation that the controls are being complied with in general. Finally,
the system of controls may simply be something for the supporters of the
state to point at as an exemplar that those in the know realize is simply a
statement of hope.

Self-Enforcing Controls

Typical price controls on goods sold at retail or wholesale are not self-en-
forcing. Both parties to the transaction are desirous to make the transaction
at the agreed price. The party on the short side of the market, typically the
buyer, might have to engage in costly search or incur substantial costs if the
transaction does not occur, and may well wish to make sure that the
supplier is available for future dealings. The seller would rather receive a
price above the controlled one, ignoring differences in risk involved. Nei-
ther would usually have an incentive to notify the authorities about the
illicit transaction, at least based on the illegal contract alone.
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Self-enforcing controls are generally of two types. When wages are
controlled, and the controls are generally enforced, the employer has a
financial incentive to stay within the law, particularly if the employer
believes that other employers are going to comply. This is not a prisoner’s
dilemma game, but an assurance game. The general experience during
World War II was that this seemed to be the result in most labor markets
(Rockoff, p.123). A second type of control that lends itself to self-enforce-
ment is one that makes the limit price(s) easily known or seen, and requires
each seller to post its own prices, making them highly visible even to third
parties. In examining a system of politicized prices, one must find out if
there are posting requirements that might make the system more self-en-
forcing than otherwise.

Uniform Price Controls

A price system that appears simplest to administer, is one which sets
uniform prices for a specific commodity for all sellers. Such uniform
systems seem quite attractive until one considers the range of commodities
and the enormous diversity of the types and forms in which even a “single”
commodity can be produced and sold. This type of system may be adequate
for those commodities for which standardized contracts such as those
traded on public exchanges can be used. But there are contracts on only a
few dozen such commodities in the United States, and others which have
been attempted have failed, often because of the inability to define and
standardize the product sufficiently so that the paper contract could be a
nearly perfect substitute for the product itself.

Technology has not been kind to this simplest form of price control.
The introduction of flexible manufacturing systems of the type that allowed
Coleco to individualize each Cabbage Patch doll are reducing the size of
production runs and allowing manufacturers to greatly widen their
product lines. This proliferation of product lines makes all price control
systems operate poorly, but go to the heart of a uniform price control
system: how does a bureaucracy set new limit prices in an economy that
produces thousands of new products each month? Obviously, such a
system would slow or at least greatly stifle innovation if it attempts to
control each commodity. The reality of such control systems, with their
human bureaucracies, is that the introduction of new productsis the easiest
way to evade the controls entirely.
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All US. price controls systems that attempt to control prices charged
by manufacturers have bogged down and failed to work for products such
as clothing. Once an industrial economy gets past the initial stages of
mass-produced fabric manufacturing, the increasing incomes of the popu-
lace gets spent on greater diversity in styles, colors and the fabrics used in
apparel making. Each year and each season sees the introduction of new
products, with great rewards for those who can discern the desires of the
buying public the earliest. Adding price controls and delays to the system
is not only not desired generally by the public, but means substantial
resources would have to be used to set prices for each of the new products
that are continually being introduced. Even though a workforce 1/20 the
size of the Post Office was used during World War I for the price control
bureaucracy, and a force half the size of the Post Office costing 0.2% of GNP
during World War II, these bureaucracies failed to be able to deal with this
problem at all (Rockoff, p. 74, 125, 150-4). The apparel companies were
easily able to evade any price control at will by introducing a replacement
garment. The company itself was expected to determine the control price
on the garment, and could expect relatively little oversight in most cases.
Enforcement resources were devoted to the larger companies, and clothing
with substantial numbers of smaller firms, was very hard to control.

There were attempts to introduce uniform price controls in apparel.
These attempts were embodied in the formation of committees to design a
standardized garment which all firms in an industry would be expected to
produce. Robert Brookings pushed the Liberty Shoe project (Rockoff, p. 50)
during World War I for a single design of shoe to be produced by all
manufacturers. This effort was unsuccessful, but Bernard Baruch was able
to get the firms to produce a more limited range of styles. During World
War 11, a similar effort was made with women’s dresses. Stanley Marcus of
Neiman-Marcus was asked to develop a standardization order which
covered dresses and bathing suits (Rockoff, p. 117). Before this effort could
proceed further, however, the Office of Price Administration (OPA) lead-
ership was removed as having too many professors, and few businessmen
(Rockoff, p. 94). This episode illustrates the enormous problems that any
uniform price control system would have in a truly modern economy with
flexible manufacturing.

The continued use of this system in less-developed economies, such as
those of Latin America, illustrates its attraction, just as it may suggest its
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power to stifle further economic development. When a state with a weak
administrative apparatus and relatively limited resources attempts to op-
erate a price control system, it must use a system that is easy to administer,
or accept the result that the price controls will be widely violated. A typical
national state in Latin America can acquire about 10% of GNP in the form
of tax revenues, and this greatly limits what the state can do administra-
tively. Given such limited real resources to help build political support, the
politicians try to use regulatory and other devices to give themselves more
with which to acquire and maintain political power. Hence the ubiquity of
controls on currency transactions, overvalued exchange rates and high
rates of money growth and inflation.

Margin Controls

The earliest form of price controls in the United States were margin
controls, which stated the maximum margin allowed on resale of goods
purchased domestically or imported. Such controls are simpler to admin-
ister than any form of control that requires use of historical records about
the prices charged by a firm in the past, or which attempt to control profit
margins. In the earliest system of price controls in colonial America, each
importer in Virginia was supposed to charge no more than 100% more than
their delivered cost forimported goods (Rockoff, p. 16). These early systems
were faced with severe administrative problems, and tended to rely on the
fear of mob action rather than the direct coercive power of the state. A
typical form of enforcement during the Revolution was to publish the
names of violators in the local newspaper, with the expectation that the
local Sons of Liberty would make the violators see the error of their ways.
These schemes might have an effect on prices for a month or two, but
usually broke down completely at that point as means of evasion were
discovered or shortages developed.

In addition to the administrative problems in enforcement, margin
controls are also relatively easy to avoid. Retailers always bundle some
services with the goods that they sell. These bundled services also are the
first to be adjusted when price controls are used. The physical good may
even stay the same as before the controls, but fewer, and less costly, services
are afterwards bundled with the commodity. Traditional discounts and
courtesies are removed. The customer may have to pick up the product or
arrange transportation itself. The systems in the United States during the
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twentieth century have allowed higher margins for firms which provide
more services to their customers. This created loopholes through which
firms could readily go in order to raise prices. But these firms provide the
minimum services that could allow the new designation and the higher
margin. In general, all bundled services become of reduced quality, and for
each class of supplier, the level of services bundled is reduced.

When a manufacturer adds new goods to its output, or a retailer new
lines of goods, the margin control system runs into problems. Inboth cases,
no established margin exists on the product, and discretionary decisions
must be made. Given the usual flexibility of cost accounting systems, there
is some ability to shift costs across products. A supplier with several goods
usually finds that some are selling quite poorly, possibly within the price
controls. By shifting costs away from these goods and toward the new
goods, a higher cost basis can be established for the new good and a higher
price charged. Retailers can add the new lines and claim new services that
must be bundled with them, and get a higher margin on the new products
than on the existing products. Such flexibility gives most price control
systems trouble, and the margin control systems are easily evaded by such
devices.

Along with the price controls themselves, additional regulations are
often imposed to improve compliance with the goals of the system. Adver-
tising of prices is often restricted in various ways, being required or
prohibited variously. Requirements of visibly posting transaction prices or
legal limit prices are also used to make self-enforcement easier. These
features of price politicization also need to be measured.

Avoidance and Politicization

Attempts to politicize prices are often resisted by the private sector agents
on whom they are foisted. This is not always the case, as these agents may
expect countervailing benefits accruing from the state as a quid pro quo.
However, such bargains are not normally enforceable in any court of law
if the political authorities change their mind and renege on the agreement.
In general, we expect the private agents to use their skills to attempt to avoid
or evade the politicizing actions.

One standard result we should always expect from an attempt at
politicization of any sortis organizational change. The type of change varies
with the opportunities and costs presented by the new environment, but
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some sort of change is usually forthcoming. Sometimes the politicization
favors small firms, as did the Nixon price controls on oil, which focused on
the largest firms. This allowed smaller firms to creatively redesignate old
oil as new oil through various ruses and charge the much higher price
allowed on the new oil. The converse can also occur, with larger firms being
favored, as in the World War II price controls involving wage negotiations.
And always, politicization means that one must reallocate efforts toward
an office in the capital.

An American example can make these ideas concrete. In 1965, in the
case of Williams v. Walker-Thomas Furniture Co., Judge Skelly Wright of
the D.C. Circuit Court of Appeals wrote an opinion affecting credit instal-
ment contracts. As the court he then sat on was the highest common law
court of the District, this was new judge-created law of the usual sort, but
does not appear to have the efficiency characteristics discussed by Posner.
The furniture store defendant was selling furniture to slum-dwellers on
credit, maintaining title through an instalment contract to allow it to more
easily use the self-help remedy of repossession. Inaddition to these clauses,
the contract dealt in a special way with repeat customers. A customer with
an open account who bought additional furniture on credit would agree to
pro-rate all payments as between all the open contracts. All open contracts
would now be paid off at the same time. This provision, though cryptic,
meant that all furniture not already completely paid off would be available
for repossession if payment on any were in default. This obviously pro-
vided more security to the furniture store, but had a second result: in order
to use the provision effectively, the furniture would normally have to carry
all its own contracts. It might well borrow against them from others, but it
would not sell them as auto dealers and savings banks do with their loans,
as this would complicate the consolidation of all debts and rearrangement
of payments whenever further purchases occurred.

The D.C. Court ruled that such a provision in an instalment contract
could well be unconscionable, and thus unenforceable. Let’s suppose that
the provision actually became illegal and was not used any more in the
District. This politicizing of credit contracts would likely generate an
organizational innovation. Without the provision, there is far less reason
for a furniture store to hold its own contracts. It would be more likely to
sell these contracts after the court decision and help develop a secondary
market in them. One would expect that this would have a standardizing
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effect on the contracts and on the information concerning the creditworthi-
ness of the borrower. Itis conceivable that, once organized, the cost of credit
could decline with a new source of funding made available to the retail
furniture stores, especially those located in slums. In any case, organiza-
tional innovation through vertical disintegration in the financing and ser-
vicing of contracts is a likely result. In the actual instance, later decisions
by the same court undercut the original decision and allowed the continued
use of the offending contract clause and business practice.

Politicized Hiring and Suppliers

Large formal firms in Latin America and defense firms in the United States
often find it in their interest to hire former politicians and bureaucrats.
These people have specialized knowledge of the procedures and machina-
tions of the part of the state from which they came. In addition, they may
haveimportant personal and political ties to those with some power to help
the firm. This is especially important in Latin America, in which court
proceedings can be influenced substantially through the appearance of a
military official or politician friendly to one of the parties. The formal sector
in Latin America may be operating asa golden parachute retirement system
for bureaucrats and military officers who have not disgraced themselves
during their time in office. Such a device would be of considerable value to
the polity as it would allow the state to recruit better people than otherwise
and help provide the type of continuity in the political economy system
that the weak party politics cannot provide.

The use of certain suppliers can be a politicized decision in any polity.
In American defense contracting, a common claim is that subcontractors
are chosen so as to have people working on a contract in as many congres-
sional districts as possible. But this is a public contract, and these contracts
are commonly politicized almost everywhere. For comparative differenti-
ation, the politicization one would want to examine involves ordinary
privatebusiness. An attempt by the state to influence the choice of suppliers
in purely private business can become intensely political once started.

Intervention into the choice of vendors is most common with foreign
versus domestic suppliers. Any Buy American policy (or Buy Missourian)
policy which attempts to affect private contracts has this character. So do
the continual interventions that most nations employ in trade policy.
Federal law prohibits the export of Alaskan oil, effectively requiring it to
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be shipped to the Pacific coast, where oil spills have become a major
political problem. This prohibition was part of the price paid by the domes-
tic oil firms to get the Trans-Alaska Pipeline built, but some sort of control
on export might have been required so long as crude oil price controls were
in existence. This interaction of controls and trade is discussed further in
Section B.1.

Effort Allocation

Perhaps the largest costs involved in the politicization of prices occur
through the new incentives that they create and the reallocation of effort
by private firms that these incentives call forth. These effects have been well
discussed by others, including the media, although they have generated
only aggregative forms of modeling efforts. Consider the time of the CEO
of a large corporation in an industry in which some prices have become
politicized. A substantial amount of the time of the CEO may now be
devoted to dealing with politicians and regulators. The potential profitabil-
ity of the firm may now depend more on what these politicians and
bureaucrats do, than on what the firm itself does to improve its processes
and products. With these rearranged incentives, the reallocation of effort
makes profitable sense. The often-told story of the large number of Wash-
ington offices operated by corporations and the extensive use of Washing-
ton lawyers, lobbyists and public relations firms testifies to the new
incentives created. The value of these efforts may be so substantial that they
create anew barrier to entry for small firms in an industry. The need to have
a presence in Washington becomes a cost of some minimal size that
generates decreasing average costs up to a relatively large firm size. The
presence of a jungle of federal regulations and regulatory bodies adds to
the problem, as this clearly creates a substantial fixed cost not presentbefore
1933. The example of Peru illustrates a near-limiting case of these problems.
Almost every firm of any size at all has its headquarters in the capital city,
Lima, in order to be able to deal continually with the bureaucracy. Compli-
cating the problem in Peru is the fact that publication of regulations and
bureaucratic decisions is not mandated. Thus, the 99% of laws which are
produced by the administrative sector of the government can only be
known by having agents talking regularly with the bureaucracy or by
renting the services of such people. While this seems to be in stark contrast
with U.S. federal operations under the Administrative Procedures Act, itis
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closer to reality in those state governments which lack a counterpart state
requirement. And county and municipal regulations add layers of compli-
cation to the problem in our federal system.

Let’s now consider some recent examples of the politicizing of prices
in the United States to see what other factors need to be measured to
evaluate the extent of politicization of the prices in a market.

B. Requirements for Effective Price
Politicization

Not all markets can be politicized, and the politicization of many markets
can take place only after they are insulated from similar markets outside
the jurisdiction of the state which is attempting to politicize. At base, actual
market contestability limits the ability of the state to affect pricing decisions,
at least at the individual firm level. To the extent that the domestic market
is linked to the world market, then contestability means that the ability to
import or export the commodity involved reduces the ability of the state to
affect industry-level results. These links with the rest of the world are often
severed precisely because they reduce the power of the state to politicize
prices.

International Features of a Politicized
Market

The significance of market politicization is greatly weakened if it is easy for
buyers to substitute imported goods and of sellers to export price-con-
trolled goods. Consider a control consisting of a maximum price for the
outputof anindustry, which we presume to be a single, homogeneous good
for simplicity. If the commodity can be exported, and no barriers exist on
imports and exports of the commodity, then this attempt to influence the
price canbe avoided. Trying to lower the domestic price would cause firms
to export the commodity, and would quickly dry up the domestic supply.
The availability of the world market generates a perfectly elastic supply
curve for the commodity at the world price (for a small country in that
market), and any attempt at price controls would cause substantial short-
ages. This occurred during the Nixon Administration price controls in the
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scrap copper markets (Rockoff, p. 225). The attempt to control the price
domestically caused the metal to be exported to satisfy increasing world
demand. Even though the United States is not a small country with respect
to the copper market and it can influence world price, the controls still
generated a shortage very quickly, and forced the regulators to free the
price in both the virgin and scrap copper markets.

Suppose that the state attempts to force down the price of an input used
by an industry. The subsequent reduction in quantity supplied would
normally create a higher price in equilibrium for the products of any
downstream industry. Such a result would raise the shadow price of the
controlled input for the industry, and cause them to attempt to try to get
around the controls. Besides various quid pro quos for access to the scarce
input, imports may supply the demand. Once again, the availability of a
perfect world market implies a perfectly elastic supply of the input to the
industry, and would enable the firms to still get their supplies, even though
at the higher import price. Competition for the controlled domestic supply
would be expected to generate quasi-rents for access to it, and a variety of
methods used to bid for access. But if the input commodity can be imported,
then it could also be exported, and the state would have to control exports
to preserve the price control. This is what occurred in the American oil
market after 1973 with the systems of price control that were introduced
and evolved in order to maintain control. The attempt to insulate the
American market from world market phenomena required continual
changes to deal with the import and export opportunities that were created
by the controls. Any attempt to control the price of a product in interna-
tional trade requires controlsonimport and exportin order to have a chance
of affecting monetary transaction prices. Whether the system can actually
affect the “full prices” inclusive of the resources devoted to gaining access
to the commodity, finding customers, or bribing the enforcement bureau-
cracy, is a different question which we leave to later work. One recent paper
has claimed that price controls cannot change full prices. While this result
is obviously wrong if multiple equilibria exist, the analysis suggests that
costs incurred in the new forms of competition generated by the price
controls are likely to wipe out or exceed any gains that the supposed
beneficiaries of the controls may have expected to receive.

Tables 1 through 3 show some of the questions which one would like
to ask concerning the international features of the markets in which a firm
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operates. The intended initial use for these questions is in Latin America.
Several of us at Washington University are trying to measure transaction
costs which limit the extent of markets, and make the use of modern
production methods with substantial fixed capital a very risky proposition
for a private firm. We have focused on Peru, given the study by de Soto
which shows how a government can, in the name of paternalism and
equity, ruin the private sector of the economy. Table 4 then shows the
questions concerning price-setting that constitute the basic means of mea-
suring the politicization of an output or input market.

Domestic Market Contestability

The contestability of the domestic market itself can greatly limit the ability
of the state to influence prices. One means is the domestic counterpart of
the international effects described in Section B. Suppose that a sub-jurisdic-
tion of the state, say a state or city in the United States, tried to control prices
within its jurisdiction. Its ability to do so would certainly be affected by
markets outside itself. The survey just used, with appropriate changes to
avoid questions involving foreign exchange or currency, would allow one
to measure these features. Beyond this, how could market contestability
affect the ability of a jurisdiction to politicize prices?
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Table 1 International Aspects of a Politicized Market
Foreign Exchange and Inputs

1) Could some of the products that your firm uses in order to make your product(s) be
purchased from firms or suppliers in other countries?

Suppose that your firm were trying to import some parts needed for equipment used by
your firm. Suppose that the cost of the parts is about $100 (U.S.). If your answer would
differ if the amount were much larger, say $1,000 (U.S.), then please state so and try to
provide answers for that case also.

2) Is it possible to get foreign exchange legally for importing goods without approval of
a governmental official?

2A) If not, how difficult is the approval process, without special influence?
Impossible
Almost impossible
Very difficult
Difficult
Somewhat difficult
Easy
Automatic on application

2B) How likely is it for a bribe to be requested? Try to answer with a percentage of the
time this is likely to happen.

2C) Would you have to pay the bribe? About what percentage of the time would the
bribe be necessary to get approval?

2D) If a bribe were paid, about how much would you expect to pay?

3) Are there laws or regulations that affect your ability to buy the inputs you need from
foreign vendors?

3A) If there are laws and regulations that would affect your buying internationally, then
how easy is it to satisfy these laws? In particular, can you decide yourself whether you
are complying with these laws, or must you get approval from a government agency?

3B) If you need approval from the government, must you get approval from more than
one agency?

3C) Would this approval be automatic, or is it possible for the request to be rejected?

3D) How likely is such a rejection without incurring costs beyond simply making the
request for approval? Try to state what percentage of such requests are likely to be
rejected without your incurring additional costs.

3E) If costs would have to be incurred to gain approval, including bribes, what would
you expect would be the smallest amount that would make you quite sure of approval?
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Table 2 International Aspects of a Politicized Market
Industry Conditions
Exporting

1) Could the good that your firm produces be sold to buyers in other countries? If not,
please go to the importing questions.

Suppose that you were contacted by a buyer from another country who wished to
purchase some of your product. Suppose that the amount involved in the sale would be
$100 (U.S.). If the amount were larger, say $1,000 (U.S.), would the answer be
different? If so, please try to provide both the answers for a $100 sale and a $1,000 sale.

2) Are there laws or regulations that affect your ability to sell to foreign buyers?

2A) If there are laws and regulations that would affect your selling internationally, then
how easy is it to satisfy these laws? In particular, can you decide yourself whether you
are complying with these laws, or must you get approval from a government agency?

2B) If you need approval from the government, must you get approval from more than
one agency?

2C) Would this approval be automatic, or is it possible for the request to be rejected?

2D) How likely is such a rejection without incurring costs beyond simply making the
request for approval? Try to state what percentage of such requests are likely to be
rejected without your incurring additional costs,

2E) If costs would have to be incurred to gain approval, including bribes, what would
you expect would be the smallest amount that would make you quite sure of approval?
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Table 3 International Aspects of a Politicized Market
Industry Conditions
Importing

1) Could the good that your firm produces be purchased from suppliers in other
countries? If not, this is the end of the International Aspects survey.

Suppose that there were a very large increase in demand for one of your products that
can be imported. Suppose further that you can buy the product at a reasonable price

If the amount were larger, say $1,000 (U.S.), would the answers be different? If so,
please try to provide both the answers for a $100 sale and a $1,000 sale.

2) Are there laws or regulations that affect your ability to buy from foreign firms?

2A) If there are laws and regulations, other than those involving foreign exchange, that
would affect your buying internationally, then how easy is it to satisfy these laws? In
~particular, can you decide yourself whether you are complying with these laws, or must
you get approval from a government agency?

2B) If you need approval from the government, must you get approval from more than
one agency?

2C) Would this approval be automatic, or is it possible for the request to be rejected?

2D) How likely is such a rejection without incurring costs beyond simply rhaking the
request for approval? Try to state what percentage of such requests are likely to be
rejected without your incurring additional costs.

2E) If costs would have to be incurred to gain approval, including bribes, what would
you expect would be the smallest amount that would make you quite sure of approval?

from a foreign firm, and that the amount involved in the purchase would be $100 (U.S.).
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Table 4 Controls on Pricing

Suppose that you wished to raise the price on one of your products by a substantial
amount.

1) Would you have to notify anyone other than people in your own firm and the
firms to which you sell?

2) Do you have to post your price in some prominent place?

Or post some maximum or minimum price anywhere? If so, where?

3) Are there any price controls imposed by the government on the products that you
currently make and sell? In other words, are there laws or regulations that affect your
power to raise or lower the price substantially on any of your products?

If not, then go to question 10.

4) To raise a price substantially, must you get approval from some governmental
office? If so, who? If not, what is the nature of the controls?
If approval need not be obtained, go to question 7.

5) Is the required approval relatively automatic, or are a substantial fraction of
increases turned down?

If relatively automatic, go to question 7.

6).If your firm produces a new product and tries to sell it, must you obtain approval
of the price you charge before selling it?

7) If you raised your price without notifying the appropriate officials, or without the
required approval, is it likely that this would be detected by the authorities?

8) If it were detected, what type of sanction might be used against you?

9) Is it likely that a bribe would be expected by the official telling you of your
violation?
10) Are there any restrictions on the prices you can pay to any of your suppliers?
Describe these.
If no restrictions, go to question 14.
11) If you paid a price in violation of these restrictions, is it likely that this would be
detected by the authorities?
12) If it were detected, what type of sanction might be used against you?
13) Is it likely that a bribe would be expected by the official telling you of your
violation? ‘
14) What sort of controls are there on the wages you pay your employees? Are there
minimum or maximum wages set by the government?
If there are no controls, or only maximum wage controls, then end the survey.
15) When the government raises the legal minimum wage for unskilled workers,
does this affect the minimum wages you are supposed to pay? If so, about what
proportion of your employees are affected by such a change? State as a percentage.
16) Can you pay less than the official minimum wage, legally?
17) If you paid less than the minimum wage for a job without the required approval,
is it likely that this would be detected by the authorities?
18) If it were detected, what type of sanction might be used against you?

19) Is it likely that a bribe would be expected by the official telling you of your
violation?
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Entry

Suppose that the state attempts to control the output price of the subject
firm. Suppose that entry into the industry is easy whenever profitsarebeing
earned by incumbents, or when potential entrants believe that they could
make money. If the state attempts to set a maximum price on the output of
the industry, then this would not seem to induce entry, as it would reduce
potential profits for the incumbents. However, entry may still occur due to
imperfections in the regulatory apparatus.

Theincumbents are producing output before the imposition of controls
which can be compared with the post-controls output. This may, in the case
of physical goods, enable the regulators to better control quality degrada-
tion. If it did, then entrants may be advantaged since they can enter with a
lower quality product than the average incumbent and charge a higher
effective price for that output. By suitably changing the product so that it
would be sufficiently different from the incumbent output, the new en-
trants may be able to bypass comparisons with the output of the incum-
bents. While this still means that the price controls do lower the quality of
the product, as we expect from theory, it would be the potential for entry
that reduces the ability of the authorities to attempt to delay this change by
controlling the quality of the incumbent firms.

Entry is much more of a problem when the state attempts to set a
minimum price on industry output. Tullock has discussed the problems
present in this case, and a literature has developed around this problem.
The basic notion is that raising the price of a product without restricting the
supply of that product has little long-run effect on the profits earned by
incumbent firms. Even when an agreement has been reached by incumbent
firms on market-sharing, such as O.P.E.C. has, this does not directly affect
potential entrants, and entry can spoil the market for the incumbents and
the attempt of the state to raise prices.

The common experience of agricultural programs throughout the de-
veloped market economies reflects this problem. Attempts to raise output
price alwaysrequire the removal of some of the output from market supply.
The removal may be through state purchase, mandatory destruction of part
of the output, or restrictions on the use of inputs. All have been used in
American agricultural policy. But state purchase or destruction alone are
not enough. They may raise the price, but give incentive to further produc-
tion and new entry. Entry restrictions are commonly imposed now when
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any policy is employed to raise output prices. By grandfathering incumbent
producers and inputs, such restrictions hinder future innovation and com-
petitiveness. They also create perverse incentives and images that can
create forces for further politicization in the future. A new minority labor-
market entrant who is told she should stand on her own two feet may resent
the payments made to absentee tobacco land owners by Virginia tobacco
farmers. The right to grow tobacco on an acre of land can be worth several
thousand dollars. The infamous taxicab medallion systems, with medal-
lions worth over $100,000, similarly can generate demands for the politici-
zation of other markets and prices to reduce the unfair concentration of
such governmental largess.

A final type of price control involvesinput prices. An attempt to reduce
the price of a key input, whether labor or material, to an industry so as to
lower its costs normally backfires without additional constraints. The
system of oil price controls in the United States after 1973 and the Nixon
price controls generally reflected the problems with such approaches.
Suppose that one controls the price of crude oil or the price a manufacturer
charges for its output. The natural result of this control is to reduce the
quantity supplied by producers. The reduced supply is all that the distri-
bution channels and refiners have to work with, and thus the supply of
refined products or the supply of goods at retail are reduced. The reduction
in supply now has an obvious effect: higher prices. The upstream controls
on price would not reduce downstream prices withoutadditional and more
widespread controls. The attempts to lower input prices by command
simply pushes up the prices downstream. Of course, this means that
somewhere between the controlled upstream source and the downstream
profits there must be rents to be earned by gaining access to the reduced
supply. Access to the supply is going to be rationed by some means, and
additional cash payments, bundling with other commodities, non-pecuni-
ary payments and discrimination of all forms are likely to result.

Table 5 is an attempt to measure restrictions on entry. Using the data
obtained from the survey, one can ascertain the extent of the politicization
of anindustry,and determine to what extent that potential entry can restrict
the power of the political authorities. The job of determining which types
of entry restrictions are the most important is one for future research with
these measures.
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Table 5 Entry Controls

1) Suppose that you wished to set up a new business making and selling some
particular products. Would you be able legally to set up such a business and get it going
quickly, assuming that you had all the other requisites, such as financing, technical
personnel, facilities, etc?

If the answer is yes, then this part of the survey is over. If the subject states some
particular business to make the questions concrete, write down the business.

2) What governmental agencies would have to approve for you to operate this new
business?

2A) Is this approval automatic, or are such requests often rejected?
Suppose that you did not get approval but still went ahead and set up the business.

3) Would you think it likely' that someone in authority would diséover that you
would be operating illegally?

4) What type of sanction might be imposed on you as a violator?
5) Would the official involved typically expect a bribe to be offered?

Copyright The Fraser Institute
www.fraserinstitute.org




Politicized Prices 309

Controls on Operation or Resources

Incumbent firms can be forced to behave somewhat differently than those
in the process just described. Their operations can be affected or influenced
by legal restrictions and requirements. The regulations can be directed at
the market relationships in the industry, marketing methods, or production
techniques used. As the public school movement gained momentum in the
nineteenth century, the continuing competition from private and religious
schools was viewed as irritating. Gradually increasing interventions into
controlling these schools were attempted, with some states during the 1920s
banning them. This ban, aimed at Catholic schools by Ku Klux Klan related
politicians, was declared unconstitutional in 1925 in the case of Pierce v.
Society of Sisters, but other restrictions and requirements have been main-
tained.

One basic means of controlling an industry so as to gain leverage over
pricing exists when the government has something that firms in the indus-
try want. This can be a license or a permit that is necessary to do business,
or can be the use of eminent domain to take land or rights-of-way to put in
a railroad or pipeline. The threat of no longer helping a firm by providing
these services can be very powerful, as they can easily force a firm out of
business or greatly reduce profits. In such circumstances, the state can
usually get a lot of what it wants in terms of prices charged.

In most countries, the government owns the mineral resources and
must grant permission for extraction companies to remove the minerals.
Since this is often done only before the initial investment by the company,
this worksjust like a permit would. Afterthe nationalization of oil resources
by many countries during the 1960s and 1970s, foreign oil companies were
required to either bid regularly for the production rights, or to bid for the
crude that had been produced. To continue to be certified as a bidder, one
must follow both formal and informal requirements of the state and this
provides means by which the prices charged by a firm could be influenced.
Since oil is traded in competitive international markets, this has relatively
little influence on export sales, but can affect the prices charged to other
domestic users. In general, the existence of any inputs monopolized by the
state provides substantial leverage for affecting prices in ways the political
authorities want.

In other situations, a firm is not allowed to sell on an open market at
all. Argentina was an economic success until around 1900, when its liberal
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economic policies were changed, and controls over importing and export-
ing were implemented. Since then, Argentina has regularly employed
export controls, using a monopsony trading company for wheat and beef
exports. The result has been that this nation which had a per capita income
quite close to that of the United States in 1900 has fallen far behind in the
century since. The use of a monopsony trading company and insulating
domestic markets from foreign competition has resulted in the politiciza-
tion of key prices in this economy. The government has operated much like
those of Africa which are described by Bates. The urban proletariat is
provided withlower-priced food through the imposition of export controls,
the monopsonization of farm sales and the cross-subsidization of urban
domestic food prices paid for by the profits of the monopsonized export
products. This politicizes not only the prices paid to farmers and ranchers
for their output but also the retail prices paid in the urban food markets.
When the state can no longer maintain the urban food prices at their below
equilibrium levels, their increase tends to generate riots and can topple the
government. To avoid these effects, the state may attempt to offset the effect
of the increased food prices by raising wages for all urban workers at the
same time, extending the system of politicized prices to the labor markets.
The resulting prices become so distorted that the resource allocation result-
ing from them takes on an Alice-in-Wonderland character, with resources
devoted to arbitraging the domestic prices against world prices and also to
gaining special licenses and privileges to buy at lower prices than the
general public, or sell at higher prices. Competing for the rents created by
the artificial scarcity becomes more profitable than competing by dealing
with the real scarcity that exists.

Table 6 attempts to provide indicators of the politicization of the
organization, operation and flexibility of a firm. In this area especially, there
are many dimensions in which the state may try to influence a private firm,
and a more open-ended investigation is required at the start of an empirical
investigation. Once the particular means used in an industry have been
discovered, then more specific questions about these means would have to
be designed and asked.




Politicized Prices 311

Table 6 Regulations on Operations

1) Suppose that you wished to change the way that your firm produces one of your

products. Would this require your notifying some governmental agency or getting their
approval?

2) If you were to change the location of your business, would this require your notifying
some governmental agency or getting their approval?

3) Suppose that you were operating your business as a sole proprietorship. If you then
added a partner, would this require your notifying some governmental agency or getting
their approval?

4) Are there any restrictions imposed by the government on who your firm can hire for a
job that is unfilled? Please describe them.

5) Suppose that you wished to change one of your suppliers of products used by your
firm. Can you choose to use any other supplier, or would there be problems with the
government caused by such a change? Please describe.

Copyright The Fraser Institute
www.fraserinstitute.org
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Exit

Exit controls have effects similar to those created by entry, but with re-
versed signs. One additional element created by exit controls is that the
firms forced to remain in an unprofitable business are sometimes viewed
by a particular government as deserving of offsetting help from the state.
The results can be new distortions and controls that make the economic
costs even larger than the exit controls themselves would have been.

For example, a steel company may not be allowed to go out of business
because this would put too many urban workers out on the street. Urban
workers are much more dangerous than the rural masses because it is much
easier for them to organize and to create problems for the regime in power.
Avoiding urban unemployment for the organized part of the urban labor
force is particularly important politically. If the firm is not allowed to go
out of business, or to lay off most of its workforce, then the private owners
of the firm can easily threaten to simply abandon the assets and leave the
nation. Alternatively, the obvious financial drain to the private owners may
be important if they can present a political threat to the regime in some
manner. This can result in several possible means to defuse the pressures.

Compensated nationalization may be a way out, with the state buying
out the private owners. This requires financial resources that may not be
available to the state,and may create political problems if the compensation
is viewed negatively by the supporters of the government. Regardless,
nationalization, whether compensated or not, creates new problems and
distortions. Now that the firm is a State Enterprise (SE), its operation can
become intensely politicized with pricing becoming quite arbitrary. Steel
plants, whether in India or in Peru, have been viewed as evidence of the
modernization of the economy that the state is creating, and these SEs must
be kept alive at great cost. In Peru, the state steel plant sells its output for
five times the world price of steel, and is obviously insulated from foreign
competition in order to do so. It also is supposed to be insulated from
domestic competition. All other SEs are required to buy Peruvian, if at all
possible, as are private enterprises which need help from the state.

The higher price of the nationalized steel causes all steel-using firms to
have much higher costs than similar firms in foreign countries, and these
firms now demand help in turn. This same process has occurred in the
United States with the steel and auto firms. While the auto firms may have
been negatively impacted by other federal policies, and been complacent



Politicized Prices 313

about Japanese competition, an important cause of competitive problems
for domestic auto firms in the United States has been the higher price of
steel that they must pay, caused by two decades of protection for the
domestic steel industry [see Denzau (1985)]. First the price of steel became
politicized in 1969 with the Voluntary Export Restraint (VER) negotiated
with Japan, and then the price of autos became politicized in 1981 with the
Japanese automobile VER. It is also noteworthy that the federal govern-
ment was a substantial investor in one of the threatened auto companies,
Chrysler, at the time of the auto agreement. The VER probably saved
Chrysler and Ford from bankruptcy. Both of their stocks fell in valuein 1985
when President Reagan attempted to remove the VER with Japan, suggest-
ing that investors understood the importance of politicization to the value
of the firm assets. '

Table 7 investigates the restrictions on exit that a state may impose.
Some of the forms that these restriction may take are subtle and as with
Table 6, the questions may have to be supplemented in each particular case.
Inaddition, the means by which the state may help theindustry in exchange
for the exit restrictions may be quite difficult to measure without careful
historical research. Open-ended questions of industry observers can pro-
vide paths to research and uncover unexpected links that depend greatly
on context. For example, the payment for keeping open a business may be
forafamily member of the owner to geta lucrative government job. Finding
such links may be very difficult for an investigator who lacks considerable
background knowledge of the political economy being investigated.

Some examples of the politicization of prices can make more concrete
some of the ideas suggested so far. In addition, these episodes can suggest
some further data about markets to gather in order to determine how
politicized a market is.
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Table 7 Exit Controls

1) Suppose that you wished to close down your business entirely and fire all your
workers. Would you have to notify any governmental agency in advance?

If no notification required, then end the survey.

2) If you did notify the agency, what would you expect that agency to try to do? Would
they attempt to convince you to stay in business? Would they try to force you to do so?
hat might they do?

3) Would you have to gain the approval of some governmental agency?

4) How easy would it be to get the approval to close the business? Would it be
relatively automatic?

5) What would be required to gain the approval to close the business?

" 6) If being forced to stay in‘operation caused your firm to incur substantial losses, would
you be able to go to some governmental official for help? Who could you go to?

If there is no one to go to, then end the survey.

7) What sort of help might you request, and how likely would it be that you could get it?

Copyright The Fraser Institute
www.fraserinstitute.org
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C. Examples of Politicizing of Prices

Recent history in the United States reveals many examples of the politici-
zation of prices. Sometimes the means have been extremely direct and
coercive, such as the seizure of the coal mines during World War II by
President Roosevelt to avoid a strike, and the seizure of steel attempted by
President Truman during the Korean War. The latter seizure was invali-
dated by the Supreme Court (Rockoff, p. 193), but the method was legal in
the coal mine case. Less coercive in appearance was the jaw-boning of the
steel companies by President Kennedy. It appeared that he simply re-
quested that the price increase initiated by one of them not be followed. But
the reality was much stronger, with the threat of cutting off all government
contracts involving their steel actually being used. Exhortation and the
velvet glove are normally ineffective as means of politicizing prices when
large corporations are involved. The steel blade covered by the glove is
often uncovered to make the point more cogent. On the other hand,
exhortation by political authorities can be quite powerful if it so matches
the mood of the public as to license vigilantes to beat up those who fail to
follow it, such as small retailers. This means was used during the Revolu-
tion as part of price control schemes, and seemed effective for short periods
in lowering food prices. The government in twentieth century America
usually relies on legal pronouncements backed up by the full force of the
federal government, if necessary. -

The past four years reveal three episodes which reflect some quite
diverse situations and means of politicization. These episodes are only a
tiny sample of the diverse types of politicization that occurs at all levels in
the world’s largest market, the United States. But they do suggest addi-
tional features to measure which reflect on the politicization of prices.

Proposition 103

California used to have a regulatory system in automobile insurance that
relied heavily on market forces to keep prices in line. This system was
praised in the Ford Administration Papers on Regulatory Reform edited by
Paul MacAvoy. The system, however, exists no longer. In November, 1988,
the voters of California adopted a popular initiative, Proposition 103, by a
51%-49% margin. During the 1980s, automobile insurance rates in Califor-
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nia had risen substantially: by 12.2% from 1982 to 1986, and by 14% in 1987
and 1988. By the time of the vote on 103, California auto insurance premi-
ums were 40% above the national average, at $673.18 per insured auto
(Zycher, p. 68).

While costs for claims had risen for the insurers, and they were earning
only a 3.3% return on equity after taxes according to the California Depart-
ment of Insurance, the most serious problem causing rates to rise was the
state-mandated assigned risk program, the California Automobile As-
signed Risk Plan (CAARP), which did seem to smell like a carp. Insurers
were required to participate in this program in proportion to their market
share. Drivers were eligible to buy assigned risk insurance if they were
rejected by two insurers for regular coverage, and the assigned risk custom-
ers did tend to be the worst drivers. If eligible, what did one pay for
coverage? By 1988, an adult maleliving in Watts (east Los Angeles) without
the best driving record would pay $1,640 for a regular policy, but only $575
for an assigned risk policy with only slightly smaller coverage. If one were
not already eligible for an assigned risk policy, it would seem to pay to get
a bad driving record to qualify.

Thelarge subsidy to bad California drivers existed because the price of
assigned risk insurance had become a politicized price set by the insurance
commissioner, an official appointed by the governor. More than 50% of
each rate increase requested by the industry from 1983 to 1989 has been
denied, with the February 1989 request of 112.3% increase totally denied.
The result for the insurance companies is three-fold. They have losses of $2
for each $1 of premium collected on the assigned risk policies. These losses
are a cost of doing regular insurance business in California and cause the
companies to raise the rates on regular policies, resulting in the above-na-
tional rates mentioned above. Finally, CAARP creates a prisoner’s dilemma
situation for each company which causes the problem to grow. Any indi-
vidual firm can cut its own payments of the assigned risk losses by redi-
recting customers from regular policies toward an assigned risk policy, as
the assigned risk losses are socialized, being paid by all the firms in
proportion to their market share. Even the largest auto insurer in California,
State Farm, holds only 6.4% of the market. This means that 93.6% of the
losses on the CAARP policies that State Farm writes are paid for by other
insurers, while State Farm pays 100% of the losses on its regular policies.
So long as it is earning less on its assets devoted to regular policies than
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those assets cost, it certainly pays an insurer to sell CAARP policies rather
thanregular insurance. The result has been that CAARP policies grew from
94,400 policies in 1983 to 1,233,400 by 1989.

The subsidized growth of these politicized-price products resulted in
a revolt in the Proposition 103 vote which mandated a 20% reduction in
auto insurance rates from the November 1987 rates. This would have been
more than 30% below the November 1988 rates. This rollback did not occur
but not because of the court proceedings initiated by the industry. This
occurred because the law also politicized the price-setting mechanism in
the auto insurance industry. Only certain criteria were to be allowed to
determine rates, and geographic location is not currently allowed. The
result was that the rates would not actually drop for all drivers after 103’s
implementation. In fact, the rates were to increase in all except four counties
in the state. The increase in Modoc County was nearly 58%. The insurance
Commissioner Roxani Gillespie decided that these increases were unac-
ceptable, and disallowed the large rollbacks for Orange and San Francisco
counties—only Los Angeles would be granted the 30% rollback implied by
the law. Rates also were to drop in Orange, Riverside and San Francisco
counties, butincrease in all other counties. This result is somewhat different
from the 20% rollback stated in the law, but the votes by county seem to
reflect a pretty accurate understanding of the eventual results by the voters
of California (Zycher, p. 74). That is why almost 50% of the voters voted
against a 30% price cut.

One other feature of the initiative was that the insurance commissioner
who would be setting the rates in the future was no longer to be appointed
by the governor. Instead, this was to be an elected office. This is helping to
further politicize auto insurance rates in California, as the campaigning for
insurance commissioner has heated up. Several of the candidates are cam-
paigning on a platform of not being fair to the insurance companies, but
instead in being their worst nightmare. The ads sound more like profes-
sional wrestling promotions than competition to perform public service.
Clearly, the means of getting into an office that deals with politicized prices
and the means of removal affect how politicized those prices are, and need
to be discovered.
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Gasoline Prices and OPEC

When OPEC raised its crude oil prices in 1973 from $3 a barrel to $10, the
U.S. government intervened with price controls to buffer consumer-voters
from the effects of these increases. The controls continued into the Reagan
Administration, costing the oil-patch states an estimated $30 billion p.a.
(Kalt). While most of this system of controls was dismantled by the Reagan
Administration, some parts of it are still around or could easily be revived.

The invasion of Kuwait by Iraq in August 1990 has generated calls for
anew energy policy and for reinstating controls on energy prices. The only
response by President Bush was a statement in mid-August asking the oil
firms to avoid unnecessary price increases. Two oil firms stated publicly
that they would freeze their prices for a week, but a week later operated
just as the other firms had. After the process of conjectured price increase
and market response as discussed above, the result was an average increase
of 15 cents per gallon at retail for unleaded gasoline. The crude oil futures
price in New York as of October 1990 was still $6 a barrel above the
pre-invasion price, approximately 30% higher, and exceeded the before tax
increase in the gasoline price. The politicization of this price has been more
attenuated than in 1974.

The Kuwaiti invasion and American military response focused atten-
tion on the price of gasoline that far exceeded the attention that the eventual
increases would have generated. Such media visibility are important in
helping to generate demands for politicizing prices and would need to be
measured in studying the process of politicization. Media events that hit
the nightly news programs have far greater potential for politicization than
those which are generally ignored by the media.

DRAMs and Computers

Practically all major innovations in the design, production and products of
the semiconductor industry have been made by American companies. This
helped create an industry which the United States dominated in 1980. But
in thelargest dollar volume product, the Dynamic Random Access Memory
(DRAM) used as memories in computers and various other electronic
equipment, the Japanese were making considerable progress. Today, this
market is about $7 billion p.a., and the Japanese have over half of the global
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market in DRAMs. This situation has been infuriating to some American
firms and they have responded in several ways. One governmental re-
sponse occurred in 1984 with the adoption of copyright protection for the
photographic masks used to produce integrated circuit chips. Prior to that
passage, the Japanese had been photographically copying the masks from
finished parts and producing copies without payments to the designers. A
standard myth from that period is that Hitachi made a chip which had
Texas Instruments’ logo, a map of Texas, on the chip. Such obvious copying
has ended and the Japanese have been making substantial royalty pay-
ments on numerous designs, as the American industry is well ahead in its
ability to define marketable chips and to design them.

The mask copyright protection simply defined a set of intellectual
property rights which are relatively innocuous, and are probably promo-
tive of efficiency. The second stage of the governmental response, however,
had little of this innocuous character. In 1983 and 1984, the home computer
boom of the early 1980s turned into a bust as consumers told the producers
that they really wanted home video game machines (which most already
owned) and might buy a computer if it was like those used at the office.
Between 1984 and 1986, the downturn in demand for integrated circuit
chips and especially DRAMs resulted in billions of dollars of losses for
American and Japanese producers. In 1985, negotiations between the U.S.
Department of Commerce and the Japanese governmentbegan. The Ameri-
cans were responding to complaints about the dumping of DRAM chips
by the Japanese, complaints from American firms and by the trade associ-
ation, the Semiconductor Industry Association (SIA).

Dumping, in terms of selling chips at below production cost, is a
well-established practice in an industry like semiconductors which has
very large learning curve effects. By selling output early on at below cost,
a firm can increase its market share, sell and produce more product and
achieve lower costs than other firms through learning effects. The American
firms could complain about foreign firms selling at below cost, but they
themselves regularly have done this for years. In spite of this problem, the
SIA convinced the Administration that the industry needed help. By
around March of 1986, an agreement in principle had been worked outand
was announced in July as the Semiconductor Trade Agreement of 1986
(STA). The STA required Japanese firms to sell DRAMs at prices above their
Foreign Market Value (FMV), which was to be based on historical account-
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ing cost data and updated quarterly. The price of DRAMs had become
politicized.

After indications of grey market leakage from Japan to other Asian
markets was discovered, the Administration announced in March 1987 a
100% tariff on certain electronic equipment produced by the Japanese firms
making DRAMs. When thisleakage ended, half of the tariffs were removed,
but the remainder continued. This tariff continued as the secret letter
agreement which accompanied the STA had not been carried out. The
secret letter, which leaked out within months of the STA, stated that
American semiconductor firms should have a 20% share of the Japanese
semiconductor market. The 1986 share was 10.3%, and has risen to about
14% since. The attempt at managed trade has largely been a failure, partly
due to disagreements as to how to measure market share. The SIA and the
Electronics Industry Association of Japan (EIA]) have quite different num-
bers for the American market share, with the SIA number always being
lower than the EIA] one. After the Japanese government washed its hands
of enforcing the letter, the EIA] has attempted to help increase its members’
purchases of American parts.

The STA helped prop up American prices for DRAMSs, raising them to
atleast double theinternal Japanese transfer prices charged their electronics
divisions which used the parts. As only two U.S. firms still were producing
DRAMs, the positive effects of these higher prices were quite small. While
other firms announced their return to the DRAM market, some actually
were producing a related part, the Static Random Access Memory (SRAM),
and produced DRAMs in only small quantities, if at all. The higher prices
hurt our globally dominant computer industry and threatened our success-
ful software industry which writes the programs that allow the computers
to do anything useful. The damage was most severe in 1988 when the prices
of some types of DRAMs had tripled over their 1986 price and were
practically unavailable on the open spot market. A huge grey market
developed in DRAMs with some 7,000 brokers estimated to be in the
business by the summer of 1988. Stories of Japanese and Korean firms
offering DRAMSs to American computer firms in exchange for licenses to
their key proprietary technology were very common. In the spring of 1988,
the SIA asked the Department of Commerce to get the Japanese govern-
ment to end the DRAM production quota it had imposed on the Japanese
firms, and prices slowly started falling by the winter of 1989.
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The STA episode illustrates how attractive politicized prices are for
firms, just as they are for consumers. Our most innovative industry, the
semiconductor producers, have been sucked into the political arena and
many semiconductor firms came to view their profitability almost totally
determined by decisions in Washington and Tokyo. Our other most inno-
vative industry, the computer industry, found itself a victim of the resulting
politicization of DRAM prices and it too was forced to fight back with
political weapons. The resulting diversion of attention and effort of the
management of the firms in these industries was not helpful to efforts to
improve productivity or discover new products. Prices in many industries
may be politicized if insulated from external markets and the downstream
impacts require defensive politicization in turn.

D. Conclusions

The politicization of prices is at the heart of myriad problems in every
nation of the world, especially the lack of economic development in much
of the Third World. As usual, we could wait for political scientists to take
up this effort. We could wait for sociologists to start examining how
economic and political variables are related to collective phenomenon such
as riots. The response by these other disciplines seems only to occur when
the turf of that discipline is challenged by outsiders, and we can trigger
those responses.

The explananda include the politicization of prices itself. Economists
need to look beyond their ordinary concerns and try to discern the deter-
minants of politicization. Which prices are politicized, and how? What
determines the form and timing of politicization? Given that politicization,
what social outcomes does it affect? Does the form and extent of politici-
zation, or the level and type of government involved, affect what happens
when such politicized prices change? The usual normative analyses of
efficiency and fairness need to be done as well, but so does a new form of
normative analysis. The implications of politicization for the type of dy-
namic or adaptive efficiency analyzed by Pelikan also needs to be studied.
Chapter 26 of my forthcoming intermediate microeconomics text includes
an example of standard policy analysis which attempts to ascertain the
implications of the policy for this dynamic efficiency. If Joseph Schumpeter
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has taught the economics profession anything useful at all, it is that an
economy that is efficient dynamically may be far more valuable to be a
member of than an economy which attains 100% static efficiency.
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Discussion

Ed Hudginsremarked that we often have government agenciesintervening
to insure the firms whose prices they have distorted in the first place. This
leaves no incentives to change the system. This is especially true with the
IMF, the World Bank and AID. Walter Block noticed that although there
are fights over particular regions in British Columbia which might be used
for logging, there are few fights over baseballs and hockey sticks. The
problem is that there is a very unclear definition of private property.
Hudgins saw that in Washington both the left and right push for controls
over their prices albeit for different nominal reasons. Richard Rahn re-
marked that in Bulgaria they had a system for allocating foreign exchange
for different firms all of which were government-owned. Many export
firms do not have foreign exchange to buy imports.
Ed Hudgins suggested that politicized prices breed more politicized
-prices. They create a dynamic of their own. Juan Bendfeldt argued that the
reason that there are riots over prices in some countries is that people know
where those prices are going to be set. They are out of the usual market.
Thus, quite naturally, people go under the president’s balcony. In Latin
America, generally speaking, even the mayor of a town has the legal right
to set the prices in the local market. This is seldom exercised, but nonethe-
less the law is on the books. And this points out a very bad trend associated
with the human rights discourse. We start linking human rights to social
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rights, and to environmental rights, and even to so-called economic rights.
But these are really transfer or entitlement systems. It is incredible to make
such linkages, and it is being developed under the auspices of the United
Nations. Quotas on textiles, sugar and coffee to the U.S. cause no end of
political allocations in Latin America as each government now organizes a
single monopoly to meet the quota. Milton Friedman remarked that in
response to a Newsweek column he had written that suggested that govern-
ment actions often create more problems with the situation they are at-
tempting to solve, it was suggested he call this “law” the “invisible foot of
government.” Should the loss created in other countries be included in our
measure of economic freedom? Ron Jones suggested that theanswer s, yes,
as it is a consequence of the restriction.

James Ahiakpor argued that by informing people of the costs of regu-
lated prices we can remove them since the common people actually lose
through the price controls. The importance is to explain so they understand
they are last in line. Ed Hudgins agreed and stressed that the media have
little incentive to do so. Walter Block described the free trade debate within
Canada in which although by survey 95% of economists favour free trade,
on the state radio, the CBC, only two percent of the time were economists
interviewed, and of these, half were for it and half against. Alan Stockman
indicated that the reason for this is that the media is there as a result of
market forces, and this means they attempt to create entertainment. This
has to be sufficiently differentiated so as to allow many people to add their
little bit to a basic story.

Returning to the theme that Ahiakpor had raised, Melanie Tammin
argued that in the cases of the USSR and Eastern Europe, it is important to
privatize property before liberalizing prices. Arthur Denzau agreed and
pointed out that the whole process may break down to the extent you
cannot do it all at once and the first owners are the biggest winners. Zane
Spindler suggested that what must happen is that there will be a collapse
of the security system and then, and only then, will there be a sensible
allocation of property rights. Richard Rahn disagreed. Rather than a break-
down, he suggested that it must be an open process so as to be free from
the taint of the “nomenclatura” who have been running things for so long.
There is a “chicken and egg problem” as property rights, freer prices, and
the difficult task of valuing assets must be accomplished in a proper
sequence. Milton Friedman felt that speed of privitization and freedom are
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not incompatible. Instead, the property should be given to the people since
they own it, but you must do a lot of things at once. The political process,
still controlled by many of the same interests that have been in power for
many years, will not let you do it, and as Spindler suggests, it will happen
almost inadvertently or by breakdown—in spite of the people who are
trying to run it. The political structure has no incentive to provide the kind
of public good (economic freedom) that we would like to see. This, Richard
Stroup suggested, is an application of Mancur Olsen’s idea that there must
be some kind of revolution to make significant changes in the economic
structure. The old ossified government must be swept away—as happened
in Japan and Germany. Juan Bendfeldt argued that in decontrolling the
economy, the reformers should leave selling the assets as the last option.
Those who would have money to buy would be those who have been in
power which is now seen as illegitimate. If you must sell, then you soak up
all the liquid assets and concentrate them in the hands of the government.
Not a happy prospect. If you must sell, then collect the currency and
burn it!
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Introduction

THIS PAPER SUGGESTS A WAY of thinking about one of the most important
economic freedoms—the freedom to earn a living. Economic freedom
may be defined generally as the freedom to trade or to engage in any
consensual economic activity.1 In the context of the labour market, eco-
nomic freedom means the freedom of an employee or a group of employees
to “trade” labour services in return for remuneration. Since free trade in the
labour marketis mutually advantageous, it benefits both parties. Moreover,
labour market freedom entails many other freedoms, such as freedom of
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contract, of choice, and of association. To maximize their own well being,
workers and employers must be free to contract with whomever they want,
to associate with whomever they want to, and to have as wide a choice of
labour market options as possible, as long as they don’t interfere with the
equal rights of others. Thus, an unregulated labour market is most condu-
cive to individual workers” (and employers’) pursuit of happiness and
economic well being as they subjectively value it.

Government can play two different roles regarding the labour market.
Oneroleis to serve as a “referee” by enforcing voluntary contracts, protect-
ing private property rights, and generally maintaining the rule of law.
Government, in other words, can enforce the rules of the game without
directly determining the outcome.

The second role of government is to make rules that determine the
outcome by passing legislation and issuing regulations that affect wages,
working conditions, and other aspects of labour markets. This second role
is the predominant objective of governmental labour policy in democratic
countries, and it conflicts with the objective of economic freedom. Rather
than protecting private contracts and private property, government all too
often attenuates the rights of both individual workers and employers.

The reason governments do a poor job of protecting these rights is the
basic asymmetry in political decision making in democratic countries.
Generally speaking, governments pass legislation to benefit relatively
small, well-organized, and well-financed interest groups. The costs of the
legislation are usually hidden and widely dispersed among the general
population. To promise voters well defined and exaggerated benefits, and
to hide the costs, is the route to a successful political career. Thus, labour
legislation is typically (but not always) intended to improve the economic
- well being of one group by diminishing another’s. Such laws infringe on
the economic liberties of individuals and groups that are less politically
effective.2 Most labour legislation, in other words, amounts to protection-
ism—it tries to protect the jobs and incomes of one group of employees by
restricting the opportunities of others. Like protectionist trade policies,
such laws tend to impoverish an entire nation while providing benefits to
a relatively small, politically-active minority.

This paper attempts to explain how labour legislation has reduced
economic freedom and suggests a way of ranking countries in terms of the
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degree of labour market freedom. Four countries—the U.S., Canada, Great
Britain, and Japan—are then tentatively ranked.

The types of legislation (and its economic effects) to be discussed are:
1) union legislation; 2) domestic labour legislation; and 3) immigration
legislation. Because there are literally thousands of labour laws and regu-
lations, the following analysis is at best a preliminary assessment of eco-
nomic freedom in the labour market. Only the most severe labour market
interventions are considered.

Although preliminary, such an analysis is important because labour
market freedom is arguably the most important economic freedom of all.
Without the freedom to earn a living, citizens are bound to become ever
more subservient to the state.

Union Legislation

Much labour legislation deals with the relationships between unions and
employers. From the perspective of economic freedom—particularly free-
dom of association—there is nothing particularly objectionable about
“combinations of labour” any more than there is about any other combina-
tions of individuals for whatever purpose, as long as the group does not
interfere with the equal rights of others. A government that respects eco-
nomic freedom will not restrict the rights of individuals to associate freely
with one another, nor will it restrict the rights of individuals who choose
not to be associated with any such groups.

Labour law in democratic countries contains much rhetoric about
protecting freedom of association, but in reality it does a poor job of it.
Governments interefere or meddle with private contractual relationships
between workers (or their unions) and employers on a massive scale. Most
union legislation attempts to replace private, voluntary labour contracts
and agreements with governmental edicts. It in essence socializes labour
relations. Furthermore, much legislation confers special privileges on lab-
our unions often to the detriment of individual workers and employers.

Compulsory Unionism

One example of such legislation is laws that encourage or even mandate
unionization. In the U.S,, for example, labour legislation discusses the
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importance of freedom of association, but then it talks of such freedom in
terms of freedoms “to form, join, or assist labour organizations” for the
purpose of collective bargaining (emphasis added). Many of the employee
“rights” that are protected by U.S. labour law are ones that can be advanced
only through unionization.

Thus, an important measure of labour market freedom is the degree to
which labour law protects individual workers rather than unions as organi-
zations. Since the interests of individual workers are quite often in conflict
with the interests of union officials, a legal framework that encourages or
mandates unionization diminishes individual economic freedom. Laws
that mandate collective bargaining, for example, are a restriction of
workers’ (and employers’) freedom. A worker may prefer to bargain indi-
vidually and an employer may prefer to just ignore a union.

The benefits of individual, rather than collective, bargaining is clear.
Research in labour economics has shown that collective bargaining tends
to reduce the dispersion of wages. More specifically, more productive
workers are usually paid less than they could earn had they bargained
individually, whereas less productive workers often earn more, as union
wages are set at something close to the median wage within a bargaining
unit. Thus, if collective bargaining imposes an outcome on all employees, it
is bound to make some of them—usually the most productive ones—worse
off.

Despite the fact that some workers are made worse off, it is illegal for
workers in a unionized industry in the U.S. and many other countries to
bargain individually. Such bargaining is deemed an “unfair labour prac-
tice” and is a punishable offense. Thus, the ability to bargain individually
is one measure of labour market freedom that will be examined. Of partic-
ular interest will be various “union security” laws which deprive workers
of individual bargaining rights by compelling them to participate in union
bargaining.

Yellow-Dog Contracts

With regard to employers’ rights, it is illegal in many countries for an
employer to refuse to bargain with a union. In the U.S. it is a per se violation
of the National Labour Relations Act to refuse to bargain with a umon but
itis notillegal for a union to refuse to bargain with an employer. 4So-called

“yellow-dog” contracts—agreements between employers and employees
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not to have a union—have beenillegal in the U.S. and many other countries
for decades.

Labour historians have found that one of the reasons for such contracts
(which, it is worth stressing, were voluntary) is the desire by workers to
avoid the work dlsruptlons and loss of wages during strikes that character-
ize unionized industries.’> Moreover, since such agreements were volun-
tary, they must have benefitted employers and employees, just as all
voluntary free market agreements do. Either party was free to end the
employment relationship “at will” if dissatisfied.

The only way that such agreements could persist in a free marketplace
isif they were “efficient” in the sense that they enhanced the welfare of both
parties—the anti-union employees and employers who must have believed
that unionization would not be in their best interest. Thus, legislation that
outlaws such contracts must necessarily make some workers and employ-
ers worse off. In international comparisons the existence of so-called yel-
low-dog contracts reflects positively on economic freedom.

Exclusivity

Another aspect of labour legislation that grants special privileges to unions
at the expense of economic freedom for workers is so-called exclusive
representation. Exclusivity gives aunion, once it hasbeen certified, the legal
right to be the exclusive bargaining agent for all workers in a bargaining
unit, whether they wish to be represented or not. Any attempt by employers
or workers to bargain individually—even over the most mundane things—
is illegal.

Exclusivity gives unions a legal monopoly in the employee represen-
tation business. It is not only illegal for workers to bargain individually
with their employers; exclusive representation legislation also prohlblts
bargaining through another, competing union, or any other agent

Protected from competition by exclusive representation laws, unions
act like all other monopolists: they restrict their “output” and raise their
prices. Because unions face no competition in the employee representation
business, they are less constrained than they would otherwise be to charge
excessive dues and other obligations and are also likely to provide fewer
services to their members. Evidence of the latter type of behavior abounds.
In the U.S. unions are major participants in all sorts of political causes that
are unrelated to labour relations or to the economic welfare of their mem-
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bers. Unions have been active in the pro-abortion movement; they have
spent considerable resources in support of left-wing authoritarian govern-
ments in Central America, Africa, and elsewhere; they are part of the
anti-nuclear power movement; they have lobbied for sanctions against the
South African government; and they actively lobby for socialistic economic
policies (i.e., price controls and nationalization of some industries) that, by
hampering economic growth, are not in the best interests of the workers
they represent.

Exclusivity allows unions to shirk some of their basic responsibilities,
such as contract administration, bargaining, and grievance handling, in
order to pursue political causes that are irrelevant or even harmful to the
economic welfare of workers. An indicaticn of how far afield U.S. unions
have strayed from their basic responsibilities is a recent decision by the U.S.
Supreme Court that it is unconstitutional to compel workers to pay union
dues to finance activities that are not directly related to bargaining, contract
administration, and grievance procedures. In the case of Beck vs. Commu-
nication Workers of America, the Court found that the union spent less than
20 percent of its dues revenues on appropriate expenses. The other 80
percent was spent on politics. Other cases have found that as little as 10
percent of dues revenues are spent on legitimate purposes. The Supreme
Court ruling will likely weaken the monopolistic grip that unions have over
their members, but exclusivity continues to entrench much of their monop-
oly power.

Because of the monopoly powers granted to them by exclusivity legis-
lation, unions may also be unresponsive to their members’ demands for
changes in collective bargaining strategies. There have been many cases in
the U.S., for example, where workers were convinced that they would have
to make concessions if they wanted to remain employed. Union officials,
however, have often refused to heed the preferences of their members,
sometimes causing the members to lose their jobs. Unions would be more
likely to cater to their members’ preferences if there were competitors in
the employee representation business, but such freedom of choice is pre-
cluded by law.

Pushbutton Unionism

In a number of countries unions and businesses are given quasi-govern-
mental powers to the extent that they are able to coerce workers to finan-
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cially support or even join a union as a condition of employment. For
example, in the U.S. a new automobile plant built by the Saturn Corpora-
tion, a spinoff of General Motors, has a unionized work force because before
the plant opened, Saturn management agreed with the United Au-
toworkers union (UAW) that its employees would be represented by the
UAW. No certification election was ever held where the workers would be
given the opportunity to vote on whether or not they wanted to join the
union. Indeed, the agreement was signed before employees were even
hired.

The Saturn plant is in Tennessee, a “right-to-work” state. This means
that workers cannot be compelled to join the union, although the union is
still given the privilege of exclusive representation. This form of
“pushbutton unionism” is not as coercive as closed shop agreements which
compel union membership as a condition of employment, but it is still a
diminution of labour market freedom.

Agency Shop

A further infringement on the economic liberties of workers is the so-called
agency shop, whereby workers who do not belong to a union must never-
theless pay union dues. The rationale for agency shop is derived from
exclusivity. Since unions are required to bargain for all workers (union and
non-union) in a bargaining unit, it is supposedly necessary to compel all
workers to pay for bargaining services.

In the terminology of economics, collective bargaining is said to pro-
vide workers with “public goods,” and compulsory union dues are sup-
posedly necessary to prohibit free riding. But since government created the
situation where all workers are forced to submit to a single monopoly
bargaining agent, a better phrase than “free riders” would probably be
“forced riders.” Workersareforced to accept the results of union bargaining
and, where agency shop exists, are also forced to financially support the
union. To workers who are worse off because of this arrangement, exclu-
sivity createsa “public bad,” not a public good: they are forced to pay dues
for the “privilege” of being made worse off. Agency shop literally consti-
tutes taxation without representation and is a serious encroachment on
economic freedom.
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Union Violence

The long history of union violence can be readily explained by economic
theory. In order to push wages above competitive levels, unions must
restrict the supply of labour services on the market. They strike or threaten
to strike in order to do this, and strikes are often more effective if workers
who choose not to strike can be intimidated by violence. Employers can
also be subjected to violence, threats of violence, and the destruction of
property unless they acquiesce in union demands.

Accordingly, another measure of economic freedom for labour is the
extent to which governments protect workers and employers from union
violence. Critical questions here are: How are nonunion workers treated
during strikes? How well do governments protect non-striking workers
from union violence? Do workers who are victims of union violence have
recourse to the courts? Do employers whose property is vandalized have
recourse to the courts? These questions must all be answered in order to
rank countries according to this criteria.

Domestic Labour Legislation

Governments also deprive workers of economic freedom through laws and
regulations that affect wages and working conditions. Although these
restrictions vary greatly, they all share the common element that they
substitute governmental for individual (or market) decision making. They
are all carried out under the pretense that government somehow has better
knowledge of the “best” wages, hours of work, types of jobs, etc. than
individual workers and employers do. This type of thinking is what F.A.
Hayek calls “the fatal conceit” because of the dire economic consequences
it lends intellectual support to.

Minimum Wage Legislation

Most democratic countries have a minimum wage law that raises wages of
low-skilled workers above going marketrates. Virtually any economics text
explains that mandating above-market rates causes unemployment by
pricing low-skilled workers out of jobs. There is no better example of alaw
that hurts those whom it purports to help or which constitutes a clearer
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infringement on economic liberties. As Adam Smith said in The Wealth of
Nations, “the patrimony of a poor man lies in the strength and dexterity of
his hands,” and to deprive him of this through restrictive labour legislation
“is a manifest encroachment upon the just liberty...of the workman, and
those who might...employ him.”

The minimum wage law even harms workers who are not priced out
of the market by it. If employers are forced to pay higher wages, they will
either lay off some workers or cut back on other fringe benefits so that the
total compensation package does not exceed each worker’s marginal pro-
ductivity. Thus, freedom of choice is diminished for workers who may
prefer a different mix of wages and fringe benefits.®

The minimum wage law is inefficient and inequitable, but it persists
for several political reasons. First, it lends itself to demagoguery better than
most government policies. It is natural for politicians to claim to be able to
solve social problems by simply passing a law, and what nicer law than one
mandating higher wages for the poor?

A second reason is that unions want to price unskilled nonunion
labour, which competes with more skilled, union labour, out of the market.
In the name of compassion for the poor, unions lobby for legislation that
makes the poor even poorer. The minimum wage is a device through which
the poor are used as political pawns to the benefit of demagogic politicians
and politically-active unions seeking protectionist legislation.

How detrimental the minimum wage law will be depends on its level
compared to the market rate for unskilled labour. For example, in the U.S.
the federal minimum wage in 1989 was $3.35 per hour, but in many cities
entry level jobs at fast-food restaurants paid as much as $8.00 per hour. The
harmful effects of the minimum wage were limited to smaller cities and
rural areas where market wages for entry-level employment would be
below $3.35.

For purposes of cross-country comparisons, the minimum wage in a
country should be compared to some standard wage, ideally the market
wage for unskilled labour, in order to rank its severity. To the extent that
such data are not available, a possible substitute would be an average
hourly wage. Thus, a useful standard might be the degree to which the
statutory minimum wage in a country diverges from the average wage.
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Maximum-Hour Legislation

Another infringement on economic liberties is maximum-hour legislation
which, in general, limits the number of hours that workers can work and /or
mandates that higher wages must be paid for any work hours over a
specified amount. Since overtime pay provisions increase labour costs, the
effect is to reduce the level of production and, consequently, the number of
hours worked. Individuals who prefer to work more hours or to vary their
work hours over the course of a week may be precluded from doing so.

Davis-Bacon Laws

Another related measure of labour market freedom is the existence of laws,
such as the Davis-Bacon Act in the U.S., which mandate that government-
specified wages be paid. In the case of Davis-Bacon, the government-spec-
ified “prevailing wage” in an area must be paid on all federally-supported
construction projects, even if the federal support is less than 1 percent of
the cost of the project. The “prevailing” wage is almost always the union
wage, and the effect of the Act is to drive from the market lower wage,
nonunion labour. Making wages artificially high restricts competition from
lower-wage firms, depriving their owners, managers, and employees of
economic opportunities.

Restrictions on Child and Female
Labour

For over a century various countries have prohibited or limited child and
female labour. The rationale behind the restrictions is that they are suppos-
edly needed to protect women and children from being exploited by
employers.

Even though this rationale for regulation is widely believed by the
general public, the regulations are not likely to protect the intended bene-
ficiaries. It is difficult to perceive that regulations prohibiting such work
would benefit those individuals who voluntarily chose to work. If they felt
they were being made worse off by their employment situation, they could
simply quit.

There is evidence, moreover, that when such regulation was originally
being proposed in England there was fierce opposition to it by the women
who the regulation was supposed to help. It is likely, therefore, that such
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regulation may always have been designed to protect incumbent workers
from competition. Thus, an examination of laws and regulations across
countries that deprive these groups of employment opportunities will be
another measure of labour market freedom.

Occupational Licensing Laws

Occupational licensing laws have been shown to create barriers to entry in
literally hundreds of professions in the U.S. and many other countries.’ The
restrictions come in many forms, such as license fees, educational require-
ments, and regional or national examinations.

Licensing has been defended on the grounds that it assures profes-
sional competence and protects consumers from lower-quality products
and services. These arguments may or may not have merit and they will
notbe discussed in detail here. But regardless of the motivation for the laws,
their effect is to make it more difficult to enter regulated professions.
Consequently, many individuals are deprived of employment opportuni-
ties.

This licensing-induced reduction of employment opportunities likely
imposes a greater burden on lower- rather than on higher-income individ-
uals since it often deprives the former group of valuable opportunities to
accumulate human capital—opportunities they may not be able to other-
wise obtain.

Again, there is much evidence that occupational licensing is often a
political response to pressures from incumbent practitioners who want
protection from competition. An anecdote will illustrate what I believe to
be typical of the politics of occupational licensure.

Economist Walter Williams recently appeared on a televised debate
with U.S. Congressman Charles Rangel. Williams made the point that the
licensing of hairdressers in Rangel’s home state of New York discriminates
against blacks. It does so, said Williams, because to become certified as a
hairdresser one must pass a practical exam as well as a more academic one
that includes math problems. (The relationship between the ability to coif
hair and the ability to do mathematicsis, to say theleast, dubious.) Williams
pointed out that an equivalent percentage of blacks passed the practical
exam as whites, but the failure rate of blacks on the academic exam was
several times higher than the whites. Williams blamed the discrepancy on
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inferior government schools that so many black New Yorkers are com-
pelled to attend.

Congressman Rangel, who is black, did not dispute the test results and
did not deny that the system kept many of his constituents unemployed.
But he nevertheless supported the licensing system. His preferred “rem-
edy” for urban unemployment was not to eliminate the sources of unem-
ployment, such as occupational licensing laws, but to suggest more welfare
spending,.

This type of behavior is readily explained by elementary public choice
logic.Onthe “demand side,” the unionized practitioners are well organized
and well financed politically, and are able to use the political process to
protect themselves from competition with occupational licensing regula-
tions. Those who are harmed by the regulations are not well organized and,
hence, are less politically effective.

From a “supply side” perspective, politicians can win votes from the
incumbentsby supporting licensing, and they can also win votes from those
who are denied employment opportunities because of licensing by offering
them welfare payments or government patronage jobs.

In this instance the citizens whose liberties are abridged are made
effective wards of the state either as welfare recipients or by relying on
another form of handout—a government job—for their livelihood. Thus,
occupational licensing is yet another way in which the poor are used as
mere political pawns by cynical political opportunists.

Ideally, to measure the extent to which occupational licensing restricts
employment opportunities across countries one might want to know what
percentage of the labour force is subjected to licensing or what proportion
of all professions require formal licensing. This information is difficult, if
not impossible, to obtain. Furthermore, it is difficult to discover how severe
licensing restrictions are for various occupationsin a country. For example,
an occupation that requires only a small license fee is not as restrictive or
harmful as one that requires a large fee, years of schooling, and rigorous
state-sponsored examinations.

Equal Pay for Equal Work Laws

These laws are intended to protect certain groups, particularly women,
from wage discrimination by mandating that employers pay equal wages
for the “same” work performed by workers of different sex and race. The
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irony is that these laws result in reduced employment opportunities for
those who are supposedly helped.

If an employer pays females less than males, for example, it is because
he subjectively values female labour less highly. He may genuinely believe
that his female employees are less productive and less capable, or he may
simply be discriminating against them because they are women. In either
case, equal-pay-for-equal-work laws will induce the employer to hire fewer
female workers. If forced to pay equal wages, the employer will prefer male
workers. Thus, women who are willing to work at least temporarily for
lower wages in order to prove that they can do the job are denied the
opportunity.

In other words, women can provide employers with economic incen-
tives to hire them, despite discrimination, but are not permitted to do so
because of “equal pay” laws. Thus, equal-pay-for-equal-work rules, which
are supposed to reduce discrimination, actually increase it.

That these laws harm the groups they are supposed to help is made
clear by the fact that in some countries, such as South Africa, there is no
pretense that the laws are supposed to protect people who are discrimi-
nated against.In South Africa, white racist labour unions lobbied for “equal
pay” laws for black workers because they knew the laws would protect
white employees from competition by relatively less skilled black workers.
Since most blacks were less experienced, forcing employers to pay them
wages that exceeded their marginal productivity would price them out of
jobs.10 In other countries the motivation behind the laws may be well
intentioned, but the effects are the same.

Equal-pay-for-equal-work laws reduce economic freedom, but “equal
pay for work of comparable value” legislation would be even worse. This
is a proposed system of governmental wage determination, whereby gov-
ernment bureaucrats, rather than the marketplace, would set wages. I will
not say anything more about this other than it’s already been tried—in the
former Soviet Union, China, and Eastern Europe—and it doesn’t work.
History shows that such governmental control over wages is grossly inef-
ficient and inequitable.

Employment Quotas

Most democratic governments have policies that require employers to
make some of their hiring and promotional decisions solely on the basis of
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noneconomic factors, such asrace or sex. Obviously, this denies individuals
the freedom to seek employment or career advancement based on merit.

In the U.S. employment quotas were originally enacted with the prom-
ise that they would not be used to force employers to make decisions based
solely on race. The late Senator Hubert Humphrey promised that the Civil
Rights Act of 1964 “does not require an employer to achieve any kind of
racial balance in his work force by giving preferential treatment to any
individual or group.” The phrase “affirmative action” was coined by
President Kennedy in his executive order that “affirmative action” should
be taken to assure that governmental contractors do not make employment
decisions based on race, creed, color, or national origin.11

In practice so-called affirmative action policies do exactly the opposite
of what their proponents claimed they would. They require that employ-
ment decisions be made specifically according to employees’ race, creed,
color, or national origin. Consequently, “non-preferred” individuals who
may be more qualified are passed over by employers who must satisfy the
government’s preferences for discrimination in the workplace. There is
mounting evidence, moreover, that even many of the “protected” minori-
ties are denied economic opportunities because of affirmative action poli-
cies.

Economist Thomas Sowell has found that the relative economic posi-
tion of “protected” minority groups in the U.S. actually fell after employ-
ment quotas were instituted. “In 1969, before the federal imposition of
numerical ‘goals and timetables,” Puerto Rican family income was 63
percent of the national average. By 1977, it was down to 50 percent. In 1969,
Mexican American family income was 76 percent of the national average;
by 1977 it was down to 73 percent. Black family income fell from 62 percent
of the national average to 60 percent over the same time span.”12

Sowell also found that blacks with less education and job experience
have fallen further behind, while blacks with more education and experi-
ence have been advancing even faster than their white counterparts. He
offers a clear explanation of this phenomenon: affirmative action hiring
pressures make it costly to have no minority employees, but continuing
affirmative action pressures at the promotion and discharge phases also
make it costly to have minority employees who do not work out well. The
net effect is to increase the demand for highly qualified minority employees
while decreasing the demand for less qualified minority employees or for
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those without a sufficient track record to reassure employers. Those who
are most vocal about the need for affirmative action are of course the more
articulate minority members—the advantaged who speak in the name of
the disadvantaged. Their position on the issue may accord with their own
personal experience, as well as their own self-interest.!® Thus, like the
minimum wage and occupational licensing laws, employment quotas deny
employment opportunities to those who need them the most—relatively
unskilled and uneducated minorities who are “targeted” for help by the
government.

In making international comparisons, one benchmark that may be
useful is the number of racial “categories” the governmental authorities
have created in order to enforce such policies. The more racial categories
the less economic freedom. Another criteria may be the proportion of
governmental budgets allocated to enforcement activities. In theory there
should be a positive correlation between regulatory budgets (or regulatory
employment) and enforcement activity.

Government “Jobs” Programs

All democratic governments have long been involved in employment or
job training programs. Despite their popularity, however, they reduce eco-
nomic liberties and employment opportunities. It is impossible for govern-
ment to “create” jobs because of the law of opportunity cost. Government
may “create” some jobs with such programs, but it necessarily destroys
other private-sector jobs by diverting financial resources from the private
sector (through either taxes, government borrowing, or inflationary money
creation) to pay for the govenment jobs. At best, government “jobs” pro-
grams alter the composition of employment, but not the aggregate level.

Furthermore, many government jobs are wasteful because they do not
meet legitimate consumer demands. The history of government job pro-
grams is filled with examples of “make work” jobs that seem to emphasize
political patronage more than employment opportunity.1

The reason government jobs programs remain popular despite their
failure to stimulate employment (or training, for that matter) is that the
benefits are well defined—job recipients know where the jobs came from
and who to thank (or vote for)—whereas the costs are hidden. Those who
are unemployed because of the crowding out effect of these programs have
no idea of the cause of their unemployment. ‘
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This is one way-—generating unemployment—that government jobs
programs diminish economic freedom. Economic freedom and opportu-
nity is also impaired by government jobs programs because of the fact that
the kind of jobs and training provided are determined by government
bureaucrats, not individuals in the private sector. This allows government
bureaucrats to exert a degree of control over what kind of jobs will exist in
the economy and what kind of skills people will possess. It is likely that the
types of jobs and skills that individuals may choose for themselves will
differ from the type the governmental labour market “planners” will prefer.

Giving government such powers opens the door for ever-expanding
governmental control of the allocation of labour. In totalitarian regimes
such as the former Soviet Union there was a nearly complete domination
of the labour market by government. Its “jobs programs” were so extensive
that everyone worked for the state. The only “real” jobs in the Soviet Union
were ones held by black marketeers.

In Nazi Germany, government officials were allowed to monitor and
control every proposed job change, thereby directing workers into those
endeavors the bureaucrats thought served “national interests” regardless
of the interests of individuals who comprised the nation. Of course, modern
democratic governments do not possess anything like the powers over
labour markets that the Soviet Union or Nazi Germany did. But the differ-
ences are only a matter of degree (albeit a large degree). Along with
extensive employment programs, all democratic countries keep extremely
detailed personal information on labourers and labour markets and they
use that information to shape government policy.

Goverment employment programs threaten economic freedom in a
very general sense inthat consumer sovereignty isreplaced by bureaucratic
sovereignty. In a free market the type of jobs created are those which serve
the desires of consumers. Government jobs, on the other hand, are usually
designed to serve the whims of the political authorities, which are often in
conflict with consumers. After all, if there is a legitimate consumer demand,
thereisanincentive for a private entrepreneur to meet itand to hire workers
to assist him in doing so. Thus, to a large extent, government jobs are
created specifically to provide goods or services that consumers have either
not expressed a preference for or, if they have expressed any preference at
all, it was a negative one.
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Where there is a clear demand for a good or service which government
provides, government often competes unfairly with private-sector provid-
ers. For example, outside of national defense and a few other activities, most
of what governments provide in the U.S. are purely private goods that are
also supplied by the private sector. A U.S. Senate hearing once revealed
that the federal government alone provides more than 11,000 different
goods and services in competition with the private sector. Thus, govern-
ment uses its powers of taxation, and its ability to exempt itself from
regulations it imposes on its private-sector competitors, to monopolize
markets for private goods and services.'®

Since in my view nearly all government employment diminishes eco-
nomic freedom (and many other freedoms as well), a possible measure of
the “costs” of jobs programs in terms of economic freedom s the proportion
of a nation’s labour force that is employed by government in whatever
capacity—as permanent employees or as participants in temporary “jobs”
programs.

Mandatory Government Arbitration

All the labour market interventions discussed thus far involve
government’s attempt to intervene in private contractual relations between
workers (or their unions) and employers by setting wages, establishing
bargaining procedures, etc. In addition, governments also intervene in the
arbitration of labour disputes. The U.S. government, for example, has a
“Federal Mediation and Conciliation Service” which cajoles negotiating
parties into “voluntarily” cooperating in order to end a labour dispute. The
U.S. government doesn’t yet have the power to mandate a settlement, but
it can apply significant political pressures to achieve that end. The effect of
this intervention is that disagreements between workers (or their unions)
and employers are often settled according to criteria established by the
Federal Mediation and Conciliation Service, not by the negotiating parties.

Even though there is no formal power to coerce such agreements in the
U.S., the ability of the government to indirectly force an agreement should
not be underestimated. U.S. industry is so heavily regulated, and so many
corporations accept government subsidies, that government has a tremen-
dous amount of “leverage” over the private sector. Government has along
list of “carrots and sticks” it can use to affect private bargaining outcomes.
It can threaten regulation and the withdrawal of subsidies, or it can bribe
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the bargaining firms and unions with promises of subsidies and other
governmental favors.

Thus, another measure of economic freedom is the degree to which
governments can compel the settlement of labour disputes. Countries that
clearly have that legal right would of course receive a lower ranking than
those without it.

Occupational Safety and Health
Regulation

Modern democracies also heavily regulate “occupational safety and
health.” This intervention gives government enormous powers over pri-
vate labour relations because an argument can be made that almost any
aspect of a business operation can be interpreted as at least tangentially
related to safety and health. Governments have taken advantage of these
broad powers to regulate everything from the construction of ladders to
the shape of toilet seats.

Research has shown, however, that occupational safety and health
regulation is not likely to have improved workplace safety at all, despite
massive expenditures.16 Furthermore, the regulation has interfered with
market forces, which “address” the problem through compensating wage
differentials. That is, in a free market, employees in more dangerous jobs

~will be paid higher wages, all other things equal. Employers must pay

higher wages to attract workers to more dangerous jobs. This will not
necessarily eliminate or even reduce the incidence of workplace accidents,
but then, neither does regulation. Furthermore, reliance on compensating
wage differentials, rather than regulation, would avoid the loss of jobs
associated with the heavy costs of occupational safety and health regula-
tion. It would also give workers and employers more freedom in determin-
ing how to improve workplace safety, rather than relying on bureaucratic
edicts.

There is much to commend this former approach, for no one has
stronger incentives to assure a safe workplace than employees themselves.
Regardless of how well intentioned the safety regulators may be, they just
don’t have either the incentive or the detailed knowledge required.

It should be kept in mind that there are economic (and common sense)
incentives to reduce workplace accidents, for accidents are costly to em-
ployers and especially to workers. And it should also be remembered that
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governmental “safety” regulation can provide a false sense of security. Job
safety depends ultimately on how careful and responsible individual work-
ers are. If they are told by governmental safety inspectors that their work-
placeis “safe,” they may be less inclined to take their own precautions. The
end result may very well be a less safe workplace.

For purposes of international comparisons, data on governmental
expenditures for occupational safety and health regulation, perhaps stan-
dardized according to the size of a country’s labour force, would be useful.
Spending $1 billion annually is likely, for example, to be far more onerous
ina country with a labour force of 10 million than in another with a labour
force of 100 million.

Employer Payroll Taxes

All democratic countries have mandatory employer payroll taxes, the most
significant of which are taxes for unemployment insurance and old-age
pensions, or social security. A detailed examination of the economic effects
of such programs is beyond the scope of this paper, but several aspects of
them are particularly relevant to economic freedom.

First, these programs constitute what might be called “mandated ben-
efits,” whereby governments compel employers to finance certain benefits
on behalf of their employees. One implication of this is that employees
consequently have less freedom of choice to determine their own mix of
wage and non-wage remuneration. Furthermore, even though the taxes are
at least partly paid by employers, they are passed on to employees in the
form of lower wages or other benefits, thereby constituting a hidden tax on
workers. Because the tax is hidden, workers are less able to make well-in-
formed choices regarding their own compensation mix.

Government-operated unemployment insurance and social security
programs often allow governments to become monopolists in the provision
of those services. There are many actual and potential substitutes for these
government-controlled programs but it is difficult, if not impossible, for
them to compete with government. For example, individual retirement
accounts (IRAs) compete with the social security system in the U.S., but
since the system drains so much income from workers through mandatory
payments, there is much less available for private retirement plans.

It would also be possible for individual workers to contribute to an
IRA-typeaccount to be used as unemployment insurance, but governments
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usually prohibit such options. This is especially unfortunate in light of the
many failures of governmental unemployment insurance, which essen-
tially pays people not to work by offering unemployed workers “replace-
ment income” as a percentage—sometimes close to 100 percent—of their
prior wages. By reducing the cost to workers of being unemployed, unem-
ployment insurance lengthens the duration of unemployment. It also in-
creases unemployment by indirectly subsidizing industries thatexperience
seasonal or cyclical variations in employment. For example, without unem-
ployment insurance a firm with an unstable employment pattern would
have to pay higher wages to attract workers. The higher wage would be
necessary to compensate workers for the risk of becoming unemployed.
But with unemployment insurance the government compensates workers
for becoming unemployed. This in turn makes unstable employment more
attractive to workers than it otherwise would be. The increased supply of
labour in those industries will reduce wage rates, which in turn reduce the
incentive for firms to do anything to reduce instability in employment.
Thus, unemployment insurance encourages unstable sectors of the econ-
omy to expand, resulting in a higher overall unemployment rate.

Both unemployment insurance and social security taxes are major
infringements on the economic liberties of workers and employers, because
they place severe limitations on freedom of choice, freedom of exchange,
freedom of contract, and freedom of association. Because government
controls a significant portion of workers’ income through these programs,
and because the programs crowd out private-sector alternatives—if thelaw
permits alternatives at all—individuals are denied all these freedoms.

Peter Ferrara described how the social security system infringes upon
individual economic liberties. Government-controlled social security pro-
grams, writes Ferrara, force individuals to enter into contracts, exchanges,
and associations with the government that they should have the right to
refuse. It prohibits individuals from entering into alternative contracts,
exchanges, and associations with others concerning the portion of their
incomes that social security consumes. It prevents individuals from choos-
ing courses of action other than participation in social security, although
these courses of action will hurt no one. It prevents individuals from
enjoying the fruits of their own labour by taking control of a major portion
of each individual’s income. The program prevents individuals from ar-
ranging their own affairs and controlling their own lives. It operates by the
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use of force and coercion against individuals rather than through voluntary
consent. The social security program thus restricts individual liberty in
major and significant ways, violating rights that are worthy of great re-
spect.

The same canbe said forany governmental mandated benefit program.
For our international comparisons, an appropriate measuring rod might be
the percentage of labour income that is extracted to finance unemployment
insurance and social security programs. The greater the tax burden, the
lesser the degree of economic liberty.

Taxes on Labour Income

Perhaps the most important interference with an individual worker’s eco-
nomic freedom is the income tax. The income tax denies a worker the ability
to keep the fruits of his or her own labour, and is truly a way in which
workers are exploited—by government. Karl Marx’s labour exploitation
thesis was half right. He complained that labour was unfairly exploited
because it supposedly produced all value—an incredibly naive and sim-
plistic assumption—yet it received only a small part of it in the form of
wages. Marx was correct about labour being exploited, but he was wrong
about who the exploiters were. By blaming capitalists, he ignored the
productive contributions of capital and entrepreneurs. He also ignored the
fact that government is the major source of worker exploitation by expro-
priating income that government itself has no legitimate claim to. Ironi-
cally, Marx was a strong proponent of progressive income taxation, which
exploits workers even more than proportional taxation.

Income taxation is, in effect, a form of slavery or forced labour. It forces
individuals to work and to pay income taxes so that part of their income is
given away to someone else—farmers, corporations, welfare recipients,
defense contractors, unions, and thousands of other well-organized spe-
cial-interest groups—who did nothing to earn or deserve it. H.L. Mencken’s
dictum that an election is an advance auction on stolen property is as trite
as it is true.

Of course, not all income that is taxed is necessarily used for govern-
ment-mandated income transfers. To the extent that some of it is used to
finance a criminal justice system, national defense, and generally maintain-
ing the rule of law, it enhances rather than diminishes economic freedoms.
However, these functions are a relatively minor aspect of the modern
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welfare state. The modern state is a vast income redistribution machine that
shuffles wealth around within the middle class.

For purposes of measurement, it would in theory be desirable to
separate the amount of income tax revenue that is used for redistributive
purposes and the amount used for the justice system, national defense, etc.
Inreality, such a task is virtually impossible. One problem is that a govern-
ment that spends X billions on national defense will include in that amount
some legitimate defense expenditures as well as a considerable amount of
patronage payments to consultants and contractors and academicians and
others who do not necessarily contribute to the national defense. The same
is likely to be true for spending on the justice system and virtually every
other government program. I will ignore these intractible problems and
consider the percentage of wage income extracted through income taxatlon
as another measure of the loss of economic freedom.

Employment in the Military

Another relative measure of labour market freedom will be whether or not
a country raises an army through conscription or through more volunta-
ristic means, such as by offering competitive wages. Obviously, the exis-
tence of a military draft will count negatively against a country’s standing
in terms of economic freedom.

Mandating Job Security

Many countries have various laws and regulations that supposedly guar-
antee “job security” by restricting the flow of capital. Laws that make it
more costly or prohibitive to close down a plant are examples. Such laws
may be well intentioned, but they deprive workers and business owners of
economic freedom and are undeniably harmful to a nation’s economy. By
hampering economic growth, they ultimately impoverish the workers in
whose name the laws are enacted. Job security laws, in other words, reduce
job security.

Advocates of such legislation usually ignore the fact that workers and
employers do negotiate various types of “job security” provisions in their
contracts. It must be realized that if, for example, a union wants a contract
that includes severance pay in the event that the plant closes down, that
provision will be “paid” for by a negotiated reduction in wages or other
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fringe benefits. There is no free lunch; acquiring such benefits requires
tradeoffs. That’s why laws that mandate job security provisions reduce
economic freedom. They deprive workers of freedom of choice by forcing
them to accept one particular benefit—a benefit they may not want if they
know how much it cost them in terms of foregone wages. So-called job
security regulation also deprives employers and business owners (i.e.,
shareholders) of economic freedom. It prohibits them from making the best
use of their resources, which can only be impoverishing. The extent to
which governments control the flow of capital through “job security”
regulation is another measure of labour market freedom. Countries will be
evaluated according to such criteria as whether they actually make plant
closings or relocations costly or prohibitive or if they have milder restric-
tions, such as the plant-closing notification law that exists in the U.S.

Immigration

Freedom of migration is a basic human right that is essential if individuals
are to be free from governmental oppression. The ability to change employ-
ment or to seek employment elsewhere—even in another country—is a
hallmark of economic freedom. Thus, free immigration and emigration is
most conducive to economic freedom and opportunity.

No country in the world has perfectly free immigration. The U.S. is
generally regarded as among the most free—there are about twice as many
immigrants entering the U.S. each year as there are in all the rest of the
world combined. Yet the U.S. does place restrictions on immigration.

Since freedom of migration is so essential to labour market freedom
generally, there are a number of criteria that can be used in combination to
try to measure this aspect of economic freedom.

Overall Limits on Immigration

Since all countries place some limits on immigration, one method of com-
paring them is by calculating the allowable number of immigrants as a
percentage of the nation’s population.
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Taxes on Immigration

Some countries charge immigrants fees or taxes. In such cases large statu-
tory humbers of allowable immigrants may not be very meaningful if the
charges are so high as to exclude large numbers of people. Therefore, the
existence of “entrance fees” into a country is another criteria that may be
used. The amountof the fee may be standardized as a percentage of average
annual income in the country receiving the immigrants.

Enforcement

Many countries are concerned about illegal immigrants. From the perspec-
tive of labour market freedom, however, the more illegals the better. The
fact that the U.S. claims that its enforcement of illegal immigration is weak,
and that its borders are “out of control,” is a plus. Consequently, another
possible measure of labour market freedomis the budget of the appropriate
immigration enforcement agency as a percentage of the nation’s total
governmental budget. The higher the budget allocation, the stronger is
enforcement, and the lesser the degree of economic freedom.

Labour Market Tests

In some countries immigration laws specifically outlaw immigration if the
immigration enhances rather than stifles a free marketin labour. In the U.S.
immigrants are required to prove that their employment will not displace
a U.S. worker and that their presence will not cause a reduction in wages.
This is clearly a protectionist law instigated by organized labour. The
existence of such tests will cause a country to be ranked lower on our
economic freedom scale.

Lists of “Undesirables”

Some countries limit immigration according to racial or ethnic criteria. The
U.S. has a long history if discriminating against Chinese and Japanese
immigrants in this way, although such discrimination was outlawed in
1965. Thus, another criteria is the existence of a list of racially or ethnically
“undesirable” immigrants.
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Amnesty

Granting amnesty to illegal immigrants who have over a period of years
established “roots” in a country is another way in which immigration
restrictions are diluted and, consequently, economic freedom is enhanced.
Thus, the existence of an amnesty program will provide a country with a
more favorable economic freedom rating.

Temporary Workers

Since a half a loaf is better than none, countries that allow temporary “guest
workers” exhibit a higher degree of economic freedom, all other things
equal, than those that don’t.

Emigration

Of course, the “supply side” of immigration depends on the ability of
individuals to leave. Some measure of governmental impediments to emi-
gration is therefore essential in our measurement. One criterion is the
existence of limits on emigration expressed as a percentage of the population.

Measuring Labour Market Freedom

It's worth repeating that the above template is by no means comprehensive.
In many countries there are literally thousands of labour laws and regula-
tions and the number is growing almost daily. Heldman, Bennett, and
Johnson provide the following partial view of the enormity of labour law
and regulation in the U.S.

Among the standard, heavily used tools of the labour specialists’
trade are (as of 1980) 250 volumes of NLRB decisions, 87 volumes
of Labour Cases, 103 volumes of the...Labour Relations Reference Man-
ual, 11 volumes of Federal Regulation of Employment Service, 26 vol-
umes of various publications of the Bureau of National Affairs
dealing with labour relations, 22 volumes of Fair Employment Prac-
tice Cases, literally untold volumes of cases and decisions emanating
from state-level employment relations boards and commissions,
and a virtual avalanche of materials on private and public sector
arbitration decisions. Itis possible that no other topic enjoys (if that
is the right word for it) the massive amount of legal reference
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materials as that which must be mastered if any particular party in
an employment relationship is to act in accordance with the stan-
dards of behavior laid down by agencies of government.

The sheer magnitude of regulation, i.e., the number of pages of regula-
tions, might conceivably be another measure of economic freedom—the
more pages the less freedom. But such a measurement would not be very
enlightening because it does not distinguish between irrelevant regula-
tions, such as a declaration of a “national farmworkers’ week,” and sub-
stantive regulations such as a minimum wage law.

That we have omitted many regulations—some trivial and some not so
trivial—need not impair the accuracy of our rankings. It is reasonable to
assume that countries with a high (or low) economic freedom rating based
on the above criteria will probably also have a high (or low) rating if the
myriad other regulations were included. It would seem highly unlikely that
a country with a high ranking based on the major forms of labour market
regulation would be ranked very differently on most of its other interven-
tions.

The following table contains the preliminary ranking of the U.S., Can-
ada, Great Britain, and Japan in terms of our criteria. The rankings are based
on a scale of 1 to 10 for each criteria, with a 10 being the highest degree of
economic freedom. Since not all criteria are “either-or” criteria, I will
attempt to classify the countries in light of the above discussion. For
example, a country that has statutory restrictions onimmigration but which
does not enforce them will receive a higher rating than a country with
identical restrictions that are in fact enforced. The rankings are necessarily
subjective, but I will discuss the rationales for the various ordinal rankings
in the table. Finally, I will attempt to collapse all the individual rankings
into an overall ranking for each country.
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Table 1. Measuring Labour Market Freedom

Criteria US. | Canada [England| Japan
Compulsory Collective Bargaining 0 0 10 0
Yellow-Dog Contracts Permitted 0 0 0 0
Exclusive Representation Laws 0 0 10 10
Pushbutton Unionism 0 3 0 10
Agency Shop 5 5 0 7
Are Strikebreakers Protected? 5 5 3 5
Can Workers Sue Unions? 3 3 10 3
Can Employers Sue Unions? 0 3 10 0
Minimum Wage 7 - - -
Maximum-Hour Legislation 0 0 0 0
Davis-Bacon Laws 0 0 0 0
Child and Female Labour Restrictions 7 5 5 5
Occupational Licensing - - - -
Equal Pay for Equal Work Laws 0 0 0 0
Equal Pay for “Comparable” Work 10 10 10 10
Employment Quotas 5 5 5 3
Government Employment - - - -
Mandatory Government Arbitration 5 0 0 5
Safety and Health Regulation - - - -
Employer Payroll Taxes 5 7 7 3
Taxes on Labour Income 5 7 5 7
Military Employment 10 10 10 10
Regulating Job “Security” 7 - - -
Immigration Limits 7 5 5 3
Taxes on Immigration 10 - - -
Immigration Enforcement 9 3 3 3
Labour Market Immigration Tests 0 0 0 0
List of “Undesirable” Immigrants 5 0 3 0
Amnesty for Illegal Immigrants 10 10 10 0
Are Temporary Workers Permitted? 10 10 10 3
Emigration 10 10 10 10
Overall Ranking 118 101 126 100
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Analysis

I'was unable to obtain all the relevant information, for example, thenumber
of occupations with licensin§ regulation is particularly difficult to discern,
especially across countries.” Thus, in the overall ranking a computation is
made only if data were available for all four countries. Since not all of the
criteria are “either-or” criteria, some were given an intermediate ranking
on our 1-10 scale. I have provided a purely subjective ordinal ranking, but
that should not bias the overall ranking as long as the same subjective
criteria are applied to each country. For example, both the U.S. and Canada
have agency shop agreements, but they are not universal, so each country
was given a ranking of “5.” I have also assigned a score of “3” for a “low”
degree of economic freedom and “7” for a relatively high degree. For
example, the U.S. was given a “7” for Immigration Enforcement because it
does a poorjob of it, thereby creating relatively free immigration. Japan was
given a score of “3” because, even though it allows some immigration, it is
only a trickle. I have used only these three rankings—3, 5, and 7—in cases
where there is not a simple “either-or” decision. This will hopefully minimize
debate over whether a country should be scored a4 or a5, a7 or an §, etc.

To determine what constitutes a “high” and “low” ranking it was
sometimes necessary to choose one country as a benchmark. For example,
the literature on immigration describes the U.S. as perhaps the most open
country in the world. Thus, the U.S. was ranked “high,” and the other three
countries were ranked low because they all appeared to be considerably
more restrictive. -

I suppose it might be desirable to weight the criteria in some fashion,
but I can think of no way of doing so that would not lead to endless debate
over any type of weighting scheme. For now I have decided to weight all
the criteria equally. That in itself will elicit some debate but not as much as
an arbitrary weighting scheme is likely to.

The overall results tentatively rank England first, with the U.S. a close
second, Canada third, and Japan last. However, these results are only
intended as an example of how one might begin constructing such a
ranking, not as a definitive ranking. Because of data limitations, some of
the most important categories remain unranked. The minimum wage law,
for example, is set by local governments in some of these countries, so data
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on the various levels of minimum wages are scattered. The same is true for
data on occupational licensure and several other criteria. A little more
digging will be rewarded with a more meaningful ranking.

Since this is only a preliminary attempt at ranking countries according
to their respective degrees of labour market freedom, and since this paper
is already quite lengthy, I will conclude with a few thoughts on other
possible criteria not yet mentioned and some further data problems.

The Prevalence of Unions

The proportion of unionized workers to the total labour force might have
been an appropriate criterion, presumably assigning an inverse relation-
ship. The more dominant are unions, the less free are labour markets. One
problem with this criterion, however, is that there is no clear way to
separate out the cartel behavior of unions from other types of behavior. For
example, some unions do train workers, administer grievances, and act as
bargaining agents for their members, which is not necessarily a negative
function in terms of economic freedom. Thus, the prevalence of unions says
nothing about the actual functions of unions.

Strikes

The number of strike days lost, perhaps on a per capita basis, has also been
suggested. More strike days lost can be interpreted as conducive to less
economic freedom. A problem with this criteria, at least from my perspec-
tive, is that legal prohibitions of strike activity have historically been a
hallmark of totalitarian govenments, particularly Mussolini’s Italy.
Circumstances in Japan connote another problem. In that country
strikes during the past several decades have been numerous, but many of
them have been symbolic. Workers go on strike for one day just to make a
point or to publicize their grievances, and then they go back to work. The
data on Japanese strike days lost might imply a great deal of strike activity,
but very little diminution of economic freedom to the extent that strikes are
used to forecefully restrict the supply of (nonunion) labour, as they often are.

Union Political Power

How politically powerful the union sector is would be especially relevant
to this paper, but is difficult to quantify in any meaningful way. Unions are
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major sponsors of restrictive labour legislation aimed at cartelizing labour
markets for the benefit of their members. One problem with quantifying
this effect is that much union political muscle is “in-kind” and labour
intensive—voter registration drives, phone banks, house-to-house cam-
paigning by union members, etc. Some estimates have been made of the
monetary value of these political services, but they are so wide ranging
(from $100 million to $350 million annually in the U.S.) that they are not yet
very reliable.

It is possible that in countries such as Great Britain, where there is a
formal political party controlled by unions, that union political strength
would be stronger. But an argument can be made that the British Labour
party has been quite impotent compared to, say, the U.S. union movement,
which has had some major legislative victories in recent years. Thus, the
existence of a formal political party controlled by unions may not be of
much help in constructing our economic freedom index.

Government Employment

As discussed above, the role of government employment is relevant to our
discussion, but it is also plagued by data problems. First, government
statistics onemploymentare inaccurate because they omit contract employ-
ees who are not formally counted as government employees even though
they perform work for governments and are paid with tax money.

Second, government employment statistics are often “cooked” so as to
understate the true numbers. In the U.S., for example, thousands of federal
employees are known within the bureaucracy as “twenty-fiveand ones.”?0
They are on the federal payroll for 25 weeks, and then when U.S. Census
Bureau employment statistics are gathered—every 26th week—they work
as private contractors. Once the census has been taken they return to the
fulltime government payroll.

Third, despite a great deal of research on the size and growth of
government, we still do not have a generally accepted definition of what
constitutes “government” and government employment. Off-budget enter-
prises are usually omitted, and there is also the problem of how to treat the
so-called private, nonprofit sector.

In the U.S., more than 60 percent of the “income” of nonprofits is from
federal grants. Many of these nonprofits were established to administer
government programs and the literature on nonprofits often refers to them
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as “shadow governments.” For all practical purposes, a large part of the
private nonprofit sector in the U.S., which produces approximately 9
percent of GNP, is an arm of government and so their employees are
government employees.21 In short, the government sector is larger than we
generally acknowledge, which hinders our ability to construct reliable
estimates of government employment.

In light of these and other limitations, perhaps the main objective of
this paper is to stimulate further discussion of labour market freedom and
how it might be measured. Given the enormity of labour law and regula-
tion, this seems almost as insurmountable as getting one’s arms around an
elephant. I have tried to embrace the labour market elephant and I hope I
have persuaded others that this is a worthy task.
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Discussion

Ed Crane liked the rating scale and thought the scoring was at an appro-
priate aggregate level. He did not like the push-button unionism. He
argued that employers and employees can always agree to form a union.
A “right to work” law reduces freedom to voluntarily associate. Tom
DiLorenzo felt that the “right to work” tended to enhance freedom. Milton
Friedman responded that although freedom reducing in principle, in fact,
where used they are almost always freedom enhancing. They are really
second best solutions.

Alan Reynolds felt that consumption taxation is every bit as damaging
as income taxation and that DiLorenzo over emphasized income taxation.
Bernard Siegan wondered why zoning or other kinds of regulation that
were particularly important to labour contracts were not included.
DiLorenzo responded that he thought someone else would do this.

James Gwartney found two legal restraints that impact freedom that
were not dealth with directly. First, there is the mandatory requirement of
collective bargaining. This is what gives bite to all the other issues which
would otherwise be secondary. Second, there is the prohibition of the
company association. This also highlights why unions across countries are
very different. For example, Japanese unions are often company organized.
DiLorenzo speculated that this may account for Japanese companies’
strength.

Gerald Scully looked at Table 1 and wondered what to conclude in that
Canada and Japan have the least free labour markets, England has the most
free, more or less like the U.S., but in general there is little to choose among
them. He thought the metric was not sufficiently fine, or the measure itself
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was flawed. DiLorenzo argued that the use of the many categories was a
first pass. Jack Carr looked at Table 1 noticing that 18% of the U.S. labour
force is unionized compared to 36% in Canada. The problem here is that
they both get the same weight yet Canada is more impeded than the U.S.
This bears on the issue of competition among jurisdictions. Richard McKen-
zie felt that some measure that will evolve over time is needed. Milton
Friedman wanted to have some external referent by which to judge the
results in Table 1. Does Canada have more or less freedom than the U.S.?
He found it absurd to suggest that among the group, Canada, the United
States, England and Japan, that England has more labour freedom. If these
measures lead to such a bad result, they do not appear to be very useful.
Cliff Lewis wanted to look at issues such as education rather than labour
markets narrowly conceived. The California university system, he asserted,
is subsidized to the tune of $15,000 per capita. This would lead to a very
different sense of the distortions among the different countries. James
Gwartney emphasized that the scores for Britain were at variance with his
knowledge of the rankings. Walter Block felt that the total rankings were
roughly correct in comparing the U.S. to Canada even though Canada
appeared more free than the U.S. on the degree of unionization. But clearly
there were other variables that could be measured. Further, Block did not
like the idea that just because we don’t like the result, the identification of
a loss in economic freedom may be incorrect.

Richard McKenzie suggested that the values of the categories could be
weighted by the number of people to whom the legislation applied. This
may make things consistent. In the case of unions, the U.S. is at 16% while
Britain is 36% of the population. Similarly, the minimum wage affects 2.4%
of the population in the U.S. and thus the values are weighted more
appropriately. Charles Murray suggested that after subsequent analysis the
raw percent of unionization may in fact act as a proxy measure for a host
of other variables affecting economic freedom.

- Walter Block argued that it would be very difficult to measure the costs
of immigration restrictions in any way other than categorical. Milton
Friedman responded that the way to do an impediments analysis is to take
each impediment and to look at how much it distorts transactions. This is
not the same as the effect on wealth even though it is a dollar measure—as
used in Easton’s paper. If there are no transactions, then there are no
distortions so if we think of immigration, it means that we analyze how the



360 Rating Global Economic Freedom

flows are impeded. Walter Block argued that a flaw in the “dollarization
method” proposed by Easton is that with an optimal tariff it suggests a
benefit for the country imposing the tariff, even though it is undesirable
from an international point of view. Since we are measuring the effects by
country, it gives a spurious view of what is taking place. Easton responded
that in his example of the optimal tariff, quite clearly domestic income rises
even though economic freedom is reduced. There was nothing inconsistent
with this method of measuring economic freedom. Milton Friedman agreed
using the example of immigration in which no assertion is made about per -
capita income even though barring immigration will impose a loss of
economic freedom.

Responding to a question by Bernard Siegan, DiLorenzo thought that
creating dollar measures in labour markets would involve a book length
manuscript, but that it could be done. Milton Friedman suggested that we
must also be prepared to test our notions of economic freedom. We have
far more confidence in our knowledge that Hong Kong is more economi-
cally free than other countries than we have in any particular set of
numbers. What we need is a way to evaluate the indexes that are being
produced.
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Introduction

HE SPECIFIC DETAILS OF THE structure of taxation were largely neglected

before the mid-1970s—relegated to a minor branch of “microeconom-
ics.” Instead, the superstars of the economics profession battled over
whether budget deficits or money supplies were the best way to manipulate
private spending, and thus manage aggregate demand. In a 1960 essay,
Tobin favored “restriction of consumption by [an] increase in personal
income tax at all levels,” in order “to bring under public decision the broad
allocation of national output.” In a 1971 book on taxation, Thurow stressed
that “the aim of the macroeconomic policymaker is to raise or lower the
demand,” and that “different taxes have different effects [only] because
they affect the incomes of groups with different propensities to consumer
or invest.” In such cases, any effect of steep tax rates in discouraging
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productive effort were either brushed aside with flimsy logic and surveys,
or simply ignored. Taxes were only considered a device for discouraging
demand, not for discouraging supply. Neglect of tax incentives was a
natural outcome of the Keynesian fetish. In his classic 1937 essay on “Mr.
Keynes and the Classics,” Hicks writes that, “I assume that...the quantity
of physical equipment of all kinds available can be taken as fixed. I assume
homogeneous labor.” With both physical and human capital thus assumed
to be insignificant, there was no reason for Keynesian economists to worry
how they might be affected by tax policies. Incentives to produce were
considered less interesting than incentives to consume, since demand was
thought to create its own supply.

By the mid-1970s, though, Keynesian “demand management” had
been discredited by the experience of chronic stagflation, and the effects of
various taxes and subsidies on human behavior and incentives began to
receive considerably more attention. This was partly due to intellectual
advances, such as the pioneering work of Mirrlees on the theory of optimal
taxation, and the renewed emphasis on the microeconomic conditions for
economic growth among “new classical” economists, such as Barro and
Davies. Under the banner of “supply-side economics,” a new band of
unapologetic pro-capitalist politicians, led by Jack Kemp, Ronald Reagan
and Margaret Thatcher, turned tax reform into a major, worldwide move-
ment. By the end of the 1980s, over 50 countries — including all major
industrial countries — had significantly reduced their highest marginal tax
rates (see Appendix). Limited interest in similar reforms (which often
encompass privatizationand deregulation as well asreduced tax rates), has
even spread to the Soviet Union, Poland, Hungary, China and Vietnam.

Taxes are an important part of the cost of production, as well as the cost
of living. People generally have to produce more to earn more, except in
cases of theftorlegal “rent-seeking” (wasteful, negative-sum games involv-
ing the abuse of government power to acquire lucrative special privileges
atthe expense of others). It follows that a tax system which penalizes added
income will also penalize added output. Aside from the unrealistic, hypo-
thetical case of non-distorting taxes (e.g., a tax of so many dollars per
person), the specific details of the tax structure have an enormous impact
on behavior of individuals, and therefore of entire economies. Most taxes
introduce a “wedge” between what a productive activity is worth to
consumers and what the suppliers of labor and capital actually receive. Just
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as excise taxes on liquor and tobacco are partly designed to discourage the
use of those products, taxes on earning additional personal or business
income must likewise discourage the process of wealth-creation that lead
to such increased income. When taxes on effort and savings are high, for
example, choices are distorted in favor of additional leisure rather than
additional income and in favor of current consumption rather than future
consumption. The typical welfare state blend of demoralizing taxes on
success and generous subsidies for failure tends to produce fewer successes
and more failures.

At one extreme, the compulsion of taxation could be used to purchase
all goods and services, which could then be distributed to individuals on
the basis of various criteria, particularly political influence. Workers and
investors would, in effect, endorse their entire paychecks over to govern-
ment agencies, which would then decide who gets what sort of food,
housing and shelter. Such a system would have enormous difficulties in
motivating people to produce up to their true potential, since they would
have so little choice as to how the fruits of their efforts would be used. The
political marketplace, even in its most democratic forms, typically offers
the electorate only an infrequent choice between two or three package
deals. Voters might want some parts of the package offered by one political
party, some parts of those offered by another, and many things (such as
~ maximum individual choice) that are not offered by either. The package
deals that are offered are often meaningless anyway, since political officials
who get votes by offering something they do not deliver cannot be sued for
fraud.

A so-called “national economy” is nothing more than the activities of
individuals that involve producing and trading with one another. Not so
long ago, many observers thought the extent of government control over
these activities would become more and more extensive and detailed,
leaving fewer and fewer economic decisions to individuals. Heilbroner,
writing in 1959, expressed a view that remained common if not dominant
among Anglo-American intellectuals in the first three decades of the post-
war era:

As a means of beginning the huge transformation of a society, an
economic authoritarian command has every advantage over the
incentives of enterprise....Taking the long perspective of the de-
cades ahead, it is difficult to ignore the relative ‘efficiency’ of
authoritarian over parliamentary regimes as a means of inaugurat-
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ing growth...Today and over the foreseeable future, traditional
capitalism throughout most of the world has been thrown on a
defensive from which it is doubtful that it can ever recover.... [The]
road to abundance lead subtly but surely into the society of con-
trol....[The] trend of all industrialized nations, ourselves included
[is] toward some form of economic collectivism.

The confident consensus of the early postwar era — that economic
liberty would be increasingly obsolete, replaced by governmental control
— has been undermined by the evident stagnation or decline of living
standards in countries with socialist economies. The alleged advantages of
authoritarian planning have also been refuted by the vibrant success of
every economy thatinstead moved in the direction of reducing government
barriers to commerce and government disincentives to personal effort,
investment and entrepreneurship. The embarrassing success of capitalist
economies, most obviously in Asia, has now put socialism on a defensive
from which it is doubtful that it can ever recover. One reason is the
increased international mobility of capital, including human capital, and
the new information technologies that make it impossible to conceal how
well or how badly an economy is performing. Gordon thus notes “the
restrictions capital mobility and tax competition impose on [a country’s]
tax policy.”

Governments, like companies, must compete in producing the most
value at the lowest possible cost. Countries in which the marginal cost of
government is relatively high, particularly in relation to the value of
government services, will find it more difficult to attract and retain physical
capital, financial capital and human capital. Just as so-called “tax havens”
attract investment and immigrants, countries with punitive tax systems
face chronic “capital flight,” and a “brain drain.” When the effects of
taxation on international movement of resources are considered (as in
Gordon), the results can be quite different than when each country is
analyzed as an isolated island.

In addition to the new concern about keeping tax expenses competitive
among industrial economies, which is a key issue in the effort to integrate
European economies by 1992, there is also renewed interest in “market-ori-
ented” reforms in the Third World and Communist countries. Unfortu-
nately, the literature on “market-oriented” reform tends to be extremely
vague, typically calling attention to objectives rather than specific policies to
achieve those objectives. Wilson and Gordon, of the University of
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Michigan’s Center for Research on Economic Development, thus define
reform in such terms as “promoting the private sector” and “ending capital
flight and promoting foreign investment.” Within seven such empty boxes,
there is virtually no mention of taxation, except to “shift taxation burden
away from export sector.” In rare cases when specific policies are men-
tioned, they are not obviously “market-oriented.” For example, Wilsonand
Gordon suggest “ending government fixing of the exchange rate.” Yet
defining a weak currency in terms of a more credible currency (or gold),
and making it freely convertible, has always been a necessary, though not
sufficient, component of all successful plans for stopping a runaway infla-
tion — most recently in Hong Kong, Israel and Bolivia (Bruno).

There have been relatively few systematic attempts to compare taxes
and government spending between countries. The few global comparisons
that have been undertaken by official agencies, such as the International
Monetary Fund or U.S. State Department, typically rely on diplomatic
obfuscations (“market-oriented reforms” or “outward-looking strategies”)
and unacceptable simplifications. One such simplification is to look at tax
receipts as a percentage of gross national product (GNP) or gross domestic
product (GDP). Another is to focus on one particular tax, usually the
corporate profits tax. A third simplification, related to the other two, is to
look only at average tax rates on existing income rather than marginal tax
rates on additions to output and income.

Taxes “As a Percentage of GNP” Ignores
Incentives

A recent book from the International Monetary Fund, entitled Supply-
Side Tax Policy: It's Relevance to Developing Countries (Gandhi, pp. 27 & 46),
illustratesa common confusion between marginal tax rates and average tax
revenues actually collected at those rates:

Revenues from personal income taxes in industrial countries are
generally much higher thanin developing countriesbothinrelation
to gross domestic product and as a share of total tax revenue.
Presumably this explains why the greatbulk of the literature on the
incentive effects of tax regimes and of changes in marginal tax rates
on labor, savings, and investment decisions pertains to the devel-
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oped world....Regressions show that the ratio of income taxes to
total revenue (as well as to GDP) and the growth rate of output are
negatively related and that the regression coefficients are signifi-
cant, but this result does not hold in all specifications.

In these remarks, the IMF economists are simply treating the amount
of money collected from income taxes as equivalent to the impact of these
and other taxes on incentives. Because revenues from income taxes are a
tiny fraction of GDP, writes Tanzi, “it can be concluded that these taxes are
much less important...in developing countries than in developed coun-
tries.” Yet taxes can have extremely damaging effects on efficient economic
activity without yielding significant revenues. Indeed, the more damaging
the tax system is, the less revenue it will yield over time, because incomes
and sales will stagnate or decline in the overtaxed sector, and more and
more productive activity will disappear into the tax-free “underground
economy.” This is actually most obvious in developing countries, where
extremely high tax rates often push most productive activity underground,
thus yielding little or no revenue. Failure to generate revenue, though,
certainly does not mean the high tax rates have no bad effects, as Tanzi and
other IMF economists suggest. On the contrary, underground enterprises
lose economies of scale by the necessity to stay small in order to avoid
detection. They also lose efficiencies of communication, such as the ability
to advertise or to efficiently recruit the best workers. Even the vital efficien-
cies of a monetary economy are often lost, as commerce instead resorts to
primitive barter in order to avoid both explicit taxes and also to avoid the
tax on cash balances due to chronic devaluation and inflation.

Ironically, the bibliography of the IMF volume cites a few of the earliest
studies on the effects of changes in marginal rates in developing countries,
including Reynolds, Rabushka-Bartlett and Wanniski. All of these compar-
ative studies emphasize very clearly that steep tax rates both damage
economic growth and make taxes virtually uncollectible. Since GDP grows
slowly, if at all, the tax base likewise grows slowly, if at all. Far from
indicating that “the incentive effects of...changes in marginal tax rates” are
insignificant in developing countries, as the IMF volume repeatedly sug-
gests, the poor revenue yield from extremely high tax rates instead indi-
cates that marginal tax rates can be sharply reduced, with the government
then collecting a smaller increment of an expanding economy rather than
attempting to collect a huge percentage of zero growth.
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Excessive Emphasis on Corporate Income
Taxes

Another excessive simplification is to focus almost exclusively on a single
category of taxes. Most of the IMF volume thus concentrates on income
taxes, as though production decisions and costs were completely unaf-
fected by Social Security taxes, sales taxes or tariffs. Even worse, many
international comparisons have been limited to only the corporate income
tax. A recent report for the U.S. Agency for International Development, by
Frost & Sullivan Inc., ranks the “investment climate for international busi-
ness” by 14 criteria, such as “labor conditions” and “regime stability.”
Following the State Department as the “primary source,” only 2 of the 14
criteria listed by Frost and Sullivan have to do with tax policy. The only
taxes that matter, in this State Department-AID view, are the “level of
corporate taxes” and “investment incentives..in the form of tax holi-
days...and subsidies.”

This quasi-official emphasis on corporate taxes and subsidies is far too
narrow on both factual and theoretical grounds. At the factual level, corpo-
rations typically exert sufficient political clout to keep corporate tax rates
relatively low, particularly for foreign corporations, and subsidies and
special tax breaks relatively high. Prior to 1989 tax reforms, for example,
the highest corporate tax rates were 33-35% in Mexico, Brazil and Argen-
tina, while maximum individual tax rates were 45-50%. One reason that
large multinational corporations are often able to gain preferential tax
treatment, aside from their obvious importance as a source of funds for
politicians, is that the employment consequences of a large company
locating ina country, or leaving, are far more conspicuous than the inability
of a small, local enterprise to even get started (without evading taxes and
regulations).

It is not even correct to regard the corporate tax as the only relevant
direct tax on the income of business enterprises, since many domestic
businesses are not incorporated, and are thus taxed at the higher rates
typically imposed onindividual income. Even incorporated domestic firms
do not qualify for the “tax holidays” apparently favored by State Depart-
ment researchers, and instead bear higher tax rates to compensate for
revenue loss of a temporary zero tax on new foreign competitors.
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Corporations are not organic entities that are able to bear tax burdens,
any more than their buildings can bear a tax. A tax on corporate profits
must either be paid by those who invest in the company, those who work
for it, or those who buy its products. But replacing any corporate profits
tax with a more obvious and direct tax on a company’s stockholders,
workers and customers would have a similar effect in reducing the
company’s opportunities for profitable production, and its offers of em-
ployment.

The familiar distinction between “business taxes” and “people taxes,”
which is the subject of considerable corporate lobbying (sometimes dis-
guised as “studies”) is essentially irrelevant. All taxes are paid by individ-
ual producers, as suppliers of labor and capital. It is relatively insignificant,
in most cases, whether taxes are direct or indirect, corporate or personal.
Capital and labor bear all taxes, either through lower incomes or higher
prices. Indeed any tax itself may be considered a price —the price of
government —so that all taxes might thus be properly included in a broad
concept of the “cost of living.” Since accounting conventions instead count
only sales taxes as part of the cost of living, substituting an income tax for
a sales tax may appear to reduce the usual measures of consumer prices. Yet
the reality of reduced purchasing power for producers would not be
changed at all, even though the burden might be shifted from some people
to others.

Any “consumption tax” must actually fall on producers, because con-
sumption is the only motive for production. Moreover, the whole purpose
of taxes is to divert a portion of production away from uses determined by
markets toward uses determined by political authorities, so that any form
of taxation must reduce real rewards to producers in the market economy.
A proper comparison of taxation between countries must therefore attempt
to include the combined effects of all taxes.

Spending Measures the Average,
Not Marginal, Burden

Although expressing tax receipts as a percent of GNP is a wholly inade-
quate measure of the distortions and disincentives of a tax system, the same
is not true of government spending as a percent of GNP (or GDP). The ratio
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of government spending to GNP has considerable merit as arough measure
of the average burden of government activities on the voluntary activities
of private producers and consumers. Wolf estimates that “a 10% increase
in the ratio of government spending to GDP results in an expected decrease
of 1% in the average annual rate of growth in GDP” among developed
countries, and a 4% decrease among low-income countries. Spending ra-
tios, though, are incomplete, static and too aggregated.

Government purchases of goods and services (as opposed to transfer
payments) represent one form of claim on society’s productive resources
(labor, capital and natural resources) that are allocated through political
decisions rather than through markets. At reasonably full employment,
resourcesdevoted to politically-determined uses are simply unavailable for
market-determined uses, regardless of whether the government’s pur-
chases are financed by taxes, borrowing or creating new money. Persons
employed by the government cannot simultaneously be employed in pro-
ducing what consumers choose to buy. Energy and land devoted to gov-
ernment offices cannot simultaneously be used to produce, say, food,
clothing or shelter (which are still mainly produced and marketed by the
private sector, even in most socialist economies).

Subsidies and other transfer payments are often said to be different
than purchases, since they “merely” redistribute purchasing power among
people in the private sector rather than deflecting resources from private
to governmental uses. Yet this observation neglects incentives. The essence
of most transfer payments is to take part of the rewards away from produc-
tive individuals and firms and give them to those who do not work, do not
plant crops, or do not manage viable enterprises. That is, transfer payments
punish success in the marketplace and reward failure (they also punish
those who lack political clout and reward those who can best manipulate
the political system). Because transfer payments are a huge burden on the
productive portion of the private sector, they cannot be ignored. If all that
government did was to transfer more and more resources from workers to
non-workers, for example, the result would surely be fewer workers and
more non-workers, reducing the amount of real output left to redistribute.
As Gwartney and Stroup observe, “While the income transfers do not
directly reduce total income, the substitution effect associated with the
transfer will induce both the taxpayer-donors and the transfer recipients to
reduce their work effort.” For certain analytical purposes, it may indeed be
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legitimate to separate transfer payments from purchases, and even to
further divide government purchases between capital outlays and current
consumption, or between substitutes for private services (e.g., nationalized
health insurance) and services that the private sector is not permitted to
provide (e.g., defense, currency). But the use of fotal government spending
is nonetheless almost always sufficient to capture the general burden of
strictly fiscal costs of government, even though it excludes important
regulatory costs and uncertainties.

Although government spending thus approximates the true burden of
government on the private sector, the ratio of government spending to GNP
only measures the gverage burden at the moment, not the marginal burden
over time. Two countries could have the same percentage of GNP currently
channeled through government and yet have enormously different mar-
ginal tax burdens on future additions to GNP. The country with the lower
marginal penalty on added output and income would experience more
rapid growth of real GNP, so that real government spending could increase
just as rapidly as in the country with higher marginal tax rates and yet
nonetheless become smaller over time as a percentage of GNP. For this
reason, current government spending as a percentage of current GNP
should not be assigned too high a weight in evaluating the dynamic trends
toward more or less economic liberty. In many cases, a reduction in mar-
ginal tax rates can reduce the future ratio of government spending to GNP
by increasing private GNP. Indeed, an econometric comparison of 63 coun-
tries, by Koester and Kormendi, estimates that “a 10% revenue neutral
reduction in marginal tax rates would yield a 12.8% increase in per capita
income for LDCs and a 6.1% increase...for non-LDCs.”

Ratios of Public Debt to GNP

Just as the ratio of government spending to GNP can increase because of
relative weakness in private GNP, rather than unusual growth of govern-
ment, the ratio of government deficits or debt to GNP may likewise conceal
more than it reveals. Past debts may decline as a percentage of GNP because
the central bank is buying too much debt with new bank reserves or
currency. Such an inflationary monetary policy inflates nominal GNP rela-
tive to older debt issued at fixed interest rates. Switching to a less-inflation-
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ary monetary regime, as the U.S. did in the 1980s, may therefore appear to
increasedebtrelative to GNP. Yet the moreresponsible method of financing
government debt is nonetheless a beneficial reduction of the “inflation tax”
on those who hold cash balances and older bonds. To the extent that
governments can be bound by a credible commitment to non-inflationary
methods of financing their debts, they will be able to issue new debt (for
emergencies or capital outlays) at lower interest rates, thus reducing inter-
est outlays and the nominal budget deficit.

Using chronic inflation to reduce the ratio of domestic debt to GNP is
often worse than futile, since it can virtually destroy the government’s
ability to raise funds through either taxation or additional debt, as an IMF
study by Blejer and Chu points out:

If inflation brings about a fall in the capacity to raise taxes, to collect
the inflation tax on the monetary base, and to borrow abroad, it will
also increase the risk of default on the public debt...As such, it may
reduce the willingness of individuals to lend to the government.
This attitude on the part of the public will be reinforced by the fact
that the deterioration of the inflationary situation will increase the
probability of adoption of adjustment programs that might include
...higher income taxes on interest incomes....When individuals re-
ceive nominal interest payments, they are taxed on the total of these
payments without an adjustment for the effect of inflation. This fact,
per se, would induce a shift from financial assets (including govern-
ment bonds) toward real assets or foreign investments, since the
unrealized capital gains on real assets are tax free while the foreign
investments are often totally tax free.

Blejer and Chu also note that “the fiscal deficit is, under any circum-
stances, a crude tool for assessing the impact of fiscal policy on the econ-
omy.” Ina situation of high inflation, though, conventional measures of the
budget deficit become virtually useless. Attempts to reduce nominal bud-
get deficits through “adjustment programs” involving higher income taxes
can prove disastrous to incentives, as well as having the adverse effects on
the financial system that were emphasized by Blejer and Chu (e.g., provok-
ing capital flight and destroying the ability of government to sell bonds
rather than printing money). Despite the enormous emphasis typically
givento nominal budget deficits, particularly among developing countries,
this appears far less useful than a detailed investigation of the structure of
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taxes and expenditures, as well as the possible abuse of inflationary meth-
ods of financing deficits.

There isa somewhat better case to be made for comparing accumulated
debt-to-GNP ratios between governments, rather than just current budget
deficits. Those who analyze debts of developing countries often place
undue emphasis on foreign debt, and insufficient attention to domestic debt
— whichis often much larger and always pays a higher rate of interest. The
rationale for emphasizing foreign debt is that debts denominated in a
foreign currency must be serviced from hard currency earnings, which
requires either a trade surplus in excess of interest outlays on foreign debt
or a net capital inflow (i.e., a reversal of “capital flight”). A large foreign
debt might also appear to encourage inflation in countries like the United
States, where the debt is in the debtor's own currency. For developing
countries, though, the common IMF advice to repeatedly devalue curren-
cies will raise the amount of domestic currency needed to pay the equiva-
lent amount of dollars to creditors. That effect of devaluation increases the
nominal budget deficit, which has to be financed with new money because
chronic devaluation destroys the market for government bonds. Once
again, the usual emphasis on symptoms of bad policies — namely, budget
deficits and foreign debts — may actually lead to policies that make these
symptoms even worse, such as chronic currency debasement and oppres-
sive taxation. The prolonged efforts to impose “austerity” on troubled
economies (which invariably means austerity for the private sector) is as
flawed in concept as it has proven in practice. It is not possible to improve
the creditworthiness of debtors by reducing their prospective income.

Gordon points out some other difficulties arising from excessive em-
phasis on foreign debt:

Because of the tax system, governments of countries with a higher
inflation rate must pay a higher real interest on their debt. This is
necessary in equilibrium to compensate those who purchase the
debt for their higher taxable income....A high inflation country
could borrow in a foreign currency (for example, debt denominated
in dollars), and use the funds to retire any debt issued in its own
currency.

The idea of using debt-for-equity swaps to reduce the foreign debt of
developing countries illustrates a common confusion arising from insuffi-
cient attention to domestic debt, and to the necessity of financing that debt
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honestly, without simply issuing new money. Aside from direct swaps of
foreign debt for new shares of privatized companies, any other debt-equity
swap requires providing foreign creditors with more domestic currency,
such as pesos, with which to make direct or portfolio equity investments.
If the added pesos are simply printed, the result is higher inflation. If new
domestic bonds are instead sold to acquire the needed pesos, this merely
substitutes high-cost domestic debt for foreign debt that bears a lower
interest expense.

Although the ratio of overall foreign and domestic government debt to
GNP may provide a rough guide to the future qverage burden on taxpayers,
it must be handled with great care. Whether the debt can be financed in an
inflationary or non-inflationary manner (that is, whether a viable market
for fixed-income bonds can be restored) is often at least as important as the
current level of debt itself, though the two issues cannot be entirely sepa-
rated. Moreover, the marginal cost of taxation can usually be alleviated, with
favorable effects on future economic expansion. A larger economy, partic-
ularly one with low inflation, can more easily service existing debts, and
also finance plant and equipment with new issues of private equity instead
of new government debt. In the absence of any single measure that ade-
quately captures important marginal and dynamic elements of alternative
methods of servicing past debts, it appears preferable to instead focus on
minimizing government consumption expenditures and transfer pay-
ments, while reforming the tax, tariff and regulatory structure to make the
marginal costof government lessdamaging to productive effortand invest-
ment.

How to Compare Tax Structures

The Table, “Maximum Tax Rates,” summarizes the key features of tax
systems among five Latin American countries. Under the category “Indi-
vidual Income Tax,” we use the maximum marginal tax rate (reported for
a number of countries in the Appendix) and the income level, or “thresh-
old,” at which individuals and unincorporated enterprises encounter that
highest tax bracket. The thresholds are expressed in U.S. dollars (and
rounded) to make them comparable, using market exchange rates at the
end of 1988. Wherever key features of the tax system are automatically
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indexed for inflation, such as individual thresholds in Argentina, this is
indicated by the word “indexed” in the appropriate category. In general,
the lower the maximum tax rate and higher the threshold, the higher a
country would rank in this particular tax category. A number of countries
have no income tax at all, so Bolivia’s new 10% flat tax (with value-added
taxes deducted from it) only scores 9 on a scale of 1-to-10, rather than a
"“perfect 10.” Bolivia’s combined income-VAT rate is so low, that the low
threshold (which exempts double the low minimum wage) scarcely matters.

Although Mexico’s newly-reduced 40% tax rate for 1989 does not
appear much worse than Argentina’s reduced 35% rate, the top tax rate in
Mexico is reached by people with only one-fourth the level of those in
Argentina’s highest bracket. Moreover, the absence of indexing in Mexico
(there was some de facto indexing only in 1979-82) could make the difference
even wider in the future. To make matters worse, moving from Mexico’s
38% bracket (at an income of only about $7000 a year) to the 40% bracket
at $13,000 involves subjecting total income to the 40% rate, not simply the
marginal increase. For these reasons, Argentina (and the similar tax in E1
Salvador) gets a score of 5 in this category, and Mexico is downgraded to
a 3. Brazil’s low tax rate, cut in half for 1989, is partly offset by the low
threshold and recent repeal of indexing, but still rates a 6.

The fact that Mexico’s individual tax system still looks relatively harm-
ful, despite two recent reforms cutting the tax rate to 40% from 55%, is
another lesson in why tax revenues can be an extremely misleading guide
to the importance of tax rates. Mexico’s top tax rate was 35% in the mid-
1960s, and the threshold at which top rate applied remained reasonably
high well into the 1970s —about $120,000 in 1979, for example. As chronic
currency devaluationsand virulent inflation pushed moreand more people
into the highest tax brackets, though, economic activity either stopped or
went underground, provoking further currency crises, etc. Mexico thus
provided an extreme example of the “stagflation” that infected many
countries even earlier, and for the same reasons — mainly, easy money and
punitive taxation (see Reynolds, 1985). By the early 1980s, the largely
tax-exempt “informal” sector was already estimated to account for 42% of
Mexico’s urban employment (Inter-American Development Bank, 1987).
At the same time that Mexico’s tax rates were at an all-time high, and
thresholds reduced to one-tenth of what they were in 1979, revenues from
Mexico’s individual income tax have fallen dramatically in real terms.
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Maximum Tax Rates: 1989
Argentina Brazil Mexico  ElSalvador  Bolivia

Individual | 35% @ 25% @ 40% @ 35% @ 10% @
Income $51,000 $13,000 $13,000 $50,000 $100
Tax indexed

Social 47.5% no 18-22% 9-11% $600 2-8% $277  12%mno
Security | limit. $581 max max corp. max full limit full
Tax worker corp. deduction deduction deduction

deducts 10% deduction only
of 16% from only
income tax

VAT or 14% VAT 8-300% on  15% VAT selective 10% VAT

Sales goods 9- 20% on exercises &  deductible
Tax 25% on luxuries 2-5% stamp  from income
services fee tax
Wealth 15% none 2% on 2.5% on 2% on corp.
Tax (1.25% business business —  net worth
corp.) assets w/ no deduction
credit
against
income tax
Investor | zeroon taxed as 0-21% on 30% on interest &
Taxes interest from = income @ interest from capital dividends
bank 25% with bank gains.upto taxed @
deposits &  somespecial deposits &  60% interest 10%
govts. 0- incentives govts. 10%  dividend Zero tax on
15% on on dividends capital gain
capital or 40% if no & foreign
gains. 32% corp. tax of investments
on dividends capital gain
on stock

Corporate | 33% +1local  30% (6% 37% (35%  35%taxon 1%+

Profits license farm)+10% in’91) corporate property &
Tax surcharge indexed + vehicles w/  credit against
5% local compulsory  income tax
profit
sharing 10%
of profit

Source: Price Waterhouse
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Expressing individual tax receipts in 1980 pesos, using the consumer price
index, real revenues fell by 82% from 1982 to 1987 — from $121.2 billion to
$66.6 billion (in 1980 pesos). Since real GDP also declined, revenues did not
fall so badly “as a percentage of GDP,” but that method of calculation
ignores the bad effects of onerous taxes on GDP itself. Governments cannot
pay their bills with “percentages of GDP,” but instead need growth of real
revenues, which ultimately must come from growth of the real tax base
(mainly, private jobs and profits).

The next category in the table, Social Security, assumes that all payroll
taxes are borne by workers, even if ostensibly financed by employers.
Employers are indifferent between paying higher wages or higher wage-
related taxes, and the sum of the two cannot exceed the workers” marginal
product or the employer will go bankrupt. Social Security tax is Argentina’s
disaster area. The employer and employee each pay 13% of wages and
salaries for state pensions. Employers also pay 4.5% for social health, and
employees 3%. Employers alone pay another 9% for a family allowance
fund, plus 5% for a housing fund. It all adds up to an astonishing 47.5%.
The 47.5% is also the marginal burden since there is, as the table indicates,
no limit, or ceiling, on the amount of income subject to these taxes. In
countries where there is such a limit, the approximate maximum tax is
shown. A maximum Social Security tax means the marginal rate on added
income declines to zero at some income, since added income brings no
added tax. Moreover, the ceiling on income subject to this tax, where it
exists at all, is not terribly high within this sample, so three countries with
such a limit gain 1 or 2 added points in our ratings.

Corporations can almost always deduct Social Security tax payments
from the corporate income tax, but this is not always the case with individ-
uals (evenin the U.S.). In Argentina, individuals are supposed to pay 16%
for Social Security and health, but only 10% (including, quite reasonably,
private pension plans) can be deducted from income tax. In reality, the
Social Security tax is so onerous that employers and employees have a
powerful incentive to evade the tax and split the savings. In the process,
they must also evade individual income taxes (which wouldn’t be so bad
if they were not added to huge Social Security taxes) simply in order to
avoid detection. Tanzi shows that Argentina’s absurd Social Security taxes
collect relatively little revenue — only 3.4% of GDP, less than half of what
Brazil collects. The individual income tax, when rates were much higher
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than they are now, collected virtually nothing — less than one-half of one
percent of GDP. This illustrates, once again, why revenues are such a poor
guide to the destructive nature of punitive tax rates.

Argentina clearly rates a score of 1 on Social Security tax, only because
we're not handing out zeros. El Salvador is the best in this group, with a
tax that declines to 1% on employers and employees as income rises, and
then stops altogether at a modest level. To make it even better, ordinary
workers can deduct their Social Security tax from income tax. Give El
Salvador a 7 for this tax. Mexico and Bolivia each get a 5, for different
reasons (Mexico’s tax has a ceiling, Bolivia’s is deductible). Brazil rates a 3
for high tax rates (albeit with a ceiling), and no deduction for individuals.

The next category is VAT or sales taxes, which would include turnover
taxes and excises as well. Some of the best economies in the world, such as
Japan and the U.S., have gotten along just fine with very modest sales taxes,
which has to give nearly all the Latin American countries a low score. The
worst, perhaps in the world, is surely Brazil. Brazil slaps a variety of sales
taxes on everything, including services, with rates up to 300%. On domestic
sales taxes alone, Brazil gets a score of 1. And that isn’t even counting steep
sales taxes on imports (which have recently been reduced a bit).

Tariffs are somewhat beyond the scope of this paper, since they are an
implicit subsidy to protected industries as well as a revenue source. It is
worth recalling, though, the idea of prohibitive tariffs — tariffs that yield
little or no revenue because they make it impossible to conduct the activity
being taxed. The relevance is that there are prohibitive taxes, as well as
prohibitive tariffs, and these too yield less revenue than a lower tax would
yield. Mexico, for example, found that revenues fell when tax rates were
increased from 10% to 30% on minks and jewels (Gil Diaz). The sharp
reduction of tariffs in Chile was followed by so much more rapid an
economic expansion that the effect on overall revenues (not just the tariffs
themselves) was undoubtedly positive.

Scoring other countries on sales tax, Bolivia’s deductible VAT is the
best, but there are still some 30-50% taxes on “sins” and “luxuries” that
brings the score down to 5. El Salvador also distorts choices with selective
taxes on consumer goods the government doesn’t like, though these taxes
are not nearly as bad as in Brazil. El Salvador’s stamp tax of 2-5% on all
sorts of documents is a primitive nuisance. Give El Salvador and Argentina
a4. Mexico’s VAT is fairly new, introduced at a lower rate at the start of the
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decade, and it may be no coincidence that the economy’s worst perfor-
mance in history (and therefore falling real revenues from other sources)
has been while the VAT has been in effect. To be generous, score Mexico a
3 on sales taxes.

Wealth tax should properly include property, gift and inheritance
taxes, which are not very significant in this particular group of countries.
There are, though, direct taxes on corporate net worth in four countries in
our sample, and one on individual net worth. In fairness, these taxes have
to be viewed in combination with the following categories — taxes on
individual investors and on corporate profits. Bolivia, for example, uses a
corporate net worth as a virtual alternative to a corporate profits tax, and
Argentina’s wealth tax on individuals is combined with fairly light taxes
on interest, dividends and capital gains. But those features will result in
fairly good scores in the other categories. The sheer existence of any wealth
tax, which is quite rareamong successful economies, precludesa high score.
After all, individuals and corporations acquire wealth out of after-tax
income (which is also true of assets left to heirs), so it is an inherently nasty
double tax on the virtues of acquiring assets and keeping debts down (as
opposed to spending everything on champagne and caviar, and then
buying more on credit).

Brazil gets a 10 for not having a wealth tax. Mexico gets a 6 for allowing
a credit against business income tax. Bolivia’s score is 5, El Salvador’s is 4,
and Argentina’s (because individuals are included, at a higher rate) is 3.

Investor taxes obviously overlap with corporate and wealth taxes, but
are separated in order to convey the flavor of the ways in which the overall
tax system treats income from capital relative to income from labor. This
distinction is rarely neat. Social Security taxes are clearly taxes on labor,and
wealth taxes invariably exclude human capital (e.g., a doctorate degree).
But consumption taxes fall on consumption from either labor income or
capital assets. And although wages and salaries account for 76% of the
individual income tax collections in Mexico, for example (Tanzi), income
from noncorporate business and capital investments is small relative to
iabor income, so that a 24% share means non-human capital is nonetheless
quite heavily taxed by the individual income tax.

Nearly all of our sample countries, like many advanced industrial
countries, tax capital gains on financial assets relatively lightly, or not at all.
A purist might properly object that this distorts investments toward assets
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expected to appreciate, rather than yield interest or dividends. Yet no
country has found a practical way to tax capital gains in ways that theorists
would prefer — which would involve full deduction of capital losses
(which makes it easy to avoid the tax by timing strategies), indexing for
inflation (which ought to apply to old assets too, though that would lose a
lot of revenue), and taxation as gain accrue rather than when realized
(whichissimply too difficult). Any capital gains tax is essentially voluntary,
since nobody has to sell the assets they have, or to buy more of the kinds
of assets subject to that tax (a high capital gains tax in the U.S., for example,
may well have made interest on junk bonds more attractive than holding
stocks in promising new companies that do not yet pay dividends). Indeed,
the problems are so tricky, and evasion so easy, that alow tax rate on capital
gains may be the best of possible worlds. Mexico’s capital gains tax of zero
on stocks, though, looks a bit foo generous, since revenues foregone must
be replaced with some other tax.

For our comparative ratings, it is reasonable to assume that any low tax
rate is almost always preferable to a higher tax rate. A country in which all
tax rates are low and investors get no special deals will always get a better
overall score (closer to 10) than a country that taxes the stuffing out of, say,
payrolls and sales, and then gives a big break for capital gains. Tax breaks
for investors are not obviously more desirable than tax breaks for, say,
working overtime or going to school. Yet nearly everyone is both a worker
and investor at some point in his or her life cycle, so tax relief for investors
is better than taxing everything at steep rates.

Taxes on investors are too often a device for tilting capital toward uses
determined by political rather than market forces. Argentina and Mexico
give investors a special break on bonds issued by the government, for
example, rather than bonds issued by private companies. Capital gains on
certain investments in the same countries are completely exempt (usually
investments in big companies), while other gains are not. Brazil’s new 25%
tax is less distortionary, and thus rates the same score of 5 given to
Argentina and Mexico, whose rates are sometimes lower, sometimes
higher. El Salvador’s tax rates are the highest in this group, and investors
don’t fare much better, so the country gets a 3. Bolivia tops the list again,
with rates of 10% or zero deserving an 8, even though letting Bolivians pay
zero only on foreign investments sounds like an open invitation to capital
flight (Balassa).
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The final category is too often the first or only tax considered, namely,
the corporate profits tax. In reality, this tax is almost always lower than
individual income tax rates, and much lower than the combined effect of
income, payroll and sales taxes on workers. Bolivia has virtually no corpo-
rate income tax, and thus rates a 9. Argentina, Brazil and El Salvador have
comparable effective rates, for a score of 5. Mexico imposes compulsory
profit sharing, at 10% of taxable profit, which cuts that country’s score to 4.

The Table, “A Scorecard on Tax Regimes,” summarizes the ratings
discussed above. The trick is to weight the relative importance of various
taxes. Weightings could be based on the relative importance of various
taxes as revenue sources, but some of the worst taxes yield the least
revenues. The individual income tax is surely by far the most important,
since virtually all activity is subject to it. Indeed, the individual tax on
corporate interest, dividends and capital gains is often more significant
than the corporate tax itself. Having assigned a 40% weight to the individ-
ual income tax, the rest of the weighing scheme must be regarded as a
matter of rather arbitrary judgement. Actually, the most onerous taxineach
country merits the highest weight, so that Social Security tax could be given
a higher weight in Argentina, consumption taxes a higher weight in Brazil,
and so on. This notion seems worth exploring, but this paper will nonethe-
less use the same weight for each country.

A Scorecard on Tax Regimes
(scale of 1 to 10, where 10 is perfect)
Argentina  Brazil Mexico  Salvador  Bolivia
Individual Income 5 6 3 5 9
(40%)
Social Security 1 3 5 7 5
(15%)
VAT or Sales 4 1 3 4 5
(15%)
Wealth 3 10 6 4 5
(5%)
Invest 5 5 5 3 8
(10%)
Profits 5 5 4 5 9
(15%)
TOTAL 4.2 48 38 49 75
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The tax scorecard may be compared with two very aggregate measures
often used to evaluate countries, namely budget deficits and government
spending expressed as a percentage of GDP.

Central Government Spending and Budget Deficits
as a Percentage of Gross Domestic Product
(1987, or most recent available year)

Argentina Brazil Mexico Salvador Bolivia
Deficit 8.0 11.8 14.0 15 06 %
Spending 19.1 37.9 30.7 155 12.2

These summary measures of government spending and borrowing,
relative to the overall size of the economy, happen to rank countries in ways
not so different from our tax scorecard (Bolivia is still the best and Mexico
the worst). Yet these conventional aggregate measures nonetheless seem
more primitive and misleading than our details about the tax structure.
Looking at theratio of spending to GDP, Argentina appears to be a country
in which government is relatively small and unobtrusive, but its taxes and
regulations are usually worse than those of Brazil. Bolivia really does have
a small government, but was nonetheless forced to finance it with
hyperinflationary money creation until 1986, when the top tax rate was
slashed to 10% and real revenues soared (Reynolds, 1990). Besides, these
measures are largely determined by past policies (including monetary
policies that can inflate nominal interest rates and therefore the apparent
deficit). A new government which plans significant reforms to increase
individual choice and opportunity ought not to be prematurely condemned
because of inherited debts, or even because of spending that may look high
(relative to GDP) largely because private GDP is so low.

Conclusion

Systematic comparisons of tax and spending regimes are of interest to
private entrepreneurs, professionals and investors, to help them to decide
where to locate their skills and capital. For similar reasons, tax comparisons
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are of interest to government policymakers, to help them to understand
whether their tax systems are competitive, attracting or repelling produc-
tive effort and investment. Conventional measures of spending and debt
as a percentage of GNP often merely measure symptoms of other problems
—including oppressive taxation, capricious regulations, insecure property
rights, protected and subsidized government monopolies, and money of
unpredictable value.

The details of the tax structure capture one of the principal means by
which statism constrains the productive actions of individuals. These de-
tails can be measured with reasonable accuracy and (unlike spending
“priorities”) compared with minimal subjectivity. There is no reason to
isolate a particular region, as we have done in this paper, because the
competition for industrious people and their capital knows no national
boundaries. An iron curtain may keep people’s bodies within a country,
against their will, but they will scarcely be motivated to work to their
potential.

Case studies of national tax and spending systems would be a useful
supplement to the relatively mechanical overview of this paper. Yet exist-
ing case studies, such as Pechman or Fels & Von Furstenberg, are usually
written by several different economists, with different views on what is
important. As a result, they are not suitable for comparative studies. There
have been a few efforts to compare overall average tax rates (Marsden),
and, far better, even marginal rates (Reynolds 1985, 1989; Rabushka-Bart-
lett). But the methodology of calculating the combined marginal effect of
numerous taxes (some with deductions and ceilings) requires courageous
assumptions and some complexity, which makes the exercise relatively
inaccessible to busy businessmen and politicians (Frenkel). The concept of
“average marginal rates” is also no substitute for the details. A country in
which half the population (employees of multinationals) faced a 90% tax
bracket, while the other half (farmers and cocaine merchants) were com-
pletely exempt might be said to have an “average marginal rate” of 45%,
yet the effect would be much more discouraging and distorting than a flat
45% rate.

Assigning index numbers to the various elements of the tax code, such
as the 1 to 10 scale used here, holds considerable promise as a relatively
clear, and therefore effective, measure of this important aspect of economic
liberty.
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Maximum Marginal Tax Rates on Individual Income
1979 1989 1991
Argentina 45 35 30
Australia 62 49 47
Austria 62 50 50
Belgium 76 71 55
Bolivia 48 10 10
Botswana 75 50 40
Brazil 55 25 25
Canada (Ontario) 58 45 47
Chile 60 50 50
Colombia 56 30 30
Denmark 73 73 68
Egypt 80 65 65
Finland 71 44 39
France 60 53 53
West Germany 56 56 57
Greece 60 50 50
Guatemala 40 34 34
Hungary 60 55 50
India 60 53 50
Indonesia 50 35 35
Ireland 65 53 53
Israel 66 48 48
Italy 72 50 50
Jamaica 58 33 33
Japan ' 75 50 50
S. Korea 89 ‘ 50 50
Malaysia 60 45 35
Mauritius 50 35 35
Mexico 55 40 35
Netherlands 72 72 60
New Zealand 60 33 33
Norway 75 54 49
Pakistan 55 45 50
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Maximum Marginal Tax Rates on Individual Income
1979 1989 1991
Philippines 70 35 35
Portugal 84 68 40
Puerto Rico 79 43 36
Singapore 55 33 33
Spain 66 56 56
Sweden 87 75 50
Thailand 60 55 55
Trinidad & Tobago 70 53 35
Turkey 75 50 50
United Kingdom 83 40 40
United States 70 28 31

Sources: Price Waterhouse, International Bureau of Fiscal Documenta-
tion, Tax Notes, Reuters, Financial Times.
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Discussion

Tom DiLorenzo thought that some marginal measure should be used to see
how government absorbs additional income each year. Alvin Rabushka
worried that Price Waterhouse figures about tax rates may often refer to
foreign residents, and domestic residents may be very different. The best
source of evidence on this, he suggested, is from the International Bureau
of Fiscal Documentation. Milton Friedman pointed out that the measure-
ment of taxation goes hand in hand with the attempt to measureregulation.
It makes no difference if the government taxes a company to prevent
pollution or requires a company to install pollution equipment. They both
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create the same kind of distortions. Similarly, zoning regulation is a wealth
tax. Alvin Rabushka mentioned that he had been involved in developing
some measures of this kind of indirect taxation and that you have to be
careful not to double count. For example, an overvalued exchange rate is
an indirect tax on exporters. Thus if you study this problem area by area,
you may pick-up some of this in specific categories.

Jack Carr mentioned that this assumes that more taxes reduce economic
freedom. Yet a country like Israel may pay more taxes to safeguard its
economic freedom in the future. You need to look at the whole to see what
the taxes are spent on. Milton Friedman suggested that some of Israel’s tax
burden is for the military safeguarding of freedom, but there is a large
component of their expenditures that reduce the economic freedom they
are trying to safeguard. Alvin Rabushka took issue with Jack Carr arguing
that although you might want to assess expenditures as to their freedom
enhancing or diminishing effects, the cost of the taxes will reduce freedom
regardless of the use to which they are put. A tax is a tax is a tax.

Easton argued that Reynolds should measure both the marginal and
average tax rates. The marginal shows distortions, the average helps cap-
ture a total amount of the distortion. Milton Friedman pointed out that the
cost of taxation is much higher than the proceeds to the government. James
Gwartney reminded the audience that there are at least two tax rates that
generate the same level of tax revenue, yet one may be more onerous than
the other.

Juan Bendfeldt felt that other tax measures should be taken into ac-
count. The social security taxes should be considered. Further the quality
of service should be counted in any measure. Regardless of the rates of tax,
it is hard to tell what you are getting. The mix of both taxation and
expenditure is an important element in considering the effect on economic
freedom which may be diminished both from the tax and expenditure sides
of the equation. Jack Carr responded that there is a complex problem here.
If there is some kind of agreement—say an original confederation—and the
winners are going to compensate the losers, then we run the risk of looking
at the compensation devices and claiming that they are reductions in
economic freedom. We need to know the nature of the original agreements
in place to evaluate the pattern of taxes and expenditures. We are assuming
that benefits should equal costs for every taxpayer. Further, we need to look
at the whole tax system. If one country has a tax on gasoline and another a
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toll for road use, we will count the first as less free even though the cost of
collecting the toll may far outweigh the costs of collecting the tax on
gasoline. Walter Block suggested that this would not be a problem for an
index as the tolls will be picked up in the regulation section which would
correspond to a lower tax rate while the tax measure would be higher in
the other country which would correspond with a lower cost of regulation.
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