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"I believe that free societies have arisen and persisted only
because economic freedom is so much more productive
economically than any other method of controlling
economic activity."

(Milton Friedman, Foreword in Gwartney, et al., 1995)

Since the time of Adam Smith, if not before, economists and
economic historians have argued that the central ingredients for
economic progress include freedom to choose and supply resources,
competition in business, trade with others, and secure property rights
(North and Thomas, 1973). In 1962, Milton Friedman boldly asserted
in Capitalism and Freedom that economic freedoms, in the form of free
markets, and political freedoms, in the form of civil liberties and
democracy, were necessary conditions for the attainment of high levels
of per capita income. The objective of this research is to measure the
impact of political and economic freedom on economic growth for a
cross-section of nations during the 1970-2000 time period. In CapitakIrm
and Freedom, Friedman (1962) contended that price support programs in
agriculture and trade barriers were not only unjustifiable, but hampered
economic growth. Today, it is widely accepted among economists that,
ceteris paribus, countries with fewer restrictions on trade will grow faster
than those nations that place restrictions or barriers on trade.

Duncan and Quang (2004) found that trade liberalization can
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lead to faster economic growth by reducing distortions in relative prices
and allowing activities characterized by comparative advantage to
flourish. Bhagwati and Panagariya (2003) claimed that sustained
economic growth can not be achieved without rapid growth in trade,
which requires a reduction in trade barriers. This claim is based on the
alternative result of trade diversion' which can cause the misallocation
of resources and have adverse effects on the economy. Bhagwati and
Panagariya (2003) also stated that in the last four decades there is
virtually no example of a country with sustained rapid economic growth
possessing high and non-declining barriers to trade. Therefore,
openness to international trade is included in a regression model to
quantify the impact of government intervention in international trade
on economic growth. The results provide some empirical evidence that
Friedman's hypotheses are correct, contributing to our understanding
of the relationships between political freedom, economic freedom, and
economic growth. The results also show that nations with higher
degrees of openness to international trade have been characterized by
higher levels of economic growth.

The Role of Political, Civil, and Economic Freedom in
GDP Growth

Several studies, including Vega-Gordillo and Alvarez-Acre
(2003), have quantified a direct correlation between the levels of civil,
economic, and political freedom and the rate of national economic
growth. Gwartney and Lawson (1997) defined political freedom as a
situation where citizens are completely free to participate in the political
process; and where elections are fair, competitive, and free from
corruption. They also defined civil liberties to include freedom of the

'Trade diversion refers to the shifting of trade away from a low-cost producer
towards a higher-cost producer, as a result of a reduction in trade barriers with the
country of the relatively high-cost production.
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press, freedom of association, freedom of religion, and freedom of
speech. Economic freedom is defined by Freedom House (2004) as the
presence of these characteristics: (1) property acquired without the use
of force, fraud, or theft is protected from physical invasion by others;
and (2) citizens are free to use, exchange, or give property to another as
long as their actions do not violate the identical rights of others.

Vega-Gorclillo and Alvarez-Acre (2003) proclaimed that
democracy should facilitate economic growth through the development
of an institutional framework that is more compatible with incentives
to engage in productive transactions. Wittman (1989, 1995) and Baba
(1997) argued that democracy enables the development of institutions
that guarantee the transparency of the policy-making process and that
institutions such as property rights are crucial to economic growth.
Rodtick (2000) demonstrated empirically that participatory democracies
are associated with higher-quality growth, defined as more predictable
long-term growth rates, greater short-term stability, better resilience to
adverse shocks, and a broader distribution of wealth.

Numerous studies have demonstrated a positive correlation
between economic growth and political rights and economic freedom,
including Gastil (1978), Scully (1988, 1992), Goldsmith (1995), and
Leblang (1996). However, Przeworski and Limongi (1993, 1997) and
Barr° (1996) found little to no correlation between political rights,
democracy and economic growth. Barro (1996) found a nonlinear
relationship between democracy and growth: democracy enhanced
growth at low levels of political tights or freedom, but depressed growth
as more political freedom was obtained. Although there are exceptions
throughout the literature, economic theory suggests that the adoption
of economic freedom by a society is more likely to promote higher
economic growth than a society that is characterized by lower levels of
economic freedom. Gwartney et al. (1995) pointed to several
fundamental reasons why this theory is likely to hold. First, secure
property rights and low taxes will encourage individuals to engage more
intensely in productive activities. Second, greater freedom of exchange
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will expand the realization of gains derived from specialization and
economies of scale. Gwartney et al. (1995) asserted that freedom to
enter and compete in markets can enhance both efficiency of
production and direct resources to their most highly-valued sources.
Further, they provided evidence that economic, political, and civil
freedoms are related to economic growth. Even if democracy exists,
protectionism can diminish economic growth, even with the existence
of economic, political, and civil freedoms. This possibility is the
foundation upon which the present research is built.

According to Bhagwati and Panagariya (2003), we now have
considerable evidence supporting the hypothesis that openness is a
necessary condition for rapid economic growth. This is backed by
findings that conclude that impediments or distortions to trade (tariffs,
quotas, subsidies) lower economic growth (Dollar, 1992; Ben-David,
1993; Sachs and Warner, 1995; and Frankel and Romer, 1999). Studies
that found a negative relationship between trade liberalization and
growth are typically associated with heavily-regulated economies
(Djankov and Murrell, 2003; Wacziarg and Wallack, 2004). Bolaky and
Freund (2004) stated that for economic growth to reach its peak, the
government must not only liberalize trade, but also needs to deregulate
industry. This result reinforces Duncan and Quang (2004), who found
that even if trade liberalization and democratization are implemented,
economic growth can be mitigated through government intervention.

Many studies have shown that the removal of trade barriers, or
increasing the degree of openness, has led to higher levels of economic
growth. Sachs and Warner (1995) concluded that an index used as a
degree of openness is positively correlated with domestic growth. Dollar
and Kraay (2001a, 2001b) found that more trade, or openness,
promotes growth. Trade between nations is often reduced by a tax on
international trade, or tariffs on imported products from other
countries. Grossman and Helpman (1995) asserted that regional trading
blocs are not a movement toward free trade. Instead, they cause more
trade diversion than trade creation: a reduction of trade barriers, even
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when free trade exists to certain trade partners, can decrease domestic
GDP per capita.

Conceptual Model
Using data from the Organization for Economic Co-operation

and Development (OECD) countries, a multiple regression is used to
test whether openness to trade, political rights, civil liberties, subsidies,
and taxes on international trade had an impact on economic growth, as
defined by the level of per capita GDP. As political and/or civil rights
are enhanced, we expect increases in the level of per capita GDP. It is
hypothesized that as government subsidies increase, per capita GDP
decreases. Trade barriers ate also expected to lower per capita GDP,
since resources are not allocated to their highest-return use, and
consumers are unable to purchase goods and services from the
lowest-cost source. Multiple regression models are developed to test the
hypothesis that less government intervention and economic freedom are
associated with higher levels of per capita GDP.

Model
Four OLS regressions were estimated to quantify the

relationships between government intervention, the level of political
rights and civil liberties, subsidies and taxes on trade, and the natural log
of per capita GDP (LNGDP), as in equation (1):

LNGDPit = a + Bi Popit + B4Openi, + B3 Civi4, + B4Taxi, + B5Subit + eit
	 (1)

where Pop is the population (World Bank, 2005) for a nation i in year t.
Open refers to the share of trade as a percentage of GDP in nation i in
time period t, defined as exports plus imports divided by GDP (Penn
World Table, 2004). Citnlis the Freedom House value for civil liberties
for nation i in time period t. Taxrepresents taxes on international trade
as a percentage of total revenue in nation i in year t, and Sub is the
percentage of total public expenditures in GDP (Penn World Table,
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2004). Since civil liberties and political rights are correlated, separate
regressions are estimated to capture the impact of each measure on
economic growth.' A second regression replaced Civil with political
rights:

LNGDP4 = a + BiPopi, + 1320penit + 133Politicalit+134Ta.; + 135Subit+ eit 	 (2)

where Political is the Freedom House measure of political tights for a
nation at time period t. To test if the aggregate status of the degree of
freedom of a country is a determinant of the level of per capita GDP,
a third regression was estimated, as in (3):

LNGDPi, = a + BiPopit + B2Openi, + B3Statusit + 134Tax;t+ B5S ubi, + eit 	 (3)

where Status is the Freedom House measure of the overall status of
economic freedom for the nation in year t. The tax on trade (Tax) and
import duties (Duo) had a correlation coefficient of 0.97. Therefore,
Dmo was omitted from the model due to potential collinearity. Model
IV quantifies the effect of import duties as a percent of tax revenue
(Duty), defined as all levies issued on goods at a point of entry of a
country, by including import duties (Duty), and excluding taxes on trade
(Tax), as in equation (4).3

'A reviewer suggested the inclusion of an interaction variable between population
(size) and openness to trade to account for the possibility that small nations may
be more open to trade. Following this good idea, the empirical model was
estimated including an interaction term between Open and Pop, and the results of
the four models are presented in Appendix Table Al. The interaction term is
statistically significant in two of the four regression models. The results are
qualitatively identical to the regression results reported in Table 2.

'At the suggestion of a conference participant, a regression was estimated with an
interaction term between tax on trade and import duties. The results demonstrated
no statistically significant impact of tax on trade, import duty, or the interaction
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Data
Data from 1970-2000 were collected for all 30 Organization of

Economic Co-operation and Development (OECD) countries.'
Summary statistics and variable definitions are repotted in Table 1. Data
pertaining to civil liberties (Civil) and political rights (Politic4 were
obtained through Freedom House. Freedom House also reports the
aggregate status of freedom for each nation (Status), where the
numerical scores for political rights and civil liberties are averaged. Data
including population, level of openness, and real GDP per capita were
gathered from Penn World Table version 6.1. Subsidies and tax on
international trade were collected from the World Bank.

Results: Economic, Political and Civil Freedoms
Economic theory and previous literature suggest that increases

in political rights and/or civil liberties, together with an increasing
degree of economic freedom, are expected to have a positive impact per
capita GDP. In Table 2, some empirical evidence is presented that
supports this theory. The estimated coefficient for political rights (Pot)
is -0.205; an increase of political rights (a decrease on the Freedom
House scale) by 1 unit would increase the per capita GDP by 20.5%.
The negative relationship between GDP per capita and lower levels of
political rights is revealed in Figure 1. The estimated coefficient on civil
liberties is -0.233; an increase of civil liberties (a decrease on the
Freedom House scale) by 1 unit would increase the per capita GDP by

term between the two when the three variables were included in a regression trial.

*The Organization for Economic Co-operation and Development (OECD) is a
group of 30 member countries sharing a commitment to democratic government
and the market economy (OECD). Some countries did not join the OECD until
after 1970, induding Australia 1971, Mexico 1994, Czech Republic 1995, Hungry
1996, Korea 1996, Poland 1996, and the Slovak Republic 2000. Data were included
in the analysis for these countries from the onset of their availability through the
year 2000. For the variables tax on trade and subsidies, the dates of initial reporting
are: Czech Republic 1992, Slovak Republic 1993, Germany 1999, Hungry 1972,
and Poland 1984.
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Table 1. Summary Statistics for Variables Used in Per Capita GDP Regressions.

Variable Mean Std. Dev. Min. Max.
Per Capita GDP ($/person) 1 15,866.31 5,776.77 3,033.92 37,916.75
Population (1,000) 2 34,238 50,670 209 275,423
Trade Openness (%)3 65.55 38.55 10.70 233.53
Civil Liberties (1-7)4 1.73 1.19 1 6
Political Rights (1-7) 4 1.49 1.10 1 7
Status on Freedom (1-3) 5 1.13 0.37 1 3
Tax on Trade (%) 6 3.45 4.66 0 29.11
Import Duties (%)7 3.68 5.02 0 31.14
Subsidies (%) 8 53.87 15.60 0 76.18

'Real GDP per capita is a Laspeyeres index, obtained by summing consumption,
investment, government and exports, and subtracting imports. The yearly data are
obtained by extrapolating the 1996 values in international dollars from the Geary
aggregation using national growth rates (Penn World Table, 2004).

2Penn World Table, 2004.

'Trade Openness is the value of exports plus imports divided by GDP. The export
and import figures are in national currencies, obtained from the World Bank and
United Nations data archives (Penn World Table, 2004).

'Freedom House measures national political rights and civil liberties in an annual
survey, where each nation is given a score for each category. A score of 1
corresponds to the greatest freedom, and a score of 7 is the least freedom
(Freedom House, 2001).

'Freedom House reports the aggregate status of freedom for each nation; the
numerical scores for political rights and civil liberties are averaged and used to
assign each country the status of "Free," "Partially Free," or "Not Free" (Freedom
House, 2001).

'Taxes on international trade as a percentage of total revenue include duties, export
duties, profits of export or import monopolies, exchange profits, and exchange
taxes. Current revenues include all revenue from taxes and nonrepayable receipts
(other than grants) from the sale of land, intangible assets, government stocks, or
fixed capital assets, or from capital transfers from nongovernmental sources. It
also includes fines, fees, recoveries, inheritance taxes, and nonrecurring levies on
capital (World Bank, 2005).

'Import duties are all levies collected on goods at the point of entry. The levies
may be imposed for revenues or protection purposes, and may be determined on a
specific or ad valorem basis (World Bank, 2005).

'Subsidies and other current transfers as a percentage of total expenditure are all
unrequited, nonrepayable transfers on current account to private and public
enterprises (World Bank, 2005).
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Table Al. Political Determinants of Per Capita GDP: 30 OECD Nations, 1970-2000.*

Dependent Variable: Natural Log of Per Capita GDP.
Dependent Variable Mean = 9.590 S.D. = 0.432

Variable Model I Model II Model III Model IV

Constant 9•748** 9.511** 9.856** 9.752**
(0.050) (0.053) (0.067) (0.050)

Population 1.24e-06** 2.91e-05** 3.01e-06** 1.20e-06**
(2.05e-07) (3.96e-07) (4.08e-07) (3.68e-07)

Openness 0.007** 0.001** 0.001** 0.008**
(0.0002) (0.0003) (0.0003) (0.0002)

Civil Liberties -02.33** - - -0.234**
(0.009) (0.009)

Political Rights -0.192**
(0.01)

Status of Freedom - -0531**
(0.032)

Tax on Inter- -0.016** -0.018** -0.020**
national Trade (0.002) (0.002) (0.002)

Import Duties - - -0.015**
(0.002)

Subsidies 0.003** 0.006** 0.005** 0.003*
(0.0007) (0.0007) (0.0007) (0.0007)

Open/Pop -6.30e-11 -7.28e-8** -7.48e-08** 2.36e.09
(1.40e-08) (1.48e-08) (1.53e-08) (1.39e-.08)

R2 0.68 0.61 0.58 0.68

*Standard errors are in parentheses. The number of observations is equal to 719.
**Denotes statistical significance at the one percent level.
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23.3%. Civil liberties (Civu) have a slightly stronger association to GDP
per capita than political rights (Poi). The estimated coefficient for Status
was -0.570; an increase in Status (a decrease on the Freedom House
scale) by 1 unit would increase the per capita GDP by 57%. The
marginal effect for the Status variable is larger than the political rights
and civil liberties variables, due to the range of its scale (1-3), compared
to that of the civil/political scale (1-7). The Statasvariable illustrates that
overall democratization and GDP are positively correlated.

Results: Subsidies and Barriers to Trade
All four regression models indicated that population had a small,

positive association with per capita GDP. Theory suggests that a larger
labor force could have a larger earnings potential, since resources could
be shifted out of less efficient industries with fewer transactions costs
than in smaller nations, cetelis paribus. Counter to expectations, subsidies
had a positive correlation with per capita GDP, a result that violates the
notion that government intervention causes market distortions and thus
lowers potential per capita GDP. Reverse causality could explain this
result: countries with a high standard of living may be better able to
afford to subsidize industries.' Intuitively, low-income countries are less
able to afford direct subsidies. However, once a nation has a relatively
high standard of living, it could devote money to protecting domestic
industries at the expense of efficiency. It is likely that higher levels of
per capita GDP occur in spite of higher subsidy levels, rather than
because of them. Further research is needed to investigate the potential
direction of causality from high per capita income to higher levels of
subsidies.

The results of taxes on international trade and import duties as

'Additional regression trials for a sample of 10 low-income Asian nations
demonstrated that subsidies had a negative impact on per capita GDP. This result
is in line with the idea that high-income nations can afford to subsidize industry,
causing the estimated positive relationship between subsidies and the level of
national income. Restated, government grows with the standard of living.
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Table 2. Political Determinants of Per Capita GDP: 30 OECD Nations, 1970-
2000.*

Dependent Variable: Natural Log of Per Capita GDP.
Dependent Variable Mean = 9.590 S.D. = 0.432

Variable	 Model I	 Model II Model III Model IV
Constant 9.748** 9.494** 9.865** 9.752**

(0.050) (0.054) (0.068) (0.050)

Population 1.24-e-06** -132e-06** 1.38e-06** 1.25e-06**

Openness 0.001** 0.001** 0.001** 0.001**

Civil Liberties -0.233** -0.233**

Political Rights 0.205** -
(0.01)

Status of Freedom -0.570**
(0.031)

Tax on International -0.016** -0016** -0.002**
Trade (0.002) (0.002) (0.002)

Import Duties -0.015**

Subsidies 0.004** 0.006** 0.006** 0.004**
(0.0006) (0.0007) (0.0008) (0.0007)

0.68 0.59 0.57 048

*Standard errors are in parentheses. The number of observations is equal to 719.
**Denotes statistical significance at the one percent level.
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Figure 1. Political Rights and Real GDP Per Capita: 1970-2000'
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'A score of 1 corresponds to the countries enjoying greatest freedom and a score
of 7 to countries with the least freedom (Freedom House, 2001).
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a percentage of total revenue are more in line with our a priori
expectations. Unlike subsidies, taxation and import duties do not require
financial outlays. Therefore, a low-income country is not constrained by
existing revenue to initiate a tax or import barrier. As reported in table
2, the estimated coefficient for tax on international trade equals -0.016,
significant at the one percent level. If a nation distorts international
trade via taxation, it is likely to experience lower levels of per capita
GDP, providing some empirical evidence that liberalization of trade can
enhance economic growth.

This evidence is reinforced by the marginal effects of direct
trade barriers such as protectionist import duties. Model IV results
demonstrate a negative relationship between per capita GDP and
import duties, with a statistically significant estimated coefficient equal
to -0.015. These findings are parallel with previous trade literature such
as Bhagwati and Panagariya (2003) and Grossman and Helpman (1995)
that suggests that liberalizing trade accelerates economic growth.

Results: Openness
The results of the degree of openness to trade (Penn World

Table, 2004) confirm the earlier findings that trade liberalization
contributes to an increase in per capita GDP. The estimated coefficients
are statistically significant. This reaffirms that protectionist policies such
as tariffs, taxes on trade, and closing an economy to trade were
associated with lower levels of per capita GDP. The results presented
here of the effects of openness on per capita GDP are consistent with
Romalis, 2005; Panagariya, 2004; Acemoglu, et al., 2002; and Sachs and
Warner, 1995. Trade openness is associated with an increase in the level
of per capita GDP, reinforcing Friedman's claim that economic
freedoms, in the form of free markets, and political freedoms, in the
form of civil liberties and democracy, are necessary conditions for high
levels of per capita income.

National Analysis
The regression results represent aggregate, cross-sectional
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OECD data. These results can be illuminated by the experiences of
several nations. Portugal is an example of a country that has improved
both political and civil rights, with simultaneous economic growth. The
correlation coefficient between Portuguese GDP and civil liberties is
-0.86: as civil liberties go up (a decrease in the Freedom House scale),
GDP goes down. The correlation coefficient for political rights and
GDP in Portugal is also significant at -0.61. Poland's political and civil
rights were once repressed but now flourish, concurrent with increased
GDP per capita. Data from 10 years prior and 10 years after the break-
up of the Soviet Union mirror the aggregate model results, where
increased political/civil rights are associated with higher levels of per
capita GDP. The average per capita GDP in Poland for the 10 years
1980 to 1989 was 11% less ($6,589) than the 10 years 1990 to 2000
($7,263). This can be attributed to the increased political and civil rights
going from an oppressive 10-year average (1980-1989) of 5.6 and 4.7
respectively, to a more free 1.7 and 2.0, respectively.' These results do
not contradict those of Barro (1996), who estimated a nonlinear
relationship between democracy and growth may exist, in which more
democracy enhances growth at low levels of political freedom, but
depresses growth when a moderate level of political freedom has been
obtained. This paper does not attempt to address "when" but rather "if"
the two are connected. Barro (1996) stated that free markets and
property rights can contribute to a nation's welfare.

'The five-year average per capita GDP in Turkey fell from $4,668.93 (1975-79) to
$4,556.53 (1980-84). Simultaneous with this decrease in the standard of living was a
decrease in political rights and civil liberties. On a scale of 1 (greatest freedom) to 7
(least freedom), political rights declined from a score of 2 in 1975-79 to 3.8 in
1980-84, and civil liberties from a score of 3 in 1975-79 to 5 in 1980-84.
Improvement in average per capita GDP, political rights, and civil liberties
occurred between the two five-year periods 1980-84 and 1985-89—per capita
increased 5300.47, political rights solidified from 3.8 to 2.4, and civil liberties
improved from 5 to 4.2.
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Conclusion
This research examined whether economic freedom, in the form

of free markets, and political freedoms, in the form of civil liberties and
democracy, were associated with the level of per capita income in a
cross-section of 30 nations during the 1970-2000. Openness to
international trade was used as an indicator of economic freedom.
Greater openness to trade and fewer trade restrictions were correlated
with per capita GDP at a statistically significant level. Despite the
accepted notion that subsidies are an inefficient economic tool, the
regression results demonstrated a positive relationship between
subsidies and per capita GDP. This result is likely a reflection of
countries with high standards of living subsidizing inefficient domestic
industries: government grows with the standard of living. Restated, a
low-income country is less likely to subsidize industries through direct
payments due to budget constraints, whereas a high-income country
that is not affected by those constraints can subsidize domestic
industries. Both political rights and civil liberties were shown to have a
positive, statistically significant relationship with per capita GDP. These
results suggest that more democratic societies tend to have higher levels
of per capita GDP. These empirical results support Friedman's 1962
claim in Capitalism and Freedom that economic freedom and political
freedom are prerequisites for a nation's prosperity.
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