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Cover photo: The two Koreas, snapshot taken on January 30, 2014,
Expedition 38, International Space Station (ISS).

City lights at night are a fairly reliable indicator of where people live. But
they can also be an indicator of economic development, as illustrated by
the Korean peninsula. Where South Korea is gleaming with city lights,
North Korea has hardly any at all, just a faint glimmer around Pyongyang.
The capital city appears like a small island, despite a population of 3.26
million (as of 2008). The light emission from Pyongyang is equivalent to the
smaller towns in South Korea.

Following their separation in 1948, per-capita income in South Korea rose
to about 20 times the per-capital income level of North Korea. These
differences are illustrated in per capita power consumption in the two
countries, with South Korea at 10,162 kilowatt hours and North Korea at
739 kilowatt hours.

Two radically different economical paths
with or without economic freedom ...
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A useful and intuitive definition of “economic freedom” is the freedom (absence of
coercion) to buy from, or sell to, a willing counterparty. A society based on economic
freedom is a free-market society.!

But is economic freedom economically beneficial? Is it all about money? Is it moral? Aren’t
there many exceptions where government intervention is warranted?

This Economic Note addresses these questions.

ECONOMIC FREEDOM MAKES US MORE PROSPEROUS

The most obvious benefit of economic freedom is that, as a system, it is the most conducive to
widespread prosperity, that is, to high or rising income and consumption for the bulk of the
population.

History strongly suggests that countries with more economic freedom grow faster—and those with
less economic freedom sometimes don’t grow at all. The real GDP per capita of the United Kingdom,
the spearhead of the Industrial Revolution, was multiplied by 16 in the three centuries since 1700,
according to recent estimates from economic historians. Over the preceding 700 years, it had only
doubled. Other Western countries, including Canada and France, followed in the U.K.’s footstepsz.

Economic growth is a matter of good institutions (including economic freedom), not a matter of
natural resources.’ Hong Kong, a semi-independent territory of the United Kingdom until 1997,
provides a good example. The Economic Freedom of the World (EFW) index, compiled by the Fraser
Institute since 1970, has generally ranked the tiny, resource-poor country as the economically freest
country in the world.* This freedom has paid off in terms of economic growth: While Hong Kong’s
GDP per capita amounted to 58% of the French level in 1950, it had reached 130% in 1997°.

Another telling example of the benefits of economic freedom is provided by the two Koreas, which

shared the same culture and were at roughly the same level of development when they separated in
1948. They subsequently followed very different paths: a good measure of economic freedom in the
South, and none in the North. GDP per capita in the South is now 20 times higher than in the North®.

The recent rise of China does not contradict this theory. Nobel Prize-winning economist Ronald
Coase argued that China gradually became (partly) capitalist after the death of Mao Zedong,” which
explains its high rates of economic growth. (A return to open dirigisme will likely stop this
momentum)®.

Over the past few decades, the governments of many poor countries have allowed more economic
freedom. The result has been a dramatic escape from dire poverty for billions. Between 1981 and
2015, the proportion of the world population living in extreme poverty (on less than $1.90 a day®) fell
from 42% to 10%".

The EFW index combined with World Bank data on economic growth suggest that more economic
freedom over the past 25 years is associated with higher incomes today. Figure 1 shows that average
GDP per capita increases continuously from the least economically free countries (the bottom
quartile of the EFW index) to the freest (the top quartile).

Correlation is not causation, of course, but it helps confirm a theoretical result—in this case, that the
quality of social, political, and economic institutions matters for economic growth. These institutions
include the rule of law, private property, and economic freedom—which generally go together™'.
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Figure 1 - Economic freedom and income per capita around the world
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Sources: James Gwartney, Robert Lawson, and Joshua Hall, Economic Freedom of the World: 2018 Annual Report,
Fraser Institute, 2018, p. 18. Income per capita is the 2016 GDP per capita measured at purchasing power parity
in constant 2011 US dollars, from the World Bank’s 2017 World Development Indicators.

IT’S NOT ONLY ABOUT MONEY

There are many benefits to economic growth. It translates into higher absolute levels of income for
the poor, even when inequality rises. The level of income of the poorest 10% of individuals is about 8
times higher in the most economically free countries (US$10,660) than in the least free ones
(USS1,345). Life expectancy in the most economically free countries (79.4 years) is also 15 years
higher than in the least economically free (64.4 years)™.

More production and income per capita helps individuals pursue the lifestyles they want, each
according to their own preferences, more materialistic for some, more spiritual for others. Some
individuals may choose to enjoy more leisure and consume less. The point is that high income per
capita is indicative of more opportunities for more people.

Moral arguments also support economic freedom. The simplest one is that, to paraphrase
philosopher Robert Nozick, economic freedom is the freedom to engage in “capitalist acts between

consenting adults”*.

Economic freedom and other components of individual liberty generally go hand in hand. Comparing
the EFW index with Freedom House’s Freedom in the World index of political freedom (that is,
political and civil rights), we observe a close correlation: The less economically free countries are also
the ones that enjoy less political freedom™.
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Economic freedom is not a sufficient condition for individual liberty in general, for we know some
authoritarian countries (Singapore, for example®®) where a large measure of economic freedom
exists. However, economic freedom appears to be a necessary condition of individual liberty: It is
difficult to imagine meaningful individual liberty if individuals are told what to buy, what to sell, and
where to work.'® In practice, individual liberty and economic freedom generally go together.

The more government monopolizes both political and economic power, the more it is able, and
tempted, to exploit unpopular minorities and to control dissent. Dissent is difficult if the government
can prevent dissenters from buying, say, computers or smartphones, or finding gainful
employment’.

SOME OBJECTIONS TO ECONOMIC FREEDOM

Many objections to economic freedom take the form of “Yes, economic freedom is good, but...”
There are of course extreme cases when economic freedom cannot be deemed beneficial because
large costs are imposed upon third parties who are not or cannot be compensated. For example,
hiring a hitman is understandably prohibited.

More generally, exchanges that impose on third parties significant costs that are not compensated by
larger benefits—so-called “negative externalities” —do not fall in the domain of economic freedom.
Negative externalities include some pollution phenomena that can’t be solved by freely tradable
private property rights (although there is a danger of calling “pollution” anything somebody
somewhere does not like)™.

Most objections to economic freedom, however, are unrelated to extreme or genuine externality
cases. Instead, they negate the very principle of economic freedom. It is beyond the scope of the
present study to review all such objections, but considering some central ones will provide keys to
dealing with others.

One common objection to economic freedom is that it increases income inequality. But this is not
necessarily true. Many countries (including in South America) are among the least economically free
(according to the EFW index) and also the most unequal, as measured by their Gini coefficients.® On
the contrary, some free countries such as Switzerland (4" rank in economic freedom) and Ireland (5™
rank) have relatively low Gini coefficients (32.5 and 33.5 in 2013).% Indeed, we would normally
expect economic freedom to favour creative destruction and the flattening of class barriers.

In fact, some government restrictions to economic freedom have likely contributed to inequality.
Think about anticompetitive privileges (including protectionist barriers and the excessive protection
of intellectual property) and subsidies to corporations. Such interventions, often called “crony
capitalism,” mainly benefit the rich™.

At any rate, the increase in inequality since the 1980s is easy to exaggerate,”” and furthermore has
many legitimate causes. The shock of rapid technological change and the evolution of marital
practices (more people marry people with similar levels of income, for example)? are two such
causes.

Moreover, even if inequality has trended higher, the absolute income levels of the lower income
classes have generally increased. And we saw above that the poor are generally much less poor in
freer countries.

Finally, inequality has decreased globally, that is, taking into account the economic growth of poor
countries. Branko Milanovic, a World Bank economist, suggests that the period from 1988 to 2008
“has witnessed the first decline in inequality between world citizens since the Industrial

Revolution”?*,
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Another objection is that economic freedom should be sacrificed to the welfare state. Such a sacrifice
is dangerous and ultimately self-defeating. Social programs are less necessary when general
prosperity obtains, and often impossible to finance without it. These programs, when they are
needed or unavoidable, should aim at helping the poor through general redistribution, not through
direct economic interventions (minimum wages, trade union privileges, and other regulations on
businesses and consumers) that directly infringe on economic freedom.

Still another major objection is that economic freedom is less valuable if some other places have less
of it—if, for example, foreign businesses are “unfairly” assisted or protected by their governments. In
an ideal world, of course, all exchange partners (and taxpayers) would enjoy the same level of
economic freedom. But there is little we can do to promote foreigners’ economic freedom, except
provide a good example of its efficiency and desirability by maintaining it at home. As economist
Joan Robinson quipped, protectionist retaliation looks as sensible as “dump[ing] rocks into our

harbors because other nations have rocky coasts”*.

Moreover, determining who is more subsidized or hampered is generally an impossible task, so
numerous are government interventions and so intricate their consequences.

Finally, except in an ideal (and unrealistic) socialist society where the state would equalize all
conditions of life, there is no such thing as a “level playing field.” Competing means surmounting all
the handicaps imposed by competitors or circumstances, natural or man-made. Protecting equal
freedom for all at home is desirable, and is what can be realistically achieved®.

THE DANGER OF EXPEDIENCY

Perhaps the most potent argument for economic freedom is what happens when economic freedom
is compromised. The consequences are obvious in extreme cases—say, Soviet Russia, Venezuela, or
North Korea—but they are also detrimental, to a lesser extent, in freer societies. It is a matter of
degree, but we should not conclude that a government can without danger pile one exception on top
of another for reasons of expediency.

Expediency—choosing each new government intervention on its own merits, without looking at the
broad systemic danger—can lead to a slide into a statist society as the government will be
continuously called upon to correct with new interventions the negative consequences of its
previous interventions, as Friedrich A. Hayek, another Nobel prize-winning economist, pointed out.”
There is no natural or automatic stopping point.

While some benefits of restricting economic freedom can often be identified in a specific case, the
costs in terms of missed opportunities for future entrepreneurship and innovation are invisible.
“Since the value of freedom rests on the opportunities it provides for unforeseen and unpredictable
actions,” wrote Hayek, “we will rarely know what we lose through a particular restriction of

2.
freedom” %,

To summarize, a social and political system based on economic freedom is morally defensible and
economically beneficial for the vast majority of individuals—probably for all of them in the long run.
Public policy should thus be based on a strong presumption in favour of economic freedom, to be
overruled only in rare cases where an intervention benefits virtually everybody in society (as
evaluated by the individuals themselves), not just a portion or even a majority. In case of doubt,
economic freedom should prevail.
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