ECOMNZTOR 557
[ J
* J. ﬂ Leibniz-Informationszentrum

) o o o .. }}2:;:: ?rf:forma ion Centre
Make YOUTPUblZCCltZOHS VZSlble. h B w for Economics ' '

Knedlik, Tobias; Kronthaler, Franz

Working Paper
Forced to Freedom? Empirical Relations between Aid and
Economic Freedom

IWH Discussion Papers, No. 8/2006

Provided in Cooperation with:
Halle Institute for Economic Research (IWH) - Member of the Leibniz Association

Suggested Citation: Knedlik, Tobias; Kronthaler, Franz (2006) : Forced to Freedom? Empirical
Relations between Aid and Economic Freedom, IWH Discussion Papers, No. 8/2006, Leibniz-Institut
fur Wirtschaftsforschung Halle (IWH), Halle (Saale),
https://nbn-resolving.de/urn:nbn:de:gbv:3:2-2010

This Version is available at:
https://hdl.handle.net/10419/23753

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://nbn-resolving.de/urn:nbn:de:gbv:3:2-2010%0A
https://hdl.handle.net/10419/23753
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

I n Si.i II.Ut FU ' Haile nstitute for Economic Research
Wirtschaftsforschung Halle

Forced to Freedom?
Empirical relations between aid
and economic freedom

Tobias Knedlik and Franz Kronthaler

May 2006 No. 8

IWH-Diskussionspapiere
IWH-Discussion Papers



Forced to Freedom?
Empirical relations between aid
and economic freedom

Tobias Knedlik and Franz Kronthaler

May 2006 No. 8



IWH

Autoren:  Tobias Knedlik
Email: Tobias.Knedlik@iwh-halle.de
Tel.: (0345) 7753 — 740

Franz Kronthaler
Email: Franz.Kronthaler@iwh-halle.de
Tel.: (0345) 7753 - 773

The responsibility for discussion papers lies solely with the iddali authors. The views ex-
pressed herein do not necessarily represent those of the IWH. The pmgesent preliminary
work and are circulated to encourage discussion with the authoioQitdtthe discussion pa-

pers should account for their provisional character; a revisetbnargay be available directly
from the author.

Comments and suggestions on the methods and results presented are wellcome.

Herausgeber:

INSTITUT FUR WIRTSCHAFTSFORSCHUNG HALLE — IWH

Prof. Dr. Ulrich Blum (Prasident), Dr. Hubert Gabrisch (Forschungsdirektor)
Das IWH ist Mitglied der Leibniz-Gemeinschaft

Hausanschrift: Kleine MarkerstralRe 8, 06108 Halle (Saale)
Postanschrift: Postfach 11 03 61, 06017 Halle (Saale)

Telefon: (0345) 77 53-60
Telefax: (0345) 77 53-8 20
Internetadresse: http://www.iwh-halle.de

ISSN 1860-5303

2 IWH-Diskussionspapiere 8/2006



IWH

Forced to Freedom?

Empirical relations between aid and economic freedom

Abstract

The paper explores the relationships betwesmmomic freedoran the one side arde-
velopment aidand IMF credit as approximation for conditional aioh the other side.
After a short review of current literature on the issue of econa®velopment, eco-
nomic freedom, aid, and IMF credit, the paper develops a simple paresdsiegrmodel
to evaluate the relationship between “economic freedom” as dependetilerand
“aid” and “IMF credit” as independent variables. The estimatiobaised upon data
taken from the World Bank’s World Development Indicators and the Ideritadex of
Economic Freedom. In contrast to previous research, our results h#orgjéction of
the hypothesis that IMF credit increases economic freedom araidhatnot contribut-
ing to economic freedom. The estimation results suggest thaty, fagl is positively
correlated with economic freedom, and secondly, that IMF creditgatinely corre-
lated with economic freedom. Taking IMF credit as proxy for conditiaith we con-
clude that for the period of observation it could not be shown that coucsebe
forced to economic freedom by aid conditions.

Keywords: aid, economic freedom, IMF credit, economic development

JEL classification: F35, 019, P10
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Zusammenfassung

Der Beitrag untersucht die empirischen Beziehungen zwischen 6konomigeiteeit
einerseits und allgemeiner Entwicklungshilfe bzw. IWF-KreditesnAgdproximation fir
konditionierte Entwicklungshilfe andererseits. Dazu wird zunachstkdielée Literatur

zu Fragen der 6konomischen Entwicklung, der dkonomischen Freiheit, finanzielle
Entwicklungshilfe und IWF-Krediten dargestellt. Ein einfaches RRegressions-
modell, mit ,6konomischer Freiheit* als abhangiger Variable undyeatieiner Ent-
wicklungshilfe* und IWF-Kredite* als unabhéangige Variablen, dient dds®asgangs-
punkt fir die empirische Untersuchung. Die Daten wurden aus dem World Development
Indicators-Datensatz der Weltbank und aus dem Heritage Index der 6kchemFrei-

heit gewonnen. Im Gegensatz zu friheren Untersuchungen kdnnen wir die ldgpothe
dass allgemeine Entwicklungshilfe freiheitsbegrenzend wirkt w@hi/F-Kredite die
okonomische Freiheit erhéhen, ablehnen. Unsere Schatzergebnisse zegallgdas
meine Entwicklungshilfe positiv und IWF-Kredite negativ mit 6konomisdbeiheit
korreliert sind. Es zeigt sich, dass Lander mit Hilfe von konditionierter Ekluvigshil-

fe nicht zu 6konomischer Freiheit gezwungen werden konnen.

Schlagworte: Okonomische Freiheit, Entwicklungshilfe, IMF-Kredit@tsehaftliche
Entwicklung
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1 I ntroduction

A controversial issue discussed in the literature is whetheigfoeed leads to increas-

ing economic growth in recipient countries (see e.g. Hudson 2004, pp. 185-6). Rathe
unambiguous is, however, the scholarly debate on whether economic freddoours

able for economic growth. Current literature on economic development gogisve
correlation between economic freedom and economic development (seeilegy. M
Feulner & O’Grady 2005, p. 18, Powell & Ryan 2005, and De Haan 2003) and also sug-
gests that economic freedom is a precondition for economic developPasntdlan &
Fitzgerald 2002, pp. 7-8). If this relationship holds then, to promote econoowthg
foreign aid should increase, or at least not negatively affeshoedc freedom within

the recipient country. Otherwise economic growth initiated by aid,veagthe invest-
ment channel, could be interfered with by negative effects of aidaromic freedom.
However, the literature indicates that at least some formfm@ifyn aid act system pre-
serving and support rent seeking behaviour. The discussion is linked taitbe &f
natural resources’ debate and in this respect, research indizatésreign aid, as well

as, natural resources have a negative impact on democracy (Djankoglvdo#t
Reynal-Querol 2005, pp. 8-17).

Thus the objective of the present study is to examine whetheredifferms of foreign
aid affect economic freedom and, therefore, economic growth in necipoeintries.
Answers are sought mainly to the question whether overall foredganai conditional
support promote or impede economic freedom? To examine this, panelsasalysed
with the “Heritage Index of Economic Freedom” as dependent vaaabléofficial de-
velopment assistance” and “IMF credit” as independent variabless waritrolling for
other variables considered of importance in the literature.

Previous research on economics of aid found that unconditional foreign i&idasut-
terly insignificant, negatively correlated with economic freedsee e.g. Vasquez 1998,
p. 279). Conditional support, however, as in the case of IMF credit, is foumcteéase
economic freedom and is therefore regarded as more successipportsng economic
development (Boockmann & Dreher 2003, pp. 63714MApwever, whilst these previ-
ous studies usually refer either to official development assesi@nto support by inter-
national financial institutions (e.g. International Monetary Fund) this study inchadles
variables to examine the relationship between economic freedom &rémtiforms of
foreign aid at the same time. Furthermore, contrary to previousestudhich usually
use the Economic Freedom Index provided by the Fraser Institutes(gagney &
Lawson 2005), in this study the Economic Freedom Index from the HeFtagelation

1 Boockmann & Drehef2003) find that the number of programs, not theant of credit increases
economic freedom.
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is used® This index is, in many respects, similar to the Economic Fredddex by the
Fraser Institute but it has the advantage of being available at an annu@l basis.

Section 2 discusses the relationship between economic growth and fraadohow
foreign aid might influence economic freedom. Section 3 describegstmation
method and data used and presents and discusses empirical resutismiieey and
discussion of the findings are presented in the last part of the paper.

2 The data is available at www.heritage.org/reseeatures/index/index.cfm.

3 The economic freedom index provided by the Frisstitute is available at five year frequency until
2000; only after 2000 it is available at annuafjfrency (see Gwartney & Lawson 2005). For a com-
parison of these two indicators see &g.HaanandSturm(2000) andHanke & Walterg1997).
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2 I nterrelations between aid, economic freedom and economic de-
velopment

One of the overarching objectives of foreign aid is, beside emergéh@s is for ex-
ample given in case of a starvation disaster, to stimulate ecomgpawth of recipient
countries. However, despite of a large amount of foreign aid flowondeteloping
countries over the years, recipient countries usually remained poerear became
poorer (UNDP 1996, p.1). Especially in the 1990s in respect to aid enthusiasngst
donors declined (Hudson 2004, p. 185) along with the extent of aid flows (s€&w»k.g
lier & Dollar 2004, p. 244, and Addison et al. 2005, 991-6 for aid volumes to Sub-
Saharan Africa). This observation let economists to rethink whetlkdenrader what cir-
cumstances foreign aid stimulates growth. Empirical literadiseussed this issue quite
extensively in recent years. In a nutshell, the early strand ofiealpiterature indicates
that aid has a positive effect on growth (e.g. Papanek 1972). However a demoticd’
literature questions these findings. For example, Mosley et al. (8987/Boone (1996)
find no relationship between aid and growth for developing countriesyrather the
case that aid increases the size of government. The most sté@ards of literature,
however, suggest that aid is growth enhancing when it meets a faloarwironment
in the recipient countries (see e.g. Addison et al. 2005 for a literature overview).

An important element of such a favourable environment seems to be @uraggicg
economic climate or in other words, a market system based on ecdneadicm. The
empirical literature indicates that economic freedom is poSijtiredated to economic
growth. For example Scully and Slottje (1991), De Vanssay and Sp(adi4), Islam
(1996), Hanke and Walters (1997), Easton and Walker (1997), Dawson (1998), and
Heckelman and Stroup (2000) find that economic freedom is positivetgddia the
level of economic development and economic growthowever, De Haan (2003)
points out that these studies usually do not consider all relevanagstirproblems. He
also notes that studies which include these considerations find onlitigepdsange of
economic freedom is related to economic growth (De Haan & Sturm Zp@0n and
De Haan 2001, and Pitlik 2002).

These findings, especially that aid can be growth enhancing whezeis ra favourable
environment and that a positive change in freedom is growth enhancingsttigyg the
relationship between aid and economic freedom is relevant for ecogoomith. The

question ariseing in particular is how aid may influence econoreedém, and thus
economic growth.

The literature on aid and economic freedom identifies different trasgmipaths of aid
on economic freedom and growth. On the positive side aid can be a megrosvibf
enhancing public investment, which could stimulate additional privateat#pivs to-

4 See for a literature overvielde Haan(2003).
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wards developing countries. Public investment based on foreign aidnsdohavithout
the need to tax domestic citizens and can, therefore, increase éctre@aom (Powell
& Ryan 2005, p. 13, Vasquez 1998, p. 277). The little empirical evidence there is
economic freedom enhancing foreign aid is reasoned for by various cldiioh try not
only to explain why aid impulses do not translate into increased ecorfi@adom, but
also why foreign aid may lead to a reduction of economic freedomchHdmnels of ex-
planation include the use of aid for neither freedom nor growth enhancioy, goich
as the increase of public consumption or financing of projects préfbyre&lomestic
governments instead of investment (Vasquez 1998, p. 278) and the chaiacteaist
to increase the size and scope of governments — absolutely ancerelgirivate sector
(Powell & Ryan 2005, pp. 2, 13). The reduced need for domestic taxatiortdeads-
duced pressure for policy reform (Collier & Dollar 2004, pp. 262-3).dtse identified
in the literature that aid may negatively harm economic freduksause of the specific
provision of foreign aid by donor countries. Thus, aid seems to be maitriputisd to
countries whose governments maintain growth-thwarting policies (VAsip@s, p.
278) and leads to propping up of institutions resisting economic liberatiZélanke &
Walters 1997, p. 144, Powell & Ryan 2005, p. 11). Therefore, the expectance of aid may
lead to reduced efforts of liberal reform and to a reduction of gugemary measures
(Boockmann & Dreher 2003, p. 636, Collier & Dollar 2004, p. Z5Accordingly,
Hanke & Walters (1997, p. 144) conclude that foreign aid is not a necessulition
for economic growth and Powell & Ryan (2005, p. 2) even state that al ‘fanti-
market force” which leads to “expulsion of productive groups, suppressiprnvate
trade, restriction of the inflow of foreign capital, confiscatiopperty, forced collec-
tivization, takeover of foreign enterprises, discouragement of anieusupport of un-
viable projects, and import substitution.” This leads to the conclusiorotteasll aid
reduces economic freedom.

The long-lasting debate of aid effectiveness led to two possitdsures, selective and
conditional ai@, which may reduce the negative effects of aid on economic freedom and
growth, while not abandoning the potential benefits from foreign aid. This fraqpeses
on conditional support in comparison to overall aid, while selective aidgvo@ntries
have to meet preconditions before qualifying for donor support, will not hedett in
the empirical analysis due to a lack of data. Conditional supporhbasdtzantage that
specific agreed upon policy measures can be implemented whicHydineotase eco-
nomic freedom. Besides this direct effect, conditional support coultdilstie private
capital flows as it could work as a kind of official approval of atp@seconomic envi-
ronment (Vasquez 1998, p. 282). Other potentially indirect effects of comalitsup-
port are listed by Boockmann & Dreher (2003, p. 635) and include the negopiaimn
ess with donors potentially leading to political advantages of pr&eneeform politi-

5 For exampl&nack(2001) finds that aid is positively correlatedtwitorruption.
6  For a discussion see eHudson(2004, p. 188).

8 IWH-Diskussionspapiere 8/2006



IWH

cians, the involvement of civil society possibly encouraging a litenagensus, a lack
of reform capacity in developing countries may be overcome by welcome aeé¥we) r
programs which underlie conditional support can be improved in theireeifyiby
learning from recipients countries experience, and that compleméraizing may en-
hance domestic capacities to reform. These potential advantagesditional support
are, however, questioned by the argument that promises about reforsetdara kept
(Hudson 2004, p. 188) and that, from an institutional perspective, even lendeis; i.e.
velopment agencies, are not interested in proper reforms, which wokiédthen obso-
lete (Vasquez 1998, p. 282). However, since the arguments againskettiveffise of
conditional support do not indicate that conditional support would be more hanauful
unconditional aid and since there are arguments that the positiees effeaid can be
better ensured if conditions are in place, we conclude that conditioppbrs is ex-
pected to yield better results with regard to economic freedom.

The discussion of conditional support versus overall aid leads to two hypotheses: Firstly,
overall aid reduces economic freedom. Secondly, conditional support ircrease
nomic freedom.

IWH-Diskussionspapiere 8/2006 9
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3 Testing therelationship between economic freedom and aid

Data and method

The first issue with regard to the empirical analysis ofréfetionship between aid and
economic freedom is the decision of which available data can appebpma¢asure
economic freedom. There exist two indices for this purpose: the Ecofr@agdom In-
dex of the Fraser Institute and the Heritage Foundation Index of Ecfoeedony.
Both indices try to include the whole range of government activitiesh are related to
economic freedom and market friendliness, e.g. property rights, awcldrinesf transac-
tion. Although both indices are somewhat different in their methodologythe.drraser
index consist of 23 components classified in five core components (@&yaitLaw-
son 2005) whilst the Heritage Foundation index consist of 50 componenifiedass
ten core components (Beach & Miles 2006, p. 56), a comparison by Hanke aecsWal
(1997) indicates that their results are comparable and simildr;ihdices are highly
correlated with each other (ibid, p. 135-6). However, both indices have some gdsanta
and disadvantages.

The Fraser index is available from 1970 to 2003, however not for ali gedrnot for
all countries. The first draw in 1970 contains data for 53 countries tladitethe index is
available at five-year intervals extended successively by fudbentries until 2000.
Since then the index is available on an annual basis and contains irdarfoa 123
countries. The advantage is that the index allows comparison forthardree dec-
ades. In contrast, the advantage of the Heritage Foundation index fcamden that it
is available on an annual basis however only for a shorter time péood, 1995 to
2006. Furthermore, it is also available for around 140 countries for rtbarlyhole
time periodd

To serve the purpose of our study the Heritage Foundation index sebmsniare fa-
vourable for two reasons. Firstly, in terms of time period, the shavaglability seems
not to be disturbing, quite the opposite, it may rather solve some prolitepasticular,

the important advantage of the use of more current data is timeerswitch in devel-
opment policy and the abolition of communist regimes in the 1990s whidh ktclic-

tural breaks (see Collier and Dollar, p. 244), hence the use of thg@dénod from 1995
onwards seems to be favourable to capture the actual influence afpeeel aid on
economic freedom. Second, in terms of the number of observations thagkldrdun-
dation is superior. In particular it includes a higher number of coardard is available

7 Another index is provided by tHereedom Househowever this index rather measures political-free
dom and civil liberties, than economic freedom (seq). Hanke & Walters 1997 and
http://mww.freedomhouse.org).

8 |t started in 1995 with information for 106 couetr and extended the countries included already in
1996 to a number of 143 countries. In 2005 it igilable for 159 countries.
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on an annual basis. Hence, the Heritage Foundation index is used. Thermspoments
of this index are: trade policy, fiscal burden, government interventionetary policy,
capital flows, banking and finance, wages and prices, property rigbtdation, and in-
formal market activity. For a description of the contents of the components see an-
nex 1. The index decreases with increasing economic freedom.

The second issue to be considered is which available data can be eximpldgst the
hypotheses with regard to conditional support and overall aid. As a dasowverall
aid we use the aid per capita data provided by the World Bank’s WexridI@pment
Indicators, which are calculated from OECD data of aid flowsudinf both, Official
Development Assistance (ODA) and Official Aid (OR)and from World Bank’s popu-
lation data. Both measures of aid meet the same specificatignshey bear a grant
element of at least 25 percent. Official development assistarqm®vided in various
different frames: unconditional, conditional, and selective aid; theréfes regarded as
appropriate approximation for overall aid. As a measure for conditsupglort we use
IMF disbursements to member countries per capita generated frgmabtMF data
about countries’ transactions with the fund and World Banks Population Wta. |
transactions are not included in the overall aid, since they do noalggant element.
All forms of IMF disbursement are conditional (see IMF 2005). The tondiity of
IMF credit is implemented by a letter of intent in which thapent countries spell out
plans to reform. The first tranche is usually disbursed on this peomisile further
tranches are disbursed after observing progress in the fulfilmehée alonditions. The
general objective of IMF conditionality is to resolve a country’mi@e of payments
difficulties by policy measures which address the underlying stalcproblems. Ex-
amples can be found in the reduction of public debt and the liberalizatfmce$ and
trade which can be generally regarded as economic freedom enhdimgrgfore, IMF
disbursements are regarded as best available data for conditional support.

With respect to the availability of these variables our sammisists of 104 countries
covering the years 1995 to 2004. The selection includes countries for whacbf diae
Heritage Economic Freedom Index is available and which receideid ¢he period of
observation. To get a first impression on the data, table 1 presemsdescriptive sta-
tistics.

As shown in table 1 economic freedom of the sample countries as measureéibgi-the
tage Foundation seems to increase since 1996. The average scorefntnes de-
creased from 3.32 in 1996 to 3.08 in 2004, which indicates an increase in economic
freedom. Similarly the standard deviation decreased which inditetethe differences

9 There is no difference between ODA and OA othantthat ODA is directed towards “traditional”
developing countries (included in part | of the AQES€Development Assistance Committee (DAC)
list), while OA is directed towards more advancad &ansition economies (included in part Il of the
DAC list) (OECD2006a, 2006b).
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between the countries considered declined. In contrast the total saichreteived by
the sample countries shows no uniform picture. From 1995 to 1997 the flod dé-ai
creased dramatically from 43.3 billion US dollar to 33.5 billion US dof#er that de-

crease the extent of aid flow increased slightly resultirapother slump in 2000. How-
ever, the amount of aid seems to be more or less constant since 1939 sum of

around 38 billion US dollar. Whilst the extent of aid seems to be ¢uribia is not the

case for IMF disbursements. The figures clearly indicate IMBt disbursements are
high in time of a crisis and low otherwise, and that they show aralbwecreasing

trend.

Table 1:
Development of economic freedom, aid, and IMF disbursements in the sample
. Year
Variable
1995 | 1996| 1997| 1998 1999 2000 2001 2002 2003 2004

Economic | Mean 3.28 3.32| 3.27| 3.23| 3.20| 3.20| 3.16| 3.13| 3.09| 3.08
Freedom | Standard deviation 0.58 0.63| 0.63| 0.63| 0.62| 0.63| 0.64| 0.60| 0.57| 0.57
Index Growth rate [in %] 1.4| -15| -1.1| -10| -01| -1.3| -0.8| -12| -05
Al Total [ in bilion US $] | 43.3 39.3| 33.5| 36.1| 37.9| 34.7| 36.3| 38.0| 385
|

Growth rate [in %] 93| -147| 77| 49| -83| 45| 46| 15
IMF dis- | Total [in bilionUS $] | 27.0 8.2| 23.0| 28.5| 145 97| 31.0| 33.4| 29.1| 6.4
bursements Growth rate [in %] -69.6| 180.7| 23.8| -49.2| -32.8| 218.4| 7.7| -12.8| -77.9

Source: Heritage Foundation, World Bank, and IMFnaalculations.

To examine the effect of aid on economic freedom empiricallyseeOLS panel esti-
mation. The simple model specification to test whether overalraddconditional sup-
port effects the change of economic freedom is as follows:

AFREE; = a + [{AID; + [RIMFj; + uj + &t (1)

where AFREE; is the year to year change of the value of the Heritage Ecorfenee-
dom Index of a countnAlID; is the extent of official development assistance per capita,
IMFj; is the amount of IMF credit per capita a country received imethigective yeary

is a constant term, angl+ & is treated as an error term consisting of two components,
an country specific component which does not vary over time, and a remeancieo-
nent which is assumed to be uncorrelated over time.

A standard issue in panel data econometrics is whether to empogl@an or a fixed
estimation model. In our case the Hausman test does not argud Hdgainse of a ran-
dom effects model therefore it can be assumed that the individaatseére uncorre-
lated with the other regressors, and a random effects model seems to be appropriate.

Another concern with regard to the above mentioned model specificattbatishis
simple model design may not be exhaustive in explaining the chaegenomic free-

12 IWH-Diskussionspapiere 8/2006
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dom. That is, the simple regression model should be recalculated ontiei of other
variables. Because of the lack of a theoretical model which esglae impacts on eco-
nomic freedom we are considering various variables used in the esthjiterature so
far. Determinants that might influence changes of economic freedamountry might
be GDP per capita growth, macroeconomic shocks such as declinedgb&tRapita
growth rates of 5 percent points, changes in the terms of trades tértrade shocks
such as a 5 percent deterioration in terms of trade indices, chartiespolitical sys-
tem indicated by a political rights index, the primary commodifyeddence measured
as the share of fuel exports as percent of total exports, aaswtie level of human
ability to stand in for economic freedom measured by school enrolmeictiorslO
Various other measures that would in general be regarded as intfortaconomic
freedom, such as the level of corruption, must be excluded from tbé isdependent
variables since they are part of the economic freedom index of the Heritage Faundati

We start our estimation procedure by estimating the core modeh vehihen extended
by other explanatory variables to evaluate their influence on thitsredf the core
model. To test the robustness of the results we conduct the samdupedoe two sub-
samples. Finally, as part of the discussion of the results we caatkial estimation of
economic freedom, to detect possible selection differences beti&esulpport coun-
tries and overall aid reception countries.

Empirical results

The results of the various estimations are reported in table 2 Sieacconomic free-
dom index is a composite index consisting also of qualitative vasiathle coefficients
indicating the quantitative relationships between the dependent and indepesilent
ables are difficult to interpret. We are, therefore, restigcthe discussion to the signs
and significance of the results, while still reporting the coefficients.

The estimation of the core model yields a surprising result;ewthié¢ coefficient of
overall aid is significantly negative; the coefficient of IMfedit is significant and posi-
tive. The economic freedom index increases with lower economidoingea positive
change of the index indicates therefore less economic freedom.diglgr a positive
coefficient of the IMF credit measure indicates that a posdiveunt of IMF credit
transferred to a country is related with decreasing econongiddne. The Walg? test
statistic shows the estimation model as having advantages ovee aapdom model

10 Similar Brockmanand Dreher (2005) use data for school enrolment and expgriréis;Collier &
Dollar (2004, p. 251) stress the importance of macroecanand terms of trade shock3e Haan &
Sturm(2003) emphasize the importance of political sgir economic freedom. All data used here
is drawn or based on World Bank’s World Developmexicators, except for the political right in-
dex, which is taken fronfFreedom Housg€2006). A review of the correlation matrix indieatno
multicollinearity between all variables considered.
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and can be interpreted. Thus, from the estimation of the core modelulceconclude
that the first hypothesis, overall aid decreases economic free@onecrejected and
the second hypothesis, IMF credit enhances economic freedom, can atjechsll
However, before drawing conclusions we consider seven other possibl@atapla
variables.

Table 2:
Estimation results on changes in the Economic Freedom Index (whole sample)

Dependent variable: Annual change in economic beed

1 2 3 4 5 6 7 8 9
Aid, pc -0.0002*| -0.0002* -0.00021 -0.0002* -0.0004| -0.0003*| -0.0004*| -0.0005*f -0.0005
IMF, pc 0.0005**| 0.0005**| 0.0006**4 0.0005** | 0.0005**| 0.0005**| 0.0004*| 0.0006*} 0.0005*
GDP, pc growth -0.0007| 0.000%
GDP shock dummy| -0.0217 -0.0072
Pol. rights, change 0.0134 0.0046
Fuel exports 0.0003 0.0000
ToT, change 0.0340 0.093%
ToT shock dummy -0.0174 0.0048
School enrolment -0.0002  -0.0041
Constant -0.0308**0.0290***|-0.0287***|-0.0304***|-0.0347***| -0.0222**| -0.0197* | -0.0032 -0.0015|
No. of countries 104 102 104 103 101 72 72 102 63
No. of observations 807 792 803 799 663 461 461 435 233
Prob >y? 0.0084 0.0188 0.0130 0.011¢ 0.001|8 0.0587 0.0477 .0070 0.5468

* significant at 10 percent level, ** significant & percent level, ** significant at 1 percent &v

The growth rate of per capita GDP is an indicator for economidajawent. If positive
economic development were positively related with economic freedowowikel expect
a significant negative coefficient. The second row in table 2 epanegative but non-
significant coefficient, which is not interfering with the coe#nts of the core model.
We conclude that the variable adds no value to the estimation and drop it again.

The inclusion of a dummy variable for GDP growth shocks is the next step. We consider
the variable as important because it can be argued that theveeggiact of IMF credit
on economic freedom could simply result from the fact that credinly provided in
times of serious economic trouble. Thus, the crisis may reduce eafieedom and it
is therefore not the IMF support, which is provided at the same inpeding eco-
nomic freedom. The variable (1 for differences in growth ratesintisnfive percent
points or less, O for all other cases) becomes insignificantr¢gsee in table 2). We

11 Since one could argue that the impact of the IMRditionality and aid acts retarded we re-estimated
the model with lagged variables, however, this dagschange the results.
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conclude from this estimation that the IMF credit variable incibie model does not
show a positive sign because of an unobserved negative effect of cosmmec
shocks on economic freedom.

In the fourth estimation we include a variable that measureshtmge of the political
rights index of the Freedom House. We are arguing that politexediém may be linked
with economic freedom and positive changes in one index may be redapeditive
changes of the other. The estimation shows a positive coefficieah wdmains, how-
ever, not significant. The inclusion of the variable does not changegttiBcance of
the core model and does not add value to the explanatory power of the core model.

In a further estimation (see row 6) we include a changes-irstefrtrtade variable. The
idea behind the inclusion is that a favourable foreign trade positionsnergases in
the terms of trade, may result in less opposition against tiael@lisation and may
therefore lead to increased trade openness and economic freedom. The estswton r
in an insignificant coefficient for the terms of trade variable.

We then construct a terms of trade shock variable indicating a alrth icountries’
terms of trade index of at least 10 percent. We consider thabl@as being of interest
since the IMF may react on a balance of payment crises, wlagltomsist of economic
freedom decreasing because governments restrict the freed@deotitre to crises. The
inclusion of the variable may, therefore, capture a so far undeteffteetl borne by the
IMF credit measure. The estimation shows a negative sign ao#fécient, just as in
the case of the GDP shock dummy, but it also remains insignificlaatsignificance of
the core model remains. We conclude that the coefficient of thechgldit variable is
not overlaid by a terms of trade shock effect.

Finally we include a school enrolment variable to capture the ¢gpzEca society to
understand the advantages of the abstract concept of economic freedonaricdlate
the will to demand economic freedom (see row 8). We test varioasumes of school
enrolment. Gross secondary school enrolment yields the best fitdhudfs, however
still not significant at a 10 percent level.

We then estimate a model including all potentially explanatonaas (see row 9),
which leads to reduced explanatory power compared to the core moditleMiender-

take estimations with various combinations of the explanatory veasiétde reported in

table 2) without being able to increase the power of the estin@impared to the core
model.

The results of the estimation models presented in table 2 can beaszed as follows:
First, aid per capita is positively correlated with economiedoen. Second, IMF credit
shows significant positive signs in all estimation models antkeigtore negatively cor-
related with economic freedom. Other variables are insignifi@adttheir interrelation
with economic freedom can hardly be interpreted.
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Robustness tests

Before we draw conclusions regarding the hypotheses and interpresstiies we are
testing the robustness of the results by conducting the samesexeiith two sub-

samples. The first includes with the 24 sub-Sahara African counfrtee sample, one
of the least developed region in the world. The second includes all esubtri only

data from 2000 onwards. The main findings of the estimations of the witalel are

verified by the results of the sub-sample estimations (see3abléne model including
the limited time frame confirms the results of the above aisalggl is positively and
IMF credit is negatively correlated with economic freedom. Tdre enodel of the sub-
Sahara African sub-sample leads to insignificant results regafldirggd variable, while
IMF credit has a significant negative impact on economic fregdoffrican countries

too.

Table 3:

Estimation results on changes in the Economic freedom Index (sub-samples)
Dependent variable: Annual change in economiaifree

Sub-Sahara African sub-sample 2000-2004 sub-sample

Aid, pc -0.0005 -0.0006

IMF, pc 0.0098 0.0007

Constant -0.0359 -0.0125

No. of countries 24 104

No. of observations 186 416

Prob >y 0.0566 0.0005

* significant at 10 percent level, ** significant & percent level, ** significant at 1 percent &v

Discussion of the results

After considering various explanatory variables in extension ofdreernodel and after
testing the robustness of the results by conducting sub-sampletiestenave can now
conclude that the first impression following from the estimatiothefcore model is
persistent.

The hypothesis which claims overall aid to be decreasing econaenbofn can be re-
jected. The estimations indicate that aid flows are negativelglated to changes in the
Economic Freedom Index.

The second hypothesis, that IMF credit is economic freedom enhanaihg cajected.
The results of the estimation indicate that financial IMF supgoetonomic freedom
decreasing. This result is robust to changes of samples. dbigwbent from the above
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analysis that IMF credit is worse than overall aid regardiegetfect on economic free-
dom.

The estimation results raise two questions: why IMF credinkgsative effects on eco-
nomic freedom and why IMF credit is less favourable than overall aid. The fitiaque
could be answered by blaming the negative effects of conditioned aid, as outlined in sec
tion 2 to IMF credit, and by arguing that the imposed conditions aderaelulfilled.

We could also blame all the negative effects of unconditioned aixptaie the nega-

tive impacts of IMF credit on economic freedom. What we cannot iexplathese
claims is why IMF credit is less favourable than aid. Wetlageeefore returning to the
data to bring some light in the dalk.

As stated above and documented in annex 1, the economic freedom indexrigtamhs
of 10 sub-categories of economic freedom. In order to find out how IMi seaffect-
ing the different sub-categories we use a sub-sample of obseniatiwhikh cases of a
positive amount of IMF credit meet an increasing economic freeddexi The sub-
sample comprises of 106 observations. Which sub-categories are worisethiegre-
spective periods in the respective countries is reported in figure 1.

Figure 1:
Cases of sub-category worsening in the IMF credit and positive etfre@adom in-
dex change cases
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Source: Heritage Foundation; own calculation.

12 Another idea was to test whether IMF credit arl aie distributed differently between countries
with different degrees of freedom. Therefore, wgressed aid per capita and IMF credit per capita
on the level of the economic freedom variable. \Wenfl no significant result, which could provide
evidence for a different distribution.
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The figure shows the fiscal burden sub-category being of outstandaagtance for the
worsening of the economic freedom index in the cases of IMF citite all other
categories are worsening in less than a third of the casdsdhleburden worsens eco-
nomic freedom in more than half of the cases. The fiscal burden &gdwgacomprises
three measures: the top marginal income tax rate, the topnalacgirporate tax rate,
and the year-to-year change in government expenditure as a per€&DPofThe first
two of these measures may be affected by IMF conditionality,hwisaally includes a
fiscal tightening to reduce government debt. It seems that tta éisnsolidation is un-
dertaken in most of the cases by increasing taxes instead ofngdpending.3 Ex-
penditure may also not be reduced because of the availability of cesquovided by
IMF credit. At the same time, shrinking GDP, caused by an IMF stypgismg crisis,
leads to increasing figures of expenditure per GDP even if spemliognstant or
slightly shrinking. Thus, the negative effect of IMF credit on tkeal burden measure
of the Heritage index is comprehensible. This negative effectpiogsible positive ef-
fects of IMF conditionality on other sub-categories of the Freechatexi and leads to
the overall negative impact on the economic freedom index.

13 Bookmann & Drehe(2003, p. 646) state that IMF credit go hand inchaith increasing taxes.
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4 Conclusions

The analysis of the interdependences between overall aid and IME assmeasure for
conditional support on the one side and economic freedom on the other side demon-
strates clearly that the introduction of conditions on aid does noasetbe economic
freedom, as measured by the economic freedom index, in aid recesvntyies. It can

be concluded that the postulation of post-drawing conditions has not been imegpful

der to increase economic freedom, as measured by the economic fiaddanduring

the period of observation. If the aforementioned positive relation betiveetonomic
freedom index and economic growth holds, then conditional support was jlittieas
helpful to initiate growth processes. This could eventually lead to fyoestuction and
economic development.

However, we are also concluding that the effect of conditional IMHEitcon the eco-
nomic freedom index is concentrated on one specific sub-category iotithe namely
the fiscal burden. This category includes measures for tax aategll as for public
spending in relation to GDP. If one of the conditions of IMF support woulfisbal
consolidation and if countries would fulfil this condition by increasixg$aand not by
reducing expenditure, then the condition will lead to less economidofieeas meas-
ured by the index. In the index of the Heritage Foundation the posifeat ef such a
policy, that is to say the reduction of public deficits or even debiptislefined as in-
creasing economic freedom. It could be argued however that such a qmiidyin-
crease economic freedom, e.g. by less public competition on cre#gtmarhis condi-
tion is aimed to increase economic stability rather than economéofreand is respon-
sible for the overall negative impression of conditional IMF supporause it excels
other freedom enhancing conditions such as the demand to liberalize gracéoreign
trade. This is also due to the specific weights of the sub-c&egarthe index. Thus,
we cannot conclude from the effect of the IMF credit on the econfseedom index
that the IMF conditions do not contribute to a favourable economic environatent,
though the index suggests it.

Therefore further research should evaluate other variations of aldasiselective aid,
which is only provided if pre-conditions are fulfilled and other formsarfditional aid
with conditions on public spending instead of conditions on public deficits.

Assuming, as stated initially, that IMF credit is an appropaatgroximation for condi-
tional support and that the economic freedom index of the Heritage Faumidaan ap-
propriate approximation for economic freedom, we must conclude thasthigligh-
ment of conditions of the international donor community cannot force ecorimaic
dom in developing countries.
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Annex 1

Components of the Heritage Index of Economic Freedom

Area

Core components

Contents

\

Vi

VIl

Vil

Trade policy

Fiscal burden of govern
ment

Government interventio
in the economy

Monetary policy

Weighted average tariff rate
Non-tariff barriers
Corruption in the custom service
-Top marginal income tax rate
Top marginal corporate tax rate
Year-to-year change in government expenditurespes@ent of GDP
nGovernment consumption as a percentage of the egono
Government ownership of businesses and industries
Share of government revenues from state-owned miges and governme
ownership of property
Economic output produced by the government
Weighted average inflation rétem 1995 to 2004

Capital flows and foreignForeign investment code

investment

Banking and finance

Wages and prices

Property rights

Regulation

Informal market activity

Restrictions on foreign ownership of business
Restrictions on industries and companies openrtago investors
Restrictions and performance requirements on fareggnpanies
Foreign ownership of land
Equal treatment under the law for both foreign
and domestic companies
Restrictions on repatriation of earnings
Restrictions on capital transactions
Availability of local financing for foreign compaes

Government ownership offficial institutions
Restrictions on the ability of foreign banks to nfanches and subsidiaries
Government influence over the allocation of credit
Government regulations that inhibit financial aityiv
Freedom to offer all types of financial services;igities, and insurance polici

Minimum wage laws
Freedom to set prices privately without governniefitence
Government price controls
Extent to which government price controls are used
Government subsidies to businesses that affeagric

Freedom from government infiee over the judicial system
Commercial code defining contracts
Sanctioning of foreign arbitration of contract disgs
Government expropriation of property
Corruption within the judiciary
Delays in receiving judicial decisions and/or enéanent
Legally granted and protected private property
Licensing requirements to operatbusiness
Ease of obtaining a business license
Corruption within the bureaucracy
Labor regulations, such as established workweedisl, yacations, and paren
leave, as well as selected labor regulations
Environmental, consumer safety, and worker heaiffulations
Regulations that impose a burden on business

Smuggling
Piracy of intellectual property in the informal rkat
Agricultural production supplied on the informal niet
Manufacturing supplied on the informal market
Services supplied on the informal market
Transportation supplied on the informal market
Labor supplied on the informal market

£S

al

Source: Beach & Miles 2006, pp. 58-74.
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