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INTRODUCTION

The two major regulators of economic processesare market mechanism and public regulation. As a rea-
son for state intervention in the economy it is usually considered such phenomena as allocative inefliciency
of the market mechanism, economic instability and social inequalities, however there’s no agreement among
economists, what level of government intervention is optimal and the discussion on that issue has a long
history. Thus, it is reasonable to undertake studies on the optimal degree of public regulation, because
economic processes are dynamic phenomena, and also instruments of public regulation changes, so there is
a need for redefining the factors important for the economy according to present situation. It is especially
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accurate while the world faces the financial crisis. Present situation shows, that Lukas’s statement from 1995
about the end of the problem connected with crisis is solved was too optimistic (Krugman 2012).

The paper focuses on the aspect of the level of public intervention in the context of stability of economic
growth. The aim of the research is to examine the statistical relationship between the degree of economic
freedom (measured by Index of Economic Freedom) and the intensity of the reaction of the economy to
the financial crisis of 2008 (measured by the standard deviation of the real GDP growth rate). The research
hypothesis is the statement that such relationship exists. The study is based on data from 2007-2011 for
European Union countries. The following methods were used in the paper: statistical description and com-
parative analyses.

DIFFERENT APPROACHES TO PUBLIC REGULATION

An issue related to the regulation of markets is setting the optimal level of regulation, since it is possible
to overshoot the market. Adjusting the markets is connected with a cost of acquiring information, people
involved in theregulation andcontrol bodies and other transaction costs(increasing with increasingregu-
lationsize), as well as the costs associatedwith the riskof error (decreasing with the increase inthe number
ofparticipants inthe legislative process (Wilkin, 2005).

Amongeconomiststhere is also no the consensus about the capacity of public institutions to solve mar-
ket problems. Advocates of economic freedom raises the question of government failure, such as the submis-
sion of private interests by public decision-makers, cognitive errors, a delay in time between the moment of
applying the solution and the moment of appearing the results, obtaining or neutralization effects of public
regulations by the market players due to predictability of government action and many more(Datta-Chaud-
huri, 1990).

The quality of public institutionsis main theme of considerations in manyeconomic theories. For
example, in economictheory ofregulation there was formulated the model of optimaldistribution of the
benefitsofprice regulation andcontrolinputs (Pelezmanmodel), which maximizespolitical supportfunction,
where P is the price ofthe product, and IT-profits madeby the companyrepresenta pressure group. With-
the existence ofmanyinterest groups, the price is not on the sociallyoptimallevelorat the level ofmonopo-
ly price, but between them andthe benefits ofpublic regulationare sharedin proportion to thebargaining
powerpossessed(Peltzman, 1976).In the Becker’s model, in turn, competitionamong pressure groupsleads
toafavorableadjustmentfor this group, which is able toachieve the greatestadvantage, while othergroupsbear
the costs ofregulation(Becker, 1983).

Regulationmodelshave manyexpansions, including “capturetheory” (Stigler, 1971) and the concept
of ’rent-seeking” which indicates the possibility ofenforcementbymarket playerssuchpublic regulation,
which actuallyprotects them fromcompetition (Crew and Parker, 2006). It shows that publicregulationis
not always a responseto thefailure ofthe market mechanism or economic instability. If public institutions are
imperfect, it may raise the question about necessity of regulating the economy.

ECONOMIC FREEDOM IN EUROPEAN UNION

Public regulation includes many different areas of activity of public institutions. For measuring the
scale of the activity of the state in the economy it might be used Index of Economic Freedom (IEF). IEF
is an index published by The Wall Street Journal from 1995 year and is based on statistics from organiza-
tions like the World Bank, the International Monetary Fund, the Economist Intelligence Unit and various
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government agencies, websites, news reports and journal articles. All data received from government sources
are verified with independent, internationally recognized sources. In this index each countryis ratedon a
scale from0 t0100 points (where 100 is the maximum of economicfreedom) according to the criteriadivided
into10 categories (http://www.heritage.org/index):
— Business Freedom: measures the ability to start, operate, and close a business;
— Trade Freedom: measures the absence of barriers that affect imports and exports of goods and services;
— Monetary Freedom: measures price stability with an assessment of price controls;
— Government Spending: measures the level of government expenditures (including consumption and
transfers) as a percentage of GDP;
— Fiscal Freedom: measures the tax burden imposed by government;
— Property Rights: measures the ability of individuals to accumulate private property, secured by clear
laws that are fully enforced by the state;
— Investment Freedom: measures the constraints on the flow of investment capital;
— Financial Freedom: measuresbanking efficiency, independence from government control and interfer-
ence in the financial sector;
— Freedom from Corruption: measures the level of corruption (the higher the level of corruption, the
lower the level of economic freedom score);
— Labor Freedom: measures the level of regulation of country’s labor market.
Total IEF is an average of scores obtainedin the differentareas by each country. The index was used in
the research because of its complexity in terms ofthe impactof thepublicregulation ondifferent areas ofthe
economies.
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Picture 1. The dynamics of IEF in European Union in 1995-2012

Source: http://www.heritage.org/index.

Picture 1 shows the dynamics of IEF in a period 1996-2012 in old and new members of European
Union. The level of economic freedom generally shows an increasing trend, especially in EU-12 countries,
however after financial crisis the economic freedom was slightly limited . The differences between old and
new members decreases but “old” Union is still on the higher level of economic freedom than EU-12.
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Picture 2. The level of IEF’s components in European Union in 2012

Source: http://www.heritage.org/index.

Picture 2 shows the level of economic freedom in particular areas of government activity. The main
differences between EU-15 and EU-12 appears in area of fiscal and government spending freedom, business
freedom, the level of corruption and respecting the property rights. “Old” EU is more engaged in activities
typical for welfare states but seems to show higher quality of public institutions (freedom from corruption)
and also gives higher freedom for business activities undertaken by citizens. An analysis of relationship
between this kind of differences and the level and stability of GDP in EU countries is the main aim of the
next part of the paper.

THE RELATIONSHIP BETWEEN ECONOMIC FREEDOM AND THE LEVEL
AND STABILITY OF THE ECONOMIC GROWTH IN EU COUNTRIES

The aim of this part of the research is to identify the statistical relationship between Index of Economic
Freedom (and its components), the level of GDP per capita andthe standard deviation of thereal GDP
growth rate in EU countries. In order to examine which countries (according to the level of economic free-
dom) have coped better with financial crisis of 2008, the study was conducted in the following stages:

— Checking of the level of economic freedom before the crisis (data from 2007);
— Checking of the level of GDP per capita in 2007 and the real GDP growth rate in a period 2007-

2011;

— Calculating the standard deviation for the growth rate during the considered period to examine the
intensity of instability of GDP during crisis period;

— Ranking the countries according to the intensity of the standard deviation;

— Calculating the Pearson’s and Spearman’s correlation coeflicients for IEF, its components, GDP per
capita and standard deviation of the GDP growth rate;
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— Ranking the components of IEF according to its intensity of determining the level of GDP and the
deviation from GDP growth rate.

Table 1 shows the level of economic freedom in 10 areas measured by IEF in the year before the crisis
0f 2008. Table 2 shows GDP per capita and the position in the ranking (first place means the highest GDP
per capita), real GDP growth rate in period 2007-2011, standard deviation for the fluctuations of the rate
and the position in the ranking (first place means the minor fluctuations).

The highest level of total IEF had Ireland, Denmark, Luxemburg, Estonia, The Netherland and United
Kingdom. Last in the ranking were Italy and Greece. Except of Estonia, these are not the countries which
has reacted most intensively to the financial crisis. The major fluctuation took place in following countries:
Latvia, Lithuania, Estonia, Romania, Slovakia and Slovenia. The most stable situation was in Poland, Por-
tugal, France and Belgium. There are also an interesting cases, where after strong decrease of GDP growth
rate, the rate increased rapidly and reached the positive result in 2010 (Estonia, Lithuania). However, the
ability to raising form the collapse doesn't provide the resistance to the fluctuations. It seems that total IEF
doesn’t have the major meaning for resistance of economies to the GDP growth rate instability. Correlation
coeflicients confirm that assumption.

Table 1
The level of Index of Economic Freedom and its components in EU countries in 2007
Y
£ E 8 % £ 5
TlElE| S| E| & E 2|8 | &
Country - = '§ —g g L; E E =2 & 'gé’
1 2 3 4 5 6 7 8 9 10 11 12

Austria 71,9 | 81,7 | 86,6 50,3 | 24,7 | 86,0 70 70 90 87 70,1
Belgium 70,2 | 92,6 | 86,6 | 44,1 26,5 80,5 90 80 80 74 70,8
Bulgaria 64,9 | 70,3 | 70,8 | 82,4 | 57,8 | 75,8 60 60 30 40 79,8
Cyprus 73,3 | 70,0 | 81,6 | 79,4 | 44,8 | 847 70 70 90 57 70,0
Czech Republic 70,4 | 61,1 | 86,6 | 69,9 | 47,1 | 86,3 70 80 70 43 59,7
Denmark 78,6 | 94,8 | 86,6 | 342 | 12,8 | 86,8 80 90 90 95 99,9
Estonia 752 | 79,9 86,6 | 84,5 | 61,8 83,0 90 90 90 64 49,7
Finland 74,0 | 95,3 86,6 | 63,1 23,5 89,9 70 80 90 96 45,6
France 64,6 | 87,2 | 81,6 | 463 13,5 81,0 50 60 70 75 56,1
Germany 71,8 88,9 86,6 61,4 33,7 81,5 90 50 90 82 442
Greece 60,3 | 69,7 | 81,6 | 62,4 | 53,4 | 784 50 40 50 43 58,0
Hungary 66,6 | 70,2 | 86,6 | 68,8 | 26,8 | 76,6 70 60 70 50 68,7
Ireland 78,7 | 92,1 86,6 | 71,7 | 659 | 853 90 90 90 74 80,6
Ttaly 60,3 | 77,0 | 81,6 52,8 | 31,5 80,5 70 60 50 50 74,4
Latvia 65,8 | 74,5 | 86,6 | 83,9 | 61,3 | 742 70 70 50 42 66,9
Lithuania 71,3 | 84,3 86,6 | 86,5 | 70,8 81,1 70 80 50 48 57,3
Luxembourg 76,2 | 76,9 86,6 | 653 | 44,0 | 80,2 90 80 90 85 47,8
Malta 65,7 | 70,0 | 86,6 | 61,1 27,7 | 80,0 50 70 90 66 60,0
Poland 64,1 55,3 | 86,6 | 68,6 | 44,8 | 80,3 50 50 50 34 61,4
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1 2 3 4 5 6 7 8 9 10 11 12
Portugal 64 78,6 | 86,6 | 62,3 | 354 | 804 70 50 70 65 41,5
Romania 64,7 73,2 84,0 85,9 71,0 69,7 50 60 30 30 58,0
Slovakia 69,5 | 70,7 | 86,6 | 89,5 | 53,7 | 76,6 70 80 50 43 76,1
Slovenia 64,6 | 72,9 | 86,6 | 54,6 | 30,9 | 78,9 70 50 50 61 41,2
Spain 70,2 78,0 86,6 55,2 54,8 78,5 70 80 70 70 49,3
Sweden 71,9 94,2 81,4 33,1 3,6 83,8 80 70 90 92 65,0
The Netherlands 74,7 88,4 86,6 48,8 34,9 87,2 90 80 90 86 62,7
United Kingdom 74,5 91,2 86,6 62 42,7 81,3 90 90 90 86 79,0
Source: http://www.heritage.org/index.
Table 2
The level of GDP per capita and real GDP growth rate in EU countries in 2007-2011
GDP Position Real GDP growth rate
Country per capita | in the Standard | Position in
(2007) ranking 2007 2008 2009 2010 2011 deviation | the ranking
Austria 30 900 5 3,7 1,4 -3,8 2,1 2,7 2,62 10
Belgium 28 900 9 2,9 1 -2,8 2,4 1,8 2,03 4
Bulgaria 10 000 27 6,4 6,2 -5,5 0,4 1,7 4,38 20
Cyprus 23600 | 14 51 | 36 | 19 | 13 | 05 2,44 6
Czech Republic 20 700 17 5,7 3,1 -4,5 2,5 1,9 3,38 15
Denmark 30 600 6 1,6 -0,8 -5,7 1,6 1,1 2,77 12
Estonia 17 500 20 7,5 -4,2 -14,1 3,3 8,3 8,39 25
Finland 29 400 7 5,3 0,3 -8,5 33 2,7 4,83 21
France 26 900 11 2,3 -0,1 -3,1 1,7 1,7 1,97 3
Germany 28 900 10 3,3 1,1 -5,1 4,2 3 3,36 14
Greece 22500 15 3,5 -0,2 -3,1 -4,9 -7,1 3,70 18
Hungary 15 400 22 0,1 0,9 -6,8 1,3 1,6 3,15 13
Ireland 36 600 2 5,4 -2,1 -5,5 -0,8 1,4 3,63 17
Italy 26 000 13 1,7 -1,2 -5,5 1,8 0,4 2,70 11
Latvia 14 300 24 9,6 -3,3 -17,7 -0,9 5,5 9,36 27
Lithuania 14 800 23 9,8 2,9 -14,8 1,5 5,9 8,43 26
Luxembourg 68 500 1 6,6 -0,7 -4,1 2,9 1,7 3,58 16
Malta 19 500 19 4,6 4 -2,4 3,4 1,9 2,52 8
Poland 13 600 25 6,8 5,1 1,6 3,9 4,3 1,69 1
Portugal 19 600 18 2,4 0 -2,9 1,4 -1,7 1,94 2
Romania 10 400 26 6,3 7.3 -6,6 -1,6 2,5 5,15 24
Slovakia 16 900 21 10,5 5,8 -4,9 4,4 3,2 5,01 23
Slovenia 22 100 16 7 3,4 -7,8 1,2 0,6 4,89 22
Spain 26 200 12 3,5 0,9 -3,7 -0,3 0,4 2,32 5
Sweden 31200 3,3 -0,6 -5 6,6 3,7 4,02 19
The Netherlands 33 100 3 3,9 1,8 -3,7 1,6 1 2,51 7
United Kingdom 29 100 8 3,6 -1 -4 1,8 0,9 2,60 9

Source: own study on the basis of data from Eurostat.
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Table 3 shows Pearson’s and Spearman’s correlation coefficients for Index of Economic Freedom, its
components, GDP per capita and the standard deviation for GDP growth rate in EU countries. Pearson’s
correlation coefficient (r ) measures the linear relationship between factors. For standard deviation nega-
tive result means, that the higher level of economic freedom is accompanied by a lower instability of GDP
growth rate, therefore the minus result was treated as conducive factor for economic stability. For GDP per
capita negative result means, that the higher level of economic freedom is accompanied by a lower level of
GDP, therefore minus result was classified as not supportive for stability. Spearman’s correlation coeflicient
(r) is based on the positions in the rankings, therefore positive result in all cases means the factor is sup-

portive.
Table 3
Correlation coeflicients for Index of Economic Freedom, its components, GDP per capita
and the standard deviation for GDP growth rate
Conducive Unconducive
Kind of freedom r T, Kind of freedom L I
B Freedom From Corruption -0,30 0,27 | Fiscal Freedom 0,59 -0,56
2 Property Rights -0,30 | 0,14 | Government Spending 0,54 | -0,44
% Monetary Freedom -0,26 0,20 | Financial Freedom 0,19 -0,11
Labor Freedom -0,14 0,07 | Total IEF 0,06 -0,12
Business Freedom -0,01 0,00 |Investment Freedom 0,07 0,02
Trade Freedom 0,05 0,03 | Trade Freedom 0,05 0,03
Investment Freedom 0,07 0,02
Conducive Unconducive
.g Kind of freedom T I, Kind of freedom r r,
I3}
; Freedom From Corruption 0,69 0,87 | Fiscal Freedom -0,44 -0,64
oY Property Rights 0,61 0,74 | Government Spending -0,30 -0,51
E Investment Freedom 0,55 0,70 | Labor Freedom -0,06 0,08
g Total IEF 0,54 0,62
o Business Freedom 0,43 0,66
% Monetary Freedom 0,43 0,66
— Financial Freedom 0,33 0,46
Trade Freedom 0,23 0,52
Labor Freedom -0,06 0,08

Source: own study.

According to the calculations, the most conductive for resistance to GDP instability are: Freedom
From Corruption, Property Rights, Monetary Freedom. Negative and relatively the strongest correlations
hasFiscal Freedom and Government Spending. It suggest that welfare states economies are statistically more
resistant to fluctuation of GDP growth rate, in condition of the high quality of public institutions. The
correlation of Trade and Investment Freedom is not specified (contradictory results) and for other kinds of
economic freedom the correlation is very low.

In case of the level of GDP per capita economic freedom seems to have greater importance. Freedom
From Corruption, Property Rights and Investment Freedom are most correlated with GDP per capita. Also
Business and Financial Freedom seems to be supportive for reaching the high level of GDP. There is negative
correlation between Fiscal Freedom and Government Spending. Labor Freedom has contradictory results.
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The common for the both areas (stability and the level of GDP) is positive correlation for Freedom
From Corruption, Property Rights, Monetary Freedom, Business Freedom and negative correlation for Fis-
cal Freedom and Government Spending.

CONCLUSIONS

Public regulation in the context of the level and stability of economic growth is a complicated and
wide issue, and it can’t be simplified only to separated elements of economic policy. Such items as histori-
cal conditions or other elements of institutional environment can have a great importance. The correlation
coeflicients used in the article doesn’t explain if components of IEF are the cause of resistance to economic
instability. It might suggest however that that kind of institutional environment is supportive for the stabil-
ity of economies. There are elements of economic freedom which seem to be conducive for both: high level
of GDP per capita and the stability of GDP growth rate. These are: Freedom From Corruption, Property
Rights, Monetary Freedom, Business Freedom. There are also two elements of economic policy (Fiscal
Freedom and Government Spending) where high level of economic freedom doesn’t seem to be a proper
solution, at least in the countries with high level of development and high quality of public institutions. That
issue requires further studies on individual cases and that’s the direction of future researches.
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