


Personal ownership of self is an underlying postulate of economic freedom. Because of this 

self ownership, individuals have a right to choose—to decide how they will use their time and 

talents. On the other hand, they do not have a right to the time, talents, and resources of others. 

Thus, they have no right to demand that others provide things for them.  

In order to achieve a high EFW rating, governments must do some things, but refrain from 

others. Governments promote economic freedom when they establish a legal structure that provides 

for the even-handed enforcement of contracts and the protection of individuals and their property 

from aggressors seeking to use violence, coercion, and fraud to seize things that do not belong to 

them. Governments also enhance economic freedom when they allow citizens access to sound 

money. However, if a government is going to receive a high economic freedom rating, it must also 

refrain from many activities. It must refrain from actions that interfere with personal choice, voluntary 

exchange, and the freedom of individuals and businesses to compete. When taxes, government 

expenditures, and regulations are substituted for personal choice, voluntary exchange, and market 

coordination, economic freedom is reduced. Similarly, restrictions that limit entry into occupations 

and business activities also retard economic freedom. 

When the government of a country protects people and their property from the actions of 

aggressors, enforces contracts in an unbiased manner, and provides a limited set of ”public 

goods” like roads, flood control, and money of stable value, but leaves the allocation of other 

goods and services to the market, the country’s EFW rating will be high. In essence, the EFW 

rating is a measure of the extent to which countries rely on private ownership and markets rather 

than the political process to allocate goods, services, and resources. Countries that rely more 

extensively on markets will earn higher EFW ratings. 

The EFW index reflects the concept of protective rights—that is, rights that provide 

individuals with a shield against others who would invade or take what does not belong to them. 



Because these are nonaggression or “negative” rights, all citizens can simultaneously possess 

them. Some argue that individuals have invasive rights or what some call “positive rights” to 

things like food, housing, medical services, or a minimal income level. Such rights imply that 

some individuals have the right to impose on others. If A has a positive right to housing, for 

example, this logically implies that A has a right to force B to provide the housing. But in a 

protective rights context, A has no right to the labor of B or any other individual since B owns 

himself. Because they imply that some have the right to invade and seize the labor and possessions 

of others, such invasive rights are in conflict with economic freedom. 

Economic, Political, and Civil Liberties 

Economic freedom covers a different sphere of human interaction than political freedom 

and civil liberties. Political freedom concerns the procedures that are used to elect government 

officials and decide political issues. Political liberty is present when all adult citizens are free to 

participate in the political process (vote, lobby, and choose among candidates), and elections are 

democratic, fair, and competitive. Civil liberty encompasses the freedom of the press and the 

rights of individuals to assemble, hold alternative religious views, receive a fair trial, and express 

their views without fear of retaliation.  

As in the case of economic freedom, personal choice, competition, voluntary interaction 

with others, and even-handedness among citizens provide the foundation for political and civil 

liberties. Consider political liberty. The freedom of voters to support candidates and parties of 

their choice is grounded in the personal-choice postulate. Similarly, the presence of competition 

among alternative candidates and parties merely reflects the importance of voluntary interaction 

and free entry (freedom to compete). Voluntary association and freedom to compete also provide 

the foundation for civil liberties, including the right to assemble, freedom of religion, and 



freedom of the press. The right to a fair trial reflects the importance of an even-handed legal 

system and protection of person and property against aggression. Thus economic, political, and 

civil liberties reflect the same fundamental values. 

Yet, it is possible for a country to have a substantial amount of political freedom and, at the 

same time, follow policies that severely limit economic freedom. Historically, India has 

exemplified this path. It is also possible for a country to have a substantial amount of economic 

freedom even though citizen participation in the political process is highly limited. Hong Kong 

during the last several decades provides an example of this case. 

Economic Freedom and Democracy 

It is important to distinguish between economic freedom and democracy. Mutual agreement 

provides the basis for economically free activities. Unless both parties to an exchange agree, the 

transaction will not occur. On the other hand, “majority rule” provides the basis for democratic 

political action. In the case of direct democracy, the majority of those voting on the issue will be 

decisive. For representative democracy, legislative majorities will decide the issue. 

It makes a huge difference whether mutual agreement or majority rule underpins economic 

activities. When mutual agreement forms the basis for economic activity, there will be a strong 

tendency for resources to be used in ways that increase their value. The agreement of buyer and 

seller to an exchange provides strong evidence that the transaction increases the well-being of both 

as well as that of society. In contrast, there is no such tendency under majority rule. The political 

process generates both “winners” and “losers” and there is no assurance that the gains of the 

winners will exceed the cost imposed on the losers. As the public-choice literature highlights, 

there are several circumstances under which there is good reason to expect that the cost imposed 

on the majority will be greater than the benefits derived by the political minority. 



The political process tends to be shortsighted. It is biased toward the adoption of programs 

that provide immediate, highly visible benefits at the expense of future costs that are difficult to 

identify. This is true even when such programs are counterproductive. Furthermore, when the 

government is heavily involved in activities that provide favors to some at the expense of others, 

people will be encouraged to divert resources away from productive activities and toward 

lobbying, campaign contributions, and other forms of political favor seeking. Predictably, the 

shift of resources away from production and toward plunder will generate economic inefficiency. 

But, perhaps, it is the “special interest effect” that provides the most important explanation 

for why the majoritarian political process will often go awry—why it will often lead to policies 

that do more harm than good. Elected political officials will often find it attractive to support the 

positions of well-organized interest groups at the expense of consumers and taxpayers. This will 

be true even when the gains derived by an interest group are substantially less than the cost 

imposed on other voters. Well-organized interest groups provide politicians with a readily 

available source of campaign contributions and other political resources that will help them win 

subsequent elections. In contrast, those harmed by special-interest policies are unlikely to provide 

much political assistance because they are largely unorganized and frequently poorly informed. 

Thus, the democratic political process is often characterized by politicians who “trade” 

programs that benefit special-interest groups at the expense of the general populace in exchange 

for political contributions that will help them win the next election. In contrast with market 

actions based on mutual agreement, there is no assurance that political action will be productive, 

that it will expand output and enhance the income levels of the citizenry. 

Unconstrained majoritarian democracy is not the political system that is most 

complementary with economic freedom; limited constitutional government is. Constitutional 

restraints, structural procedures designed to promote agreement and reduce the ability of interest 



groups to exploit consumers and taxpayers, and competition among governmental units 

(federalism) can help restrain the impulses of the majority and promote political action more 

consistent with economic freedom. It is widely recognized that protection of civil liberties 

involves political constraints capable of controlling the excesses of the majority. Thus, we do not 

count on majority rule to protect civil liberties such as the right to free speech, freedom of the 

press, the right to assembly, and religious freedom. Rather, it is recognized that constitutional and 

structural protections are needed to secure these liberties. The same thing is true of economic 

freedom. Basic economic freedoms such as (a) the right to trade with others, including foreigners, 

at mutually agreeable terms, (b) the right to enter and compete in the business or occupation of 

your choice, (c) the right to keep what you earn, and (d) protection of your property from 

confiscation by others, including the government, are too important to be left to the “rule of the 

majority.” Like other basic liberties, they deserve constitutional, procedural, and structural 

protection. 

The Economic Freedom of the World Index 

The Economic Freedom of the World (EFW) index has been constructed with a number of 

methodological goals in mind. First, the index needs to cover a relatively large number of 

countries over as lengthy a period of time as possible. As a result, many idiosyncratic and 

country- or time-specific interferences in economic freedom cannot be included in the index. 

Second, all data used to construct index ratings are from third-party international sources such as 

the IMF, World Bank, World Economic Forum and so on. Data provided directly from a source 

within a country are used only rarely. Importantly, the authors of the index do not generate any 

data and are not in a position to change the underlying data unless a clear error can be 

documented. While much of the data is of the “objective” statistical sort, much is also 



“subjective,” coming from surveys, case analyses, or expert panels. Third, the report aims to be 

as transparent as possible about the data sources, the methodology for transforming raw data into 

index ratings and for constructing area and summary ratings, and so on.  

Table 1 indicates the structure of the EFW index. The index measures the degree of 

economic freedom present in five major areas: 

 1 Size of Government: Expenditures, Taxes, and Enterprises 

 2 Legal Structure and Security of Property Rights 

 3 Access to Sound Money 

 4 Freedom to Trade Internationally 

 5 Regulation of Credit, Labor, and Business. 

Within the five major areas, 21 components are incorporated into the index, but many of 

those components are themselves made up of several sub-components. Counting the various sub-

components, the EFW index comprises 38 distinct pieces of data. Each component and sub-

component is placed on a scale from 0 to 10 that reflects the distribution of the underlying data. 

The component ratings within each area are averaged to derive ratings for each of the five areas. 

In turn, the summary rating is the average of the five area ratings.2 Complete methodological and 

source details are found in Gwartney and Lawson, 2006, p. 175-83. 

1 Size of Government: Expenditures, Taxes and Enterprises 

The four components of Area 1 indicate the extent to which countries rely on the political 

process to allocate resources and goods and services. When government spending increases 

relative to spending by individuals, households, and businesses, government decision-making is 

substituted for personal choice and economic freedom is reduced. The first two components 

address this issue. Government consumption as a share of total consumption (1A) and transfers 

and subsidies as a share of GDP (1B) are indicators of the size of government. When government 



consumption is a larger share of the total, political choice is substituted for private choice. 

Similarly, when governments tax some people in order to provide transfers to others, they reduce 

the freedom of individuals to keep what they earn. Thus, the greater the share of transfers and 

subsidies in an economy, the less economic freedom. 

The third component (1C) in this area measures the extent to which countries use private 

rather than government enterprises to produce goods and services. Government firms play by 

rules that are different from those to which private enterprises are subject. They are not 

dependent on consumers for their revenue or on investors for risk capital. They often operate in 

protected markets. Thus, economic freedom is reduced as government enterprises produce a 

larger share of total output.  

The fourth component (1D) is based on (Di) the top marginal income tax rate and (Dii) the top 

marginal income and payroll tax rate and the income threshold at which the top marginal income-tax 

rate applies. These two sub-components are averaged to calculate 1D. High marginal tax rates that 

apply at relatively low income levels are also indicative of reliance upon government. Such rates 

deny individuals the fruits of their labor. Thus, countries with high marginal tax rates and low 

income thresholds are rated lower. 

Taken together, the four components of Area 1 measure the degree to which a country relies 

on personal choice and markets rather than government budgets and political decision-making. 

Therefore, countries with low levels of government spending as a share of the total, a smaller 

government enterprise sector, and lower marginal tax rates earn the highest ratings in this area.  

2 Legal Structure and Security of Property Rights 

Protection of persons and their rightfully acquired property is a central element of both 

economic freedom and a civil society. Indeed, it is the most important function of government. 



Area 2 focuses on this issue. The key ingredients of a legal system consistent with economic 

freedom are rule of law, security of property rights, an independent judiciary, and an impartial 

court system.  

Security of property rights, protected by the rule of law, is essential to economic freedom. 

Freedom to exchange, for example, is meaningless if individuals do not have secure rights to 

property, including the fruits of their labor. Failure of a country’s legal system to provide for the 

security of property rights, enforcement of contracts, and the mutually agreeable settlement of 

disputes will undermine the operation of a market-exchange system. If individuals and businesses 

lack confidence that contracts will be enforced and the fruits of their productive efforts protected, 

their incentive to engage in productive activity will be eroded. Furthermore, poor performance in 

this area is sure to deter investment. Therefore, it is highly unlikely that countries with low 

ratings in this area will be able to achieve and sustain high rates of growth. 

3 Access to Sound Money 

Money oils the wheels of exchange. An absence of sound money undermines gains from 

trade. As Milton Friedman informed us long ago, inflation is a monetary phenomenon, caused by 

too much money chasing too few goods. High rates of monetary growth invariably lead to 

inflation. Similarly, when the rate of inflation increases, it also tends to become more volatile. 

High and volatile rates of inflation distort relative prices, alter the fundamental terms of long-

term contracts, and make it virtually impossible for individuals and businesses to plan sensibly 

for the future. Sound money is essential to protect property rights and, thus, economic freedom. 

Inflation erodes the value of property held in monetary instruments. When governments use 

money creation to finance their expenditures, in effect, they are expropriating the property and 

violating the economic freedom of their citizens.  



It makes little difference who provides sound money. The important thing is that individuals 

have access to it. Thus, in addition to data on a country’s inflation and its government’s monetary 

policy, it is important to consider how difficult it is to use alternative, more credible, currencies. 

If bankers can offer saving and checking accounts in other currencies or if citizens can open 

foreign bank accounts, then access to sound money is increased and economic freedom expanded. 

There are four components to the EFW index in Area 3. All of them are objective and 

relatively easy to obtain and all have been included in the earlier editions of the index. The first 

three are designed to measure the consistency of monetary policy (or institutions) with long-term 

price stability. Component 3D is designed to measure the ease with which other currencies can be 

used via domestic and foreign bank accounts. In order to earn a high rating in this area, a country 

must follow policies and adopt institutions that lead to low (and stable) rates of inflation and 

avoid regulations that limit the use of alternative currencies should citizens want to use them. 

4 Freedom to Trade Internationally 

In our modern world of high technology and low costs for communication and 

transportation, freedom of exchange across national boundaries is a key ingredient of economic 

freedom. Many goods and services are now either produced abroad or contain resources supplied 

from abroad. Of course, voluntary exchange is a positive-sum activity: both trading partners gain 

and the pursuit of the gain provides the motivation for the exchange. Thus, freedom to trade 

internationally also contributes substantially to our modern living standards.  

Responding to protectionist critics and special-interest politics, virtually all countries adopt 

trade restrictions of various types. Tariffs and quotas are obvious examples of roadblocks that 

limit international trade. Because they reduce the convertibility of currencies, controls on the 

exchange rate also retard international trade. The volume of trade is also reduced if the passage of 



goods through customs is delayed. Sometimes these delays are the result of administrative 

inefficiency while in other instances they reflect the actions of corrupt officials seeking to extract 

bribes. 

The components in this area are designed to measure a wide variety of restraints that affect 

international exchange: tariffs, quotas, hidden administrative restraints, and exchange rate and 

capital controls. In order to get a high rating in this area, a country must have low tariffs, a trade 

sector larger than expected, efficient administration of customs, a freely convertible currency, and 

few controls on the movement of capital.  

5 Regulation of Credit, Labor, and Business 

When regulations restrict entry into markets and interfere with the freedom to engage in 

voluntary exchange, they reduce economic freedom. The fifth area of the index focuses on this 

topic.  

Regulatory restraints that limit the freedom of exchange in credit, labor, and product 

markets are included in the index. The first component (5A) reflects conditions in the domestic 

credit market. The first two sub-components provide evidence on the extent to which the banking 

industry is dominated by private firms and whether foreign banks are permitted to compete in the 

market. The final three sub-components indicate the extent to which credit is supplied to the 

private sector and whether controls on interest rates interfere with the market in credit. Countries 

that used a private banking system to allocate credit to private parties and refrained from 

controlling interest rates received higher ratings for this component of the regulatory area. 

Many types of labor-market regulations infringe on the economic freedom of employees and 

employers. Among the more prominent are minimum wages, dismissal regulations, centralized 

wage setting, extensions of union contracts to nonparticipating parties, unemployment benefits that 



undermine the incentive to accept employment, and conscription. The labor-market component 

(5B) is designed to measure the extent to which these restraints upon economic freedom are present 

across countries. In order to earn high marks in the component rating regulation of the labor 

market, a country must allow market forces to determine wages and establish the conditions of 

dismissal, avoid excessive unemployment benefits that undermine work incentives, and refrain 

from the use of conscription. 

Like the regulation of credit and labor markets, the regulation of business activities 

(component 5C) inhibits economic freedom. The sub-components of 5C are designed to identify 

the extent to which regulatory restraints and bureaucratic procedures limit competition and the 

operation of markets. In order to score high in this portion of the index, countries must allow 

markets to determine prices and refrain from regulatory activities that retard entry into business 

and increase the cost of producing products. They also must refrain from “playing favorites,” that 

is, from using their power to extract financial payments and reward some businesses at the 

expense of others. 

Summary Economic Freedom Ratings, 2004 

Table 2 presents summary economic freedom ratings, sorted from highest to lowest. These 

ratings are for the year 2004, the most recent year for which comprehensive data are available. 

Hong Kong and Singapore, once again, occupy the top two positions. The other nations in the top 

10 are New Zealand, Switzerland, United States, Ireland, United Kingdom, Canada, Iceland, and 

Luxembourg. At the other end of the spectrum, the lowest-rated countries are the Central African 

Republic, Rwanda, Burundi, Algeria, Guinea-Bissau, Venezuela, the Democratic Republic of 

Congo, the Republic of Congo, Myanmar, and in last place, Zimbabwe.  

India and China continue to attract a lot of attention as both have implemented market-



oriented reforms and have reported rapid economic growth.  The EFW index however indicates 

that the reforms in India have been deeper than those in China where formal economic 

liberalization has been restricted to just a few zones.  India now has a rating of 6.7 and ranks 53rd 

in the world compared with China’s rating of 5.7 and rank of 95. 

This year three additional countries—Armenia (6.7 rating and 53 rank), Azerbaijan (6.0 

rating and 83 rank), and Mongolia (6.2 rating and 74 rank)—have been included in the index; 

they join last year’s additions: Georgia, Macedonia, Mozambique, and Vietnam. All are 

examples of countries attempting to make the transition from socialist central planning to a more 

market-oriented economy. This brings the total number of countries rated to 130. 

The criteria for adding new countries are fairly strict and the decision is dictated by the 

availability of the requisite data. In particular, countries that are not reported in the standard IMF 

statistical reports or covered by the Global Competitiveness Report are unlikely to be included in 

the EFW index. Nevertheless, the expectation is that a number of countries will be added in the 

years to come. 

The EFW index is calculated back to 1970 as the availability of data allows; see the 

website, http://www.freetheworld.com, for information from past years. Because some data for 

earlier years may have been updated or corrected, readers are always encouraged to use the data 

from the most recent annual report to assure the best-quality data. 

Area Economic Freedom Ratings (and Rankings), 2004 

Table 3 presents the ratings (and, in parentheses, the rankings) for each of the five areas of the 

index and for components 5A, 5B, and 5C. A number of interesting patterns emerge from an 

analysis of these data. The high-income industrial economies generally rank quite high for Legal 

Structure and Security of Property Rights (Area 2), Access to Sound Money (Area 3), and 



Freedom to Trade Internationally (Area 4). Their ratings were lower, however, for Size of 

Government: Expenditures, Taxes, and Enterprises (Area 1) and Regulation of Credit, Labor, and 

Business (Area 5). This was particularly true for western European countries. 

On the other hand, a number of developing nations show the opposite pattern. Bolivia 

makes an interesting case study. It shows that reasonably sized government alone is not enough 

to reap the benefits of economic freedom. The institutions of economic freedom, such as the rule 

of law and property rights, as well as sound money, trade openness, and sensible regulation are 

required. Bolivia was ranked 29th in Size of Government: Expenditures, Taxes, and Enterprises 

(Area 1) and 39th for Access to Sound Money (Ares 3). However, Bolivia scored poorly in all the 

other categories, especially Legal Structure and Security of Property Rights (Area 2), where it 

placed 106th. In Freedom to Trade Internationally (Area 4), Bolivia ranked 57th, while in 

Regulation (Area 5), Bolivia ranked 72nd. Despite high rankings in a couple of areas, Bolivia’s 

overall ranking is only 63rd. 

Weakness in the rule of law and property rights is particularly pronounced in sub-Saharan 

Africa, among Islamic nations, and for several nations that were part of the former Soviet bloc, 

though some of these nations have made strides toward improvement. Many Latin American and 

Southeast Asian nations also score poorly for rule of law and property rights. The nations that 

rank poorly in this category also tend to score poorly in the trade and regulation categories, even 

though several have reasonably sized governments and sound money. 

The economies most open to foreign trade were Hong Kong and Singapore, followed by a 

number of European nations such as Luxembourg, Ireland, and Belgium. Some former Soviet bloc 

nations also rank fairly high in openness to trade: Estonia is 7th, Slovak Republic, 8th and Hungary, 

11th. Chile is also highly open to foreign trade, ranking 9th in this area. The least regulated 

countries—those at the top in Regulation of Credit, Labor, and Business (Area 5)—were Iceland, 



Hong Kong, the United States, and New Zealand. 

The Chain-Linked Summary Index, 1970–2004 

One of the most valuable aspects of this index of economic freedom is that, for many countries, it 

can be calculated back to 1970: 53 countries have ratings in 1970; 70 in 1975; 102 in 1980, 109 

in 1985, 113 in 1990, 123 for 1995 through 2001, 127 in 2003, and 130 in 2004. These 

longitudinal data are useful for examining the impact of economic freedom over time. 

One problem that arises, however, is that the underlying data are more complete in recent 

years than in earlier years. As a result, changes in the index ratings over time may reflect the fact 

that some components are missing in some years but not in others. This is similar to comparing 

GDP or a price index over time when we know that the underlying goods and services used to 

calculate these statistics are constantly changing. The problem of missing components threatens 

the comparability of the index ratings over time. 

In order to correct for this problem, we have constructed a chain-linked summary economic 

freedom index that is based on the 2000 rating as a base year. Changes to the index going 

backward (and forward) in time are then based only on changes in components that were present 

in adjacent years. For instance, the 1995 chain-linked rating is based on the 2000 rating but is 

adjusted based on the changes in the underlying data between 1995 and 2000 for those 

components that were present in both years. If the common components in 1995 were the same as 

in 2000, then no adjustment was made to the 1995 summary rating. However, if the 1995 

components were lower than those for 2000 for the over-lapping components between the two 

years, then the 1995 summary rating was adjusted downward proportionally to reflect this fact. 

Correspondingly, in cases where the rating for the common components was higher in 1995 than 

for 2000, the 1995 summary rating was adjusted upward proportionally. The chain-linked ratings 


