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Assessing State Capacity
Libertarianism

Ryan H. Murphy and Colin O’Reilly

Tyler Cowen (2020), in a controversial and widely discussed blog
post, has argued that free economic institutions must be accompa-
nied by state capacity to achieve maximal growth rates. He calls this
“State Capacity Libertarianism,” which echoes positions he has posed
previously (Cowen 2007, 2018). Besley and Persson (2011) can be
perhaps seen as a direct predecessor. Criticisms immediately
emerged, with Henderson (2020) arguing that Cowen’s specific pro-
posals are in direct conflict with libertarianism, and with minor
caveats, free economic institutions are already able to achieve the
goals Cowen hopes to achieve with state capacity. Geloso and Salter
(forthcoming) argue that the lack of examples of wealthy countries
with weak states is due to survivorship bias, and they apply their argu-
ment to criticize Cowen (Geloso and Salter 2020). Caplan (2018),
while not directly addressing State Capacity Libertarianism, argues
that there is little reason to believe that the effects of state capacity
are the result of strong states themselves, rather than the social and
cultural factors that allowed a strong state to emerge in the first place.
The purpose of this article is to put data to the question of the indi-
vidual effects of state capacity and free economic institutions on eco-
nomic performance, and the potential interaction between the two.
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State capacity can be decomposed, primarily, into two broad sets
of concepts. The first is fiscal capacity, which is the ability of a state
to raise revenue should it need to; additionally, states higher in fiscal
capacity are able to raise revenue in a more efficient manner. The
second is to play a market-supporting role. At minimum, this is to
mean legal capacity, which in libertarian terms would mean for the
country to be capable of running a night watchman state efficiently
and effectively. But “supporting markets” could encapsulate enforc-
ing certain kinds of regulations, the provision of public goods, or fix-
ing externalities. The emphasis is not how far the state goes in terms
of actually performing any of these tasks, but how well it is able to
accomplish these tasks, should it attempt to. Savoia and Sen (2015),
Johnson and Koyama (2017), Berwick and Christia (2018), and Piano
(2019) offer reviews of the literature from alternative perspectives.

This article’s approach to assess State Capacity Libertarianism is to
test the effects of economic freedom and state capacity, and their
interaction, on economic growth using a series of regressions
employing panel data. While panel analysis which tests the effects of
institutions on economic performance is very common, the literature
on state capacity tends to have a more historical flavor. In contrast,
we make use of two contemporary measures of strong state institu-
tions which have a limited time element, in addition to two less con-
ventional measures, one of which originates with Murphy (2019) and
the other of which is original to this paper. The use of a control for
output per capita and country-level fixed effects accounts for some of
the immediate concerns of State Capacity Libertarianism’s critics:
that the effect of state capacity is the result of backwards causality, or
that cultural variables underlie state capacity. We do not find strong
support for State Capacity Libertarianism, but we also do not find
that state capacity plays no role in economic development. When
considering our findings as a whole, we conclude that, as a first
approximation, state capacity and economic freedom are substitutes
for one another.

Before commencing with our analysis, we will first put state capac-
ity in a broader context to help motivate our project. The state
capacity perspective is actually a rather natural outgrowth of the sem-
inal work done by North and Weingast (1989) and North (1990)
which highlights the importance of the Glorious Revolution as the
turning point in the modern history of Britain, and therefore, the ori-
gins of world economic growth. But while the work of North and his
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co-authors point most strongly to the Glorious Revolution leading to
much stronger protection of property rights, the most tangible out-
come of the Glorious Revolution may have been to allow the state to
raise more tax revenue (Cox 2012). That is to say, the Glorious
Revolution created much higher fiscal capacity.

Recognizing this, subsequent literature has found the two aspects
of state capacity to be strongly intertwined (Besley and Persson 2009;
Karaman and Pamuk 2013). A broad conclusion of the literature is
that an external threat, such as the need to fight wars, causes states to
invest in fiscal capacity, the investment of which allows states to gain
other capabilities (Besley and Persson 2008, 2009, 2010; Dincecco
and Prado 2012; Karaman and Pamuk 2013; Gennaioli and Voth
2015), and these institutions ultimately lead to economic growth
(Acemoglu et al. 2016; Dincecco and Katz 2016). While institutions
protecting property rights may appear to be what is wholly driving
these positive results, provocatively, Irigoin and Grafe (2012) have
gone as far as arguing that development in Spain was held back due
to too little fiscal capacity relative to legal capacity. And one of the
most important recent works in political economy, Acemoglu and
Robinson’s (2019) The Narrow Corridor, in effect argues that eco-
nomic development requires state capacity to exist in some form of
balance with the power of civil society, so that they can complement
one another rather than one overwhelming the other.

State Capacity Libertarianism is the latest in a series of fusions of
libertarianism with more conventional political ideologies, which
began itself with Fusionism: the fusion of libertarianism with conser-
vatism (see Meyer 1996). Much later, in reaction to the dominance
of Fusionism within the libertarian movement, a series of academics
and public intellectuals argued for “liberaltarianism,” which blended
libertarianism and left-liberalism (Lindsey 2006; Tomasi 2012:
162–63). Since then, there has been an attempt to rejuvenate the
word “neoliberalism,” which historically was largely used as a pejora-
tive, as a means to somewhat moderate libertarianism in an ideolog-
ically ambiguous way, while emphasizing a belief in modern
institutions (Bowman 2016; Murphy 2020: 161; Tait 2020). Cowen
(2020) explicitly links State Capacity Libertarianism to liberaltarian-
ism, while its relationship to “neo-neoliberalism” is readily apparent
as well.

State Capacity Libertarianism, however, comes in direct conflict
with certain strands of literature in political economy holding that
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state enforcement of property rights is redundant in the context of
private institutions and norms (Stringham 2015; Williamson 2011) or
is actively counterproductive (Benson 1990; Leeson 2014; Leeson
and Harris 2018). The idea that free economic institutions must be
paired with strong state institutions is anathema to this point of view.
The aforementioned Geloso and Salter (2020) are working in this tra-
dition in their criticism of State Capacity Libertarianism, while their
formal work (forthcoming) confronts state capacity more directly
than the tradition has confronted it previously.

The article is structured as follows: first, we discuss our measures
of state capacity, the data sources, and empirical model; second, we
report our regression results; third, we interpret the regression
results while taking into account the effects of the interaction term;
finally, we offer some concluding remarks.

Measures of State Capacity
How can state capacity be quantified? In this section we describe

four measures of state capacity: (1) the Government Effectiveness
measure from the Worldwide Governance Indicators (Kaufmann
et al. 2009, 2010); (2) the average of Government Effectiveness and
Control of Corruption; (3) a new index constructed using data from
the Varieties of Democracy dataset; and (4) a measure of the strength
and power of states from Murphy (2019). Each of these variables
possesses a fair amount of cross-sectional and time series variation in
a panel, which will be necessary for our empirical approach.

Three fundamental aspects of state capacity are emphasized in the
literature: the ability of the state to support markets (which in terms
of measurement closely overlaps with the quality of bureaucracies),
the state’s fiscal capacity, and to a lesser extent, the state’s monopoly
on violence. The first of these, intuitively, is inclusive of the enforce-
ment of property rights. But more broadly, it should be thought of as
the state’s capability to do what attempts to do, whether that means
enforcing property rights, building an electrical grid, or building a
road. Sweden and Singapore are both strong in this, even though
Sweden does much more than Singapore. Fiscal capacity is the
degree to which the state is able to raise revenue from those living
under its control. A state will not have the capacity to compensate a
professional bureaucracy or provide public goods if it lacks the
capacity to raise revenue through taxation. Finally, as Olson (2002)
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describes, without a monopoly on coercion (and control of its terri-
tory), the threat of violence or violence itself increases the risk of
expropriation and reduces the incentives to invest in productive
activities (North 1990; Collier 1999).

Government Effectiveness

Government Effectiveness, like other elements of Worldwide
Governance Indicators is created using a pastiche of outside sources,
which documentation separates into “representative” and “non-
representative” sources. Those that are representative pertain prima-
rily to the quality of the bureaucracy and the quality of the provision
of public goods and originate with The Economist Intelligence Unit,
the Global Competitiveness Report, the Gallup World Poll, the
Institutional Profiles Database, the Political Risk Services’
International Country Risk Guide, and Global Insight Business
Conditions and Risk Indicators. In the documentation, Government
Effectiveness is defined as,

Government effectiveness captures perceptions of the quality
of public services, the quality of the civil service and the
degree of its independence from political pressures, the qual-
ity of policy formulation and implementation, and the credi-
bility of the government’s commitment to such policies.1

Average of Government Effectiveness and
Controls of Corruption

While cross-sectional data coverage is strong, it begins only in
1996, and earlier years of Worldwide Governance Indicators had
weaker data coverage. The measure directly addresses whether the
state is able to perform the tasks it sets out for itself, but it only indi-
rectly addresses the question of fiscal capacity. That is to say, it cap-
tures fiscal capacity insofar as the government would not have fiscal
capacity were it couldn’t raise the revenue to accomplish these tasks.

State-building, conceptually, has been a point of emphasis for
Fukuyama (2004, 2011, 2014) as a key aspect of the story of economic
development. Fukuyama (2014: 61–63) combines Government
Effectiveness with another element of Worldwide Governance

1https://info.worldbank.org/governance/wgi/Home/Documents.
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Indicators, Control of Corruption. We follow Fukuyama in using the
average of the two indicators as our second measure of state capacity.
The benefits and drawbacks to using this measure are similar to using
Government Effectiveness alone, with the drawbacks being a lack of
a lengthy time dimension and no direct measure of fiscal capacity.

A New State Capacity Index

Our third measure is a novel application of the vast database of
institutional information found in the Varieties of Democracy
(V-Dem) dataset. Our index attempts to measure the characteristics of
state capacity discussed above: fiscal capacity, the provision of public
goods, and a monopoly on violence. The V-Dem dataset contains
measures closely related to the first three concepts, for a large number
of countries, and an extremely lengthy time dimension. The creation
of this measure may actually be an important contribution of this
paper,2 but it was motivated by the desire to use a denser and length-
ier measure of state capacity than Government Effectiveness.3 The
better data coverage from the state capacity index constructed using
the V-Dem data allows for the analysis of state capacity over many
decades. All variables in the state capacity index from the V-Dem
dataset are coded by multiple country experts with scholarly or profes-
sional knowledge of the country. The scores from the county experts
are then aggregated by a Bayesian response measurement model.

Constructing an index from variables in the V-Dem dataset allows
us to include a more direct measure of fiscal capacity. We use the
variable, “state fiscal source of revenue,” which measures “on which
. . . sources of revenue does the central government primarily rely to
finance it activities?” Governments receive a low score if the state is
not capable of raising revenue or relies on outside revenue, but
receives a high score if the state raises revenue through modern
means of taxation. See Table 2 for a full description of the variable
and the other V-Dem variables that follow.

To measure the provision of public goods, we include a variable
that assesses the degree to which the national government spends on

2The lack of a measure of state capacity with a lengthy time dimension was pre-
viously pointed out by Savoia and Sen (2015: 455).
3One important component of Government Effectiveness from the International
Country Risk Guide dates back to 1984, but the method we will use will reach far
more years. ICRG data has somewhat limited time series variation as well.
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“particularistic” goods or on “public goods.” States receive a low score
if state expenditure is clientelistic, favoring specific groups in society.
States receive a higher score if they spend on public goods broadly,
defined as “spending intended to benefit all communities within a
society” (Coppedge et al. 2019: 149).

The third variable is closely related to the state’s monopoly on
coercion: a measure of state authority over its territory. This variable
measures the percentage of territory that the state maintains effec-
tive control; more specifically “where it [the state] is recognized as
the preeminent authority and in a contest of wills it can assert its con-
trol over political forces that reject its authority.” States with con-
tested territory, civil conflict, or regions in which their authority is
challenged receive lower scores.

As an additional measure of the state’s ability to accomplish tasks,
we include data on educational equality. This seeks to measure “[t]o
what extent is high quality basic education guaranteed to all, suffi-
cient to enable them to exercise their basic rights as adult citizens?”
We do not think that this variable is primarily about human capital.
While one can debate the merits of government involvement in edu-
cation, the fact is that the governments of all countries either attempt
to provide basic schooling, or would if they had the state capacity to
do so. The variation that exists between countries is whether the
state is capable of running such a system and able to fund it.

Moreover, we construct the new state capacity index by taking the
first principal component of the four measures from V-Dem given
above. Details on the principal component analysis can be found in
the Appendix. The variation that the method ought to be capturing,
then, is competent governance, not human capital. In sum, this novel
measure of state capacity contains rather direct measures of fiscal
capacity, the state’s monopoly on violence, and the quality of the
bureaucracy, and the provision of public goods (or what is thought of
as a public good). The novel state capacity index is available from
1970 to 2010 for a wide, unbalanced panel of countries.4

State Economic Modernity Index

As a final measure of state capacity, we use the “State Economic
Modernity” index from Murphy (2019), which circumvents the issue

4As we constructed it, the index stretches back to 1970. It has the potential to go
back much further for other purposes.
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of measuring fiscal capacity by replacing it simply with how large the
state is relative to the economy. It also zeroes in on the legal system
and the protection of property rights, instead of measuring the qual-
ity of the bureaucracy or the provision of public goods that are of
more tertiary importance for the support of markets. What this yields
is something that is not exactly state capacity; it is better thought of
as the economic institutions associated with social democracy. The
data is all derived from the Economic Freedom of the World index, so
its data coverage has a nearly perfect overlap with this variable, which
is our primary other variable of interest. As such, data coverage is
available for State Economic Modernity from 1970-present.

Economic Freedom Data and Empirical Model
Our other primary data of interest is economic freedom data from

the Economic Freedom of the World dataset (Gwartney et al. 2019).5

The dataset includes forty-three variables falling into one of five
areas of economic freedom: [limited] size of government, the quality
of the legal system and property rights, sound money, the freedom to
trade internationally, and [limited] regulation. All data are scaled
from 0–10, with “ten” always corresponding to more economic free-
dom. A literature review of what economic freedom causes can be
found in Hall and Lawson (2014), while a literature review of what
causes economic freedom can be found in Lawson et al. (2018). A
wide variety of earlier research has shown the positive effect of eco-
nomic freedom on output growth, revealing it to be robust and
empirically important; for instance, see Gwartney et al. (1999), de
Haan et al. (2006), Gwartney et al. (2006), Bennett et al. (2017),
Zhang et al. (2018), and Murphy and O’Reilly (2019).

Our control variable is PPP-adjusted real GDP per capita. Our
data source in regressions with a shorter panel is World Development
Indicators, while we make use of the Penn World Table (Feenstra
et al. 2015) for the lengthier panel because it has a single consistent
series which is PPP adjusted.6 Table 1 presents descriptive statistics
for all variables described in this section and Table 2 provides sources.

5A more inclusively measured definition of libertarianism is Vasquez and Porcnik
(2019). However, its time dimension is extremely limited.
6Our preference is to use the World Development Indicators data when possible.
See Pinkovskiy and Xavier Sala-i-Martin (2016).
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To test the hypothesis that state capacity and economic freedom
complement each other we estimate a panel growth regression as
described by Equation 1.

(1)
gi,t_a W !efwit _ �stateit _ �efwit \

stateit _ �lngdpit _ ri _ Pt _ �it

TABLE 1
Descriptive Statistics

N Mean Std. Dev. Min Max

Economic Freedom 540 6.576 1.134 2.87 9.07
Government 538 0.135 0.987 ^1.884 2.241

Effectiveness
Fukuyama State 538 0.104 1.004 ^1.717 2.281

Institutions
State Capacity 649 0.099 1.510 ^4.140 3.274
State Economic 1,052 ^0.692 2.664 ^6.956 6.670

Modernity
LN GDP per capita, 529 9.099 1.236 6.351 11.695

PPP (1995–2015)
LN GDP per capita, 731 8.689 1.214 6.242 11.974

PPP (1970–2010)
Economic Growth, 529 2.193 2.584 ^9.585 14.660

1995–2015 (5yr)
Economic Growth, 574 2.128 4.035 ^17.318 21.182

1970–2010 (10yr)
State Fiscal Source 773 0.504 1.178 ^2.631 2.588

of Rev.*
Particularistic or 828 0.506 1.239 ^3.452 3.214

Public Goods*
State Authority 770 91.478 10.136 33.75 100

over Territory*
Educational Equality* 828 0.392 1.490 ^3.102 3.588

Notes: Sample changes between sets of regressions. The sample year
reported above corresponds to the first sets of regressions (which is of rel-
atively short t), unless otherwise specified. *These correspond to the years
1970–2010.
Sources: See Table 2.
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TABLE 2
Data Descriptions of State Capacity Indicators

from VARIETIES OF DEMOCRACY

Variable 1: State Fiscal Source of Revenue

Question: On which of the following sources of revenue
does the central government primarily rely to finance its
activities?
Reponses:
0: The state is not capable of raising revenue to finance

itself.
1: The state primarily relies on external sources of funding

(loans and foreign aid) to finance its activities.
2: The state primarily relies on directly controlling eco-

nomic assets (natural resource rents, public monopolies,
and the expropriation of assets within and outside the
country) to finance its activities.

3: The state primarily relies on taxes on property (land
taxes) and trade (customs duties).

4: The state primarily relies on taxes on economic transac-
tions (such as sales taxes) and/or taxes on income, cor-
porate profits, and capital (Coppedge et al. 2019: 175).

Variable 2: Particularistic or Public Goods

Question: Considering the profile of social and infrastruc
tural spending in the national budget, how particularistic
or public goods are most expenditures?
Clarification: Particularistic spending is narrowly targeted
on a specific corporation, sector, social group, region,
party, or set of constituents. Such spending may be
referred to as pork, clientelistic, or private goods.
Public-goods spending is intended to benefit all communi-
ties within a society, though it may be means-tested so as to
target poor, needy, or otherwise underprivileged con-
stituents. The key point is that all who satisfy the means-test
are allowed to receive the benefit. Your answer should con-
sider the entire budget of social and infrastructural spending.
We are interested in the relative value of particularistic and
public-goods spending, not the number of bills or programs
that fall into either category (Coppedge et al. 2019: 149).

(Continued)
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TABLE 2 (Continued)
Data Descriptions of State Capacity Indicators

from VARIETIES OF DEMOCRACY

Variable 3: State Authority over Territory

Question: Over what percentage (%) of the territory does
the state have effective control?
Clarification: With this question we seek to judge the
extent of recognition of the preeminent authority of the
state over its territory. We are not interested here in per-
fect control by the state, or whether it is relatively effec-
tive in comparison to other states, but an assessment of
the areas over which it is hegemonic, e.g. where it is rec-
ognized as the preeminent authority and in a contest of
wills it can assert its control over political forces that
reject its authority. Several illustrative examples may help
in this coding. During civil wars the claim of the state to
rule is effectively neutralized by insurgent groups (e.g.,
the Tamil Tigers in Sri Lanka). There are also situations in
which criminals or warlords exert control in contravention
of state authority (e.g. opium growers in parts of
Indochina). There are also cases of failed states where the
central government cannot assert control over a share of
its territory (e.g., contemporary Somalia). Here, we ask
you to estimate the size of the territory that the state has
effective control over, as a percentage (%) of the total ter-
ritory that is officially part of the country (Coppedge et al.
2019: 175).

Variable 4: Educational Equality

Question: To what extent is high quality basic education
guaranteed to all, sufficient to enable them to exercise
their basic rights as adult citizens?
Clarification: Basic Education refers to ages typically
between 6 and 16 years of age but this varies slightly
among countries (Coppedge et al. 2019: 192).
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The annualized economic growth rate, from year t through year
t_a, is git_a, where a can take values of 5 or 10 depending on the
regression. It is regressed on measures of economic freedom, efwit,
and various measures of state capacity, stateit. An interaction term
between economic freedom and state capacity, efwit \ stateit cap-
tures the possibility of a complementary relationship between the
two concepts as suggested by State Capacity Libertarianism.

Each set of regressions includes a baseline specification with the
log of GDP per capita as a control to account for growth conver-
gence. The most complete specifications also include country and
time fixed effects. Time fixed effects account for shocks common to
all countries. Specifications with country fixed effects should assuage
concerns of omitted time invariant factors such as geography and
slow changing aspects of culture or norms, important for, for exam-
ple Caplan (2018).

Worldwide Governance Indicators becomes available in 1996, and
as such the baseline estimates in Table 3 through 5 are conducted on
a sample from forward-looking five-year annualized growth rates
from 1995 to 2010. The 1996 data stands in for 1995 and the year
2010 cross-section of observations is used to predict growth from
2010 to 2015. Estimates using the new state capacity index and “State
Economic Modernity” are conducted using ten year annualized
growth rates from 1970 to 2000 and the year 2000 cross-section of
observations is used to predict 2000–10. After a baseline model with
no interaction term, all subsequent regressions contains estimates for
economic freedom, state capacity, and their interaction. The mar-
ginal effect of each set of institutions (i.e., inclusive of the interaction,
and conditional on the value of the other set of institutions) will be
presented graphically in the subsequent section of this article. The
interaction term between them will allow us to perceive any comple-
mentarity or substitutability there are between them, thereby
“Assessing State Capacity Libertarianism.”

Regression Results
Table 3 provides the baseline results using Government

Effectiveness as the measure of state capacity, while excluding the
interaction term. In these regressions neither set of institutions is
actually statistically significant in the two specifications without coun-
try fixed effects. When country fixed effects are included, as in
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Regression 3 and Regression 4, economic freedom immediately is
positive and enters with the expected sign. However, Government
Effectiveness enters each of these specifications negatively, while
achieving statistical significance at the 10 percent level when time
fixed effects are excluded. Including Table 3 is purely expository and
to be used as a point of comparison and is not itself an assessment of
State Capacity Libertarianism.

Table 4 relaxes the restriction on the interaction between eco-
nomic freedom and Government Effectiveness. With the inclusion of
the interaction, the coefficient on Government Effectiveness is posi-
tive and statistically significant in the two specifications excluding
country fixed effects. When country fixed effects are excluded, eco-
nomic freedom is not statistically significant. With country fixed
effects included and time fixed effects excluded, economic freedom
is significant while Government Effectiveness is not (its coefficient
size remains about the same, however). When both country and time
fixed effects are included, both are positive and statistically signifi-
cant. However, given the inclusion of the interaction term, none of

TABLE 3
Five Year Growth Regressions, 1995–2015,

No Interaction

(1) (2) (3) (4)

Economic 0.265 0.245 1.094*** 0.763***
Freedom (0.173) (0.191) (0.230) (0.232)

Government 0.290 0.280 ^0.890* ^0.296
Effectiveness (0.228) (0.243) (0.499) (0.523)

LN GDP per ^0.613*** ^0.590*** ^5.281*** ^7.440***
capita, PPP (0.177) (0.179) (0.888) (1.299)

Constant 5.987*** 5.770*** 43.174*** 63.955***
(1.921) (1.977) (7.118) (11.028)

Time F.E.? N Y N Y
Country F.E.? N N Y Y
R2 0.032 0.038 0.017 0.017
N 529 529 529 529

Notes: Standard errors are robust. * Denotes confidence at 10 percent;
** denotes confidence at 5 percent; *** denotes confidence at 1 percent.
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these individual effects should be interpreted independently; the
effect of economic freedom on economic growth is contingent on the
value of state capacity, and the effect of state capacity on economic
growth is contingent on economic freedom

The relationship hypothesized by State Capacity Libertarianism
can be assessed by considering the effects of each institutional vari-
able across the full distribution of the other institutional variable.
Before presenting the set of effects across the full distribution, for
each specification we consider the effect of economic freedom at the

TABLE 4
Five Year Growth Regressions, 1995–2015,

with Interaction

(5) (6) (7) (8)

Economic 0.153 0.111 0.939*** 0.579**
Freedom (0.155) (0.178) (0.224) (0.243)

Government 2.453*** 2.552*** 1.957 2.635**
Effectiveness (0.934) (0.935) (1.282) (1.153)

EF-GI ^0.291** ^0.303** ^0.441** ^0.454***
Interaction (0.124) (0.124) (0.176) (0.171)

LN GDP per ^0.661*** ^0.643*** ^5.094*** ^7.185***
capita, PPP (0.180) (0.181) (0.886) (1.306)

Constant 7.376*** 7.288*** 42.880*** 63.209***
(1.825) (1.886) (7.047) (10.959)

Time F.E.? N Y N Y
Country F.E.” N N Y Y
R2 0.048 0.055 0.019 0.018
n 529 529 529 529

Economic 0.113 0.069 0.878*** 0.515**
Freedom (0.152) (0.176) (0.233) (0.255)
Marginal Effect
at Means

State Capacity 0.541** 0.558** ^0.946* ^0.352
Marginal Effect (0.244) (0.257) (0.523) (0.527)
at Means

Notes: Standard errors are robust. * Denotes confidence at 10 percent;
** denotes confidence at 5 percent; *** denotes confidence at 1 percent.
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average level of state capacity, and the effect of state capacity for the
average level of economic freedom. These marginal effects at
the mean values of other variables are a way of assessing if the effect
is statistically significant for typical values of the other interacted vari-
able. For example, the effect of economic freedom at the mean level
of state capacity in Regression 8 is positive and statistically significant,
whereas the effect of state capacity at the average level of economic
freedom is not statistically significant. Marginal effects at the means
will be reported for each subsequent regression in this paper.

In all four specifications of Table 4, the interaction term between
the two sets of institutions is negative and statistically significant. The
sign for each of the institutions remains positive in all four specifica-
tions as well. However, all three variables of interest are statistically
significant in Regression 8. The effect of economic freedom on eco-
nomic growth, at the mean level of state capacity, is 0.52 and is sta-
tistically significant, whereas the effect of economic freedom if not
conditioned on state capacity (as in Regression 4) is 0.76. The smaller
magnitude indicates that conditioning on an average level of state
capacity reduces the effect of economic freedom on growth, running
counter to the expectation of State Capacity Libertarianism. This
marginal effect at the mean is a preview of the more complete set of
effects of economic freedom at different levels of state capacity and
the effects of state capacity at different levels of economic freedom,
which are presented in Section IV.

Regressions 5–7 offer only weak support for what we find in
Regression 8, the positive effect of each institution individually with
a negative interaction. The question then is whether the pattern that
is observed in Regression 8 is specific to choosing the time frame and
countries we happened to observe. To begin answering that, we
make a minor change in definition from Government Effectiveness
as state capacity to what Fukuyama assesses (as discussed above) as
strong state institutions as state capacity. This alternative measure
averages the WGI Government Effectiveness indicator with the
WGI Control of Corruption indicator. The results using this alterna-
tive measure can be found in Table 5, which are very similar to what
we found in Table 4. The two sets of institutions perform unevenly in
terms of statistical significance in the three specifications which do
not include both country and time fixed effects. However, once both
sets of fixed effects are included, as in Regression 12, economic
freedom, Fukuyama’s measure of strong state institutions, and the
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interaction term between the two exhibit the same signs and signifi-
cance, as we saw in Regression 8.

The change in data was relatively minor between Table 4 and
Table 5. Now we will change the data source for state capacity
entirely, consider a different (though overlapping) period, and use a
different data source for PPP adjusted Real GDP per capita. The
source of the data, as discussed in Section II, is the first principal
component of four variables from the Varieties of Democracy

TABLE 5
Five Year Growth Regressions, 1995–2015, with

Interaction, Substituting Fukuyama State
Institutions for Government Effectiveness

(9) (10) (11) (12)

Economic 0.235 0.218 0.932*** 0.544**
Freedom (0.148) (0.168) (0.222) (0.245)

Fukuyama State 1.770* 1.822* 2.215 3.158**
Institutions (0.993) (0.995) (1.413) (1.295)

EF-FSI ^0.225* ^0.235* ^0.514*** ^0.545***
Interaction (0.131) (0.131) (0.187) (0.185)

LN GDP per ^0.554*** ^0.528*** ^5.209*** ^7.248***
capita, PPP (0.171) (0.172) (0.883) (1.293)

Constant 5.844*** 5.609*** 44.024*** 64.073***
(1.683) (1.724) (7.042) (10.940)

Time F.E.? N Y N Y
Country F.E.? N N Y Y
R2 0.038 0.045 0.019 0.018
n 529 529 529 529

Economic 0.211 0.193 0.877*** 0.486*
Freedom (0.146) (0.166) (0.228) (0.254)
Marginal Effect
at Means

Fukuyama State 0.292 0.278 ^1.170* ^0.429
Institutions (0.232) (0.241) (0.635) (0.685)
Marginal Effect
at Means

Notes: Standard errors are robust. * Denotes confidence at 10 percent;
** denotes confidence at 5 percent; *** denotes confidence at 1 percent.
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dataset. Since the time dimension of Varieties of Democracy is so
extensive, state capacity is no longer the binding constraint on the
sample. As a result, the first year used is instead 1970, corresponding
to the first year of Economic Freedom of the World data. Given the
larger number of years available, we will also use ten-year annualized
growth rates instead of five-year annualized growth rates, which ter-
minates the analysis in 2010.

While the results in Table 6 do not match the same pattern of sta-
tistical significance, all point estimates have the same sign as what

TABLE 6.
Ten Year Growth Regressions, 1970–2010, with

Interactions, Using Varieties of Democracy State
Capacity First Principal Component

(13) (14) (15) (16)

Economic 1.122*** 0.661*** 1.922*** 0.489
Freedom (0.235) (0.243) (0.376) (0.360)

State Capacity 2.494*** 2.606*** 1.823* 1.771**
(0.763) (0.759) (0.929) (0.793)

EF-SC ^0.343*** ^0.351*** ^0.058 ^0.211*
Interaction (0.118) (0.117) (0.138) (0.122)

LN GDP per ^1.021*** ^0.860** ^5.691*** ^6.254***
capita, PPP (0.388) (0.374) (0.915) (0.696)

Constant 5.118* 6.749** 40.552*** 52.078***
(2.814) (2.842) (6.447) (5.485)

Time F.E.? N Y N Y
Country F.E.? N N Y Y
R2 0.143 0.210 0.033 0.009
n 329 329 329 329

Economic 1.020*** 0.558*** 1.905*** 0.427
Freedom (0.222) (0.230) (0.370) (0.355)
Marginal Effect
at Means

State Capacity 0.502** 0.572*** 1.486*** 0.549
Marginal Effect (0.202) (0.195) (0.483) (0.376)
at Means

Notes: Standard errors are robust. * Denotes confidence at 10 percent;
** denotes confidence at 5 percent; *** denotes confidence at 1 percent.
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was found in Table 4. The inclusion of fixed effects diminishes the
size of the point estimates, and significance is weaker in Regression
16 (although the standard errors remain roughly the same across the
four specifications). Similarly, the marginal effect of economic free-
dom at the mean of state capacity and the marginal effect of state
capacity at the mean of economic freedom are positive and signifi-
cant in all specifications except Regression 16. As we see from the
effect at means and will see in following section, the exact statistical
significance of the regression coefficients is not of particular impor-
tance, since the marginal effects of economic freedom and state
capacity, and the significance of those marginal effects, differ.

Table 7 is one final attempt at testing the hypothesis, and this test
fails. Using “State Economic Modernity,” as its measure of state
capacity, with growth regression specifications nearly identical to
Murphy (2019), we find what was found previously using the State
Economic Modernity data – that its relationship with growth is not
robust to the inclusion of fixed effects. The inclusion of the interac-
tion term, as in Table 7, does not alter the relationship. In these
regressions, economic freedom has a clear, robust relationship with
growth, but State Economic Modernity does not.

State Economic Modernity can be interpreted as state capacity,
given teeth: not only do we want the state to be capable of perform-
ing tasks, but we want the state to actually accomplish them.
Whether this is a good test of “State Capacity Libertarianism”
depends on how it is read—does “State Capacity Libertarianism”
mean we wish to “get to Denmark?” If so, State Economic Modernity
may actually be the more appropriate measure. The list of items that
Cowen (2020) wishes the state to accomplish, including science sub-
sidies and the space program, goes well beyond “supporting mar-
kets,” even if we grant the existence of technological spillovers. But
we do not find any evidence that this particular set of institutions
matters for growth or that they somehow interact with economic
freedom. The more narrowly circumscribed measures of state capac-
ity seem to play a role, not State Economic Modernity.

Throughout Tables 4–7, we note that results at the mean values
actually are clearly more positive for economic freedom than they are
for state capacity; if one were to interpret these results were as
horseraces, economic freedom would be the better of the two per-
formers. However, in the following section, we will examine the
complete meaning of the interaction between economic freedom
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and state capacity in greater detail, which will give a sense of the
effects of each variable over the “full house” of the distribution of the
other, as opposed to merely the mean (see Gould 1996). We view
these as the main results of the paper.

Interpretation of Marginal Effects
To fully interpret the results, we calculate the marginal effects of

each set of institutions, conditional on the value of the other set of

TABLE 7
Ten Year Growth Regressions, 1970–2010, with

Interactions, Using “State Economic Modernity“

(17) (18) (19) (20)

Economic 0.516*** 0.457*** 0.829*** 0.366***
Freedom (0.077) (0.089) (0.106) (0.119)

State Economic 0.689*** 0.736*** ^0.157 ^0.040
Modernity (0.227) (0.223) (0.149) (0.156)

EF-SEM ^0.090** ^0.094*** 0.023 ^0.009
Interaction (0.035) (0.035) (0.023) (0.023)

LN GDP per ^0.275*** ^0.285*** ^3.783*** ^4.959***
capita, PPP (0.100) (0.102) (0.556) (0.617)

Constant 0.939 2.570*** 28.637*** 39.908***
(0.798) (0.815) (4.293) (4.987)

Time F.E. N Y N Y
Country F.E. N N Y Y
R2 0.121 0.163 0.06 0.011
n 605 605 605 605

Economic 0.557*** 0.500*** 0.818*** 0.370***
Freedom (0.082) (0.095) (0.102) (0.114)
Marginal Effect
at Means

State Economic 0.162*** 0.184*** ^0.024 ^0.091*
Modernity (0.043) (0.043) (0.044) (0.052)
Marginal Effect
at Means

Notes: Standard errors are robust. * Denotes confidence at 10 percent;
** denotes confidence at 5 percent; *** denotes confidence at 1 percent.
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institutions. We also calculate the statistical significance of the mar-
ginal effects. We perform these calculations for the first three meas-
ures of state capacity, not “State Economic Modernity,” since the
pattern was not observed for the latter, and we use the specifications
which include both country and time fixed effects. These specifica-
tions correspond to Regression 8, Regression 12, and Regression 16.

Government Effectiveness is expressed as a z-score. Nearly all
observations will appear between a z-score of ^2 and _2. We report
the effect of economic freedom, therefore, conditional on
Government Effectiveness, over the interval [^3,3]. This is found in
Figure 1. The marginal effect of economic freedom is positive and
statistically significant (i.e., the lower band of the 95% confidence
interval is greater than zero) when Government Effectiveness takes
values of ^3, ^2, ^1, and 0. Note that the confidence bands expand
around the point estimate at values further from the mean, as the
estimates away from the mean are less precise due to the lack of

FIGURE 1
Marginal Effect of Economic Freedom on Growth,

Conditional on Government Effectiveness

Note: Confidence interval reported is 95 percent.
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density of data found there. A similar pattern will persist throughout
the rest of these calculations. For the lowest values of Government
Effectiveness, the effect of a unit increase in economic freedom is to
increase in the average annual growth rate of almost 2 percentage
points, whereas the effect is only about one half of a percentage point
for middling values of Government Effectiveness. The effect is
insignificant for values of Government Effectiveness above zero, with
the point estimate falling to negative shortly after Government
Effectiveness goes above one.

Economic Freedom can hypothetically run from 0 to 10. Few
countries receive scores in practice above 8; fewer still receive scores
below four. In the most recent data, one country (Venezuela)
receives a score below 4 (actually 2.58); ten countries score above 8
and none score above 9. We therefore report the effect of
Government Effectiveness conditional on economic freedom for val-
ues of economic freedom from three to ten. This is found in Figure 2.

FIGURE 2
Marginal Effect of Government Effectiveness on

Growth, Conditional on Economic Freedom

Note: Confidence interval reported is 95 percent.
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Over this interval, the marginal effect of Government Effectiveness
is statistically significant for no value except when economic freedom
is ten, at which point it is actually negative and statistically significant.
We should note, however, that were we to report marginal effects of
Government Effectiveness on still lower levels of economic freedom,
it would be positive and statistically significant.

Figure 3 and Figure 4 report the same results while swapping in
the definition of strong state institutions from Fukuyama. At low lev-
els of strong state institutions (the scale is an average of two z-scores,
so the [^3,3] interval is kept), economic freedom is once again sta-
tistically significant and positive, while at high levels it is statistically
insignificant. And while the same pattern emerges for the marginal
effects of Fukuyama’s strong state institutions as we observed for
Government Effectiveness alone, the effect is not significant for any
level of economic freedom within the distribution.

FIGURE 3
Marginal Effect of Economic Freedom on Growth,

Conditional on Fukuyama State Institutions

Note: Confidence interval reported is 95 percent.
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These results indicate that the effect of economic freedom
declines as state capacity increases. They also indicate that the effect
of state capacity declines as economic freedom increases, though the
effect is not significant for most levels of economic freedom. Rather
than state capacity complementing economic freedom as a determi-
nant of growth, the results indicate that at low levels of institutional
quality, these sets of institutions may substitute for one another.

Figure 5 calculates the effect of economic freedom conditional on
the measure of state capacity derived from Varieties of Democracy.
(The [^3,3] scale used is again the same.) In this case, the marginal
effect of economic freedom is only statistically significant at 5% at
very low levels of state capacity. (With a weaker standard of signifi-
cance, it remains significant.) Similarly, the marginal effect of State
Capacity, as found in Figure 6, achieves statistical significance at very
low levels of economic freedom. A one unit increase in state capacity
corresponds to about a 1 percentage point increase in average annual

FIGURE 4
Marginal Effect of Fukuyama State Institutions on

Growth, Conditional on Economic Freedom

Note: Confidence interval reported is 95 percent.
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economic growth; however, as economic freedom increases, the
effect of state capacity declines and loses statistical significance.

Figures 1-6 are the main results of the paper: the effect of each
kind of institutions is strongest when the other is very weak. But the
results should not be taken too literally. We doubt that a methodol-
ogy geared more towards identifying the effects of the institutions
themselves (as opposed to investigating their interrelationship)
would find negative point estimates. What this investigation has
yielded isn’t so much that state capacity or economic freedom is
superior to one another, but that their effects are, in fact,
intertwined.

In some sense, this is consistent with the message of “State
Capacity Libertarianism.” In another, it is a rejection of it. Rather
than yielding especially strong growth rates when one gets both sets
of institutions “right,” or even merely an additive effect between the
two, state capacity and economic freedom substitute for one another.

FIGURE 5
Marginal Effect of Economic Freedom on Growth,

Conditional on State Capacity

Note: Confidence interval reported is 95 percent.
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Countries that have had either economic freedom or state capacity in
the recent past have seen higher rates of economic growth, but get-
ting more state capacity when you already have lots of economic free-
dom does not lead to faster economic growth.

It is worth noting, however, that it appears to be far easier to
obtain more economic freedom than it is to obtain more state capac-
ity. Getting more economic freedom is as easy as turning the dial on
a tariff rate; the only constraint to doing so is the political process.
Meanwhile, a facetious way of describing how to achieve more state
capacity is that no one has any idea how. A more serious way of
describing it is that development economists have a certain set of
strategies that they believe will work for building state capacity
(Andrews et al. 2017), but it’s a serious issue that developing coun-
tries will actually devise strategies to fake state capacity in order to
please intergovernmental organizations (Pritchett et al. 2013),
because that is actually easier than building state capacity.

FIGURE 6.
Marginal Effect of State Capacity on Growth,

Conditional on Economic Freedom

Note: Confidence interval reported is 95 percent.

State Capacity Upper CILower CI

E
ffe

ct
of

S
ta

te
C

ap
ac

ity
on

E
co

no
m

ic
G

ro
w

th

42 6 8 10

Economic Freedom

–2

–1.5

2.5

–1

–0.5

0

0.5

1

1.5

2



760

Cato Journal

Secondly, while the marginal effects we ultimately conclude with
are hardly ringing endorsements for the essential importance of state
capacity in the story of economic development, they do not comport
well with the arguments of some of the critics of State Capacity
Libertarianism. For example, at least when considering how state
capacity varies across countries and time since 1970, its relationship
with economic performance is not driven entirely by reverse causal-
ity, which contradicts some of the framing of Geloso and Salter
(2020). And to the extent that cultural variables over the relevant
time interval are captured by country fixed effects, culture is not driv-
ing the relationship either. This contradicts part of the argument
from Caplan (2018). Whatever the limits of our panel analysis, we
find that state capacity can increase economic growth under certain
conditions are robust to concerns about backwards causality (GDP
per capita is controlled for) or culture or culture-adjacent variables
(which are largely, though not unfailingly, addressed with country
fixed effects). To recapitulate, our results are at odds with claims that
state capacity is an unambiguous cause of growth, but it seems to
have some role to play, if an auxiliary one, that remains after control-
ling for both the initial wealth and culture of a country.

Conclusion
Cowen (2020) proposes that free institutions are an insufficient

condition for achieving maximal growth, and contends that the miss-
ing ingredient is a stronger, more capable state. A long-standing lit-
erature has shown that free economic institutions have a positive
effect on growth, while the literature on state capacity has similarly
shown robust relationships in the recent literature that has tested it.
While Cowen’s position has drawn rapid criticism, we test his hypoth-
esis using an interaction between the two sets of institutions.

Using four measures of state capacity, one of which is wholly novel
to this article, we find that each set of institutions has a role to play in
causing economic growth, and that they are interrelated. However,
when taking into account the interaction term, we find that each set
of institutions has its strongest effect when the other is weakest. The
effect of more state capacity when economic freedom is already high
is not one of complementarity, nor is it even additive. Rather, state
capacity and economic freedom appear to be substitutes for one
another.
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The Government Effectiveness data from Worldwide Governance
Indicators is easily accessible, is of high quality, and is a reasonable
means of assessing state capacity. Our own new method of measur-
ing state capacity is not as extensively vetted, but it is a large panel of
data that would allow one to measure the effect of state capacity in
many other ways. Our results hold for three of the four measures of
state capacity, but they do not hold for “State Economic Modernity.”
Ultimately, we suggest that, if the debate on State Capacity
Libertarianism continues, it should follow the other literature on the
topic of institutions and growth and focus on quantitative compar-
isons, as we have done here.

Appendix: Principal Component Analysis
The four components of our state capacity index are combined

using principal component analysis. By accounting for the covari-
ance between variables, principal component analysis reduces the
dimensionality of a set of variables while maintaining the maximum
variance. Alternatively, the first principal component condenses the
four component variables into one score that preserves as much
information as possible. The next principal component is orthogonal
to the first and contains the maximum amount of variation not
explained by the first component. Eigenvalues from our analysis
indicate that the first principal component explains close to 60 per-
cent of the total variation of the four variables, whereas none of the
remaining three components explain more than 17 percent of the
variation.

How well does the State Capacity index constructed from first
principal component capture information contained in all four of the
underlying variables? Appendix Table 1 presents correlation coeffi-
cients and factor loadings, which measure the variance of each vari-
able explained by the new index. Factor loadings range between 0.55
for the equality of education variable to 0.46 for the state control over
territory variable. Therefore, our state capacity index has a positive
association with each of the underlying variables, and the amount of
variation explained in the analysis is similar for all variables (an indi-
cation that state capacity index is not disproportionately derived from
just one of the underlying variables). Similarly, the correlation coef-
ficients in Appendix Table 1 between individual components and our
state capacity index are all positive and at least 0.70. The State
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Capacity index constructed from the first principal component is a
convenient summary of the underlying variables that correspond to
various aspects of state capacity.
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