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Abstract: Nowadays, economic freedom it is seen as a catalyst for enhancing economic growth, which de facto will
return to produce even more economic freedom in the economy. Certainly, there is no doubt about the significant
direct and indirect effect of the economic freedom on the growth of both developed and developing countries, where
empirical evidence claims a strong positive association among these two variables.

Thus, having into consideration the emphasizes of the research of this nexus in the past decade and the highlighted
importance of the economic freedom in enhancing the economic growth, a panel of total 6 countries in the region of
Western Balkans, for the time -period 2000 — 2022 has been conducted. In this regard, several techniques have been
used, such as Ordinary Least Square, Fixed effects and Random effects model. Finally, the results reveal that there
exists a strong negative association between economic freedom index and GDP per capita in these countries in the
countries of Western Balkans, for the last two decades.
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1. INTRODUCTION

There is lots of debate regarding the effect of the economic freedom on economic growth, either in developed or
developing countries and lots of authors have tried to analyse different cases with different indicators and different
countries, suggesting conclusions regarding the positive and negative effects that economic freedom index has on
the economic growth. Furthermore, the positive effects of the economic freedom on the country’s growth has been
suggested by many authors such as Heckelman (2000); Pa&kkdnen (2010); Wu (2011); Turedi (2013); Bayar and
Atemiz (2015); Bayar (2016); Haydaroglu (2016); Gwartney et al. (2017); Zhang et al. (2018); Bergh and Bjornskov
(2019); Brkic et al. (2020). Contrary to these authors, De Haan and Sturm (2000), Pitlik (2002) have found
insignificant relationship between economic growth and economic freedom, whereas Weede and Kampf (2002)
found that the level of economic freedom has no effect on economic growth. These divisions were made in the work
of Berggren's (2003) who measured the economy of free and its impact on economic growth, emphasizing indicators
such as its equality income, quality of life and human well-being (Hussain 2016).

Thus, the controversy results do still exist on the empirical literature regarding the nexus of economic freedom and
economic growth, which leads to the attraction of the research interest of many scholars and academicians, in order
to analyse these effects through different methodologies and different level of countries development. De facto, this
also indicates that a single study in this direction will not help to resolve these debates or even to offer an explicit
answer to the empirical controversial results that are placed in the literature recently regarding the relationship
between economic freedom and economic growth. Therefore, the main objective of this research paper is to
investigate the relationship of economic freedom index and economic growth in the countries of Western Balkans:
Albania, Bosnia & Herzegovina, Montenegro, North Macedonia and Serbia for the last two decades. In addition, this
paper tries to resolve and answer the following research question: Can economic freedom boost the economic
growth in the Western Balkan countries?

In this regard, the structure of this paper is organized in the following way: the first part is dedicated to the
introduction, where the main objective, research questions and used methodology has been explained, the second
part is regarding the Literature review, where important and recent papers dealing with the relationship between
economic freedom and economic growth, revealing different empirical results mainly due to the level of countries
development and the policies that they are developing regarding the subcomponents of the economic freedom index.
The third part is explaining the research methodology, where some techniques of panel regressions are listed such as
OLS, Fixed and Random effects model, while the fourth section is about the empirical results of the analysis, where
are interpreted the results from the empirical investigation of the nexus between economic freedom index and
economic growth. Finally, the last part is dedicated to the conclusions and main recommendations that are coming
due to the empirical results and findings.
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2. LITERATURE REVIEW

There exist a numerous of studies that have been trying to analyze the relationship between economic freedom index
and economic growth, in both developed and developing countries as well trying to investigate its nature as well as
the impact of its subcomponents on the countries growth. Through the usage of different technique models as well as
different indicators for measuring the economic freedom, many papers have been dealing with the investigation the
nature and the effects of the subcomponents of the economic freedom index in the economy of different countries. In
addition, in the literature we can divide the papers based on two approaches that have been taken into consideration
for analysis: causal relationship between economic freedom index and economic growth and development as well as
the nature of the relationship of the subcomponents of the economic freedom index and economic growth.

Islam (1996) was the first scholar that tried to analyze the relationship between economic freedom and economic
growth, showing no existence of a robust relationship between these two variables. Further, Sturm and Haan (2001);
De Haan et al (2006) also indicated the rejection of the robust significant relationship between economic freedom
indicator and economic growth.

However, in the empirical literature there are plenty of papers that have claimed evidence for a strong positive
relationship between economic freedom index and economic growth such as Paakkonen (2010); Turedi (2013);
Bayar and Atemiz (2015); Bayar (2016); Haydaroglu (2016); Gwartney et al. (2017); Zhang et al. (2018); Brkic et
al. (2020); Bergh and Bjornskov (2021).

Although in the early stage, the effect of the economic freedom on the economic growth was treated based on the
idea that economic freedom is a unidimensional concept, it was from the publication of the economic freedom index
from the Fraser Institute when the dimension of the relationship between economic freedom and economic growth
made a turnover, and where much of the recent research are based and coming from regarding the impact of the
economic freedom and its main subcomponents on the growth of the country.

In addition, in Islamic countries the effect of the economic freedom on the level of economic development of these
countries was investigated by Tiredi (2013) by concentrating his research on 12 Islamic countries for the time
period 1995 to 2010, claiming a strong relationship between economic freedom and economic growth of these
countries.

Berkic et al (2020) have investigated the relationship between economic freedom and economic growth by using
panel data for 20 European countries for 20 years time period, suggesting the change not the level of the economic
freedom to be important factor for boosting economic growth in these countries. Furthermore, in their recent paper,
Bergh and Bjornskov (2021) have also claimed a positive relationship between economic freedom and economic
growth.

This paper also is part of these empirical evidence regarding the negative relationship between economic freedom
index and economic growth, yet it gives also contribution to the literature in several aspects: firstly it applies several
panel models in the research analysis, secondly it includes recent data for the last two decades by using economic
freedom index data from the Fraser Institute, as well as emphasises the analysis in the developing countries covering
the region of Western Balkans.

3. RESEARCH METHODOLOGY

The main objective of this research paper is to investigate the relationship between economic freedom index and
economic growth for the last two decades within the countries of the Western Balkans. The empirical analysis is
consisted of several techniques covering the panel data for the countries of Western Balkans region (excluding
Kosovo).

In this regard, in order to test the impact of economic freedom as an overall indicator on economic growth, the
following table presents the variables, including a brief explanation, acronym(s) and their source. Moreover, as a
dependent variable we have GDP per capita in constant prices, which was used as an indicator for economic growth
and the data were obtained from the World Bank, and as an independent variable we have economic freedom index
as an overall indicator - obtained from the Fraser Institute.

Table3.1. Variables and explanation.

variable Accronym Source
GDP per capita in Gdp_cap World Bank
constant prices
Economic freedom EFI Fraser Institute
index

Source: authors source.
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Furthermore, the following basic equation model has been taken into account:

Gdp_cap = f[EFI] 3.1)
Where we have:
Gdp_cap - representing the dependent variable, thus the GDP per capita
EFI — representing the independent variable, thus Economic Freedom Index

Furthermore, in order to have a graphical illustration of the above mentioned data, the following to graphs illustrate
the trends of the GDP per capita in constant prices for the countries in Western Balkan region (excluding Kosovo) as
well as the Economic freedom index for the same countries for th period 2000 — 2020.

Graph3.1. GDP_cap and EFI in Western Balkan region, excluding Kosovo ( 2000 — 2020)
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Source: World Bank and Fraser Institute official data.

In addition, the following table represent the descriptive statistics of the data included in the empirical analysis. As
we can see, the number of observations for GDP per capita is 99, while for the indicator of economic freedom - EFI
we have a total of 88 observations, for the countries of Western Balkans (excluding Kosovo) for the corresponding
period 2001 - 2020. As for the average value of economic growth, the same is 3.62, while for economic freedom the
average value is 6.93. The standard deviation of GDP per capita has marked the value of 2.73, while the same for
economic freedom is 0.36. Regarding the minimum and maximum value of GDP per capita, they are -5.99 and
10.48, respectively. The minimum value of economic freedom is 6, while the maximum value is 7.7, as reflected in
the following table.

Table3.2. Descriptive statistics

variables obs mean Stand dev Min value Max value
Gdp_cap 99 3.62 2.73 -5.99 10.48
EFI 82 6.93 0.36 6 7.7

Source: authors calculations.

4. EMPRICIAL FINDINGS

Having into consideration the main objective of this paper, as well as the research question, this section reveals the
results from the empirical analysis, by conducting several panel models such as: OLS, Fixed and Random effects
model. In addition, the Hausman Taylor test has been employed to determine which of the models is appropriate in
this analysis.

The following table presents the results of the OLS model, which was carried out in order to test the impact of
economic freedom in the countries Western Balkans, for the relevant period 2000 - 2020. As we can see in the
model, the indicator included as an independent variable is Economic Freedom Index - EFI, data taken from the
Fraser Institute, while as a dependent variable for economic growth we have GDP per capita in constant prices —
Gdp_cap. Moreover, as we can see from the presented results, there is a significant negative relationship between
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economic freedom and economic growth in this region, for the corresponding period 2000 - 2020. Moreover, with
the increase of one point of economic freedom, the growth economic will decrease by 1.78 points. Moreover, such a
significant result is also evidenced by the value of p=0.025, which is lower than the critical value of p=0.005, as well
as by the value of t, which is higher than the critical value of t = 2.25 (95 confidence level). Moreover, the value of
R? = 0.597, which means that 59.7 percent of the change in the dependent variable, namely GDP per capita or
economic growth, can be explained through the change in the independent variable, namely economic freedom.

Table 4.1. Results of the OLS model testing the impact of economic freedom on economic growth in Western
Balkans, for the time period 2000 — 2020.

Dependent
variable p Standard t P>|t|
Gdp_cap dev.
EFI -1.78 0.793 -2.25 0.025
Obs 82
Prob > F 0.027
R-squared 0.597
Adj R- 0.479
squared
Root MSE 2.613

Source: author’s calculations

In addition, the following table presents the results of the Fixed and Random effect models as well as the Hausman
test, to accept which of these two models is more suitable for this analysis, respectively for testing the impact of
economic freedom on economic growth of the countries in the Western Balkan for the time period 2000-2020.
Moreover, the total number of observations is 82, while the number of groups is 5. Based on the results of the
Hausman test, the value of p=0.000, indicating that from the fixed and random effect models, it is suggested the
random model effects as the appropriate model for this analysis. Moreover, based on this model, there is a
significant negative relationship between economic freedom and economic growth in this countries for the
corresponding period 2000 - 2020. Respectively, with 1 point increase in economic freedom, economic growth
would decrease by 1.92 points.

Table 4.2. The results of Fixed and Random effects model

FIXED EFFECTS RANDOM EFFECTS
model model
Gdp_cap — dependent variable
EFI —independent variable -3.84 -1.92
p>|t| (0.000) * (0.016)**
Observation 82 82
Nr. of groups 5 5
F test 0.001
Chi2 0.016
Model FE RE
testparm F(4, 76)= 4.35
Prob>F = 0.0032
Breusch and Pagan Lagrangian chibar2(01) = 5.76
multiplier test Prob > chibar2 = 0.01
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Hausman test
chi2(1) 18.36
Prob>chi2 0.000

Note: (*) statistically significant at the 1% level (**) statistically significant at the 5% level, (***)
statistically significant at the 10% level.

Source: authors calculations.

5. CONCLUSIONS

As a basic right of every person, economic freedom grants them with the right to control their own work and
property, where they are free to work, produce, consume and invest in any way they might wish. In addition, it is a
fact that economic freedom can bring greater prosperity to one country. Until now, there is no model for sustainable
economic growth in countries in transition, without having consequences on macroeconomic indicators. The reason
for such instability lies on the crossroad of all economic and political barriers. Contrary, economic freedom contains
almost all macroeconomic indicators that influence the country’s economic growth.

Taking into account the role and importance of economic freedom for the country's economic growth, the main
purpose of this paper is to determine the impact of economic freedom on the economic growth of Western Balkan
countries (excluding Kosovo) for the time spin 2000 — 2020, by utilizing specified panel models such as: OLS,
Fixed and Random effect models. In addition, Hausman Taylor test was conducted in order to determine the
appropriate model among them.

The results of all models claim a strong negative relationship between economic freedom and economic growth for
the Western Balkan region, for the last two decades (2000 — 2020). Further, based on the results of the Huasman
Taylor test, the findings indicate the Random effect model to be as appropriate among the other models for this
analysis. Such results imply several recommendations for policy-makers, in addressing the need that indicators of
economic freedom should be encountered in the policy reforms as important determinants of economic growth.
They should reset policies and programs in order to improve the economic freedom environment and to be put on
the centre not on the sidelines as it happened in the past. In addition, indicators of economic freedom should be
considered as a crucial tool in the fight against hunger, poverty, employment and the well-being of country.
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