MEMORANDUM

TO:

Users of the Economic Freedom of the World (EFW) index

FROM:
Robert Lawson

Professor of Economics and George H. Moor Chair 

Capital University

DATE:
February 25, 2003
RE:

Explanations of the update to the EFW: 2002 Annual Report
This new data posted on www.freetheworld.com contains updates to the data in the Economic Freedom of the World: 2002 Annual Report. Researchers doing work using the index are encouraged to use these updated data sets. Overall, the methodology used to construct the index remains unchanged from the EFW: 2002 Report, and users should consult that report regarding methodological questions.

· Filling in gaps in the data set. The authors spent a lot of time going through the entire report to look for missing values in the data set. Users will find this data set more complete than the one published EFW: 2002 Annual Report. In particular, The authors were able to merge data from the World Bank Governance Indicators program with our existing data to fill in a large number of missing values in Components 2-B and 2-D in 1995 and 2000.
 

· Bringing the data up-to-date. The authors place great emphasis on making sure that as much of the economic freedom index for 2000 was based on actual 2000 data. However, when data for 2000 was not available, 1999 data had to be substituted occasionally. This complete the possible updates and should be considered the final word on the index for the year 2000.

· Change to Component 1-D Top Marginal Tax Rate. This component has been split into two sub-components, 1-D(i) and 1-D(ii), which are averaged to determine the overall Component 1-D rating. Sub-Component 1-D(i) represents the top marginal tax rate (and the income threshold at which it applies) excluding any applicable payroll taxes, and Sub-Component 1-D(ii) includes applicable payroll taxes. In some cases, the  payroll tax has an income cutoff well below the top marginal income tax rate and therefore it does not boost the top marginal rate. In other instances however, the payroll tax either applies at all income levels or the cutoff is well above the income threshold for the top marginal personal income tax rate. In these cases, inclusion of the payroll tax in the marginal tax calculation is highly important. For example, Brazil's top income tax rate is a relatively low 28% which warrants a rating of 8 in Sub-Component 1D(i), but the top rate jumps to 55% and the rating falls to 2 in Sub-Component 1-D(ii) after factoring in the high Brazilian payroll tax. Overall Brazil's rating in Component 1-D is now 5 as a result.

� Kaufmann, Daniel; Aart Kraay and Pablo Zoido-Lobaton (2002). "Governance Matters II: Updated Indicators for 2000/01." World Bank Policy Research Working Paper No. 2772. � HYPERLINK http://www.worldbank.org/wbi/governance/govdata2001.htm ��http://www.worldbank.org/wbi/governance/govdata2001.htm�. This project creates an aggregated measure of governance based on an array of different indicators from different sources in six different areas: Voice and Accountability, Political Stability, Government Effectiveness, Regulatory Quality, Rule of Law, and Control of Corruption. The authors used the 1997/98 and 2000/01 Rule of Law estimates to fill in gaps in our Component 2-B (Impartial Courts) for 1995 and 2000 respectively. The number of observations for Component 2-B increased from 52 to 122 in 1995 and from 58 to 122 in 2000. The authors used the 1997/98 and 2000/01 Political Stability estimates to fill in gaps in our Component 2-D (Military Interference) for 1995 and 2000 respectively. The number of observations for Component 2-D increased from 0 to 117 in 1995 and from 118 to 122 in 2000. In both cases, a simple regression was used to merge the new data with the original data.





