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Abstract 

The purpose of this research is to find the relationship between economic freedom and economic 

growth in Indonesia from 2004-2014. Economic freedom represents the institutional reform in a 

country. The result indicates that  economic freedom leads to  economic growth. Market 

liberalization is a necessary institutional reforms for the country that is concerned in increasing 

economic growth. Economic freedom is a key component in the effort to improve the economic 

and social welfare. Moderate degree of freedom required in the political and economic areas to 

improve growth. Institutional framework of the community plays a role in long-term economic 

performance. Economic freedom will boost economic growth and market economic system is a 

very powerful engine of innovation that is the trigger of economic growth. Free market and the 

protection of property rights would increase economic growth. 
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INTRODUCTION 

Openness and economic freedom is an issue that is much discussed today. According to 

Gwartney et al. (2004), the higher the level of economic freedom in a country, the higher the 

country's prosperity. Baumol (2002) stated that the system of market economy is the engine of 

innovation that fuel the growth. Dutz and Hayri (2000) found a correlation between long-term 

growth with competitive policies. They found a relationship between growth and economic 

freedom. In Indonesia, the link between economic freedom and economic growth have not been 

studied, but at this time, economic freedom which represents the market economic system  is 

adopted by almost all countries in the world including Indonesia. 

Economic development is a process of a change that is conscious, planned and sustained 

with the main goal of improving the welfare of human life or the people of a nation. This means 

that development continues to move from a state or condition of unfavorable life towards a better 

life in order to achieve the national goal. Economic development is defined as a process that 

caused an increasing per capita income of a resident of a community. Whereas the increase in per 
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 capita income is a reflection of the improvement in the economic welfare of society. The main 

purpose of Economic Development is creating a high GNP growth and followed with poverty 

reduction, reduction of income inequality, employment, better education, improved health and 

nutrition standards, improvement of environmental conditions, equal opportunity, equal 

distribution of freedom individual, and refreshment cultural life (Amalia, 2007). 

One indicator of a progress of country is the development of economic growth, this 

indicator essentially measures the ability of a country to increase it’s output in a faster rate than 

the rate of population growth. Economic growth means growth in economic activity that lead to 

the goods and services produced within the community grow and increase the prosperity of 

society. Problems of economic growth can be seen as a macroeconomic problem in the long run. 

Capital accumulation is the main source of economic growth. Technological change is not 

something that comes from outside the model or exogenous but the technology is part of the 

process of economic growth. In endogenous growth theory, the role of investment in physical 

capital and human capital contribute to determine the long-term economic growth. Savings and 

investment can encourage sustainable economic growth (Mankiw, 2007). 

Accumulation of high capital, physical capital and human capital, are also determined by 

the conditions and circumstances conducive in a country that supports the existence of 

competition and the development of resources in a country. Good institutional conditions is 

necessary to ensure a healthy competition. One way to look at the institutional conditions in a 

country is to look at the index of economic freedom in the country. The index was compiled by 

James Gwartney, Robert A. Lawson and Walter E. Block of the Heritage Foundation and the 

Wall Street Journal. The approach used in this index is similar to the writings of Adam Smith, 

The Wealth of Nations which states that "the basic institutions that protect the freedom of 

individuals to pursue their economic goals will generate greater prosperity for the wider 

community". They measure the degree of economic freedom of 189 countries. This index 

includes ten components: business freedom, trade freedom, fiscal freedom, government size, 

monetary freedom, investment freedom, financial freedom, property rights (property rights), 

freedom from corruption, and labor freedom. This study wants to see is there a link between 

economic freedom and economic growth in Indonesia 
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 The most famous statement about economic freedom expressed about 250 years ago in 

his book The Wealth of Nations. When Adam Smith wrote "It is not from the benevolence of the 

butcher, the brewer or the baker that we expect our dinner, but from their regard to their own 

interest", when he was talking about economic freedom. But until 25 years ago the concept of 

economic freedom is simply intuitive, cannot be measured and do not have a clear definition. 

Michael Walker, executive director of the Fraser Institute understand the gaps in science in 1984. 

Since then a research project began to define and measure economic freedom. Through the 

discussions, there was a definition of economic freedom. Economic freedom is the ability of 

individuals, families and businesses to make their own economic decisions, free from pressure. 

Creating an objective measurement of economic freedom is not easy. Finally, the first 

comprehensive model made by James Gwartney, Robert A. Lawson and Walter E. Block of the 

Heritage Foundation and the Wall Street Journal in 1995. Since this index is introduced, Hong 

Kong has become the number one in economic freedom. The definition of the index of economic 

freedom are: the highest form of economic freedom, generating an absolute right of ownership, 

freedom of movement of labor, capital, goods and the absence of economic freedom beyond the 

limits necessary to protect citizens and ensure freedom itself. This index is closely associated 

with institutional aspects in a country. 

Index of economic freedom is a measure of the simple average of ten individual freedom 

and each size is vital to the development of personal and national prosperity. For centuries the 

great philosophers like Locke and Montesquieu have a basic understanding of property rights as 

a basic for free people. From time to time, experts and practitioners also recognize that other 

pillar of economic independence as well as free trade, investment rights and labor freedom. As 

the first study of economic freedom ever published, the 1995 Index of Economic freedom define 

methods to measure and rank the places that are very different for example, Hong Kong and 

North Korea. Some items of the ten freedoms have external nature to measure the extent of 

economic openness to investment and trade. Most are internal to measure the freedom of the 

individual to use his strength or his money without a hitch. Since 1995, this index has grown and 

improved in line with the studies were conducted. Each study in different countries offer a 

unique contribution that helps measurement 
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 Economic freedom is part of the freedom of the concerned material autonomy of the 

individual in relation to the state and other organized groups. Economically free individual is an 

individual who has full control over labor and property. Economic component of human freedom 

will be in touch and perhaps is a necessary condition for political freedom and also a worthy 

goal. The author of the index saw freedom as a positive concept, understanding the traditional 

definition as the absence of interference or hindrance from the government but also need to enter 

a different freedom of anarchy. The government is a basic institution to create a basic protection 

that positive economic rights such as ownership and contracts awarded by the same socially 

individual defense against the destructive tendencies of the other. The definition of economic 

freedom and the right to enter all the independence of production, consumption and distribution 

of goods and services. The highest form of economic freedom provides an absolute right of 

ownership, freedom of movement of labor, capital and goods and the absence of pressure or 

obstacles to economic independence out of things that are necessary for citizens to protect and 

maintain liberty itself. In other words, individuals are free to work, produce, consume, and invest 

in a way that they want and freedom is protected and is not inhibited by the state. Minimal 

coercion is important for people to defend themselves to support the evolution of society and 

enjoy the fruits of their labor. For example, residents pay taxes to generate the protection of 

citizens and property rights. In addition, public goods can be provided with better by the 

government rather than private. In addition there are police to safeguard the rights of ownership, 

the monetary authority to regulate the circulation of money and the law to govern the contract 

parties concerned. When government interference rises above a minimum level, will reduce 

freedom and the first affected is economic freedom. Logically, the increasing power of the state 

will require funds to be taken from the people. In history, the government has set limits on 

economic activity. Limit the economic choice would disrupt production, distribution and 

consumption of goods and services. Price controls is an example and the impact of government 

intervention because of this disorder is a disorder of demand and supply. 

Economic growth is defined as growth in economic activity that led to the goods and 

services produced within the community grow and increase the prosperity of society (Sukirno, 

2000). So economic growth measure achievement of the development of an economy. From one 

period to another period, country's ability to produce goods and services will increase. This 
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 increased capability caused by the increase of production factors in both quantity and quality. 

Investment will increase capital goods and technology used is also growing. Besides, labor 

increases as a result of population growth along with increasing their education and skills. 

 

METHODS 

This study uses the positivist approach because we want to test the data quantitatively. 

The selection of this approach is based on the consideration that the various forms of economic 

relations which will be examined in this study is consistent with the purpose of the study it 

would be more appropriate if using a quantitative approach. Besides that, all the economic 

variables used in this study are the variables that are measurable. The data used in this research is 

secondary data, the data obtained from the official website of the Central Bureau of Statistics and 

the Heritage Foundation 

The use of a structural approach on modeling of simultaneous equations usually apply 

economic theory in an attempt to describe the relationship between variables to be tested, but it is 

often found that economic theory alone is not rich enough in providing a rigorous and precise 

specifications on the dynamic relationships between variables. Sometimes the process of 

estimation and inference becomes even more complicated because of the presence of endogenous 

variables on both sides of the equation (variable endogeneity in the dependent and independent). 

Methods Vector Autoregression (VAR) was first proposed by Sims (1980). VAR model follows 

the research conducted by Lee (1992). 

There are several advantages of the VAR (Gujarati, 1995): 

1. VAR able to see more of the variables in the analysis of economic phenomena of short-term 

and long-term. 

2. VAR able to assess the consistency of the model with the empirical econometric theory. 

3. VAR is able to find solutions to the problem of time series variables are not stationary (non-

stationary) and spurious regression (spurious regresion) or spurious correlation (spurious 

correlation) in the econometric analysis. 

The method outlined in the application of the VAR model is (Gujarati, 1995) 

1. Ease of use, no need to worry about the determination of endogenous and exogenous 

variables. All variables considered as endogenous variables. 
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 2. Ease in estimation, Ordinary Least Square (OLS) can be applied to each equation separately. 

3. Forecast or forecasting generated in some cases found to be better than that produced by a 

complex model of simultaneous equations. 

4. Impulse Response Function (IRF). IRF track the response current and future any variables or 

shock due to changes in a particular variable. 

5. Variance Decomposition, provide information on the contribution (percentage) of the variance 

of each variable to changes in a particular variable. 

The data used for the estimation of research before need to do a series of testing stages, 

namely: stationary test, determination of lag length, Granger causality test, Impulse Response 

Function and Variance Decomposition. Stationarity test is required for macroeconomic variables 

in general nonstationary (Gujarati, 1995). The purpose of this test is that the mean stationary 

stable and random error = 0, so that the obtained regression models with predictive power that is 

reliable and no spurious (spurious regression). Stationarity test can be done by several methods: 

charts, correlogram, as well as root units (unit root) using the Dickey-Fuller Augment (ADF) and 

Phillips-Perron test (PP) test. 

Determination of the amount of lag in the VAR model is determined on the information 

criteria recommended by the Final Prediction Error (FPE) or Aike Information Criterion (AIC) 

or Schwarz Criterion (SC) or Hannan-Quinn (HQ). Asterisks indicate the optimal lag 

recommended by the above criteria. 

The test was developed by Granger causality (1969). Granger Causality Test is used to 

see the direction of the relationship of a variable with another variable. How the influence of x to 

y to see if the current value of y can be explained by the historical value of y and see if the 

addition of lag x can improve the ability to explain the model The Granger-Causality equation is: 

There are some cases that can be interpreted from the equation above Granger Causality 

(Gujarati, 1995): 

1. Unidirectional causality from Y to X, it means one-way causality from Y to X occur if the lag 

coefficient Y in equation Yt is statistically significantly different from zero, the coefficient of 

X in the equation Xt lag equal to zero, 



      ijcrb.com 

      INTERDISCIPLINARY JOURNAL OF CONTEMPORARY RESEARCH IN BUSINESS 

COPY RIGHT © 2015  Institute of Interdisciplinary Business Research                               

 
69 

 

 

VOL 6, NO 10 

 2. Unindirectional causality from X to Y, it means one-way causality from X to Y occurs if the 

coefficient of X in the equation Xt lag is statistically significantly different from zero and lag 

coefficient Y in equation Yt significant statistically equal to zero. 

3. Feedback / bilaterall causality, meaning reciprocal causality happens if the coefficient of lag 

lag Y and X are statistically significantly different from zero in the second equation above Yt 

and Xt. 

4. Independence, interdependence means not occur if the coefficient of lag lag Y and X are 

statistically equal to zero in each equation Yt and Xt above. 

While statistical hypothesis testing Granger causality using the approach are: 

Ho: means a variable does not affect other variables 

H1: means a variable affect other variables. 

The impulse response function describes the level of shock variable rate one against the other 

variables in a given period range. So it can be seen the length of the shock effect of a variable to 

another variable to influence disappear or return to equilibrium. This function will track the 

response of the dependent variable when there is a shock in u1 and u2. Variance decompotition 

will provide information on the proportion of the movement of the shock effect on a variable to 

another variable shock in the current period and future periods. 

 

RESULTS AND DISCUSSION 

Economic freedom is the ability of individuals, families and businesses to make their own 

economic decisions, free from pressure. Creating an objective measurement of economic 

freedom is not easy. Finally, the first comprehensive model made by James Gwartney, Robert A. 

Lawson and Walter E. Block of the Heritage Foundation and the Wall Street Journal in 1995. 

The approach used in this index is similar to the writings of Adam Smith, The Wealth of Nations 

which states that "the basic institutions which protects the freedom of individuals to pursue their 

economic goals will generate greater prosperity for the wider community ". They measure the 

degree of economic freedom of 189 countries. This index includes the ten components: business 

freedom, trade freedom, fiscal freedom, government size, monetary freedom, investment 

freedom, financial freedom, property rights (property rights), freedom from corruption, and labor 

freedom. The ten factors were averaged into a total score. Each element of freedom assessed 
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 with a scale of 0-100 where 100 indicates the maximum freedom. Since this index is introduced, 

Hong Kong has become the number one in economic freedom. The definition of the index of 

economic freedom are: the highest form of economic freedom, generating an absolute right of 

ownership, freedom of movement of labor, capital, goods and the absence of economic freedom 

beyond the limits necessary to protect citizens and ensure freedom itself. This index is closely 

associated with institutional aspects in a country. 

There are several sources of strategic and decisive dominant economic growth, depending 

on how classifying it. It can be classified into physical factors and the factors that influence the 

management of these resources. Growth factors such as physical factors of natural resources, the 

quantity and quality of human resources, the amount of capital goods and technology. These 

factors are called the factors of economic growth in these deals. The availability of more and 

better sources of natural and human, capital goods, as well as the level of higher technological 

knowledge enables the economy to produce a greater amount of output. Management factor in 

the use of resources is an aspect of economic growth and demand aspects of resource allocation. 

Aspects of demand means that the resources that exist and continue to grow can be used fully, 

then the required growth rate of aggregate demand sufficient. Using all the resources and capital 

as well as existing technology alone is not enough. These sources must be used such that the 

maximum amount of output can be produced using these resources (Wijaya, 1990). 

 

VAR Estimation Results 

 Economic Growth Economic Freedom 

Economic Growth (-1) -0.669225* 3.200459* 

Economic Growth (-2) 0.429619*  -1.110512* 

Economic Freedom (-1) 0.034786 0.987752* 

Economic Freedom (-2) 0.361151* -1.216529* 

C -147.7811 553.8361 

 R-squared 0.926624  0.915397 

Note:*: significant 

Source: Data processed 

The table indicates that economic growth is affected by the economic growth and the two 

previous periods and the two previous periods of economic freedom. While economic freedom is 

affected by the economic growth and the two previous periods as well as economic freedom one 

and two previous periods. Economic freedom has a positive impact on economic growth as well 
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 as economic growth has positive influence on economic freedom. This supports previous studies 

which stated that economic freedom leads to growth. Market liberalization is a necessary 

institutional reforms for the country that is concerned on economic growth. Democracy is more 

intensive in promoting faster growth and greater economic freedom. Welfare economics make 

democracy easier. Economic freedom is a key component in the effort to improve the economic 

and social welfare. There is no economic foundation for the delay democratization to give 

priority to the market economy. Countries that are still less developed should take advantage of 

the broad institutional reforms to improve economic growth and consolidate economic freedom 

and political exclusion. There is no single reform that is sufficient for rapid economic growth and 

development. Moderate degree of freedom required in the political and economic areas to 

improve growth perspective. Institutional reform is complementary. Of course, this reciprocal 

relationship is not rapid. There must be a delay that reflects the particular circumstances of each 

country. North (1990) stated that the institutional framework of society appears to play a role in 

long-term economic performance. Baumol (2002) emphasizes that economic freedom would 

boost economic growth and market economic system is a very powerful engine of innovation, is 

the trigger economic growth. Dutz and Hayri (2000) found a correlation between long-term 

growth and enforcement of anti-trust and competition policy. stated that economic freedom will 

affect economic welfare. Barro (1997) find empirical evidence that supports the idea that the free 

market and the protection of property rights will boost economic growth. Economic growth will 

support institutional and political changes, welfare will increase democracy. Economic 

development will increase the middle class and the working class and make the elite cannot pull 

them exclusively. Economic development will increase political rights. Chong and Calderon 

(2000) stated that affects economic growth is faster than the institutional development of 

institutional quality affects growth. In this study, it is evident because it can be seen that 

economic growth influenced the previous two periods of economic freedom. While economic 

freedom is affected by the economic growth and the two previous periods so that it can be said 

more rapid economic growth affect economic freedom rather than vice versa. Reflecting 

economic freedom in a country's institutional reform and allowing many parties to benefit from 

these reforms. Business person will benefit from the freedom of businesses to facilitate the 

opening of new businesses and other business regulations. Exporters and importers will benefit 
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 from the higher trade freedom so that they can expand their market share. Likewise, investors 

who would prefer a high investment freedom. These things will affect the output produced in a 

country and increased economic growth  

Economic freedom is part of the freedom of the concerned material autonomy of the 

individual in relation to the state and other organized groups. Economically free individual is an 

individual who has full control over labor and property. Economic component of human freedom 

will be in touch and perhaps is a necessary condition for political freedom and also a worthy 

goal. Author index saw freedom as a positive concept, understanding the traditional definition as 

the absence of interference or hindrance from the government but also need to enter a different 

freedom of anarchy. The government is a basic institution to create a basic protection that 

positive economic rights such as ownership and contracts awarded by the same socially 

individual defense against the destructive tendencies of the other. The definition of economic 

freedom and the right to enter all the independence of production, consumption and distribution 

of goods and services. The highest form of economic freedom provides an absolute right of 

ownership, freedom of movement of labor, capital and goods and the absence of pressure or 

obstacles to economic independence out of things that are necessary for citizens to protect and 

maintain liberty itself. In other words, individuals free to work, produce, consume, and invest in 

a way that they want and freedom is protected and is not inhibited by the state. Minimal coercion 

is important for people to defend themselves support the evolution of society and enjoy the fruits 

of their labor. 

 

CONCLUSION 

In the categorization of economic freedom index issued by The Heritage Foundation, 

Indonesia can be categorized as "almost unfree". When compared with other ASEAN countries, 

Indonesia has the lowest degree of economic freedom. 

   Economic growth in Indonesia is experiencing a growing trend even in conditions of the 

global economic downturn, Indonesia's economic growth was slightly weaker but were not 

statistically significant. It is supported by a variety of factors sustaining national economic 

growth that is now starting to rise. The high consumption that had dominated society and an 



      ijcrb.com 

      INTERDISCIPLINARY JOURNAL OF CONTEMPORARY RESEARCH IN BUSINESS 

COPY RIGHT © 2015  Institute of Interdisciplinary Business Research                               

 
73 

 

 

VOL 6, NO 10 

 important factor of increasing national economic growth, began accompanied by increased 

investment and exports. 

Economic freedom leads to growth. Market liberalization is a necessary institutional 

reforms for the country concerned on economic growth. Economic freedom is a key component 

in the effort to improve the economic and social welfare. Moderate degree of freedom required in 

the political and economic areas to improve growth perspective. Institutional framework of the 

community plays a role in long-term economic performance. Economic freedom will boost 

economic growth and market economic system is a very powerful engine of innovation that is 

the trigger economic growth. Free market and the protection of property rights would increase 

economic growth. 

Economic growth will support institutional and political changes, welfare and will 

increase democracy. Economic development will increase the middle class and the working class 

and make the elite cannot pull them exclusively. Economic development will increase political 

rights. The effect of economic growth is faster than the institutional development of institutional 

quality affects growth. Economic growth is influenced previous two periods of economic 

freedom. While economic freedom is affected by the economic growth and the two previous 

periods so that it can be said more rapid economic growth affects economic freedom rather than 

vice versa. 

Indonesian economic freedom are quite low when compared with other countries, the 

government should further improve the institutional aspects in Indonesia because of economic 

freedom a country reflects the institutional conditions. One way to improve economic freedom is 

to reduce corruption and improve the business and investment climate without cumbersome 

bureaucracy. 

Looking at the data of economic growth in Indonesia, the government should maintain 

the stability of this growth remains in the optimal size that growth remains high but did not bring 

the effects of unwanted eg inflation. Looking at the positive relationship between economic 

freedom and economic growth in which there is a reciprocal relationship between the two, is the 

government's duty to keep the moderate level of economic freedom that can trigger high 

economic growth and vice versa. 
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