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ON THE CAUSAL CHAIN OF ECONOMIC FREEDOM
AND STOCK MARKET DEVELOPMENT IN MALAYSIA:
STRUCTURAL EQUATION MODELING APPROACH

The purpose of this study is to investigate the causal chain of economic freedom and stock
market development in Malaysia. Structural equation model (SEM) methodologies were used to
assess the measurement, recursive, and structural models of economic freedom and stock market
development over the period of 16 years on time series data. The findings reveal a significant uni-
directional causality between economic freedom and stock market development. Applying further
analysis on measurement and recursive model, we found that property rights, freedom from cor-
ruption, investment freedom, and monetary freedom have harmonized variations towards econom-
ic freedom, whereas market capitalization, turnover and trading significantly represent the corre-
sponding variations in stock market development. Furthermore, it is noted that open market and
regulatory efficiency extend robust explanation in stock market development compared to govern-
ment size and rule of law. The measurement model fails to consider invariance of business freedom,
fiscal freedom and financial freedom within economic freedom.
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B cmampve uccaedosana npuvunno-caedcmeennas 3a6ucuUMocms mMexcdy 3KOHOMUHECKOl
c6060001i u pazeumuem onooeozo pvinka ¢ Maaaiizuu. /[as anaiuza npuvuUHHO-CACOCMBEEHHOU
C6513U UCNOABL306AH MemMO00 MOOeAUPOBAHUA CMPYKMYPHOIMU YPAGHEHUAMU, HA OGHHBIX
GPeMEeHHBIX PsI008 NOCINPOEHbL PEKYPCUGHDbLE U CINPYKIMYPHblE M00eAU IKOHOMUHECKOU ¢80000bt U
pazsumust pondoo2o poinka 3a nepuod 16 aem. Pesyivmamor nokazaau, wmo cyujecmeyem
3HaUUMeAbHAsl 00OHOHANPAGACHHASl NPUMUHHAS CB8A3b MeHCOy IKOHOMUMECKOU 800000 u
pazeumuem honooeo2o puinka, a npasa cobcmeennocmu, ceoboda om Koppynuuu, ceob600a
uneecmuuuili U MOHemMapHas c60600a cnoco6cmeyrom obuel 3KOHOMUUECKOU c800600e, 6 mo
6peMsi KaK PbIHOMHAS KANUMAAU3AuUsL, 000pom u mopeos.as npedcmasasiom coomeencmaylouie
usmenenus 6 pazeumuu ponoo6o2o pvinka. Omrpoimotii poiHoK u Ipghexmuenoe pecyiuposanue
0o.abuLe CKA3bI6AIOMCA HA PA3GUMUL (POHO06020 PHIHKA N0 CPAGHEHUIO C MAKUMU NOKA3AMeAMU
KaK pasmep npasumeabcmeéa u eepxoeencmeo npasa. Modeab usmepenus ne yuumviéaem
UHEAPUAHMHOCMb C60000b! NPEONPUHUMAMEAbCMEA, (YUCKAAbHOU €80600bl U (puHaAHCO6OT
60060061 8 paAMKax IKOHOMUHECKOU c80000bL.

Karouesvie caoea: skonomuueckas c6ob6oda, pazsumue POHO08020 PbiHKA, MOOeAUPOGAHUE
CMpYKmMypHbIMU YPAGHEHUAMU, 8APUAHMHOCIb, KOBAPUAHMHOCMb.

1.Introduction. The role of economic freedom has assumed a developmental
character in capital markets following the liberalization of stock markets. In a setting
which reflects economic freedom fluctuating widely across countries, investors
worldwide equity markets perceive it as fascinating to spot attractive investment
opportunities. Cross-border economic freedom particularly easing the regulatory
framework helps international investors penetrate into domestic markets. The expan-
sion of credit obtained this way has an encouraging inference on market liquidity
which offers opportunities to enhance the productivity of resources within market
capitalization perspective. Capitalism has frequently been held responsible because
for the 2008 financial crisis and following economic decline over the past few years
(Smimou and Karabegovic, 2010). It is broadly assessed that economic freedom is a
crucial factor in determining the well-being at mass level. Countries with more eco-
nomic freedom tend to be wealthy and their financial markets tend to be more stable,
compared to the countries having a lower degree of economic freedom. Stock mar-
kets of the countries with higher economic freedom perform better and are more sta-
ble (Chen and Huang, 2009). Meanwhile, Smimou and Karabegovic (2010) have the
view that stock markets are not determined by capitalism (proxy of economic free-
dom — remarkably, free market system), rather it is a precondition for stock market
performance and development.

Gwartney et al. (2002) have the view that tax regulation and government expen-
diture substitution with voluntary exchange and market coordination reduce eco-
nomic freedom of a country; in line with this, strong and vibrant private sector invest-
ment is a vital and sufficient condition for long-term economic growth and for sus-
tained capital market development. The increasing trend towards globalization has
gained the imperativeness of foreign direct investment, however FDI movement is
subject to prerequisites and is commonly driven by country governance and regulato-
ry environment. Parker (2002) postulated that balancing of consistency, accountabil-
ity and transparency is one of the core features of well-functioning regulatory system.
The association between financial system and capital market development underline
the magnitude of public policies to administer capital market and economic institu-
tions with the purpose to reinforce the investor protection, investor confidence and to
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promote market efficiency. For example, Kapuria- Foreman (2007) examined the role
of policy orientation with institutional quality components of economic freedom
index with FDI and concluded that economic freedom does not have a significant
impact on FDI with the aggregated measure of economic freedom, however, with dis-
aggregated measure there is a more clear picture of the significant impact of eco-
nomic freedom on FDI. Similarly, Altman (2007) studied the economic freedom
index with economic performance and located gap between economic freedom and
economic performance at diverse levels. Further, he found the influence of higher
growth and per capita income in the countries with significant economic freedom.

Joshua and Lawson (2008) noted that the coefficient of slope among various
components of economic freedom index are negative while measuring government
fiscal size and per capita, whereas Ismail (2010) found significant effects of econom-
ic freedom on economic growth. Institutional reforms upholding economic freedom
might have a positive effect in long and short terms but are associated with cost, there-
fore such issues may be replaced with 5 years rather than annually (Bergh and
Karlsson, 2009). Nystrom (2008) argued that property protection, small government
size and low credit/labor rate & better regulation increase entreprencurship.
Governments with large volume depict lower trends in taxes, whereas small-sized
governments depict the self-employment rate on higher side (Bjornskov and Foss,
2006). Basing on the world survey, Stocker (2005) stated that an increase in econom-
ic freedom associated with better socioeconomic environment offers investors excep-
tional investment returns, whereas Ritter (2005) concluded that equity returns are
negatively correlated with economic freedom. Surprisingly, an increasing body of lit-
erature related to causal chain of capital market development and economic freedom
have been overlooked either methodologically or in terms of contents rigorousness,
overall and particularly in developing countries. The majority of previous works
focuses on the relation or influence of economic freedom with other diverse perspec-
tives of cross-border venture capital performance (Wang and Wang, 2012), bank per-
formance (Sufian and Habibullah, 2011), public-private partnerships (Heybati,
Roodposhti, Nikoomaram and Ahmadi, 2011), equity return (Smimou and
Karabegovic, 2010).

In contrast, this study aims to investigate the causal chain of economic freedom
and stock market development in emerging economies with a particular focus on
Malaysian economy since it has experienced a moderate degree of resilience in the
wake of demanding global economic surroundings. Generally, the regulatory structure
is relatively more efficient and business measures have been streamlined. Contrary to
the performance in other areas, modernization of the legal framework and endorse-
ment, the efficient rule of law still lags behind. In addition, property rights are not vig-
orously protected and judicial system weakens the political interference (Heritage,
2012). The contributions of the study are twofold. Primarily, this study adds to the cur-
rent scholarly understanding by encompassing the overall influence of economic free-
dom on the stock market development in general and relative importance of individ-
ual indicators of economic freedom and stock market development in particular.
Secondly, this study uses a new approach of time series that is structural equation mod-
eling to capture the overall and the individual indicator effects.
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2.Methodology.

Model Specification: In this study, we used the time series data to capture the
impact of economic freedom index on capital market development. Each variable of
interest (economic freedom index and capital market development) is composed of
certain components, which cumulatively account for economic freedom index and
capital market. The components of economic freedom include property rights, free-
dom from corruption, fiscal freedom, government spending, business freedom, labor
freedom, monetary freedom, trade freedom, investment freedom, and financial free-
dom. The index of overall economic freedom and each of its components are calcu-
lated by Heritage Foundation and are available on their website (www.heritage.org)
since 1995. Similarly, the indicators of capital market development are being rigor-
ously used in previous literature. The indicators of capital market development
include market capitalizations (% of GDP), turnover ratio of stock and stock traded.
This study included an additional indicator of S&P global business indices of Bursa
Malaysia formally known as a Kuala Lumpur Stock Exchange. The components of
economic freedom are further categorized into 4 major components, which are: rule
of law, limited government, regulatory efficiency, and open markets. The subcompo-
nents of the rules of law include property rights and freedom from corruption.
Likewise, the subcomponents of limited governments are fiscal freedom and govern-
ment spending. The subcomponents of regulatory efficiency include business free-
dom, labor freedom and monetary freedom. Finally, the subcomponents of open
markets include trade freedom, investment freedom and financial freedom. The study
used the annual data on the variables of interest covering the period 1995—2011. The
data for the index of economic freedom and its components were extracted from the
website of the Heritage Foundation whereas the data on capital market development
indicators was extracted from the World Bank indicators (WBI).

Contrary to other methodologies of time series data such as such as ordinary
least squares (OLS), causality or cointegration techniques to explore the casual chain
of variables of interest, this study chooses the structural equation modeling or simul-
taneous equation modeling methodology to locate the causal chain. SEM is a flexible
and general system for stipulating linear relationship between unobserved and
observed variables (Buuren, 1997). It is an authoritative multivariate analysis tech-
nique to investigate and verify the causal relationships. The main advantages of using
SEM over others econometric techniques are: first, SEM supports multiple interact-
ing equations models simultaneously, second, time dependent correlation can be
clearly modeled and thirdly, unobservable (latent) variables can be included in the
model (Baranoff, Papadopoulos and Sager, 2007), thus making SEM special among
methodologies. It compels a structure on the variance-covariance matrix and thus
imposed variance-covariance structure is later validated by the data. The fundamen-
tal hypothesis SEM involves is:

2=2(9), )
where 2 refers to the matrix of covariance observed; ¢ refers to the vector of model
parameters and 2.(¢) implied covariance of the model. SEM consists of 2 parts,

namely, measurement model and structural model and commonly represented in the
following equation:
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n=pn+yw+u;,, (2)
where each Wi representsi=1, ..., g isin vector (0 Wz Ws ... ) and this rep-
resents the influential cause of latent variables in vector n. y represents the individual
coefficient (yy, Yo, Y3, ..., Yj,) in @ matrix y.

A5 - u5 AS —ud
A6 — u6 AY A6 — u6
Economic Stock market
Freedom development
N7 —u7 y7 A7 —u7

A8 —u8 ®
" A8 — u8
Indicators Latent Latent Indicators

Figure 1. General Structures of Economic Freedom and
Stock Market Development in the SEM Framework

The matrix vector of the structural model for n numbers of observed and latent
variables can be specified as follows and commonly known as a Bentler-Weeks model.
The matrix represents the breakdown of the basic structural model parameters where
n=(vy, Vo..... v,,) are vectors. [3 is the parameters of the 5x5 matrix with uncon-

strained specification estimated in the proceeding section and y denotes the diagonal
matrix of variance-covariance structure and u;, is the error term of vector that is the

unexplained variation leftover to the variables:
n=pn+y...u,. 3)
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Figure 2. Modeling economic freedom (major constructs)
and stock market development
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Figure 3. Structural model of economic freedom and stock market development

In this study, 3 different types of estimation are carried out which is discussed in
detail in the preceding discussion. Figure 2 represents a measurement model of eco-
nomic freedom indicators and stock market indicators. The role of the indicators of
economic freedom is considered as a dynamic component that defines the chrono-
logical relationship between the factors and the noteworthy structure of this model is
the distributional specification. In the model depicted on Figure 3, we assumed all
error terms (e,) are independent of each other.

Among the dynamics of SEM abilities to create, latent constructs such as vari-
able, which is not calculated directly, estimated in the model from several measured/
manifested variables, and then predicted to tap into the latent construct. In a connec-
tion to capture the analytical rigor, the model has been developed in Figure 3 showing
the overall impact of economic freedom on stock market development, As it can be
observed on Figure 3, economic freedom is measured by 10 observed variables dis-
cussed above and stock market development is measured by 4 variables.

3.Results. One of the contemporary features data involves is the normalization,
which facilitates in defining well-modeled linear relationships. More precisely, this
process omits the redundancy existing in the data to conjecture the meaningful inter-
pretation in several ways. Table 1 reports the descriptive statistics of economic free-
dom and stock market development indicators. The mean value (m,,, = 5, with Sd,,.
= .31) of market capitalization (MC) is relatively higher than the rest of indicators
(my = 3.56, SDy, = .36; Msgp ingices = 1.92, SDsgp ingices = 1.76; Mgy = 3.95, SD; =
.55). Whereas, the mean score of government spending (GS) is relatively high among
the economic freedom indicators, followed by monetary freedom (MF), business
freedom (BF), fiscal freedom (FF) and trade freedom. Table 1 further reports the per-
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centile analysis of the data structure denoting the relative standing of the data values.
It is evident from Table 1 that major percentile structure of economic freedom and
stock market development falls in the second and the third percentile with the high-
est values.

Table 1. Descriptive Statistics of Economic Freedom
and Stock Market Development Indicators

Indicators Mean | SD | Skewness | Kurtosis Pell-:éf;tﬁle Pesfc(:);gle Pe’{(l:l;gile
Stock Market Development Indicators
Ln(MC) 5.00 31 .58 1.24 4.84 4.95 5.16
Ln(TR) 3.56 .36 48 72 3.37 3.50 3.74
Ln(S&P Index) 1.92 1.76 -13 -2.07 .00 2.54 3.68
Ln(ST) 3.95 55 93 65 3.63 3.82 4.26
Economic Freedom Indicators
Ln(BF) 4.31 10 .64 -1.75 4.25 4.25 4.44
Ln(TF) 4.27 .09 -1.23 1.92 4.20 4.29 4.34
Ln(GS) 4.39 .04 -.65 -57 4.36 4.40 4.43
Ln(FF) 429 | 06 -1 02 436 439 441
Ln( MF) 4.38 .03 -.03 -1.37 4.36 4.38 4.41
Ln(IF) 3.65 27 .66 -.50 3.40 3.69 391
Ln( FINF) 3.69 24 -34 -1.86 3.40 3.69 391
Ln(PR) 4.04 .16 62 -1.78 391 391 4.25
Ln( CURP) 3.96 12 1.97 3.73 3.91 393 3.97
Ln(LF) 1.77 2.18 .39 211 .00 .00 4.28

Note: Natural log (Ln) of both economic freedom and stock market development indicators was
taken to rationalize the structure of data for meaningful interpretation. Ln represents the log terms
whereas MC is the market capitalization to GDP, TR is turnover ratio to stock trade, S&P index
is a global equity index of Bursa Malaysia; ST is a stock trade over the period. BF represents
business fmeélmn, TF — trade freedom, GS — government spending, FF — fiscal freedom, MF —
monetary freedom, IF — investment freedom, FINF — financial freedom, PR — property rights,
CURP - freedom from corruption and LF — labor freedom.

Structural Equation Modeling: This section comprises the measurement, recur-
sive and structural model estimates. To do so, maximum likelihood (ML) estimation
method was used. Since ML methods explain the loadings by reducing the discrep-
ancy between the equations implied by the model and the attained covariance. One
of the main advantages of the regular ML method in SEM is ML excluding the
incomplete observations and if a sample size is large enough and numbers of incom-
plete observations are fairly less, the estimation in SEM might not bear much from
overlooking the information of incomplete observation (Zhang and Young, 2011). In
this study the number of observations related to labor freedom is incomplete and ML
estimation tends to facilitate the model convergence. Further, ML estimation
requires univariate and multivariate normal distribution to achieve the convergence.

In panel 1 of Table 2, rule of law (RL), limited government (LG), regulatory effi-
ciency (RF) and open market (OM) are classified as latent variables. 2 observed vari-
ables 1) property rights (PR) 2) freedom from corruption measure rule of law, where-
as fiscal freedom (FF) and government spending (GS) measure limited government.
Likewise, business freedom, monetary freedom, and labor freedom measure regula-
tory efficiency and trade freedom, investment freedom, and financial freedom meas-
ure open markets. It is evident from the statistics in panel 3 of Table 1 that both prop-
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erty rights and freedom from corruption (B,, = 0.97, B4, = .62) positively and signifi-
cantly determine the rule of law. Similarly, government spending (45 = 0.27) posi-
tively and significantly determines the limited government constructs. Contrary to the
unidimensionality and scalogram assumptions, fiscal freedom (3¢ = -0.80) negative-
ly determines the limited government; however, the dimensionality magnitude is
insignificant. Further, it is noted that both monetary freedom (f3,,,; = 0.43) and labor
freedom (B = 0.63) have positive and significant variations in regulatory efficiency,
whereas business freedom has negative and statistically significant variations in regu-
latory efficiency. Likewise, trade freedom (B, = 1.71) and investment freedom (3; =
0.39) show positive variations in the open market; however, the trade freedom varia-
tion is statistically insignificant towards open market.

Table 2. Measurement Model Estimates of Economic Freedom —
Coefficients and t-stat’ in Parenthesis

Panel (A) Observed Variables

Latent PR FC FF GS BF LF MF TF IF FINF
RL 097** | 62**
(4.23) | (2.86)

LG -80 | 27**
(-1.33)| (5.76)
RF 101% | 63* | 43**
(-1973)| (2.783) | (5.83)
OM 1782 | 391 | -.118*

(498) | (7.89)| (-2.16)

Panel (B) Covariance Estimates of Latent Variables

Covariance pair Estimate t-stat
LG-RL 001 1.15
LG-RF .000 -1.04
RF-OM -.001 -.96
RL-OM 005 1.24
RL-RF -.001 -1.44
LG-OM .000 -.52
Panel (C) Fit Statistics AIC BIC BCC CAIC ECVI MECVI
Xz/df( o106, = 2.130 144.19 258.59 165.86 191.86 9.012 16.162
SRMR =.025

Note: * and** shows significance at 5% and 1% respectively; RL, LG, RF and OM denote the rule
of law, limited government, regulatory efficiency and open market respectively. Fit statistics
include AIC — Akaike information criterion, BIC — Bayesian information criterion, BCC —
Browne-Cudeck criterion, CAIC — consistent Akaike information criterion, ECVI — expected
cross-validation index, MECVI — expected cross-validation index for maximum likelihood
estimations, SRMR - standardized root mean square residual.

Table 2 further depicts fit statistics of the measurement model which shows the
relative standings how the observed data fit the model depicted on Figure 2. Chi-square
(x?) statistics are commonly used to access the fit of the model (Choo, 2004) which
shows the variance structure in variance-covariance of the observed and unobserved
variables. Additionally, if the Chi-square fit statistics fails to capture the discrepancy
structure of the variance-covariance, the model needs to be altered for exogenous
information or allowing additional restriction. There is no consistent benchmark for
assessing the relative index of Chi-square. Therefore, the lower the value of Chi-square
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(%), the better is the fit (Choo, 2004). More preciously, the recommended threshold
assessing the relative Chi-square fit index varies from 2.0 (Tabachnick and Fidell, 2007)
to 5.0 (Wheaton et al., 1977). Bollen and Long (1993) suggested that in addition to
Chi-square fit statistics assessment in structural equation modeling, it is sensible to
consider several other fit measures. The other fits statistics such as AIC (Akaike infor-
mation criterion), BIC (Bayesian information criterion), CAIC (consistent Akaike
information criterion) compose a valuable class of index since these indices penalize
for the amount of parameters and consequently take the parsimony of models into con-
sideration (Wicherts and Dolan, 2004). Unlike relative Chi-square fit statistics, AIC
and BIC are comparative fit indices and can be accessed subjectively. The lower value
of AIC indicates a better fit, whereas BIC puts high value on parsimony because it
increases penalty with increase in a sample size (Kenny, 2012). Similarly, the lower the
values of ECVI and MECVI are, the better is the model fit.

Table 3 presents the estimates of the recursive model of stock market develop-
ment, stock market development indicators such as market capitalization (MC),
turnover (TR), S&P global indices and stock traded with major indicators of eco-
nomic freedom such as rule of law, regulatory efficiency (RF), limited government
(LG) and open market (OM). The graphical sketch of the model estimation is pro-
vided in Figure 3. The estimates in panel A of Table 3 describe the unidimensionali-
ty of stock market development indicators. It is evident from the statistics that the
observed variables such as market capitalization (B,,. = 0.339), turnover (3;, = 0.82)
and stock trading (g; = 1.135) have significant and positive variations in stock mar-
ket development. Comparatively, stock trading and turnover signify more variations in
stock market development, whereas S&P global indices (Bgg, = -0.269) have negative
variations in stock market development illuminating relatively fragile openness of the
stock market to global equity indices.

Table 3. Recursive Model Estimates of Economic Freedom and
Stock Model Development, Coefficients, t-stat in parenthesis
Panel (A)

Latent Latent Variables Coefficients
Stock Market Development MC TR S&P Index ST
.339** 82* -.269 1.135*
(4.198) (2.287) (-1.858) (2.176)

Panel (B) Recursive Model estimates of Economic Freedom Indicators and Stock Market
Development

Stock Market Development RL RF LG OM
A1 .39*% 85*% .29*
(84) (2.62) (1.94) (367)
Panel (C) Fit Statistics AIC BIC BCC CAIC ECVI MECVI
X2 /df s 295.210) = 2.889
SRMR = .006 270.95 13595 | 30094 | 336.94 16.93 84.434

Note: * and ** denotes significance at 5% and 1% respectively.

Panel B of Table 3 further signifies recursive model estimates of economic free-
dom major indicators impact on stock market development. Interestingly, regulatory
efficiency, limited government, and open market positively and significantly influ-
ence the stock market development. Moderately, limited government and regulatory
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efficiency have variation in stock market development vigorously, whereas the rule of
law has a positive impact on stock market development but it is statistically insignifi-
cant. The fit statistics in panel C of Table 3 illustrates that relative Chi-square x*/df fit
acutely converges to the variance-covariance matrix, thus explaining minimum dis-
crepancy factors coupled with standardized root mean square residuals (SRMR),
BIC and ECVI, MECVI. The BCC and AIC scores are relatively high because the
current recursive model penalized for less restrictions added by relatively less degrees
of freedom as compared to the measurement model depicted in Figure 2.

Table 4. Structural Model Estimates of Economic Freedom and
Stock Market Development Coefficients, t-stat in parenthesis

Panel (A)
Latent Observed Variables Coefficients
Stock PR FC FF GS BF LF MF TF IF FINF

Market | .710* | 118** | 433**| 0.09 | .521** | -.044* | .095** | .096** | .057* | .151
Develop- | 3611 (7.248)| 2495 | (566)| 29.14 | (275) | (588) | (592)| 354) | (.320)

ment
Panel (B) Causality of Economic Freedom and Stock Market Development — Coefficient

Causal Links Coefficients t-stat
Economic Freedom — Stock market Development .36% 4.986
Stock Market Development — Economic Freedom 75 478
Pane (C) Fit Statistics AIC BIC BCC CAIC ECVI | MECVI
X2 Jdf g 338971y = 4.34 39297 | 20297 | 41546 | 44246 | 24561 | 75.186
SRMR = .004

Table 4 reports the structural model estimates of economic freedom and stock
market development. The statistics reported in Table 4 have twofold significance.
First, the impact of individual economic indicators on stock market development is
examined. Second, the overall impact of economic freedom on stock market devel-
opment and stock market development of economic freedom is examined. The indi-
vidual coefficients of economic freedom indicators elucidate that property rights (B,
=0.71), freedom from corruption (s, = 0.118), fiscal freedom (B4 = 0.43), business
freedom (B, = 0.52), monetary freedom (f3,,,; = 0.095), trade freedom (B;; = 0.096)
and investment freedom (3;; = 0.057) have a positive and significant impact on stock
market development. Labor freedom has negative and statistically significant impact
on stock market development, whereas government spending and financial freedom
have a positive impact on stock market development. However, it is statistically
insignificant. Panel B of Table 4 further implies that economic freedom and stock
market development share causality in terms of influence on each other, however,
overall economic freedom has positive and statistically significant impact on stock
market development as compared to the impact of stock market development of eco-
nomic freedom. The fit statistics in panel C of Table 4 validates the findings by sym-
bolizing the acceptable cutoff score of relative Chi-square (x’>/DF), standardized root
mean square residuals and subjective judgment of AIC, BIC, ECVI and MECVI.

The overall estimation caters fair display associated with economic freedom
indicators and stock market development. The findings reveal that Malaysian econo-
my enjoys a judicious level of property rights, fiscal freedom, trade freedom, and
monetary freedom. In line with the finding, Heritage Foundation (2012) also con-
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cluded that private property is protected, however, the judicial system is open to polit-
ical sway. The finding related to government size is relatively less commendable since
the reflective response of government spending and fiscal freedom is relatively fragile
as compared to other areas of the economy. Literature suggests that the optimum size
of government largely depends on the insights of how efficient by the government
trails its functions and consequently, this pheromonen largely depends on fundamen-
tal purposes of policy makers as well (Lundstrom, 2003). Further, Scherer (1992) and
Vickers (1995) have the views that large government size may also have an efficiency-
reducing effect in a private sector because of the deadweight loss created through the
nuisance of tax structure and decline in the incentive to reduce costs due to declining
competitive pressure shaped by lesser size of the private sector.

4.Conclusion. This study examined the causal nexus of economic freedom and
stock market development through structural equation modeling techniques using the
data of economic freedom and stock market development indicators. Both stock mar-
ket development and economic freedom indicators are framed in measurement,
recursive and structural models. The conclusion of the study is threefold. First, the
empirical estimates of the measurement model imply that few indicators of econom-
ic freedom such as fiscal and financial freedom do not provide complementary varia-
tions. Second, the recursive model estimates imply that market capitalization,
turnover and stock trading significantly represent the corresponding variations in
stock market development, whereas global equity indices do not satisfactorily support
stock market development. The recursive estimates further entail that rule of law, lim-
ited government, regulatory efficiency and open market significantly predict stock
market development. Moreover, open market and regulatory efficiency extend robust
explanation in stock market development than limited government and rule of law.
Third, the structural model estimates denote that property rights and business free-
dom have strong impact on stock market development as compared to the rest of eco-
nomic indicators.

Acknowledgment: The authors would like fo thank the Deanship of Scientific
Research at King Saud University represented by the Research Center at CBA for sup-
porting this research financially.

References:

Altman, M. (2007). How much Economic Freedom is Necessary for Economic Growth? Theory and
Evidence. Economics Bulletin, 15(2): 1-20.

Baranoff, E.G., Papadopoulos, S., Sager, W.T. (2007). Capital and Risk Revisited: A Structural
Equation Model Approach for Life Insurers. Journal of Risk and Insurance, 73(3): 653—681.

Bergh, A., Karlsson, M. (2009). Government Size and Growth: Accounting for Economic Freedom
and Globalization, Available at SSRN: http://ssrn.com/abstract=1492326.

Bjornskov, C., Foss, N.J. (2006). Economic Freedom and Entrepreneurial Activity: Some Cross
Country Evidence. Available at: http://ssrn.com/abstract=982128.

Bollen, K.A., Long, J.S. (1993). Testing structural equation models. Newbury Park, CA: Sage.

Buuren, V.S. (1997). Fitting ARMA Time Series by Structural Equation Models. Psychometrika,
62(2): 215-236.

Chen, R.C., Huang, Y.S. (2009). Economic freedom, equity performance and market volatility.
International Journal of Accounting and Information Management, 17(2): 189—197.

Choo, S. (2004). Aggregate Relationships between Telecommunications and Travel: Structural
Equation Modeling of Time Series Data. Available at: http://www.uctc.net.

Gwartney, J., Lawson, R., Park, W., Wagh, S., Edwards, C., de Rugy, V. (2002). Economic Freedom
of the World: 2002 Annual Report. Vancouver, the Fraser Institute.

ACTUAL PROBLEMS OF ECONOMICS #8(146), 2013



362 HOBUHU CBITOBOI HAYKH

Heritage Foundation (2012). The Ten Economic Freedoms of Malaysia. Available at: www. her-
itage.org/index.

Heybati, F., Roodposhti, F.R., Nikoomaram, H., Ahmadi, M. (2011). Developing a model for Iran
about the relationship between economic freedom indices and Public private partnerships. African Journal
of Business Management, 5(9): 3511-3522

Ismail, N. (2010). Income Inequality, Economic Freedom and Economic Growth. European Journal
of Economics, Finance and Administrative Sciences, 25: 144—157.

Kapuria-Foreman, V. (2007). Economic Freedom and Foreign Direct Investment in Developing
Countries. The Journal of Developing Areas, 41(1): 143—154.

Kenny, A.D. (2012). Measuring Model Fit. Available at (16 Sep, 2012): http://www.davidakenny.net/
cm/fit.htm.

Lundstrom, S. (2003). On institutions, economic growth and the environment. Doctoral dissertation.
Gothenburg: University of Gothenburg.

Nystrom, K. (2008). The Institutions of Economic Freedom and Entrepreneurship: Evidence from
Panel Data. Public Choice, 136(3—4): 269—282.

Parker, D. (2001). Economic Regulation: A Review of Issues. Annals of Public and Cooperative
Economics, 73(4): 493—519.

Ritter, J.R. (2005). Economic growth and equity returns. Pacific-Basin Finance Journal, 13: 489—
503.

Scherer, F.M. (1992). Schumpeter and Plausible Capitalism. Journal of Economic Literature, 30(3):
1416—1433.

Smimou, K., Karabegovic, A. (2010). Does economic freedom enhance stock market returns? Fraser
Forum. Available at: http://www.fraserinstitute.org.

Smimou, K., Karabegovic, A. (2010). On the relationship between economic freedom and equity
returns in the emerging markets: Evidence from the Middle East and North Africa (MENA) stock mar-
kets. Emerging Markets Review, 11(2): 119—151.

Stocker, M.L. (2005). Equity Returns and Economic Freedom. Cato Journal, 25(3): 583—594.

Sufian, F., Habibullah, M.S. (2011). Has Economic Freedom Foster Bank Performance? Panel
Evidence from China. Actual Problems of Economics, 121: 377—388.

Tabachnick, B.G., Fidell, L.S. (2007). Using multivariate statistics. 2nd ed. Boston: Pearson.

Vickers, J. (1995). Concepts of Competition. Oxford Economic Papers 47:1, Oxford University
Press.

Wang, L.F., Wang, S.S. (2012). Economic freedom and cross-border venture capital performance.
Journal of Empirical Finance, 19(1): 26—50.

Wheaton, B., Muthen, B., Alwin, D.F., Summers, G. (1977). Assessing Reliability and Stability in
Panel Models. Sociological Methodology, 8(1): 84—136.

Wicherts, M.J., Dolan, C.V. (2004). A Cautionary Note on the Use of Information Fit Indexes in
Covariance Structure Modeling With Means. Structural Equation Modeling, 11(1): 45—50.

Zhang, W., Yung, Y. (2011). A Tutorial on Structural Equation Modeling With Incomplete
Observations:  Multiple Imputation and FIML Methods Using SAS. Available at:
http://support.sas.com/rnd/app/stat/papers.

CratTd Hagia no pegakiiii 13.05.2013.

AKTYAJIbHI [TPOBJIEMWN EKOHOMIKW Ne8(146), 2013



