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Executive Summary

This is the second edition of the annual report, Economic 
Freedom of North America. The statistical results of this 
year’s study persuasively confi rm those published last 
year: economic freedom is a powerful driver of growth 
and prosperity and those provinces and states that 
have low levels of economic freedom continue to leave 
their citizens poorer than they need or should be.

Economic Freedom of North America presents the 
fi rst comprehensive economic freedom ratings for 
US states and Canadian provinces. The study rates 
economic freedom on a 10-point scale for two index-
es. An all-government index captures the impact of 
restrictions on freedom by all levels of government. 
A subnational index captures the impact of restric-
tions by state or provincial and local governments. 
Economic Freedom of North America employs 10 vari-
ables in three areas: 1. Size of Government; 2. Takings 
and Discriminatory Taxation; and 3. Labor Market 
Freedom. This year’s report adds a new variable to 
Area 3: Labor Market Freedom that is designed to 
measure how much policy affects workers’ freedom to 
join, or not to join, unions. This variable is discussed 
in the main body of the report and its appendixes.

Not only is economic freedom important for the 
level of prosperity, growth in economic freedom spurs 
economic growth. As expected, the impact of econom-
ic freedom at the all-government level is greater than 
the impact at the subnational level since the fi rst index 
captures a broader range of limitations on economic 
freedom than the second.

The econometric testing shows that a one-point 
improvement in economic freedom on the all-gov-
ernment index increases per-capita GDP by US$6,235 
for US states and by US$3,276 (C$4,368) for Canadian 
provinces. On the subnational index, a one-point im-
provement increases per-capita GDP by US$2,954 for 
US states and by US$1,737 (C$2,316) for Canadian 
provinces.

A 1.00% increase in the growth rate of economic 
freedom in the all-government index (e.g., from 4.00% 

per year to 4.04% per year), will induce an increase of 
1.09% in the growth rate of per-capita GDP for US states 
and an increase of 0.64% in the growth rate of per-capi-
ta GDP for Canadian provinces. A 1.00% increase in the 
growth rate of economic freedom in the subnational 
index will induce an increase of 0.53% in the growth 
rate of per-capita GDP for US states and 0.47% increase 
in the growth rate for Canadian provinces.

The econometric results are remarkably stable 
and consistent through a number of sensitivity tests 
presented in this paper, with more to be found on the 
website, www.freetheworld.com. The importance of 
these results is reinforced by their consistency with 
those of last year, despite the addition of data from 
a further year (2001) and of new variable in Area 3: 
Labor Market Freedom. The similarity of results re-
gardless of the structure of the index or year of the 
tests is quite remarkable.

The results show that, while economic free-
dom has a powerful impact in Canada, its impact 
on US states is far greater. This is likely because of 
Canada’s fi scal federalism. This system transfers 
money from rich to poor provinces. Since economic 
freedom spurs prosperity and growth, fi scal feder-
alism in effect transfers money from relatively free 
provinces to relatively unfree provinces, muting the 
impact of economic freedom and perversely creating 
incentives for provincial politicians to limit economic 
freedom and, thus, economic growth since this in-
creases the fl ow of federal transfers, which are di-
rectly controlled by these politicians. This enhances 
their power and their ability to reward friends and 
penalize enemies.

Generally, US states have been able to real-
ize the gains economic freedom generates while 
Canadian provinces have lost opportunity due to 
weak levels of economic freedom and the structure of 
Canadian federalism.

All provinces, except Alberta, are clustered at 
the bottom of the rankings of both the all-government 
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and the subnational economic freedom indexes and 
also have low levels of prosperity. Canada’s next fre-
est province, Ontario, is the only province ahead of at 
least one state, West Virginia, in both the sub-national 
and all-government indexes. Yet, its level of prosperity 
is ahead of only West Virginia and Mississippi, which 
also score poorly in economic freedom. This is not an 
encouraging message considering that Ontario is usu-
ally thought of as Canada’s economic powerhouse; 
one would never think of calling West Virginia or 
Mississippi an economic powerhouse even though 
their levels of prosperity are similar to Ontario’s.

Although exceptions occur, changes in pros-
perity closely follow changes in economic freedom. 
Massachusetts is an interesting example. In 1981, the 
beginning of the period under study, Massachusetts 
had a low economic-freedom score and an econ-
omy that performed below the national average. 
Massachusetts’ economic freedom increased through 
the 1980s and its economy caught up to the national 
average. Economic freedom declined in the early 1990s 
and relative prosperity fell back. Massachusetts’ eco-
nomic freedom again increased from the mid-1990s 
onwards and, by 1998, it was tied as the fourth wealth-
iest state in the union.

In Canada, Alberta followed a similar pattern. 
Economic freedom and economic activity weakened 
into the early 1990s. The province then recorded 
strong gains in economic freedom through the rest of 
the 1990s. During this period, the province’s economic 
health was restored.

Measuring economic freedom, however, does 
not capture all infl uences on economic activity. A few 
exceptions are found, such as Alaska, which is wealth-
ier than its level of economic freedom would suggest; 
and Louisiana, which is poorer than its level of free-

dom would suggest. Factors such as resource wealth, 
proximity to transportation routes, even a culture of 
corruption can affect growth rates.

The evolution of economic freedom in North 
America follows the expected pattern. In the United 
States, at the all-government level, economic free-
dom increases through the 1980s, coinciding with the 
Reagan era. It fell in the early 1990s, following tax in-
creases under the Bush and early Clinton administra-
tions and then begins to rise again. At the subnation-
al level, the pattern is the same but less pronounced. 
Many states embarked upon Reagan-like government 
restructuring, but not all, and often not at the same 
level of intensity, or in the same time frame.

In Canada through the 1980s, economic free-
dom remained fairly constant at the subnational level 
while it increased somewhat at the all-government 
level, perhaps as a result of a change of federal gov-
ernment, and a resulting change in policy, in 1984. In 
both indexes, economic freedom falls in Canada in 
the early 1990s and then begins to rise. In early 1990s, 
Canadian governments began to address debt and 
defi cit problems but more often through increased 
taxation than through lower spending. As debts and 
defi cits were brought under control, governments be-
gan to reduce some tax rates through the mid- and, 
particularly, late 1990s. Also in this period, fi scally 
conservative governments were elected in Canada’s 
two richest provinces, Alberta and Ontario.

Overall patterns in Canada and the United States 
are similar. However, during the late 1980s and early 
1990s, Canadian governments relied on taxes to solve 
the defi cit problem more than US governments did. 
Thus, the gap between Canada and the United States 
in economic freedom grew through this period, before 
returning to about its 1981 level in the late 1990s. 


