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Abstract

Decades of research show that economic freedom is highly correlated with desirable economic outcomes
both internationally and locally. Yet we still know little about the transition from low to high levels of
economic freedom, particularly for institutions under local control. This research shows that while eco-
nomic freedom in the United States is decreasing with regard to institutions under national control,
it is increasing with regard to institutions under state and local control. Economic freedom increases
gradually among the states, driven primarily by increasing labor market freedom. Decreases in economic
freedom, on the other hand, occur sharply, often following stark changes to state fiscal policies.
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1. Introduction

Economic prosperity is a complex function of an economy’s natural resources, technology, human and
physical capital, culture and geography. But, most importantly, prosperity is a function of an econo-
my’s institutions and policies, which determine the incentive structure under which resources are
employed and investment decisions are made.' Good institutions are those that incentivize individuals
and firms to engage in economic decisions that increase long-run growth. Furthermore, because desir-
able economic outcomes often occur where institutions are compatible with the principles of
economic freedom, institutional quality and economic freedom are synonymous.

For decades, scholars have studied the relation between institutions and economic outcomes using
institutional indexes, such as the Economic Freedom of the World (EFW) index and the International
Country Risk Guide (ICRG) index.” These indexes quantify institutional quality for more than 100
countries around the world and are employed in hundreds of peer-reviewed publications. Decades
of research have shown a positive relation between economic freedom and income per person, literacy
rates, life expectancy and even Olympic gold medals. Moreover, scholars have found the impact of
institutions on economic outcomes to be robust to institutions and policies under local government
control.* However, very little research has investigated changes in economic freedom over time.” In
other words, we know that economic freedom is highly correlated with desirable economic outcomes
both internationally and locally, but we know little about the transition from low levels of economic
freedom to high levels of economic freedom.

ISee Acemoglu, et al., 2002, 2005; Glaeser and Shleifer, 2002; La Porta et al., 2008; North, 1990, 1991.

2See for examples Bennett ef al., 2017; Faria and Montesinos, 2009; Gwartney et al., 2006; Hall and Lawson, 2014.

*The EFW index is authored by Gwartney et al. (2017) and published by the Fraser Institute. The ICRG index is published
by the PRS Group.

4Calcagno and Escaleras, 2007; Calcagno and Sobel, 2014; Heller and Stephenson, 2014; Sobel, 2008; Wiseman, 2017.

>See Carlsson and Lundstrom, 2002; Esposto and Zaleski, 1999; Heckelman and Knack, 2009; Ruseski and Maresova, 2014;
Stroup, 2007.
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The lack of empirical research examining the evolution of institutions and freedom is not exclusive
to the local economics literature. A similar lack exists internationally, where the study of reform is
often reserved to specific circumstances, such as the liberalization of the former Soviet states. An
exception to this is the work of Sobel (2017), which measures the dynamic properties of institutional
change at the international level. Sobel finds increasing economic freedom internationally, driven pri-
marily by increasing freedom to trade. Moreover, his results indicate that the process of institutional
improvement is a gradual process unlike that of institutional decline, which occurs sharply. The study
of the properties of reform not only explains the trends in economic freedom over time but also yields
principles of reform that apply broadly.

Despite the international trends toward liberalization around the world, the national economic
freedom score for the United States has declined in recent years according to the EFW index. The
United States’ EFW score fell from 8.62 at its highest point in 2000 to 7.74 at its lowest in 2013.
Moreover, since 2009, economic freedom in the United States has been lower than at any time
since the 1970s. This trend in federally controlled institutions, however, tells us little about the quality
of economic institutions under local control within the United States. Under the system of federalism,
both federal and local governments have the ability to encroach on the economic liberties of their
constituents. Therefore, split authority within federalism warrants an investigation of the properties
of institutional change at the local level similar to the investigation of institutional change at the
federal level.

I use the Economic Freedom of North America (EFNA) index as a measure of institutional quality
at the local level for states of the United States.® Following Sobel’s methodology, this research inves-
tigates trends in economic freedom among the states of the United States. While the term “state” refers
to a nation or territory under a shared government in international context, I use the terms “state” and
“local” interchangeably in this paper to refer to the institutions and governments of the 50 states of the
United States.

The EFNA index, like its sister index the EFW, is the result of an effort by economists, including Nobel
Laureates Milton Friedman and Frederich Hayek, to create a measure of economic freedom as a proxy
for growth-promoting institutions. The EFW index was originally published in 1996 and had been
cited more than 400 times as of mid-2011.” The EFNA, which applies the same methodologies to
local governing bodies as the EFW index does to international countries, was first published in 2002.
It is cited in more than 235 published papers and book chapters. At least 155 of these citations are empir-
ical papers using the EFNA to test/control for the effects of institutional quality on economic outcomes.

The EFNA index measures institutional quality as consistency with the principles of economic free-
dom, specifically the freedom of individuals to voluntarily exchange with one another without govern-
ment interference. Fiscal policies, particularly those aimed at redistributing income, weaken property
rights and reduce private choices. Wage restrictions and requirements for union membership restrict
the ability of workers and firms to voluntarily contract. Government consumption of resources,
including labor, reduces the amount of resources available to private firms and even forces firms to
bid for labor against their own tax dollars. It is with these ideas in mind that the authors construct
the EFNA index to measure institutional quality.

The EFNA index provides two overall economic freedom measures. One of these measures, the
all-government score, includes both national and local policies in the overall score for each state.
The other measure, the subnational score, includes only policies under direct control of the state:
the size of government, tax burden, and labor market freedom. I discuss the changes in both of
these measures over time, but I give special attention to institutions under local control rather than

®The EFNA index is published by Stansel et al. (2017).

“The EFW index was originally published by Gwartney et al. (1996). See Hall and Lawson (2014) for a review of the EFW
literature.

8See Stansel and Tuszynski (2018) for a recent review of the EFNA literature. Of the 235 citations, 179 are published in
peer-reviewed journals.
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federal control. Therefore, I primarily examine changes to the subnational score, which is the measure
used in roughly 80% of the papers citing the EFNA index. I identify the drivers of the institutional
liberalization of states by decomposing the index into its three equally weighted policy scores and ana-
lyzing their movements. Additionally, I examine the speed with which economic reform occurs among
the states and compare it to international trends.

While institutional quality and the size of government are not synonymous, they are intimately
connected. Indeed, both the EFW index and the EFNA index include measures of government expen-
ditures and taxes as components of economic freedom. Therefore, increasing economic freedom, or
liberalization, may be understood as the shrinking of government and declining economic freedom
as the growth of government. Because of this interrelation, the theories and conclusions of the govern-
ment growth literature inform the interpretation of my results.

Holcombe (2005) summarizes three schools of thought regarding the growth of government in the
public choice literature. The rational-choice school argues that government grows in response to
increasing preferences for larger government expressed through a collective choice mechanism. The
budget maximization school argues that government bureaucracies are budget maximizers that
grow when constitutional and electoral constraints are loosened and shrink when they are tightened.
The path-dependency school argues that government growth is a function of historical circumstances,
such as economic crises and wars, that have allowed government expenditure to rise. I find some evi-
dence to support each school of thought. Therefore, I interpret each result in light of these competing
schools without exclusively advocating for any one in particular.

My first result suggests that while economic freedom has declined in recent years when including
measures of federal government institutions, institutions under local control are liberalizing.
Increasing freedom, which is associated with a shrinking role of government in the economy, is inher-
ently inconsistent with the path-dependency school. Proponents of this school of thought argue
that government ratchets in size during a crisis but provide no explanation for shrinking government.
This result is also inconsistent with the rational choice model because it implies that the median voter
(or some other alternative collective choice mechanism) has inconsistent preferences for the size of
government at the federal and local levels.

However, these trends are consistent with the budget-maximizing hypothesis if the constraints on
the size of government are loosening at the federal level and/or tightening at the local level. Holcombe
and Lacombe (2004) describe this exact situation, where federal and local institutions trend in opposite
directions due to differences in electoral constraints. The authors show that local governments grew
substantially in the 19th century despite the limited growth of the federal government. The authors
attribute the growth of local government to the increase in relatively immobile tax bases attracted
by agglomeration economies to cities.

They go on to show that these trends reversed in the 20th century when mobility increased, redu-
cing local governments’ tax bases and slowing the growth of local government. In the meantime, fed-
eral government grew following an increase in its tax base due to the creation of the income tax and
slowing international capital movements.

Second, I find that labor market freedom is the primary catalyst for economic liberalization among
the states. Thus, increases in private sector employment relative to public sector employment,
decreases in the minimum wage as a percentage of income, and decreases in union density precede
reforms to government spending and tax policies. One interpretation of this result is that increasing
private sector opportunities increases the constraint on government spending. This result is also con-
sistent with the budget maximization model. As Mises (1944) explains, when an individual acts as an
employee in government rather than an employer, there is an incentive to swell the payroll. As more
individuals find labor market opportunities in the private sector and act as employer in the public
sphere, the electoral constraint on budget-maximizing bureaucrats increases.’

9See Niskanen (1971); Romer and Rosenthal (1978).
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Additionally, this result is consistent with the rational choice model. Becker (1983) argues that
competition among interest groups in the political marketplace determines government policies.'’
Unions are often powerful interest groups in the US political marketplace with incentives to pursue
government subsidies and protective regulations. Furthermore, the bureaucracy responsible for admin-
istering government policies is an interest group with a unique incentive to maintain or increase the
size of government. Increasing labor market opportunities weakens the interest groups that are public
employees and unions, and allows for fiscal reform.

Lastly, I find that economic liberalization occurs gradually, and the deterioration of economic free-
dom occurs rapidly. In the paper most similar to this research, Sobel (2017) finds that in federally con-
trolled institutions, institutional deterioration also occurs more rapidly than institutional
improvement. Therefore, the speed with which institutions deteriorate is more rapid than the speed
by which institutions liberalize for both locally and federally controlled institutions.

The relative rapidity with which institutions decline in quality, or government grows, is consistent
with the path-dependency school. The path-dependency model, including most notably the ratchet
theory proposed by Higgs (1987), suggests that government grows rapidly in times of crisis as con-
straints on government loosen. Therefore, the arguments of both the budget maximization model
and path-dependency model are compatible with the findings regarding the speed of reform.
However, the path-dependency model includes no explanation for increasing freedom, or shrinking
government. Therefore, the collective conclusions of this paper are most consistent with government
being a budget maximizer that shrinks in size as constraints increase, and ratchets up in size when
constraints decrease.

This research does not settle the debate surrounding the cause(s) of government growth, nor is it its
purpose to do so. But the literature surrounding this debate provides a framework by which to inter-
pret the results. I highlight those theories of government growth that are most compatible with the
results of this research.

2. Federal trends in economic freedom

The EFNA all-government index scores the economic freedom of states between 0 and 10 based on the
compatibility of their institutions and policies with the ideals of economic freedom. Both federal and
state government policies affect the all-government score of each state. Unfortunately, the all-
government index is only available from 2003 to 2014, but the data is sufficient to show the trend
occurring at the federal level. In 2003, the average institutional quality for states of the US is 8.2 points.
In 2014, the average drops to 7.7 points. This represents a 6.1% decline in the average level of eco-
nomic freedom among the states in only 11 years. Furthermore, the score for every state in the sample
fell from 2003 to 2014.

The unanimity of the decline in institutional quality suggests that national policy changes drive the
decline. This is consistent with the trend of the United States in the EFW index, the international
counterpart of the EFNA index. In 2000, the United States ranked fourth in the world in institutional
quality. In 2014, the United States fell to thirteenth in the world following a drop of 0.81 points in its
EFW score. Moreover, EFW scores for the US since 2009 have been the lowest since the 1970s. The
swift decline in the quality of the US federal institutions is a result of significant declines in the scores
for the quality of the legal system and property rights, and for the freedom to trade."'

Figure 1 shows the long-run trends of the EFW index, the EFNA all-government index and the
EFNA subnational index. The EFW index is available from 1970 to 2014 but only in five-year incre-
ments prior to 2000. The EFNA subnational index is available annually from 1981 to 2014. The EFNA
all-government index is only available annually from 2003 to 2014 for US states. As the figure clearly

19See Holcombe (1999); Cogan (2017).

""For the US, the EFW score for legal system and property rights declined from 9.01 to 7.10, and the EFW score for the
freedom to trade declined from 8.78 to 7.57 between 2000 and 2014. See the data at https:/www.fraserinstitute.org/economic-
freedom/map?geozone=world&page=map&year=2012&countries=USA (accessed October 22, 2018).
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Figure 1. Economic freedom in the United States according to the EFW and EFNA indexes

Note: The Economic Freedom of the World (EFW) Index and the Economic Freedom of North America (EFNA) subnational index are
available every five years from 1980 to 2000 and annually from 2000 to 2014. The EFNA all-government index is only available annually
from 2003 to 2014. The EFNA all-government index combines the EFW and EFNA subnational indexes.

demonstrates, the EFNA all-government index, which is a literally a combination of the EFW and
EFNA subnational indexes, is heavily influenced by the trend of the EFW index.

Meanwhile, as demonstrated in the figure, the EFNA subnational index experiences a general
upward trend. In the following section, I use the EFNA subnational index to show that institutions
under local control are increasing in quality rather than decreasing, like the federal institutions.
Hereafter, the focus of this paper is on economic freedom among state governments rather than fed-
eral as measured by the EFNA subnational index. Specifically, I investigate the driver, speed, and
explanations for the change in institutional quality among state governments.

3. State and local trends in economic freedom

The EFNA subnational index differs from the all-government index in that it only includes scores for
institutions directly under state government control. It is particularly useful for comparing states
within the United States, because they share common national institutions. Therefore, the quality of
monetary policy, trade, and other nationally determined institutions do not affect the relative eco-
nomic freedom scores. In contrast to the all-government score, the average subnational score for insti-
tutional quality of individual states in the United States is increasing over time. The average increased
from 6.1 points in 1981 to 7.0 points in 2014.

Figure 2 shows the relative frequency distribution of the changes in the EFNA index for the entire sam-
ple. I divide the data into 17 equal-width intervals from the minimum to maximum values of annual
changes. The annual distribution is narrow with over 60% of the observations falling into the three group-
ings closest to the center of the distribution. The average annual change in institutional quality is 0.026
points. The cutoff values for the bottom and top tails of the distribution, as defined by a 90% confidence
interval, are —0.229 and 0.278. In other words, there is a 10% chance that a randomly selected state experi-
ences an annual change in institutional quality less than —0.229 or greater than 0.278.

Consider the distributions for 10-year and 20-year changes in the EFNA subnational index over-
lapping the annual frequency distribution shown in Figure 2. Strikingly, the center of the distribution
moves to the right and the distribution widens with an increase in the period of measurement. The
rightward shift shows that states tend to gain economic freedom over the long run. This mirrors
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Figure 2. Relative frequency of EFNA subnational index changes
Note: Distribution of annual, 10-year, and 20-year changes to the EFNA subnational index of US states (1981-2014).
Source: Stansel et al. (2016).

the trend occurring in the EFW index, which measures national institutions.'” The cutoff values for
the bottom and top tails of the 10-year distribution, as defined by a 90% confidence interval, are
-0.504 and 0.809. The cutoft values for the 20-year distribution are —0.337 and 1.240. The increase
in the cutoff value for the bottom tail of the 20-year distribution relative to the 10-year distribution
indicates that institutional declines occur less frequently over longer time horizons.

Visually, the right tail of the distribution grows over time, while the left tail remains relatively con-
stant, which depicts larger institutional improvements occurring more frequently as the time horizon
expands. As a result, institutional improvements must be larger in magnitude than institutional
declines to qualify as a significant institutional reform due to the skewness of the long-run data.
Alternatively, the relatively constant left tail of the distribution hints that institutional declines
occur rapidly relative to improvements, because increasing the time horizon does not significantly
increase the frequency of large institutional declines. A state that falls by 0.75 points over any length
of time in the sample is rare, but an equal-sized improvement would not even qualify for the top 10%
of institutional improvements over 20 years.

During a period in which federally controlled institutions decline in quality, institutions under local
control improve significantly."® As discussed previously, it is not a unique occurrence for federal and
state institutions to differ in trends. In the US, the 1800s witnessed the growth of local governments
relative to the federal government, and 1900s witnessed the growth of the federal government relative
to local government. Holcombe and Lacombe (2004) note that local and federal governments face

270 compare trends in the EFW index, see Sobel (2017).

3A separate measure of the economic freedom of the states published by the Cato Institute also shows liberalization of
fiscal policies, personal freedoms and labor market freedoms. But it is only available in 2000, 2006, 2008, 2010, 2012, and
2014. So, it cannot be used to replicate this analysis, which covers 1981-2014.

https://doi.org/10.1017/51744137418000449 Published online by Cambridge University Press


https://doi.org/10.1017/S1744137418000449

Journal of Institutional Economics 545

unique constraints, and specifically that the size and mobility of their respective tax bases differs. Thus,
federal and state institutions experience unique growth trends.

Coase (1937) points out that there is no natural tendency for firm leadership to respond to share-
holders. Therefore, there is no reason to believe political officials” actions will match the wishes of their
constituents without a proper incentive structure. However, federalism, a system of government
defined by demarcated scopes of authority between at least two levels of government and self-
enforcing restrictions, may produce economically efficient results. Federalism aligns the incentives
of political officials with the preferences of constituents who can “vote with their feet” and migrate
to other areas.'* As a result, federalism is “market-preserving” (see Oates, 1972; Qian and
Weingast, 1997; Tiebout, 1956; Weingast, 1995).

As interstate competition is increasing, the constraints on government increase. Therefore, institu-
tions liberalize and government shrinks, according to the budget maximization model. But interstate
geographic mobility in the United States has been declining in recent decades according to the US
Census Bureau. Therefore, one might argue that local governments are experiencing less competition
rather than more. However, decreasing transportation and communication costs increases the threat of
geographic migration, and even the threat of relocation creates competition among local governments.
In other words, states compete both to attract and to keep growth-enhancing labor and capital within
their borders by offering an attractive combination of public goods and fiscal policies.

Hall (2016) supports this argument by showing that economic freedom converges internationally
where individuals can easily exit a country, a measure the author calls Exitability. Hall (2016) goes on
to state that “Exitability is likely to be stronger within a country rather than across countries given the
importance of passport controls and immigration restrictions” (original italic). Thus, even the threat of
individuals exiting a state incentivizes liberalization and results in convergence. Indeed, the states of
the US are converging in economic freedom (Naghshpour and Nissan 2018).

Intergovernmental competition provides one explanation for the liberalization of states in a period
in which economic freedom is decreasing nationally. However, it is not the intent of this paper to spe-
cify the “why.” Rather, this paper highlights the “what” - that economic freedom is increasing among
the states, driven primarily by increasing labor market freedom. It remains a task for future researchers
to explore other possible explanations for this to occur, in addition to intergovernmental competition.
But, based on the literature discussed above and the positive relation between labor market freedom
and in-migration among US states (Ashby, 2007), intergovernmental competition is consistent with
the results of this paper.

4. Drivers of economic reform among US states

Analyzing the long-run drivers of economic change requires defining institutional reform and distin-
guishing institutional improvements from institutional declines. To distinguish long-run policy
reforms from normal policy variation, I borrow the methodology of Sobel (2017). I measure institu-
tional reform for improvers as the total EFNA change from each state’s most recent minimum value to
the earliest maximum value (and vice versa for decliners). For example, if a state has EFNA values of 5,
5,5,6,8,9,9, the third year serves as the beginning of reform and the sixth year completes the reform.
Thus, in this example, the state reformed by four EFNA points in three years. This methodology allows
for the determination of not only the driver of reform, but also the necessary time horizon for the full
reform to complete. Also in accordance with Sobel (2017), I eliminate states whose institutional quality
moves in a V-shaped pattern or whose maximum or minimum value occurs in the first or last year of
the sample. This disregards states that are not purely reformers in one direction and states whose
economic transition may be incomplete.

Table 1 presents the size and length of economic reforms observed in the data that meet these qua-
lifications. Using these occurrences of long-run economic reform, I determine the driver of reform

"“Federalism as defined by Riker (1964).
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Table 1. Years in transition from minimum to maximum EFW values (or vice versa)

Total change in Years in Rank Total change in Years in transition

Rank EFNA transition (cont.) EFNA (cont.) (cont.)
1 2.5 17 18 11 12
2 2 23 19 11 18
3 1.9 19 20 1 15
4 1.8 18 21 1 30
5 1.8 24 22 1 31
6 1.7 17 23 0.9 7
7 1.7 24 24 0.9 16
8 1.5 24 25 0.9 16
9 15 18 26 0.9 14
10 1.5 7 27 0.9 7
11 1.3 24 28 0.8 13
12 13 21 29 0.7 7
13 1.3 29 30 0.7 7
14 13 21 31 0.6 6
15 1.3 24 32 -0.8 10
16 1.1 25 33 -1 6
17 11 23

Note: The maximum number of years in transition is 34, which is the number of years covered by the EFNA dataset. Occurrences of reform
are listed from the largest to the smallest as measured by the size of the overall change in the EFNA index.

based on two criteria: contribution to the total reform and timing of movement during reform. I meas-
ure each area’s contribution to the total reform as the proportion of the change in the EFNA index that
is attributable to each area. I measure the timing of movement based on when each area moves. An
area of the index is the first mover if the area trends up before its counterparts.' States that improved
their institutional quality are separated from states whose institutional quality declines for determining
drivers of reform. Furthermore, institutional improvers are divided into four classes based on the size
of reform, and the results are presented for each class.

Table 2 shows the results of this analysis. Labor market freedom is the first mover in nearly all cases
of institutional improvement, while tax policy is clearly the slowest mover. The sum of the first-mover
percentages are significantly above 100% showing that ties occur frequently. If I exclude observations
in which two or more areas tied for first mover, labor market freedom remains the most common first
mover and tax reform is never the first mover. This result implies that labor market liberalization is
most often the catalyst behind full and lasting liberalization.

In further support of this conclusion, increasing labor market freedom is also the primary contribu-
tor to liberalization for every class of improvers over the first five years and the full liberalization per-
iod. Because the three areas of the index are equally weighted, the percentage contribution is simply
(1/3)*(change in area score/change in total EFNA). The results in Table 3 show the contribution of
each area to the reform over both time horizons. These results imply that increases in private sector
employment relative to public sector employment, decreases in minimum wage as a percentage of

I51f two areas move simultaneously, I consider both to be first movers. This is consistent with Sobel (2017). The results are
unchanged if I do not allow for ties for first movement.
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Table 2. First moving areas of reform

Change in EFNA Area 1 Government spending Area 2 Taxes Area 3 Labor market freedom

Percentage of states where the area moved first (ties allowed)

EFNA change > 0 75.56 37.78 97.78
EFNA change > 1 81.25 37.50 96.88
EFNA change > 1 82.76 41.38 96.55
ENFA change >1.5 81.82 63.64 100.00

average income, and decreases in union density precede reforms to government spending and tax
policies.*®

Why is labor market freedom the catalyst for deeper economic liberalization? Increasing labor mar-
ket opportunities decreases the number of public employees and union density. In the rational choice
model, this means that the equilibrium of the political marketplace will shift toward smaller govern-
ment because two prominent interest groups with an incentive to resist liberalization are weakened.
In the budget maximization model, this means that constraints on government tighten and govern-
ment shrinks because the portion of the electorate acting as employer rather than employee in
government increases.

To clarify this point, consider the analysis of the voting incentives of government employees by
Mises (1944). Mises states:

The bureaucrat is not only a government employee. He is, under a democratic constitution, at the
same time a voter and as such a part of the sovereign, his employer. He is in a peculiar position:
he is both employer and employee. And his pecuniary interest as employee towers above his
interest as employer, as he gets much more from the public funds than he contributes to
them. This double relationship becomes more important as the people on the government’s
pay roll increase. The bureaucrat as voter is more eager to get a raise than to keep the budget
balanced. His main concern is to swell the pay roll.

Public employees have an incentive to resist efforts to reform state fiscal policies because the ben-
efits received as an employee are greater than the costs incurred as employer from these policies. As
Bellante and Porter (1998) explain, the organizational structure, high rates of unionization and ease of
access to decision makers make public employees a formidable interest group opposing reform.
Therefore, increasing labor market opportunities, which lowers the costs of and resistance to tax
and spending reforms for these individuals, often precedes liberalization in other areas.

The driver of institutional decline in states is not as unanimous as the driver of institutional
improvement. For states that experienced declines in institutional quality, the clear driver in three
of the five cases was government spending. New Hampshire and Connecticut experienced institutional
decline equally driven by tax and spending reforms. Holcombe (2005) argues that the growth of gov-
ernment is a result of the increasing availability of revenues. I do not observe a sufficient number of
occurrences of institutional decline, or government growth, to support nor deny this conclusion.
However, I do observe that labor market freedom, and not tax reform, drives liberalization among
the states. In other words, it may be the case that the government grows because of increasing revenue,
but my results indicate that government shrinks because of increasing labor market freedom.

These results are not directly comparable to the international results of Sobel (2017) because the
institutions and, thus, the components of the EFNA and EFW indexes, differ. For example, Sobel

'“The results from Table 2 and Table 3 are robust to the exclusion of the minimum wage variable from the EFNA

index. To test this, I re-aggregated the index without the minimum wage and, again, measured the first mover and largest
contributors to liberalization.
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Table 3. Area contributions to reform

Area 2 Area 3
Change in EFNA Area 1 Government spending Taxes Labor market freedom

Relative contribution over full reform

EFNA change > 0 16.76% 9.88% 73.36%
EFNA change>1 14.72% 11.83% 73.45%
EFNA change > 1 15.08% 13.36% 71.57%
ENFA change > 1.5 18.82% 24.15% 57.03%

Relative contribution over first five years of reform

EFNA change > 0 23.53% 6.87% 69.60%
EFNA change > 1 23.57% 5.88% 70.55%
EFNA change > 1 22.92% 9.60% 67.48%
ENFA change > 1.5 16.22% 30.89% 52.89%

(2017) finds that freedom to trade is the driver of liberalization internationally, but there is no analogous
measure in the EFNA index. However, labor market liberalization is related to in-migration among the
states (Ashby, 2007). Therefore, it is noteworthy that both labor market liberalization (EFNA driver) and
freedom to trade (EFW driver) are related to the movement of individuals and goods across borders.
One area in which this analysis is directly comparable to that of Sobel (2017) is the speed of eco-
nomic reform. Despite a shortage of observations, the data from states whose institutions deteriorate in
the sample shows a noticeable trend. The average length of time required for institutions to decline
from their maximum score to their minimum score is significantly shorter than the length of time
required for institutional improvement. This result is consistent with the trend internationally and
highlights a similarity in the economic reform process between federally controlled institutions and
locally controlled institutions. I give this trend additional attention in the proceeding section.

5. Speed of economic reform among US states

Table 1 shows the length of time required to experience full reform for instances of significant insti-
tutional change measured in the data. A simple comparison of the average length of time in transition
for institutional improvers and decliners shows that the average time spent in reform is much shorter
for institutional decliners. The average length of time required to experience full institutional decline is
eight years; while the average length of time required to experience full institutional improvement is 19
years. This result is unchanged if we include states whose institutions moved in a V-shape or whose
maximum or minimum value occurred in the first or final year (these states were dropped in earlier
analysis to be consistent with the methodology of Sobel, 2017).

The cutoff points for the tails of the distributions shown in Table 4 also support the shorter length
of time necessary for full institutional decline. The cutoff points for the bottom tail reach their lowest
value by 10 years, but the cutoff points for the upper tail continue to increase with the time horizon.
This demonstrates that periods of institutional decline have reached completion by roughly 10 years,
while periods of institutional improvement require closer to 20 years to run their course. In other
words, very few additional instances of significant institutional decline appear when I measure
20-year changes rather than 10-year changes.

Connecticut is a good example of the speed with which institutional decline occurs. In 1991,
Connecticut passed the income tax for the first time in state history, decreasing its EFNA tax compo-
nent score by one full point. As suggested by Holcombe (2005), increased revenue led to increased
government spending and a drop in Connecticut’s government spending score by 0.5 points from
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Table 4. Descriptive statistics for changes in economic freedom by time length

1-year changes 10-year changes 20-year changes
Percentiles
Bottom 1% —0.401 —0.778 —0.623
Bottom 5% —-0.231 —0.504 —0.337
Bottom 10% —0.152 —0.348 —0.169
Top 1% 0.403 1.041 1.628
Top 5% 0.277 0.809 1.240
Top 10% 0.207 0.669 1.007
Other descriptive statistics
Maximum 0.573 1.436 2.309
Minimum —0.697 —0.986 —0.808
Average 0.026 0.176 0.425
Number of states 50 50 50
Number of data points 1,650 1,200 700
Years included 1982-2014 1982-2014 1982-2014

1991 to 1994. Over the same period, labor market freedom increased by 0.2 points. Connecticut’s over-
all EFNA score dropped 0.5 points from 1991 to 1994, which was part of a larger drop of one full point
from 1989 to 1995. According to data from How Money Walks, Connecticut lost $16.33 billion in
annual adjusted gross income from 1992 to 2016, including $10.65 billion lost to Florida and $1.2 bil-
lion lost to Texas — neither of which has a state income tax.'”

On the other hand, Michigan’s EFNA score increased by 3.5 points over 17 years as labor market
freedom increased and government spending declined slowly over time. Michigan’s government
spending score increased by 3.5 points from 1983 to 2000, driven primarily by decreases in spending
on transfers and subsidies as a percentage of income and insurance and retirement payments as a per-
centage of income by 1.1 and 0.9 percentage points respectively. Michigan’s labor market freedom
score increased by 3.1 points, driven equally by a decreased burden of minimum wage as a percentage
of income and decreased union membership. Thus, the increased ability of firms and workers to con-
tract and the decreased transfer of constituents’ incomes to transfer programs increased the EFNA
score of Michigan.

This result is consistent with the trend in national-level data and with the theories in the literature
explaining the expansion of the role of government in the economy. Specifically, the path-dependency
model, including the ratchet theory, states that economic freedoms deteriorate because of single events
that lead to the expansion of government. There is no equivalent explanation for institutional improve-
ments, but rather, the literature on prosperity argues that small increases in economic growth over
time accompanied by a corresponding institutional improvement will lead to higher standards of liv-
ing. Furthermore, this trend is consistent with the trend in the international literature and highlights a
similarity between national institutional change and local institutional change.

6. Conclusion

While economic freedom at the federal level in the United States has decreased in recent decades, eco-
nomic freedom is increasing among state governments. This suggests that a characteristic unique to

'7Explore the data at www.howmoneywalks.com/irs-tax-migration/.
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each governing authority drives institutional change over time. Shared characteristics, like demograph-
ics and ideology, are insufficient to explain institutional trends, because they cannot explain the dis-
crepancy in trends between federal and state institutions. Differences in electoral and constitutional
constraints between federal and state governments are a better explanation for the differences in
institutional trends.

Consistent with this expectation, I show that labor market liberalization, which has been shown to
be positively related to geographic in-migration, drives long-run liberalization at the state level.
Improved labor market freedom is not only the largest contributor to changes to institutional quality
as measured by the EFNA, but it is also the most common first mover for reform. As labor market
freedom increases, meaning union density and the public employment percentage decreases in a
state, institutions liberalize and government shrinks. This result is consistent with both the rational
choice and budget maximization models of government growth. As interest groups with incentives
to resist reforms weaken, constraints on government tighten, which allows for increased liberalization.
Furthermore, I show that liberalization occurs gradually relative to the rapidity with which institu-
tional deterioration occurs. This is consistent with the claims of the path-dependency model of gov-
ernment growth that government grows and institutions deteriorate rapidly in times of crisis.

The policy implications of these results are simple - liberalize labor market institutions and further
liberalization is likely to follow. As employment opportunities in the private sector and entrepreneur-
ship increase, reliance on public employment and union membership decreases, interest groups incen-
tivized to oppose cuts to government shrink, and doors open for the further expansion of economic
freedom. Removing government obstacles to labor market freedoms unleashes market forces that spur
further increases in economic freedom.
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