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Freedom Unleashes Entrepreneurial Activity 
 
Economic freedom and prosperity go hand-in-hand whether at the national, state or 
regional level. This simple truth has been demonstrated time after time by many 
researchers. How does this work? The argument goes like this. The fewer government 
created economic obstacles individuals must surmount in order to engage in 
entrepreneurial activities, the more businesses will be started and expanded. The faster 
the pace of business starts, the stronger economic growth will be.  
 
Recently published research offers compelling support for this linkage of economic 
freedom and growth.  
 
In the first instance, a study published by the Cato Institute (The Cato Journal, Winter 
2007) finds clear evidence that the degree of economic freedom in states is closely tied to 
the rate of new business formation in the states.  The authors of the report found the freer 
a state is in terms of limited government, secure property rights, and low marginal tax 
rates, the faster the rate of new business formations.   
 
The analysis shows economic freedom has a highly significant, large positive effect on 
net new firms created. Of the other explanatory variables the researchers examined 
including real per capita income, median age, volume of commercial or industrial loans, 
and the real total federal intergovernmental revenues per capita, none had a positive 
impact on net new firms created. The authors state that �given Freedom�s statistical 
significance, relatively large marginal effects, and primacy of its direct effects, we 
conclude that the effects of increasing economic freedom in a state trump any other effect 
we discovered.�   
 
In a related but separate study, the Small Business Administration 
(www.sba.gov/advo/research, Feb. 2007) has conducted and published research 
demonstrating that a state�s pace of new business formation is significantly and positively 
related to state output growth. Moreover, the SBA study shows that the pace of new 
business formation is more important in generating state output growth than the number 
of large firms in the state. The SBA study also found�not surprisingly�that taxes have 
a negative effect on output growth. Finally, and very importantly, the SBA research 
indicates government incentives to promote growth have no significant effect on growth.    
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Taken together these recent research efforts demonstrate the importance of economic 
freedom in promoting business formation as well as the key role new business startups 
play in generating output growth. In short, economic freedom boosts entrepreneurial 
activity, the underlying driving force in a growing, dynamic economy.  
 
What does all this mean for Pennsylvania and the Pittsburgh region? Pennsylvania ranks 
quite low relative to most other states in terms of economic freedom.  Indeed, the 
Allegheny Institute�s 1999 report ranking the 50 states by economic freedom placed 
Pennsylvania at 45th.  Since the Pittsburgh region is governed by the laws and regulations 
of the Commonwealth, it will also have a relatively low level of economic freedom 
compared to most other states. In addition, high tax rates in the City of Pittsburgh and 
Allegheny County further worsen the region�s economic freedom relative to the 
Commonwealth and other states. Based on the findings in the reports published by the 
Cato Institute and the SBA, the expectation is that the business formation rate in 
Pennsylvania and Pittsburgh would lag behind the national rate and well behind the 
startup pace in rapidly growing regions of the country.    
 
And in fact that is precisely what the data indicate. U.S. Census Bureau, Statistics of 
Business data shows Pennsylvania trailing the national average in small business 
establishment growth. Over the period 2000 to 2004 (the latest available figures) small 
establishments with fewer than 100 employees rose by 1.3 percent, from 237,000 to 
240,150.  National growth in small firms for the same four years was 4 percent. Nearby 
states of Delaware and Virginia, at 3.2 percent and 7.6 percent in establishment growth 
respectively, ranked in the top ten states for economic freedom.  Moreover, 
Pennsylvania�s private sector job gains and output expansion have lagged national figures 
and economically freer states for many years. Thus, Pennsylvania�s record is clearly 
consistent with the assertion that policies curtailing economic freedom hamper a state�s 
economic performance.  
 
At the metro area level, the evidence is also quite clear. New business startups are closely 
related to the degree of economic freedom.   
 
Metro Small Business Births 

(2002-03) 
Small Business Births 
Per 10,000 Persons 

Allegheny Institute 
State Freedom Rank 

All MSAs 526,253 22.6 -- 
Raleigh, NC 3,297 44.7 17 
Boise, ID 1,535 33.0 1 
Charlotte, NC 3,915 29.4 17 
Atlanta, GA 12,496 29.4 12 
Austin, TX 3,543 28.5 8 
Phoenix, AZ 8,091 24.9 25 
Avg. 5,480 32 13 
Minneapolis, MN 7,807 33.0 43 
Cleveland, OH 3,906 18.2 33 
Columbus, OH 2,865 17.8 33 
Pittsburgh, PA 3,886 16.0 45 
Hartford, CT 1,810 15.8 46 
Avg. 4,055 20 40 
  



Using data from the U.S. Census, the table above shows births of small business (less 
than 500 employees, the overwhelming majority are less than 100 employees) by metro 
area for 2002-2003�the latest data available.  The metro areas are divided into two 
categories, those in states with Right to Work Laws and those without.  Since compulsory 
unionism is one of the most egregious constraints on economic freedom, it is no surprise 
that metro areas in states with Right to Work laws rank in the top half of our economic 
freedom rankings.   
 
The table indicates that births of small businesses per 10,000 residents are substantially 
higher in metro areas located in states with greater economic freedom, 32 on average 
compared to an average of 20 per 10,000 for the lower freedom areas. Pittsburgh�s 16 
startups per 10,000 residents are only half the average of metro areas in economically 
freer states and lag well behind the startup rate average for all MSAs across the nation 
(22.6 per 10,000 residents).  Indeed, more Pittsburgh region businesses closed than were 
started during 2002-2003. Certainly, it comes as no surprise that job growth in the 
Pittsburgh region lags behind the pace of job gains in metro areas located in states with a 
higher degree of economic freedom.  
 
What all this says very clearly is that Pennsylvania and the Pittsburgh region should 
move quickly to adopt policies to bring about more economic freedom in order to unleash 
the entrepreneurial energy needed to revitalize the region�s economy. And while these 
reforms are being enacted, officials should abandon the failed strategy of trying to pick 
winners and using massive amounts of tax dollars to subsidize them. It is time to lower 
taxes on businesses�including property taxes, enact Right to Work, repeal prevailing 
wage laws, enact effective corrections to law suit abuse, end public sector union strikes, 
and generally become more welcoming for business.   
 
The policy changes necessary to enhance economic freedom are obvious and well 
documented. Absent dramatic change, anemic job growth in the region will continue to 
spur the exodus of its residents as confirmed by recent Census out-migration figures.  
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