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Executive Summay

Since the time oAdam Smith, most economists havgwad that free
economies will outperform those that are less free. Is this proposition really true?
Without a measure of economic freedom, researchers are in a weak position to
address this issue objectivelyhe Economic Freedom of thorld (EFW) index
provides such a measure. During the last several years, researchers have used the
EFW data extensively to analyze various topics. In this stwdysummarize 10
of the major findings of their research, which show that, in freer economies:

1. The rate of economic growth is higher; real gross domestic product
grew an average of 2.4 percent per year in the freest economies over
the 1993 to 2002 period and declined 0.5 percent per year in the least
free economies.

2. There is more investment, and foreign direct investment per worker
over the 1980 to 2000 period was an astonishing 45 times greater
compared to the most unfree group.

3. The productivity of investment is higher — more than 70 percent
higher than in the group of least free economies.

4. There is less poverty; average per capita income for the poorest tenth
of the people in least-free countries in 2002 was about $823, while the
poorest tenth of the people in freer economies earned about $6,877.

5. The distribution of income is more equal — the income share of the
poorest 10 percent is almost 20 percent higher in the freest economies
than in the least free countries.

6. People live longer; the average life expectancy at birth is 76 years in
countries with the highest degree of economic freedom, compared with
54 years among countries at the bottom.



7. The lives of children are improved, for instance, the infant mortality
rate is nine times lower in the economically freest fifth of countries
than in the least free group.

8. There is more human development in terms of health, education, living
standards and other measures of well-being.

9. There is less corruption in business and government.

10. Democracy is encouraged, as evidenced by a high degree of
correlation between economic freedom and political rights and civil
liberties.

Economic freedom raises incomes and improves living standards. It
requires strong institutions and encourages their further development. Over time,
poor developing countries that have adopted policies consistent with economic
freedom have pulled ahead of their former peers.



“Economically freer
countries outperform less
free ones.”
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Intr oduction

Beginning in 1986, Micha@lNalker of the Fraser Institute and
Nobel Laureate Milton Friedman were hosts to a series of conferences
that focused on the measurement of economic freedom. Several other
leading scholars, including Nobel Prize winners Gary Becker and
Douglass North, also participated in the seriEse conferences, held
from 1986 to 1994, eventually led to the development of the Economic
Freedom of th&Vorld (EFW) index, which now uses 38 feifent
components to measure economic freedom in five major areas: size of
government, legal structure and protection of property rights, sound
money international exchange and regulation.

The actual data for each of the 38 components are converted to a
zero-to-ten scale and then are used to derive each caurathiyigs in
the five areas and summary or overall scores, where a higher score
indicates more economic freedormhe index is published annually and
current data are available for 123 countries. Data are also available at
five-year intervals for approximately 100 countries back to 1980.

The purpose of the EF\Rroject was to develop a measure that
was both comprehensive and objectivde index was designed so that
the subjective views and preconceptions of the researchers assembling
the data and calculating the index would not influence the rating of any
country

What Is Economic Freedom?

The key ingredients of economic freedom are personal choice,
voluntary exchange, freedom to compete, and protection of person and
property Individuals have economic freedom when they acquire, use
and trade property without the use of force, fraud or theft. In order to
achieve a high economic freedom score, governments must do some
things but refrain from othersThey must provide sound money and an
even-handed legal structure capable of both protecting property rights
and enforcing contracts. But they also must keep taxes low and rely
primarily on private firms coordinated by markets to determine
economic outcomes. Furthéney must avoid imposing price controls
(in all of their various forms), tafd, quotas, licensing and other
regulations that restrict trade and interfere with individded¢g€dom to
contract and compete in product and labor markets.
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“The least economically ée
countries experienced

negative gowth fom 1993 to
2002.”

Since the time oAdam Smith, most economists havguead that
free economies will outperform those that are less free. Is this
proposition really true?Vithout a measure of economic freedom,
researchers are in a weak position to address this issue objecfivedy
EFW index provides such a measure. During the last several years,
researchers have used the EB§lYa extensively to analyze various
topics. Here we summarize 10 of the major findings of that research.

1. Freereconomies gow faster.

Economies that rely on private propefftge markets and free
trade, and avoid high taxes, regulation and inflation, grow more rapidly
than those with less economic freedonkor example:

e From 1993 to 2002, the one-fifth of countries with the most
economic freedom grew considerably faster than other
countries, whereas the one-fifth of countries with the least
economic freedom experienced negative growth. [See Figure I.]

FIGURE 1

Economic Freedom and Economic Growth
(Growth Rate of GDP per Capita, 1993-2002)

2.4%

21%

2.0%
1.9%

Fourth Third Second Top
-0.5%

Bottom EFW Index Quintiles, 2002

Source: James Gwartney and Robert L awson, Economic Freedomof the Wor|d: 2004
Annual Report (Vancouver, BC: Fraser | nstitute, 2004), Exhibit 1.7.




“Per capita income is seven
times higher in the
economically feest
economies compad with
the least fee nations.”
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FIGURE II
Economic Freedom and Per Capita Income
(GDP per Capita, 2002)
$26,106
$14,461
$6,551
$5,285
$2,828 I
Bottom Fourth Third Second Top
EFW Index Quintiles, 2002
Source: James Gwartney and Robert L awson, Economic Freedomof the Wor|d: 2004
Annual Report (Vancouver, BC: Fraser I nstitute, 2004), Exhibit 1.6.

e Over the decade, the freest nations averaged annual economic
growth of 2.4 percent, while the least free nations contracted
by 0.5 percent a year

Higher growth leads to higher income&s shown in Figure |,
among the nations in the top fifth of economic freedom, average per
capita gross domestic product (GDP) is $26,106 per year compared to
$2,828 for the bottom fifth.

Some case studies illustrate thi=ef over time of increasing
economic freedom in relatively poor countries. [See the sidebar

2. Freereconomies attract moe investment.

In order to better isolate the impact of economic freedom on
investment, the 99 economies with complete data during the 1980 to
2002 period were placed into three categories: those with average
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Richer or Poorer: Economic Freedom and
Growth in Poor Countries

The least economically free nations tend to be clustered in the Middle Easfyrhatica,
Africa and parts oAAsia. Nations in these regions have also experienced below-average economig
growth rates, as we would expedthe geographic clustering of these countries has led some
economists to conjecture that geographic isolation, topographgdant natural resources or some
other physical attribute determines economic growth. HowBe¢swana and Mauritius show that
someAfrican countries are exceptions to that assumption. Similddgg Kong shows that natural
resources are not a requisite for growth.

Case Study: Botswana & Mauritius versus the st of sub-SahararAfrica. Botswana, in
equatorialAfrica, has long had significantly higher levels of economic freedom than other sub-Saharan
African nations.As a result, the people of Botswana are generally much bdtteaofthe citizens of
most otheAfrican nations.As Figure Ill shows, its rate of economic growth has been higher
average, than any other countnAiinica:

e 1In 1970, Botswana’per capita GDRas $1,072, less than tA&ican average of $1,856.

e After three decades of relatively high economic freedom, Botssaeacapita GDRose to
$7,696 while in the rest éffrica, where economic freedom levels were dismal, per capit
GDProse only slightly to $2,309.

12

FIGURE III

Gross Domestic Product Per Capita

$12,000 O Sub-Saharan Africa
m Botswana
Mauritius
$10,000
$8,000 _ N
$6,000 ]
$4,000
$2,000 I DI D D
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Year
*1970 data for Mauritius was not available.
Sources: Press Release, “Increasing Economic Freedom Leads to Greater Democracy
and ProsperitAccording to New Report,” July 8, 2003, Fraser Institute; and
dataset for James Gwartney and Robert LawSoanomic Feedom of the
World: 2004 Annual Repdr(VancouverBC: Fraser Institute, 2004).
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e The 2003 EFWeport rated Botswana at the 26th highest level of economic freedom, ty
with eight other nations, including Japan and Norway

Since attaining independence from the British in 1968, Mauritius has been a stable demog
with regular free elections and a positive human rights record. It has attracted considerable forei
investment and has oneAirica’s highest per capita incomes. In 1980, Mauripes’capita GDRvas
$4,158; by 1990 it was $6,705; and by 2002 it had risen to $10,810.

In the 2003 EFWndex, Mauritius had the 20th highest level of economic freedom, tying CH
and Germany

Case Study:Venezuela versus Hong KongWhy do some countries succeed and others fali
Why do some go from poor to rich while others go from rich to p@ot®60 to 2002 comparison of
Hong Kong (with virtually no natural resources) afahezuela (with an abundance of oil and other
natural resources) illustrates how economic freedom can makeramte. [See Figure [V

e 1In 1960, the average per capita incomgenezuela was $6,720, more than twice as muc
as in Hong Kong ($3,249).

e But by 2002, average per capita income in Hong Kong had reached $26,910 — more
five times as much as Wenezuela ($5,380).

What diferences caused Hong Kong to become rich\vamezuela to become poor? Clearly
natural resources do not provide the anstteng Kongs success is primarily the result of economic
freedom. Hong Kong held an economic freedom ranking of 8.4 in 1970 and 8.6 in 2001.In contrg
Venezuela had an economic freedom rating of only 7.0 in 1970 and had fallen to 5.3 by 2001.

FIGURE IV

Income Per Capita:
Hong Kong vs. Venezuela

O Hong Kong
® Venezuela $26,910

$6,720
$5,380

1960 2002

Source: Dataset for James Gwartney and Robert L awson, Economic Freedomof the
World: 2004 Annual Report (Vancouver, BC: Fraser Institute, 2004).
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“There is much mar private
investment.”

ratings of more than 7, ratings of 5 to 7, and ratings less th&ihése
economies might be considered mostly free, a middle group, and mostly
unfree.

As FigureV shows, total investment averaged 22.8 percent of
GDPin the mostly free economies during the 1980 to 2000 period,
compared to only 18.6 percent for the mostly unfree group. However
the diference was even greater for private investment. During the two
decades, private investment averaged 18 percent ofiGEdintries
with EFW ratings of more than 7, but only 14.2 percent for the middle
group and 9.6 percent for the least free grdinus, the private
investment rate of the economically free economies was almost twice
that of the least economically free group. Foreign direct investment per
worker, which is almost entirely private, was an astonishing 45 times
greater for the mostly free economies compared to the mostly unfree
group. More detailed analysis indicates that this strong positive relation

FIGURE V

Economic Freedom and Total and

Private | nvestment as a Share of GDP
(1980-2000)

O Private investment

m Total investment

18.6%

18.0%

14.2%

9.6%

EFW <5 5<EFW<7 EFW >7

Economic Freedom Index Scores

Source: James Gwartney and Robert L awson, Economic Freedom of the Wor|d: 2004
Annual Report (Vancouver, BC: Fraser I nstitute, 2004), Exhibit 2.3.
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FIGURE VI

Economic Freedom and the
Productivity of Investment, 1980-2000*

(Percentage Point Change)

O All countries with EFW scores in the range 0.35%
. (1)
m Less-developed countries (LDCs) only 0.33%
0.27% [Wrig
0.19%

EFW <5 S§<EFW<7 EFW > 7

Economic Freedom Index Scores

* Changeintherateof economicgrowth, 1980-2000, per percentage point changeinthe
ratioof privateinvestmentto GDP.
Source: James Gwartney and Robert L awson, Economic Freedomof the Word: 2004
Annual Report (Vancouver, BC: Fraser I nstitute, 2004), Exhibit 2.4.

between EFWANd investment as a share of G&fatinues to hold even
after the dects of other factors are taken into accaount.

3. Investment is moe productive in freer economies.

Economic freedom not only influences the rate of investment, it
also influences its productivityOur research indicates that — holding
constant such factors as initial per capita Giddpical location, coastal
population, change in human capital, and public investment:

e A one percentage point increase in the ratio of private
investment to gross domestic product increased the growth of
per capita GDRrom 1980 to 2000 by 0.33 percentage points in
countries with EFWatings of more than TSee Figuré/I.]
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“The poor ae better off.”

FIGURE VII

Economic Freedom and the
|ncome L evel of the Poorest 10 Per cent

(2002)
$6,877
$3,407
$1,591
1,032
$823 I $1.03 I
Bottom Fourth Third Second Top

EFW Index Quintiles, 2002

Sources: James Gwartney and Robert L awson, Economic Freedomof the World: 2004
Annual Report (Vancouver, BC: Fraser | nstitute, 2004), Exhibit 1.10;
World Bank, World Devel opment Indicators2004 (online).

e But in countries with EFWatings between 5 and 7, a
percentage point increase in the private investment/gross
domestic product ratio (I/GDP) enhanced growth by only
0.27 percentage points, and in the least free group growth was
enhanced by only 0.19 percentage points.

Thus, the productivity of investment — the impact of a unit
change of private I/GDBn growth — was more than 70 percent higher
in the freer economies than for the group with the least economic
freedom.

4. Economic freedom helps educe povety.

Anti-globalizers and other opponents of capitalisguarthat in
liberal economies wealth is concentrated in the hands of a privileged
few. Globalization may lead to riches, they,dayt the poor are



“Income is distributed mar
equally”
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excluded. Yet as it turns out, when a country is economically repressed,
its poorest members gaf the most. [See Figuhdl.]

In 2002, the average per capita income of the poorest tenth of the
population in the least free countries was around $823. By contrast, the
poorest tenth of the freest countripspulations earned about $6,877.

5. Income is distributed moe equally in freereconomies.

Some economists have theorized that as a coar@ognomy
grows, income distribution becomes more unbalanced — suggesting a
conflict between growth and equalitjResearchers traditionally have
assumed that equality can only be achieved through growth-reducing
taxes and regulations, along with the forcible redistribution of income.

As shown in Figur&/Ill, the income share of a populatign’
poorest 10 percent is fgly unrelated to its degree of economic

FIGURE VIII

Economic Freedom and the Income

Share of the Poorest 10 Per cent
(1997-2002)

2.6%

2.5%
2.4%

21%

1.7%

Bottom Fourth Third Second Top

EFW Index Quintiles, 2002

Sources: James Gwartney and Robert L awson, Economic Freedomof the World: 2004
Annual Report (Vancouver, BC: Fraser Institute, 2004), Exhibit 1.9;
World Bank, Wor|d Devel opment I ndicators2004 (online).
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“Life expectancy is higher

freedom at a point in time, although in the freest countries the poorest
tenth’s income share is actually almost 20 percent higher than in the
least free countries.

However economist Niclas Bggren looked at the problem
differently by asking:What is the relationship between the change in
economic freedom and equality? Bgren compared the EFWWdex to
recent data on income distribution in 102 countries, finding that the
more a countrg economic freedom increased between 1975 and 1985,
the higher the level of income equality achieved by 1985, with trade
liberalization and financial deregulation having the mosice$

In the short run, some increases in economic freedom — for
example, lowering tax rates — increased inequality; but over a 10-year
period, increasing economic freedom resulted in a greater degree of
equality While these findings are true for developed, higheome

FIGURE IX
Economic Freedom and L ife Expectancy
(At Birth, 2002)
75.9
Years
73.7
Years
64.7
Years 63.9
Years
53.7
Years
Bottom Fourth Third Second Top
EFW Index Quintiles, 2002
Sources: James Gwartney and Robert L awson, Economic Freedomof the World: 2004
Annual Report (Vancouver, BC: Fraser Institute, 2004), Exhibit 1.8;
World Bank, World Development I ndicator s2004 (online).
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FIGURE X

Economic Freedom and Infant Mortality Rate
(Per 1,000 Live Births, 2002)

814
“Infant mortality is much
lower”
45.0
39.5
14.2
9.0 I
Bottom Fourth Third Second Top

EFW Index Quintiles, 2002

Sources: James Gwartney and Robert L awson, Economic Freedomof the Wor | d: 2004
Annual Report (Vancouver, BC: Fraser I nstitute, 2004), Exhibit 1.12;
World Bank, World Devel opment Indicators2004 (online).

countries, they are even more significant for low-income, less-
developed countries.

This greater equality came primarily through faster growth in the
gross incomes of poor people rather than in the incomes of the wealthy
Berggren concludes that to achieve economic growth and equality
country’s economic policies should encourage a steady growth of
economic freedom over time.

6. People live longem economically freer countries.

In general, economic freedonfexdts life expectancyAs Figure
IX shows:

e Countries that have the highest degree of economic freedom
have the highest average life expectancy at birth: almost 76
years.
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“Child labor has lagely
disappeaed.”

FIGURE XI

Economic Freedom and the Percentage

of Children in the Labor Force
(Ages 10 to 14 Years, 2002)

21.4%
9.9% 10.3%
10% 0.6%
— — — P >
Bottom Fourth Third Second Top

EFW Index Quintiles, 2002

Sources: James Gwartney and Robert Lawson, Economic Freedomof the World: 2004
Annual Report (Vancouver, BC: Fraser Institute, 2004), Exhibit 1.13;
World Bank, World Devel opment Indicators2004 (online).

e Among those countries in the middle, life expectancy is about
64 years.

e« Among those countries at the bottom, life expectancy is less
than 54 years.
7. Economic freedom improves the lives of childen.
Economic freedom has an unquestionable impact on the lives of
children. An examination of infant mortality rates (see Figure X) shows:

e Among those born in countries that rank in the bottom fifth in
terms of economic freedom, the mortality rate is over 81 per
1,000 live births.

e In sharp contrast, the mortality rate for those born in countries
that number in the top fifth is only 9 per 1,000.



“Human development in
terms of health, education,
living standads and other
factors is much higher
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Likewise, increased economic freedom is associated with less
child labor

e« Among countries near the top of the EFvdex, less than 1
percent of children ages 10 to 14 were in the labor force.

e Converselyin economically repressed countries, some 21
percent of children ages 10 to 14 were in the labor force.

8. Economic freedom improves overall human development.

What defines human developmernthe United Nations bases its
Human Development Index (HDI) on poveriyeracy education, life
expectancy and other factor§he HDI attempts to capture such basic
dimensions as: (14 long and healthy life, as measured by life

FIGURE XII

Economic Freedom and Human Development*
(Index Score, 2003)

0.89

0.83

0.66 0.69

0.52 |

Bottom Fourth Third Second Top

EFW Index Quintiles, 2002

* TheUnited NationsHuman Devel opment Index ismeasured on ascalefrom
zerotoone: zero = |east devel oped; one= most devel oped.

Sources: James Gwartney and Robert L awson, Economic Freedom of the Wor |d: 2004
Annual Report (Vancouver, BC: Fraser I nstitute, 2004), Exhibit 1.15;
United Nations Devel opment Program, Human Devel opment I ndicator s2003
(online).
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“Literacy is much highet

expectancy at birth; (2) Knowledge, as measured by the adult literacy
rate and the proportion of children enrolled in schoolA(8gcent
standard of living, as measured by Gpd? capita, adjusted for
difference in the purchasing power of that coustogirrency

There is a clear correlation between countries that score high on
the UN's Human Development Index and those countries that score well
in the EFWIndex.7 The more economically free a counttye greater
the level of human development enjoyed by its citiz€hs. top fifth
most economically free countries have an average score of 9 out of 10
on the Human Development Index whereas those in the bottom fifth
have an average score of about 5. [See Figure XIl.]

Take adult literagya component of the HDI. Figure XIlII shows
that the least free countries had an average adult literacy rate of just 73
percent, compared to 90 percent among the freest countries.

FIGURE XIII

Economic Freedom and Adult Literacy
(Ages 15 and above, 2000-2002)

90.9%
89.5%
82.8%
72.7%
69.6% |
Bottom Fourth Third Second Top

EFW Index Quintiles, 2002

Sources: James Gwartney and Robert L awson, Economic Freedom of the World: 2004
Annual Report (Vancouver, BC: Fraser I nstitute, 2004), Exhibit 1.11;
World Bank, World Devel opment I ndicators2004 (online).




“There is less cauption in
business and government.”
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FIGURE XIV

Economic Freedom and Corruption*
(Perceptions Index Score, 2003)

7.9
54
39
341
25
Bottom Fourth Third Second Top

EFW Index Quintiles, 2002
* Corruptionismeasured onascalefrom zeroto 10: 10 =littleor no corruption;
zero=highly corrupt.

Sources: James Gwartney and Robert L awson, Economic Freedomof the World: 2004
Annual Report (Vancouver, BC: Fraser Institute, 2004), Exhibit 1.16;
Transparency International, Corruption Perceptionsindex 2003 (online).

9. There is less corruption in economically fee countries.

Countries that score poorly on economic freedom are often
perceived as corrupfThis should come as no surpriséhen faced
with high taxes and regulations people will often opt to brilieials in
order to avoid these restrictions on their freedom. [See Figurg XIV

10. Economic feedom encourages democracy

The EFWindex correlates very highly with measures of political
rights and civil liberties Although there are exceptions, such as
Singapore (a country with high economic freedom but low political
freedom), the general tendency is for these various aspects of human
freedom to go togetheSee Figure X\
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“Economic freedom suppos
democracy

FIGURE XV

Economic Freedom and Political Rights

and Civil Liberties*
(Freedom in the World Rating)

O Political Rights

4.6 I— m Civil Liberties

4.3
gy —
37
2.6
N 1.8
1.6
Top

Bottom Fourth Third Second

EFW Index Quintiles, 2002
* Political rightsand civil libertiesare measured on ascal efrom oneto seven:
one=thehighest degree of freedom; seventhelowest.
Sources: James Gwartney and Robert L awson, Economic Freedomof the World: 2004

Annual Report (Vancouver, BC: Fraser Institute, 2004), Exhibit 1.17;
Freedom House, Freedominthe World Country Ratings, 1972-2003 (online).

Conclusion

The conclusion is abundantly cle@he freer the economthe
higher the rate of economic growth and the richer the people.
Furthermore, economic freedom clearly increases life expegtancy
improves the lives of the poor and of children, helps the, pog@roves
the lives of children, and it supports democracy and many other

desirable aspects of healthy societies.
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the administration realize that the treaty would be badreoerica, and it has withdrawn from the treaty

NCRA studies, ideas and experts are quoted frequently in news stories nationwide. Columns
written by NCRA scholars appear regularly in national publications such aséhétreet Journalthe
Washington Tmes USATodayand many other majanarket daily newspapers, as well as on radio talk
shows, television public &firs programs, and in public policy newslettefscording to media figures
from Burrelle's, nearly 3 million people daily read or hear aboutMNi@€as and activities somewhere in
the United States.

The NCRA home page (wwwacpa.og) links visitors to the best available information, including
studies produced by think tanks all over the world. Britannica.com named tésN@#D site one of
the best on the Internet when reviewed for quaditguracy of content, presentation and usability

What Others Say about the NCRRA

“...influencing the national debate with studiespotts and
seminars.”
- TIME

“Oftentimes during policy debates among staff, a spaung
staffer will step up and sail got this piece of evidenceofn the
NCRFA." It adds intellectual thought to help shape public policy in the
state of €xas.”
- Then-GOV GEORGEW. BUSH

“The [NCPA's] leadership has been ingtnental in some of
the fundamental changes we have had in our cgdntr
- SEN. KAY BAILEY HUTCHISON

“The NCFA has a eputation for economic logic and common
sense.”
- ASSOCIATED PRESS

The NCR is a 501(c)(3) nonprofit public policy ganization. We depend entirely on the financial support of individuals,
corporations and foundations that believe in private sector solutions to public policy prolmsan contribute to our
effort by mailing your donation to our Dallas headquarters or logging on td/ebirsite at wwwcpa.og and clicking “An
Invitation to Support Us.”



