STATE .-TAX REFORM STUDY COMMITTEE

January, 1988

The State Tax Reform Study Committee was established by the
Legislative Council in July, 1987. The Study Committee
consisted of four members of the General Assembly and nine
members from the general public. All members were voting
members. The members are as follows:

Robert Houser, Chairman

Connie Wimer, Vice Chairwoman
Senator Charles Bruner

Senator Edgar H. Holden
Representative Minnette Doderer
Representative Hugo Schnekloth
Joyce Blum

Joe Lundsgaard

Cyril Mandelbaum

Marilyn Murphy

Stephen W. Roberts

Donald P. Rowen

Paul Stanfield

The charge of the Study Committee was as follows: "Study and
make recommendations on the impact of the 1986 Federal Tax
Reform Act on individuals in Iowa, and include recommendations
on whether it is beneficial for the state to make changes in the
area of "coupling” with federal tax code changes. The Committee
should also examine whether maintaining deductibility of federal
income taxes with higher state income tax rates 1is more
beneficial to the state than eliminating deductibility and
lowering state income tax rates. The Committee should review
and comment on various methods to reduce the regressive nature
of the sales and use tax, and document the total tax impact and
progressivity, fairness, and competitive advantages or
disadvantages of TIowa's sales, use, income and corporate taxes
relative to the surrounding states. The Committee's meetings
shall be completed by October 15, 1987, and its report presented
to the Legislative Council no later than November 15, 1987."

The Study Committee was initially authorized five meetings
and later an additional meeting was authorized for the Study
Committee to review this Final Report. The Study Committee
members received a number of publications requested by them
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through the efforts of the Legislative Service Bureau and data
furnished by the Department of Revenue and Finance. Those
publications and data are listed in Attachment I of this report.
The Study Committee held all of its meetings at the State House
in Des Moinres on August 19, September 1, September 8, September
15, September 29, and October 13, 1987.

-,

The first meeting of the Study Committee was devoted to the
presentation by the Department of Revenue and Finance of Iowa's
present income and sales tax structure and the changes made by
the federal Tax Reform Act of 1986, and to comments concerning
whether to couple with federal changes or not by representatives
of the Towa Society of Certified Public Accountants and the Iowa
State Bar Assoclation. The next meeting consisted mostly of
Study Committee discussion on the income tax issues facing the
state. This was done after receiving additional data requested
of the Department of Revenue and Finance,

At the third meeting held on September 8, the Study Committee
made 1its first recommendation to the Legislative Council and
General Assembly. This recommendation was of a temporary nature
in that it applied to individual income tax years beginning in
the 1987 calendar year only and consisted of the following three
parts:

1. Revenue neutral coupling with the tax code changes made
by the federal Tax Reform Act of 1986 for individual income
taxpayers with at least a 10% reduction in the rates in each of
the present individual income tax brackets.

2. Retaining the traditional Iowa married taxpayers filing
separately concept.

3. Retaining the 1Iowa taxpayer's ability to deduct their
federal income taxes.

In addition the Study Committee urged the calling of a special
session 1in order to enact the above recommendation into law for
the 1987 income tax year. {See Attachment II for the letter and
recommendation sent to the Legislative Council.)

The fourth meeting of the Study Committee was devoted to
presentations by David Swenson of the Institute of Public
Affairs at the University of 1Iowa and Steven Gold from the
National Conference of State Legislatures c¢oncerning the
regressivity of state sales taxes and the need and methods to
provide relief for the lower income families. A video tape of
the business seminar of the Midwestern Legislative Conference of
the Council of State Governments dealing with the
ineffectiveness of providing state or local assistance or tax
incentives to promote economic development was shown to the
Study Committee.
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The entire meeting on September 29, was devoted to making
long term recommendations to the Legislative Council and General
Assembly concerning the 1individual income tax and the state
sales, services, and use tax. These recommendations are the
following:

1. That TIowa taxable income be defined as federal taxable
income with the Iowa income taxes adjustment, plus interest on
municipal bonds, except for Iowa general obligation bonds, and
with such other adjustments as are required by federal and state
tax laws. There should be four or more progressive rate steps
striving for rates significantly lower than the present schedule
while maintaining revenue neutrality.

Some of the major effects of this change would be to
eliminate federal income tax deductibility, couple capital gains
treatment with the federal 1law, eliminate the married filing
separately on a combined return, and include the federal
definition of standard deductions and personal exemptions. It
would be necessary to develop rate schedules for married filing
jointly, single, married filing separately, and head of
household categories similar to those of the federal tax law.

2. If additional sales tax revenue is needed, the General
Assembly should consider a reasonable expansion of the sales,
services, and use tax base before increasing the rate of tax.
This should be done in such manner that similar services are
taxed in the same manner.

3. If the sales, services, and use tax rates are to be
increased because of revenue needs, a significant amount of tax
receipts should be returned as a sales tax credit or refund to
low-income groups sO as to substantially reduce the burden of
these taxes on such groups.

The Study Committee also decided that in fulfillment of 1its
charge to "document the total tax impact and progressivity,
fairness, and competitive advantages or disadvantages of Iowa's
sales, use, income and corporate taxes relative to surrounding
states”, that a copy of a publication which the members received
entitled "The Role Of Taxation In State Business Climate" done
for The Corporation for Enterprise Development by Karl Seidman
be attached and made a part of this Final Report and that a
listing of the tax changes significantly affecting business made
since the final report of the previous citizens tax study
committee be made a part of this Final Report. (See Attachments
IIT and 1IV.)

The Study Committee, without wvoting its approval or
disapproval of the contents, decided to include as part of the
Final Report an 1individual attachment by two of the Study
Committee members. (See Attachment V.)

Final,Tax
mg/dg/20
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PUBLICATIONS:

Report of the Tax Study Committee, February, 1985, - from the
1983-1985 Tax Study Committee

The Iowa Economy - from federal Reserve Bank of Chicago

Making the Grade, Executive Summary - from The Corporation for
Enterprise Development

Reforming State Tax Systems - from National Conference of State
Legislatures

Relieving State Tax Burden on the Poor - from Center on Budget and
Policy Priorities

The Role of Taxation in State Business Climate - from The
Corporation for Enterprise Development

The Sorry State of State Taxes - from Citizens for Tax Justice

State Tax Relief for the Poor - from National Conference of
State Legislatures

State Taxation and Economic Develcpment - from Council of State
Planning Agencies

Taxes and Growth -~ from Council of State Planning Agencies

Department of Revenue and Finance:

August 19 meeting:

1. Overview of state individual and corporate income and
sales taxes, August 1987

2, Tax Reform Act of 1986, the lowa law and legislative
impact, October 1986

September 1 meeting:

l. 1Issues Pertaining to Iowa's Married Separate Filing.

2. Federal and State Taxation of Capital Gains

3. Effects of Elimination of Federal Tax Deduction for
Individual Income Taxes and Bypothetical Alternative Tax
Rate Structures.

4. Effect of Increasing Low Income Exemption.

5. Oklahoma Tax Rate Structure.

6. Alternative Sales Tax Exemptions and Credit Programs,

7. Effects of Elimination of Federal Tax Deduction for
Corporate Tax Purposes and Alternative Rate Structures.

September 8 meeting:
1. Taxation of Captial Gains
2. Married Separate Filing
3. Federal Tax Deduction
4. Alternative Tax Program

Attachment, I
mg/c£/24
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TO: CHAIRPERSON AVENSON AND MEMBERS OF THE IOWA

LEGISLATIVE COUNCIL

FROM: Michael J. Coedert, Legal Counsel 41{JG&
Legislacive Service Bureau

On behalf of che State Tax Reform Study Committee, [ am submitcing che

enclosed recommendations of cthe Study Commiccee
congidersation. The recommendstions ware unanimously

you for your

approved by those

attending che chicd maeting of che Scace Tax Reform Study Commitcee held on
Tuasday, September 8, (987. Those members in attendanc<e and voting for che

recommendations wera:

Connie Wimer, Vice-—Chairperson
Senacor Charles Sruner

Senator Edgar H. Holden
Representative Minnette Dodarer
Representative Hugo Schnekloth
Joyce Blum

Joe Lundsgaard

Marilyn Murphy

Donald P. Rowen

Cyril Mandelbaum

Stephen W. Roberts

Paul Scanfield

Chairperson Robert Houser was on vacacion and was unable to accend the
meeting and cast his vote.
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The State Tax Reform Study Committee submits the toulloving
recommendations to che Legisiative Council relating to actions that nust
be taken by the Ceneral Assembly and the Covernoc to resolve an urgent
and immediace problem celating cto che filiag of che 1987 i(ndividual
tncome Cax retucns. The need for urgency is because of the complex and
expanded forms vwhich each taxpayer will be required to complete and file
for the 1987 tax yeacr.

[n order to sumplify cthe [owa individual income tax forms and
reduce individual income <tax rates for lowa taxpayers for cheir 1987
income ctax years, Che State Tax Reform Study CommiCCee appoinced by the
Legislacive Council makes the follouving recommendacions for purposes of

che 1987 income cax year only:

L. Revenue neutral coupling with the tax code changes made Hy the
federal Tax ®eform Act of 1986 for individual income Caxpayers with at
least a 102 ceduction in che races in each of the present individual
income cax brackecs.

2. Retaining the cradictional lowa marcied taxpayers tiling
separately concepc.

3. Retaining che [owa taxpayer's abilicty co deduct cheir federal
ingome Caxes.

[a addition, che State Tax Reform Study Commictee urges che
Legislactive Council o cecommend calling a special session 0f the [owa
Ceneral Assembly to enact che above tax recommendations inte law toec che

1987 income cax year.

MIC/clna/356e
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THE ROLE OF TAXATION IN S'I'ATE BUSINESS CLIMATE

Introduction

Tax policy is one of the most difficult and publicly scrutinized issues that
state policvmakers eacounter. Legislators must balance many concems when
deciding upon tax questions. Undoubtedly. they seck to kesp the level ot taxation
reasonable while aiso addressing demands and needs f{or public spending. The
fairness and efficiency of taxaff ,.. we other important considerations in tax policy.
Lawmakers pursue tax fairness by autempting to tailor tax burdens to the
taxpaver's ability to pay and by taxing individuals and businesses in similar
circumstances under the same rules. Furthermore, since taxes can distorl ¢conomic
decision-making and lead to a less efficient allocation of resources. this
consequence of tax policy must also be weighed.

In recent years, another issu¢ has come to dominate tax debates in state
capitols. Legislators and public officials have been wammed that their tax system is
the key to their economic fortunes - if their tax system is got compeliuve with
those of other states, then businesses will chose to invest and create jobs in those
states where taxes are lower and tax incentives for business igvestment are
greater. Since private business investment generates most employment and income
growth, the competitiveness of state tax systems is largely a question of how
differences in state and local taxes effect business investment and location
decisions . Consequently, the effect of taxes on business location and invesument
decisions is the primary subject of this paper. Since it dominates tax policy debate
in many states, policymakers need to understand how taxes may shape economic
development and the resuits of empirical research on this question. Special
atention to this issues is not meant to imply that competitiveness should be the
major consideration in making tax policy. Tax competitiveness is only one
characteristic that legislators need t0 comsider ajongside traditiooal concerns of
adequate and stable revenue sources, tax fairmess and economic efficiency.

. This paper is divided into five sectioms. The first section discusses the
potential effect of taxes on business investment and job growth., In the secoad
section, the specific effects of different types of taxes are outlined. The next two
sections summarize and c¢ritique empirical studies of taxes and economic
development, first focusing on the cost impact of taxes and then looking at the
mdirect effects of taxadon on population. Finally, the conciusions of the paper are
presented.
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L0 Taxes and Economic Growth: The Major Issues

1.10 | i 1 v 1SIONS i

Business investment decisions are the motor behind state job and income
growth. Diffi;ent regions and states experience varying economic conditions,
larg~'y based upon their particular pattern of business investments.! One recent
study suggests that plant closing rates vary far less than job replacement rates by
region and therefore, the rate of new job creation is a more significant factor in
economic growth.? Since job creation results from several kinds of business
investment, the importance of taxes and other factors will vary with the type of
investment invoived.’ Thus, state policy-makers need to kmow which investment
decisions are the largest coatnbutors t0 ¢conomic growth and which are most
sensitive (0 tax considerations. Cwrent research suggests that investmeats which
are the largest sources of new jobs are the least likely to be affected by tax
considerations while the invesument type that is most seasinve [0 faxes is a
relatively insignificant source of job growth.

Job generating investment decisions can be grouped into four categories:

(1) starting a new business;

(2) expansion at an existing site (with or without adding new facilities);
(3) opening a new branch plant; and

(4) relocating a plant or business,

Several studies indicate that on-site expassion is the most important source
of new jobs while business relocations are relatively unimportant. Roger
Schmenner's census of employment and investments at 410 of the nation’s largest
corporations during the 1970s uncovered that 60% of natonal job growth at these
firms resulted from on-site expansions, net of coantractions. Another 36% of
employment gains were from new branch plant employment in excess of job loss
from piant closings. Employment growth at relocating plants accounts for only 4%
of the national job ¢reation by these large companies. Results for the Sunbeit were
different, with new plant empioyment being the largest source of new jobs. Since
these findings appily only to large firms, they do not measure empioyment from

'See Roger W. Schmermer, Making Business Locydon Decigions (Englewood Qiffs, New
Jersey-Prentica-Hall, Inc., 1982), pp. 164-199: and Candee S, Harris, "The Magnitude of Job Loss from
Plant Qomgs and the Genu'anon of Replacement Jobs: Some Recent Evidence,” The Annals of the

] - : il Science 475 (September 1984), pp. 15-27 for a detailed

Crifigue of the Literarure (Washington, D.C: The Urban insticate, 1979), pp. 22-29wmchdm
how the causes behind different sources of job creation are likety to vary by investnent type.
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business start ups and probably overstate the overail employment gains from new
branch plants. Armingron’s analysis of corrected Dun and Bradstreet data for
1976-80 also found that expansions accounted for the largest share of gross job
growth. Qver half (50.4%) of the new jobs during this period were from expansions
wln'li start-ups and branch piants each accounted for about one quarter of new
jobs.

A detailed analysis of job creation in Rhode Island from 1971-1982 provides a
more comprehensive indication of the components of job growth. Almost one third
(32.1%) of aew jobs resulted from business start ups while 13.3% resuited from

- out-of-state firms establishing new piants in Rhode Island. The remaining 55% of

job creation was due to the expansion of exsting in-state firms. Most of this
expansion occurred on site. Among firms with 50 or more workers in 1982 (these
enterprises accounted for almost three quarters of expansion employment), over 80%
of new jobs were created on site. Since one facility, a new plant by the Electric
Boat Division of General Dynamics, accounted for over 4,000 jobs, these resuits

overstate the impact of new plants. When empioyment at Electric Boat is
excluded, the contribution of start ups and on site expansions increase to 36% and
53%, respectively, while new plant investments, both from Rhode I[siand and
out-of-state firms, drops to 11%.° Although Rhode Island is aot necessarily
representative of all other states, these figures give some indication of the
significance of new business in job creation and corroborate Schmenner’s findings

on the overriding importance of on site expansion.

While branch piant investments by large firms are an important source of job
creation, especially in the South, empioyment at these facilities appears particularly
vulnerabie to business cycle contractions. In one study, the rates of employment
loss from plant dosings at firms with 100 or more employess doubied during the
monyeanofwso-&whencomparedmmcpmdmg 1978-80 period Firms
with 100 or fewer empioyees expexummd a 39% increase in their job loss rate
while the rate of employment loss in dissoiutions of firms with fewer than twenty
employees actually declined during the recession. Consequently, the (wo regions
(the South and North Cenrral) with the greatest dependence on branch piants of
large firms had the largest decline in job replacement rates during the 1980-82

period.®

Tax considerations are only likely to influence business location decisions
when a firm is evaluating alternatve sites t0 choose the best location. However,

WMWDQWWMnomME&L I-’tgmuan:bwupon
my analysis of dara presented in this report.

*These figures are based upon the author's analysis of figures from the Rhode Isiand Strategic
Development Commission, The Grgenhouse Compact, Vo(ume [ (Providence: Rhode Isiand Strategic
Deveiopment Conunission, 1984), chapters 5-8, pp. 77-161.

$See Harris, pp. 20 and 25.




two of the three most important job generating business investment decisions —
the start-up of a new business and on site expansion — typically do not invoive
this type of site selection and, therefore, taxes are unlikely to be a location
factor. Entrepreneurs typicaily start their business where they work and live; they
do not search out the optimai location.” This localion way be uecessary for access
to expertise at a umiversity or to be close lo @ major customer. Altcmanvelv, the
entrenreneur may simply be choosing to stay in an area that is known and liked.
Furthermore, corporate profit and property taxe: are a minor concern for new
firms since they usually are not profitable in the initial years and do not have
substantial assets. Consequently, tax costs are likely to be quite small.

Expansion at an existing site is also insensitive to taxes. In many cases,
expansion at an existing site may simply involve adding employees, a shift and
some equipment, rather than new construction. Since, in this case, expansion does
not reguire a new site, altemative sites, mcludmg their tax comsequences, are
uniikely to be considered and evaluated. When on site expansion does invoive new
construcion and additional facilities, it is likely that the advantages of remaining
at the same site (lower land costs and economies of scale) and the probiems of
dividing up operations will either preclude a search for an aiternative site or
outweigh cost savings at other sites. Detailed studies of business location decisions
indicate that on site expansion is the most frequent expansion route chosen by

companies.?

Relocation of an existing business or facility and establishing a branch piant
are the two simations where tax considerations will marter most. These decisions
are likely to involve information gathering and comparison of alternative sites,
especially when the fum is large. When different sites are compared, the tax costs
at each site may be estimated and considered in evaluating the costs and benefits
of different locations.

Interstate tax differences, bowever, are irelevant for most relocations since
most firms relocate over a small distance. One smdy estimated that 80-90% of all
relocations are short distance moves and are primarly motivated by space
considerarions.? Even among large Fornme 500 companies most piant relocatioas
are short-distance. Since "the interstate, inter-regional location is a rare event,""
differentials in tax rates among states are unlikely to influence most business

*This point is made by Eva Mueiler and James M. Morgan, "Location Decisions of
Manufacturers,” American Esonomic Rewiew 52 (March 1962), pp. 204-217; and by Wolman, pp. 23-25.

A

8cae Roger W. Schmenner,

Summary of Findimgs The Manufacruring Locacion Degision; Evidence
fom Tigcinnati and New Engiand (Cambridage, Massachusers: Harvard Business School, March

1978), p. 2
9See Schrmenner (1978), p. 9.

10chmermer (1982), p. 179.
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relocation decisions. For those few cases of interstate relocations, taxes may
marter since long distance movers tend to be very cost conscious businesses.
However, it makes little sense for states to pay attention to these situazons or
shape tax policies to influence decisions by these firms. Overail job creation from
such relocations will be very smail and unstable, since long distance relocations are
likely to invoive firms that are marginally profitabie or are in exmemely
competitive industries.!!

When waxes are a consideration, they are only one factor in business location
decisions. Numerous other considerations enter into the decision on where to locate
a plant. Taxes are aiso but one of many business costs evaluated when selecting a
site. Thus, while the tax burden faced by businesses differs across states, other
business costs also vary by state and may have a greater impact on profits. The
facts on these issues are reviewed in the subsequent sections of this paper.

120  Maior F: i the Business [ocation Decisi

The decision on where to locate a new plant is an extremely compiex decision
and is viewed by some anaiysts as one of the most difficult decisions faced by
business executives.® A large aumber of factors are invoived in choosing a site,
and taxes are but one of the many considerations. Business location factors can be

grouped into siX categories:

(1) market demand;

(2) the supply of production factors;

(3) production and distribution costs;

(4) aggiomeration economies;

(5) relationship to other plants and operations; and
(6) local characteristics.

While these six categories represent different issues that are anaiyzed when
choosing a site, some issues are closely interrelated. For example, the location of
the market served by 2 plant affects transportation costs. The refative importance
of these factors will vary by the industry and product manufactured at a piant. A
brief discussion of each category is presented to help elucidate the context in
which the tax impact of 2 location decison is weighed.

Market Demand. The location of demand for the goods produced by a plant is
3 major consideration in plant location. Vaughan cites evidence that market growth

ligee Schmenner (1978), p. $; and Mueiler and Mc.gan, pp. 211-213 on the relationship berween
long distance relocating frms and their finandal conditions.

DThe best discustions of what influences business location decisions can be found in
Schmenner (1982), chapters 1 and 3 and Roger J. Vaughan, State Taxation and Economic Development
(Wastington, D.C. Coundil of State Plamming Agencics, 1982). Vaughan provides a more detailed but
similar discussion 1n his eartier study, The Urban [moacts of Federa( Poficies: Volume 2, Economic
Develoument (Santa Monica, California: The Rand Corporation, 1977).




is perhaps the most important determinant of business location and empioyment
growth.3 Thus treads in population growth and migration partly influence business
location since they determine the distribution of consumer demand. Access to
markets is likely to be most important for industries that produce goods with low
value to weight ratios and where transportation costs are large.'* A locauon close
to customers can also be important for firms that supply intermediate products to.
cther industries. When supplier firms need to reguiarly share informatior with
customers, observe and understand their operations and meet tight scheduling
requirements, proximity may be a determining factor in location.

Supply of production factors. Labor, materials, land and energy are necessary

inputs for production. Any pilaat must have an adequate supply of these resources
to be profitable. Labor is generally the most important factor, representing the
largest singie cost and vaiue component for most industries. Consequently, a piant
must be located in an area where there is a sufficient supply of workers and
where the required mix of skills is available. For firms that require highly skilled
labor such as engineers, computer programmers, or scientists, the supply of skilled
labor can be a major location factor. Similarly, technoiogy-based operations mdy
need a locanon that provides access to research, trainmg and expertise at a
university. While raw material supplies are not generaily a major location factor,
they are important for resource based industries such as paper, food processing and
o, Energy and land availability are less important issues since they are
generally available nationwide. However, land and space considerations can
influence the choics of suburbs over central cities for manufacturing piants.

i istr] Labor and transportation costs are
generally the most important location cost factors. Several studies indicate that a
large share of manufacturers is sensitive to tansportation costs.! A study that
simulated labor, transportation, tax and energy costs for manufacturing industries
acyoss the continental United States found that labor and transportation costs
greatty excesd tax and energy costs for virtuaily all ndustries at the 2 digit SIC
code.'? The location of facilities that serve a nationai or large regional market

will be affected by the cost of transporting goods to consumers, and will thus be
influenced by the distribution of population. Labor costs are a consideration for

BSee Vaughan (1977), pp. 49-53 and (1982), pp. 21-2%.
l4Schmenner (1982), p. 37.

Uschmenner (1982), p. 37.

16See Vanghan (1982), p. 23.

17See Barry M. Rubin and C. Rurt Zorn, “A Comparative Anaiysis of Interstate Variation in
Manufacmiring Industry Business Casts” Center for Urban and Regionai Anaiysis, School of Public and
Eavironmentai Affairs, Indiana University, 1583.
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many companies, especiaily in nighly competitive labor intensive industries.'$ The
existence of a labor force with a high ratio of skills and productivity to wages
will produce a higher labor cost advantage for firms and has beea cited as an

. important factor in the growth of manufacturing in the South.”

Taxes are also a business cost factor. aithough they are usuaily small in
comparison to transportation and labor cosis. Howewsv, -~vhen a firm is choosing
among locations in the same region or area where oticr costs and location factors
are very simiiar, thea the significance of tax costs in the location decision can
increase. Consequently, the influence of taxes on locadon decisions is likely to be
greatest within a metropolitan area When such an area includes several states,
then interstate tax differences may martter.® The influence of taxes may be
lessened since tax differentials may be capitalized in [and values, ie., the cost of
land in lower tax jurisdictions may rise in compensation for lower taxes.” Since
tax differentials also reflect differences in public services, the lower level of
services in low tax jurisdictions may make the local environment less attractive to
firms and incease other costs, such as employee training (to compensate for
poorer quality education), transportation (to compensate for a less deveioped road

system), security and fire protection.
Aggiomeration Econgomies. When a business or plant locates in an area with a

concentration of firms in the same industry, economic advantages may result. The
advantages of aggiomeration may include improved availability of skilled labor, a
better ability to monitor competition and information and capacity sharing among
firms. While study resuits vary, there is some evidence that firms located in areas
of industry concentration are more productive.2 ACIR’s study of plant locations
found that the first manufacturing plant established by a firm is usually in an area

Bschmenner (1982), p. 37.

% aughan (1982), p. 24.

DThe greater importance of taxes for intraregional locarion decisions is cited by several
audhors.  See, for exanmmie, Advisory Commission on Intergoverrumentai Refations, Regional Growrh:
Interxtate T35 Comperition (Washington, D.C: ACIR, 1981), p. 4 and Lawrence Litvak and Beiden
Damiets, Inmovatjons in Develgoment Einanes (Washington, D.C.: Coundil of State Planming Agencies.
1979), pp- 29-30. '

ZUSee Dick Newzer, “State Tax Policy and Economic Development: What Should Governors Do
When Economists Tell Them Thar Nothing Works?,” New York Affairs 9, No. 3, (1986), p. 27; and
Vaughan (1977), p. 78

Bvaughan (1977, p- 76
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of industrial concentration.® Location in a industrially developed and diversified
economy may also benefit firms that rely on specialized business services and a
range of labor force needs.

Rejationshi ther Pt Qgpcraticns. When 2 firm establishes a2 new
branch plant, it must consider how this plant fits into its existing operations. The
relationship of a2 new branch plant to other plants will depend on a firm's
organization and muitiplant manufacturing strategy. Schmenner outlines four
‘ possible strategies:

(1) a product plant strategy where a plant or a few plants produce a
product for the entire domestic market;

(2) a market area plant strategy where a plant produces a product or
product line for an entire regional market;

(3) process plant strategy where a plant is assigned a specialized stage in
the production process for a more complex product; and

(4) general purpose plant strategy where a piant can take on a broad range
of respousibilities with an assignment to a product, market area or
process for a set period of time depending on changing conditions.?

Process plant strategies are most likely to require piant locations that are cose to
and closely related to other plants, while each market area plant will be placed in

a separate region. The direct and logistical costs of moving people and materials

between piants can be significant and may lead firms to cluster plants within one
area, especiaily for firms following 2 process piant strategy.s

Local Characteristics. A aumber of local conditions, some of which are aot
directly related to demand, cost or supply issues, are important in business location
decisions.® The quality of life in an area can influence the decision of where to
site. a plant or corporate headquarters. Firms are likely to prefer an area with
good recreational and cuitural amenides, good schools and less congeston and
poilution. Quality of life cousideration may be weighed he:mg? for piants that must
attract and retain a2 more mobile, professional workforce,”’ Several factors that
shape the local quality of life depend on public goods and services, e.g., recreation
faciliies and education. Local attitudes and leadership may also be comsidered.

BACIR, p. 37.

USee Schmermer (1962), p. 11-12 for a discussion of the dlassificacion.
ZSchmermer (1982), p- 39.

BSee Vaughan (1977), pp. 77-79 on these location facrors,

Aschmemmer (1982), p. 38.
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Firms may evaluate pubtic officials’ desire for business expansion in their area and
their willingness to cut red tape and resoive probiems. The population and
ecogomic growth of an area, which will affect market demand. labor supply and
other factors, may be favored by more active and visionary local leadership (both
pubiic and private).

The range and complexity of factors that shape wlant lowiuon decisions have
several impiications for evaluating the importance of taxes. Fust, the information
costs invoived in locating and evaluating sites are large. Estimating tax costs alone
is oot simpie. Property tax, income taxes, sales tax, unemployment insurance rates
and fees must all be considersd. Rates and assessment practices can vary from one
locality to another. The tax base, exemptions and credits are different in each
state. It is time-consuming to identify suitable sites, estimate land, labor, material
and transportation costs into the future, and evaluate the local quality of life.
Large informadon costs suggest that large firms are far more likely to undertake
extensive searches and evaluations than small firms, especially firms that can use
the information for many location decisions. Firms are also likely to make
imperfect decisions, by not gathering all possible information and choosing the

optimai site based on imperfect information. Rather, firms will attempt to minimize
information costs by narrowing their options based on priority factors, such as
market conditions, piaot relationships or availability and cost of key factors. This
type of decision may lead to specific regional choices and may favor certain cites.
Tax considerations and, therefore, interstate tax differentials are ualikely to play a
large role in this stage of decision-making since the “fine-tuning” of tax costs will
oot nfluence a decision driven by larger priorities. A second decision-making
stage, where specific sites that meet priority criteria are compared, is more likely
to invoive the weighing of tax costs.3

Secondly, it is extremely difficult to isolate the independent effect of taxes
on business investment when $0 many other factors are invoived. This problem is
magnified wheg variations. in tax costs have a similar shape to variations in other
important factors that influence business locadon. Historically, the regions with
bigh population growth, an abundance of natural resources, low labor costs and
reiatively low taxes experienced high rates of new piant location during the 1960s
and 1970s, Le., the South and Southwest. Consequenty, it is possibie to point to
the common existence of low taxes and higher growth rates and argue that taxes
gaAused the higher growth rate. Unfortunately, much of the argument for reducing

- taxes to spur economic development has been based on simplistic observation of

this relatonship. However, it is possible that other factors caused the higher

rate and the relationship between growth and taxes is coincidental. A large
number of studies have artempted to tackie this thomy problem by using statisnicai
techmiques to isolate the independent relationship between businass investment and
taxes. The resuits of these studies and their meaning will be d icussed in detail in
Section 3.0.

B mmber of aurthors have described the business location decision process as such a two
aageprocm See.formpicACIR.pp 32-34 and Michael Kieschnick, Taxes and Growth:
’ ic Deveiopment ('Washmgton. D.C: Coundcl of State Plannmg

Agencies, 1981), pp. 37-18.
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Two important economic trends provide a compelling expianation for why the
Sunbeit grew faster than the Frostbelt since World War I, The first trend is the
substantial shift in population from the Northeast and Midwest to the Scuth and
Southwest. This pattern of population shapes business locations in many ways. It
has greatly increased consumer demand iy these regions and shifted the locus of
plants that serve anational markets southward. It has also increased the labor supply
for businesses in these regions. Secondly, U.S. industry has undergone a process of
decentralization that has been reinforced by the shifts of pogulation southward and
the developmeat of a large interstate highway system. With industry highly
concentrated in the Northeast and Midwest at the end of World War II, the greater
growth in the Sunbeit is understandabie as part of a decentralization process. As
industry expanded during this period, it spread piant locations throughout the
nation pardy in response to a more decentralized popuiation, partly to take
advantage of bemter access 10 markets and materials provided by a national
highway system, and partly to reduce vulnerability to disruptions from labor
stoppages, weather and natural disasters that were greater whea production was
centralized in oae or two regions.®

130 The Potential Effect of Taxes on Bysiness Investment

Direct Effect on Business Casts. State and local taxes may affect businesses
in several ways and these effects can vary with the scope of the geographic region

considered. Taxes may directly affect businesses by increasing their costs. If all’
other costs are the same, thea 2 higher tax bill will reduce profits and lower a
firm's rate of return. Since state and local taxes differ across jurisdictions,
businesses wiil face Iower tax biils in some states than in others. A business couid
increase its profit rate by making it pilant investments in the lower tax state,
assuming revenues and all other costs are not affected. Theoretically, this potential
consequence of taxes could, over time, result in greater levels of invesament and
employment in states with lower taxes than in states with higher taxes.

The investment impact of tax differeatials is far more complicated than this
simple hypothesis for several reasoms. First, the cmcial "ceteris paribus” assumption
(everything else being equal) is not true, Non-tax costs vary comsiderably across
states and are generaily more significant than taxes, Second, a tax collected from
a business is not aecessarily paid by the business’s owners. A firm may be able to
shift taxes, such as sales and property taxes, forward to comsumers Or backward to
factor suppliers. If the cost of taxes is not uitimately paid by the firm, then
profits will aot be affected. While the ultimate tax incidence question has been
well researched, no clear conclusions have been reached.® Third, differences in
property tax rates may be offset by their capitalization in land value, thus

ZThe role of decentralization in the post war pattern of business investment and empioyment
growth is discussed by several authors See Mueiler and Morgan, p. 14; and Schmenner (1982), pp.

167-172,

®For discussions of txx incidence see Kieschnick. p. 5; and Lester Thurow, The Impact of
Taxes on the Americag Economy (New York: Praeger Publishers, 1971), chapter 4.
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reducing a potential cost advantage in states with low property taxes.
Capitalization of taxes occurs because buyers consider the long term costs and
benefits associated with a property purchase, not simply the initial purchase price.
Therefore, if land in one location has higher property taxes, then the annual cost

- of ownership is higher and a buyer would be willing to pay less for that property

than for a similar property with lower tax costs. Similarly, sel ers of property in a
low tax area cam expect to get a higher purchase price in compensauca tor the
low tax costs associated with the property.3! Finally, the costs associated with
taxes may be compensated for in benefits from public services. If the taxes paid
business are speat oa services that have little or no vaiue to business, then the
tax is a met cost. However, if businesses gain greater or equal benefits in public
services than the cost of thetr tax payments, then a state’s package of taxes and
services may have a neutral or even positive impact on business investment.

Empirical evidence on the direct effect of taxes on business investment will
be reviewed in Section 3.0.

Indirect Effects. State and local taxes may affect business investment
indirectly by influencing population movement. If people choose their locations
based on low taxes, then taxes may be affecting business location decisions
indirectly through population migration effects. As peopie move to lower tax areas,
the market demand and labor supply increases in these areas. Businesses may then
follow people and increase their investment in low tax areas to gain better access
to the increased consumer demand and labor supply. For this indirect effect to
matter, taxes must influence residential choice and businesses must follow people
to where they locate.

Studies of this potential indirect effect of state taxes on business activity
will be discussed in Section 4.0.

. Incentive Effects. A third possible tax effect is to provide incentives for
certain types of business mvestments or decisions. Tax incentives constitute an
mpormpanofmﬁomwmaancwplantmvm&omlargeﬁm
However, the effect of these tax inceatives on interstate business locatons is
closely related to the mpact of tax differentials on business profis and
investments. The abatement or reduction of taxes is oaly likely to influence firm
location if taxes in general affect these location decisions. Many states aiso
provide specific tax incentives designed to achieve a particular purpose such as
increasing investment (¢.g., investment tax cedits), affecting the locaton of
investment (e.g., enterprise zonmes) and encouraging employment of the poor or
unempioyed.’2 These inceutives are usually zimed at encouraging in-state firms to
take actions that will increase overail investment and employment, promote the
growth of a targeted industry or reduce unempioyment in certain areas or a.nong

Slpublic services cin aiso be capitalized into property vaiues when they are an amenity desired
by property buyers. A good exampie of this (ype of capitalizaton is when a family wall pay more for
a home in a community with high quality public schools.

REor 2 good discussion of business rax incentives, see Kieschnick, especially chapter 2.
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certain population groups. These incentives artempt to use taxes to make the
desired action economicaily advantageous through the value of tax savings. To be
effective, a tax incentive must. actuaily cause a firm to take a desired action it
would not otherwise take rather than provide a windfall benefit to fims that
would have acted the same way without the incentive. To be an efficient
expenditure of public dollars, the public benefits generated by those firras which
acted due to the incentive must exceed the foregone tax revenues from ali business

who use the incentive.

Interregional and Introregiongl Effects. As mentioned carlier, the influence of

tax costs on business investments may vary depending on the geographic area.
Since access o markets and resources, the nature of the labor force, labor costs,
transportation costs, energy costs and other business location considerations vary
enormously berween major regions of the United States, we would expect the
impact of differeat tax bills to be less significant across regjons. However, within
the same state, among bordenng siates and within metropolitan areas, where major
business factors are fairly similar, the vagation in taxes may take on more
significance. Similarly, people may be more likely to locate based on tax
considerations when the underiying. climate, economic conditions and quality of life
is simjlar within an area. Therefore, we might expect the potential influence of
taxes, both directly and indirectly, to be greater within regions thaa across
regions. This evaluatdon of the evidence on the effect of taxes on economic
growth, therefore, will consider separately the impact between regions and the
impact within 3 state or metropolian area.

The Importance of Federal Taxes State and locai taxes interact with federal

taxes as they influence ecomomic decisions, Since federal taxes are significantly
greater than state and local taxes, federal tax policy is an important coustraint
and influence on the potantial effect of state and local taxes on business
investment. The ability of businesses to deduct state and local taxes from their
income for federal purposes reduces the actual cost of these taxes and the
magnitude of differentials between jurisdictions.®® With most corporations noow
paymg 2 federal marginal tax rate of 46%, each $100 of state and locai taxes paid
reduces federal tax liability by $46 and thus is actuaily an effective tax of only
$54. Thus, federal deductibility will reduce a $100 tax differential between two
states to a $54 differentiai. Although federal deductibility does not change the
relative difference between (axes across states, it does alter the size of the state
and locai tax bill and thus the importance of taxes in comparison to other location
costs. Federai deductibility also significantly reduces disparities in personal income
taxes among states and thus mitigates the potentiai impact of these taxes on

population migration.>




374

2.0 The Potentia] Effects of Major State and Local Taxes

It is the varjation in state and [ocal taxes across jurisdictions that potentially
affects business and individual location decisions, altering the distnbution of
economic growth. States and localities, however, vary aot only in their level of
taxes but in the tax mix they employ. Two states with similiar overall tax burdens
may have very different tax structures; one state may rely heavily on sale. g
property taxes while the other largely depends on corporate and personal in.ume
taxes. Since the myriad studies on taxes and economic growth use a variety of tax
burden measures, it is important to coasider how particular taxes may intluence
economic growth before evaluating their results. This section discusses the
relevance of overall tax burden, and the four major state and local taxes—
property, sales, personal income and corporation income - (o the debale.

210  Querall Tax Burden

The most common way {0 compare taxes across states is o use an aggregate
measure of total tax burden. Per capita tax revenues and tax revenues as a share
of personal income are the wo most common measures of total tax burden. Since
fees are aiso used to finance government services, it is appropriate to inciude both
tax and fee revenue (usually called own source revenue) in these figures. Many
studies rely on these indicators. The Grant Thomton state business climate ranking
uses state and local taxes per $1000 of personal income as its tax burden measure,
Two recent studies of interstate effects of taxes on business investment and
empioyument growtht aiso use overall tax burden.

Aggregate tax measures, however, do not accurately reflect the tax burdens
that matter to businesses and individuals. Firms should be interested in taxes that
are direct costs to them. A high tax burdea due to a large sales tax for which
goods and equipment used in manufacturing are exempt (a fairly common
exemption) shouid not matter to a manufacturing business. Similarty, we would not
expect high taxes to discourage individuals from moving to or remaining in a state
if the major tax was an oil severance tax and ecaergy costs were a smail share of
income. Alaska is a good exampie of this problem. Alaska has the highest overall
tax burden per $1000 of personal income. However, since most of its revenues come
from oil severance taxes, the taxes paid by a married coupie in Alaska are the
lowest in the nation.*

Different taxes, tax bases, and rates across states, as well as the complication
of wx incidence and capitalization, make it difficult to get accurate data on the
actual tax hurdens for corporations and individuals. Therefore, overall tax burden

35S¢c B. Bemson and R. Johnson, "Capital Formation and Interstate Tax Competition:” and
Michael Wasylenko, "The Effect of Business Climate on Employment Growth: A Reporr to The
Minnesota Tax Study Commission,” 28 June 1984, cited in Newer, p. 25.

Wsee ACTR. Sigmificant. Features of Fiscal Federaliym, 1989-86 Edition (Washington, D.C:
ACIR, 1986), pp. 52 and 128
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is used as a convenient proxy for actual burdens. One can argue that tax shifting
makes overall burden as good a measure as taxes initially paid by businesses. It is
also possible that high overail tax burdens are read by businesses as negatve
signals or subsumred for the cumbersome effect of determining actuai tax
burden.’ This argument discounts the economic behavior of firms and individuals;
if firms and people seek to increase their profits and incomes, then they should
care about the actual taxes they incur.

220 Personal Tncome Taxes

Forty-three states coilected $58.9 billion in personal income taxes in 1984.
Nationwide, personai income taxes accounted for 11.9% of state and local revenues
(including federal aid) during the same year. While most states have a graduated
income tax rdte, some use a tlat rate and some base the tax on federal income tax
liability. There is considerabie variation across states in the rates applied, the tax
base used and compliance with the federal tax code. Eleven states also have
personal income taxes imposed by local political jurisdictions. Consequently, there
is a lot of variation in personal income tax burdens among states. However,
variation in personal income tax burden is much greater than the variation in the
combined personal burden of income, sales and property taxes.’

Differentials in personal income tax burdens may have two important economic
deveiopment effects. First, they can impose a direct cost on businesses in states
with high mcome taxes by requiring these firms to pay a higher salary 1o
manageriai and professional employees who are recruited nationally.”® The extent
of this cost effect is reduced by the federal deductibilicy of state and local income
taxes. Second, population migration may be affected by differences in personal
income taxes.®¥ Pecple may leave high income tax states and move to lower income
tax states. This effect may be most important in 3 muitistate metropolitan area and
along state borders where someone can hold the same job but reduce his or her
tax - liability by location choice. Across regions, however, salaries may adjust to
compensate for income tax differentials diminishing the impact on migration. States
with low personal income taxes are likely to have higher burdens in other taxes
(the variation in combined sales, property and personai income taxes is less than
that of personal income taxes alone) which will also reduce the migration effect.

ITSchmermer (1982) makes tiris argument. See p. 44,
#5ee ACIR (1986), pp. 127 and 128,

PGeschnick, p. 16; Vanghan (1982), p. 118; and Netzer, p. 25.

4OThis effect is cited by many authors. See, for exrampie, Nerzer, p. 25; Kieschnick, p. 16: and
Vaughan (1977), pp. 118-119.
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230 Corporate Income Taxes

In 1984, forty-five states collected S15.5 billion in corporate income taxes,
representing only 3.1% of state and local revenues nationwide. Corporate rax rates
and tax bases, like the personal income tax, vary (O 3 large extent across siates.
Top rates range from 2.35% in Michigan to 115 % in Connecticut There are also
differences i1 depreciation schedules, investment tax ¢r=dirs. and the uliocation of
income for multistate firms,*!

Since corporate income taxes are 2 cost t0 businesses that directdy reduce
their profits and rate of return, variation in this tax is expected to influence
business investment and location. Firms in states with high corporate income taxes
might invest less, while those in low tax states might have a higher rate of
investment. Similarly, firms considering new piant investments or relocations wouid
favor states with lower corporate income taxes. This effect will differ by type of
firm since the effective tax is lessened by depreciation write-offs. investment
credits and the like. Furthermore, aew {irms and firms with unstable profits should
be less influenced by corporate tax rate differences since their tax liabilities will
be less and can be offset with loss carry-forwards., The potentiai economic impact
of the corporate income tax also may be overshadowed by property tax rate
differentials. A study by the Federal Reserve Bank of Boston found that, on
average, corporate income taxes accounted for 20% of the state and local taxes
paid by a firm while property taxes were 43% of the total. Therefore, differing
property tax burdens, witich are large both within and across regions, may have a
more significant etfect that interstate variation in corporate income taxes.®

240 Sales Taxes

Forty-five states had general sales taxes in 1984 that generated $62.6 billion
innevenue.‘l‘hesalataxisthemostimpommsingletaxformgovmems.
accounting for 18.9% of revenues in 1984. For combined state and local revenues,
mammu9%otmm%ﬂcmemnmmmamsm
limited, ranging from 3 to 75%, the sales tax base varies enormously. States differ
in exemptions for consumer goods (clothes, food, etc.), consumer services, business
servicss, and materials and equipment used in manufacturing In addition to these
variations, locai saies tax add-ons are very common. Over six thousand local
government umits in twenty-sine states collect sales taxes.® Consequently, the
sales tax burden can vary a lot both between and within states.

Sales taxes can impose a cost on businesses. However, the sales tax’s burden
on business, and thus its effect on investment, is reduced due to wiuespread

415.e ACIR (1986), pp. 40, 48 and 103 for data on state corporate income taxes.

©3ee Vanghan (1982), pp. 73 and 76.

Dara on sales taves is from ACIR (1986), pp. 48, 49, 92 and 94.
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exemptions for goods and services used by private firms. Only eight states tax
consulting, research and public relations services while computer services are
subject to a sales tax in only 12 states. Energy and utility purchases are exempted
from the sales tax in 32 states. Finally, many states exempt goods and equipment
used in manufacturing.* One study lists 31 states with sales tax exemptions on
industrial equipment.®® Manufacturers in most states, therefore, are unlikely to
have substantial sales tax costs. While states without these exemptions may be at a
disadvantage due to a particularly high sales tax burden, this impact may be offset
by relatively low income and property taxes.

Sales tax variation does have consequences on the retail industry. Since
shoppers are mobile, local variations in sales taxes affect the locations where
people shop, shifting both retail sales and the location of retailer to lower tax
jurisdictions. Studies have shown that central city retail sales decline when
suburban areas have lower sales tax rates.* Similarly, states with large populations
along the border of states with lower sales taxes will also lose retail activity.

Sales taxes might also affect individual location choices, with people favoring
low sales tax jurisdictions over ones with higher taxes. However, this effect may
be weakened by several factors. First, the sales tax burden is proportionately
smaller on higher income professionals who are usuaily more geographicaily mobile.
Second, sales taxes can be avoided by shopping in lower tax areas while property
and income taxes are determined by one’s residency. Finally, sales taxes are often
less visible to consumers since thcy are paid in small bits and pieces. The
elimination of federal deductibility for sales taxes, however, may make individuals
more sensitive to their cost.

250  Property Taxes

Property taxes are the single largest source of taxes for state and local
government, totalling 396.5 billion in 1984 and accounting for 17.8% of state and
local revenues. Most of this money - $92.6 billion -- went to local governments
and constituted 28.6% of their revenues. Vanations in property wealth and
assessment practices across communities lead to considerable differentials in
property tax burdens. Higher service needs in urban centers tend also contribute to
large differences in property tax rates between cities and suburbs. Suburbs tend to
have considerable property wealth and lower basic service needs. Thus, they are
often able to support important amenities such as quality education and recreation
facilities at lower tax rates than urban centers. Urban centers, on the other hand,
have greater demands for fire, police, transportation and anti-poverty services
(housing, public health, and welfare) that must be supported with a smaller base of

HBACIR (1986). p. 92
BKjeschnick, p. 17.

%v/aughan (1982), p. 122 and Netzer, p. 24.

377



378

- 19 -

property weaith per capita. Consequently, cities may have higher property tax rates
while appearing to have a lower level of services valued by businesses. In this
manner, variation in tax rates and services within a region can have a reinforcing
effect. This situation can be ameliorated through state aid that heips equalize
locadiies’ ability to provide services or their property tax rates, or by metropolitan
tax base sharing,+’

Property tax differentiais are likely to affect business .: d residential location
only to the extent that they are not capitalized in iand values. While reserach on
this issue is not conclusive, there is some evidence that capitalization of tax
differsntials does occur.® To the extent that properfy 1ax rates are not
capitalized, businesses investments and individual resideacy would be expected to
shift toward low property tax jurisdictions. This effect should be greater for more
capital intensive firms. Property taxes, by raising the cost of investments in plant
and equipment, may also reduce these investments and lower the capital to labor
ratio. Since property taxes generally support services valued by businesses, the
impact of property tax differentials may well be offset by differences in the
benefis firms receive from these services. Areas with lower property tax burdens
may aiso impose more user fees, further reducing the actual variation in business
COStS.

47See Vaughan (1982), chapter 4 on this issue.

By anghan (1977), p. 78: Leonard, p. 135; and Netzer, p. 27.




3.0 The Direct Impactof Taxes 35 2 Business Cost
3.10 The Relative Size and Varation of State and Local Tax Burdens

The direct impact of state and local taxes on business [ocation decisions
depends botk on the variation in effective *av (and fee) costs across jurisdictions
and the size of tax cost differentials in comparison to variations in other costs
and location factors. While the theoretical effect of each tax may differ, it is not
the variations in these particular taxes that marter, but rather the variation in the
sum total of taxes incurred by businesses. A review of data and studies indicates
that there is substantial variation in business tax bills across states. However,
these measures often do not accurately reflect tax costs and overstate the extent
of variation in the net tax costs since they do account for the benefits received
from government services, tax incidence and tax capitalization.*

Measures of overall tax burden provide a rough indication of the extent of tax
variation. In 1984, the per capita state and local tax burdens ranged from $866 in
Arkansas to $4704 in Alaska, If we exclude Alaska because of its high costs and
unique tax structure, the range is 3866 to S$2504, almost three to ome, with 47
states within 2 range of 2 to 1. Measuring tax burden as a share of personal
income, the variation in overail tax burdens was similar. The range from the state
with the highest to the lowest burden was three to one, with 48 states within a
range of 1.8 to L

Since businesses face a specific set of taxes and do not pay the average tax
burden, several studies have looked at interstate differences in the particuiar taxes
paid by firms. Three approaches have been taken. Some studies estimate the total
amountoftaxcsInitiauypaidbybusinminamandthcncompareittototal
business income, profits or capital stock in that state. While this approack is
informative about the taxes paid by business as a whole, it does not reveal actual
differences m taxes for specific firms or dclasses of firms due to the highly
aggregated data empioyed. This measure is also very senmsitive to the year chosen
for comparison since business income fluctuates from year to year with the
business cycle. Other studies comstruct 2 typicali manufacturmg firm or typical
firms in several industries and thes estimate the taxes collected from these typical
Grms in each state. Both approaches, however, ignore the interaction of federal
tax deductibility and do not measure the marginal cost of taxes for new
investments. Despite these problems, both kinds of analysis are better indicators of
the variation in state and local taxes paid by businesses than overall tax burden.

These studies, while somewhat mixed in theis results, do indicate that a large
d=gree of variation in business taxes exists .od that the variation appears greater
for manufacturing firms than for all business. Wheaton’s analysis of tax burdens
for all business and manufacturing firms in the continental U. S. in 1977 found

¥Par 2 good discussion of the probiems with various measures of tax burdens as indicators of
bmmaxcmsecswm Brooks, Robert Tannenwaid, Hillary Sale and Sandeep Puri, The
3 3 " (Boston: Massachusetts Special Commiission on Tax

Reform, 1986), pp. 27,




380

-22-

that total taxes initially paid by manufacturing firms average 8% of profits. The
range between the smallest burden (2.1%) and the largest (203%) was close to 10:1.
For all businesses, the average tax burden was similar, 7.7%, but variation was less:
the ratio of the highest tax burden to the lowest was only 3 to 1.0 However,
Wheatdn’s study has been criticized both for its validicy and for the many
assumptions he made.’! The state of Ohic sponsored a study that also compared
taxes tu profits. This study found that for all businesses tax burdens varied by a
factor uf 2.7 to 1 from the highest to the lowest state.’? A study prepared by
Prics Waterhouse for the state of Missouri compared the tax bill for a typical
manufacturing firm in Missouri to that in 20 competing states. Estimates ranged
from a low $389,000 to a high of $790,000, a ratio of 2 to 1% Rubin and Zorm’s
study of interstate variation in manufacturing costs looked at hypotheticai firms in
20 manufacturing sectors (by 2 digit SIC code). Their estimated tax burdens vaned
by industry; for most industries the ratio of the highest to lowest state tax bill
was close to 6:1. One sector (instruments) had a ratio of 10:1 while the lowest
range was 5:1 in lumber and wood products.S¢

A third approach, which is perhaps the most accurate measure of tax cost
variation, simulates the effect of state and local taxes on the rate of return for
business investment. Simulation study resuits, which will be discussed later in this
section, indicate that tax effects om firm rates of return vary much less than other
studies indicate.

The impact of differences int tax burden on business Iocation and investment
depends on how the spread of tax costs compares to differentials in other business
costs. Both the relative degree of variation and the size of each cost factor
marter. Empirical evidence and logic suggest that costs, other than taxes, are quite
different between states and that these factors represent a much larger share of
firms’ overall costs than taxes. Average manufacturing wages, a far more
importance cost factor than taxes, vary by over 80% across states.d Moreover, a

Owilliam C. Whezton, "Interstate Differences in the Level of Business Taxanion,” National Tax
Joumat 36, Ne. 1, pp. 88-92

S15ee Brooks, ct. al. pp- 15-18.
F2Cited in Kieschmick, p. 43.

$%ee Kicwhpick, pp. 4142,

SéRuiyin and Zorn, Tabie 2A, pp30+33.

Spased on 1984 Anmual Wage Data from the US. Department of Labor, Bureau of Labor
Statistics, The lowest figure s $16,005 in South Dakota while the highest figure in $29,320 in
(continued_}
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reiatively small increase in wage costs can have a large impact on profitability.
For example, a 5% increase in wages for a {irm with moderate wage costs can
reduce profits by over 16%.%¢ Legislative staff in New York estimated that a 2%
wage differential is equivalent in its effect on profits 10 a 106% differential in
corporate taxes.’’ Thus, a 20% difference in wage costs among states would
overwheim even a 500% difference in tax bills.

Rubin and Zorn’s sttdy of interstate cost difference for 20 manufacturing
industries shows that absolute tax differences are far less than those for labor and
transportation costs. While estimated tax costs might vary by 6 to 1, the actual
cost difference was usually a marter of a few thousand doilars.®® Labor costs, on
the other hand, generally varied by less than 2:1, but these variations represented
tens of thousands if not hundreds of thousands of dollars in annual costs.’?
Similarly, in most industries the transportation cost differentials across states were
at least tens of thousands of dollars.® In each manufacturing sector,

rtation and labor costs were far greater than tax costs, by multiples
ranging from 3 to 30.

320  Survey Studics

OCne way of studying the role of taxes in business location decisions is to
survey the corporate executives who make these decisions. Most of the early
studies of this issue were done through mail and personal interview surveys of
business executives. A number of states have also commissioned such studies to

$(—continoed)
Micligan, See also Leonard, p. 136 for data on the greater size and variation of business coss
other than tazes, '

S6Assume imitial anoual sales of $1 million, wages of $333,000, 10% profit margin and total
xes equal 10 60% of profits. Before ax profits are $100,000 and after txx profits are $40.000 A 5%
increase it wages caised the wage bill to $349,650 and reduced gross profits to 583350, After ax
profits are $33.340 (33,350 X .40). The change in profits is $6.660 or 16.6%.

57See State of New York Legislative Commission on the Modernization and Simplification of
Tax Admimistrarion amxd the Law, “Interstate Business Locational Decisions and the Effect of the
Stare’s Tax Structure on After-Tar Rates-of-Retam of Manufacturing Firms,” Staff Working Paper,
1983, p. 74.

385ee Rubin and Zorn, Tabie 2A, pp. 30-3L
$9Rubin and Zorn, Tabie 4A. pp.49-50.

SRubin and Zorn, Tabie LA, pp. 16-17.
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gauge firms’ perceptions of their suitability as a site for business expansion and
plant location. The reliability of survey studies has been questioned for a gumber
of reasons. First, the answers provided may depend on the ype of questions asked
~ whether executives are choosing from a list in the survey or naming the factors
themselves, Second, the answers may be biased if the respondent expects (o
influence the behavior of state and local govermments. Thus, executives may
overstate the immarragee of txxes if they think it might resuit is reduced taxes or
larger tax incenrives for business. Third, if the survey respondent is not the actual
decision maker for plant locations or is une member of a decision-making team,
then the survey response may not accurately reflect how factors are weighed in
the decision-making process. Finally, most surveys do not distnguish between
stages of the plant location process. Since the process can be muitistage, the
importance of decision factors can be different in each stage. One factor may be
very important in choosing the region for a plant but be far less important when
choosing the final site. While these problems require caution in interpreting survey
study resuits and the resuits shouid not be considered conciusive, they do provide
insight into which factors business executives perceive as most important for

locating plants,

Virmally all survey studies of business location decisions conclude that tax
considerations are 3 minor factor. In surveys conducted from the 1950s through the
1980s, firms consiszently identified market factors, labor conditions, raw material
access and transportation as more significant concerns than (axes in plant location.
A 1964 paper compared 17 studies based on mail surveys and 7 based on personal
interviews conducted during the 1950s and early 1960s and classified each according
to whether it determined that a location factor was of primary significance, some
significance, or little significance. For thirteen of the 17 mail survey studies, taxes
were determined to be of little significance in location decisions. Three studies
concluded that taxes were of some significance, while one study found taxes to
have primary significance. All seven studies based on personal interviews concluded
that taxes had little significance for firms making location decisions.$t

A 1962 stdy based on imterviews with manufacturing firms in Michigan
distinguished between what executives feit would be importaat factors in locating a
frm similar to their own and what were important factors in the location of their
specific plant. Interviewees were asked to choose the five crucial locadon factors
from a list of 21 items. When asked the general question, 52% of the firms listed
taxes as one of the five crucial location factors. Overall, taxes ranked fifth among
six factors selected by at least half of the firms, behind labor costs, proximity to
markets, availability of labor and industrial dimate. However, the responses were
very different to a question about a particular location decision. A better tax
situation was listed 3ac a crucial factor by only 1% of the firms as a reason for
locating their pla it in Michigan and 2% listed this facter as a reason why the
plant was [ocated at its specific site. For this question, the most commonly stated

$1The resuits of this comparanve study are cited in Kieschnick, pp. $3-54; and by Donald C.
Liner, "The Effect of Taxes on Industrial Location,” Poguiar Governmment 39 (February 1974), pp. 36-38,
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factor was personai reasons or chance.52

Roger Schmenner’s research included interviews with executives at dozens of
the nation’s largest U.S. firms. He concluded that:

In none of the ‘more than 30 interviews [ have had with key location
decision makerts in, mzicly, large companies have I heard that state or
local levels of taxatiun have been the most significant determinant of a
plant’s location. Almost every company takes a look at taxes; indeed, tax
costs are one of the costs of a new site which can be quantified and
presented in the documentation that supports the project’s formal capital
appropriation request. Nevertheless, taxes themselves are merely a minor
consideration, capable of altering the decision in favor of a particular
site only if almost all other factors are equal.

Taxes, according to Schmenner’s interviews, are more likely to be a consideration
when a high rate for a very visible tax "pushes” a firm away from a potential
smﬁ .

In another analysis, Schmenner looked at how the tax bill changed for
relocating firms. If lower taxes were an important factor in firm location, then
taxes at a new site should be lower than taxes at the old site. Overail, Schmenner
found that the likelihood of moving to either a lower tax or higher tax site was
about equal. For plant relocations studied in New Engiand and Cincinnad, slightly
more than one quarter moved to a site with lower property taxes, almcest haif
found a new site with the same property taxes and one-quarter located at a new
site with higher taxes. Furthermore, firms with higher capital to labor ratios,
which would be expected t0 be more sensitive to property tax rates, were not more
likely to settie in low tax jurisdictions. Schmenner did find that muitipiant frms
n Cincinnati and long distance movers from New Engiand were likely to choose
oew sites with lower taxes. However, this pattern did not hold tue for iong
distance moves by Fortune 500 firrns.&

Michaei Kieschnick conducted a mail survey of firms concemning investmeats
they made in 1979 in 11 states offering empioyment or mvestment incentives
through their tax codes. Investments in creating a new firm, expansion of an
cxisting plant and establishment of a new branch plant were analyzed separately.
Business and personal taxes were rated as an insignificant or moderate factor by

$25ee Mueller and Morgan, pp. 207-210.
Sschmenner (1982), p. 46

SRoger W. Schmenner, "Induserial Location and Urban Public Management.” in Arthur P.
Soiomon, Editor, The Prospective City (Cambridge: The MIT Press, 1980), pp. 460461

85Schmenner (1982), pp. 47-5L




the vast majority of firms. Among new firms making interstate location choices,
less than one in six cited business or personal taxes as a deciding positive
influence, while one-third considered business taxes and 41% considered personal
taxes insignificant factors. These two tax factors were ranked in the bottom haif
among twenty factors inciuded in the survey. Firms making expansion investments
similarly rated taxes as relatively unimportant factors, again ranking business and
personal taxes i the bortom half. For branch piant decisions, business tax
considerations gained in significance. While 50% of the responding firms cited
business taxes as an insignificant factor, over one-third considered them a positive
deciding factor. Business taxes also ranked among the top four location factors.®

Three surveys conducted for states also indicate that taxes are a secondary
consideration in location decisions. A 1978 survey of top executives at large firms,
conducted for the California Commission for Economic Development by Louis Harris
Associates, Inc., found taxes to be much less important than other location
characteristics. Only 26% of the respondents cited favorable taxes as a major
important characteristic for a manufacturing plant location. Accsss to markets and
suppliers was ated as a major criteria by 84% of respondents while labor
availability and a favorabie labor dimate was rated as a major factor by three
quarters of the responding executives.s” In a 1585 survey of firms that expanded
or developed new sites in Tennessee from 1980-1983, low taxes was mentioned by
13% of responding firms as an essential factor in the choice of a region and
ranked Sth out of 21 factors.® A 1982 survey of 61 firms by Coopers and Lybrand,
conducted for the state of Illinois, also conciuded that factors - including access
to markets and suppliers, labor cost and availabilicy and integration with existing
?;mom soperauons — other than taxes were the primary issues in location

os.

The comsensus of survey studies is that most business executives themseives
do not consider taxes o be 2 major factor in location decisions. Taxes appears o
be either 2 secondary or insignificant factor, depeading on the type of firm and
investment decision, which i3 overwhelmed by the greater importance of other
location characteristics. This conclusion seems noteworthy givea the diversity in
study periods, regions and approaches and the criticism of survey studies for
response bias that would overstate the impact of taxes. While the evidence is

%See Kieschnick, pp. 68-71 and 95-102

S ouis Harris and Associates, Inc., "Attitudes of the Natiom's Corporate Leaders Toward
Califormia as A Business Location,” Fedruary 1978, pp. 17-18 and 2.

885es David A. Hake, Donaid R. Ploch and William F. Fox, "Business Location Determinants in
Tennessee,” Cmm-for&mmdﬁmnomc Research, University of Termeasee, October 1985, pp.
12-21.

SCoopers and Lybrand, “Report to the State of Illinois on HB 2588, Tax Nores (11 October
1982), cted in Leonard, pp. 137-8,
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mixed, a few studies suggest that tax coasiderations may be weighed more heavily
by larger firms and firms locating new branch piants. The few studies that look at
the tax impact of actual location decisions also support the view that reducing tax
costs is not 3 mouvating factor in location chotces. .

330 Evidence tom Inrerregional Econometric Studjes

A second, increasingly common way to anaiyze the relationship between taxes
and economic growth is through econometric studies that use a statistical method
known as muitiple regression. These studies attempt to statisticaily explain the
relationship between business investment (or other measures of state economic
growth) and various causal factors using historical data. Econometric studies have
several advantages over survey studies. First, econometric analysis is based on the
vactual behavior and experience of firms and states rather than the subjective
opinions of surveyed executives. Second, these studies can provide a more precise
measure of the role of taxes in states’ economic performance by controiling for
the contribution of mon~tax differences between states. With the inclusion of
aon-tax factors in e¢conomewric models, the variation in these factors is .used to
explain differences in economic growth and a better estimate of the separate effect
of taxes can be obtained, Thus, econometric studies hold the promise of using
empirical evidence to elucidate the importance of tax factors in business
investunent,

There are, however, potential problems with econometric studies, which
warrant caution in their interpretation. First, a study must include ail the factors
that determmne business investment or e¢conomic growth to successfully control for
the influence of non-tax factors. This task is difficuit since so many state
characteristics shape economic growth and some factors — for exampie, the taleat

of a state’s population — are very hard to measure. When an important controlling

factor is inappropriately omitted, the impact of this omiftted factor may be partiaily
atrbuted to factors included in the study, overstating or understating their effect
Second, when a statistical relationship is uncovered, the underlying causality
between a factor and economic growth may not exist or may be in the opposite
direction than presumed. In the first case, the revealed correladon is spurious—a
resuit of a chance relationship in the data or a umique historical situation rather
than underlying causality. In the second case, causality exists but it runs in the
opposite direction than assumed in the study. For example, a statisdcal relationship
between lower tax rates and greater economic growth may mean faster growth
increases tax revenues, leading to lower tax rates - rather than lower tax rates

leading to more growth.

331 Siudy Summarics

In the past several years, several studies have been conducted to relate
differences in economic growth among states to differences in tax leveis and other
factors. These studies empioy a2 oumber of economic growth measures including aew
fim formations, branch piant locations, employment growtih, personal income
growth and business investment. Most often, the study focus is onm the
manufacturing sector of the -economy, although a few studies look at broader
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economic indicators. There are also large differences in measures of taxation used
and the type of controlling factors incorporated in the models. While most earlier
and simpler studies concluded that taxes have little effect on business location and
economic growth,” these more recent papers have mixed results with several
authors concluding that state and local taxes have an important influence on a
state’s economic development.”

Carlton, in one of the best formuiated studies, separately modeled the
probability of new firm formation and new branch plant location for three
manufacturing industries. This study has the advantages of using very disaggregated
data - actual business investment decisions -- and treating each type of decision
uniquely. Carlton also controls for many location factors, including wage levels,
availability of skilled labor, energy prices, firm size and industry agglomeration.
The taxation variables in his model do not perform well; they are not statistically
significant and the direction of effect is often the opposite of the expected one.
Therefore, Carlton concludes both that high taxes do not discourage business
investment and that low taxes and incentives cannot stimulate business location.”?
In a later study, Cariton uses a similar model to predict both the location and size
of new branch plant locations. While the mode! does very well in predicting plant
size, the tax variables were once again found to be insignificant. The author again
concluded that state taxes and incentive programs do not appear to have major
effects on plant size or location.™

In another study based on branch plant locations, Bartik uses data on new
plant locations for Fortune 500 firms from 1972-1978. His tax variables include
effective corporate and property tax rates, unemployment insurance taxes and
workers’ compensation rates. A number of economic factors were included in the
model, such as wage rates, energy costs, state size, market factors, work
stoppages, skill level of labor force and indusuy agglomeration. Bartik’s results
were mixed. The only tax factor that was statistically significant was the corporate
tax rate which had a modest negative effect on the probability of locating a plant.

MSee John F. Due, "Studies of State-Local Tax Influence on Location of Industry,” National
Tax Journal 14 (June 1961) pp. 163-173.

TlAn overview of most of the studies presented here can be found in Michael Wasylenko,
"Business Climate, Industry and Employment Growth: A Review of the Evidence,” Occasional Paper
#98, Metropolitan Studies Program, Maxwell School of Cirizenship and Public Affairs, Syracuse, N.Y,
October 1985,

T2See Dennis W. Carlton, "Why Nev - *irms Locate Where They Do: An Econometric Model,” in

William Wheaton, Ed., Interregional Movements and Regjonal Growth (Washington, D.C.: The Urban

Institute, 1979),

See Dennis W. Cariton, "The Location and Employment Choices of New Firms: An
Econometnic Model With Discrete and Continuous Endogenous Variables,” The Review of Economics
and Statistics 65, No. 3 (1983), pp. 44(-449.
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Workers' compensation and unempioyment insurance rates vanables often indicated
a positive effect. Bartik concludes that his estimated effect of taxes on location is

smail.™

The remaining studies have invoived much more aggregate measure of
economic growth based oa empioymeat, business investment and personal income.
Since tise studies are not based om actual business location decisions and use
1ggregatc data, they are less precise and may hide the effects that aprear with
micro level data. Three studies have analyzed the impact of state and local
taxation on empioyment growth. Plaut and Pluta studied how manufacturing growth
from 1967-1972 and 1972-1977 was related to four location factors — access to
markets, cost and availability of production factors, climate and environment and
business climate and taxes. Three growth measures were used: employment, value
added and capital stock. Their resuits did not demonstrate any strong or consistent
negative affect from the taxation factors. While adding the tax variables as a
group improved the model’s ability to predict employment growth and capitai stock
growth, no such result occurred for value added. Corporate tax, personal income
tax and sales tax variables were all statistically insignificant. A state’s overall tax
effort was found to have a negative and statisGcally significant effect while the
property tax variable and education expendirures were sigmificant with a positive
effect on growth. The authors conciuded that "differeaces in overail industrial
expansion can still be best expiained largely by traditional market factors.”™

Neuman’s study was based on reifative employment growth for 13 separate
manufacturing industries during 1957-1965 and 1965-1973. This model used just
three factors to explain growth - corporate tax rates, umionization rates and the
preseace of 2 right to work law. Furthermore, the corporate tax data was based on
the tea years prior to the period of empicyment growth, since Neuman argued that
the tax effect was a lagged one, ie., businesses are siow to see tax differentiais
and respond to them. The corporate income tax variable had a aegative effect and
was_statistically significant for § of the 13 indnstries. Neuman also found that the
tax. effect was greater for more capital intensive and faster growing industries.
Neuman concluded that his resuits were consistent with Cariton because the impact
of taxes may vary by industry.”® However, Neuman’s resuits seem problematic due
to his failure to control for most non-tax factors that affect state employment
growth, His use of a lagged tax variable is aiso questionabie since it assumes that
businesses are more concerned with the past level of taxation than with preseat or
future taxes when making investmtent decisions.

T4See Timothy J. Bartk, "Busimess Locarion Dedisions in the United States: Estimates of the
Effects of Umonization, Taxes and Other Characteristics of States,” Joumgal of Busipess and
Economic istagistics, 3, No. 1 (Japuary 1985), pp. 14-22

T3See Thomas R. Plaut and Joseph E. Pluea, “Business Climate, Taxes and Expenditures, and
State Industrial Growth in the United States,” Southemn Economic JTournal July 1983, pp. 99-119.

76See Robert J. Neuman, “Industy Migration and Growth in the South,” The Review of
Economics and Statigtiss 45, No.1 (February 1985), pp. 76-85.
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A study by Wasylenko and McGuire uses the most aggregated empioyment
figures. This study is based on explaining state vanation in total employment
growth and empioyment growth in six major economic sectors (manufacruring,
services, retail, wholesale, finance, and transportation and utilities) from 1973-1980.
The authors control for state characteristics in 1973 with respect to taxes, public
expendifures, energy costs, climate, aggiomeration, labor costs and :wvailability and
market measures. The corporate tax rate oiJ welfare expenditure vzriables did not
have a stadstically significant effect for any sector. Sales taxes had a negative
significant effect for only one sector, the wholesale trades while personai income
taxes had a pegatuve significant effect for employment growth in the wholesale,
retail and finance sectors. Education expenditures had a positive significant effect
on overall employment growth and growth in each sector. Wasylenko and McGuire
conclude that tax effects vary with each sector and, therefore, studies on
manufacturing alone may not apply to other sectors. They also state that, factors
such as wages, energy costs and other characteristic beyond the control of
policymakers are the most important contributors to siow employment growth.”

Helms’ study is unique in that the effect of state and local taxes on economic
growth is measured by the type of government expenditures taxes support. Personal
income growth from 1965 to 1979 is related to expenditures for public health,
highways, schools, higher education and other non-transfer payment expenditures.
The imclusion of these expenditure variabies allows the tax variable t0 be
interpreted as taxes raised (0 support transfer paymeats. Controiling economic
variabies inciude relative wage levels, unionization rate and population deasity. The
mode] allows a umique variabie for each state to account for vaniations in other
factors and state-specific characteristics. Resuits indicate that taxes and fees
collected to finance transfer payments have a negative effect on state personal
income. The effect is largest for property taxes. However, the positive effects of
other expenditures are greater than the negative impacts, leading Heims to
conclude that "the net impact of a tax-financed increase in government services
may well be positive,”™

Another three studies analy2e the impact of taxes on business investment.
Beason and Johnson relate annual manufacturing plant and equipment expenditures
during 1966-1978 to taxes, relative wages, weifare expenditures and state debt. A
state effect variabie is used o account for other factors. Seven tax variables are
used: total state and local taxes as 2 share of personal income, relative to the
national average for the current year and the six previous years. Thus, this study
also posits that busitesses invest based on past patterns of taxation. The results
show that the total effect of these tax variabies is negative and statisticaily
significant. However, the cffect of curreat taxes on business investment is not
found to be significant. While the authors conciude that taxes appear to negatively
affect economic activity, they state it is difficult to measure the size of this

TSee Michael Wasylenko md Therese McGuire, "Jobs and Taxes: The Effecr of Business
Clirmate on Stazey’ Empioyment Growth Rates,” Natonal Tax Joumal (December 1985), pp. 497-51L

BSee Jay L. Heims, “The Effect of State and Locai Taxes on Economic Growth: A Time
Sezies-Cross Section Approach,” The Review of Economics and Statistics (1985), pp. 574-381.
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effect. Since their study is based on relative tax levels, it is difficult to translate
actual tax changes into changes in relative position, especially since states may
respond to tax reductions in other states.™

Kieschnick used 1977 data to analyze the impact of taxes on a state’s share
of gross mational investment for 13 manufacturing industries. Two tax variables
were used — an estimate of the actual taxes paid by a hypothetical firm for each
.adustry and a state's rank in an ordering of tax burdens for each industry. Other
factors in the model included average wage levels, labor productivity, energy costs,
unjonization rates, popuiation growth and density, income levels, industry
concentration, climate and weifare expenditures. Kieschnick's results did not show
any strong impact of taxes on investment. The variable for taxes paid was
significant for 2 of the 13 industries, but the estimated effect was positive in one
case. The tax rank variable was significant for five industries, with a positive
effect estimated for one industry. However, when the tax effect was statistically
significant, its size was very small.®

The final study of taxes and capital investmment was done by Papke using data
from 20 states and 20 industries. New capital investmeat per production worker in
a year was related to taxes and several variables that controlied for energy costs,
wage costs, indusuy concentration, and labor productvity. Tax differentiais were
measured as the after-tax rate of return om investment for each industry and
state, derived by 2 computer simulation model. Thus taxes are anot included
directly, but rather through their estimated cffects on investment profit rates. The
estimated effect of the after-tax rate of return variable was positive and
statistically significant This variable aiso had the greatest impact on invesument
amoag factors in the study.8

332  Analvsis and Conciusions from These Studjes

Econometric studies of interregional growth fail to provide conclusive
evidence concerning the impact of taxes on economic development. Although
several studies conciude that higher state and local taxes do deter growth, the
case for this conclusion is not strong. The inconsistent pattern of resuits, several
methodological questions and the smail impact of most estimated tax effects
together mitigate the evidence that taxes are an important factor in business

location and growth.

"Sez Brucs L. Benson and Ronaid N. Johnson, "The Lagged Impact of State and Local Taxes on
Yeonomic Activity and Political Behavior,” Economic [nquiry, pp. 389=401.

Bgee Kiescimick, pp. 74-78.

31 See Lesiie E Papke, "The Influence of Taxes on the Locaton of Mamufacmring Activity:
New Evidencs,” in James A. Papke, Ed, "Indiana’s Revenue Structure: Major Components and [ssues,
Part I1.” Center for Tax Policy Studies, Pardue University March 1984,
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Since the resuits across studies are so inconsistent, no recwrring, theoretically
supported evidence of negative tax effects emerges from the research. If there is a
sttong negative impact of taxes on economic growth, then we would expect it 10
be discernibie with some consistency and to operate in a similar way in different
time periods and for the same economic sectors. However, no such pattern of
evidence exists. Four studies (both by Cariton, Plaut and Pluta, and Kiescnick)
resuit in little or no demonstmated tax effects. Six ower studies suggest some
negadve tax effects, but the tax responsibie for the effect and the timing of the
effect differs in each study. Two studies (Bartik, Neuman) find that high corporate
income taxes coatribute to less growth while two find no effect from thir tax
(Wasylenko and McGuire, Plaut and Pluta). Personal income taxes are significant in
one study (Wasylenko and McGuire) but not for others. One study conciudes that
taxes deter growth when they finance transfer payments, yet two studies find
welfare expenditures are not important factors (Benson and Johnson and Wasylenko
and McGuire). Furthermore, some studies {Neuman and Benson and Johnson) base
their conclusions onr past taxes affecting current growth. This resuit is
counterintuitive since it suggests businesses do not coamsider current taxes but are
instead influenced by past information on taxes (as far as ten years ago).
Moreover, the results from a lagged tax effect differ from those studies that find
taxes affect growth in the same year.

The omiission of important controlling factors in several studies aiso weakens
the case for taxes exerting a aegative impact of economic growth. Only one study
inciudes population growth as a variable, yet population growth contnbutes to both
labor supply and market demand. Furthermore, there has been substantal difference
m state population growth rates during the periods covered by these stmudies. Few
saudies control for important state economic characteristics such as industry mix,
the age of capital stock or the life cyce stage for products produced in a state.
Yet these characteristics are poteatially important influences ca  business
investment and empioyment, especially in the frostbdt" with its concesntration of
mature industries and oider plants. Public services and expenditures are aiso not
included in some studies although these services benefit businesses and may affect
business investment decisions. Some studies that estimate a negative impact for
taxes, ¢.g, Neuman, include relatively few location factors. Given the failure to
control for important state characteristics that may shape growth, the resuits of
these studies may be overstating the tax effects.2

Most studies, including several that indicate taxes deter growth, either
conclude that factors other than taxes are the major determinants of growth or
atribute a relatively smail effect to taxaton. Studies by Carlton, Kieschnick,
Wasylenko and McGuire, and Plaut and Pluta all condude that factors beside state
and local taxes are the most important influences in state growth. Bartik finds that
tax effects are fairly smail and that modest changes won’t exert much influence on
business locations while Helms suggests that the overail effect of taxes may be
positive due to the impact of services that taxes support. Thus, the buik of the

DThis conciusion is supported by the fact that most studies left a large pordon of the
differences in growdi among states unexplained by their model - a result that suggesss they are
omitting important variables, If left-cue factors, such as populanon growth, were correiated with tax
lewvels, then these studies would attribute the effects of population to the tax varnables.
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econometric evidence on taxes and interregional growth supports the conclusions of
survey research that tax effects are not a major intfluence on business location and

¢conomic growth.

340  Evidence From I ional E  Studi

Within a state or metropolitan area, taxes may affect business iocation
differendy. Since many important location factors, such as wages, availability of
labor, market access and energy costs will be similar within a small geographic
area, the impact of tax differentials between communities may be ampiified. Several
studies over the past two decades have employed muitiple regression analysis to
estimate how taxes influence firm location within a region. Most of these studies
analyze busipess location or investment within metropolitan areas. Intraurban
studies have two advantages over the interregional studies. First, since tax
differentials across communities in the same metropolitan are primarily due to
property tax rates, there is copsistency in the tax variable used. Second, since
many location factors are the same within an urban area, studies have had to
control for fewer aon-tax related influences. In addition to property taxes, studies
have typically included measures of distance from the central city, transportation
access, labor supgly, aggiomeration, land availability and public services as
controlling factors.® While no consensus has emerged from these studies, some do
conclude that property taxes influence some types of business location with
metropolitan areas.

The first study of intraurban business location did not directly measure tax
impacs. Moses and Williamson studied expansions and reiccations by 2000 firms in
the Chicago area between 1950 and 1959, While no tax variable was used, a
"dummy” varizble indicated whether a location zone was predominanty inside or
ousside Chicago and served as a proxy for differences in tax rates, zoning policy
and other factors between Chicago and its suburbs, Distance from the centrai city
and an aggiomeration. measure were found to have statisticaily significant effects,

but the tax proxy variabie was aot statistically significant,

Schmenner used econometric models to predict three measures of business
location - the existing pattern of firm density, changes in firm density and
relocations ~ in four metropolitan areas during two time periods. In all, sixty
regressions were conducted. Two tax variables were used — effective property tax
and income tax rates. The income tax rate was never statistically significant. The
property tax variable was significant in only five regressions but with no
consistent pattern. Consequendy, Schmenner concluded that taxes were an
unimpeortant factor in firm location. He aiso observed that causation may rua two
ways. While lower taxes may induce firms to locate in a community, low taxes may

Bsee Wasylenko (1985), pp. 1920 for a brief discussion of factors in intyanrban firm location.

Mgee Leon Moses and H Wiliamson, Jr. "The Location of Economic Activity in Cities,”
American Economic Review 57 (1967), pp. 211-22.
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also resuit from a greater conceatration of businesses in a municipalicy.¥

Grubb used public expenditures and property tax rates to explain the degree
of suburbanization of employment for 106 metropolitan areas berween 1960 and
1970. He found that relative property tax rates were statistically i sgmt' cant and
conciuded that employment location is insensitive (0 property laxes. In a recent
study of frm births in the New Jersey-Maryiand-Virgi~1 ~egion, Howiand concluded
that local property taxes and the presence of 2 tasn abater.u. program did not
influence the intraregional location of new firms. Her resws, based on data for
the machine tooi and electronic components industries, found that separate
variables for effective property lax rates and the presence of a local tax
abatement program were not statistically significant. 5

Wasylenko and Erickson studied the destinations of firms relocating from
Milwaukee to its suburbs in seven major economic sectors. Firms from the retail,
service or financial sectors were assumed to choose a site based on profit
maximization, while the location choice in other sectors was modeled based on
minimizing costs. Effectve property tax rates were not statistically significant,
with estimates often indicating a positive effect. The authors concluded that fiscal
factors are ot an important factor in suburban site decisions.® However, when
Wasylenko later modified the study by omitting communities that appeared o zone
out commercial and industial land use, property tax rates were statstically
significant and bad a negative effect on the location choice of relocating
magufacturing and wholesaie firms.®

Three other studies seem to confirm Wasylenko’s latter conclusion that
property taxes influence intraurban firm location. Fox reiated the amount of land
in industrial use to land suppiy, market, fiscal and transportation access factors
for 43 Cleveland suburbs. While the initial resuits found that the property tax rate
was not significant, a regression that omitted 19 municipalities with no land in
industrial use (he assumes that these jurisdictions zone out industry) yielded a

Sclted in Wasyienko (1985), pp. 27-28. See also Roger Schmenner, *City Taxes and Industry
Location,” Harvard Business School, 1975, especiaily pp 49-50.

%Ses Norton W, Grubd, "The Flight to the Suburbs of Population and Employment, 1960-1970,"
Jourmal of Urhan Economicy 11 (1982), pp. 348-367.

8'7$eel\ff.':neFI;.':vnriand,"f"rox:ez'tsr‘l'amsand the Birth and Intraregional Location of New Firms,”
) : Re 4 (1985), pp. 148-154.

BGee M. Wasylenko and R. Erickson, "Firm Refocation and Site Selection in Suburban
Municipalities,” Journal of Urban Economics 9 (1980), pp. 69-85.

895ee M. Wasyienko, "Evidence on Fiscal Disparities and Intrametropolitan Firm Location,” Land
Economics 56 (1980), pp. 339-349.
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negative and stadstically significant effect for property tax rates.® Chamey
studied the density of manufacturing firms that relocated to communities wthinin
the Detroit metropolitan area between 1970 and 1975. Both iocal property taxes and
local income taxes were inciuded as location factors in his model. His resuits
indicated that property tax rates had a2 large negative and statisticailv significant
effect on relocation destination. The effect was strongest for large firms and
nondurable goods producers. No consistent, statistically significant effect was found
for income tax rates! In a third study, McGuire expiained the building permit
value for both new and exdsting firms over six years in 119 Minneapelis-St. Paul
area communities using the property tax rate and four other variabies. While the
property tax raie had a negative and statistically significant effect in two cases,
her resuits were not consistent, The properly tax rate was not significant when
building value per land area was used as the dependent variable, and when data for
1976 alope were used. McGuire concluded that there was only qualified support for
the hypothesis that taxes matter in finm location and that the extent to which

taxes matter is unciear. 2

No apparent conclusions emerge from studies of intraregional firm locaton
While four studies concluded that taxes do not mafter, three other stndies found a
strong relationship between property tax rates and firm location or investment
within a memropolitan area. One study uncovered qualified evidence that taxes
affected commercial and industrial building activiity. It is possibie, as Fox and
Wasylenko argue,” that the studies where taxes do not matter are flawed because
they do not account for the supply of industrial space. Studies that control for
communities where zoming prohubits industry, therefore, are better designed and
provide corroborating evidence that taxes matter,

While this point has some validiry, tnere are important problems that question
the conclusions of these studies as well. First, studies that omit communities that
zone out industrial land use an imperfect measure of site supply. The actual size
and number of avaliable business sites is not included in the model. Thus, densely
developed wban commmunities with existing industriai use, but a shortage of land
for expansion or new fimms, are innaccurately measured as suppliers of industrial
sites, Consequently, the paucity of new business location or investment may be
attributed to higher tax rates, whem in fact it results from supply shortage.
Second, the dependant variables used in several studies raise questions about the

R Cited in Wasyienko (1985), p. 31.

NSee Albert H Chamey, “Intraurban Manufacturing Location Decisions and Local Tax
Differentials,” Joumnal of Uthan Economics 14 (1983), pp. 184-205.

95ee T. McGuire, "Are Local Property Taxes Important in the Intrametropolitan Locagion
Decision of Firms? An Empirical Anaiysis of the Minneapotis-St. Paul Area” Journal of Urban

Esopomics 18 (1985), pp. 226-Z34.

RSee especially Wasylenko (1980), pp. 339-340 and Wasylenko (1985), pp. 29-31
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direction of causality. Fox and McGuire used property taxes to explain the amount
of land in industrial use and the value of building permits, respectively. However,
these variabies indicate the size of the tax base and, as Schmenner has observed,
can be a cause, rather than a resuit, of lower property taxes. The remaiting
studies that use actual firm location decisions apply only to firm relocations. The
wo studies by Wasyleako and Chamey omly provide evidence that relocating
manufacturers and, for Wasylenko, wholesaiers, may be influence. oy property
taxes. Thus their results may aot be valid for other location and invesmtment
decisions which are the major sources of job growth.

330  Simulation Studjes

The final approach used to assess the impact of state and local tax
differeatiais is to calculate tax bills and their effect on the rate of return for
hypothetical firms at different locations. Simulation studies use computer models to
mimic the operation of federal, state and local tax laws and estimate the tax bill
for firms with given characteristics at different sites. This method has a aumber of
advantages. First, it provides 2 estimate of actual tax costs in different states and
commumities that is more accurate than measures based on comparing total business
tax coilections to cither total state tax collections or total business income.
Simuiations use detailed information on firm characteristics such asset mix, location
of sales, and plant locations to estimate tax burdens. Second, the effect of taxes
can be isolated from other location factors. Simuiation studies usuaily assume that
all other costs are identcal at all sites apd thus estimate how tax differences
alone affect firms’ "bottom line.” A third advantage of simulations is that they
take into account the mteraction of federal taxes with state and local taxes.
Simuiations aiso incorporate the interaction of muitiple state tax laws into their
mﬁm % Finally, simulations can uncover how tax impacts vary by industry and

characteristics.

There are also limitations to tax simulation modeis. Since these models are
purely descriptive, they provide ao information on how the estimated differsnce in
tax burdens affect business investment and locadon. A second limitadon is that the
brypotheticai firm used for the simmuiation may not be representative of most firms.
Thus, the results may not reflect tax differences for many businesses. Finally, the
assumptions used in the simulation may limit the interpretation and universality of
resuits. While the assumption that all costs besides taxes are ideatical at all sites
helps isolate the impact of taxes, it clearly is not true for actual investment
decisions. Thus the tax advantages or disadvantages uncovered in a simujation
study may be urelevant for an actual investment because other factors nulilify the

tax unpact.

% ror exampic, the distribution of 2 firm’s assets among states usually influences its corporate
income taxes in each state. Thus, if a firm with faclitics in New York, Florida and Califormia adds a
ptant in Ilinois, this iovestment generates a tax bill in Mlinois and affecrs the allocation of its
income for taxation in the other three states Simulations can include this larter tax impact in
clcaiating the net effect of the Nlinois investment on the firms overail raxes
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Several states have used simulation studi¢s to evaluate the competitiveness of
their tax system. The advantages of tax simulations and their flexibility in
estumating the unpac: of specific tax law changes make them useful toois in policy
analysis. Tax commissions in Hawaii, {adiana, Massachusetts and New York have ail
used a simulauon modei to evaiuate the competitiveness of their tax svstem tor
business investment. With the exception of Massachusetrs, the same simulation
modei - AFTAX — has been used by each state.

AFTAX is a simulation model deveioped by James and Leslie Papke to estimate
how taxes affect the after tax rate of return on invesuments at alternative sites.”
This mode! assumes that the pre-tax rate of return is identical at all sites, Le., all
non-tax costs are identical across sites, and then applies federal, state and local
tax laws (o calculate the atter-tax rate of return. Consequendy, the results
measure how taxes alone affect profitability at varying locations. Federal corporate
income taxes, state corporate income taxes, state business franchise fees, state and
local sales taxes, and state and local income taxes are all included in the AFTAX
model. Representadve firms are defined for several manufacturing industries and
size classes, and assumptions are made about the location of a firm’s sales and
plants. The after tax rate of return is then calculated for a variety of situations.
First, a baseline esdmate of how profit rates vary by site can be caiculated.
Second, the tax impact of a new investment made at different locations can be
simulated. This latter simulation is often run both for "home state™ firms and firms
based in other states. AFTAX simuiations are also used to estimate the impact of
particuiar tax changes and tax incentives on profit rates.

Ag carly application of the AFTAX model compared Hartford, Connecticut to
ten sites in nime other states for investments by representative firms in ten
industries. When the firm was based in Hartford, the after tax rate of retum for a
new iavestment at alternative sites fell within a range of 2-3 percentage points.
For some industries, investing in the site with the highest return could boost the
recurn by dose to 30% over the site with the lowest return. A simulation to
measure the after tax retumn for home site investment for firms based in each

state showed a slightly narrower range of variation.”

AFTAX simuiations were also used 10 evaluate the competitiveness of
Indiana’s tax code. For Indiana based firms, expamsion investments in ejeven
out-of-state sites generally had higher returns than m-state expamsion. Across 13
industries, the average out-of-state return is ranged from 7-12% higher than in-
state investment. However, in some cases particuiar sites outside Indiana provided a
greater advantage. For exampie, an electromic components manufacturer which
expanded in Cameron, Texas was estimated to earn a return aimost 25% higher than

95See Leslie E Papke and James A Papke, "Microanaiytic Simulation For Anatyses of Interstate
Business Tax Differentiais,” Natjonal Tax Jourmal (September 1981), pp. 76-8S for a more detailed
description of the AFTAX modet,

%papke and Papke, pp. 78-83.
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investing in Indiana.?”7 When firms were assumed to be based at the out-of-tate
sites, expanmsion in Indiana was, on average, more profitable than home site
expansion, but the differentials were smaller and sites in four states had
consistently higher returns for local expansion.?®

A New York state study performed AFTAX simulations f{or invesmments in
seven industries at cight sites within New York and seven out-ofstate ;.57
Profit rates for new investments at a firm’s home site ranged from 10.2 o .2 -
a difference of just under 30% - with most New York sites comparing favorably to
sites in five other states. The same range occurred for out-of-state invesunents by
New York based firms and investments in New York (outside of New York City) by
firms based out-of-state. When out-of-state firms expanded in New York City,
returns varied from a high of 11.6% for Massachusetts based firms to a low of 8.4%
for firms based in Texas — a difference of 38%.'@ Simulations for several policy
issues found that relarively large changes in tax incentives, such as doubling an
investment tax credit from 6% to 12% had wivial effects on after-tax rates of
return.!91 Based on the AFTAX results and other evidence, the New York State
report coaciuded that differences in business taxes among states do not have a
large impact on after-tax rates of return and that changes in business taxes are
not an effective means to influence {ocation decisions,!®

Massachusetts’ Tax Reform Commission performed a similar study based on a
simulation model developed by Steven Brooks. Brooks’ mode! improves upon the
AFTAX model! by including state unempioyment compensation taxes and ailowing for
inflation. Howeves, it does not incorporate state and local sales taxes. In the same
mamer as the AFTAX model, Brooks’ anaiysis only considered how variation in
taxes affects rates of return; all other costs and factors were assumed to be the
same aczoss sites. Simulations were nm for representative firms in five industries

Iames A. Papke and lesile E Papke, "The Competitiveness of Indfama’s Business Tax
Strucatre,” in "Indians’s Revenus Sgucmre: Major Components and Issues,” Center for Tax Policy
Studies, Pordue University, Jamueary 1983, pp 65-68.

®paoke and Papke (1983), pp. 68-70.

9Sen State of New York Legislative Commission on the Modermization amd Simmplification of
Tz Admimstration and the Taxr Law, "Imterstare Business Location Decisions and the Effect of the
State’s Tax Structre on After-Tax Rates-Of-Returm Of Manufacturing Firms,” December 1984,

especially part II1.
100N ew York Legislative Commission (1984), Tabie 4, p. 57.
0INew York Legisiative Commission (1984), Tabie S, p. 67 and Tabie 6, p. 70.

102New York Legislative Comunission (1984), p. 75.
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making expansion invesunents at five sites in Massachusefrs and ten sites in ten
other states.!®

The Massachusetts study found that state and local tax differentials resuited
tn migimal variation i after tax-rates of return. For a hypotheucal firm where all
sales occurred in its home state, the after-tax rate of return om an expansion
investment in ail five industies differed by less than 1 percentage point berweer
the-site with the highest returm (EI Paso, Texas) and the one with the lowes:
return (Bala Cynwyd, Pennsyivania). When the highest and lowest sites are ignored,
the after-tax rate of return is virtuaily the same for ail sites.!®* When the
hypothetical firm was assumed to have ten percent of sales in its home state and
the remaining 90% in states where the firm had no investment, there is a greater
spread of returns on the aqew investment The largest difference between sites is 2
percentage points, but on average the highest and lowest sites differ by 15
percentage points which represents about a 10% difference in after tax returns.
Moreover, when the lowest and highest states are omitted, the difference in
returns drops 10 1 point!™ Much of the increased variation in returns for this
second simulation resuited from a tax law provision relating to the treatment of
sales in states where the firm has no income tax liability. However, in practice,
this ruie is easy to avoid and is raxely applied.

Brooks also simulated the effect of eliminating all state and local taxes. His
study included an "empty site" where only federal taxes existed. The after tax rate
of return at this emply site, on average, ranged from 10% to 16% higher than the
return at the site with the lowest return. Therefore, the maximum impact state and
local taxes wouid have or profit rates was found to be fairty moderate.!%

While simulation studies found differences in profitability due to state and
local taxes, these more precise estimates show far less variation than most other
estimates of overall business tax burdens. These four simuniation studies ail estimate
that tax-related differences m proficability fom anew investments can vary across
states by as much as 10 to 30% Other gross measures of business tax burdens
have estimated differences of 100% and upward. Thus, simuladon model resuits

tax-mduc:d dxffemca i proﬁ:abaxty appear modes: in companson with the effect
of differences in other factors such as market access, availability of skilled labor,
wage levels, transportation costs, and eaergy costs across states. Thus, evidence
from simulations supports other evidence that state and local tax differences are
uniikely to exert a major influence on business location decisions.

1035ee Brooks, et.al. pp. 28-33 and Appendix B for an axpianation of the model and his anatysis.
104Brogks, pp. 3942
WBrooks, etal, pA43.

106Sae Brooks, et. al., Tables 2 and 3, pp. 41 and 44
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4.0 The Indirect Effect of Taxes on Pooulation Movement

While the evidencs on the direct impact of tax costs generally supports the
view that raxes are not a2 major influence on business location, it is also possible
that taxes may indirectly affect economic growth through their influence on
popuiatio:: movement. According to tis hypothesis, people may cr. 's¢ their
residentia; location in part by the leve of taxation, and jobs then follow people (o
areas witil greater population, This theory has been proposed by Wasylenko who
argues in two recent papers that personal income taxes affect economic growth by
influencing personal location and the availability of labor.'%”

An indirect tax-induced influence on business location is based on two causal
reiationships. First, population location must shape business [ocation, Le., jobs must
follow peopie, Second, population location choices must be effected by tax levels.
Evidence on these two relationships is reviewed in this section. While empirical
studies support the theory that jobs follow peopie, the limited research on the
effect of taxation of residential location is inconciusive.

4.10  Popuiagion and Empiovment Location

The relationship of population and employment location is likely to be a
mutually dependent one. Movement of population to an area should attract firms
that seek access to consumer markets and a labor force. On the other hand, people
are likely 0 locate where there are greater empioyment opportunities. However,
there is much debate on which effect is larger. Is the tendency of jobs to follow
people songer than the tendency of peopie to follow jobs? The answer to this
question may weil depend on the geographic area studied. Within a metropoiitan
area, where people have relatively good access to jobs throughout the area, the
choice. of residency may be less dependent on empioyment locations. However,
businesses in the retail, transportation, and service sectors that directly serve
consumers, might then follow the pattern of population location. Across regions,
mdividual migration is more likely to be affected by empiloyment opportunities and
the tendency of peopie to follow jobs may be greater.

Several studies of surburbanization indicate that, within a metropolitan area,
jobs follow people to a greater extent than people follow jobs. These studies, for
the most part, rely on separate e¢conometric models to simuitaneously expiain
population movement with empioyment shifts and changes in empioyment location
with population movement. The results of the two separate models are then
compared to identify which effect is stzonger. A 1974 study by Steinnes and Fl.aer
concluded that the location of employment did aot have a significanr -:ffect on

107See Wasylenko (1985), pp. 19 and 38; and Wasylenko and McGuire (1985).
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residential location.'® In a later study of 15 cities, Steinnes found that populaticn
location had a positive and statistically significant effect on manufacruring
employment location, but for population location the etfect of manufacruring
employment was negative and statistically insignificant. The same relationship was
observed for service employment'® An extensive study of urban decline by
Bradbury, Downs and Smail aiso coaciudes thar "the 1960-70 intramewopolitan
rcsultr;wsuggcst that jobs followed people quite strongly and people followed
jobs.”

Across regions, population growth aiso appears to have a stronger effect on
employment growth than empioyment changes have on population location. A recent
study of 3000 counties by Carolino and Mills identified a very strong effect of
popuiation growth on job growth while the opposite effect was fairly smail. Based
on estimates that a 10% increase in population leads to 4.9% growth in employment
but that a 10% increase in jobs only leads to a 1.1% rise in population, the authors
conciude that "county population seems to attract county employment more than
county employment attracts county population, !}

While Bradbury, Downs and Small found that both population growth
determined employment growth and employment growth affected popuiation growth
in 121 metropolitan areas, the impact of population on jobs growth was graater
during the first haif of the 1970s.!2 Similarly, Muth’s study of growth in urban
areas during the 1950s uncovered mutual dependencs between population
in-migraticn and employment growth, but the effect of in-migration on job growth
was larger.!3 A swmudy by Greenwood found that population migration had its
strongest effect on the location of government and aonmanufacturing employment

mcmmaogu-: VmghanmdeE.Vogd.

105ee Donaid N. Steinnes, *Causaiity and Intraurban Location.” Joumnal of Urban Economicy 4.
No.l, pp. 69-79. Steinnes aiso cites three other studies that support the view that jobs foilow peopie
in intraurban (ocation.

0% stherine L. Bradbury, Anthony Downs and Kenneth A. Smail, Urbap Dedline and the Fungre
of Americgn Cities (Washington, D.C.: The Brookings Instimtion, 1982), p. 104.

1iSee Gerald Carino and Edwin S. Mills, “Do Public Policies Affect County Growth?,” Business
Revigw, Federal Reserve Bank of Philadeiphia (July/August 1985), pp. 3-16.

128 radbury et al, pp. §5-91 and 104.

113Gee Muth, "Migration: Chicken or Egg,” Southern Economic Journa 37, Ne. 3, pp. 295-306.
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location.}1* On the other hand, Olvey found that in-migration responded to
employment growth, but the effect was twice as high for noncontiguous states than
for contiguous states.!’ This larer reésuit suggests that the tendency of people to
follow jobs is stronger across regions than within regions.

Despite the difficulty of econometric modeis to completely conuol for the
magy factors that shape population and employment locatior -h12 consistency of
-esults in gumerous studies over several fime periods provides ...ong evidence that
jobs do follow people, both within and across states. With this relationship fairly
well established, it is necessary to consider the effect of taxes on population

lecation.

420 Taxes and Popuiagion Location

Unformnately, the literature on how taxes affect residential location is fairly
limited and has produced mixed results. There is no strong evidence that taxes
effect migration across regions and studies of tax-induced inraurbar popuiation
movement have yielded some cooflicting results. The difficuity in obtaining
consistent resuits undoubtedly reflects the compiexity of influences on popuiation
movement and residential location.!’® Another problem resuits from the interaction
between taxes and population. On the one hand, population growth increases public
service needs such as schools, sewers, and police and fire protecion which in tumn
require more taxes. This situation suggests population growth is associated with
higher taxes. On the other hand, population growth and associated development of
an area may increase the tax base and reduces tax rates and average tax burdess,
suggesting a negative relagonsinp between taxes and popuiation growth. In either
case, sincs population growth can affect taxes as well as taxes affecting population
locadon, it is difficuit to interpret the meaning of study condusions. This is
particularly problematic since these studies have oot used the type of simuitaneous
models appiied to study the interaction of population and empioyment growth.
There have also been a0 studies that test Wasylenko’s hypothesis on the negative
effect of personal income taxes on population location.

Carddino and Mills found a negative and statistically significant effect of per
capita taxes on county population growth. However, the effect was smail and the
authors conclude that "public policies, such as taxes, crime rates and Industrial
Development Bonds (IDBs) exert little impact on either county population or total

14Citeqd in Michael J. Greenwood, “Research on Intrnal Migration in the United Statess A
Survey,” Joumal of Econemic Literarurg 13, pp. 397-433; and m Vaughan and Vogei, i »4.

WCited in Greetwood, p. 420,

USFor a detailed discussion of factors it population migration, sce V . pp-
21-34; and Greenwood Vaughan and Voged i what influences residential location choke
and syburbanization on pp. 52-84




employment growth."'Y7 This result may reflect the fact that service needs, and
thus taxes, are likely to be lower for areas with less population growth. Cebula, in
two studies of migration across states and metropolitan areas during the 1960s,
found that per capita property taxes and welfare benefit levels had a negative and
statistically significant effect on migration to a state by whites. Black migration
was not affected by taxes but was positively affected by weoifare benefits. The
author concfudes that whites avoid locations with greater redistributive fscal
policies.}i8

For intraurban population location, Mayo analyzed the effect of tax and
expenditure policies on the probability of a person choosing a location in an urban
area. He conciuded that public services and taxes are not a2 major location
factor.'® Grubb’s analysis of growth in 106 metropolitan areas berween 1960 and
1970 conciuded that tax rates affected the out-migration of high income families
and whites from central cities.'® Other studies suggest that high income persons
seek communities with homogeneous high income populations to minimize the taxes
paid to support redistributive policies.'® Bradbury, Downs and Smail found that
the greater a «ty's tax burden relative to its suburbs, the slower the dity's
relative popuiation growth. They also found that the greater the fiscal disparities
between a city and its suburbs, and the smailer the geographic jurisdicton of the
city government, the more residents avoided living in the city.'2 Both resuits
suggest that suburbanization is affected by tax disparities. However, the same
authors found no relatonship between tax disparities and income growth for
communities within a metropolitan area and thus found no evidence diat high
income residents avoid living in ceatral cities due to high taxes or redistributive
polices.'2 Vaughan and Vogel, in their review of the causes of suburbanization,
conclude that differential tax rates have not beern a2 major influence in the

7 Carting and Mills, p. 13.
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19Cited in Vaughan and Vogei, p. 75.
120See Grubb, p. 358,
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decentralization of population in urban areas.'2*

In conclusion, the impact of taxes on popuiation location is unciear. There are
too few studies on taxes and interregional population migration to justify any
conciusions. For intrametropolitan areas, several studies have found that higher
taxes are associated with siower population growth or cut-migration. However,
other studies do not support these findings, Moreover. *he<a studies do not account
for the potential effect of population changes on &z 3 and do not controi for
many aon-tax factors affecting residential location. Consequently, both the meaning
of these results and the relative effect of taxes on popuiation location are
uaresolved. Thus, there is currently no surong evidence that taxes are an important
influence on popuiation location choices either across or within regions, but it is
also not possible to conclude that no such effect exists.

meghmandV_egﬂ.p.S‘.
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5.0 Conclusions

Given the large amount of taxpayers’ money at stake in tax incentive
programs and gemerai tax deductions aumed at stimulating economic growth, the
burden of proof for using tax incentives and reductions (0 stimulate growth should
rest with the advocates of tax correscions. However, the wealth of research
summarized in this paper fails to suzport the position that state and local taxes
are ap important factor in business loeation decisions or overall economic
deveiopment. On the contrary, the weight of evidence lends support (0 the
conclusion that taxes are not a major influence on state economic growth. While
studies do not rule out the possibility that taxes influence growth in some
circumstances or for some economic sectors, several types of research provide
strong evidence that taxes are a minor factor in firm location while other research
is inconclusive. Therefore, state policymakers would be wise to ignore the pleas for
lower taxes or (ax incentives and concentrate instead on other policies with
greater promise in fostering economic development.

The followng lessons that emerge from this analysis and literature review
lend support to a ¢conomic development policy that rejects the use of state tax
expenditures to stimuliate job creation.

o State and local taxes are only one factor among many in compiex
plant location decisions. Firms consider access to markets,
availability of labor and materials, costs, local amenities and
integration with other facilities when choosing a plant site. Taxes
enter the equation as one part of the cost factor.

0 As a direct cost to business, state and local taxes are smail and
the variation in other costs, such as labor and transportation,
overwhelm interregional differences in taxes. When the impact of
taxes on profit rates for new investment is measured, fairly modest
differences in rates of return are attributable to state and local
taxes.

0  Business exscutives themselves, in numerous surveys conducted over
three decades, consistently point to factors other than taxes as the
major items that they consider whem making location decisions.

0  The interstate impact of taxes on economic development is further
mitigated by the [imited type of business investment decisions
where taxes are considered. N2<w business start-ups and on-site
expansion, which account for a large share of job growth, are
insensitive o tax considerations. Firm or plant relocations are most
likely to be influenced by tax costs but account for a very smail
share of job growth. New branch piant locations are one important
source of job creation where taxes are a location factor, although
a secondary one. Consequently, interstate tax differentials are
irrelevant for investment decisions responsible for a majority of
state job creation.
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o  Econometric studies that have attempted to measure the impact of
taxes on state and metropolitan economic growth are inconclusive.
Most studies of taxes and interstate growth support the view that
taxes have little or no effect on state economic development
although some have found a negative impact. Research on how
taxes influence firm location within a metropolitan area have mixed
rr-le with some finding no effect while others poirt to higher
pi.perty taxes retarding firm location. Severali me:hodological
problems in these studies further [imit their vaiue as a guide (o

policy.

While these conclusions argue against using tax concessions to foster
economic development, they do not imply that states can ignore tax policy
altogether. States must be particularly concerned with large tax differences within
metropolitan areas where the potential for taxes influencing location choice are the
greatest. There are sound fiscal policies that states can foilow to minimize the
opportunities f{or taxes to deter business invesmment and residential location. These

policies inciude:

0 Rely on a balanced set of taxes to avoid very high tax rates on
any individual tax that might push a firm away from a state.

o  Follow fiscal policies that maintain stable revenues and avoid large
and highly visibie tax increases or sermice cuts which may convince
firms that they face an unecertain future with further tax increases
or service cuts,

o Expand state aid to local communities and asswme program costs,
such as welfare, that impose large costs on poorer communities, to
equalize the fiscal health of local governments and thus reduce tax
differences among communities in the same megopolitan area.




ATTACHMENT IV

Tax Items Enacted That Have Significantly Affected Business:

1985, 1986, and 1987 Sessions?

Income Taxes:

l. Credit for increasing employment level by ten percent under a training
agreement with a community college. The amount of credit is equal to six
percent of the total wages for the additional jobs which are taxable for
determining the contribution to the unemployment insurance fund.

2. Creation of JIowa alternative minimum tax patterned after the federal
alternative minimum tax in place of former percent of the federal minimum tax.

Property Taxes:
1. Tax on personal property completely eliminated.

2. A city or county may provide an exemption from tax of the actual value
added to industrial real estate by the construction of a research-service
facility which 1is a building or group of buildings devoted primarily to
research and development activities.

Sales, Services, and Use Tax Exemptions:

l. Industrial machinery, equipment and computers and their depreciable
replacement parts that are used by an ingurance company, financial institution,
or commercial enterprise in processing tangible personal property or in
research and development of new products or processes or in processing or
storage of data or information.

2. Farm machinery and equipment and their depreciable replacement parts
which are self-propelled implements or implements customarily drawn or attached
to self-propelled implements used directly and primarily in the production of
agricultural products or which is a grain dryer.

3. Commercial vehicles weighing thirteen tons or more used substantially in
interstate commerce.

4., Fuel vsed for heating and cooling livestock buildings.

5. Design and installation of new industrial machinery and equipment
including electrical and electronic installation.

6. Expand definition of processing with regard to the use of services by a

manufacturer of food products.

Attachment,IV
mg/dg/ 20
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ATTACHMENT Vv
INDIVIDUAL STUDY COMMITTEE MEMBER ATTACHMENT
FROM

SENATOR CHARLES BRUNER
REPRESENTATIVE MINNETTE DODERER

INFORMATION NOT GENERALLY WELL EXPLAINED (N
THE ANALYSES OF A VARIETY OF
INCOME TAX REFORM PROPOSALS

1. lowa’s Competitive Position: Perception And Reality.

2. Where lowa Stands With Other States On The Top Réte.
3. Shifts In The lowa Tax Burden -~ 1983-1987.

4. How Tax Incidence Should Be Evaluated.

8. How "Soft” Tax Incidence Data Is: Revenue vs. Peat,
Marwick, and Mitchell.




I0WA’S COMPETITIVE POSITION: PERCEPTION AND
REALITY

Iowa’s overall tax system has always been moderate in the sense that [owa’'s ranks
about in the middle among states in its overall state and local tax incidence. These
taxes support and educational system and economic infrastructure thit probably are
considered above average among states.

Nevertheless, over the past half dozen yeirs, as "tax competition® among the states
has intensified (much to the dismay of many state government lsaders, who
nonetheless feel compelled to be a part of that competition), lowa has been cited as
having an "uncompetitive” climate for economic development because of one of ancther
specific adverse tixes on busiress. Business organizations and groups have used the
media and lobbied the legislature ¢or tax changes to make lowa more caompetitive,

The underlying theme of this effort has been that an anti-business tax policy has
seriously affected Iowi’s economic development. This has proved to be a very
effective lobbying theme (although hardly supported by overall state tax policy).

The first recant push for repeal of an adverse tax was the sdles tax on machinery armd
equipment, At the time, business leaders and a tax study commitiee indicated that
this sales tax constituted an obstacle to economic develcpment and, if corrected, would
place [owa in a competitive position with respect to taxation,

When the General Assembly eliminated the sales tax on machinery and equipment,
organizations lobbying for that elimination did not go ocut and say, “Now we can sell
Iowa." Rather, new adverse taxes were iden*ified,

The next adverses tax on the list became lowa’s unemployment compensaticn rate, with
a2 Governor’s task force called together shortly after passage of the repeal of the
machinery and equipment tax that cited unemployment compensation law as a major
impediment to attricting new industry. That issue now has been addressed (again,
with little if any positive publicity for the state).

The current adverse tax that is cited as an obstacle tc Iowa’s being competitive is its
top published individual income tax rate, which most people admit is more a perception
problem than a problem based in reality.

Again, this issue has been drought forth and publicized by [owa itself. We have
pointed to our own presumed “black eye” and said, “Stop being anti~business,
government leaders.”

If this top rate is substantially reduced, new areds of potential attack include the top
published corporate income tax rate and the top workman’s compensation benefit,
There will always be some tax to mobdilize against as putting lowa in an
*uncompetitive” positian.




408 UHERE 10WA STANDS COMPARED TO DTHER STATES ON
ITS TOP PERSONAL INCOME TAX RATE

The following orovides information on states with top marginal published tax
rates and top marginal effective tax rates above what lowa’s would be ynder
the proposed compromise plan offered by Democrats,

TOP MARGINAL PUBLISHED TAX RATE:
1987 TAX YEAR

DKl ahOMaA . s vsevrsestssrseassesesscsasacnscasssannase 17.0 4 11
MOMtANad. i o ersavnsestsssstsansssssanssssssnssvns 12.1 ¥ {23
NOrth DaKotadeeeeaarstossacsesscassoassnsnnsarceese 12.0 4 (3]
Connecticut.scirerretatnsctvssescanssnsassncsess 12.0 % (4]
IOWA L vt s soverserenconcasensncessssasssssasssssese 11.9 4 13]

L1l Provides the option of filing without federal deductability, with 2 top rate of é %,
2] Allows full federa] deductability, Has a {0 % surcharge bringing top rate from
11,0 % 10 12.1 % which expired in two years. {31 Provides the option of filing without
federal deductability, and using a percentage of the federal, (4] Provides for
taxation of a very limited set of items (interest and dividends) at 12 %, and also taxes
net capital gains at 7 %. [3] Provides for full federal deductability and gives
preferential tax treatment to capital gains.

TOP MARGINAL EFFECTIVE TAX RATE:
1987 TAX YEAR
(Adjusts for federal deductability and capital gains)

Distr‘ict o‘ co]umbia......Il.‘......'.l.'......l 11.0
Hmaii.l.....‘.l.l..‘.....I..l.'.l.'...‘l.'.l.'. 10.0
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Hiﬂn.!dti........-.--.-.....-.....-...........-.

Or.gon...I.l.ll‘....l.l...ll.‘l'..l‘-'...l.....l

(11

o.,ew‘r..cc.l.!0Ul.COl.o.loo..o'oao..co.caov.o.‘
NOW YQPK...G.voo-oc.o.o.nal.t.-oc.lono-uonnlocla

N.w H.xico...."..“..I.l‘l..l.'..l...l......l..
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Montanai....0."...".100l....l.l.'ll!...l.l.!.l
10WA (full coupling and 5 % rate Cut)...coouresn
Arkansas.....‘ll.l.l-...l.‘--.I.l.l.'..l.!‘.l'.'
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4] Vermont and Rhode Isiand both base their taxes on a percentage of the federal
tax, which in {987 means their top tax rate is equal to that presented in the chart, {21
Montana and lowa both allow full fedaral deductability, which brings down their top
published rate by 38 % (the top federal tax rate in 1987), (3] lowa proposal would
allow the 60 % exclusion for capital gains, whith for the average top tax rate filer will
bring down effective taxation by approximately 2.5 %.




SHIFTS IN THE I10WA TAX BURDEN --~ 1983-87

During the past five years, which coincide with Governor Branstad’s term in office, the
state has undergone a numbder of financial difficulties and deen called upon to provide
a number of "economic development” tax policies. During this zeriod, there have been
several major tax increases, virtually all of which have been regressive in overall
impact. They have been ysed in part to finance state government as a whols, and in
part to provide for other initiatives designed to sarve as incentives for economic
development. The following lists the major tax increases and the initiatives adopted
to serve as incentives for economic development.

MAJOR TAX INCREASES FROM 1983 THROUGH 1987,

{. ONE CENT SALES TAXINCREASE. 1983. CIRCA $ 180 MILLION IN GENERAL FUND
REVENUE.

The sales tax, even with the exemption for food and drugs, is generally considered to
be the most regressive tax levied on lIowans. Its tax incidence is more than twice as
great on the lowest quintile of Jowa families as it is on the top quintile of lowa
familles.

2. GASOLINE TAXINCREASE. CIRCA $ 40 MILLION IN RCAD USE TAX FUND
REVENLE.

The gasoline tax is sim{lary considered to be a regressive form of taxation.

3. ENACTMENT OF A STATE LOTTEDY. 1986. CIRCA $ 43 MILLION ANNUALLY IN
INCREASED COLLECTIONS OF MONEY FROM THE CITIZENS OF IQWA.

Although a discretionary form of revenue generation because people make the cheice to
purchase [ottery tickets, the actual tax incidence of lottery sales falls very heavily on
low and moderate income lowans. Studies have shown that lottery revenue collections
ary more regressive in impact than esither sales or property taxes.

4. RETENTION CF THE WINDFALL FROM FEDERAL TAX LAW CHANGES: AND LIMITED
COUPLING EFFORTS. 1987 SPECIAL SESSION. CIRCA $ 40 MILLION IN INCREASED
STATE TAX COLLECTIONS.

Of the $ §0 million collected, approximately $ 43 million comes from individual income
tax returns, with the lowest income and highest income taxpayers having the greatest
proportional increases in their tax burden. Except for the very upper taxfilers, the
effect of the special session tax law is slightly regressive with respective to
individual income tax. Increased corporate income tax collections as a result of
coupling represent the other $ 1S million in tax collections. This coupling was
preferred by business groups over leaving the state uncoupled, for reasons of tax
filing simplicity.

ECONOMIC DEVELOPMENT INCENTIVES AND INITIATIVES

{. REPEAL OF THE TAX ON PURCHASES OF NEW MACHINERY AND EQUIPMENT.
198S. CIRCA $ 35 MILLION IN REVENUE L0SS TO THE STATE.
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The major beneficiaries of this repeal are large manufacturing interests. The General
Assembly enacted this repeal after several study committees identified Jowa's
business climate as being competitive with other states with respect to taxation
except for the impesition of this particular tax {e.q., the tax study committee and the
Garfield=-Swartz study).

2. COMPLETION OF THE PHASE-QUT OF THE PERSONAL PROPERTY TAX. 1983-2.
CIRCA $ 25 MILLION IN REVENUE REPLACEMENT COSTS BY THE STATE.

The beneficiaries of the final phase-out of the personal property tax are the largest
businesses in the state. Again, one of the primary reasons for completely phasing out
the personal property tax was to remove an impediment to economic development,

3. RESTRUCTURING OF THE UNEMPLOYMENT COMPENSATION PROVISIONS. {987.
CIRCA 8 23 MILLICN IN REDUCED EMPLOYER PAYMENTS INTO THE SYSTEM.

The 19687 action of the General Assembly removed ancther provision that the business
community had cited as being an impediment to economic development.

CONCLUSION

Over the last five years, changes in lowa’s tax law have made loewa’s tax collections
decidedly more regressive. The tax incidence for financing state governmant has
shifted to a degree from corporate interests to low and moderate income taxpayers,
and increased revenue sources have come from regressive forms of taxation.




THE COOPERS & LYBRAND HYPOTHETICAL CASES-
10WwA FAMILIES AND STATE INCOME TAX

At the Des Moines Register’s regquest, Coopers and Lybrand developed eight
examples of Iowa taxfilers to demonstrate the effects changes in lowa tax
laws would have on different Iowa tax liabilities., In running these
examples, Coopers and Lybrand did not take advan:age of lowa’s option for
married taxpavers to file separately,

This analysis takes advantage of lowa’s option for married taxpavers to file
separately, It reviews four different scenarios: (f,) what the taxfiler
paid in 1984 taxes, (2.) what the taxfiler will pay under special session
tax taw changes and in 1987 taxes, (3,) what the taxfiler will pay under the
proposal of the tax committse in 1987 taxes (cCoupling and a 10 % rate cutl),
and <4,) what the taxfiler will pay under the modified tax committee
proposal (coupling and a $ % rate cut),

Most important, this analysis provides information ca the percentige of the
taxféiler’s income paid in state income taxes under each proposal, This
information can be used to suggest the relative progressivity of each of the
four Scenarios.

Five of the eight exampies are provided here, as they represent families at
different income levels, where comparisons of tax incidence can be made in
terms of progressivity,

Z DF INCOME PAID IN I0WA TAXES UNDER
DIFFERENT TAX PLANS
C& L Family
1984 Special Tax Com, Modified

Tax Year Sessign Proposa]l Proposal
$ 25,180 Farm Fanily 4,1 4 4,4 % 3.9 % 4.0

$ 24,900 Shop Owner Family 3.7 % 4.0 % 3.4 %

$ 30,206 Blue Collar Couple 2.9 % 3.3 % 2.9 % 3.1
$ %8,100 Upper-Middle Class Family 3.0 % 3.0 % 3.3 4 3.4 %

$ 161,000 Executive Couple 3.4 % 3.9 % 4.7 4 4.3 %

. -

CONCLUSION: Both the 1984 and the Special! Session taxes are regressive as
far as the five identified families go. The latter two proposals tax the

first three families at a slightly Jower rate than the last twe families,
but at best are oniy slightly progressive in overill impact on the families.
They do have greater progressivity than the 1986 or Specii) Session tax
systems.




COCPERS & LYBRAND FAMILIES

Farm Family. Family of five, with farm income generating $ 23,100. Do not
itemize or have IRAs. File jointly,

1986 Tax -- ¢ 1030 (4.1 J of income)
Special Session Tax -- ¢ {110 (4.4 30
Tax Committee Tax ~— 8§ 990 (3.9 0
Modified Proposal Tax -=- ¢ 1010 (4.0 0

Shop Owner Family. Family of four, store nets $ 246,900 in income. Spouse
has IRA, do not itemize. File jointly

1984 Tax == ¢ 1000 (3.7 % of income)
Special Sessjon Tax -- 8 1070 (4.0 )
Tax Committee Tax -~ % 760 (3.4 /)
Modified Proposal Tax ==~ ¢ 980 (3.&0)

Blue Collar Family. Family of four, factory worker income $ 25,100,
part-time clerk income of spouse ¢ S000. Itemize deductions. File
separately,

1984 Tax == 8 9200 (2.9 % of income)
Special Session Tax =~ ¢ 970 (3.3 %
Tax Committee Tax -- ¢ 880 (2.9 )
Modified Proposal Tax == 8 940 (3.1 %)

Upper middle-class couple. Family of four, two incomes of $ 30,100 and
$ 25,000. ¢ 1000 in capital gains income, ¢ 1500 in municipal! dbond
interest, Two ]RAs, itemize deductions, claim child care tax credit.

1986 Tax -—— ¢ 1740 (3.0 X2

Special Session Tax -~ 8 1720 (3.0 4
Tax Committee Tax ~- 8 1911 (3.3 4
Modified Proposal Tax -- 8 1980 (3.4 0

Executive couple. Family of two, salaries of $ 121,000 and & 30,000,
Capital gains income of ¢ 10,000. Two IRAs, husband has 40! (k) plan and
defers $ 18,000. Tax shelter losses of $ 20,000 and investment interest
expense of $ 15,000, ltemize.

1986 Tax -~ ¢ 3320 (3.4

Special Sessjon Tax -= ¢ 4320 (3.9 0
Tax Committee Tax =~ 8 7390 (4.7
Modified Proposal Tax == ¢ 7310 (4.3 %)




THE TAX IMPACT OF COUPLING -- NO AGREEMENT ON
TAX INCIDENCE

The Department of Revenue has provided estimates of the effects of
various changes to state income tax laws, including the effects of
coupling with federal! tax law provisions. Their estimates are based
ypon a number of assumptions Of taxpayer behavior,

The Policy Economics Groyp of Peat, Marwick, and Mitchell provided a
different set of estimates of the effects of changes to state income tax
laws as a result of coupling, The Policy Economics Group uses data on
lowa taxpayers that contains sybstantially more information than that
used by the depariment of revenue. The Policy Economics Group has
.provided such services to a number of states and to the Congressional
Budget Office, and states such as New York have used their estimates in
tax grojections.

Because the assumptians made by the Department of Revenue and the
Policy Ecenomics Group differ, their estimates of the revenue generated
from coupling also differ. These differences are most pronoynced with
respect to high income taxfilers,

According the the Department of Revenue, the increase in taxes for
Iowans making over $ 100,000 per year is over 32 4, According to the
Policy Economics Group, that increase is estimated to be 1t .

Virtually all experts have urged caution for states in estimating
revenue returns from coupling with federal tax law provisions, and urge
states to be very conservative in estimating revenyes. The Policy
Economics Group are much more conservative in this respect than the
Department of Revenue’s.

The following two table provide the ¢stimates made by the Department
of Revenue and Peat, Marwick, and Mitchell both for coupling with tax
taw changes and for coupling and also reducing tax rates J0 Z. While
the Department’s estimates suggest that either measure i3 a very
progressive tax change, Peat, Marwick and Mitchell’s estimates suggests
that either change has, for the most part, a similar effect on different
income classes and is neither particularly progressive or regressive,




TAX POLICIES ACCORDING TO THE STATE DEPARTMENT OF REVENUE --
LIABILITIES BY INCOME CLASS FOR STRAIGHT COUPLING AND
FOR COUPLING WITH 10 “% RATE REDUCTION

STRAIGHT COuPING ONLY COUPLING AND 10 ¥ CUT
Adjusted Gross Number Current Coupling Percent Coupling Percent
lncome Class Returns Lliabillty Liabllity Change Less 10% Change
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Over 100,000
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198,530
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40,863
38,404
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10WA DEPARTMENT OF REVENUE,

$22,008,142
$117,949,749
$180,247,308
$177,049,088
$119,432,824
$110,94%,892
$35,334,813
$683,739,0818

844,949,434
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$24,470,872
$130,014,147
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$44,301,021
$110,748,22%

993,254,861

1988 STATE FISCAL YEAR,
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TAX POLICIES ACCORDING TO PEAT, MARWICK, AND MITCHELL --
LIABILITIES BY INCOME CLASS FOR STRAIGHT COUPLING AND
FOR COUPLING WITH 10 ¥ RATE REOUCTION

STRAIGHT COUPLING ONLY COUPLING AND 10 % RATE CUT

Adjusted Gross Number Current Coupling Percent Coup) ing Percent
Income Class Re turns Liability Liability Change Less 10 % Change
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Over 100,000

SOURCE: PEAT, MARWICK, AND MITCHELL.

400,547
273,004
198,530
124,964
60,88%
38,404
7,456
7,082

1,123,636

$22,008,142
$117,949,749
$180,267,308
$177,049,088
$119,632,826
$110,945,892
$3%,334,813
$93,739,818

$844,949,636
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