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O n OftolKT 7, 19H5. the WaxhinKtun Post reported:

Ch-yidrr, MitHuhhthi Sol J»inl U.S. Venture

Chryrder (‘or]), umi Mitsubishi Motors Corp. lost nielli
signed a $501) million agreement lo build IHO.UOO subcoin
pool ours n your in the United Slutes. lieginning in I19H9.
according to industry sources....

The plunlisto Imbuiltin the HloomingtonNorrnul, IlI.
area, according to the Associated Press Toullruct the
plant, the AP re|H»rled. the stuleof Illinois und Blooming-
lon-Normal offered the automakers about $10 million
worth of lund. $20 million in local real eslule tux breaks
over 10 years und various other incentives valued conser-
vatively ul more thun $100 million.

The joint venture between Chrysler und Mitsubishi is
expected lo yield 2.500 (iroduclion jobs und 9.000 jobs in
reluted industries when the plunl is O|>cruling on two
shifts, the sources said

Announcements sui h us that ol the Chrysler-Mitsubishi joini
1) S venture liuve ripple effects throughout state legislatures and
other sluU- bodies involvis] in economic tlevt-lopmeni policy und
programs The clear implication of the urliclc is Iliul the new futil-
ity was "attracUHI" to the Hloomington-Normul urea hecauae of
the package of incentives offered hy the slute und locality. Aa a
consequence of this type of informal”' ,f Misinformation, slutes
and local governments hove joined the rare to provide liroud and
expensive packages of industrial assistance.

Since 1975, stale subsidies/incentives lo business have pro-
liferated. Stales now offer a broad array of incentives lo firms
locating, expanding, or agreeing lo remain in their jurisdictions.
These include loans, loan guarantees, directinterest subsidies, lund
wriu-downs. tax-exempt financing, and equity and neur-equily in-
vestments. and in a few cases, outright grants (Table I).l The
centerpiece of most slate indu-Iriol finance programs, however, is
lax concessions in the form of exemptions, deductions, credits, and
abatements | This arruy of stale and locul subsidies lo industry bus
lhh-ii descrilKsJ as a "well-stocked candy store."’

This rapid proliferation of stute und locul progrums testifies to
the widespread Irelicf among policymakers and practitioners thul
un arsenal of development incentives isconsidered critical lo inter-
jurisdictional, interstate, and regional competition for industry

und jobs Despite the creulivity dcmonslruied by stute und local
governments in providing sophisticated fmunciul assistance jiack-*
ages to lirms involving Ixith public and private funds, suhsuh/a-
tion of private enterprise lo achieve public objectives remains a

centives in exerting any significant influence oil firm locution deci-
sions. however, is umleiiiunslruted

Table 1

Stale InduHtriul Incentives

Number
Incentive 0f Sutea
tirants 4
Debt liistruriienis
Dimt Interest Subsidies 3
1. IMINIS
Direct Stale Il.nans 21
I"1lvale Development Credit Corporation 17
Industrial Iteveiiuc Hands
.Stale-lssued ii
..oiully lIssued 46
Generalltevenue llunds 4
Umbrella Hands 10
l.uun Guarantees 1
Industrial Itevenue Hand Guarantees u
Kijuitv and Near-Hquily Financing
State ('bartered Kquily/Vrnlure Capital Cor|airaltons It
Tux Kxemplinns. Credits, Deductiuns, and Sliecial treatment
Job Creation Tax Credits 13
Investment Tax Credits «J
I'rnperty Tax Abatements 31
llu-on.-is Inventory 36
Goods in IYansit 43
Itesearch and Development 43
I't.1liilion (‘onlrol Kipopment 37
Industrial Fuels and Haw Materials 46
Knilgy and Fuel Conservation Measures 41

Source William Hamilton. Ijirrv Ixsleliur. and Dctiorah Matr. tnduiinat
IntenOeev l'uhlic //omurmn O/ /’'m ore k'nlrtfinit iltashmgiun.
Dt Asian Hiess I'lHfit pp 4 6



musts"” cenlcr'on proxiinily lo markets und supplies. labor eontli*
.0ils uiui costs. and amenities. "Kase in obtaining environmental
criiuts” is the only "must" directly untenable Jo government at*

ion in (hi* short term.
A survey of influences on plant location decisions in Michigun

induced similar results (Table li). Among the most important fuc-
.irs ure access lo markets and suppliers, locul cost considerations,
nd lubor supply und quulily. Ix>cul properly taxes ure impnrlunl,
unking fifth. Tux concessions, on the other huntl, ranked Kith
.inong the 23 most important influences.

Finally, a 19Mt survey of 500 of the 1,000 largest U.S. industrial
orporations assessed the importance of fuclors in locuting plunls
n the continental United Slates (Table 4). In this study, "stute und
.ocal attitude toward taxes und business and industry” (i.e., lux
etmcluresand rules) ranked fourth inorder of importance. " Finan-
cing inducements" ranked 15lh. with 77 percent of the responding
firms indicating that these inducements were "fairly” (29 percent|.
"quite" (32 percentl. or "extremely" (16 percent) important It up
pears, therefore, that v>me lorrn*- of financial incentives, although

not rvofssardv tax concessions, art important in the silt local.on
<i**i*oori* ol o ir*jonty ol laxgt *orporaiior»s ir, if* I. Vel

Table 2.

Influences on Plant Location Deciniona-National

Plant Openings in All Industries

Percent of Plants

Factors Viewed aH"Muata" Citing Factor

” vorsble labor climate 76%
I'roximily to market 55
35

Attractive place for engineers/managers lo live
Proximity to supplies, resources (including energy) 3)
law I*I>or rates 30
fToximity to existing facilities or division/company 25
Kase in obtaining environmental jiermits 17

Source.
lions /or Public Policy." f'ummrntary. January PJ8I

Koger Schmenner. "Location Decisions of Large Firms. Implies-

r\

Table 3.

Influences on Plant larcation Decisions Michigan
(establishment Wrighledl

Total Sample

Criterion
Access to iimrki-IN 1
Lund, building, rent cost 2
l.ithor cost 3
Skilled lulior jiool 4
Local jirojierty tuxes 5
'I'Vunspollutiun 6
vlieciuli/ed sujililiers 7
Uuulily of living 8
Ituw niulermls 9
Knergy 10
Uuulificd professionals 1
Stute tuacs on business 2
Financing and cupitul 13
Luhor/rnunugeinent relations H
Unenililoymenl compensation cost 15
Tux incentives 16
Altitude id stute government 17
Crime rates 18
Workers comjiensalion cost in
Licensing and stale regulations 2d
Water 21
Slate and local government services 22
23

Access to universities

Source: Patricia A. Braden and Susan It Hideout.
Making in Kxjxirt-Oriented Business anil Industry” (Ann Arlnjf.
Division of Itesearch. Graduate School of Business Adnimistra

lion. University of Michigan. 197H). p 111 13.

‘““Location Decision

Recent Bxenence

Thret exumples of site selection decisions of major corporations
that received nutionul ullcnlion. Microelectronics and Computer
Technology Corporation IMCC). General Motors' Saturn Plunl,
and Volkswagen, provide additional evidence on the possible role of
lax concessions.

Both MCC and General Motors were vigorously courted by
states and cities, many of which offered extremely generous
packages of finunciul incentives to attract the new facilities. After



Pennsylvef hand Ohio off against one another to oblttin the best
possible deal from Pennsylvania. The slate responded hv offering
increasug costly lax concessions to lock up the decision The
characterization of this spectacle as "the Itahbil thul ale Penn-

sylvania" is descriptive.

Summary of Existing Euidence

There appears lo Ik?little or no evidence thut tax concessions
play a major or even significant role in the site selection processes
of firms. The business facility location decision-making process is
complex and driven primarily by economic considerations beyond
the cupacity of stale und/or local governments lo affect, particular-
ly in the short term.

This dichotomy between the belief of many policymukers and
practitioners in the efficacy and need lor lax concessions and the
findings of existing research literature is paradoxical. 11 apjiears
that what are "good business practices"” forslate and local govern-
ments and sound public policy ure in conflict with what is viewed us
"good" or "expedient" politics.

Tux structures und rules und forms of finunciul incentives,
other than tax concessions, however, do appeur lo he important
considerations in the site selection process of cor|>orulioiis. This
suggests Ihat stales (und localities) (u) should 1k? concerned ulmiul
the effects of taxes on the competitiveness of businesses in their
jurisdictions, and (b) should consider more cost-effective industrial
incentives if seeking lo offer firms financial assistance lo influence
their behavior to achieve some specified public purpose.

Cost-Effectiveness of Industrial Incentives

Cosl-effecliveness. for present purposes, is defined us tho ratio
of actual benefits received by the ossisted firm lo the reul cost of
the assistance lo the administering government. Use of this
measure would permit stale und local governments lo identify the
benefit derived by the firm per dollur of p' blic expenditure and lo
ullocale scarce development resources U their most cost-effective
uses
Actual benefit to the firm of uny form of public assistance is the

difference between o|K?roling costs in the absence of the govern-
. * -eee - eee pI>eenrym>nren( this assistance "The

The major offsetting cost is the loss of tax benefits for which the
firm would have been eligible in the absence of the development'in-
centive or lax-offsels. Firms pay bolh stale und federal corporate
income taxes on net revenues, the effective rule of tax ratio varying
with the level of profitability und the tux |Kihcies of the slate An
incentive treated as revenue for tax pur|>oM?s is directly taxed,
reducing the benefits lo the firm of the assistance. For example, il u
firm's marginal tax rule under current federal rales is -Iti percent,
the actual vuluc of a dollur of public assistance to u firm ruuking u
profit is &1 cents. Incentives thut reduce operuling costs of firms
that otherwise would I1k? lux deductible ifincurred by the firm from
its own resources decrease the vulue ol ussistunce intne same man
nor. For example, forms of assistance thut subsidize depreciable
assets such us a plant und its equipment reduce the amount ol
depreciation deductible from the firm s income.

Costs to government of development incentives include direct
outlays and revenues forgone When che subsidy involves a flow ol
government commitments over lime, us m the case ol tax abale-
incuts, the present value of the cost is determined by discounting
the tune stream of direct costs. The net cost to government, how
ever, muy In? less Iliun the gross outlay Ikcuusc subsidies increas
ing firm revenues or reducing ojK-ralmg costs also raise the tux
liability of the firm.

A minimum cuiulition of mum| stole and'ur local government
business pructicv in providing incentives tu business is that the
ratio of benefits received by the firm from the assistance exceed the
cost tu the administering government. There upjH'urs lo 1k? no
justification for providing assistance lo privutc firms from public
coffers where government costs ure greater than private iK-nehts

Some will urguc thut measuring only direct benefits lo firms in
terms of effects of assistance understates (he real value ol the hi
ccntive. This lineofargumentation lakes two lacks. First, there are
benefits lo u community or stale of the location or expansion of
economic activity that ure nol readily quantifiable (such as the un
age of the business climate. imjrorlanceuf the facility as a turnkey
or cutalyst in the economic development process, contributions to
the community, and 50 on). Second, the busehne measurement ig
nores secondary benefits generated through the employ nent and
income multiplier processes us new incomes ure spent and respcnl
in the economy.

The logic of these arguments cannot be denied. The first
category of benefits, however, is cssenliully intangible and. 1l the
absence of (juuntificulion, can Ik- used to justify almost any under
taking While these intangible la-nefits should Ik- recognized. past



high technology manufacturing. (3) wholesale supply, uitil (-1) u
business supply service industry. Two primary findings emerged.

* Allhough numerators and denominators of the cost-
effectiveness rulios vuricd widely across ty|Hiof tux con-
cession, firm size, und industr;th enz)ne of the rulios ex-

%l?fee%%j one; i.e.. in N0 CaSe IMRE'(ne (@X ConcessIons cost-
CE.

* In every case, even where tux concession rulios y>
proached unity, there is alvwuys some more cost-effective
instrument for pursuing the public purpose.

The importance of lax incentives lies primarily in psychological
effects on businesses. They often ure viewed as measures of a juris-
diction’s business climute und willingness to work with business to
iImprove their operating environment. This viewr uni urgucs thut
stute and local governments should offer a small set of Lux conces-
sions that are relatively inexpensive in terms of lax revenues

for%)ge. o o i .
st-effective industrial incentives arc those thut leverage in-
vestment from comiru-reiul lending und investing institutions.
Among these are lour guarantees, direct interest subsidies, und in-
centives targeted lo nondepreciable ussels.

Ix>en guarantees to small businesses ure the mosl cost-effective
of all industrial incentives evaluated. Ala default rule of 22 per-
cent. the cosl-effecliveness ratio of this form of assistance to small
firms is 0.79. This ratio is highly sensitive lo the ex-post default
discount rate. Estimates indicate that default rales can be as high
as 40 percent before loan guarantees are no longer u cost-effective

instrument of industrial finance.

Conclusion

State and local governments’ rush to provide tax concessions to
business is paradoxical in the absence of any substantive evidence
that these incentives influence firm decisions and behavior in ways
Iliul contribute to the public purpose. \Voliferation of tax incen-
tives occurs, in part, Ixxuuse of the failure of researchers to effec-
tively communicate the inadequacies of concessions as tools of
public policy and the penchant of pobcymakers to dismiss research
us being "academic™ and not an accurate representation of thu

» e .... 1."in-1"ilorx wilini/

against business tax concessions risk being lu>eled "antibusiness."
a |K!jorulive reference, presumably entailing jxilitical risk Hut it
also occurs liecuusc business has luurned to pluy the game, and lo
pluy it well Site locution decisions are mude pnmurily on the busts
of considerations thut lie beyond the cupucily of stute and local
governments to influence. Once the decision is mude. however,
many businesses upjK-ur quite willing to pressure slate and locul
governments for tux breaks and lo play governments off ugumst
one unother to increase their Icveruge in obtaining reductions m
their tux liuhihlics. Where these tax concessions are grunted,
businesses are subsidized for undertaking actions llutt are m their
own financial self interest und that would huve been undertaken m
the absence of public assistance.

Throughout the United States, stute und local governments are
being subjected to pressures lo provide speciul lax concessions in
the numc of “economic development.” Suhnalionul governments
must become increasingly sophisticated in dealing with these
issues und develop the cupucily lo sit ul the burguirung table with
industry us informed, equul partners. Two Initial steps are
nccessury. First, slate arid local governments should understand
the cosl-effecliveness of various tools of government for assisting
business enterprise. Second, they should establish a consistent
decision-mukmg framework und guidelines for evulualmg the
desiruhility of awarding incentives to firms und avoid the trap of
making these decisions on an ud hoc case-by-case basis.

Nine basic guidelines are recommended to the stale and local
governments as central pillars in a decision-making frumework:

(I} The primary resioonsibility of local government is to
provide the level und quulity of public services and
public infrastructure consistent with the preferences
and requirements for basic welfare of its citizens, and
to ensure the revenue base necessary to this end

(2 The appropriate concern of local government is the
overull tux structure, its capacity lo generate neces-
sary revenues, equity in the distribution of lax burdens
between citizens and businesses, and the effect of
business luxes on the competitiveness of the local
business environment.

(3L Subsidization of business enterprise lies beyond the
conventional scope of responsibilities of locul govern
ment and should be considered only in exceptional cir-
cumstances in which the essential welfare of the juris-

diction is ul issue.



(@ Revenues forgone through tax concession should Ir?

(51

(fi)

|7

H

9

regarded as costs lo the local government no less real
thun direct exjH*ndliturea.

Industrial subsidies should not he awarded lo
businesses for actions undertaken in pursuit of their
own (inunciul self-interests.

Ixk/il government should establish overall policies on
industrial subsidies und uvoid operating oil an ad hoc
or case-hy case basis. These policy guidelines .should he
overriden only in exceptional circumstances.
Industrial incentive programs should uperutc within
carefully specified budget constraints. All too often in-
centive programs arc administered with no clear ac-
count of their costs, especially those resulting from off-
hudgci programs and tax expenditures. Adherence to
budget constraints encourages the cureful targeting of
resources und the use of the most cost-effective instru-
ments to achieve public development objectives.
Jurisdictions should use the most cost-effective instru-
ment (or accomplishing their purposes. In most cases,
there will la- little justification for using less elfective
incentives Two possible exceptions lo this general rule
can la- identified First, (he use of limited tux conces-
sions with firms considering relocation from other jur-
isdictions or relocation to another jurisdiction may he
justified because of the psychological dimensions of
concessions to businesses. Even in these cuscs, juris-
dictions will want to ensure that they are not being
"bluckmuiled"” by the possibility or Ilireul of relocu-
tions simply to "sweeten*’a move that the firm would
undertake in any case. Second, in some cases, jurisdic-
tions might be justified in using an incentive of lesser
cosl-effecliveness that delivers u higher effective vulue
to the firm in order lo achieve the necessary leverage
with the firm.

Cosl-effecliveness ratios should be used lo rank appli-
cant firms und determine priorities for ulloculing
limited stale und locul induslriul development re-
sources. These rulios measure the efficiency ofslule ex-
penditures in providing financiul assistance lo firms.
They ure. therefore, the upjiropnute reference for
guiding decisions on allocating induslriul dcvelojiinent

resources.
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public expodilures argues for extreme caution in weighing these
factors.

Secondary income und employment bonufils cun be quantified.
The cost effecliveneus model cun build in income und employment
multipliers. Application of the expunded model, however, bus
demonstrated thut projects thut ure not cost-effective in terms of
direct benefits to the recipient firm seldom liecome cost-effective
even when secondary litncfils ure included. Further, multipliers
used bv suite und locul governments ure, ol times, somewhat un-
realistic. Absurdly large multipliers huve been used lo justify proj-
ects tbhnl otherwise would noL meet u rcusonuhlc lest ol benefits to
costs Therefore, one should In*cautious in the uppliculion of secon-
dary lwnefit tests of cosl-effecliveness.

Calculating the cost of development incentives is complicated
by the multilevel structure of the U.S. federul system. Chunges in
tax revenues resulting from incentives—both positive and nega-
tive—may accrue lo both slate and federul governments, und the
full public sector cost of a development subsidy is the combined
federal und stale cost. For example, the most cost-effective instru-
ment of industrial finunce available to slate und local governments,
by far. is industrial development bonds. Costs of IDlis ure borne by
the federul government in the form of tax expenditures resulting
from the tax-exempt nature of these bonds. The cost to the stale is
a relatively modest tax expenditure, while the benefits lo the firm
may be great. This situation results in u low (that is fuvorublc) cost-
(o-govemmenl/lientfil-lo~firm ratio from the slate and local gov-
ernment perspective. Consequently, use of IDIlis has proliferated.
Inclusion of federal tax expenditures in the IDH cosl-effecliveness
calculations, however, reduces the effectiveness of this instrument
below several other tools of industrial finance.

Cost-effectiveness ratios for selected interest subsidies, sub-
sidies for production inputs, and state and local tax abulement are
presented in Table 5. Cost-effective incentives will have ratios of
less thun one. Negative ratios indicate the most cost-effective in-
centives. A general principle emerging from this table is thut the
federal system diminishes the cosl-effecliveness of muny furms of
development incentives. Whenever a form of assistance raises pro-
fits or lowers costs, the aided firm fuccs an increused income tax
liability. Since the federul government receives most income lux
revenues, the stales, in effect, subsidize the federul government
when they assist business firms.

'I'ax concessions ore not cost effective. Stale and local govern-

ment revokes forgone through tax ex|>onditures ore greater thun
. t il 1, firm*! It imimliwely that imv loriu of

tax concession can be cost-effective. One application of the cost-
effectiveness methodology examined the benefits to firms and coal
lo governments of business income taxes, property taxes, and
employment tux credits in one stale. The cosl-effecliveness of these
(ux concessions was examined for large und smull firms in four in-
dustries: (!) capital-intensive manufacturing. Cl) labor-intensive.

Table 5.

Cost-I1-Tfectiveneua Itatiou for Selected Development loccnlivca

Coat to Government/Benefit to Firm
Incentive Federal Slate Cotnbin

Low-Profit Firms*
Interest. Subsidies

Industrial revenue bonds*l 201 0 18 2.19

Subsidized direct loan -030 1.47 114

Loan guarantee’ 079 .079
Subsidized Production Inputs

Fquipmenl -1 236 1.25

Land -0 58 158 100

Plant -1.40 240 100
Tax Abatement -0 42 142 100

High-Profit Firms'1
Interest Subsidies

Industrial revenue bonds'-* 224 025 2 49

Subsidized direct loan —0 84 182 098
Subsidized Production Inputs

Kquipment -0 53 171 1.18

Land -058 | 58 1.00

Plant —1.40 2 40 100
Tax Abatement -085 185 100

Notes: a l.ow profit firms face a federal corporate income UX rat* ol 20
percent and an average stale corporate income U i of 5 percent
The combined UX rate is 24 percent under the assumption that
stales do not allow the deduction of federal income taxes

b. Industrial revenue bonds are federally funded via UX expen-
ditures.

c. Assumes a default rale of 22 percent.

d. High profit firms face the maximum fedtrat corporate UX rale
and an average state cogxirule income tax of 6 percent. The
Combined Ux rate i4M7 |>ercrnt under the assumption Ilul
states do not allow the deduction of federal income taxes

Source: David Itasmussen, Marc llrndick, and l.arty l.etlebur. “A
Methodology for Selecting Kcnnomic Development Incentives,”
(iniirth ami (‘/lunge. Vol 1S. January 1984 pp



Table 4.

Fortune Survey

Comparative Importance of Faclora in liOcalir.g Next Muinhuul

U.S. Plant
(19HI 1Unk Order) ,
PJHI Factor Weighted Scare*
Rank Notable
Figure* int )arc 1976 ranka 19H1  1W/7(1 Chungc//
1. Productivity of workers (I) H2 H2
2. KfficiPnt transportation facilities for materials
and products (Il 79 H2
2. Community receptivity lo business and
industry 131 79 HO
4. State and/or local attitude toward taxes on
business and industry |5]| 77 79
5. Availability of energy supplies (3) 75 HO -5
fi. Ample area fur future expansion (H) 71 70
7 Costs of properly and construction (6) 70 71
7. Availability of skilled workers (I1) 70 05 (5
7 futility of life for employees (it/a) 70 n/a

10. Slate and local posture on environmental
controls and processing of environmental

impact reports Oil 69 71
11. Water supply 191 ‘(> tm
11. Calm and stable social climate (14) (ifi 02 +4
lit. Adequate civic waste treatment facilities (14) till 02
14. Availability of technical or professional

workers 122) 62 S3 49
15. Financing inducements (23) 01 51 + o
15 Fiscal health of stale and/or city 112) til 03
15. Proximity lo customers (12) 61 63
15. Availability of unskilled or semi skilled

workers (10) 61 66 -5
19. State and/or local personal income lax

structure (17) 60 60
20. Proximity to raw materials, components, or

supplies (16) 61
20. Proximity lo services (17) 59 60
20 Kfficient transportation facilities for people
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119M1 Rank Ordrr
) Weighted Scon*

HMI Factor
Itunk Nolablr
Figures in | iare 1976 ranka 1981 1976 Change*
23 A growing regionul market 120) 57 55
24. Avtiiluliihly of clerical workers (24) 49 47
25. Personal preferences ol eompimy executives

(26) 42 36 »6
26. Proximity to other company facilities (251 37 37

n/u: nol asked.

*Weighted Score: Res|>ondcnts were asked lo rate each of 26 possible
factors as lo their nii|>ortunce in locatirg the company's proliable next
new plant. The ruling scale Imd five |xiints. ranging from "extremely im
(Hirtant" to "not ul ul! im|Kirtunl ” For euseof iiiterpretaiiun. the answers
were presented in the form of "weighted scores” so that if every respon
dent bad suid "extremely mi|Hirlanl." the weighted score would lie 100.
und if every respondent hud suid "nol ol all important." the weighted

score would be 0.

Source: Fortune Market Keseurch Survey. II'Ay Corpurale Amtnca
Afucr* XVhtrtf (New York. N Y:Time. Inc. I9H2l. p 9.

nulionul site selection processes, MFC chose Austin. Texas, ami
fii'iicrul Motors unnouncetl its intention to locute in Springhill.
Tennessee. In neither cuse did lax concessions pluy a role in the siie
selection process. The stute of Texas and city of Austin made a
commitment to provide ongoing support lo the stute’s educutmn
system, a commitment iHincfiling ull firms and residents, and to
assistemployees in locating satisfactory housing. The Saturn deci
sion was made on the basis of truditioniil location factors, primarily
access lo murkel. lulmr quality und costs, und locul amenities
The Volkswagen case provides an unfortunate example of cor-
porate liohuvior in the site selection process. Most knowledgeable
observers agree thut Volkswagen made Us decision primarily on
the basis of access lo murkel, access to resources and supplies, ami
lulmr considerations. lluviiig mude. but not announced, the tltvi-
sum lo lociilc m Pennsylvania, the cnr|»oratioi}*KocmlJed to play



The United Suites Office of Management und Hudgel, ufler u

two-year study, concluded:

The relative effectiveness of different forms of assistance
such us grunts, loans, und risk ussumplion for meeting dif-
ferenl ty|>es of progrum objectives hus not been systema-
tically reviewed, in public literature. In the light of the
scope, mugnitudeund importance of ussistunce os u tool of
national leudership, much more needs to lie known.*

The significance of this deficiency in the literature hus been em-
phasized by lister Salomon:

The widespread use of tools like louns, loun guurunlees,
sociul regulation, insurance, government corporations, tux
incentives, various types of grunts und others—many of
which involve the pervasive sharing of governmental
authority with u host of "third parlies” ... bus signifi-
cantly altered the practice ol public monugemecnl... . To
come lo terms with the new reality, il will be necessary to
change the unit of analysis in public management und im-
plementation research from the individual programs or
agencies to the. generic tools of government action und lo
.develop a syslemulic body of knowledge about the
dynamics und churuclers, the distinctive "political
economics.” and resulting advantages und disadvantages
of different tools through which the public sector now

octs.'

Existing Evidence

Variations in business tax liabilities among slates und
municipalities ure unlikely to pluy u major role in business site
selection, location, or relocation decisions. Kxisling studies, with u
striking degree of consistency, have failed lo demonstrate u signifi-
cant relationship between taxes und location decisions of business

firms.*

Studies
n

No empirical analysis bus liven able to find u significant
relationship between loCtil taxes and economic develop

ment.’

Only ;i.:t percent of the new firms |in a survey]|. none of the
expansions, and li.ll |[>ercent of the new brunch plums hi
(healed they would have located m another stale in the

absence of lax incentives.*

Tax levels ure either not applicable or of low concern lo the
typical relocating plunl. .. . |0O|joly about u quarter to u
third of the relocating plants actually move to new loco
lions with lower profieriy lux rules The bulk, 41) to 50 jn-r
cent, move within the sume taxing jurisdiction or to locu
lions in towns with similar tax rates Another quarter
move lo jurisdictions with higher pro|>erty lux rules.*

Despite the perception uinong policy mukcrs that luxes
mulLler und, therefore, u good incentive puckuge should
conluin tux concessions, the overriding conclusion from
previous research is that luxes do nol play a significant
role in u firm's choice of location among regions. lleseurch
ulso hus shown that the other nonlux conlrolluhles con-
tained in stale und local industrial incentive packages pluy
little or no role in a firm's interregional choice of location
Hut us the geographical urea diminishes, the importance
of taxes and fiscal incentives increases. Transportation,
energy, lubor cost und market differentials tend to
decrease as the urea under consideration diminishes, mak-
ing tuxes u more significant locuiionul determinant.M

Further, it has been argued that the availability of special sub
sillies lor business lias increased lo the (wmii that most stales now
offer standard types of business locution incentives * To the extent
that this is the case, the usefulness of these subsidies in affecting

interstate cost differentials is "washed out."

Surveys

Corporations do not identify tux concessions us significant tai-
lors in location, relocation, or expansion decisions, linger Schinen-
ner, in u fur-reuching examination of determinants ol behavior of

large firms, identified the most ini|Hirtuiil influences in national
] ' . o»(M-ven viewed as
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... The states should stress the uniform,
equal, predicatble and certain application
of taxes to all businesses.

generous tax deal, and because the evidence sug-
gests pretty clearly that these offers are not ma-
jor determinants of the location decision, that the
state that dares to turn its back on this game is
likely to attract favorable attention.

lcommend this to you as food for thought.

NOTES

1 Gray C Corma William A Testa. and Frederick D Stoker State
Lacil Fiscal Incentivg ard Eocoaric Deelgoret IUCan and
Regional Development Series Mo 4), Academy loi Conlrmponry
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2 George W Morse and Michael C Farmer. Ux Acateent Igcj
IimimesinrentBlean I)od me Ohio flcinucsimenl Area fa» Eirmp.
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Economic! and Rural Sociology. The Ohio Stale University Colum
bus November 1983

Frederick D. Stocker is a Prolessor ol Economics and
Public Administration at Ohio Stale University. This paper
was originally presented at the Western States Associl’
tion ol Tax Administrators meeting in Boise. Idaho, on
September 17. 1984.

The State ‘Unitary Tax’ Dispute

by Congressman Byron Dcrgan

Most of the major newspapers in the United
States have printed stories and editorials in the
past year on the subject of a "unitary tax" dispute,
an issue that has divided the U.S. and some cf
its allies and has reached all the way to the Oval
Office in the White House.

The controversy is shrouded in the language
of tax lawyers and corporate attorneys, but the
dispute is really simple.

Some state governments, including the state
that I'm from (Morth Dakota), require a corpora-
tion doing business in that state to report for
income-tax purposes on a unitary worldwide
combination basis.

Simply put. that means a corporation doing
business all around the globe, and also in North
Dakota, is asked to report to North Dakota a
portion of its total income for the purpose of
allowing North Dakota to compute the income-
tax liability it owes the state.

That portion of income attributable to North
Dakota iscomputed by requiring .lie corporation
to report its payroll, property and sales in North
Dakota and compare that to its payroll, property
and sales everywhere else. These three fractions
then are applied to the total income of that cor-
poration. and that s the piece of the income pie
attributable to North Dakota as a tax base.

Some Corporations have become very upset
with that approach. They believe states are
attempting to tax foreign income. That, of course,
is not the case. The states are only attempting
to tax a fair percentage of the total corporation's
income as measured by the corporations activity
in that state.

The corporations say the state should use
something called the "arm's-length method" of
computing a corporation's state income tax. This
method is similar to the old shell game at the
carnival. You only get to look at one portior. of
the corporation's financial picture. The result is
corporations price-transfer their profits around
and play the shell game to avoid paying their
state-tax liability. That's why they like this
method.

Some corporations headquartered in Great
Britain have been especially active in trying to
convince the British government that they are
being mistreated when they do business here.

All of that is pure nonsense. There is not a
shred of evidence anywhere that the state govern-
ments. using the unitary worldwide combination
approach, have overreached and are attempting
to require more than an appropriate share of a
corporation's tax base to be reported to the states
for income-tax purposes.

Let me repeat—there's not a single credible in-
stance that I know of in which injury to those cor-
porations has been demonstrated, and | don't
believe it ever will be. because the issue is pure
myth.

When Iwas tax commissioner for the state of
North Dakota. | learned very quickly that the
problem is not that the states are overreaching
to try to tax income that does not belong to them.
The problem is that too many of the multina-
tional corporations are underreporting their
income and avoiding scandalous amounts or
state income taxes.

Byron L Dorgan ¢ Democrat Irom Bismarck. > North
Dakota»US representative This article was originally
published m The Denver Post. Oct 13. 1984
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A New York Perspective on Tax Incentives

The Role of State Tax Incentives in Attracting and Retaining Business
by Richard D. Pomp™

Chief Justice Marshall once wrote that the power to
tax involves the power to destroy. This essay examines
the 1985 version of that statement: whether the power
not to tax involves the power to create. More specific-
ally. are state tax incentives an efficient strategy
for attracting and retaining businesses and their
employees?

States, municipalities, and big businesses are cur-
rently playing a high stakes game. The premise of this
game is that a healthy state economy can be created
(or maintained) by providing tax incentives that affect
a businesss locational decision.' If a state does not
meet the going ante in terms of incentives, it runs the
risk that a business will locate in areas offering greater
inducements. Itisa high stakes game that pits neigh-
bor against neighbor. Morlh against South. Iftax incen-
tives are the new ammunition in the latest war between
the states, as some commentators have claimed, then
the courtshiD of General Motors for its Saturn plant
must be the most recent battle.*'

The use of tax incentives is not new. Tax policy-
makers and theorists have concerned themselves with
the impact of taxes on business activity and employ-
ment since governments began levying taxes. From the
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early years of the Union, state governments have
sought to influence the character and pace of eco-
nomic activity with tax policy, direct expenditures,
public relations, and regulations.3 During years of
slow growth, states have increased their efforts to
attract industry and to stimulate employment and
income.

New York has actively used its tax laws in an attempt
to attract and maintain businesses and their employees
by adopting tax credits and other special provisions.
Although these provisions may be cost-effective, the
State has never demanded a rigorous or systematic
evaluation either prior to or after their adoption. This
failure is perhaps understandable because it isduring
periods of slow growth that the temptation and pres-
sure to adopt these provisions without adequate
research is greatest/

In order to provide for an informed debate over the
use of such provisions, and more generally to analyze
the effect of New York’ overall business tax structure,
the Staff of the Legislative Commission on the Modern-
ization and Simplification of Tax Administration and
the Tax Law (Tax Study Commission) undertook a com-
prehensive study of these issues.4 The Staff first
reviewed over 30 years of research on the factors that
influence where a business locates.6 This body of
learning suggests that locational decisions are ex-
tremely complex and that state business taxes are just
one of innumerable factors that vary among jurisdic-
tions. The majority of studies conclude that state and
local business taxes do not significantly influence most
business locational decisions/

The Staff then attempted to determine whether this)

Ancondusion was valid regarding New York taxes Are the /

State s business taxes out-of-line with those of other
states so that studies on locational decisionmaking are
not valid for New York? To answer this question, the
impact of the corporate, sales, and property taxes on
the after tax rates of return of representative manufac-
turing firms was evaluated/ A computer model was
used to simulate a representative manufacturing firms

Continued on pjge 2
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profits over a period of time both in New York and in
a variety of other locations in the United Stales. Simu-
lations were made under existing law and under a
number of possible changes. These simulations pro-
vided a basis for evaluating the impact of the State s
overall tax structure on the after-tax rates of return of
various manufacturing firms and tne impact of the
State's investment tax credit, the employment incen-
tive credit. th«* recently repealed job incentive credit,
and the double weighted receipts factor, as well as
changes in the corporate tax rate, the adoption of the
federal rules cn depreciation (ACRS). and the adoption
of a so-called throwback rule/ Comparisons were
made between New York and seven other states. The
results of these simulations were consistent with the
conclusions drawn from the literature review.

The combination of three decades of research and
analysis and the microsimulations conducted specific-
ally for New York suggest that changes in business
taxes cannot be viewed as an effective means of influ-
encing business locational decisions.10 ii 'erstate
differences in corporate, sales, and property taxes
among the states do not seem to have a large impact
on after tax rates cf return. The reason why changes
in the State’s business taxes are unlikely to be a suc-
cessful policy can be summarized as follows.

First, innumerable factors are important to a
business in its decision about where to locate. Depen-
ding on the type of business at issue, the locational
decision can be influenced by plant or site availabili-
ty." access to financing, access to and cost of
transportation.’l qualityl3and cost of labor.'4 proximi-
ty to markets.1l the cost of utilities.'4 proximity to
supplies, proximity to other company facilities, the
regulatory environment, the quality of ¢ state's schools,
colleges and universities.”” the cost of housing/0the
level and quality of public services/land the range of
other amenities that enter into the general quality of
life offered/3

Second, taxes are one of the many costs of doing
business and the magnitude uf these other costs may
easily swamp the amou it of state taxes involved. For
example, a Staff analysis of those corporations which
allocate their income for purposes of the State fran-
chise tax—a group that pays approximately 70% of
the corporate tax revenues—indicated that their labor
costs in New York are 53 times as large as their State
corporate tax payments. A 2% wage differential is
equivalent in its effect on profitstoa 106% corporate
tax differential. For a labor-intensive corporation, a few
pennies difference in the hourly wages paid to employ-
ees might reduce its costs by more than any conceiv-
able tax savings that would result from locating inone
state rather than another/3

Third, state and local tax payments are deductible
for purposes of the federal corporate income tax. The
effect of this deduction, the so<alled federal offset, is
to reduce both the absolute burden of state and local
taxes and dIfivences In burdens among the states For
example, consider a corporation subject to 46% fed

2 Multistate Tax Commission Review

oral corporate marginal tax rate. Assume that this cor-
poration is deciding whether to move from Slate A to
State B. Taxes would be 5200 in State A but would only
be SI00 in State B—a 5100 difference. After taking
into acount the federal offset, however, the out-of
pocket cost of state taxes is S108 in Stale A and 554
in State B. The net difference in taxes between Aand B
is reduced to 554 (5108-554). from 5100
(5200-5100)/*

Fourth, differences in state and local taxes may
reflect differences in the level and quality of state and
local public goods and services, and these goods and
services also affect business locational decisions. Low
taxes are not necessarily attractive to businesses if they
mean that the firm will have to supply, at its own
expense, what is supplied through the public sector
m other states or other jurisdictions. Furthermore, if
low taxes mean inferior schools, a state may lack the
educated and literate labor force that is essential to
certain types of businesses/1 Of course, not all
public goods and services are vqually important to
businesses.

Fifth, to the extent that tax rate differentials are
capitalized, their impact will be reduced. For example,
low property taxes in one jurisdiction might mean that
land sells there for a higher price than it would sell for
in another jurisdiction having higher property taxes.
In other words, land located in a high-property tax
jurisdiction may sell for less than an equivalent parcel
of land in a low-tax jurisdiction, assuming that dif-
ferences in taxation are not reflected in differences in
public services, which might also be capitalized/4

Sixth, most relocating companies plan to stay at
their new site years longer than any group of elected
officials is likely to be in office. Consequently, current
tax levels, special concessions, or special features of
the tax law may not be a reliable basis upon which to
make a multi-million dollar investment. What one
group of legislators might grant today by way of con-
cession another might eliminate tomorrow, especially
if financial conditions change significantly. Fiscal sta-
bility and predictability may be more important than
special concessions/’

Seventh, a state tax incentive that is granted by way
of incorporating a similar federal provision may have
no impact on a firm's decisionmaking if the future of
the federal provision itself isin jeopardy. For example,
states have been urged to adopt the federal provisions
an depreciation (ACRS) in order to provide a tax incen-
tive to businesses. Because the US. Treasury has pro-
posed eliminating ACRS it is highly unlikely that any
business would make a major investment decision on
the basis of whether a state had adopted ACRS/*

Eighth, state tax incentives may contain their own
seeds of destruction. If incentives are effective at all.
a state will gam only a short-lived advantage over other
states because the latter can be expected to adopt
similar ones/* A tax incentive that is adopted by all
states is equivalent to no incentive at all. except that
tax revenue is needlessly lost In reality, however, states



are afraid of letting any other state obtain an advan-
tage. and thus tax incentives are often adopted without
evaluating the results that occurred elsewhere.

Ninth, some executives charged with the locational
decision may be uninformed about the existence of
tax incentives. For example, one researcher found thi*
most firms were unaware of whether tax incentives
even existed when making 'heir locational decisions.
In the case of those firms which were aware, only a
small portion claimed that they would have located in
another state in the absence of the incentives. Further,
most firms making new investments dlo not even con-
sider locating in any state other than their final
choice.10

... the v/eight of the evidence Indicates that
business tax incentives cannot play a signifi-
cant role in attracting or maintaining firms.

Finally, there are relatively few footloose firms that
can be affected by tax incentives.1l

Because the weight of the evidence indicates that
business tax incentives cannot play a significant role
i.i attracting or maintaining firms, their use probably
results in a needless loss of State revenue. Unfortu-
nately. the New York Legislature, like most legislatures,
isunaware of the ongoing cost of various special provi-
sions in the tax law. Aside from an initial revenue esti-
mate that is sometimes made when a tax incentive is
proposed the Legislature has not requested an annual
accounting. Yet such costs can increase dramatically.

As an illustration, consider that no revenue estimate
accompanied either the adoption of the New York
investment tax credit (ITC) in 1969 or the related
employment incentive tax credit (E1C) in 1975.13 By
1982. however—the most recent year for which data
is available—5136 million of ITCs were claimed, with
5133 million of unused investment and employment
tax credits carried forward into 1983. Indeed, the
amount of unused credits carried forward into 1983
exceeded the total amount of credits claimed in 1980.
Moreover, in 1982 two corporations used nearly 40 per-
cent (557 million) of the total amount of ITCs and EICs
used. Overall, from 1970 to 1982 more than two-thirds
of a billion dollars of ITCsand EICs have been claimed.
This rapid escalation in cost and the marked concen-
tration of these credits have occurred without a full
accounting to the Legislature.

In effect, tax incentives are tantamount to a spend-
ing program that is implemented through the tax
system. For example, in lieu of enacting the ITC the
State could have adopted an explicit spending pro-
gram. Rather than filing a form claiming an investment
tax credit with the Tax Department, the taxpayer could
have filed the same form with a different agency, per-
haps the Commerce Department. The Commerce
Department would then have issued a check to the tax-
payer. instead of the current approach in which the

corporation receives an implicit check through a
reduction in its tax liability.

By choosing a tax Incentive over an explicit spend-
ing program, the State surrenders control over the
amount it expends each year on the ITC and the EIC
and abdicates its responsibility for financial account-
ability. In a conventional direct spending program, the
State appropriates a specific amount of funding. The
appropriated amount represents the State s maximum
revenue exposure and presumably reflects a Legislative
judgment about the costs and benefits of that program
relative to other programs competing for funding. Tax
incentives, however, are more like an entitlement pro-
gram. in which any taxpayer that meets the stated
criteria qualifies for the benefit. The State cannot con-
trol the total expenditure in advance and the program
has unpredictable financial consequences for the
budget.

The lack of control over the cost of tax incentives is
exacerbated by the Legislature's failure to review these
credits in the same manner it reviews other spending
programs Direct subsidy programs are reviewed annu-
ally through the Legislative appropriation process.
Using the tax system to implement a program to
encourage capital investment avoids this process.
Indeed, no published information is even available to
facilitate periodic review. For example, until a report
by the Staff of the Tax Study Commission, there was
no publicly available document indicating the annual
amount and distribution of ITCs or EICs claimed by
corporationsl1l But the need for this evaluation may
be greater in the case of a spending program that is
implemented through the tax system than in the case
of an explicit spending program. In the former case,
the details are often buried in the technical and
abstruse language that exemplifies the tax law. Further-
more. in periods when the budget is scrutinized in
order to ferret out any possible waste, and painful deci-
sions are confronted regarding the provision of ser-
vices the tax system escapes this same degree of fiscal
vigilance. Tax incentives thus avoid the traditional cost-
benefit analysis that is applied to other governmental
programs

In addition to the explicit loss In revenue, tax incen-
tives impose inevitable administrative costs and result
In "leakage' as taxpayers pursue aggr:isive tax plan-
ning techniques to qualify for the special benefits.
These problems are not unique to the State. A recent
example of possible abuse of the federal investment
tax credit involves a major accounting firm. In a civil
complaint, the Justice Department alleged that this
firm engaged in a pattern and practice of misclos-
sifying property that was clearly unqualified for the
investment tax credit For example, it was alleged that
the firm encouraged its clients to classify concrete
block walls as portable plug in panels and to classify
immovable in/ jstrial healing units as unit heaters so
that they would not appear as buildings or structural
components of buildings which are ineligible for the
federal ITC.14

Continued on page 4
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Indications exist suggesting that taxpayers are obus-
ing the State ITC and EIC. For example, when the
amount of EIC claimed by a corporation in 1980 was
matched by a computer against the maximum amount
of EIC that could have been claimed legitimately, it
appeared that nearly one-half of the corporations
claimed an EIC that was too high. These apparent
errors Involved about three fourths of the value of the
total EICs claimed in 1980, over 530 million.11

Tax incentives also raise serious questions of equity.
The States investment and employment lax credits,
for example, raise four different sets of equity consid-
erations. First, over 97 percent of all corporate filers
do not benefit from the I | and over 99 percent do
not benefit from the EIC. yet they indirectly bear the
costs of these credits through higher rates. By contrast,
these credits have allowed nearly 4,000 corporations,
including some of the largest corporations in the State,
to pay the 5250 minimum tax.

Second, even though the ITC and EIC are claimed
primarily by manufacturers, the benefits are highly
skewed. In 1982. less than 16 percent of all manufac-
turers claimed an ITC and less than six percent claimed
an EIC. Two corporations received 40 percent of all the
credits used in 1982 and ten corporations received
50 percent.

Third, corporations receiving an ITC pay lower taxes
than do equivalent firms that are not investing in assets
qualifying for the credit. If such corporations are com -
petitors. the State has provided one group of firm. with
an "edge" over another. To take just one example, a
corporation manufacturing or processing frozen gour-
met dinners receives an ITC on its qualifying assets,
whereas a fast foods restaurant is ineligible for the
credit. Ifthe credit is reflected in the price of the final
product, frozen gourmet dinners have received a sub-
sidy from the State while corporations producing a
competing product have not. These haphazard effects
are inevitable whenever the tax system is used to sub-
sidize certain activities or investments over others.
Since such effects are neither obvious nor easily 'race-
able. they are unlikely to represent a conscious indus-
trial policy by the State.

Fourth, most tax incentives favor capital rather than
labor. Consequently, their effect might be to lower
employment. An investment tax credit, for example,
lowers the cost of capital relative to labor, which
encourages businesses to shift from the use of labor
to the use of capital, and can result In a decline in
employment Inaddition, much new equipment tends
to be labor saving (e.g.. robotics). Indeed, the more
successful the ITC might be at inducing investment the
less successful it might be at creating jobs The New
York data is consistent with this supposition.14

In addition to these problems state tax Incentives
are inherently wasteful. Because of the federal offset,
a state may forgo 52 in revenue yet a corpo'atlon may.
after taking into account the increase in ts federal
corporate income tax. receive barely more than 51. The
difference between what a state forgoes ano what the
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corporation receives inures to the benefit o| the federal
government—revenue shari/ig in reverse.l'

Most tax incentives arc also wasteful because their
benefits are available to corporations whether they
alter their behavior or not. To illustrate, a corporation
receives the Slate investment tax credit for all of its
qualifying purchases, including those which it would
have made anyway. No attempt is made to limit the
credit to investments In excess of those which would
have occurred in any event.14

In addition. New York, like all other states, does not
require that any tax savings from the use of an incen-
tive be invested within the State. For example, not only
does a corporation receive the ITC for investment that
it would have made anyway, but it is then free to use
such savings to finance activities in other states or to
increase its dividends. Indeed, a recent study of the
U.S. corporate income tax indicates that corpora-
tions receiving the largest amount of tax incentives
actually reduced their investment and increased thier
dividends.19

Why. despite the evidence to the contrary, has it
become an article of faith in some quarters that a state
can affect locational decisions through changes in its
business taxes? One common explanation is that bus-
iness taxes are one of the few aspects of the economic
milieu that a legislature can directly control. Transpor-
tation costs, the cost of labor, the puce and availability
of real estate, climatic conditions, and so forth are less
susceptible to state intervention. A business seeking
a reduction in its costs is likely to focus its political
activities on tax relief—an area in which the legislature
at least has the power to act.40 Indeed, some cor-
porate officials view themselves as having an obliga-
tion to the shareholders to pursue all possible tax
incentives.4l

From a legislature's viewpoint, taxes are one of the
few costs of doing business that car. be reduced and
no doubt for this reason the temptation to do so is
great. And. because legislatures may never demand
an annual accounting of the cost of the various special
provisions they have enacted, tax incentives may
appear to be less costly than direct spending programs
aimed at economic development Moreover, legislators
do not wish to be perceived as being opposed to jobs
or economic development or as having the blood of
a runaway plant on their hands. In addition, no state
desires other states lo geta jump on it. Itisnot surpris-
ing. therefore, that tax incentives are easy to legislate
ifonly because they give lawmakers a feeling of having
done something constructive.

A more cynical view is that tax incentives may allow
some legislators to accomplish indirectly what they
cannot do directly—Ilower taxes on business. Indeed,
from a business lobbyist's perspective, the combina-
tion of high nominal rates and a narrow tax base may
be preferable to low nominal rates and a broad base.
A high nominal rate provides an effective club that can
be waved in order to persuade a legislator to support
some arcane change in the tax law. One of a lobbyist's



standard tools—the Incantation of "business climate"
and "economic development —depends on high nom-
inal rates for maximum Impact.

Many New York legislators arc aware of the substan-
tial body of research Indicating the ineffectiveness of
tax incentives but nonetheless view such measures as
symbolic of a favorable business climate. No easy way
exists of evaluating this position because there is no
acceptable definition or measurement of "business cli-
mate.' Many considerations affect a corporation's view
of New York's business climate, and the issues impor-
tant to one corporation—energy costs or transporta-
tion facilities—may be unimportant to another.43
There is little doubt, however, that the level of taxes
compared with the level and quality of public services
isone factor that shapes a business's perception. Firms
that avail themselves of various tax incentives and
receive the level of public services that they desire pro-
bably have a favorable view of the State's business
climate and of its tax law. For other corporations, the
level of taxes rather than the level and quality of public
services may shape their perceptions. Whether this
view is shared by all corporations, however, is pro-
blematic. For the 91.3 percent (379.000) of all cor-
porate taxpayers in 1982 that did not utilize the
double-weighted receipts factor, or did not benefit from
the lack of a throwback rule, or did not benefit from
any of New York's special credits, but bore the burden
of the forgone tax revenue through higher rates.4l the
tax law may simply be viewed as a complicated morass
of special provisions benefiting their competitors.4
Such corporations may feel that the State's business
climate would be improved ifthese various provisions
were eliminated with a correlative reduction in tax
rates. As economists remind us, no "free lunch" exists.
Revenue that is lost through wasteful tax provisions
results ina combination of lowered services and higher
taxes than would otherwise result and these effects
must be considered by policymakers when evaluating
tax incentives.

Commentators caution that the role that taxes play
in a particular firm's perception of a state's business
climate must be placed in perspective. Zoning regula-
tions. construction permits, the attitude of those public
officials with whom a firm most often deals, the speed
with which telephone calls are returned from the public
sector, the degree of government regulations and
restrictions, the way businesses are treated by a tax
department’s auditors, the level of civility that char-
acterizes interaction with government personnel, the
amount of "red tape"” that exists, the number of forms
and permits that must be filled out. and the govern-
mental assistance offered to a new firm and its
employees in relocating all contribute to perceptions
of business climate. Perceptions of business climate
are also based on intangibles and imponderables that
defy analysis or quantification (e.g.. personal reasons
of executives).

In this vein, a leading researcher suggests that:
. states and localities should concentrate

on helping their manufacturers with the

physical items which go into selecting a

plant's location, constructing it. and starting

it up. States and localities should star.d

ready to offer the interested manufacturer

(i) speedy and accurate information about

potential sites, (ii) help in securing neces-

sary environmental or zoning permits, and

(ili) timely help with the roads, sewerage,

water, waste treatment, and labor training

which can make a real difference to the

smooth start up of a new manufacturing

facility. I remain convinced that the indus-

trial growth of the South has had more to

do with Southern hospitality than with

Southern tax rates. The regional differences

Inthe use of such assistance as labor train-

ing suggests that supply does seem to

create at least some of its own demand in

these matters.

Recently there has been a rise in expediting

mechanisms to counter the stifling effect

that large bureaucracies have on industrial

decision making. Some cities and states

have sponsored ombudsmen to guide busi-

nesses through the red-tape mazes. Such

programs have received uniformly positive

reactions. Such expediting is highly valued

by many large companies, and explains, in

part, the favorable opinions they have of the

industrial development programs of North

Carolina. South Carolina. Nebraska, and

elsewhere. It is difficult for the average

businessperson to know how to secure

quick rulings on zoning variances, building

permits, environmental standards and

regulations, parking regulations, and tax

assessments and abatements. The more

government can cut the red tape, the more

industry itcan expect to retain. This exceed-

ingly useful function could be promoted

even more than it has been.41

To the extent that business taxes contribute to per-

ceptions of business climate, some researchers argue
that a state is better off with a broad tax base and low
nominal rates than with a high nominal rate coupled
with numerous special provisions. On the one hand,
such differences should not matter. The sophisticated
tax manager of a corporation is likely to be more inter-
ested Inthe "bottom line" liability and less concerned
with what the nominal rates might be. On the other
hand, the tax manager of a corporation that isconsid-
ering a number of expansion sites, including New York,
may not be involved in compiling the initial list iden-
tifying which of the 50 states merit further consid-
eration. Such a list may be compiled by persons such
as the division general manager who might not be
involved in preparing the state tax returns for the cor-
poration. A state with a high nominal tax rate but
having favorable allocation formulae, tax credits, or

Continued on pege 6
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favorable rules on defining taxable income may be
eliminated from consideration as an expansion site in
favor of a state having a lower nominal rate but a less
desirable tax law. Whether a state obtains the same
advantages when it indirectly lowers business taxes by
adopting special provisions rather than when it directly
lowers visible tax rates is a funoumental and critical
question.46 In terms of improving it- business climate,
a state may be better off eliminating most or all of its
special provisions and using the increased revenue to
lower rates.4'
One commentator has concluded that:
State tax policy should be designed so as
to emphasize stability, predictability, and
uniformity in state business taxation. The
business tax climate is imp*.‘red more than
anything else by tax policies that seem to
single out particular industries or activities
for special treatment, either bvorable or
punitive, creating a situation in /hich every-
thing seems to be up for grabs. rax conces-
sions to specific firms or indus ries are to
be avoided. On the contrary, state policy
should emphasize the evenhanded applica-
tion of the tax structure to businesses of all
kinds.48
Whatever the perceptions are of New York s business
climate, work by the Staff of the Tax Study Commis-
sion indicates that the State's business tax structure
is generally in line with that of other states. Moreover,
the effects of a range of policy options that were simu-
lated. which included rather dramatic changes in the
State's franchise tax. did not alter New York's ranking
among the sites studied and were probably too insig-
nificant to alter New York's attractiveness.49
Perhaps in recognition of the competitiveness of the
State's business tax structure, attention has recently
turned to the role played by New York's personal
income tax. The effects of a state's personal income
tax on the location of a business has not yet been
studied with any rigor, primarily because the issue is
not as susceptible to the kind of analytical tools that
are applied to business taxes. The research discussed
above covered only the corporate, sales, and property
taxes and therefore its findings cannot be extrapolated
to the State s personal income tax.

This essay ... concludes that using business
taxes as a significant part of an economic
development strategy Is virtually certain not
to have the impact that proponents expect.

The conclusions and findings of the Tax Commis
sion's research on New York, which are consist'a with
a substantial body of economic analysis, seriously
question the emphasis the Slate has previously placed
on the relationship between business taxes and eco-
nomic development In the past, it has been assumed
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that a change in the business allocation formula, the
introduction of an investment tax credit, the adoption
of ACRS, the ability to allocate Income to other states
even if such income isnot taxed by these other states,
and similar special tax provisions, would significantly
affect a business's locational decision. Like many
issues that state policymakers confront, the question
of the influence of taxes on the business locational
decision cannot be definitively and conclusively
answered. Knowledge in this area is and will remain
imperfect, which, unfortunately, describes many of the
other areas that policymakers are asked to address.
Confronted with the lack of perfect Information, policy-
makers should respond by determining the direction
in which the bulk of the evidence points.

Clearly, a substantial body of evidence suggests that
state business taxes are unlikely to affect significantly
the locational decisions of firms. Businesses are not
flocking to Mississippi. Louisiana, or Arkansas— low
tax states. Conversely. Route 128 developed at a time
when Massachusetts's unofficial sobriquet was "Taxa-
chusetts." Apparently, low taxes do not inevitably
attract firms any more than high taxes necessarily repel
them. Of course, in some cases state and local taxes
may be the determinative factor in a locational deci-
sion. It isalso possible that taxes matter more for some
types of firms than for others, and that the mix of taxes
might also be important. For some businesses, an
adverse tax picture reinforces other disadvantages that
a state has. What the research suggests, however, is
that these situations are infrequent and should not be
the "tail that wags the dog."50 This finding should not
be misinterpreted, however, as an invitation for a state
to increase cavalierly its taxes on business—at some
point, deleterious effects can be expected.

The policy implications seem clear. Those who
advocate using the tax system to influence business
locational decisions, a position that is seemingly
inconsistent with over 30 years of research, should
have to support their case with a rigorous and periodic
cost-benefit analysis. Because of the revenue and ineq-
uities at stake, the burden of proof should be on such
advocates. lronically, programs costing a few million
dollars receive more scrutiny than tax incentives like
the ITC and EIC. which cost more than the budgets
of most State agencies.

De-emphasizing the use of business tax incentives
as a tool for attracting and maintaining businesses
should be viewed as a way of eliminating waste, ineffi-
ciency. and inequity in the tax system and is not tanta
mount to abandoning any meaningful program of
economic development or to damaging the State's
business climate. To the contrary, the money that
would be raised from eliminating ineffective and ineg-
uitaole provisions in the tax code could be used to
finance rate reductions in the corporate and personal
m;orne taxes, to supplement existing State programs,
or to fund new ones. Money raised from eliminating
provisions that cannot survive a cost-benefit analysis
could be used for human resource development, job



training, research and technological development,

providing capital to finance growth and development,

improving the State's infrastructure, and energy and

natural resources management. To encourage eco-
nomic growth, money is probably best spent on pro-
grams that increase the birth rate of local companies
and the encourage the expansion of small, local com -
panies. This essay does not address the specific merits
of these programs, butonly concludes that using bus-

iness taxes as a significant part of an economic

development strategy s virtually certain not to have
the impact that proponents expect.
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sions was aiso not addressed.

9 By using after tas rates of return of representative manufacturing
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10 State tas incentives typically favor capital Investment leg. the invest-
ment tas credit or the adoption ol adepreciation regime like ACRS) These
incentives can increase tne level ol investment in a state m two mdepen
dent wav* by eneou-aging existing firms to invest more than they other-
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incentives however ire rarely defended as tools for increasing the level of
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incentives cannot be seriously defended at a cost effective means of increas-
ing me level ol investment by existing firm * For a further discussion, sec
Staff Report infrj note 28 and Staff Report, infra note 32

11 The tr t tape involved m site assembly may be a much greater in-
vestment Barrier man the price of land See R Vaughan. Stair filiation and
Economic Develgorek!19791 p 25

12 Trantponanon costs atfect boin ihe revenue a firm receives Irons -is
sales and lhe prices it pavs lor us inputs Availability of transportation
Inkaget twen as the ease with which trucks can make deliveries and col
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oriented firms. See note 19 infra.
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to be unionized. See R Schmenner. Makding BLEINess Laation Dedsias
11982). p 37 A company with seasonal needs for labor has io be locaied
In an area with a large labor pool See Vaughan, symranore |l at 24

15 A site nea; established markets may be essential #Tarindustries such
as printing, plastics fabrication, paper conversion and can manufacturing
which involve commodities that have a low value to weight ratio and thus
have transportation costs that are a high percentage of lhe selling price of
the goods. See Schmenner. aypranote 14 at 37

16 One of the factors cued by Bankers Trust for transferring part of its
operations from Mew York lo Mew Jersey was the tower cost of utilities an
important consideration presumably because of the large amount of elec
tricity needed lo run the company s computers See Hew Yk Tinmes
April 29. 1983 p B3. Energy costs are commonly mentioned as one ol the
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p D23. December 23, 1981. p DM Slate and local taies. of couise contribute
to the cost of energy The price and availability of office space is another
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17. For example, paper mills typically locale near a supply ol trees and
water; fruit and vegetable processors are usually located near farms, and
petrochemical complexes must be close to pipelines See Schmenner. suprj
note 14 at 37,

18. Some manufacturing planis opeiate as satellites to a base or mam
plant and cannot be located too far from the mam plant without stretching
the lines of support too taut. Schmenner. s pranote 14 at 37 Savm Cor
poration decided to build a plan) in Union. Mew York because lour of its
feeder planis were already in the area According to the corporation s senior
vice president, the choice wasnt made because of tax considerations Vet
SwestJaaral July |, 1980 Nonetheles* the States Commerce Commis
sioner chose to describe Savm s decision as a splended example of the
drawing power of tax incentive* Id

State officials responsible for economic development have an institutional
interest in exaggerating the impact ol tax Incentive* When Churcn and
Dwight built a new plant m Ohio, one economic development olficial
claimed: The tax incentive was the keystone of the deal The corporate
comptroller, however, stated that: The tax abatement was a nice kicker at
the end but we chose Ohio mainly because of its strategic location lor
distribution and market growth." Vi@l Srest Jaurral June 30. 1978. p |.

19 High tech compame* which are bemg wooed bv many stales today,
are especially sensitive to the existence of prominent universities having
graduate level technical proorams that produce a pool of potential
employee* A recent example involves Microelectronics and Computer
Technology Co. a joint venture ol 12 maior companies, including Control
Data. Digital Equipment. Honeywell. RCA. and Sperry, which was courted
by fifty seven citie* According to the president of Microelectronics in select
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scientists with advanced degrees—and 'not whos holding a gold watch to
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who assert that the ability ol their states to a‘iract giuwih industries increas-
ingly hinges on the educational depth of the work force. Many of these
changes are bemg financed by increased taxe* new YakTimes March 20
1982. p 26.

The Alabama Governors Task Force on Economic Recovery expressed
a similar concern: Alabama straditional combination of low taxes ang mm.
imum services no longer constitutes a sound basis for progress Todav
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system, engineering resource* communications reseacn.' HawYork Times
June 14. 1983. p AlI9

Florida recently increased its budget for education by <227 8 million
through a variety of tax increase* The Florida Governor supported the tax
incteases with the slogan. Education Means Busmes* new Yak Times
January It. 1984

This phenomenon is not limited only to the South When voters approved
the first Dayton. Ohio public schooltax m twelve year* they were described
as acima in part from « concern for |obi new >ne Times. June 14. 1983.
p A18 Business executives in California have alto caned for rax mcreases
to finance educational reform* Business leaders fear that the poor quality
of public education m California is undermining the ability of then com-
panies tu compete with foreign countries, especially Japan which are

erceived ro have better education systems Meui Ybrtr Time* April 23 1983

20 The high cost ol housmg m ihe Silicon Valiev it apparently making
it increasingly difficult for companies to attract employees and n causmg
some corpora-ions to move to lowe'con area* Wan Smret jasral M»v 11
1983. p 37 The cost of housing played a role m the selection of Austin
Texas bv Microelectronics and Computer Technology Co supra note 19 The
biggest economic lector was me cost of private nousmg Taxes didnt piav
a significant role m our decision The governor ol Texas pul tcqgethe’
a statewide task <orce ol banker* industrialists educators ang po'it-cai
figures and they did soma clever things to reduce me hassles ol reiocai
mg—such as getting bank commitments lor mortgage money beio-w Fma
rate* and tuning a iob placement center for spouse* USA Tachy
August 24 1983 p A8
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21. Improvements in Ih* level end duality ol public services. luch et e
iiele i Infrastructure. will benefit many firms. both large and small By com
pariton. tea incentives tend to accrue to a imall percentage ol large lirmi

22. According tu one ol the leading retearchers on locational decision,
making, corporations visit a potential site in order to gather information
about me community—its attractiveness as a place to live and raise a family.
Its housing, schools, medical lacilltlet. cultural and recreational activities,
and its civic pride Schmenner. suptanote 14 at 20

23. Many studies have concluded that regional differences in labor costa,
construction costs, and energy costs are generally loo large to be nliscl by
differences in las levels See. eg.. Cornu Testa, and Stocker. State Local
Fiscal Incentives and Economic development. Urban and Regional develop
ment Series No 4. Academy for Contemporary Problems (19781

24 Tothe e*tern that other costs of a business are also deductible, ihe
relative differentials between such costs and tases would be unchanged.

25. See supra note 19:C Tiebout. A Pure Theory ol Local Expenditures.
54 J FRdiical BEoonamy (1956), p 416

26 See W Oates. The Effects of Property Tases and Local Public Ser
vices of Property Values: An Empirical Study of Tax Capitalization and the
Tiebout Hypothesis," 77 J. of Fdiitical Ecoramy (1969). p 957

27. Roger Smith. Chairman of General Motors, whose Saturn plant has
been sought alter by nearly every governor, stressed that tax breaks cant
make a silk purse out of a sow s ear.* According to Smith, were going to
be m business for the long term,. you ve gotto look at more than just what
the great big cookie is thats coming in on the plate Detroit Free Press.
March 18. 1985. p IA Consistent with this philosophy, the first state GM
eliminated as a site for the Saturn plant was Florida, a state that is perceived
as having an extremely favorable tax climate (e.g.. no personal income lax.
no estate tax, a double-weighted receipts factor, as well as its recent elimma
tion of worldwide combined reporting) See a/so rexr accompanying rn/rj
note 48.

28. For afuller discussion, see Report by the Stall of the Legislative Com
mission on ihe Modermiation and Simplification of Tax Administration and
the Tiix Law. The Article 9 A Franchise Tax: Should New York Adopt ACRS’
iDecember 31. 1984) The issue of whether a state should adopt the lederal
rules on ACRS a,so illustrates a significant difference In perspective between
federal and stale tax law Wher. the Congress enacts special tax provisions
designed to encourage investment, it Is mdilferent to where within the Un.ted
States such activity occurs A particular state does not snare this perspec
tive, however If state law mitrois federal measures designed to encourage
investment regardless ol where it occurs a stale may lose revenue to support
investment occurring beyond its borders, the benefits ol which may not suf
ficlentlv rebound to that state. If the policy question is phrased as whether
a state should adopt a (ax incentive that results In a loss in revenue for
investments made in other stales most officials would answer with a
resounding No Yet. if New York were simply to adopt the federal rules on
ACRS. as has been vigorously proposed by many persons, a corporation
would receive the benefits ol the faster depreciation for investment occurring
ooth within and without the State. Ir .teed. most of the revenue loss that New
York would experience from adopting ACRS would actually be attributable
lo investments made in other statei Seeid. In order to minimize this revenue
loss a state that wished to adopt ACRS should limit it only to in state invest
ment, which is the approach New York recently adopted Even this approach,
however, does not ensure that the resulting loss in revenue will be cost effec-
tive See id.

29 For example, shortly after New York adopted its double weighted
receipts factor Massachusetts and Connecticut adopted similar provisions.
See Report by the Stall of the Legislative Commission on the Modernize
tion and Simplification of Tax Administration and the Tax Law. The Article
9 A Franchise Tax The Double-Weighted Receipts Factor (May 1985)

30. Kieschmck. sypranote 3 at 325. Moreover, some economists argue
that business accounting and organizational structures can reduce the ef-
fectiveness of a tax incentive Tax incentives operate at the overall company
level by reducing the linal tax. But the problem that generated the need for
« tax incentive is often focused at the plant level, where the plant manager
is faced with the decision to purchase equipment that would otherwise be
unprofitable without the tax incentive Consider, for example, the investment
tax credit (ITC) Unless the tax savings at ihe overall level are allocated within
the company to the particular plant, that plant manager might be saddled
in the company s books with a high pre ITC cost for the equipment See
Surrev. Warren. McDaniel O Aull. Fedrallincome Taxation11972) Vol. 1.p 271
atn 21 Further, the plant manager or other persons in charge of purchas
mg equipment may be unaware of the credit. A staff member of Minnesota s
Taxation Committee expressed a similar sentiment: Weve learned that
accountants are better at discovering tax breaks than managers.' See D Frey.
Economic Development Tax Incentives. A Staff Perspective. Paper Presented
at the National Conference of State Legislatures. July 22. 1964.

31. Si.ire TaationRlico/ syanote | at 89.

32. The EIC can only be claimed by those firms which have claimed ITC
For a complete discussion, see Report by the Staff of the Legislative Com-
mission on the Modernization and Simplification of Tax Administration and
the Tax Law. The New York Stale Investment and Employment Tax Credits
iMarch tl. 1985)

33 Seeid. The federal government annually pubLshcs a supplement lo
me budget which estimates tne cost of various tax incentives See Budget
ol the United States Government. Special Analysis G. A lew states publish
a similar analysis

34 See Ernst 0 Whmney Faces Civil Charges lor Oexcptive ITC
Studies Tas:holes March 22. 1962.p 770

35 See Stall Report, supra note 32 at 56.

36 See >d at 30 3) 3536

37 A reduction in the rate of the franchise tax would also have the effect
described in the text A sta'e program mat was structured to provide a tax
tree benefit to a corporation would not have such an effect provided that
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the program did not reduce a cost that a business would have otherwise
incurred

30 See Staff Report, symanote 32 at 36-37.

39 The study compared the investment patterns ol 238 profitable non
financial corporations with the federal taxes they paid in 1981. 1982. and
1983 and concluded that evidence that the billions ol dollars the lederal

ovcrnment spends each year on tax incuntives lo encourage investment

ave failed lo achieve then purpose is overwhelming" See The Failure ol
Corporate Tax Incentives A Study of Three Years of Growing Loopholes and
Ljggmq Investment. Citizens for Tax Justice (1985) p 4 The study found
lhai the 50 lowest taxed corporations had an average tax rale ol minus 8 4
percent (I e . they received tax refunds or sold then excess tax benefits) but
reduced (hen investment by 21 6 percent I3y contrast. lhe 50 corporations
with the highcsi tax rates ircressadthen investment over ihe same period
by 4 3 percent while paying 33.1 percent of then prolits in federal income
taxes Moreover, although the low tax companies cut back on then new
investment they increased then dividends at a pace mote than 30 percent
greater than ihe high tax companies

40 The pressure exerted on some states to repeal worldwide combined
reporting provides a recent illustration See also note 41 rfia

41 A spokesman lor General Motors, lor example, staled that the reason
the corporation asked Oalnmore for a tax abatement (in addition to non tax
benefits that were already granted) was that wed be very irresponsible lo
our shareholders not to request it." See New York State Comptroller Fiscal
Research Report. Tax Concessions for Business Development (January 19811
R3.

Michael Barkers description of the role of business is more cynical
In virtually every stale, businesses and their trade associations make
an annual pilgrimage to the stale capital, pleading for additional
tax reductions or tne creation of special investment incentives
Armed with studies and charts, they attempt to show why the state
is suddenly In danger of losing jobs to other, more attractive areas
Usually, they stress that the tax reductions being advocated pose
no long term threat to the state s treasury and that prompt action
on tax reductions will provide such a stimulus to private taxable
activities that the changes will pay for themselves, producing no
net loss in slate or local revenues But the alternative is always dear
Without action, disaster looms The stale s business climate will be
severely damaqed Investment capital will flow elsewhere. Existing
businesses will wither and die. Workers will go |0blesx Tax revenues
will fall as industry stagnates Business interests will support other,
more responsive candidates A blight will move across the face of
(he land.

That such elforts continue to prove successful in the complete absence
of any empirical evidence that state or local taxes play an important role
m guiding business investment decisions Is nol surprising. Business lob
bies are powerful in state capitals. What very few numbers do exist concern
mg th « impact of taxes on business investment decisions have usually been
furnished by the very people seeking tax relief. Stale TadatiohFilicyama
note | at xiil-xiv.

42 Various groups attempt to measure a state's business climate. One
well known attempt by Alexander Grant has been described as lacking rigor
and scientific methodology. See Wheeler. Interstate Differences in Tax Costs
to Corporation A Look at Some Accounting Studies. In Midhigans Ascal
and Economic Struclu/e (Brazer 0 Laren eds. 1982) Prolessor Wheeler notes
that (he Alexander Grant study does not claim to be. nor should it be con-
strued to be. using scientific methodology in that a whole host of internal
and external validity problems exist.' la 252. The Grant study has been
criticized for counting the same variable twice, relying on poordata sources,
and improperly measuring the factors used. See Biermann. The Validity
ol Business Climate Rankings. A Test." IrdLstxriall Develgovenit MarchiApnl
1984). p 17.

Attempts to measure a state s business climate often suffer from the prob-
lems encountered in measuring a state s tax burden: most business climate
studies are not industry specific and are thus too general to be very useful.
Disparate industries are likely to have very different impressions of a state s
business climate and a general study that ranks various aspects of doing
business in a state cannot reflect the priorities of every sector of the economy

Fantus Corporation contends (hat business climate studies are
inappropriate and unusable In the site seleciion process. See Biermann.
supra. Fantus described (he Grant study, 5 as a tremendous disser-
vice for states and industries because it Is to misleading.. .the ranking it
subiectrve and uses general data that are misleading because they dont
come to grips with the specific needs of companies in specific locations*
Id 23.

43. The North Carolina director of industrial development stated Exist-
ing industries in most cases pay for incentives, and we dont burden our
industries with thal We treat everybody equally.” VallSmestJournal June 30.
1978 p 17

44  Tax subsidies tend to provide windfalls to large, well established
companies and have little meaning for new small companies that offer the
areatest potential for local economic development Jack Faucett Ai-oc airv
Effectivaessoffirerdal Inoainesan InestnrantinttebocoaricDeiw/op-
mem Admimsirjtion s DesigeedA/ras. Economic Development Administra-
tion. US Department of Commerce (June (976) p ill.

45. Schmenner. agranote 14 at 58 Some persons have argued that tax
concessions should be viewed in terms ol their announcement ellect—that
ihe businessman is a hero who is admired and loved by tht citizenry
Southern policymakers art olten described at accomplished practitioners
of this stroking policy SeeShannon State Income Taxes—Lzvmg with Com
plenty. National Ta<Jbumaf(l977) p 339-340. Schmenner t recommenda
tiont would seem to serve this purpose.

In discussing the psychological elleclt ol investment incentives on
business climate, one economist concluded. ~Unloitunately. about all one



can do about tuch matter* it to not* ihtir existence and our inability to say
anything detinue about them 'Bird Ta<ireatiLesfcelnestrat TreSlate
dl te Art (1980) p 49 n. 10
46 A 1979 survey conducted lor the Chemical Bank asked the question-

If you had to choot* between general tax relief and Stale assistance anJ

incentives for business, which mould be ernphasited to improve ihe Stale t
business climate)' Of the 898 businessmen questioned. 76% chose genaral
tax lenel See New York Slat* Comptroller. Fiscal Research Report. Tax Con
cetsioni for Businesx Development |January 19811. p 4

47 On# representative of a prominent Mattachutaitx lobbying group
was reported as staling that he would prefer an outright cut m the state s
corporate income tax rate but since that was hard to obtain, lax Incentives
will have io do Anoiner lobbyist who was instrumental in the adoption of
the Massachusetts |Ob creation tax credit stated that his oigaoiraiion fully
intended the credit to be a gift' to companies lo compensate them for
the States high lax rates See Harrison and Kanter. The Great State Rob-
bery (Working Papers (or a New Society. Spring 19761. p 57.

As this essav goes to p'ess Stanley Fink. Speaker ol lhe New York Stale
Assembly, it planning io introduce a bill that would eliminate many ol the
special piovisiont in the New York corporate lax. coupled with a dramatic
reduction m the rates Hit bill would reduce (or leave unalfecttd) (he taxes
paid bv 99 percent ol the corporations in ihe stale Speaker Fink sproposals
are philosophically similar to those being proposed by the US. Treasury
Department lor reforming the lederal corporate income lax

48 Siocktr. A Fiscal Strategy of Ohio Economic Development. Il
Bulletindl BLsirness Ressesrdh(May 1977)

49 The simulations conducted actually understate New York * attrac
iivenett tor four reasons. First, ihe Sutes ux lew has extremely favorable
rules on ihe taxation of dividends, interest, and capital gams. These rules
were not simulated because only income from manufacturing activities was
modeled.

Second, the manufacturing firms that were simulated were assumed to
have a pattern ol sales lhat would magnify and exaggerate lhe impact of
adopting more tinngent changes in the taxation of corporations For
example, the firms modeled were those which would experience nearly the
greatest decline in alter tax rates of return if a throwback rule were intro-
duced or if a single weighted receipts lactor were adopted The overall
decline in after lax rates of return which would actually accompany these
changes, even though modesi. were nonetheless overstated.

Third, ihe computer model assumes that an out of state firm would ex

pand m New York through a branch rathtr than through a new subsidiary
If acombined report it filed, the Ux conteguances will bx identical reqardiesi
of whether tha out of slat* firm expands through a branch or inrougn a suo
tidlary If a combined report It not filed, however very different lax cons*
guences can result By creating a subsidiary for nt New York operations
an out ol state corporation can achieve even more lavorebie let results than
those indicated in the Staff Report symanot* 5 (Jsmg orthodox tax pun
ning techniques the subsidiary can reduce nt New York taxable income
through payments to its patent tor other related corporations) for goods or
tervicet. tuch at legal fees accounting feet, advertising expenses steward
ship costs, and interest. These expenses would be deductible at costs of
doing business and thut reduce lhe corporation s New Yore taxable income
If the payee is tubiect to a lower tax rale then the payor « net savings results
The creation of a branch in New York would not allow this tame flexibility
and thus the simulations understate ti j competitiveness of the New York
lax structure

Fourth all other states were assumed to have adopted the federal ACRS
rules on depreciation Totht extent that tome of that* steles have decoupled,
tht simulations make New York appear text attractive men n it.

50 Theoretically, if only a few firms were influenced by a tax Incentive
to locale (or remain) in New York. lhe resulting benefits might still outweigh
the venous costs end inequitjes that are identified in the text Evaluating
the benefits generated when Ckirm it induced io locale in New York involves
acomplex tel of Issues; Are the kinds of firms or investments attracted bv
tax incentives consisieni wiih ihe long term interests of the State) Will the
new corporation t employment, investment, and environmental policies com-
port with the needs of tne local community) Will the new lumormg nt own
work force or absorb local unemployed persons) Will prolit* bv me turn be
invested locally or outside the State? Will raw materials and other .nputt
be purchased from local firms or from our cf state turns) Whei services such
as water, transportation, and watte disposal will be required by the new firm
end how will these be financed)

One* the benefits have been quantified, they can be compared to the costs
of the tax incentive to tee whether the incentive was e sound policy or
whether there were more cost efficient means of achieving me seme goals
Although quantifying ihe benefits generated by a new firm is exceedingly
complex, some commentators have concluded that the types ol businesses
most likely to be a traded by tax incentives pay low wages, otfer poor worn
ing conditions, and provide unstable employment. See R Vaughan, supra
note Il at 94 (citing Harrison and Kanter)

MIC Annual Meeting
Covered Wide Range of Tax Subjects

Representatives of twenty-eight states and of many
businesses attended the Commission's Eighteenth
Annual Meeting. This year's meeting consisted of
programs on Sales and Clse Taxes. Enforcement
Efforts. Property Taxes. Corporate Income Taxes, and
National Taxes.

SALES AND USE TAXES

Untaxed Mall Order Sales from Out-of-State

Plight of the In-State Retailer

The first program addressed the burgeoning mail-
order problem which faces the states. Arthur Wheeler.
Executive Director of the North Dakota Retailers' Asso-
ciation. lamented the fact that so many sales are made
into his state by out-of-state mail order sellers whom
his State cannot require to collect and remit applicable
use tax. Since the State cannot effectively enforce the
payment of the tax by each individual buyer (it does
not even receive any information with respect to such
sales from the sellers), lhe result is. according to
Wheeler, "an unrecognized form of tax relief for out-
of-state direct marketers." In-state sellers must, he
pointed out. collect and remit sales tax with respect
to each sale of the same items as those which such
out-of state sellers market tax-free. He said that the

same situation prevails across the country. Many mail
order sellers can be required to collect and remit the
tax by virtue of the fact that they have a jurisdictional
nexus in a state. i.e. they have sufficient contacts with
the state to allow the State to impose the collection
and remittance requiiement on them. Thus, Sears
Roebuck is subject to that requirement in all states
because of the fact that It has at least one store in each
state. However, under a 1967 U.S. Supreme Court
decision in National Bellas Hess u. Illinois Department
of Revenue, sellers who operate solely through the
mails or have similarly minimal contacts with a state
cannot be subjected to that State's tax collection
jurisdiction.

Wheeler referred to proposed federal legislation
which has been drafted by state tax administration
officials for the purpose of extending the jurisdictional
'each of the states to enable them to impose the collec-
tion requirement upon such out-of-state direct mar-
keters. That proposal would cause the requirement to
trigger when the seller exceeded a certain threshold
level of sales into a stale. Wheeler objected to the
exemption of such sales below the threshold level, say-
ing that that would still be unfair to in state sellers and
to buyers from in state sellers. (It appears likely, how-
ever. that the tax collection requirement could apply
to all sales, including those below the threshold, but

Continued on pjge 10
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THE ROLE OF TAXATION IN STATE BUSINESS CLIMATE

Introduction

Tax policy is one of the most difficult and publicly scrutinized issues that
state policymakers encounter. Legislators must balance many concerns when
deciding upon tax questions. Undoubtedly, they seek to keep the level of taxation
reasonable while also addressing demands and needs for public spending. The
fairness and efficiency of taxation are other important considerations in tax policy.
Lawmakers pursue tax fairness by attempting to tailor tax burdens to the
taxpayer's ability to pay and by taxing individuals and businesses in similar
circumstances under the same rules. Furthermore, since taxes can distort economic
decision-making and lead to a less efficient allocation of resources, this

consequence of tax policy must also be weighed.

In recent years, another issue has come to dominate tax debates in state
capitols. Legislators and public officials have been warned that their tax system is
the key to their economic fortunes - if their tax system is not competitive 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 investment arc
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 . Consequendy, the effect of taxes on business location and investment
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 results of empirical research on this question. Special
attention 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 to consider alongside traditional concerns of
adequate and stable revenue sources, tax fairness and economic efficiency.

This paper is divided into five sections. The first section discusses the
potential effect of taxes on business investment and job growth. In the second
section, the specific effects of different types of taxes are outlined. The next two
sections summarize and critigue empirical studies of taxes and economic
development, first focusing on the cost impact of taxes and then looking at the
indirect effects of taxation on population. Finally, the conclusions of the paper are

presented.



1.0 Taxesand Economic Growth: The Maior Tssnes

\Y

1.10 The Role of Different Business Investment Decisions in Job Creation

Business investment decisions are the motor behind state job and income
growth. Different regions and states experience varying economic conditions,
largely based upon their particular pattern of business investments.l 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.2 Since job creation results from several kinds of business
investment, the importance of taxes and other factors will vary with the type of
investment involved.3 Thus, state policy-makers need to know which investment
decisions are the largest contributors to economic growth and which are most
sensitive to tax considerations. Current research suggests that investments which
are the largest sources of new jobs are the least likely to be affected by tax
considerations while the 1investment type that is most sensitive to taxes 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 anew branch plant; and

(4) relocating a plant or business.

Several studies indicate that on-site expansion 1is the most important source
of new jobs while business relocations arc relatively unimportant. Roger
Schmenneris census of employment and investments at 410 of the nation3 largest
corporations during the 1970s uncovered that 6 0% of national job growth at these
firms resulted from on-site expansions, net of contractions. Another 36% of
employment gains were from new branch plant employment in excess of job loss
from plant closings. Employment growth at relocating plants accounts for only 4%
of the national job creation by these large companies. Results for the Sunbelt were
different, with new plant employment being the largest source of new jobs. Since
these findings apply only to large firms, they do not measure employment from

IScc Roger W. Schmenner, Makin% Busing?> L0CANon Decisions (Englewood Cliffs, New
Jersey:Prennce-Hall. Inc. 19822, pp. 164-199; and Candee S. Hams, “The Magnitude of Jab Loss from
Plant"Closings and the Generation of Replacement Jobs: Some Recent Evidence." The Annals of the
Amercan Academy Of Political ana Social Science 475 (September 1984). pp. 15-27 for a detailed
analysis of this issue.

:See Hams. pp. 23-25.

35ce Harold Wolman. Components — employment Change m Local Economies: ABcvr* I<i
Crmeue of the Litcrarurc (Washington. DC. The Urban Insntute. 1979), pp. 22-29. which discusses
how the causes oehmd different sources ot job creation are likelv to vary by investment type.



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 involve
this type of site selection and, therefore, taxes are unlikely to be a location
factor. Entrepreneurs typically start their business where they work and live; they
do not search out the optimal location.7 This location may be necessary for access
to expertise at a university or to be close to a major customer. Alternatively, the
entrepreneur may simply be choosing to stay in an area that is known and liked.
Furthermore, corporate profit and property taxes arc a minor concern for new
firms since they usually arc 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, ralLher than new construction. Since, in this case, expansion does
not require a new site, alternative sites, including their tax consequences, are
unlikely to be considered and evaluated. When on site expansion docs involve new
construction and additional facilities, it is likely that the advantages of remaining
at the same site (lower land costs and economies of scale) and the problems of
dividing up operations will either preclude a search for an alternative 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.8

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

of different locations.

Interstate tax differences, however, are irrelevant for most relocations since
most firms relocate over a small distance. One study estimated that 80-909& of all
relocations are short distance moves and are primarily motivated by space
considerations.9 Even among large Fortune 500 companies most plant relocations
are short-distance. Since "the interstate, inter-regiona” “""cation is a rare event,"10
differentials in tax rates among states are e" | influence most business

TThis point is made by Eva Mueller and James M. Morgan. "locanon Decisions of
Manufacturers.”™ Amcrcan Economic Rr-rv 52 (March 1962). pp. 204-217; and by Wolman pp. 23-25.

+ .
3Sce Roger W. Schmenner. Summary of Flings- The Manufacturing Locanon Decision- Evidence
from r;ncinnan and 'tr.V England (Camondage, Massachusetts: Harvard Business School. March

1973), p. 2.

9See Schmenner (1978), p. 9.

FSchmenner (1982). p. 1.



is perhaps the most important determinant of business location and employment
growth.13 Thus trends 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.14 A location close
to customers can also be important for firms that supply intermediate products to
other industries. When supplier firms need to regularly share information 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 plant must have an adequate supply of these resources
to be profitable. Labor is generally the most important factor, representing the
largest single cost and value component for most industries. Consequently, a plant
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, technology-based operations may
need a location that provides access to research, training and expertise at a
university. While raw material supplies arc not generally a major location factor,
they are important for resource based industries such as paper, food processing and
oil.13 Energy and land availability arc less important issues since they are
generally available nationwide. However, land and space considerations can
influence the choice of suburbs over central cities for manufacturing plants.

Production and Distribution Costs. Labor and transportation costs are
generally the most important location cost factors. Several studies indicate that a
large share of manufacturers is sensitive to transportation costs.16 A study that
simulated labor, transportation, tax and energy' costs for manufacturing industries
across the continental United States found that labor and transportation costs
greatly exceed tax and energy costs for virtually all industries at the 2 digit SIC
code.17 The location of facilities that serve a national 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

13See Vaughan (1977), pp. 49-53 and (1982), pp. 21-23.
lASchmenner (1982), p. 37.
13Schmenner (1982), p. 37.

65ee Vaughan (1982). p. 23,

.See Barr/ m. Rubin and ¢ Kurt Zorn. "A Comparative Analysis of Interstate Variation in
Man_ufacturmq Industry Business Costs* Center for Urban and Regional Analysis. School of Public and
Environmental Atfairs. Indiana University, 1983,



of industrial concentration.23 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.

Relationship to Other Plants and Operations. When a firm establishes a new
branch plant, it must consider how this plant fits into its existing operations. The
relationship of a new branch plant to other plants will depend on a firm’s
organization and multiplant 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 plant can take on a broad range
of responsibilities with an assignment to a product, market area or
process for a set period of time depending on changing conditions.24

Process plant strategies are most likely to require plant locations that are dose 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 plants can be significant and may lead firms to cluster plants within one
area, especially for firms following a process plant strategy.2s

r.nenl Characteristics. A number of local conditions, some of which are not
directly related to demand, cost or supply issues, arc important in business location
decisions.26 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 cultural amenities, good schools and less congestion and
pollution. Quality of life consideration may be weighed heavilv for plants that must
attract and retain a more mobile, professional workforce.2* Several factors that
shape the local quality of life depend on public goods and services, e.g., recreation
facilities and education. Local attitudes and leadership may aiso be considered.

aACIR. p.31.
245ce Schmenner (1982). p. 11*12 for a discussion of the classification.

ASchmenner (1982). p. 39,

ASec Vaughan (1977), pp. 77*79 on these locanon factors.

~Schmenner (1982), p. 3.



Two important economic trends provide a compelling explanation for why the
Sunbelt grew faster than the Frostbelt since World War Il. The first trend is the
substantial shift in population from the Northeast and Midwest to the South and
Southwest. This pattern of population shapes business locations in many ways. It
has greatly increased consumer demand in these regions and shifted the locus of
plants that serve national 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 population southward and
the development 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 Sunbelt is understandable as part of a decentralization process. As
industry expanded during this period, it spread plant locations throughout the
nation partly in response to a more decentralized population, partly to take
advantage of better access to markets and materials provided by a national
highway system, and partly to reduce vulnerability to disruptions from labor
stoppages, weather ana natural disasters that were greater when production was
centralized in one or two regions.29

1-30 The Potential Effect of Taxes on Business Investment

Direct Effect on Business Costs. 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, then a higher tax bill will reduce profits and lower a
firm’s rate of return. Since state and local taxes differ across jurisdictions,
businesses will face lower tax bills in some states than in others. A business could
increase its profit rate by making its plant investments in the lower tax state,
assuming revenues and all other costs arc not affected. Theoretically, this potential
consequence of taxes could, over time, result in greater levels of investment and
employment in states with lower taxes than in states with higher taxes.

The investment impact of tax differentials is far more complicated than this
simple hypothesis for several reasons. First, the crucial "ceteris paribus™ assumption
(everything else being equal) is not true. Non-tax costs vary considerably across
states and are generally more significant than taxes. Second, a tax collected from
a business is not necessarily paid by the business's owners. A firm may be able to
shift taxes, such as sales and property taxes, forward to consumers or backward to
factor suppliers. If the cost of taxes is not ultimately paid by the firm, then
profits will not be affected. While the ultimate tax incidence question has been
well researched, no clear conclusions have been reached.30 Third, differences in
property tax rates may be offset by their capitalization in land value, thus

29The role of decenrralizanon in the post war pattern of business investment and employment
growth is discussed by several authors. See Mueller and Morgan, p. 14; and Schmenner (IfS2). pp.

167-172.

30For discussions of tax incidence see Kieschmck. p. 5: and Lester Thurow. The fn-niqg *
T:rc< *n Amercan Economy (New York: Praegcr Publishers. 1971), chapter 4.
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certain population groups. These incentives attempt to use taxes to make the
desired action economically advantageous through the value of tax savings. To be
effective, a tax incentive must actually cause a firm to take a desired action it
would not otherwise take rather than provide a windfall benefit to firms that
would have acted the same way without the incentive. To be an efficient
expenditure of public dollars, the public benefits generated by those firms which
acted due to the incentive must exceed the foregone tax revenues from all business
who use the incentive.

Interregional and Tntrnrcgional Effects. As mentioned earlier, the influence of
tax costs on business investments may vary depending on the geographic area.
Since access to markets and resources, the nature of the labor force, labor costs,
transportation costs, energy costs and other business location considerations vary
enormously between major regions of the United States, we would expect the
impact of different tax bills to be less significant across regions. However, within
the same state, among bordering states and within metropolitan areas, where major
business factors are fairly similar, the variation in taxes may take on more
significance. Similarly, people may be more likely to locate based on tax
considerations when the underlying climate, economic conditions and quality of life
is similar within an area. Therefore, we might expect the potential influence of
taxes, both dirccdy and indirectly, to be greater within regions than across
regions. This evaluation of the evidence on the effect of taxes on economic
growth, therefore, will consider separately the impact between regions and the
impact within a state or metropolian area.

The Importance of Federal Taxes. State and local taxes interact with federal
taxes as they influence economic decisions. Since federal taxes are significantly
greater than state and local taxes, federal tax policy is an important constraint
and influence on the potential 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.33 With most corporations now
paying a federal marginal tax rate of 4 6 each S100 of state and local taxes paid
reduces federal tax liability by S46 and thus is actually an effective tax of only
S54. Thus, federal deductibility will reduce a S100 tax differential between two
states to a $54 differential. Although federal deductibility does not change the
relative difference between taxes across states, it does alter the size of the state
and local tax bill and thus the importance of taxes in comparison to other location
costs. Federal deductibility also significantly reduces disparities in personal income
taxes among states and thus mitigates the potential impact of these taxes on

population migration.34

33Sce Herman B. Leonard. Unchecked Balances- The Outer Side of Public Spending iNew York:
Basic Books. 1986), p. 134.

ASee ACIR. pp. 19and ™



2.0 The Potential Effects of Maior State and-Local Tares

It is Lie variation in state and local ta*cs across jurisdictions that potentially
affects business and individual location decisions, altering the distribution of
economic growth. States and localities, hj\ ever, vary net only in th-tr level of
taxes but in the tax mix they employ. Two states with similiar overall tax burden
may have very different tax structures; one state may rely heavily on sales and
property taxes while the other largely depends on corporate and personal income
taxes. Since the myriad studies on taxes and economic growth use a variety of tax
burden measures, it is important to consider how particular taxes may influence
economic growth before evaluating their results. This section discusses the
relevance of overall tax burden, and the four major state and local taxcs-
propcrty, sales, personal income and corporation income - to the debate.

2.10  Overall Tax Burden

The most common way to compare taxes across states is to use an aggregate
measure of total tax burden. Per capita tax revenues and tax revenues as a Share
of personal income are the two most common measures of total tax burden. Since
fees arc also used to finance government services, it is appropriate to include both
tax and fee revenue (usually called own source revenue) in these figures. Many
studies rely on these indicators. The Grant Thornton state business climate ranking
uses state and local taxes per S1000 of personal income as its tax burden measure.
Two recent studies of interstate effects of taxes on business investment and
employument growth also 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 burden due to a large sales tax for which
goods and equipment used in manufacturing are exempt (a fairly common
exemption) should not matter to a manufacturing business. Similarly, 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 energy costs were a small share of
income. Alaska is a good example of this problem. Alaska has the highest overall
tax burden per S1000 of personal income. However, since most of its revenues come
from oil severance taxes, the taxes paid by a married couple in Alaska are the

lowest in the nation. 3%

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

3JSee B. Benson and R. Johnson. “Capital Formanon and Interstate Tax Com etition" and
Michael Wasylenkn. The Effect of Business Gimare .on Employment Growth; eport to The
Minnesota Tax Study Commission.” 23 June 198A cued in Neteer. . 25

IBee ACIR. Siimftcant Futures  Ctot r”era(i?m. FJu>on {Washington. DC.
ACIR. 1986). pp. 52 and 123
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In 1984, forty-five states collected S15x5 billion in corporate income taxes,
representing only 3.1% of state and local revenues nationwide. Corporate tax rates
and tax bases, like the personal income tax, vary to a large extent across states.
Top rates range from 235% in Michigan to 11.5 % in Connecticut. There are also
differences in depreciation schedules, investment tax credits and the allocation of
income for multistate firms.4

Since corporate income taxes are a cost to businesses that directly 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 Xss, while those in low tax states might have a higher rate of
investment. Similarly, firms considering new plant investments or relocations would
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, new firms 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 potential 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, which are large both within and across regions, may have a
more significant effect that interstate variation in corporate income taxes.4

2.40 Sales Taxes

Forty-five states had general sales taxes in 1984 that generated S62.6 hillion
in revenue. The sales tax is the most important single tax for state governments,
accounting for 18.9% of revenues in 1984. For combined state and local revenues,
sales taxes represent 13.9% of revenues. While the variation in state sales taxes is
limited, ranging from 3 to 7.5%, the sales tax base varies enormously. Slates differ
in exemptions for consumer goods (clothes, food, etc), consumer services, business
services, and materials and equipment used in manufacturing. In addition to these
variations, local sales tax add-ons are very common. Over six thousand local
government units in twenty-nine states collect sales taxes.43 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 widespread

4,See aGR (1986). pp. 4O. »8and 103 for data on stare corporate income taxes.

i:See Vaughan (1982). pp. 73 and 76.

1JData on saJes taxes is from AGR (19861. pp. »8.J9.92 and 9a.



property wealth 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 helps equalize
localities’ ability to provide services or their property tax rates, or by metropolitan
tax base sharing.47

Property tax differentials are likely to affect business and residential location
only to the extent that they are not capitalized in land values. While reserach on
this issue is not conclusive, there is some evidence (hat capitalization of tax
differentials does occur.& To the extent that property tax rates are not
capitalized, businesses investments and individual residency 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
benefits firms receive from these services. Areas with lower property tax burdens
may also impose more user fees, further reducing the actual variation in business

costs.

415ee Vaughan (1982). chapter Jon this issce

AVaughan (1977). p. 78: Leonard. ?. 135: and Nerzer. p. 27.
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3.10 The Relative Size and Variation of State and Local Tax Burdens

The direct impact of state and local taxes on business location decisions
depends both on the variation in effective tax (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 matter, 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.49

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 S866 in
Arkansas to S4704 in Alaska. If we exclude Alaska because of its high costs and
unique tax structure, the range is S866 to S2504, almost three to one, with 47
states within a range of 2 to I. Measuring tax burden as a share of personal
income, the variation in overall tax burdens was similar. The range from the state
with the highest to the lowest burden was three fo one, with 43 states within a
range of 1.3t0 1

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 particular taxes
paid by firms. Three approaches have been taken. Some studies estimate the total
amount of taxes initially paid by businesses in a state and then compare it to total
business income, profits or capital stock in that state. WTiile this approach is
informative about the taxes paid by business as a whole, it does not reveal actual
differences in taxes for specific firms or classes of firms due to the highly
aggregated data employed. This measure is also very sensitive to the year chosen
for comparison since business income fluctuates from year to year with the
business cycle. Other studies construct a typical manufacturing firm or typical
firms in several industries and then estimate the taxes collected from these typical
firms 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 analyst are better indicators of
the variation in state and local taxes paid by businesses than overall tax burden.

These studies, while somewhat mixed in their results, do indicate that a large
degree of variation in business taxes exists and 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

19For a food discussion of the problems vith various measures of rax burdens as indicators ot

business tax costs, sec St%ﬁ)hen Brooks. Robert Tannenwaid. Hillary Sale and Sandeep Pun. C
nf— M-machue<rt? fix Svar™ (Boston: Massachusetts Special Commission on Tax

Rerorm. 19361. bp



relatively small increase in wage costs can have a large impact on profitability.
For example, a 5% increase in wages for a firm with moderate wage costs can
reduce profits by over 16%.56 Legislative staff in New York estimated that a 2%
wage differential is equivalent in its effect on profits to a 106% differential in
corporate taxes.37 Thus, a 20% difference in wage <costs among states would
overwhelm even a500% difference in tax bills.

Rubin and Zom"s study 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 matter of a few thousand dollars.58 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.39
Similarly, iIn most industries the transportation cost differentials across states were
.at least tens of thousands of dollars.60 In each manufacturing sector,
transportation and labor costs were far greater than tax costs, by multiples
ranging from 5 to 50.

3.20  Survey Studies

One 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

.. 53 conrinued) . . .
Michigan. See also Leonard, p. 136 for data on (he greater size and vanarion of business costs

other than taxes.

JAssume initial annual sales of SI million, wages of $333.000. 10% profit margin and total
raxes equal to 60% of proGts. Before. tax profits are 5100.000 and after tax profits are $40.000. A 5%
Increase in wages raised the wage bill to $349,650 and reduced gross Proflts to S83J50. After tax
profits arc 533J40 (S3J50 X .40).” The change in profits is $6.660 or” 16.6%.

3iSee State of New York Legislative Commission on the Modernization and Simplificanon of
Tax Administration and the Law. "Interstate Business Locanonal  Decisions and the Effect of the
State's Tax Structure on Aner-Tax Rates-of-Rerum of Manufacturing Firms." Staff Worlung Paper.

1983, p. 76,

3See Rubin and Zom. Table 2A. pp. 30-31.
JRubin and Zom. Table 4A. pp.49-50.

ARubtn and Zom. Table 1A. pp. 16*17.



factor was personal reasons or chance.62

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

In none of the more than 80 interviews | have had with key location
decision makers in, mainly, large companies have 1 heard that state or
local levels of taxation 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 ifalmost 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
site.63

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. Overall, 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 England and Cincinnati, slightly
more than one quarter moved to a site with lower property taxes, almost half
found a new site with the same property taxes and one-quarter located at a new
site with higher taxes. Furthermore, Ffirms with higher capital to labor ratios,
which would be expected to be more sensitive to property tax rates, were not more
likely to settle in low tax jurisdictions.61 Schmenner did find that multiplant firms
in Cincinnati and long distance movers from New England were likely to choose
new sites with lower taxes. However, this pattern did not hold true for long
distance moves by Fortune 500 firms.65

Michael Kieschnick conducted a mail survey of firms concerning invcstm.nts
they made in 1979 in 11 states offering employment or investment incentives
through their tax codes. Investments in creating a new firm, expansion of an

existing plant and establishment of a new branch plant were analyzed separately.
Business and personal taxes were rated as an insignificant or moderate factor by

625ee Mueller and Morgan, pp. 207-210.

#
63Schmenner (1982). p. 46.

6LRoger W. Schmenner. “Industrial Locanon_and Urban Public Management." in Arthur P.
Solomon. Editor. The Prwccrtvc Citv (Cambridge: The MIT Press. 1980). pp. 460-461.

65Schmenner (1982), pp. 47*51.
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mixed, a few studies suggest that tax considerations may be weighed more heavily
by larger firms and firms locating new branch plants. The few studies that look at
the tax impact of actual location decisions also support the view that reducing tax
costs isnot a motivating factor in location choices.

3J0 Evidfince from-IntcrrcgionalLEconQmctric Studies

A second, increasingly common way to analyze the relationship between taxes
and economic growth is through econometric studies that use a statistical method
known as multiple regression. These studies attempt to statistically 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
actual 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 controlling for
the contribution of non-tax differences between states. With the inclusion of
non-tax factors in econometric models, the variation in these factors 1is 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

investment.

There are, however, potential problems with econometric studies, which
warrant caution in their interpretation. First, a study must include all the factors
that determine business investment or economic growth to successfully control for
the influence of non-tax factors. This task is difficult since so many state
characteristics shape economic growth and some factors - for example, the talent
of a state3 population - are very hard to measure. When an important controlling
factor is inappropriately omitted, the impact of this omitted factor may be partially
attributed to factors included in the study, overstating or understating their effect.
Second, when a statistical relationship 1is uncovered, the wunderlying 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 correlation is spurious-a
result of a chance relationship in the data or a unique 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 statistical 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.

3.31  Study Summaries

In the past several years, several studies have been conducted to relate
differences in economic growth among states to differences in tax levels and other
factors. These studies employ a number of economic growth measures including new
firm formations, branch plant locations, employment growth, personal income
growth and business investment. Most often, the study focus is on the
manufacturing sector of the economy, although a few studies look at broader
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Workers “compensation and unemployment insurance rates variables often indicated
a positive effect. Bartik concludes that his estimated effect of taxes on location is

small.7* *

The remaining studies have involved much more aggregate measure of
economic growth based on employment, business investment and personal income.
Since these studies are not based on actual business location decisions and use
aggregate data, they arc less precise and may hide the effects that appear wilLh
micro Jlevel data. Three studies have analyzed the impact of state and local
taxation on employment 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 results did not demonstrate any strong or consistent
negative affect from the taxation factors. While adding the tax variables as a
group improved the model 3 ability to predict employment growth and capital stock
growth, no such result occurred for value added. Corporate tax, personal income
tax and sales tax variables were ail statistically insignificant. A state"s overall tax
effort was found to have a negative and statistically significant effect while the
property tax variable and education expenditures were significant with a positive
effect on growth. The authors concluded that "differences in overall industrial
expansion can still be best explained largely by traditional market factors."73

Neuman 3 study was based on relative 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, unionization rates and the
presence of a right to work law. Furthermore, the corporate tax data was based on
the ten years prior to the period of employment growth, since Neuman argued that
the tax effect was a lagged one, i.e., businesses are slow to see tax differentials
and respond to them. The corporate income tax variable had a negative effect and
was statistically significant for 5 of the 13 industries. Neuman also found hat the
tax effect was greater for more capital intensive and faster growing industries.
Neuman concluded that his results were consistent with Carlton because the impact
of taxes may vary by industry.76 However, Neuman 3 results 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 also questionable since it assumes that
businesses are more concerned with the past level of taxation than with present or
future taxes when making investment decisions.

™See Timothy J. Bamk, "Business Location Decisions in the United States; Estimates of the
Effects of Umomzanon. Taxes and Other Charactensncs of States," Journal of Business and
Economic Starisrtcs. 3. No. 1(January 1985), pp. 14*21

13See Thomas R. Plaut and JosePh E. Pluta. "Business Climate. Taxes and Expenditures, and
State Industrial Growth in the Umred States." Southern Economic Journal July 1983. pp. 99*119.

765ee Robert J. Neuman. “Industry Migration and Growth in the South.” The Rcwv -
Economics and Stanstics 65. No.| (February 1985), pp. "6-35.



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.79 n

KicschnicJdc used 1977 data to analyze the impact of taxes on a state"s share
of gross national investment for 13 manufacturing industries. Two tax variables
were used - an estimate of the actual taxes paid by a hypothetical firm for each
industry 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,
unionization vrates, population growth and density, 1income levels, industry
concentration, climate and welfare expenditures. Kieschnick®s results did not show
any strong 1impact 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, itssize was very small.80

The final study of taxes and capital investment was done by Papke using data
from 20 states and 20 industries. New capital investment per production worker in
a year was related to taxes and several variables that controlled for energy costs,
wage costs, industry concentration, and labor productivity. Tax differentials were
measured as the after-tax rate of return on investment for each industry and
state, derived by a computer simulation model. Thus taxes arc not included
directly, but rather through their estimated effects on investment profit rates. The
estimated effect of the after-tax rate of return variable was positive and
statistically significant. This variable also had the greatest impact on investment
among factors in the study.31

332 Analysis and Conclusions from These Studies

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

location and growth.

ASee Brucc L Benson and Ronald N. Johnson. 'The Lagged Impact of State and Local Taxes on
Economic Acnvity and Political Behavior." Economic Inquiry. pp. 389*401.

ASee Kieschmek. pp. 74*73,

a1 See Leslie E. Papke. "The Iniluencc of Taxes on the Locanon of Manufacturing Acnvuy:.
New Evidence." in James A. Papke, Ed, "Indiana’s Revenue Structure: Major Components and ISsues.
Part I1." Center for Tax Policy Studies. Purdue University March 1984;
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econometric evidence on taxes and interregional growth supports the conclusions of
survey research that tax effects are not a major influence on business location and
economic growth.

3.40 Evidence FromJnirattgional .Econometric Studies

WiLhin a state or metropolitan area, taxes may affect business location
differently. 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 amplified. Several
studies over the past two decades have employed multiple regression analysis to
estimate how taxes influence firm location within a region. Most of these studies
analyze business 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 consistency in the tax variable used. Second, since
many location factors are the same within an urban area, studies have had to
control for fewer non-tax related influences. In addition to property taxes, studies
have typically included measures of distance from the central city, transportation
access, labor supply, agglomeration, 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
impacts. Moses and Williamson studied expansions and relocations by 2000 firms in
the Chicago area between 1950 and 1959. While no tax variable was used, a
"dummy" variable indicated whether a location zone was predominantly inside or
outside* Chicago and served as a proxy for differences in tax rates, zoning policy
and other factors between Chicago and its suburbs. Distance from the central city
and an agglomeration measure were found to have statistically significant effects,
but the tax proxy variable was not statistically significant.34

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. Consequently, Schmenner concluded that taxes were an
unimportant factor in firm location. He also observed that causation may run two
ways. While lower taxes may induce firms to locate in a community, low taxes may

u Sce WasylenKo (1985). pp. 19-20 for a brief discussion of factors in mrraurban rirm locanon.

ASce_Leon Moses and_H. Williamson. Jr. “The Locanon of Economic Acrtvity in Cities.
Arncrcan Ecoromtc Fev v 57 (1967). pp. 211-222,
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negative and statistically significant effect for property tax rates.90 Chamey
studied the density of manufacturing firms that relocated to communities wthinin
the Detroit metropolitan area between 1970 and 1975. Both local property taxes and
local income taxes were included as location factors in his model. His results
indicated that property tax rates had a large negative and statistically 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.91 In a third study, McGuire explained the building permit
value for both new and existing firms over six years in 119 Minneapolis-St. Paul
area communities using the property tax rate and four other variables. While the
property tax rate had a negative and statistically significant effect in two cases,
her results were not consistent. The property tax rate was not significant when
building value per land area was used as the dependent variable, and when data for
1976 alone were used. McGuire concluded that there was only qualified support for
the hypothesis that taxes matter in firm location and that the extent to which
taxes matter is unclear.92

No apparent conclusions emerge from studies of intraregionai firm location.
While four studies concluded that taxes do not matter, three other studies found a
strong relationship between property tax rates and firm location or investment
within a metropolitan area. One study uncovered qualified evidence that taxes
affected commercial and industrial building activiicy. It is possible, as Fox and
Wasylenko argue,93 that the studies where taxes do not matter arc flawed because
they do not account for the supply of industrial space. Studies that control for
communities where zoning prohibits industry, therefore, are better designed and
provide corroborating evidence that taxes matter.

While this point has some validity, there 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 urban communities with existing industrial use, but a shortage of land
for expansion or new firms, arc innaccurately measured as suppliers of industrial
sites. Consequently, the paucity of new business location or investment may be
attributed to higher tax rates, when in fact it results from supply shortage.
Second, the dependant variables used in several studies raise questions about the

ACited in Wasylenko (1985), p. 3L.

_9.See Albert H. Chamey. "Innaurban Manufacturing Locanon Decisions and Local Tax
Differentials,™ Jou-nal of Urban"Economics 14 (1983). pp. 184-205.

_See T. McGuire. **Are Local Property Taxes Important in the Intrametropolitan Locanon
Decision of Firms? An Emglncal Analysis ‘of the Minneapolis-St. Paul Area." Journal nf L'rn

Economics 18 (1985). pp. 226*234,

93See especially Wasylenko (1980). pp. 339-240 and Wasylenko (1985), pp. 29-31.
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Several states have used simulation studies to evaluate the competitiveness of
their tax system. The advantages of tax simulations and their flexibility in
estimating the impact of specific tax law changes make them useful tools in policy
analysis. Tax commissions in Hawaii, Indiana, Massachusetts and New York have all
used a simulation model to evaluate the competitiveness of their tax system for
business investment. With the exception of Massachusetts, the same simulation
model - AFTAX - has been used by each state.

AFTAX is a simulation model developed by James and Leslie Papke to estimate
how taxes affect the after tax rate of return on investments at alternative sites.9
This model assumes that the pre-tax rate of return is identical at all sites, i.e., all
non-tax costs are identical across sites, and then applies federal, state and local
tax laws to calculate the after-tax rate of return. Consequently, 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 arc all included in the AFTAX
model. Representative 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 estimate of how profit rates vary by site can be calculated.
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 simulations are also used to estimate the impact of
particular tax changes and tax incentives on profit rates.

An early application of the AFTAX model compared Hartford, Connecticut to
ten sites in nine other states for investments by representative firms in ten
industries. When the firm was based in Hartford, the after tax rate of return for a
new investment 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
return by close to 30% over the site with the lowest return. A simulation to
measure the after tax return for home site investment for firms based in each

state showed a slightly narrower range of variation.g6

AFTAX simulations were also used to evaluate the competitiveness of
Indiana's tax code. For Indiana based firms, expansion investments in eleven
out-of-state sites generally had higher returns than in-state expansion. Across 13
industries, the average out-of-state return is ranged from 7-12% higher than in-
state investment. However, in some cases particular sites outside Indiana provided a
greater advantage. For example, an electronic components manufacturer which
expanded in Cameron, Texas was estimated to earn a return almost 25% higher than

. %See Leslie R Papke and James A. Papke. "Microanalytic Simulation For Analyses of Interstate
Business Tax DifferennaJs,” M.monal Tax Journal (September 1981). pp. 76-85 for"a more detailed

desenpnon of the AFTAX model.

APapke and Papke, pp. 73-83.
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making expansion investments at five sites in Massachusetts and ten sites in ten
other states. 103

The Massachusetts study found that state and local tax differentials resulted
in minimal variation in after tax-rates of return. For a hypothetical firm where all
sales occurred in its home state, the after-tax rate of return on an expansion
investment in all five industries differed by less than 1 percentage point between
the site with the highest return (El Paso, Texas) and the one with the lowest
return (Bala Cynwyd, Pennsylvania). When the highest and lowest sires are ignored,
the after-tax rate of return is virtually the same for all suss.10v 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 new investment. The largest difference between sites is 2
percentage points, but on average the highest and lowest sites differ by 1.5
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 to 1 point.105 Much of the increased variation in returns for this
second simulation resulted 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 rule is easy to avoid and is rarely 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 empty 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 would have on profit rates was found to be fairly moderate. 106

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 simulation studies all estimate
that tax-related differences in profitability from new 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, simulation model results
indicate that variation in profit rates due to srate and local taxes are much less
than the variation in state and local business taxes themselves. Furthermore, the
tax-induced differences in profitability appear modest in comparison with the effect
of differences in other factors such as market access, availability of skilled labor,
wage levels, transportation costs, and energy costs across states. Thus, evidence
from simulations supports other evidence that state and local tax differences are
unlikely to exert a major influence on business location decisions.

|03See Brooks. er.al., pp. 23-33 and Appendix B for an explananon of the model and his analysis.

104Brooks. pp. 39-42.
|0iBrooks. ecal. p43.

106Scc Brooks, et. al.. Tables 2 and 3. op. 41 and 44,



4.0 The Indirect Effect of Taxes on Population Movement

While the evidence on the direct impact of tax costs generally supports the
view that taxes arc not a major influence on business location, it is also possible
that taxes may indirectly affect economic growth through their influence on
population movement. According to this hypothesis, people may choose their
residential location in part by the level of taxation, and jobs then follow people to
areas with 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. 107

An indirect tax-induced influence on business location is based on two causal
relationships. First, population location must shape business location, i.e., jobs must
follow people. 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 people, the limited research on the
effect of taxation of residential location is inconclusive.

4.10  Population and Employment 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 to locate where there are greater employment opportunities. However,
there is much debate on which effect is larger. Is the tendency of jobs to follow
people stronger than the tendency of people to follow jobs? The answer to this
question may well depend on the geographic, area studied. Within a metropolitan
area, where people have relatively good access to jobs throughout the area, the
choice of residency may be less dependent on employment locations. However,
businesses in the retail, transportation, and service sectors that directly serve
consumers, might then follow the pattern of population location. Across regions,
individual migration is more likely to be affected by employment opportunities and
the tendency of people to follow jobs may be greater.

Several studies of suburbanization 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 econometric models to simultaneously explain
population movement with employment shifts and changes in employment location
with population movement. The results of the two separate models are then
compared to identify which effect is stronger. A 1974 study by Steinncs and Fisher
concluded that the location of employment did not have a significant effect on

,07See Wasylenko (1985). pp- 19 and 13; and Wasvlenko and McGuire (1935).
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location.114 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.113 This latter result suggests that the tendency of people to
follow jobs is stronger across regions than within regions.

Despite the difficulty of econometric models to completely control for the
many factors that shape population and employment location, the consistency of
results in numerous studies over several time periods provides strong 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
location.

420 Taxes and Population Location

Unfortunately, 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 intraurban populatiun
movement have yielded some conflicting results. The difficulty in obtaining
consistent results undoubtedly reflects the complexity of influences on population
movement and residential location.116 Another problem results 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 protection which in turn
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 reduce tax rates and average tax burdens,
suggesting a negative relationship between taxes and population growth. In either
case, since population growth can affect taxes as well as taxes affecting population
location, it is difficult to interpret the meaning of study conclusions. This is
particularly problematic since these studies have not used the type of simultaneous
models applied to study the interaction of population and employment growth.
There have also been no studies that test Wasylenko’s hypothesis on the negative
effect of personal income taxes on population location.

Carlino and Mills found a negative and statistically significant effect of per
capita taxes on county population growth. However, the effect was small 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

lu Cited in Michael J. Greenwood. "Research on Internal Miﬁration in the United States: A
Survey." Journal of Economic Literature 13. pp. 397-433: and in Vaughan and Vogel, p. 30.

|15Cited in Greenwood, p. 420.

1I6For a detadcd discussion of factors in poci)_ulanon migration, see Vaughan and Vogel, pp.
21-34: and Greenwood. Vaughan and Vogel also discuss what intluences residential location” choice

and suburbamzanon on pp. 52-84.
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decentralization of population inurban areas.12 |

In conclusion, the impact of taxes on population location is unclear. There are
too few studies on taxes and interregional population migration to justify any
conclusions. For intrametropolitan areas, several studies have found that higher
taxes are associated with slower population growth or out-migration. However,
other studies do not support these findings. Moreover, these studies do not account
for the potential effect of population changes on taxes and do not control for
many non-tax factors affecting residential location. Consequently, both the meaning
of these results and the relative effect of taxes on population location are
unresolved. Thus, there is currently no strong evidence that taxes are an important
influence on population location choices either across or within regions, but it is
also not possible to conclude that no such effect exists.

|24Vau$han and Vojci. p. sa



5.0 Conclusions

Given the large amount of taxpayers' money at stake in tax incentive
programs and general tax deductions aimed at stimulating economic growth, the
burden of proof for using tax incentives and reductions to stimulate growth should
rest with the advocates of tax concessions. However, the wealth of research
summarized in this paper fails to support the position that state and local taxes
are an important factor in business location decisions or overall economic
development. On the contrary, the weight of evidence lends support to 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 tax incentives and concentrate instead on other policies with
greater promise in fostering economic development.

The following lessons that emerge from this analysis and literature review
lend support to a economic development policy that rejects the use of state tax
expenditures to stimulate job creation.

0 State and local taxes arc only one factor among many in complex
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 pan of the cost factor.

0 As a direct cost to business, state and local taxes are small and
the wvariation 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 executives 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 limited type of business investment decisions
where taxes are considered. New business start-ups and on*site
expansion, which account for a large share of job growth, are
insensitive to tax considerations. Firm or plant relocations arc most
likely to be influenced by tax costs but account for a very small
share of job growth. New branch plant locations arc one important
source of job creation where taxes are a location factor, although
a secondary one. Consequently, interstate tax differentials arc
irrelevant for investment decisions responsible for a majority of
state job creation.
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HOUSE BILL NO. 12
IN THE LEGISLATURE OF THE STATE OF ALASKA
SEVENTEENTH LEGISLATURE -FIRST SESSION

BY REPRESENTATIVES MOYER. Brown. Koponen, EIIU

Introduced: 1/21/91
Referred: Imtemational Trade and Tourism, Labor and Commerce, Finance

A BILL
FOR AN ACT ENTITLED

|
1 "An Act relating to the water’s edge method of calculating Income taxes Tor certain

1

|
2 corporations other than corporations engaged In the production of oil ~ or gas fromalease
3 or property in the state orin the transportation of oil or gas by regulated pipeline in

4 the state; and providing foran effective date."

5 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

6 e Section 1 Itis the purpose of this Act to promote investment and trade opportunitiesin the state.

7 #Sec. 2. AS 43.20 is amended by adding a new section to read:

8 Sec. 43.20.073. AFFILIATED GROUPS, (a) A corporation that is a member of an

9 affiliated group shall file a return using the water’s edge combined reporting method. A return

10 under this section must include the following corporations if the corporations are pan of a unitary

n business with the filing corporation:

12 (1) an affiliated corporation that is eligible to be included in a federal consolidated

13 return under 26 U.S.C. 1501 - 1505 (Internal Revenue Code) if the corporation’s propeny,
HBOO12a HB J2
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payroll, and sales factors in the United States average
(A) 20 percent or more; or
(B) under 20 percent, if the corporation docs not meet the requirements
of 26 U.S.C. 861(c);

(2) a domestic international sales corporation; in this paragraph, "domestic
international sales corporation” has die meaning given in 26 U.S.C. 992(a);

(3) aforeign sales corporation; in this paragraph, “foreign sales corporation” has
the meaning given to the term "FSC" in 26 U.S.C. 922(a);

(4) acorporation, regardless of the place where the corporation was incorporated,
if the corporation's property, payroll, and sales factors in the United States average 20 percent
or more;

(5) a corporation that is incorporated in or does business in a country that does
not impose an income tax, or that imposes an income tax at a rate lower than 90 percent of the
United States income tax rate on the income tax base of the corporation in the United States, if

(A) 50 percent or more of the sales, purchases, or payments of income or
expenses, exclusive of payments for intangible property, of the corporation arc made
directly or indirectly to one or more members of a group of corporations filing under the \
water's edge combined reporting method;

(B) the corporation does not conduct significant economic activity.

(b) When computing taxable income for a corporation under (a) of this section, the
following amounts shall be excluded:

(1) 80 percent of dividend income received from foreign corporations;

(2) anamount treated as a dividend under 26 U.S.C. 78;

(3) 80 percent of the royalties accrued or received from . foreign corporation.

(c) In(b)(1) and (3) of this section, a payment is consider® ; be received from a
corporation that is pan of the unitary business if the payment is received

(1) by @ member of an affiliated group included in a water’s edge combir
repon filed under this section; and

. (2) from a corporation in which the recipient owns 50 percent or more of the
stock of the corporation.
(d) Dividends and royalties taxable to a corporation using the water’s edge combined

m2. HB0O012a
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reporting method are in lieu of an expense attribution for income excluded under (b) of this
section.
(c) The department may require a corporation that files under (a) of this section to file
a worldwide combined report instead, if the corporation or an affiliated corporation

(1) fails to comply with regulations adopted under this chapter, including domestic
disclosure spread sheet filing requirements; or

(2) docs not provide information that is requested by the department that is
necessary for the department to audit the taxpayerV corporate return in a reasonable period of
time.

(0 This section docs not apply io taxpayers subject to AS 43.20.072 engaged in

(1) the production of oil or gas from a lease or property in the state; or

(2) the transportation of oil or gas by requlated pipeline in the state,

(9) In this section,

(1) “affiliated corporation” n.eans a member of an affiliated group to which the
taxpayer filing a return under (a) of this section belongs;

(2) "affiliated group™ means a group of two or more corporations in which50
percent or more of the voting stock of each member of the group is directly or indirecdy owned
by one or more corporate or noncorporate common owners, or by one or more of the membc s
of the group;

(3) "foreign corporation™ means a corporation created or organized outside of the
United States, the District of Columbia, the Commonwealth of Puerto Rico, or a possession of
the United States;

(4) "water's edge combined reporting method" means a reporting method inwhich
the only corporations besides the taxpayer that may be included in the return are the corporarions
listed in (a) of this section.

* Sec. 3. This Act applies to tax years beginning after December 31, 1991,
* Sec 4. This Act takes effect immediately under AS 01.10.070(c).

HROOI2a -3 HB 12
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CS FOR HOUSE BILL NO. 31 (RULES)
IN THE LEGISLATURE OF THE STATE OF ALASKA

SEVENTEENTH LEGISLATURE - SECOND SESSION

BY THE HOUSE RULES COMMITTEE

Offered:
Referred:

Sponsors):  Representative Koponen
A BILL

FOR AN ACT ENTITLED
1 "An Act relating to applicants for pharmacist licenses; and providing for an effective

2 date."

3 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

4 *Section 1. AS 08.80.110 is amended to read:

5} Sec. 08.80.110. QUALIFICATIONS FOR REGISTRATION. An applicant for
6 registration as a pharmacist shall

7 (1) be fluent in the reading, writingt and speaking of the English language;

8 (2) furnish the board with at least two affidavits from reputable cidzcns, that the
9 applicant has known for at least one year, attesting to the applicant’s good moral character and
10 freedom from addiction to the use of drugs or alcoholic liquors;
11 (3) be a graduate of a college of pharmacy recognized by the American Council
12 on Pharmaceutical Education or, if the applicant has received a bachelor of science degree
13 in pharmacy or an equivalent degree from an institution located outside of the United States
14 and its territories, possess the Foreign Pharmacy Graduate Equivalency Committee

CSHB 3KRLS)
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certificate issued bv the Foreign Pharmacy Graduate Equivalency Committee of the
National Association of Boards of Pharmacy Foundation [AMERICAN ASSOCIATION OF
COLLEGES OF PHARMACY];

(4) pass an examination by a board of pharmacy which has been approved by the
National Association of Boards of Pharmacy;

(5) have completed at least 1,500 hours of internship training under the direct
supervision of a licensed pharmacist in a licensed pharmacy, 160 hours of which must have been
completed after graduation.

* Sec. 2. AS 08.80.110 is amended to read:
Sec. 08.80.110. QUALIFICATIONS FOR REGISTRATION. An applicant for
registration as a pharmacist shall

(1) be fluent in the reading, writingi and speaking of the English language;

(2) furnish the board with at least two affidavits from reputable citizens, that the
applicant has known for at least one year, attesting to the applicant’s good moral character and
freedom from addiction to the use of drugs or alcoholic liquors;

(3) be a graduate of a college of pharmacy recognized by the American Council
on Pharmaceutical Education [OR, IF THE APPLICANT HAS RECEIVED A BACHELOR OF
SCIENCE DEGREE INPHARMACY OR AN EQUIVALENT DEGREE FROM AN INSTITU-
TION LOCATED OUTSIDE OF THE UNITED STATES AND ITS TERRITORIES, POSSESS
THE FOREIGN PHARMACY GRADUATE EQUIVALENCY COMMITTEE CERTIFICATE
ISSUED BY THE FOREIGN PHARMACY GRADUATE EQUIVALENCY COMMITTEE OF
THE NATIONAL ASSOCIATION OF BOARDS OF PHARMACY FOUNDATIONJ;

(4) pass an examination by a board of pharmacy which has been approved by the
National Association of Boards of Pharmacy;

(5) have completed at least 1,500 hours of internship training under the direct
supervision of a licensed pharmacist in a licensed pharmacy, 160 hours of which must have been
completed after graduation.

*Sec. 3. AS 08.80.116(b) is amended to read:
(b) An applicant for license as a prcgraduatc pharmacist must meet the requirements of
AS 08.80.110(1) and (2) and must be enrolled in a pharmacy school recognized by the American
Council on Pharmaceutical Education [AMERICAN ASSOCIATION OF COLLEGES OF

CSHB 31(RLS) -
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PHARMACY] as a junior. An applicant may be on recognized vacation from the pharmacy

school. However, the vacation may not exceed one quarter or one semester. The pregraduate
internship pharmacist shall pay the required fee.

* Sec. 4. AS 08.80.480(13) is repealed.
* Sec. 5. Section 2 of this Act takes effect July 1, 1994.

3 CSHB 3KRLS)
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HOUSE BILL NO. 31
IN THE LEGISLATURE OF THE STATE OF ALASKA
i SEVENTEENTH LEGISLATURE - FIRST SESSION
i
BY REPRESENTATIVE KOPONEN
il
Introduced:  1/21/91
Referred: Labor and Commerce, Health, Education and Social Services
!
| A BILL
q FOR AN ACT ENTITLED
| 1 "An Act relating to applicants for pharmacist licenses."
]
12 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
[ 3  *Section 1. VS08.80.110 is amended to read:
4 Sec. 08.80.110. QUALIFICATIONS FOR REGISTRATION. An applicant for
5 registration as a pharmacist shall
6 (1) be fluent in the reading, writing* an- speaking of the English language;
7 (2) fumish the board with at least two affidavits from reputable citizens, that the
8 applicant has known for at least one year, attesting to the applicant’s good moral character and
9 freedom from addiction to the use of drugs or alcoholic liquors;

110 (3) be a graduate of a college of pharmacy recognized by the American Council

I on Pharmaceutical Education or. if the applicant has received a bachelor of science degree

12 in pharmacy or an equivalent degree from an institution located outside of the United States
13 and its territories, possess the Foreign Pharmacy Graduate Equivalency Committee
14 certificate issued bv the Foreign Pharmacy Graduate Equivalency Committee of the

HBOOJI1a ol* HB 31
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Alaska state capitoi Alaska State Legislature
Juneau, ak 99801-1182 Representative Nnlo Koponen

XXXXXXIPHFEKXXXXXXXX House District 21 119 N. Cushman, Suite 207
XwmmMmww?* Fairbanks, Alaska 99701
(907) 465-4992 (907)456-8172

SPONSOR STATEMENT

House Bill 31
"An Act relating to applicants for pharmacist licenses”

Foreign-educated doctors, nurses, chiropractors, physical
therapists, optometrists and veterinarians may practice in Alaska,
provided they successfully complete Alaskan licensing examinations
and fulfill all pertinent qualifications. Standard equivalency
examinations insure that credentials earned outside of the United
States meet American standards of academic and clinical competence.

HB 31 extends the same opportunity to pharmacists trained at non-
U.S. institutions. The state would benefit from expanding the
universe of trained professionals available to serve the public.
At present, Alaskans may qualify for state loans to study pharmacy
at non-U.S. institutions, but they may not be licensed when they
return to the state. Continued exclusion of these Alaskans from
practice is inconsistent with treatment of other health
professionals and extends no apparent advantage to other state

residents.
Section 2 of the bill 1is essentially a sunset. Changes made by
Section 1 allow licensure of foreign-educated pharmacists. When

it takes effect in July 1994, Section 2 returns the statute"s
licensing requirements to the qualifications presently in place.

The greater principle of licensing competent professionals in
Alaska 1is made clear - and urgent - in one specific case. A
constituent of mine, educated at the Sorbonne 1in Paris, cannot work
as a pharmacist in Alaska. She and her husband, a highly-valued
member of the UAF mathematics faculty, may leave the state if she
is unable to secure a professional pharmacist position in Alaska.
It would be an unnecessary loss to our citizens if we lost these
Alaskans to the Lower 48.

I urge your affirmative vote on HB 31.
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HOUSE BILL NO. 31
IN THE LEGISLATURE OF THE STATE OF ALASKA
SEVENTEENTH LEGISLATURE - FIRST SESSION

BY REPRESENTATIVE KOPONEN

Introduced: 1/21/91 _ _ _
Referred: Labor and Commerce. Health, Education and Social Services

A BILL
FOR AN ACT ENTITLED

"An Act relating to applicants Tor pharmacist licences."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 08.80.110 is amended to read:
Sec. 08.80.110. QUALIFICATIONS FOR REGISTRATION. An applicant for

registration as a pharmacist shall
(1) be fluent in the reading, writing, and speaking of the English language;

(2) furnish the board with at least two affidavits from reputable citizens, that the
applicant has known for at least one year, attesting to the applicant’s good moral character and

freedom from addiction to the use of drugs or alcoholic liquors;
(3) be a graduate of a college of pharmacy recognized by the American Council

on Pharmaceutical Education or. if the applicant has received a bachelor gfsconce degrte
in Pharmacy or an equivalent degree from an institution located oulade of tht I'nilttf SIfllfl
and its territories, possess the Foreign Pharmacy Graduate Egulvilffkv Coinmilltt
rcfljn.ffie by th? Fgrcjgn Phirmaa Egaivilfflar fiflnattttf-flLJto
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National Association of Boards of Pharmacy Foundation [AMERICAN ASSOCIATION OF
COLLEGES OF PHARMACY);

(4) pass an examination by a board of pharmacy which has been approved by the
National Association of Boards of Pharmacy;

(5) have completed at least 1,500 hours of internship training under the direct
supervision of a licensed pharmacist in a licensed pharmacy, 160 hours of which must have been

completed after graduation.

e Sec. 2. AS 08.80.116(b) isamended to read:

(b) An applicant for license as a pregraduatc pharmacist must meet the requirements of
AS 08.80.110( 1) and (2) and must be enrolled in a pharmacy school recognized by the American
Council on Pharmaceutical Education |AMERICAN ASSOCIATION OF COLLEGES OF
PHARMACY ]| as a junior. An applicant may be on recognized vacation from the pharmacy
school. However, the vacation may not exceed one quarter or one semester. The pregraduatc j

internship pharmacist shall pay the required fee.

eSec. 3. AS 08.80.48003) is repealed.

HB 31

e HBOOJIa
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. Alaska State Legislature
Alaska State Capitol %' y
Juneau, ak 99801-1182 Representative Niilo Koponen

XOXOOHKKIOELCKXIKAXOOKK House District 21 119 N. Cushman, Suite 207
XwmwMmm & X Fairbanks, Alaska 99701
(907)465*4992 (907)456-8172

SPONSOR STATEHLNT

House Bill 31
"An Act relating to applicants for pharmacist licenses”

Foreign-educated doctors, nurses, chiropractors, physical
therapists, optometrists and veterinarians may practice in Alaska,
provided they successfully complete Alaskan licensing examinations
and fulfill all pertinent qualifications. Standard equivalency
examinations insure that credentials earned outside of the United
States meet American standards of academic and clinical competence.

HB 31 extends the same opportunity to pharmacists trained at non-
U.S. institutions. The state would benefit from expanding the
universe of trained professionals available to serve the public.
At present, Alaskans may qualify for state loans to study pharmacy
at non-U.S. institutions, but they may not be licensed when they
return to the state. Continued exclusion of these Alaskans from
practice is inconsistent with treatment of other health
professionals and extends no apparent advantage to other state

residents.
Section 2 of the bill is essentially a sunset. Changes made by
Section 1 allow licensure of foreign-educated pharmacists. When

it takes effect 1in July 1994, Section 2 returns the statute®s
licensing requirements to the qualifications presently in place.

The greater principle of licensing competent professionals in
Alaska 1is made clear - and urgent - in one specific case. A
constituent of mine, educated at the Sorbonne in Paris, cannot work
as a pharmacist in A"tska. She and her husband, a highly-valued
member of the UAF matnematics faculty, may leave the state if she
is unable to secure a professional pharmacist position in Alaska.
It would be an unnecessary loss to our citizens if we lost these
Alaskans to the Lower 48.

I urge your affirmative vote on HB 31.
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HB 31. An Actrelating to applicants for pharmacist licenses.

The Department of Commerce and Economic Development supports passage of
HB 31.

The proposed legislation will address a problem of longstanding for the Board of
Pharmacy (hereinafter "board™) within the Division of Occupational Licensing
(hereinafter "division"). Presently, the board has no provision for licensure of
pharmacy graduates educated in institutions not recognized by the American
Council on Pharmaceutical Education (ACPE) and located outside the United
States and its territories (hereinafter "foreign graduates™).

The bill amends the qualifications for pharmacy registration to recognize
applicants who have received their bachelor of science degree in pharmacy or an
equivalent degree from outside of the United States and its territories.
Currently, when foreign graduates apply for licensure, regardless of their
qualifications, the board must deny licensure.

Nationally, the National Association of Boards of Pharmacy (NABP) Foundation
has responded to this problem by developing course review procedures gt u-ed
towards determining whether the bachelor of science degree in pharmacy
attained by a foreign graduate is substantially equivalent to the degree and
learning attained by a graduate of an ACPE accredited school in the United

States.

The foreign graduate who possesses an NABP Foreign Pharmacy Graduate
Equivalency Committee certificate is considered equivalently educated and is.
therefore, eligible for licensure (assuming compliance with other admission
criteria) in any state throughout the country. HjB31 will allow foreign-trained
pharmacy graduates who possess an NABP Foreign Pharmacy Graduate
Equivalency Committee certificate the opportunity to become licensed in Alaska.

There exists nationwide a significant shortage of pharmacists and an acute

shortage in Alaska. This legislation will enable the state to admit aualified
foreign graduates and, potentially improve our ability to meet our employment

needs in this area.

Therefore, the department urges passage of HB 31.

Glenn A. OJds, Commissioner"

Date: 1j \
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PHARMACIST LICENSING FACTS

The American Council on Pharmaceutical Education (ACPE, established
1932) is the national agency for accreditation of professional
degree programs in pharmacy and for approval of providers of
continuing pharmaceutical education.

The ACPE presently recognizes 74 accredited professional programs
in 43 states, plus the District of Columbia and Puerto Rico.

30 other states, the District of Columbia and Puerto Rico allow
foreign-educated pharmacists to sit for state licensing exams if
they pass the Foreign Pharmacy Graduate Equivalency Examination
administered by the Foreign Pharmacy Graduate Examination Committee

(FPGEC).

The FPGEC certificate is awarded only to four-year graduates with
Bachelor of Science degrees scoring 550 or higher on the Test of
English as a Foreign Language.

Some foreign graduates are allowed to enter accredited U.S. schools
of pharmacy as advanced students. After graduation, they qualify
to take state examinations.

New York and California allow some candidates to take the state
examination after their <credentials have been evaluated and
approved by the state licensing board.

ALASKA FACTS

All pharmacists must be licensed in Alaska.

Operators of pharmacy businesses must also have a license to
dispense drugs and controlled substances.

Applicants must be graduates of a college of pharmacy and complete
at least 1,500 hours as an intern.

Application fee: $30.00
Examination fee: $150.00

License fee: $180.00
Biennial renewal: $180.00

ALASKA EMPLOYMENT
(Statistics from the Alaska Department of Labor)

Employment in x989: 188? in 1990: 193; in 1994: 209 (predicted)

Average Annual Job Openings, 1989-1994
Due to Growth: 4? Due to Separations: 5? Total: 9

Current license holders: 489

mist. -facts



HB31 Miscellaneous Notes

Alaska licenses the following professionals who were educated at
non-U.S. institutions:

Physicians

Nurses

Optometrists
Chiropractors
Physical Therapists
Veterinarians

On 4/25/91, the chairman of the Board of Pharmacy told me (RGC)
that he had five vacancies for pharmacists in his company (Carr®s)

alone.
This 1is not a one-constituent bill. One constituent brought to
light the broader issue - a statewide shortage of pharmacists, and

an inability for Alaskans educated at non-U.S. institutions to work
in Alaska.
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Alaska state capitoi Alaska State Legislature
Juneau, ak 99801-1182 Representative Niilo Koponen

House District 21 119 N. Cushman, Suite 207
Fairbanks, Alaska 99701

1907) 465-4992 (907)456-8172

SECTIONAL ANALYSIS
CS FOR HOUSE BILL NO. 31 (RULES)

"An Act relating to applicants for pharmacist licenses;
and providing for an effective date.”

Section 1. Replaces the American Association of Colleges of
Pharmacy (AACP), a service organization for U.S. pharmacy schools,
with the American Council on Pharmaceutical Education (ACPE), which
accredits all U.S. schools of pharmacy, as the agency responsible
for recognizing institutions from which Alaska-licensed pharmacists
graduate. Allows Alaska Jlicensing of graduates of non-U.S.
institutions after applicants pass the Foreign Pharmacy Graduate
Equivalency Examination, a standard test employed by a majority of
other states.

Section 2. Effectively sunsets Jlicensing of foreign-educated
pharmacists? replaces Section 1 with the previous statutory
language after July 1, 1994.

Section 3. Changes accreditation authority for Alaskan pregraduate
intern pharmacists from AACP to ACPE.

Section 4. Repeals obsolete definition of "recognized college of
pharmacy,"” since it is redefined in Section 1.

Section 5. Provides an effective date for the Section 2 sunset.



Alaska stat. capitoi Alaska State Legislature
Juneau, ak 99801-1182 Representative Niilo Koponen

House District 21 119 N. Cushman, Suite 207
Fairbanks. Alaska 99701
(907)465-4992 (907)456-8172

SPONSOR STATEMENT

House Bill 31
"An Act relating to applicants for pharmacist licenses™

Foreign-educated doctors, nurses, chiropractors, physical
therapists, optometrists and veterinarians may practice in Alaska,
provided they successfully complete Alaskan licensing examinations
and fulfill all pertinent qualifications. Standard equivalency
examinations insure that credentials earned outside of the United
States meet American standards of academic and clinical competence.

HB 31 extends the same opportunity to pharmacists trained at non-
U.S. institutions. The state would benefit from expanding the
universe of trained professionals available to serve the public.
At present, Alaskans may qualify for state loans to study pharmacy
at non-U.S. institutions, but they may not be licensed when they

return to the state. Continued exclusion of these Alaskans from
practice S inconsistent with treatment of other health
professionals and extends no apparent advantage to other state
residents.

Section 2 of the bill is essentially a sunset. changes made by

Section 1 allow licensure of foreign-educated pharmacists. When
it takes effect in July 1994, Section 2 returns the statute's
licensing requirements to the qualifications presently in place.

The greater principle of licensing competent professionals in
Alaska is made clear — and urgent — in one specific case. A
constituent of mine, educated at che Sorbonne in Paris, cannot work
as a pharmacist in Alaska. She and her husband, a highly-valued
member of the UAF mathematics faculty, may leave the state if she
is unable to secure a professional pharmacist position in Alaska.
It would be an unnecessary loss to our citizens if we lost these
Alaskans to the Lower 48.

| urge your affirmative vote on HB 31.



HB31 Miscellaneous Notes

Alaska licenses the following professionals who were educated at
non-U.S. institutions:

Physicians

Nurses

Optometrists
Chiropractors
Physical Therapists
Veterinarians

On 4/25/91, the chairman of the Board of Pharmacy told me (RGC)
that he had five vacancies for pharmacists in his company (Carr®s)

alone.
This is not a one-constituent bill. One constituent brought to
light the broader issue - a statewide shortage of pharmacists, and

an inability for Alaskans educated at non-U.S. institutions to work
in Alaska.
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Alaska State Legislature
Representative Niilo Koponen

Pouch V House District 21 119 N. Cushman, Suite 207
Juneau, Alaakn 99H11 Fairbanks, Aluska 99701
(907) 406-4992 (907)456-8172

SPONSOR STATEMENT

House Bill 31
"An Act relating to applicants for pharmacist licenses”

By Representative Niilo Koponen

Foreign-educated doctors, nurses, chiropractors, physical
therapists, optometrists and veterinarians may practice in Alaska,
provided they successfully complete Alaskan licensing examinations
and Tfulfill all pertinent qualifications. Standard equivalency
examinations insure that credentials earned outside of the United
States meet American standards of academic and clinical competence.

HB 31 extends the same opportunity to pharmacists trained at non-
U.S. institutions. The state would benefit from expanding the
universe of trained professionals available to serve the public.
Continued exclusion of these Alaskans from practice is inconsistent
with treatment of other health professionals and extends no
apparent advantage to other state residents.



Alaska State Legislature
Representative Niilo Koponen

Pouch V House District 21 119 N. Cushman, Suite 207
Juneau, Alaska 99811 Fairbanks, Alaska 99701
(907) 465-4992 (907) 456-8172

MEMORANDUWM
TO: House Labor and Commerce Committee Members
FROM: Representative Niilo Kopone

DATE: April 30, 1991

RE: House Bill 31, "An Act relating to applicants for
pharmacist licenses™

At the first committee hearing of the HB 31, confusion arose as to
the appropriate body to recognize an Alaskan pharmacist®
credentials. Here®"s a quick summary of the players:

- American Council on Pharmaceutical Education (ACPE): accredits
all U.S. schools of pharmacy.

- National Association of Boards of Pharmacy Foundation (NABPF):
examines and certifies foreign-educated pharmacists, through
administration of the Foreign Pharmacy Graduate Equivalency
Examination (FPGEE). Successful applicants receive a certificate
from the Foreign Pharmacy Graduate Equivalency Committee (FPGEC).

- American Association of Colleges of Pharmacy (AACP): service
organization for U.S. schools of pharmacy; publishes regular
newsletter, etc.

Today, my staff spoke with Ms. Susan Meyer, Academic Affairs
Director for the AACP. She stated unequivocally that the ACPE, not
the AACP, was the appropriate body to recognize, certify or
accredit U.S.-trained pharmacists, and chat the NABPF/FPGEC was the
ippropriate body to perform the same function for foreign-educated
pharmacists. She said the AACP was mostly a fraternal, "industry"-
oriented group, not one concerned with professional licensing.

Therefore, the bill should stand as written, with the ACPE listed
as the accrediting body.

Finally, the addition of the word "intern™ to Sec. 2, Line 1, AS
08.80.116(b) is reasonable. 1 would accept this change in a CS for

this bill.
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February 4, 1991

Representative Niilo Koponen

PORoxV

Juneau, AK 99811

Dear Representative Koponen:

Greetings. | am writing today in support of HB31, "An Act Relating to Applicants for
Pharmacist Licensing." This is, in my opinion, an excellent piece of legislation and

certainly deserves passage by this legislature.

Thank you. Warm, kind and friendly regards.

Box 84885
Fairbanks, AK 99775

cc: Rep. Finkelstein



February 5, 1991

Representative Niilo Koponen FEB 0 71991
P.O. Box V

Juneau, Ak 99811

Dear Representative Koponen: *

I appreciate your introducing HB31 - "An Act Relating to Applicants for
Pharmacist Licensing." The present regulation that prohibits qualified
persons, who have earned a degree outside the United States, from re—
ceiving a license is unjust.

Thank you.

Sincerely,

Robert A. Sullivan
P.0. Box 802224
College, Ak 99708

copy to Rep. Finkelstein



3501 College Road - #2
Fairbanks, AK 99709
1 February 1991

Representative Niilo Koponen
P. 0. Box V

Juneau, AK 99811

Dear Representative Koponen:

| tirmly support House Bill 31, "An Act Relating to Applicants for Pharmacist
Licensing", and urge you to vote in favor of its passage.

Thank you.

copy: Representative Finkelstein, Chair
Labor and Commerce Committee



