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Executive Summary

This year marks the fifth anniversary
of Rich States, Poor States: ALEC-Laffer
State Economic Competitiveness Index.
Written by Arthur Laffer and others and
published by the American Legislative
Exchange Council (ALEC), Rich States,
Poor States embodies the policy agenda
that ALEC pushes to state legislators: re-
duction or abolition of progressive taxes,
fewer investments in education and oth-
er public services, a smaller social safety
net, and weaker or non-existent unions.
These are the policies, ALEC claims, that
promote economic growth.

A hard look at the actual data finds that
the Alec-Laffer recommendations not
only fail to predict positive results for
state economies—the policies they en-
dorse actually forecast worse state out-
comes for job creation and paychecks.
That is, states that were rated higher
on ALEC’s Economic Outlook Ranking
in 2007, based on 15 “fiscal and regula-
tory policy variables,” have actually been
doing worse economically in the years
since, while the less a state conformed
with ALEC policies the better off it was.

That is true whether the outcome is

growth in jobs or growth in per capita
or median income. There is virtually no
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relationship between the ALEC ranking
and state Gross Domestic Product (GDP).
Further examination of the predictive
power of other key components of ALEC’s
rankings (income tax rates, existence of
an estate tax, overall tax levels, right-to-
work status) shows that none had a sta-
tistically significant effect on growth in
state GDP, non-farm employment, or per
capita income.

Further analysis finds that key ALEC-Laf-
fer claims contradict longstanding peer-
reviewed academic research on how
state economies grow.

« ALEC-Laffer claim that lowering
state and local taxes produces much
greater job growth; in actuality, such
taxes are such a tiny cost factor for
businesses, and come with higher
taxes on others or lower quality pub-
lic services, that such a strategy fails
(see Chapter 3).

« ALEC-Laffer claim that a low top
personal income tax rate is a key to
small business success; in actuality,
property and sales taxes—ignored by
ALEC-Laffer—are far more important
issues (see Chapter 1).

www.lowaPolicyProject.org



« ALEC-Laffer claim that high top
personal income tax rates and the
presence of estate and inheritance
taxes cause large-scale out-migration
of high-income individuals; in reality,
migration has little to do with taxes,
and there is no plausible case for state
estate taxes affecting job-creating in-
vestment (see Chapters 3 and 4).

« The ALEC report asserts that state
tax rates in many instances approach
“Laffer Curve” territory, where tax
cuts would actually increase tax rev-
enue; in reality, tax cuts reduce rev-
enue and result in the defunding of
public goods such as education and
infrastructure, which really do matter
for economic development (see Chap-
ter 5).

« ALEC-Laffer claim that wage sup-
pression policies (anti-union “right-
to-work” laws and the lack of a state
minimum wage law) lead to greater
job creation and prosperity; in actual-
ity, such laws reduce wages and ben-
efits but have little to no effect on job
growth (see Chapter 6).

Overall, we find that Rich States, Poor
States consistently ignores decades of
published research, making broad, un-
substantiated claims and often using
anecdotes or spurious two-factor corre-
lations that fail to control for obviously
relevant factors. Indeed, our analysis
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finds that the report repeatedly engages
in methodologically primitive analysis
that any college student taking Statistics
101 would be taught to avoid.

Using consensus academic research, we
derive far more plausible explanations for
recent differences in state results. For ex-
ample, instead of ALEC’s extreme policy
recommendations, we find that the com-
position of a state’s economy—whether
ithas large or small shares of the nation’s
fastest-growing industries—is a far bet-
ter predictor of job and income growth.

We conclude that the evidence cited to
support Rich States, Poor States’ policy
menu ranges from deeply flawed to non-
existent. Subjected to scrutiny, these poli-
cies arerevealed to explain nothing about
why some states have created more jobs
or enjoyed higher income growth than
others over the past five years.

In actuality, Rich States, Poor States pro-
vides a recipe for economic inequality,
wage suppression, and stagnant incomes,
and for depriving state and local govern-
ments of the revenue needed to maintain
the public infrastructure and education
systems that are the true foundations of
long term economic growth and shared
prosperity.
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Chapter 1. ALEC’s Economic Competitiveness

Index Fails to Predict Growth

ALEC has been publishing its index since
2007. The obvious question, then, is:
How well do the outlook rankings predict
state economic performance since 20077
Rather than focus on the best and worst
eight or ten states, as Rich States, Poor
States is wont to do, we consider all 50
states, ranked from 1 as least competitive
according to the 2007 index to 50 for the
most competitive.! We will look at scat-
ter plots showing the state’s ALEC rank
versus growth on various economic per-
formance measures so that a trend line
fitted to the data shows by its steepness
whether higher-ranked states do better
or worse on a particular measure. The
five performance measures illustrated—
non-farm employment, per capita per-
sonal income, population growth, state
Gross Domestic Product (GDP), and state
revenue—are the principal ones relied
on by ALEC in its Economic Performance
Ranking and in its discussions of state
performance throughout its report.?

As the charts below show, the ALEC Out-
look Ranking fails to predict economic
performance on four key measures of
growth. On the horizontal axis, the states
are arrayed according to their ALEC rank-
ing, from the “worst” state at position 1

www.goodjobsfirst.org

to the “best” state at number 50. The ver-
tical axis shows where each state fell on
some measure of economic performance.
If the ALEC outlook ranking worked as
advertised, the trend line shown in each
graph would slope up and to the right:
the better a state’s ranking, the better
the performance. The correlation would
be positive and significantly greater than
zero (the maximum possible being a val-
ue of 1.0, which would be a perfect cor-
relation).

Let’s look first at a key measure of eco-
nomic growth: change in state GDP. As
Figure 1 shows, there is virtually no re-
lationship between the ranking in 2007
and a state’s five-year rate of growth in
GDP; the correlation is insignificant at
0.02, almost zero. The states are all over
the place, and there is no tendency for
better ranked states to do any better or
any worse than lower ranked states.

Next, consider the growth in non-farm
employment, shown in Figure 2. Here
the correlation is slightly stronger, but
actually negative (-0.09): in other words,
the higher a state was ranked on the A-L
Index in 2007 the worse its job creation
record over the next five years.
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FIGURE 1. PERCENT CHANGE IN STATE GDP,
2007-2011
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FIGURE 2. PERCENT CHANGE IN NON-FARM
EMPLOYMENT, 2007-2011
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ALEC-Laffer Economic Outlook

Ranking: The 15 Policy Components

1. Top personal income tax rate (lower is
better)

2. Top corporate income tax rate (lower
is better)

3. Personal income tax progressivity (flat
rate is best)

4. Property taxes per $1,000 of personal
income (lower is better)

5. Sales taxes per $1,000 of personal
income (lower is better)

6. All other taxes per $1,000 of personal
income (lower is better)

7. Estate or inheritance tax (neither is
best)

8. Recent change in total taxes per
$1,000 of personal income (cuts are bet-
ter)

9. Tax or expenditure limits (the more
limits the better)

10. State debt interest as a share of total
revenue (lower is better)

11. Public employees per 10,000 resi-
dents (fewer is better)

12. State minimum wage (none is best)

13. Status as a “right-to-work” state (yes
is best)

14. Workers’ compensation costs (lower
is better)

15. Chamber of Commerce rating of
state tort liability laws

www.lowaPolicyProject.org
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Most tellingly, since the ALEC-Laffer re-
port is about policies to enhance state
prosperity, the 2007 Economic Outlook
Ranking is actually a decent predictor of
how state per capita income will change
from 2007 to 2011—but in the opposite
direction from what the report claims.
The more “competitive” a state was ac-
cording to ALEC, the less its per capita
income grew (see Figure 3). The negative
correlation of -.27 is statistically signifi-
cant.?

FIGURE 3. PERCENT CHANGE IN PER CAPITA
INCcOME, 2007-2011
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Finally, Laffer et al claim that states that
follow their policy prescriptions will
experience more growth and higher in-
comes, which in turn will translate into
greater governmentrevenue. Notsurpris-
ingly, since we have already established
that a high ranking on the Economic Out-
look Ranking is actually associated with
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lower job growth and lower incomes, the
ALEC-Laffer claim about fiscal benefits
is also contradicted by the evidence. As
Figure 4 illustrates, the better a state was
rated in the Economic Outlook Ranking,
the smaller the growth in state and local
revenue.

FIGURE 4. PERCENT CHANGE IN STATE & LOCAL
GOVERNMENT REVENUE, 2007-2011
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Population growth turnsouttobe the only
measure on which the ALEC-Laffer Index
performs as advertised: states ranked
higher on the index in 2007 experienced
greater population growth from 2007 to
2011. But population growth—the net
effect of birth and death rates, out-migra-
tion and in-migration—is not a measure
of economic performance. It may be driv-
en in part by the economy, in that people
should be drawn to states with more job
growth, and better job opportunities as
reflected in higher incomes. But this is
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obviously not what is happening here,
given that the states with better ALEC-
Laffer rankings actually had worse job
creation and income growth.

It makes sense as well to test the ALEC
rankings against two other measures of
the standard of living of the state’s pop-
ulation: median family income and the
poverty rate. The ALEC report, after all,
purports to tell us what leads some states
to become richer, others poorer. Here we
consider both the level of income or pov-
erty each year from 2007 to 2011 and
the change in income or poverty over
that period.

Once again, actual results are the oppo-
site of the ALEC claim. The more a state’s
policies mirrored the ALEC low-tax/re-
gressive taxation/limited government
agenda, the lower the median family
income; this is true for every year from
2007 through 2011; Figure 5 below
shows the results just for 2011. The rela-
tionship is not only negative each year; it
also became worse over time: the better
a state did on the ALEC Outlook Ranking,
the more family income declined from
2007 to 2011. The correlation, -.30, is
statistically significant.

The story repeats itself when we consider
state poverty rates. The more a state fol-
lowed the Alec-Laffer policies, the higher
its poverty rate, every year from 2007
to 2011. Figure 6 shows the relation for
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FIGURE 5. MEDIAN FAMILY INCOME, 2011
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2011. And again, the situation became
worse over time: the more competitive
a state according to the Economic Out-
look Ranking, the more the poverty rate
increased from 2007 to 2011. The cor-
relation of .21 is marginally statistically
significant.*

FIGURE 6. POVERTY RATE IN 2011
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SELLING SNAKE OIL TO THE STATES

All of the above calculations represent a
more accurate form of analysis than the
methods of Laffer and company in Rich
States, Poor States. Instead of focusing
only on the top and bottom six or nine or
ten states, where the cutoffs are selective
and arbitrary, we consider all 50 states
and compute a correlation coefficient.
Still, while we demonstrate a negative re-
lationship between ALEC’s recommenda-
tions and a stronger economy, we do not
pretend that such correlations establish
causality. But Laffer argues that the rela-
tionship is so strong between the policies
of Rich States, Poor States and beneficial
outcomes that it will show up repeat-
edly in simple correlations. Clearly the
evidence, when examined using a more
objective and reliable approach, does not
support this conclusion.

The Index Components Do No Better
at Predicting Growth

The ALEC-Laffer Index fails to predict a
state’s success over the 2007-2011 pe-
riod because it focuses on factors that
matter little if at all. This becomes even
clearer when we examine the individual
components of the index, and compare
their predictive ability to a factor that
is much more relevant: state economic
structure.

www.goodjobsfirst.org

Consider the ALEC-Laffer component
variables. In the 2011 edition, they focus
particular attention on six that they say
“have consistently stood out as the most
important in predicting where jobs will
be created and incomes will rise:” per-
sonal income taxes, corporate income
taxes, the sales tax, estate and inheritance
taxes, total taxes, and right-to-work laws.
Do these factors actually help explain
growth when the analysis controls for
other possible causes through a more so-
phisticated statistical analysis?

Or does the overall economy matter
more? State economies are thoroughly
integrated within the national and inter-
national economies. One would expect
that the state economies that did the best
from 2007 through 2011would be those
best positioned to take advantage of high-
growth national and worldwide markets,
or whose economies are least exposed to
declining sectors.

To test this argument, we looked at
growth rates by major industry over this
period and selected those that experi-
enced the most growth and where there
is substantial variation among states in
terms of dependence on those industries.
These sectors meet those criteria: min-
ing; nondurable goods manufacturing;
durable goods manufacturing; finance

www.lowaPolicyProject.org



and insurance; trade, transportation and
warehousing; education and health ser-
vices; and professional and scientific. If
our hypothesis is valid, the share of state
GDP accounted for by each sectorin 2007
should predict how that state fared over
the next five years. These shares were en-
tered as variables in a multiple regression
equation, and held against two variables
deemed important by Laffer et al: total
state and local tax revenue as a percent
of state personal income over the period
2007-2009, and “right-to-work” status.
This allows us to answer the question:
Did the ALEC-Laffer variables reflecting
state policy influence the rate at which
states grew, holding constant the compo-
sition of the state economy?

They did not. Neither variable—total
taxes or “right-to-work”—had a statisti-
cally significant effect on growth in state
GDP, growth in non-farm employment, or
growth in per capita income. The compo-
sition of the state economy, on the other
hand, had a great deal to do with how fast
a state grew, particularly in terms of jobs
and per capita income. The share of the
economy consisting of extractive indus-
tries (mining, oil) was a very significant
determinant in all the statistical tests.
This is consistent, of course, with many
reports thatas oil prices have risen, states
with large oil reserves (e.g., North Dako-
ta, Wyoming, Texas and Alaska) have ex-
perienced large increases in drilling and
transmission-related jobs.

www.goodjobsfirst.org
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We also tested three tax components that
Laffer insists are crucial determinants of
how well a state economy performs: the
top individual income tax rate, the top
corporate income tax rate, and the ex-
istence of an inheritance or estate tax.
When these components are substituted
forthe overall taxlevel, none explains why
some states grew faster in terms of state
GDP, non-farm employment, or per cap-
ita income from 2007 to 2011. The only
variable that came close to statistical sig-
nificance was the top individual income
tax rate, but the effect was the opposite
of the prediction by Laffer: the higher the
rate, the greater the growth in per capita
income (though again we would not ar-
gue causality). Neither did right-to-work
status have any effect in any of the three
models. Once again, the composition of
the state economy was the major statisti-
cally significant factor. (For the results of
all of the statistical tests described in this
section, see the appendix.)

Similar results follow when the state’s
overall Economic Outlook Ranking in
2007 is substituted for the tax variables
and “right-to-work” status. This aggre-
gate ranking, after all, purports to be
a summary of all the policy variables
contributing to growth. Once again, the
composition of the state economy deter-
mined growth; the ALEC ranking had no
effect.

www.lowaPolicyProject.org
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Will the 2011 Economic Outlook Rank-
ings perform any better in predicting
economic prosperity over the next five
years? There is little reason to think so.
The ranking is based on the same mea-
sures,® and itis still the case that the rank-
ing is best at predicting lower incomes:
the more “competitive” are state policies
according to the 2011 ALEC ranking, the
lower a state’s per capita income and
median family income, and the higher
the poverty rate, in 2011.

Small Businesses and Personal
Income Tax Rates

Laffer and ALEC routinely invoke the
“small businesses are hurt” argument
against proposals to make the tax system
less regressive. In Rich States, Poor States,
their argument is that personal income
tax increases affect many small business
owners because they are organized as
proprietorships or pass-through entities
(partnership, S corporations, and LLCs)
and therefore pay income taxes as per-
sons, not corporations.

In fact, the personal income tax is more
small-business friendly than the sales
tax or the property tax. The sales tax
hits the new, small, or marginally profit-
able businesses harder because it taxes
business purchases: sales tax liabilities
do not vary with profits. The property
tax also can be more of a problem for the
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new business; property taxes are due on
business and personal property (which
is often the collateral and the source of
initial equity for many a new business)
whether the business is in infancy and
still struggling to earn a profit, or estab-
lished and profitable. Income taxes, on
the other hand, are low or nonexistent in
the early years of a business when it is
showing losses; they are payable only to
the extent that a business has gotten off
the ground and is generating a profit, and
even then will often remain low, or non-
existent, for years as the early losses are
carried forward. Clearly if a state wants
to encourage entrepreneurship and help
really small businesses, it should shift
taxes from sales and property to income.
But Rich States, Poor States would have
us do the reverse. It's another example
of how ALEC and Laffer are fixated on
progressivity (which most affects high-
income individuals and larger corpora-
tions) and will employ any argument,
valid or not, against it.

As evidence for the claim that “eliminat-
ing the personal income tax is good for
state growth,” Laffer cites three academ-
ic studies.® One, by Mark, McGuire and
Papke, turns out not to be about state-
level policy and growth as implied by
Laffer but about local taxes and growth
within a metropolitan area; furthermore,
their research found no statistically sig-
nificant relation between the personal
income tax rate and population growth,
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and did not even consider the effect of
the personal income tax on job growth
or business location.” The second, by
Timothy Bartik, estimated the effect of
the corporate income tax, not the per-
sonal income tax, on new plant locations.
Thus, contrary to Laffer’s claim, neither
of these two articles provides any sup-
port for his proposed elimination of the
personal income tax. The third article, by
Poulson and Kaplan, was not published
in a peer-reviewed academic journal but
rather in the house organ of the conser-
vative think tank, the Cato Institute; it did
not include controls for any of the major
non-tax factors influencing growth (such
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as wage rates and public expenditures)
and cannot be considered a credible
analysis of the independent effects of in-
come tax rates.?

In summary, the policy prescriptions in
Rich States, Poor States do nothing to ex-
plain why some states created more jobs
than others, or why some states experi-
enced more growth in income per per-
son than others, over the past five years.
Indeed, the policies that make up the
ALEC-Laffer Economic Outlook Ranking
are not a recipe for growth and prosper-
ity, but more likely quite the opposite.
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Chapter 2. Prosperity: Its True Sources

and Consistent Measures

Rich States, Poor States is striking in its
near-total failure to acknowledge the ac-
tual sources of state prosperity and of the
role of state government in ensuring true
economic development. A broad con-
sensus holds that state economic policy
should be aimed at improving the stan-
dard of living of the state’s residents. But
choosing the right measures of inputs
and outcomes is critical before cause and
effect can be debated coherently.

We agree with the ALEC-Laffer metric of
rising per capita income but would also
add other tests such as median family
income, reduced incidence of poverty,
greater stability and family economic
security, and an improving quality of life
as measured by public health or leisure
time. On the other hand, while population
growth may go along with prosperity—
people naturally seek out places where
their chances are better—it is not an end
in itself. Also, growth in the economy, as
measured by rising Gross State Product
(GSP), is a crude measure of prosperity
because GSP growth does not guarantee
that the incomes of the average family
will rise—that requires growth derived
from rising wages and salaries. Similarly,
more jobs will be needed if unemploy-
ment rates are to be lowered, but new
jobs in themselves do not guarantee ris-
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ing incomes; they must be good enough
to raise the average or median wage, not
lower it.

In the long run of economic history,
the only way to achieve broadly shared
prosperity is to increase productivity. In
simple terms, more goods and services
can be consumed per capita only if more
goods and services can be produced per
capita. Greater production per person,
i.e. productivity, is achieved in four ways.
First, investments in capital—buildings,
equipment, infrastructure—make the
economy more productive because they
allow more goods to be produced with a
given amount of labor and resources. For
example, better highways mean goods
can be shipped using less labor time and
fuel. Second, technological advances in-
crease the efficiency of production, allow
new uses of existing resources, or create
new products and services that directly
raise the standard of living. Third, labor
becomes more productive through in-
vestments in “human capital”—educa-
tion and training—that increase the skills
of workers. Finally, the overall productiv-
ity of the economy depends on labor and
capital being used as fully as possible,
and this requires full employment, and a
labor force that remains healthy and on
the job.
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The public sector has important roles to
play in creating the foundations for rising
productivity and incomes. State and local
governments play a crucial role in ex-
panding capital investment as they have
the major responsibility for maintaining
and improving the transportation net-
work. Streets and highways and transit
are part of the capital that an economy
needs, as are water and sewer systems,
sea ports and airports, and other ele-
ments of infrastructure. State and local
governments are also the primary pro-
viders of K-12 and community college
education, and play an important role in
worker training. Finally, states and coun-
ties are significant players in providing
public health services and health insur-
ance through insurance regulation and
the funding of Medicaid and children’s
health insurance.

The importance of educational attain-
ment in raising incomes has long been
well documented. A recent study by a
Federal Reserve Bank economist found
that the education level of the workforce
in a state was the primary determinant,
along with the rate of patent applica-
tions, of growth in incomes from 1939 to
2004.° Another research article studying
differences among states in the rate of
growth in personal income from 1967 to
1993 found that the more a state spent
on education the greater the growth in
personal income.!?
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While increasing economic productivity
is a prerequisite for increasing prosper-
ity, it does not guarantee that prosperity
will be broadly shared. In fact, the period
from 1979 to 2007 was characterized by
growing productivity but also rising in-
equality: 40 percent of the gains in real
income during this period were captured
by the richest 1 percent of the popula-
tion, and almost two-thirds of the gain in
income went to the top 10 percent.!! The
logic of an unregulated market economy
is that the gains go to those with the most
leverage or bargaining power in the mar-
ket. Thus again it is public institutions,
including regulations aimed at mitigat-
ing monopoly power, laws strengthening
the bargaining power of labor, or a tax
system based on ability-to-pay, that help
ensure that the gains from greater pro-
ductivity are spread more broadly and
not captured entirely by those at the top.

Despite the long-established body of evi-
dence regarding the sources of growth,
Rich States, Poor States consistently fails
to acknowledge where state prosperity
comes from and the vital role of state
government investments in ensuring ef-
fective economic development. Its focus
instead is on measures that would pro-
duce growth without development, or
would merely facilitate the greater ac-
cumulation of wealth by those already
the richest. By “growth without devel-
opment,” we mean an increase in GSP
or jobs, where the gains are captured in
higher profits rather than higher wages,
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or where job gains are at the low end of
the wage scale and displace better pay-
ing jobs. The ALEC-Laffer strategies are
exclusively those that would lower taxes
on corporations and the wealthy, reduce
public sector revenues (and hence public
investments in education, health and in-
frastructure), and lower wages by elimi-
nating minimum wages and weakening
the bargaining power of workers. Yet the
book claims that all of these measures
would make states, and their popula-
tions, richer.

The centerpiece of Rich States, Poor
States, in fact the subtitle of the report
itself, is the ALEC-Laffer State Economic
Competitiveness Index, which consists of
two separate state rankings, one based
on past performance, the other allegedly
portraying the outlook for future growth.
(Despite the subtitle of the report, there
is actually no Competitiveness Index that
combines the two; there are simply the
two rankings.) The Economic Outlook
Ranking (EOR) combines state rankings
on 15 “fiscal and regulatory policy vari-
ables” that the report claims have been
shown to be significantly related to the
ability of a state to compete successfully
for business activity and growth. Each
state’s overall ranking is based simply on
the sum of its 15 rankings.

The Economic Performance Ranking
(EPR) is based similarly on the sum of
rankings on separate measures, in this
case just three: absolute domestic mi-
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gration, per capita income growth, and
non-farm payroll growth between 2000
and 2010. It is not clear why the authors
narrow the ranking to just these three
measures since elsewhere in the report
they focus considerable attention as well
on other performance measures, notably
growth in state Gross Domestic Product
(GDP), overall population growth, and
state and local government tax revenue.

To attain the highest EOR would require
a state to have no individual or corpo-
rate income tax, no estate or inheritance
tax, no state minimum wage, severe tax
and expenditure limits and very limited
public services. To attain high EOR it also
would have to be a so-called “right-to-
work state”—that is, it would deny em-
ployees the right to negotiate a union
contract that requires all workers who
benefit from the contract to share the
costs of negotiating and enforcing it. We
conclude that the actual purpose of Rich
States, Poor States is to sell the ALEC-Laf-
fer package of policies—fiscal austerity,
regressive taxation and wage suppres-
sion—in the sheep’s clothing of econom-
ic growth.

In the following chapters we take a criti-
cal look at each of the core ALEC-Laffer
policy claims and the research that alleg-
edly supports them.
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Chapter 3. State and Local Tax Rates are Not
Significant Determinants of Growth

A report aimed at generating prosper-
ity should focus on how to increase in-
vestment, public and private, how to
strengthen labor productivity through
education, or how to maintain an econo-
my at full employment with a healthy la-
bor force. And it would address how that
prosperity is shared. Instead, the cumu-
lative thrust put forth in Rich States, Poor
States is to use the power of state govern-
ment to lower the costs of doing business
in the hopes that this will entice firms to
move to or expand in one state at the ex-
pense of another. This beggar-thy-neigh-
bor strategy is captured most completely
in the authors’ index of policies they
claim produce growth, the EOR, a recipe
for how to compete with your neighbor-
ing states for business. Foremost among
the measures in this index are tax cuts.
Lowering income and inheritance taxes,
they assert, is the best way to lower the
costs of doing business, and will lead to
growth and prosperity. Will this strategy
even work? Will tax cutting and wage
suppression policies cause a state to
grow more rapidly, at the expense of its
neighbors? Here we look at what the re-
search tells us about such a strategy.

A state strategy of tax cuts to lower the

costs of doing business is focusing on a
very small component of business costs.
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Businesses take many factors into ac-
count when making an investment loca-
tion decision: access to markets and to
suppliers; transportation costs; access to
a pool of labor with appropriate educa-
tion and skills; wage rates; energy costs;
occupancy costs (to buy or lease space);
access to supporting business services;
the quality of local schools, recreational
amenities, climate and other ameni-
ties important in attracting and keeping
skilled labor; proximity to university re-
search facilities; quality of state and local
government services and fiscal stability
of government.

For service-sector companies, labor costs
are the biggest cost; for sectors such as
manufacturing or warehousing, the costs
of physical plant space are also major
expenses. By comparison, all state and
local taxes on businesses combined (cor-
porate and individual income taxes, sales
taxes, local property taxes) represent
only about 1.8 percent of total business
costs on average for all states.’? Corpo-
rate income taxes, in turn, are only about
9.5 percent of that 1.8 percent, or 0.17
percent, according to one estimate.!® Put
another way, a large corporate tax break
that reduces a company’s corporate in-
come tax bill by half represents a cost
savings to the average firm of just 0.09
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percent.!* By contrast, tiny differences
in big-ticket cost items such labor, occu-
pancy, energy, or raw materials, would
dwarf anything a company could gain via
tax breaks.

Such a small change in the cost calculus
facing a business cannot be expected to
change any significant share of site lo-
cation choices. The tax differences will
be overwhelmed by differences in other
costs. As a result, all or nearly all of any
tax cut will be wasted on corporations
that would have chosen that location
anyway.

If taxes do affect business location de-
cisions to any degree, then states with
lower taxes should experience more
rapid growth, other things equal. The
last phrase, “other things equal,” is cru-
cial. If a state lowers corporate taxes, it
must deal with the loss of revenue by
raising taxes on individuals and/or other
businesses or by lowering the quality of
public services, or some of both. Either
action could make a state less attractive
for private investment. Anyone can make
a list of states with higher tax rates and
another list of states with lower tax rates,
and then see which set grew faster over
some time period. Many people (includ-
ing Laffer) have done just that, but such
an exercise provides no useful evidence
about causality.

As stated above, many factors influence
business location decisions and state
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economic growth rates. To discern the
separate effect of tax levels, researchers
must use statistical techniques to hold
all other relevant factors constant. The
question is-- If two states are similar in
terms of labor skills and wages, access to
markets and materials, occupancy and
energy costs, will a difference in taxes on
business produce a difference in the rate
at which the state grows? Statistical tech-
niques have become increasingly sophis-
ticated over the past 25 years, enabling
better ways to control for other location
determinants and more reliable answers
to this question. While even the most so-
phisticated analysis cannot prove causal-
ity, the more carefully a study controls
for the whole range of factors reasonably
thought to affect business decisions, and
the more such studies are replicated by
others, the more confidence one has that
the study results are indeed evidence of
the strength of a causal relation.

Laffer et al acknowledge, after a fashion,
that this is how research on the determi-
nants of state growth should be conduct-
ed. On page 13, they point out correctly
that “correlation is not the same thing
as causation.” They also state correctly
that it is necessary to isolate the effect of
the factor of interest (say taxes) from all
other factors that influence growth. This
is the reason serious research relies on
multiple regression analysis—to con-
trol for other factors and isolate the ef-
fect of taxes. However, Laffer et al spend
the rest of Rich States, Poor States citing
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simple correlations as support for their
position.

In fact, their admonition regarding caus-
al inferences on page 13 is violated just
two paragraphs later. A report by the In-
stitute on Taxation and Economic Policy
(ITEP),”® concludes that income taxes
are not a significant cause of population
growth or decline, a conclusion support-
ed by a number of academic studies re-
lying on the kinds of research principles
just outlined on page 13 of Rich States,
Poor States.'® Laffer’s response to this
refutation of the Rich States, Poor States
argument is to employ his favorite “re-
search” technique, which is even more
simplistic than calculating a correla-
tion: he compares the average popula-
tion growth of the nine states with no
income tax to growth in the nine states
with the highest top personal income tax
rates. Such a comparison is meaningless
because it assumes that nothing else go-
ing on in these states could explain why
some grew and some did not: not birth
rates, housing prices, wage rates, job
availability, public education quality, cli-
mate, or recreational and cultural oppor-
tunities. None of these factors, it seems,
was worth considering; it all must have
come down to income taxes.

Fortunately for those seriously interest-
ed in learning how important taxes are to
economic growth, there has been a large
volume of research investigating this
question over the past 40 years. Three
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ALEC’S FLAWED PRESCRIPTIONS FOR PROSPERITY

summaries of the research, in 1988 (by
Newman and Sullivan), 1991 (by Bar-
tik), and in 1998 (by Wasylenko) pro-
duced something of a consensus on the
independent effect of state taxes on state
growth.'” The research conclusions were
expressed in terms of “elasticity,” a mea-
sure of how sensitive growth is to taxes.
The elasticity of state GDP with respect
to state taxes, for example, is the percent-
age change in GDP divided by the per-
centage change in taxes. Bartik’s review
of 59 studies completed prior to 1991,
including 34 studies that attempted to
measure the effects of business taxes on
state output, led him to conclude that the
bulk of the credible research indicated
an elasticity somewhere between -.1 and
-.6, and probably about -.3. What does
this mean? It means that a 10 percent re-
duction in taxes will lead eventually to an
increase in the state GDP of 3 percent (+3
percent divided by -10 percent is equal
to the elasticity of -.3). Reviews of the lit-
erature since then indicate that research
continues to produce mixed results, with
several studies finding no significant ef-
fect of business taxes on state growth,
and others finding statistically signifi-
cant but small effects (almost all within
the range of -1. to -.6).'8

The preponderance of the evidence from
many dozens of studies over a period
of 30 years or more is that business tax
cuts, if they could be enacted without cut-
ting public spending, have some positive
effect on state economic growth, but that
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this effect is quite small. These statisti-
cally-controlled policy experiments are
in effect holding all else equal. It is im-
portant to understand what this means.
The research does not imply that a 10
percent cut in taxes on business that is
paid for by cutting 10 percent of the state
budget would produce 3 percent growth.
Such a balanced budget policy (and states
of course must balance their budgets)
might well produce no growth at all, es-
pecially in the long run, because budget
cuts necessarily mean cuts in state and
local services essential to the function-
ing of the economy. As Bartik himself has
said: “[A]n economic development policy
of business tax cuts may fail to increase
jobs in a state or metropolitan area if it
leads to a deterioration of public services
to business. An economic development
policy of tax increases may succeed in in-
creasing jobs if it significantly improves
public services to business.”!?

Business tax breaks could be financed,
alternatively, by increases in taxes on
households. However, such a strategy is
likely to result in a net decrease in con-
sumer spending within the state, with
resultant harm to local retailers and oth-
er in-state businesses, and to the state
economy.?’ This is the case because a
greater share of household income than
of business profits is spent locally.

It is also important to understand why

these effects are correctly characterized
as small. They suggest that a 10 percent
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cut in total state and local taxes on busi-
ness—not a 10 percent cut in any one
business tax—might lead to a 3 percent
increase in growth. While a 10 percent
cut in a state’s corporate income tax is
quite achievable, that would reduce the
total state and local taxes on all business-
es in the average state by only about 1
percent. Itis this 1 percent reduction that
matters if we are to apply the results of
previous research to estimate the effects
of the cut in corporate income taxes; a 1
percent cut in total taxes would lead to
a meager 0.3 percent increase in growth.
And, again, much or even all of that small
gain is likely to be offset by the effects of
spending cuts or other tax increases.

Instead of relying on serious, peer-re-
viewed research, Rich States, Poor States
proceeds to argue for the powerful effect
of taxes on business location on the basis
of two kinds of claims: (1) unequivocal
assertions with no evidence or research
whatever cited in support of them, and
(2) simple correlations of the kind that
Laffer acknowledges are inadequate and
often misleading.

Laffer would also have us believe that
government has no useful role to play in
the economy, so that reductions in state
revenue, no matter how drastic, have
no consequences. The fervent anti-gov-
ernment bias in this report is evident
throughout, in statements such as this:
“The bottom line is governments don’t
create resources; they redistribute re-
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sources...Every resource given to some-
one by the government represents a re-
source being taken away from someone
else by the government.””! Apparently
the interstate highway system is not a
resource; public school buildings are
not resources; an educated workforce
is not a resource; state employment of-
fices, public hospitals, fire trucks, water
and sewer systems, libraries, national
parks, the court system - none of these
things are resources. Or perhaps Laffer
is just arguing that the taxes and other
revenues used to create these resources
should be abolished and people should
buy their own schools, parks, libraries,
fire departments, district courts, and wa-
ter treatment plants on the private mar-
ket. The absurdity of either position is
self-evident.

Laffer and company do not even con-
cede a role for government in economic
stabilization. They claim that all transfer
payments—unemployment compensa-
tion, welfare, food stamps, Social Se-
curity—provide no economic stimulus
because they are entirely offset by tax in-
creases necessary to fund them. The fact
that safety-net spending automatically
increases during a recession leads to a
“sharper drop in output,” they claim, and
“an increase in unemployment benefits
is expected to lead to a rise in unemploy-
ment.” Any principles of economics text
will explain how these programs func-
tion as automatic stabilizers, sustain-
ing consumer demand at a time when
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the private market economy is failing to
produce full employment, and thereby
reducing the severity of the business cy-
cle.”? And analyses show that an increase
in taxes on upper income households to
finance an increase in any of these trans-
fer programs would have a net positive
effect on the economy. Increased spend-
ing from transfer payments is so much
higher than the reduction in spending
from taxing high incomes of the rich. In-
creases in food stamps or unemployment
compensation in fact have five times the
stimulus effects of cuts in taxes on high-
income households.?® Progressivity is
good for the economy, a truth quite in-
convenient for ALEC.

Any doubts that the main objective of
Rich States, Poor States is political—cut-
ting taxes on the wealthiest segments of
society in order to redistribute income
upwards—are put to rest by the fact that
the report devotes an entire chapter (one
of only four) to a condemnation of the
most progressive tax of all: the estate tax.
The federal estate tax currently exempts
the first $5 million of an estate ($10
million for a couple); as a result of this
large exemption, only about 0.13 percent
of U.S. adults dying in 2011 had a tax-
able estate.** It is a tax on the extremely
wealthy.

Nowhere are logicand evidence stretched
farther than in this chapter’s attempts to
tag estate and inheritance taxes as “job
killers” that “strangle economic growth.”
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Once again the authors cite a simplistic
correlation: states without estate taxes
had higher growth - and then go on to
claim that this proves that abolishing the
estate tax will produce growth. They then
devote considerable time to the state of
Tennessee, a state that scores very well
on most aspects of their own economic
outlook ranking but has had lackluster
economic performance, which they then
deduce must be due entirely to the fact
that it has an estate tax. They then con-
clude, with no evidence provided what-
soever, that if Tennessee had abolished
its estate tax it would have grown at
the same rate as the average no-income
tax state and would therefore have had
200,000 to 220,000 more jobs. This claim
has been thoroughly debunked by the In-
stitute on Taxation and Economic Policy,
which notes that Laffer is “asserting that
no other differences between Tennessee
and the other no-income tax states can
possibly explain Tennessee’s slower eco-
nomic and employment growth,” ignor-
ing many more plausible explanations,
including the fact that four of the no-in-
come tax states have substantial extrac-
tive sectors (Alaska, Wyoming, Nevada
and Texas).?®

How does it help a state economy to have
rich people die within its borders instead
of somewhere else? Here Laffer and
company are quite vague, asserting that
states with an estate tax are losing “enor-
mous amounts of accumulated wealth,”
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and that this wealth would have created
jobs, alleviated poverty, and increased
tax revenue. How this happens remains
a mystery. The wealth that leads to eco-
nomic prosperity, as we pointed out ear-
lier in this report, consists of the stock of
real assets: natural resources, plant and
equipment, public infrastructure, human
capital, technological knowledge. The
wealth of large estates consists of real es-
tate, stocks and bonds, mutual funds, and
the whole range of financial assets that
represent ownership of the real assets
of society, assets that could be located
anywhere in the world. The future use of
those assets is unaffected by where the
person owning some share of them dies.

Finally, dead people are not entrepre-
neurial, though the heirs of the estate
might be. But the decision as to if, where
and how those heirs invest the assets is
likewise unaffected by the location of the
estate. How exactly would a decision of a
wealthy household to move to Florida in
the closing years of life affect how much
the household’s heirs, who could be lo-
cated anywhere in the world, invest in
businesses in Tennessee? It would not,
nor would the decision to remain in Ten-
nessee increase the heirs’ investments
in that state. But for every estate that re-
mained in Tennessee despite an estate
tax, the additional tax revenue would
indeed be invested in Tennessee—in
schools, in roads, in the real public assets
that are essential for economic growth.
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Chapter 4. Taxes Have Little to do

Over their lifetimes, the majority of
Americans do not move far: most remain
in the state they grew up in.?® Of those
who do move, many move to a neighbor-
ing state. Those who move farther away
do so for many reasons: job availability,
climate, marriage or proximity to fam-
ily, housing costs, and other factors. We
know this because researchers for many
years have been studying migration pat-
terns and what determines where people
move. What this research shows, consis-
tently, is that taxes have little to do with
migration decisions.?” This should notbe
surprising; people are averse to moving
because it is costly—finding a new job,
selling and buying a home, leaving family
and friends.

Ignoring the large body of careful re-
search about the causes of migration,
Laffer and his co-authors again resort
to unsupported assertions and spuri-
ous correlations. They claim, predict-
ably, that high personal income taxes
and estate or inheritance taxes are major
causes of out-migration and state popu-
lation loss (or lagging growth). They also
make the astounding claim that “taxes
never redistribute wealth, but they do re-
distribute people,” which could happen,
strictly speaking, only if all of those with
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with Migration

incomes above the median fled a state in
response to progressive taxation, thwart-
ing the state’s attempt at redistribution.
The regressive taxation that they favor,
meanwhile, would redistribute income
upwards—giving the rich a larger share
of after-tax income.

Countering these claims by Laffer et al is
a substantial body of serious research. A
study published in 2011 of the New Jer-
sey 2.6 percent income tax surcharge on
those with incomes over $500,000 found
that “exposure to the new tax did not af-
fect migration rates.”?® Furthermore, the
surcharge generated nearly $1 billion in
additional annual revenue (so much for
the Laffer Curve effect) and had a mod-
est effect in reducing income inequality.
In other words, the tax did redistribute
income, but did not redistribute people.

Similarly, Maryland’s imposition of a new
higher tax rate on those with incomes
above $1 million did not cause the mas-
sive flight of wealth that was predicted
by many. The decline in the number of
millionaire filers after the new tax rate
went into effect was largely the result of
the Great Recession: there were simply
fewer people with million-dollar-plus in-
comes, in Maryland and everywhere else.
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Furthermore, a few hundred wealthy
taxpayers had been leaving the Maryland
tax rolls every year (because they died or
left the state) prior to the tax increase, for
any number of reasons; even if all of the
slight increase in out-migration in 2008
and 2009 were induced by the tax in-
crease and not any of the other possible
causes, it would represent merely two
percent of the high-earner tax filers.*

Another recent study focused on the el-
derly, a group that one might think would
be more likely to migrate in response to
tax differences because they are not tied
to a location by a job. This analysis of
data from four decennial censuses (1970
to 2000), over a period when a number
of states enacted or expanded tax prefer-
ences for the elderly (such as exempting
income from private pensions or Social
Security) led the authors to conclude:
“Across all of these samples, specifica-
tions and tax measures, our results are
overwhelming in their failure to reveal
any consistent effect of state income tax
breaks on elderly migration.”3°

Even in metropolitan areas split by a
state line, where tax differences could
most easily tip the balance and cause in-
migrants to pick a city in the lower-tax
part of a metro area, research has shown
that location choices are affected very
little by the tax differences.*'
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In sum, those who have conducted seri-
ous studies that actually test Laffer’s as-
sertions—with large samples over long
time frames, and generally in the peer-
reviewed literature—consistently find
that taxes have little to do with rates of
migration into and out of states. This is
probably why Laffer falls back on anec-
dotes (including why he himself moved
from California to Tennessee), spurious
correlations (California and Hawaii, with
nice weather but high taxes, lost popula-
tion, while Alaska, with bad weather but
low taxes, gained population), and un-
supported claims.
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Chapter 5. Tax Cuts Reduce Revenue

Arthur Laffer’s claim to fame is the in-
vention of the Laffer Curve, supposedly
sketched out on a napkin for the benefit of
Dick Cheney in a Washington, D.C. bar in
1974, and reproduced in the ALEC report
not once but twice. The curve is based on
an alleged truism: If you tax a particular
thing at 100 percent, you will generate
zero revenue (e.g., if wages were taxed at
100 percent, no one would work). There-
fore, at some point, as the tax rate ap-
proaches100 percent, increasing the rate
will decrease revenue. This is called the
“prohibitive range;” a state with tax rates
in this range could increase revenue by
cutting taxes, which is the effect Laffer
wants to claim. The curve invariably is
drawn so that it appears that this point is
reached at about a 50 percent tax rate.

There are so many things wrong with
this depiction and the conclusions drawn
from it that it is difficult to know where
to begin. Laffer provides no empirical evi-
dence showing at what tax rate the curve
starts to bend back, though he implies
that we are already at the point where
increasing rates further will reduce rev-
enue for many state taxes.

Laffer’s curve also lacks any nuance or
complexity: The point at which a rate

www.goodjobsfirst.org

increase leads to a reduction instead of
an increase in revenue—if there is such
a point at all—will vary dramatically de-
pending on which commodity or activ-
ity is taxed, and by which jurisdictions.
Finally, there is no guarantee that the
fundamental premise is even true; a tax
equal to 100 percent of the price of, say,
cigarettes, is quite feasible, and would
generate a great deal of revenue. Those
addicted to cigarettes would still buy
them, even if the tax effectively doubles
the price.

This does not deter Laffer and company
from making this statement on page xi of
the 2011 edition: “Economists have ob-
served a clear Laffer Curve effect with re-
spect to cigarette taxes.” Their evidence?
States with higher cigarette taxes sell
fewer cigarettes than neighboring states
with lower taxes. Laffer apparently is
counting on the reader not remembering
what the Laffer Curve, which he just ex-
plained, actually predicts. A reduction in
number of units sold is not a demonstra-
tion of the Laffer effect at all; the Laffer
effect is a reduction in total revenue.

All competent research on the effect of

taxes on cigarette consumption shows
that cigarettes are well within what Laf-
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fer calls the “normal range,” where an
increase in the state tax rate increases
revenue. Yes, fewer cigarettes are sold in
Illinois (Laffer’s example) than would be
the case with alower tax. This is due both
to reduced purchases by residents near
the borders who buy their cigarettes in
a lower tax state, and to some reduction
in cigarette use by others. But the overall
loss in sales is nowhere near enough to
offset the gain in tax revenues from the
purchases that are still made. If state cig-
arette taxes are the best example of the
Laffer effect ALEC could come up with,
its argument is in serious trouble. (Not to
mention research that finds higher ciga-
rette prices reduce the number of teen-
agers who start smoking, thereby reduc-
ing long-term state costs for Medicaid.)

Since the focus of Rich States, Poor States
is on state policies that affect economic
growth, let’'s examine how the Laffer
Curverelates to state taxation of business.
Are state taxes in the “normal range,” so
that increased tax rates will increase rev-
enue? Or are effective tax rates so high in
some states that they fall in the “prohibi-
tive range,” where tax increases would
reduce revenue? The latter is certainly
what Laffer and company would like us
to believe, though they present no cred-
ible evidence that this is the case. Keep in
mind that states tax corporate and per-
sonal income at single-digit rates. The In-
stitute on Taxation and Economic Policy
has documented that the most profitable
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Fortune 500 corporations pay an average
of just 3.0 percent of their profits in in-
come tax to the states.®* (It has also doc-
umented that the same companies pay
actual federal income taxes of about half
the statutory rate of 35 percent.)

In fact, we need only look at the large ac-
cumulation of empirical evidence, cited
earlier, on the effect of taxes on state eco-
nomic growth, to realize that states are
well within the normal range. As we saw,
state economic growth is clearly inelastic
with respect to state and local taxes: a 10
percent tax cut leads to perhaps a 3 per-
cent increase in growth. But a 3 percent
increase in the tax base is obviously not
enough to make up for a 10 percent cut
in taxes per unit of tax base. Moreover,
the revenue loss begs the issue of how
to keep the budget balanced and sustain
the same level of public services. To use a
simple example of how a tax cut reduces
revenue when demand is inelastic, con-
sider that a tax of $1 on 100 packs of cig-
arettes raises $100; a tax of 90 cents (a
10 percent cut) applied to 103 packs (a 3
percent increase in sales) produces $93.

Most importantly, the effect of tax rate
increases on revenue depends crucially
on what government does with the rev-
enue.** In the Laffer model, the implicit
assumption is that revenue is simply frit-
tered away on waste and abuse. In fact,
of course, it is spent, and government
spending can have a substantial positive
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effect on economic activity and hence on
the tax base if used to fund education,
job training, or infrastructure improve-
ments that stimulate economic growth
and a larger business tax base. Therefore
tax increases will increase revenue, and
increase it even more to the extent that
the revenue is devoted to programs and
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investments that enhance the prospects
for long term growth. And tax cuts re-
duce revenue, and reduce it even more to
the extent that the revenue loss results in
cuts to programs and investments need-
ed for long-term growth. Tax cuts and
windfall incentives have a real and sub-
stantial cost.
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Chapter 6. Wage Suppression Policies

Do Not Generate Prosperity

One could reasonably assume that a re-
port about “policies that lead to prosper-
ity” would tell you what states can do to
increase wages and incomes, since for
most Americans work is the principal
route to anything approaching prosper-
ity. Instead, Rich States, Poor States is full
of advice on measures to lower wages.
According to ALEC, state minimum wage
laws are a bad thing and unions are to be
avoided.

The path to prosperity is paved with so-
called “right-to-work” (RTW) laws, ac-
cording to Laffer and company. Such laws
do not create a right to a job, of course.
Instead they take away the right of labor
unions to negotiate a contract provision
requiring all workers covered by and
benefiting from a union contract with a
private company to contribute to the cost
of negotiating and maintaining that con-
tract. While Laffer and company insist on
referring to states without a “right-to-
work” law as “forced union” states, they
must know that this is not true: no one
is forced to join a union (which would be
counter to federal law). In fact, federal
law requires a union to provide its ser-
vices, including resolution of grievances,
to all workers in a workplace; the effect
of RTW is thus to force union members to
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pay for and to provide such services for
free to non-union members. RTW states
would more accurately be dubbed “Right
to Freeload” states. The real intent of
such laws, of course, is to weaken unions,
which in turn weakens their ability to
win higher wages and better benefits.
The real objective is to suppress wages.

It has been demonstrated conclusively
that wages are lower and benefits more
meager in RTW states. In a study that ex-
amined the effect of a state’s RTW status,
controlling for differences in the cost of
living, demographics, job characteristics,
education of the workforce, and other
factors, it was found that in RTW states,
compared to free-bargaining (non-RTW)
states, wages are 3.2 percent lower, a
smaller percentage of workers (by 2.6
percentage points) have employer-spon-
sored health insurance, and the percent
of workers with employer-sponsored
pensions is 4.8 percentage points lower.**
These effects would be larger, of course,
if we considered only the sectors with
substantial unionization rates. That they
are small reflects the fact that only seven
percent of private-sector jobs in the U.S.
are unionized (RTW does not pertain to
public employees) and many sectors of
the economy have virtually no union-
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ization, making RTW wholly irrelevant
for employers choosing locations in, for
example, high technology, financial ser-
vices, information technology, and most
of the service sector. It is important to
note also that these are the effects for
all workers in the state, union and non-
union. Stronger unions result in higher
wages and benefits not just for those
covered by a union contract, but also for
non-union workers in the same or simi-
lar sectors, because non-union employ-
ers must compete in the same labor mar-
ket. The study also found that the RTW
wage penalty is higher for women, blacks
and Hispanics.

What about economic growth? Perhaps,
as Laffer would have us believe, employ-
ers prefer RTW states and weak unions
to such a degree that those states experi-
ence greater growth in GDP and employ-
ment. This turns out not to be the case. As
Gordon Lafer has documented, a 50-state
examination of growth rates in per capi-
ta income from 1977 to 2008 reveals no
pattern with respect to RTW status. Even
using Arthur Laffer’s method of focus-
ing on outliers: the fastest-growing and
the slowest-growing states were both
free bargaining states, while RTW states
claimed both the third-highest and the
third-lowest growth rates. Gordon Lafer
puts it this way: “If states with right-to-
work laws can experience either dramat-
ic employment growth or steep declines,
and if both right-to-work and free-bar-
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gaining states can foster booming job
markets, then it is clear that something
in these states’ economies, demograph-
ics, or policies other than right-to-work
laws must be driving their job growth.”*

A serious attempt to research the impact
of RTW status on state growth would have
to control for these other factors—state
economic structure, climate, workforce
demographics, and others—in order to
isolate the RTW effect. Two recent stud-
ies have done just that. One concluded:
“..right to work laws ... seem to have no
effect on economic activity.”*® The other
found that right-to-work laws have no
significant impact on job growth or the
rate of new business formation, but do
result in lower wages and lower per cap-
ita income.?’

Most states (45) have minimum wage
laws that establish a state minimum wage
for groups of workers not covered by the
federal minimum and/or establish a state
minimum for federally-covered workers
that is higher than the federal rate (cur-
rently 17 states). In the ALEC-Laffer State
Economic Outlook Ranking, states are
penalized for having a state minimum
wage higher than the federal. How could
raising wages for thousands of workers
reduce prosperity? Laffer provides no
rationale whatsoever for this claim. Pre-
sumably he would reiterate the old ar-
gument that minimum wages cost jobs.
But research conducted in the 1990s and
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more recently has demonstrated that the
employment effects of a modest increase
in the minimum wage are very small or
nonexistent; as a result, the minimum
wage clearly raises incomes overall.®
Second, minimum-wage jobs are over-
whelmingly in local market sectors: lei-
sure and hospitality (especially food ser-
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vice occupations) and retail trade.** By
that we mean these are not “footloose”
industries with capital mobility to seek
out the best production location among
many states and then export to national
or world markets; these kinds of services
must locate where the market is.

www.lowaPolicyProject.org



Chapter 7. Utah: ALEC’s Winner Still Pays
Companies for Jobs

In every one of the five editions of Rich
States, Poor States, the state that wins top
ranking in the Economic Outlook is Utah.
If the methodology employed by Laffer
and his co-authors were legitimate, one
would expect to see the Beehive State
enjoying a steady stream of job-creat-
ing investment without having to take
any special steps to lure business. Utah'’s
adherence to the costly, regressive fiscal
and labor-market policies promoted in
Rich States, Poor States should be enough
to keep the corporate dollars flowing in.

In reality, Utah employs the same eco-
nomic development subsidies as other
states to attract big-dollar investments:
special tax credits, cash grants, tax-ex-
empt bonds, subsidized training, etc. The
most expensive of these efforts is the
Economic Development Tax Increment
Financing (EDTIF) program, a refundable
corporate tax credit worth up to 30 per-
cent of the new sales, corporate income
and employee withholding tax revenue
generated by a subsidized project.

During the past five years, Utah has giv-
en lucrative EDTIF deals to some of the
country’s largest and most prosperous
corporations. The biggest payday was
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enjoyed by Procter & Gamble, which in
2008 was awarded $85 million in EDTIF
credits over 20 years for a paper-towel
and toilet-tissue plant thatemployed only
200 workers when it opened in 2011.

In 2007 controversial Wall Street gi-
ant Goldman Sachs was awarded a $20
million EDTIF deal; two years later, the
amount was boosted to $47 million. An-
other EDTIF double-dipper is eBay, which
got a $27 million award in 2008 to build
a data center; in 2011 the potential sub-
sidy was hiked to $38 million. Other tech
companies receiving big EDTIF awards
include Adobe Systems ($40 million in
2010) and Oracle ($15 million in 2008).

The fact that Utah feels it must provide
these packages—and sometimes sweet-
en those already granted—suggests that
the state is not quite the corporate nir-
vana depicted by Laffer & Co. When the
increased Goldman Sachs EDTIF award
was announced, the Salt Lake Tribune re-
ported that the company had told state
officials it might expand elsewhere if
it didn’t get the sweetener. Apparently,
the bank’s executives had not read Rich
States, Poor States.
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Unaccountable Harm to Utah’s
Budget

Although Utah’s population grew seven
percent between 2007 and 2012, and
its personal income rose 17 percent, to-
tal state revenue remained nine percent
below its 2007 level, according to a May
2012 reportby Voices for Utah Children.*°
And yet there is no way to accurately tally
the cost of the state’s economic develop-
ment efforts.

First, Utah taxpayers lack company-spe-
cific disclosure about credits provided
through the EDTIF program. The Gover-
nor’s Office of Economic Development
(GOED), which cuts the checks for com-
panies that have lived up to their job cre-
ation targets, provides no annual public
accounting of these amounts.

GOEDreportsonly the “incentiveamount”
of multi-year agreements as they are
signed, not the amount actually paid out
for deals made in prior years. The best
current estimate of these obligations
comes from the state’s 2011 Comprehen-
sive Annual Financial Report, which finds
that EDTIF had “long-term contract com-
mitments” for cash rebates and credits
of up to $310 million. These payouts are
presumably spread over periods ranging
from five to twenty years, depending on
the details in each deal.
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Second, more revenue has been lost due
to efforts by the state legislature to mini-
mize the amount of sales and use taxes
paid on “business inputs.” Voices for Utah
Children points to these sales tax breaks
as one cause of the state’s revenue short-
fall, though inadequate accounting rules
make it impossible to measure their true
cost:

Of particular concern is the removal of
reporting requirements for sales tax
exemptions on the purchase of manu-
facturing machinery and equipment.
These requirements were whittled
away beginning in 1995, when legisla-
tion dramatically lowered the penalty
for inaccurate reporting of this infor-
mation. Then, in 1999, the Tax Commis-
sion was given discretion on whether
or not to impose penalties for non-com-
pliance, paving the way for a new law
in 2009 that dropped the reporting re-
quirement entirely.

And the benefits? Voices for Utah Chil-
dren notes that the state’s Tax Commis-
sion admitted in its 2011 Review of the
Sales and Use Tax Exemption for Manu-
facturing Machinery and Equipment that
it cannot “explicitly establish a cause and
effect relationship” between sales tax ex-
emptions and growth in Utah’s manufac-
turing sector.
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Despite Utah’s top ALEC-Laffer rank-
ing, its subsidies for development deals
and its relaxed reporting requirements
for sales tax exemptions, the state’s per-
formance has been anything but stellar.
From 2007, when Utah was first ranked
number one, to 2011, the state averaged
a lowly 44" among the states in the level
of per capita income, and 24‘h in median
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family income. While the state ranked
7% in the growth of state GDP from 2007
to 2011, employment growth was just
21 among the states, the growth in me-
dian family income ranked 34", and the
growth in per capita income was 43,
The state did stand out on one measure:
its 39 percentincrease in the poverty rate
was fourth highest among the states.
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Chapter 8. Policy Conclusion

Rich States, Poor States purports to pro-
vide a recipe of state policies to achieve
economic growth and prosperity. These
policies entail cutting or eliminating pro-
gressive taxes, suppressing wages, and
cutting public services. The evidence and
arguments cited to support the beneficial
effects of these policies range from deep-
ly flawed to nonexistent. In actuality, the
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book provides a recipe for economic in-
equality and declining incomes for most
citizens and for depriving state and lo-
cal governments of the revenue needed
to maintain public infrastructure and
education systems that are the under-
pinnings of long-term economic growth.
ALEC’s policy prescriptions don’t work.
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Notes.

1 While the ALEC report gives a value of 1 for most competitive, we reverse the values so that the
charts appear in the normal fashion with the lowest value on the left and the highest value on the
right - i.e., so that 1 is at the zero point and indicates a low competitiveness and 50 is at the far
right and indicates a high competitiveness.

2 We use net growth in population rather than “absolute domestic migration,” (the measure used
in their performance ranking) because the latter term is not defined by ALEC and because much
is made of population growth throughout the report.

3 It is statistically significant at the 5 percent level.

4 It is statistically significant at the 10 percent level.

> The only change from the first to the fifth edition is that the 16™ measure in 2007, “Education
Freedom Index Score,” was omitted in 2011.

6 Rich States, Poor States, 5™ edition, p. 24.

7 Stephen Mark, Therese McGuire, and Leslie Papke, “The Influence of Taxes on Employment and
Population Growth: Evidence from the Washington, D.C. Metropolitan Area,” National Tax Journal,
v. 53, no. 1, March 2000, pp. 105-123.

8 A number of research studies published in peer-reviewed academic journals have investigated
the question of the role of state personal income taxes in state economic growth; most have
found little or no effect, or inconsistent effects, but one did find a statistically significant negative
effect (Randall Holcombe and Donald Lacombe, “The Effect of State Income Taxation on Per
Capita Income Growth,” Public Finance Review, May, 2004). The preponderance of evidence from
all of these studies taken together is that higher personal income taxes have little effect or no
measurable effect on business location decisions or state economic growth.

9 Paul W. Bauer, Mark E. Schweitzer and Scott Shane. “State Growth Empirics: The Long-Run
Determinants of State Income Growth.” Federal Reserve Bank of Cleveland Working Paper.
May2006.

10 Michelle Bensi, David Black and Michael Dowd. “The Education/Growth Relationship: Evidence
from Real State Panel Data.” Contemporary Economic Policy, April 2004.

11 Josh Bivens, Failure by Design: The Story behind America’s Broken Economy. Washington, D.C.,
Ithaca, N.Y.: Cornell University Press, 2011, p. 67.

12 This is based on data averaged over three years 2005-2007 from two sources: U.S. Internal
Revenue Service, Statistics of Income, Integrated Business Data for all U.S. Corporations,
partnerships, and non-farm proprietorships, showing total deductions for business costs on
tax returns, at http://www.irs.gov/taxstats/bustaxstats/article/0,,id=152029,00.html ; and a
2009 report by the Council on State Taxation, which estimates total state and local taxes paid by
businesses, available at http://www.cost.org/Page.aspx?id=69654 .

13 Council on State Taxation (see note 3). This is the average proportion over the three years 2005
to 2007; the fraction is lower in recession years.
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50 percent times 9.5 percent times 1.8 percent equals .09 percent. This is the average over all
types of business, which is the relevant figure for considering the impact of a particular tax cut
on overall business activity. The impact of a corporate income tax cut on corporations only would
be somewhat larger; however, considering corporations only, state and local taxes are only 2.3
percent of total corporate business expenses at most (see Michael Mazerov and Mark Enriques,
“Vast Majority of Large Maryland Corporations Are Already Subject to Combined Reporting in
Other States,” Center on Budget and Policy Priorities, November 9, 2010, Note 4), while the state
and local corporate income tax represents about 19 percent of corporate state and local tax
payments, according to IRS data, so the impact of a 50 percent corporate income tax cut is still
very small: 50 percent times 19 percent times 2.3 percent equals 0.22 percent.
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