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In May 2003 the lowa Policy Project (IPP) released a Policy Brief entitled “ Taxes and State Economic
Growth: The Myths and the Redlity.” Thiswas a critique of our Policy Study called “ Tax Reduction and
Economic Growth in lowa.” PP attempted to dispel various “myths’ about taxes and economic growth
that our study supposedly reinforced. However, it did little more than propagate myths of itsown. This
Brief isthefirst in athree-part response to |PP’ s study. It focuses on the myths that |PP promotes about
the impact taxes have on economic growth.

Myth: Taxes Have Minimal Impact on Economic Growth

The IPP study argues, “As unimportant as taxes are generaly, they may tip the balance in a few cases.”
The authors' main evidence for thisis areview article by Professor Michael Wasylenko that shows
business taxes have a very small impact on new business start-ups and location decisions. |PP states, “If
a state were to cut taxes on business by 20 percent, for example, without cutting public services, it could
probably expect an increase of about 4 percent in the state’'s growth rate.” The authors then point out
that of every 100 businessesin a state in a given year, 10 are new ones. Thus, “if state taxes on business
were cut by 20 percent, then growth would be expected to increase by about 4 percent, from 10 percent
to 10.4 percent per year, or 10.4 new establishments per 100.”*

However, this example minimizes the effect of taxes on economic growth by overlooking the impact taxes
have on employment growth and investment. The same Wasylenko article aso shows that a 10%
reduction in overdl taxes equals a 5.8% increase in the growth in total employment, a 1% increase in the
growth of manufacturing employment, and a 6% increase in investment in manufacturing.? And those are
impacts for only one year. If one considers the effect that atax cut would have over multiple years, then
reducing taxes has far more than a minimal impact.

Indeed, some of IPP s evidence for the minimal impact of taxation on economic growth is anecdotal,
including a quote from former U.S. Treasury Secretary Paul O’ Neill. In one instance, the report uses an
anecdote about a biotech company that relocated to South Dakota from the East coast to show the
importance of public services over taxes:

When Jm Barton, founder of biotech company Hematech Inc., visited Sioux Falls, South
Dakota, he recalled saying, “Wow, thisisared city” as he stood in the city’s new
multipurpose arts and entertainment center. Hematech has since relocated to that city.
This story underscores the importance of tax revenues for entertainment venues, parks,
and other public amenities, which are needed to attract business and complement lowa' s
other advantages, including a well-educated workforce, relatively low housing costs, and
minimal traffic congestion.®

While quality of life issues, such as entertainment, certainly can play arole in business location, we're
certain Mr. Barton also noticed that South Dakota has no persona income tax, and that aside from a
franchise tax on financial ingtitutions, corporations are not subject to income-based taxes in that state.
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Steve Kurtenbach, who relocated his technology and management consulting business from California to
South Dakota in 1997, had thisto say in the Soux City Argus Leader: “‘One key drawing card is the
quality of people,’ Kurtenbach said. ‘The cost of doing business in a state with no corporate income tax is
also an advantage.’”*

Myth: Effective Tax Rates M atter, Marginal Ones Do Not

IPP aso takes issue with our use of the top marginal persona and corporate income tax rates. According
to the report, top rates “are misleading and inaccurate measures of tax burden. The relevant tax rate is
the effective tax rate, defined as actual income tax paid as a percent of income before taxes.”®

We would not dispute that the effective tax rate is a relevant measure of the tax burden, and one widely
used in the academic literature on tax effects. However, our contention that the top marginal tax rate
affects economic growth is supported by the academic literature. Early research by Professor Charles T.
Clofelter found that tax evasion was linked to high marginal income tax rates.® More recent research
“found that decreasing the entire marginal tax rate schedule raised the growth rate for GDP
substantialy,” and that “it may not be possible to capture all the impacts of margind taxes by using only
one average tax rate.””’ [ltalics added]. Finaly, Federal Reserve economist Zsolt Besci examined the
effect state and local taxes had on relative state growth and found “a negative relation between relative
growth and both initial income and relative marginal tax rates.”® He also found that the growth effects of
marginal tax rates strengthened over time.

What 1PP seems to overlook is the effect top marginal rates have on incentives to create wealth. Since a
margina rate is the amount paid on each additiona dollar of income, the top margina rate fals heavily on
those who are upper-income earners. Since a higher top margina rate lowers the after-tax return for
such earners, it affects their incentives to work, invest, and expand businesses. Indeed, given the
detrimental affects they have on economic activities that lead to job creation, top margina rates affect not
only upper-income earners, but al income earners.

We will explore more of IPP's myths on the subject of government spending and economic devel opment
in Part 11 of thisINSTITUTE BRIEF (Val. 10, No. 21) and in IOWA ECONOMIC SCORECARD.
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