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INTRODUCTION

Business taxation continues to be a major concern of legislators, policy makers, and other
community leaders. Kansas must offer a sufficiently attractive business climate in order to
maintain jobs, income, and a high standard of living in the 1990s. The business climate in a state
depends on the productivity of its labor, its proximity to major markets, the strength of its
educational system, the quality of life in its communities, and a multitude of factors in addition
to taxation. But taxes remain a focus of attention because, unlike quality of life factors, they fall
under the direct control of state decision makers.

Kansas Inc. has recently funded a 1992 study' updating information on business taxation
in Kansas and five nearby states: Colorado, Iowa, Missouri, Nebraska, and Oklahoma. Part 1
of the study describes state and local taxation in the region. The report presents a historical
overview, and then turns to a detailed comparison of specific taxes on income, property, sales,
and labor. The report considers the basic tax rate structures of the states and identifies the
numerous tax incentives available to new and expanding businesses. Emphasis is placed on
changes in the tax structure since 1987.

Part 2 of the study takes a quantitative approach to interstate tax comparisons. The Institute
for Public Policy and Business Research developed a tax and cost simulation model to analyze
the impact of business taxes on typical firms in each of several important industries. The
estimates of taxes and costs provided by the simulation model provide insights into whether taxes
place Kansas at a competitive disadvantage. This section of the study also considers the changes
in the property, income, and sales taxes resulting from the 1992 Kansas school finance

legislation.

! The 1992 study updates a three part study completed in 1990. See [Oslund, 1990a, 1990b, 1990c].
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Executive Summary: Part 1
Overview of State and Local Taxation in the Region

State and Local Tax Structures

The states in the region surrounding Kansas exhibit a variety of tax structures. The states
differ considerably in per capita intensity of taxation, and in the breakdown of tax collections
between state governments and local authorities. The states have also made different choices
about the types of taxes to employ, which has serious implications for the fairness and stability
of their tax systems.

In terms of per capita tax revenues, the higher taxed states in the region, Colorado, Iowa,
Kansas, and Nebraska, collected revenues between $1800 and $2000 during 1990. Kansas, with
tax revenues of $1846 per capita, ranked 27th in the nation, substantially below the national
average of $2011. The lower taxed states in the region, Missouri and Oklahoma, each collected
less than $1600 per capita in 1990; they ranked 45th and 39th in the nation respectively.

There is no simple relationship between the amount of funds collected at the local level and
the degree of support for locally provided services. With the exception of Nebraska and
Missouri, all of the states in the region redistribute a substantial amount of funds from state to
local jurisdictions, primarily to support education, and secondarily to support public welfare
programs. Changes in the structure of taxes made by the 1992 Kansas legislature will work to
increase the amount of state funding versus local funding for educational services.

Consequences of State and Local Tax Structure

States face a tradeoff between stability and equity. Taxes that depend on income are
generally thought of as equitable. However, these taxes are very vulnerable to fluctuations in the
business cycle. The sales tax is less vulnerable to the business cycle, but it is regressive.

Another problem faced by the sales tax is that of tax base erosion. As people change their
consumption patterns, they may switch from purchases of goods (taxed) to purchases of services
(generally not taxed).

The Individual Income Tax

The individual or personal income tax is indispensable to state finance throughout the
region. In all of the states considered in this study, it provides the largest or second largest
source of state taxes, ranging from a low of 28.8 percent in Oklahoma to a high of 43.7 percent
in Colorado.

Tax rates rise progressively with income in all states except Colorado, which has adopted
a flat rate of 5 percent. In the states with graduated systems, the rate faced by the highest tax
bracket varies from a low of 6.0 percent in Missouri to a high of 9.98 percent in Iowa. In



Kansas, the rate currently stands at 7.75 percent for singles in the highest bracket. Only Missouri
imposes a local as well as a state income tax: Kansas City and St. Louis levy a tax of 1 percent
of earnings.

The Corporate Income Tax

Each of the states in the region levies a corporate income tax on net profits or taxable
income derived from within the state. As a source of state finance, the corporate tax appears
small, comprising less than 10 percent of total state tax revenue for the U.S. on average. In
Kansas, dependence on the corporate income tax approximates the U.S. average but substantially
exceeds the regional average.

Tax rates in the region surrounding Kansas average between 5 and 7 percent. Kansas taxes
the first $50,000 of income at 4.0 percent and income above $50,000 at 7.35 percent.

It is important to note that comparisons of state tax rates can be misleading. The states
exhibit considerable variations in the allowable deductions, in income allocation methods, and
in economic development incentives, all of which influence corporate tax bills.

The states in the region take an active role in trying to encourage new and expanding
businesses. States such as Nebraska have aggressively used tax incentives to pursue jobs and
investment. Other states such as Kansas have included tax incentives in their economic
development strategies in order to "level the playing field." All six states have introduced or
expanded income tax incentives since 1986.

Enterprise zones are a common form of economic development incentive, both nationally
and within the region. The 1992 Kansas Enterprise Zone Act completely overhauled the Kansas
program, and actually eliminated enterprise zones in the usual sense. Legislation that provides
substantial incentives to new and expanding firms regardless of geographic location now replaces
the previous program. Qualified firms may receive a one-time credit of $1000 per each $100,000
investment and $1500 per each new job. Additionally, the Act provides for the establishment
of nonmetropolitan regions in which firms are eligible for enhanced job credits of $2500.

Property Tax

Both state and local governments levy property taxes on the value of land, buildings, and
equipment owned by firms and households. Property taxes are particularly important for local
governments; indeed, they provide the single largest source of local revenue in all states in the
study area. Within the region, property tax shares range from 58 percent of local tax revenues
in Missouri, to 96 percent in Towa. As of 1990, Kansas local governments raised over 83 percent
of their revenues from this source.

Kansas has gone through two rounds of property tax revisions in recent years. The first
round resulted in reappraisal of Kansas property, and in the establishment of different assessment



rates for different property classes. Overall, the changes resulted in a substantial increase in the
share of taxes paid by commercial property owners.

The second round of Kansas property tax revisions resulted in the state taking over a large
percentage of the responsibility for school finance. The 1992 school finance legislation has
lowered property tax rates in most areas and brought them more in line with the rest of the
region. However, the rate for commercial real estate still remains unusually high by regional
standards. :

Property Tax Abatement

Comparisons of business property taxation across states must consider the probability of
property tax abatement. Based on rates alone, Kansas property taxes appear high, particularly
for firms with a large percentage of their assets in commercial real estate. However, Kansas
property tax abatements for new and expanding firms are among the most generous in the region.
Many Kansas communities favor the use of abatements, although not necessarily at the 100
percent level. This allows new or expanding Kansas industries to avoid a large percentage of the
property tax burden. The net impact may be to shift property taxes onto mature firms and
households.

Sales Tax

Sales and use taxes are imposed both at the state and local levels. The mid-1980s saw a
sharp upward turn in the combined share of state and local sales taxes, both in Kansas and in the
region. Since that time, the share of taxes contributed by the sales tax has leveled out at about
26 percent regionally. Within the past decade, all of the states in the region have legislated
increased sales tax rates, either on a permanent or a temporary basis. Local tax rates have
experienced a similar upward trend.

Exemptions for capital goods are common throughout the region. However, the details of
the exemptions differ substantially across states. For example, some states exempt machinery
and equipment only if it is purchased to establish a new facility. Kansas exempts manufacturing
machinery and equipment more generally.

Kansas recently removed an exemption on electricity, gas, and water used for industrial
purposes. The exemption has been replaced by a 2.5 percent tax.

Unemployment Insurance and Worker Compensation

Unemployment insurance compensates a worker for wages lost while he or she is
involuntarily unemployed but able and willing to work. Employers pay both federal and state
taxes, but the state tax is by far the larger. Although the federal government establishes broad
regulations, the details of the system are state specific. Federal regulations exist to ensure that
reserves are adequate to maintain solvency of the state programs. The states define the



fundamentals such as employee eligibility rules, rates, tax bases, and benefit provisions. In
particular, each state has a wage limit, referred to as the taxable wage base, beyond which
unemployment taxes are no longer collected.

As of 1991, Kansas average unemployment insurance rates were the highest in the region.
However, they still averaged less than one percent of payroll. Furthermore, Kansas maintains
a healthy trust fund balance, indicating that Kansas rates are likely to be stable or declining in
the future.

Worker compensation laws provide benefits to injured workers or to families in the case of
a worker’s death. States require that firms buy insurance to provide compensation payments.
For the six states in the region surrounding Kansas, private companies supply insurance. These
firms fund an industry group, the National Council on Compensation Insurance, which performs
actuary work and suggests industry specific rates for each state. State insurance commissions
review and revise rates.

Concern over worker compensation rate increases has been prevalent in Kansas and Missouri
lately. Rates in Kansas rose an average of 24 percent in 1991, the largest increase ever.
Missouri now faces a rate hike proposal of over 15 percent. Legislation to limit rate hikes is
being discussed in both states.

Summary of Major Tax Revisions Since 1987

All of the states in the region surrounding Kansas have legislated tax changes since 1987.
All of the major taxes affecting firms and their employees, including the personal income tax,
corporate income tax, property tax, and sales tax, have undergone significant revisions.

Changes in federal income taxes in 1986 dramatically expanded the definition of taxable
personal income. Most states revised their income taxes in order to avoid "windfall" tax
increases. At the same time, many states used the opportunity to overhaul and simplify their
personal income tax rates and brackets. Kansas moved from a system with eight marginal rates
to a system with two in 1988, and has recently moved to a three bracket system.

Corporate taxes have also undergone reform. Colorado lowered the corporate tax rate to
a flat rate of 5 percent in 1987. Nebraska has implemented a gradual shift to a sales only
allocation formula. Several states, notably Nebraska and Colorado, have increased the availability
of tax and investment incentives. However, corporate rate increases have been used as a revenue
raising measure throughout the region. In 1989, Missouri instituted a temporary increase in the
corporate rate for high income firms. An effort to make the measures permanent was defeated
by voters in 1991. In 1990 and 1991, Nebraska increased corporate rates. Kansas followed suit
it 1992.

Property taxes have also seen many changes. Major property tax reappraisals were
completed in Kansas and Colorado during the late 1980s. Kansas moved to a system of property
classifications, each class subject to a different assessment ratio. This move increased the



property tax burden on commercial real estate. Later, Kansas introduced school finance measures
that significantly reduced property tax rates in most areas of the state. In Nebraska, a property
tax crisis stemming from discrepancies between actual tax practices and the "uniform and equal”
provisions of the Nebraska Constitution lead to a one year suspension of taxes on all personal
property. The crisis appears to have been resolved by the passage of a Constitutional amendment
that allows the legislature more discretion in deciding what property should be taxed.

Sales tax rate increases have been common throughout the region. Kansas increased rates
in 1989, and again in 1992. Missouri increased rates on a temporary basis in 1989. Nebraska
and Oklahoma instituted rate changes in 1990.

Several states have introduced or reformulated economic development incentives. Nebraska
legislated major job and investment credits in 1988. Iowa initiated seed capital credits in 1990.
Kansas completely overhauled its enterprise zone program in 1992, essentially eliminating
enterprise zones in the traditional sense. In place of enterprise zones, the legislation offers
substantial job and investment credits throughout the state, sales tax exemptions for new and
expanding firms, and expanded credits in qualified nonmetropolitan areas.

Part 1 Conclusions

States face two contradictory approaches to developing a favorable tax climate. The first
approach, common throughout the region, provides special incentives and abatements to new
investment activities. This allows state and local governments to direct large tax cuts to a
relatively small base of new and expanding firms. A possible drawback to the approach is that
the tax burden may be shifted to long-established firms, preventing them from accumulating the
financial capital to expand and modernize. A second approach, that of establishing moderate
overall tax rates and eliminating exemptions, puts new and established firms on a more equal
footing. But while the second approach may be superior from the point of view of fairness, it
may be self-defeating in an overall atmosphere of inter-state tax competition.






Executive Summary: Part 2
Results from a Simulation Model of Taxes and Costs

How Do State and Local Taxes Affect Businesses?

Throughout the 1980s, state and local governments played an increasingly active role in
trying to attract and retain jobs. Their efforts were particularly intense in areas which experienced
declines in traditional manufacturing and extractive industries due to changes in global com-
petitive conditions. Tax policy was a major focus of the attempt to stimulate a healthy economy
both nationally and in the states. Much of the push for state tax reform during the 1980s was
directed toward the use of special tax credits and abatements. Tax incentives, along with other
inducements such as industrial revenue bond financing, dominated much of the state and local
involvement in efforts to encourage business growth.

State and local governments have spent considerable time and money developing and
implementing both general tax reforms and specific tax incentive programs. Ironically, there is
considerable debate about whether the general level of state and local taxation, or any of the
specific abatement programs, influence job and investment growth. The issue has been examined
numerous times and in numerous ways. But the results of academic studies of the issue are
inconclusive.

Purposes of IPPBR Model

In parallel to the academic debate about the role of taxes in business decisions runs a "real
world" policy debate in legislatures throughout the region. Legislators must try to balance the
needs of households, in-state businesses, and businesses that might potentially be attracted to the
state. The 1992 Kansas legislature faced a particularly difficult task, in that changes in the
method of school finance, while reducing property taxes overall, actually increased taxes in some
areas of the state.

At the request of the 1992 legislature, IPPBR employed a tax simulation model developed
with the sponsorship of Kansas Inc. in order to estimate the impacts of several alternative
proposals for changes in the Kansas tax structure. Since the end of the 1992 session, IPPBR has
updated the model and used it in order to produce two sets of comparisons: first, comparisons
of Kansas taxes with those in surrounding states; and second, comparisons of the impact of tax
changes on selected industries in various locations in the state.

Overview of Tax Simulation Model

The IPPBR Tax Simulation model provides a flexible method for comparing taxes and costs
across states. Although the model cannot answer the question of how strongly taxes influence
firm location decisions, it does develop a framework in which the question can be posed. The
model produces estimates of key variables affecting a firm’s location decision: the amount of the



firm’s federal, state, and local taxes, the cost of the firm’s inputs, and the costs of assets such
as land and buildings.

The simulations in this report include:
1. estimation of the business costs and taxes of a typical firm in each of several

industries.

2. estimation of costs and taxes for a variety of locations, including metro and nonmetro
areas.

3. analysis of the impact of tax changes on Kansas businesses, broken down by cities and
industries.

The results presented in this report contrast two alternative sets of assumptions. In one
scenario, firms are assumed to qualify for all incentives allowed for new firms in their respective
industries. The firm is assumed to locate in an enterprise zone in the states where enterprise zone
credits exist. In states which allow 100 percent property tax abatements, the firm is assumed to
receive the full tax break. The first scenario approximates the situation of a "footloose" firm
which can shop for the best incentive package available in the region.

The alternative scenario offers the firm no special tax credits or abatements. This scenario
is intended to represent the situation of a mature, long established firm which is currently neither
expanding nor changing locations. The mature firm pays taxes in line with the basic tax structure
of the state in which it is located. A mature firm may be discouraged from making additional
investments in a state by a high business tax level.

Model Results

The simulation model shows that new firms in most Kansas locations would, over a 20 year
period, pay a total amount of taxes somewhat less than the regional average. Taxes should not
discourage firms from considering Kansas locations. However the situation is worse for mature
Kansas firms. Depending on location, the model shows taxes for these firms to be between 5
and 14 percent higher than the regional average. This may discourage Kansas firms from growth

and expansion.

The model shows that for many locations in the state, the positive effect of property tax
relief is offset by new corporate income and sales taxes. In general, the 1992 tax package does
little to bring the overall level of Kansas taxes in line with the region. However some areas of
the state, those which prior to 1992 levied extremely high property taxes for education, should
find it easier to attract businesses.
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PART 1: OVERVIEW OF STATE AND LOCAL TAXATION IN THE REGION

STATE AND LOCAL TAX STRUCTURES

The states in the region surrounding Kansas exhibit a variety of tax structures. The states
differ considerably in per capita intensity of taxation, and in the breakdown of tax collections
between state governments and local authorities. The states have also made different choices
about the types of taxes to employ, which has serious implications for the fairness and stability

of their tax systems.

Per Capita Revenues

Per capita tax revenues provide both a general indicator of the level of taxation in a state
and an indicator of the ability to provide government financed services. Figure 1 shows that the
states in the region fall into two groups with respect to this measure. The higher taxed states,
Colorado, Towa, Kansas, and Nebraska, collected revenues between $1800 and $2000 during
1990. Kansas, with tax revenues of $1846 per capita, ranked 27th in the nation, substantially
below the national average of $2011. The lower taxed states in the region, Missouri and
Oklahoma, each collected less than $1600 per capita in 1990; they ranked 45th and 39th in the
nation respectively. In Missouri, low tax collections result from a history of policy choices;
Missouri collections per capita have ranked in the lowest ten in the nation throughout the 1980s.
The situation differs substantially in Oklahoma, where low tax collections appear to be a result
of a downturn in the oil and gas industry. Hard times in these industries cut severance tax
revenue in half from a high of $777 million in 1983 to a low of $370 million in 1987.

Oklahoma has faced difficulty replacing such a large revenue loss from other sources.

State and Local Taxes

States divide the authority to tax among many jurisdictions. In addition to the state
government itself, states empower counties, cities, school districts, and other special districts to
collect taxes and to provide public services. As illustrated in Figure 1, the percentage of total

revenue collected by local taxing authorities in Colorado, Kansas, and Nebraska is  greater
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State and Local Tax Revenue 1990
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than the national average of 40 percent. Iowa, Missouri, and especially Oklahoma depend more
heavily on state rather than local taxes.

There is no simple relationship between the amount of funds collected at the local level and
the degree of support for locally provided services (Figure 2). With the exception of Nebraska
and Missouri, all of the states in the region redistribute a substantial amount of funds from state
to local jurisdictions, primarily to support education, and secondarily to support public welfare
programs. Changes in the structure of taxes made by the 1992 Kansas legislature will work to

increase the amount of state funding versus local funding for educational services.

Composition of State Taxes

Not only do the states differ in the breakdown between local and state taxes, but they also
differ in the importance of various taxes within the tax structure (see Figures 3 to 5 and
Appendix A). In 1990, general sales taxes provided the single largest source of state level tax
revenue in the U.S, followed closely by the personal income tax. Within the region, 1990 data
for Kansas, Missouri and Nebraska follow the national pattern, while Colorado, Towa, and
Oklahoma derive the largest percentage of their receipts from personal income taxes.

On average, the states in the region receive about 6 to 7 percent of their tax revenue from
corporate income taxes. Kansas stands out in the region with corporate taxes comprising close
to 11 percent of revenue in 1990. Taxes on selected products such as tobacco, alcohol, and
particularly motor fuel provide substantial contributions to state revenue. All of the states except
Towa impose severance taxes on natural resource extraction. However, only in Oklahoma does
this provide a large share of state finances.

For the U.S., as a whole, reliance on the general sales tax as a percentage of state revenue,
while initially increasing during the early 80’s, have more recently leveled off at around 33
percent. Of the states in the region, only Nebraska has shown a similar leveling off. Oklahoma
has been increasing its reliance on the general sales tax while Colorado has been decreasing it.
Missouri and Towa, while initially increasing their dependence on the general sales tax have since
returned to early 80’s levels. In Kansas, reliance on sales taxes show no particular trend during
the 1980s, averaging around 32 percent of total state revenue. The Kansas sales tax should start

to increase as a share of state revenue due to recent rate and base increases.
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State Tax Revenue Sources 1990
Percent of Total State Tax Revenue
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Figure 5

Composition of Local Taxes

Local governments depend primarily on property taxes for financing, as illustrated in Figures
6 through 8 and in the data in Appendix A. Within the region, the share of property taxes in
local tax revenues runs from a high of almost 96 percent in Jowa to a low of about 58 percent
in Missouri. In 1990, property taxes provided almost 84 percent of local tax receipts in Kansas.
This compares with a national average of 74.5 percent.

Aggregates for the U.S. show a slow upward trend in the reliance of local governments on
the sales tax. During the 1980s, sales taxes rose from 9.7 to 10.7 percent of local tax collections.
At the same time, property taxes fell from 76 to 74.5 percent of taxes.

Both Kansas and Missouri have followed this national trend. In both states, the share of
revenue provided by local sales taxes rose during the 1980s, but has recently stabilized. While
Kansas local governments derived a mere 3.4 percent of local tax revenue from local sales taxes
in 1981, by 1988 that share had risen to 12.4 percent. As of 1990, however, this percentage has

dropped to 10.7 percent. During the same period, the sales tax share of local revenue in Missouri

15



rose from 15.3 percent to 21.5 percent by 1990. In Colorado, the sales tax share remained
essentially constant throughout the 1980s. Nebraska started to show an upward trend toward the
end of the decade. Oklahoma, on the other hand, has fluctuated considerably and has shown no
clear trend. Towa localities have just recently gained the authority to impose sales taxes. While
it is still too early to determine whether this will become an important source of local finance,

its percentage share has shown an increasing trend.
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CONSEQUENCES OF STATE AND LOCAL TAX STRUCTURES

The primary goal of state and local taxation is, of course, to raise revenue for public
services. However, the composition of state and local taxes suggests important consequences
for the stability of a state’s tax system, and for the distribution of the tax burden among social
groups.

The term "stability" needs definition when applied to state and local taxes. An individual
tax, such as the property tax, is stable if it exhibits only small fluctuations in its revenue
generating ability between periods of recession and expansion. In a study of Georgia state level
revenues, White [1983], ranked taxes in terms of stability. Tobacco and sales taxes proved to
be the most stable elements of the system, while income taxes, corporate and personal, proved
highly unstable. White formulated the problem of state tax structures in terms of a trade-off
between growth potential and instability. He found that although income taxes were among the
least stable in the system, they also provided the greatest possibility of long term revenue growth.
He proposed that states balance their tax systems by including high growth/high risk taxes along
with more stable elements.

With regards to the sales tax, another commonly discussed issue is that of tax base erosion.
This can be seen as an issue of long run stability. Stated simply, the share of disposable income
spent on services is rising in the U.S. Yet, until recently the sales tax was rarely applied to
service industries. Hence the tax base for the sales tax failed to keep pace with the growth of
the economy. Recently, many states, including Kansas, have considered proposals that would
increase the number of services subject to the sales tax. The primary motivation for the Kansas
proposals was to raise revenue for property tax relief rather than to prevent tax base erosion.
However, the issue of tax base erosion is a serious justification for applying the sales tax to
selected consumer services.

So far, the discussion of stability has focused on state level taxes only. At the local level,
property tax revenues are stable in the sense that community-wide assessed property valuations

respond slowly to changes in business conditions®. Reliance on sales taxes at the local level is

2 Of course mass reappraisal can lead to dramatic changes in assessed values. While reappraisals
reflect general market trends, they do not reflect short term fluctuations caused by the business cycle.
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likely to introduce an element of instability into local finance systems in two ways. First, local
sales tax collections fluctuate to some extent with employment and income; and second, local
sales taxes are more difficult to forecast than are property tax collections. Local income taxes
introduce a further source of instability.

Equity is as important as stability in evaluating state and local tax systems. It is essential
to ask how the tax system affects families of different income levels. Under a progressive tax,
lower income families pay a smaller percentage of their total income in taxes than do higher
income families. Lower income families pay out the same percentage of their incomes as higher
income families under a proportional tax; they pay out a greater percentage under a regressive
tax. Many authors have examined the progressiveness of individual taxes and of state and local
tax structures [Musgrave and Musgrave, 1986; Davies, 1986; Pechman, 1985]. A 1985 study
done by Joseph Pechman of the Brookings Institution reached several important conclusions:

1. Combined state and local taxes are much less progressive than are federal taxes.
Depending on the assumptions made, they are appear to be regressive or at best
mildly progressive.

2. Income taxes are progressive. Although Pechman examines combined federal-
state income taxes, it is likely that his results carry through for state systems,
particularly where rates are graduated according to income class.

3. Whether property taxes are progressive or regressive depends critically on
whether the property owner can pass the tax on in terms of higher prices. Under
the assumption that property owners absorb costs due to taxes, Pechman finds
that the tax is progressive, since property Owners tend to be in higher income
classes. Under the alternative assumption that owners pass on the tax to renters
and consumers, Pechman finds that the tax is proportional for most income
groups, but takes a disproportionate share from low income families.

4. Sales taxes are regressive. This conclusion holds up under a variety of different
assumptions.

Many states attempt to mollify the regressive aspects of the sales tax. For example, almost
all states exempt prescription medicines. Within the region, Colorado, Iowa, and Nebraska also
exempt food. Clearly, the states have a difficult balancing act in providing stable revenue

sources while maintaining a tax system that is perceived as fair.
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THE INDIVIDUAL INCOME TAX

The individual or personal income tax is indispensable to state finance throughout the
region. In all of the states considered in this study, it provides the largest or second largest
source of state taxes, ranging from a low of 28.8 percent in Oklahoma to a high of 43.7 percent
in Colorado. Tax rates rise progressively with income in all states except Colorado, which has
adopted a flat rate of 5 percent. In the states with graduated systems, the rate faced by the
highest tax bracket varies from a low of 6.0 percent in Missouri to a high of 9.98 percent in
Jowa. In Kansas, the rate currently stands at 7.75 percent for singles in the highest bracket.
Only Missouri imposes a local as well as a state income tax: Kansas City and St. Louis levy a
tax of 1 percent of earnings.

No state tax has undergone more changes than the personal income tax. Changes in the mid
to late 1980s owed their existence primarily to major federal tax changes enacted in the Tax
Reform Act (TRA) of 1986. These changes generally took the form of tax reductions. Since that
time, income tax rates have moved upward in response to state revenue needs.

Two basic themes dominated TRA. First, the legislation significantly lowered federal tax
rates for individuals and corporations to below their 1986 levels. For the highest personal tax
bracket, marginal rates fell from 50 percent to 28 percent. Second, the act expanded the tax base
to compensate for lower rates by removing deductions and exclusions, while at the same time
removing very low income families from the tax rolls all together. As a result, federal adjusted
gross income and taxable income rose.

Changes in federal tax law translated immediately into projected increases in state tax
collections. This phenomenon become known as the state tax "windfall." Why the windfall?
Most states couple their tax systems with the federal system, using the federal definition of
adjusted gross income and patterning deductions after the federal model. As federal adjusted
gross income rises, a given set of state tax rates will generate more revenue automatically. A
further source of the windfall revenues arises in states which allow federal taxes to be deducted
from state taxable income, because as federal tax collections fall, state taxable income and tax
collections rise accordingly. The Advisory Council on Intergovernmental Relations [1988] has

estimated the windfall at over $150 million for Kansas and over $5 billion for the entire U.S.
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The windfall issue stimulated state legislatures to revamp income tax structures, both personal
and corporate, to avoid the political repercussions of large automatic increases in state revenues.
Individual income tax rate increases threaten to be common during the 1990s. Since

January 1, 1990, Oklahoma, Nebraska, and Kansas have already seen rate increases.

State by State Account of Individual Income Taxes and Reforms

Kansas

In May, 1988, Governor Hayden signed legislation which the Kansas Department of
Revenue described as "the most significant revision in the 55-year history of the State’s
individual income tax code" [1988b, p. 1]. The key provision replaced a system of eight tax
bracket rates with a simple two rate system. Kansas standard deductions rose, and the personal
exemption and itemized deductions were brought into conformity with federal practice. The
deduction for federal taxes was also eliminated. In 1989, Kansas continued tax reform. Basic
rates were reduced for both tax brackets of single taxpayers, and for the lowest bracket of
married taxpayers. Additionally, Kansas taxpayers were offered the option of paying higher rates
with federal tax deductibility, or lower rates with no deductibility. It was believed that 92
percent of taxpayers would choose the system with lower rates [Kansas Department of Revenue,
1989b]. In 1990, tax brackets were adjusted further.

As a part of the 1992 Kansas school finance compromise, additional changes in the Kansas
income tax were implemented, with the aim of increasing state generated revenue to help replace
local property tax collections. The option for the deduction of the federal income tax was
eliminated, and taxpayers were grouped into three tax brackets. Although the marginal tax rates
for low income taxpayer were decreased slightly, rates for middle income married taxpayers rose
from 5.15 percent to 6.25 percent; rates for middle income single taxpayers rose from 5.95

percent to 7.5 percent.

Colorado

In 1987, Colorado passed its first major income tax revision since 1964. Colorado replaced
its graduated income tax rate schedule with a flat rate of 5 percent applied to federal taxable
income. While the tax rate on the highest income bracket fell from 8 to 5 percent, many large

deductions were eliminated, the most important being a deduction for the payment of federal
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income taxes. - Since 1987, only minor modifications have been made to the Colorado individual

income tax.

Iowa

In 1988, Iowa legislated its first change in income tax rates since 1975. Prior to 1988, rates
ranged from 0.5 to 13 percent. Rates were decreased substantially, with the lowest rate falling
to 0.4 percent and the highest rate falling to 9.98 percent. Tax brackets were structured to adjust
annually based on the inflation rate and the state general fund balance. The highest rate currently
applies when income reaches $47,700.

Federal income taxes remain 100 percent deductible from the Towa tax base. Federal
deductibility lowers the adjusted marginal state tax rate in Iowa and in all states where it is
allowed. Consider, for example, a taxpayer earning over $47,700. The taxpayer falls in the
highest tax bracket for federal and state taxes. If the taxpayer earns an extra $100, he pays an
extra $28 in federal income taxes. Since federal taxes are deductible in Towa, the taxpayer adds
only $72 to his Iowa income, on which he pays additional state income taxes of $7.19. Measured
against his total increase in income of $100, his actual tax rate has been 7.19 percent rather than
the statutory rate of 9.98 percent. Table 1 presents a regional comparison of adjusted marginal

tax rates for taxpayers in the highest income bracket.

Nebraska

The Nebraska legislature overhauled the income tax system in 1987. Before 1987, Nebraska
taxes were calculated as a percentage of federal tax liability. The 1987 reforms brought Nebraska
into greater conformity with other states in the region. Starting in 1987, tax calculations use
federal adjusted gross income as a starting point. The new system included four progressively
higher rates. Initially, rates ranged from 2.0 to 5.9 percent. Rates have been increased twice,
and currently range from 2.27 to 6.92 percent. Federal taxes are not deductible from the
Nebraska tax base.

Beginning in 1989, Nebraska allows a one time exemption on capital gains realized by
Nebraska residents who sell or exchange the stock of a Nebraska company with which they are

employed. The rationale of this provision is to help Nebraska companies recruit employees, as
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well as to improve the retirement income of Nebraska workers [Nebraska Department of
Revenue, 1989a].

Oklahoma

The Oklahoma legislature made modest increases in personal tax rates in 1990. As in Iowa,
the state offered taxpayers a choice of whether or not to deduct federal taxes. Taxpayers who
elected not to deduct federal taxes saw increases in the highest marginal rate and changes in tax
brackets. Rates for these taxpayers now range from 0.5 percent to 7 percent (instead of .5
percent to 6 percent) of taxable income. The highest marginal rate comes into effect at a fairly
low income level, $21,000 for married taxpayers filing jointly and $9,950 for single taxpayers.

Taxpayers who deduct federal income taxes saw only slight changes in 1990. In 1988,
Oklahoma had reduced rates for taxpayers who deduct federal taxes from 17 percent to 10
percent for both married and single filers. 1990 added only a few changes. Single filers now
enter the top bracket at $16,000 (instead of at $15,250) while married filers enter the highest tax
bracket at $24,000 (instead of at 23,000).

The 1990 changes in the Oklahoma personal income tax were part of a package that also
included increases in the corporate income tax and in the sales tax. The package withstood a

vote to repeal in October, 1991.

Missouri

Missouri legislators have not undertaken major revisions of the income tax system during
the 1980s. Tax rates are graduated in 10 increments between 1.5 and 6 percent, the highest tax
bracket becoming effective when taxable income reaches $9000. At that time, an additional $315
lump sum is also added. Federal taxes are 100 percent deductible from the income tax base in
Missouri.

The cities of Kansas City and St. Louis impose an additional 1 percent tax on earnings
within their jurisdictions. Under a 1987 federal court order, a surcharge of 1.5 percent was added
to the state tax rate on income earned within the Kansas City school district, but the surcharge

was later overruled.
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Table 1
Individual Income Tax

State Rate Federal Adjusted
Deduction  Rate!

Colorado 5% flat rate on taxable income. No 5%

Iowa Graduated in 9 stepped increments from 0.4% to 9.98%. Highest Yes 7.19%
bracket effective at $47,000.

Kansas Graduated with three brackets each for married and single taxpayers. No 6.45% for
Marginal rates for married filers begin at 3.5% for incomes below married.
$30,000 and end at 6.45% for incomes over $60,000.

Rates for single filers begin at 4.4% for incomes below $20,000 and
end at 7.75% for incomes over $30,000.

Missouri Graduated in 10 stepped increments from 1.5% to 6%. Highest Yes 4.32%
bracket effective at $9000.2

Nebraska  Graduated in 4 stepped increments from 2.37% to 6.92%. Highest No 6.92%
bracket at $45,000 married, $27,000 single.

Oklahoma Choice of two methods. With no federal deductibility, 8 increments Option  7.2% with
graduated from 0.5% to 7%. Top bracket effective at $21,000 for deduction.
married filers, $9,950 for single. With federal deductibility, 7% with no
graduated from 0.5% to 10%. Top bracket effective at $24,000 for deduction.

married filers, $16,000 for single filers.

! Adjusted tax rate accounts for federal deduction. It is the rate which would be paid on additional income,
calculated assuming that the taxpayer is in the 28% rate bracket for federal income taxes, and in the
highest bracket for state taxes.

2 Missouri also has an additional local personal income tax in the cities of Kansas City and St. Louis, equal
to 1% of earnings.

SOURCES: Information provided by individual state departments of revenue, State Tax Review, Commerce
Clearing House, Inc., 1992 and State Tax Guide, Commerce Clearing House, Inc., 1992.

;
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THE CORPORATE INCOME TAX

Each of the states in the region levies a corporate income tax on net profits or taxable
income derived from within the state. As a source of state finance, the corporate tax appears
small, comprising less than 10 percent of total state tax revenue for the U.S. on average. In
Kansas, dependence on the corporate income tax approximates the U.S. average but substantially
exceeds the regional average (Figure 9). While corporate income taxes may be a small source
of total revenue, they are an important cost to businesses. Of taxes paid by firms to state and
local governments, the corporate income tax generally ranks second after the property tax (see

Volume 2 of this report).
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Tax Rates

Tax rates in the region surrounding Kansas average between 5 and 7 percent. On the low
end, Kansas taxes the first $50,000 of income at 4.0 percent. On the high end, Iowa taxes
incomes over $250,000 at 12 percent. Colorado is in the process of implementing a rate
reduction from 6 percent to 5 percent which should be achieved by 1994. Missouri and
Oklahoma both have flat rate taxes at 5 and 6 percent, respectively. In 1991, Missouri voters
defeated a measure that would have increased corporate income tax rates to 6.5 percent to
incomes over $100,000. Nebraska passed legislation in 1990 raising corporate rates from 5.17
percent to 5.58 percent on incomes less than $50,000, and from 7.24 to 7.81 percent on any
excess over $50,000. Additionally, a surcharge for 1991 equal to 15 percent of the maximum
Nebraska corporate income tax rate was added for taxable incomes over $200,000. In 1992,
Kansas decreased its corporate income tax rate from 4.5 to 4 percent while increasing the bracket
size to $50,000. Taxable income over $50,000, however, is charged at the higher rate of 7.35
percent as compared to the previous rate of 6.75% which was formerly applicable for income
over $25,000.

It is important to note that comparisons of state tax rates can be misleading. The states
exhibit considerable variations in the allowable deductions, in income allocation methods, and
in economic development incentives, all of which influence corporate tax bills. Each of these

three differences in tax structure will be examined in detail later in this study.

Deduction for Federal Taxes

All of the states in the region use the federal definition of taxable income as a starting point
for state tax calculations. To generalize, federal taxable income is then modified through
additions and deductions. Two states in the region permit a deduction for federal taxes paid.
Missouri allows a deduction of 100 percent of federal taxes, while Iowa allows a 50 percent
deduction, both of which substantially reduce tax liabilities. Table 2 quantifies the impact of the

deduction, by contrasting statutory and adjusted marginal tax rates.
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Table 2
State Corporate Income Tax Rates,
Federal Deductibility, and Effective Tax Rates

Marginal
State Statutory Adjusted Federal
Rates Rates’ Deductibility
Colorado Beginning in FY 1989:
a flat rate of 5% will 5.0% No
be phased in, fully
effective in 1994,
Iowa First $25,000 -- 6% 5.0% 50% of federal
Next $75,000 -- 8% 6.6% income tax is
Next $150,000 -- 10% 8.3% deductible
Over $250,000 ~- 12% 10.0%
Kansas First $50,000 -- 4.0% 4.0% No
Over $50,000 -- 7.35% 7.35%

Missouri Flat 5% 3.3% 100% of federal
income tax is
deductible

Nebraska First $50,000 -- 5.58% 5.58% No

Over $50,000 -- 7.81% 7.81%
Oklahoma Flat 6% 6.0% No

! The calculation assumes a marginal federal tax rate of 34%.
MARGINAL ADJUSTED RATE = STATUTORY RATE x (1 - .34 x deductibility fraction).

2 Missouri also has a local corporate income tax in the cities of Kansas City and St. Louis. This earnings
tax is equal to 1% of net profits from activities in the city.

SOURCES: Information provided by individual state departments of revenue, state statutes, All State Tax
Guide, Prentice Hall, 1988 and State Tax Review, Commerce Clearing House, Inc., 1992.

’
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Income Allocation for Multi-State Firms

A recurrent problem in state income taxation is the treatment of income of multi-state firms.
State tax laws divide the income of the firm over competing jurisdictions. Each state remains
free to decide its own allocation rules and to choose its own set of definitions of in-state sales.
Hence there is no assurance that exactly 100 percent of income will be taxed overall. Provisions
known as UDIPTA (uniform division of income for purposes of taxation act) have introduced
some uniformity into inter-state taxation. The major provisions of UDIPTA, particularly the
three-factor formula discussed below, have been adopted by a majority of states. However, even
many of the states that have approved UDIPTA in whole have added variations and definitions
that prevent any uniform system of state income taxation.

A key issue in the taxation of multi-state firms is whether a firm is treated as unitary or
nonunitary. Unitary income is subject to allocation by a formula, while nonunitary income is
allocated entirely to a specific state. Roughly speaking, a business is treated as unitary if the
income in one state is dependent on the activity of the firm in other states. There is no inherent
advantage or disadvantage to a firm being treated as unitary: which trcatnient is more favorable
depends on the firm’s individual circumstances.

A related issue is the formula used for allocation of income. Nationally, the three-factor
UDIPTA formula, based on property, payroll, and sales, serves as a standard for income
allocation. The example in Table 3 demonstrates how the income allocation works. The firm
calculates the ratio of in-state dollars to total dollars for each factor, and then averages the three
ratios. The resulting average, 0.54 under a three-factor formula in the example, gives the fraction
of total income taxed by the particular state.

As an alternative to the three factor formula, some states rely on allocations based on sales
and property, or on sales alone. As shown in the example in Table 3, the allocation formula
significantly changes the amount of income subject to in-state taxation. This holds particularly
for an export oriented firm, that is, a firm selling a large percentage of its output outside state
boundaries. The higher the weight given to sales, the lower will be the allocation fraction for

such firms. Under a sales only criterion, the export oriented firm pays minimal taxes in the state
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where it concentrates production. While the firm will also pay some taxes out-of-state, this
amount is largely independent of the amount paid in-state. The export oriented firm finds a
distinct advantage in locating its production facility in a state with a sales only allocation

formula.

—
Table 3

Example: Apportionment for a Muiti-State Unitary Firm
Under Alternative Allocation Formulas

Ratio:

Total In-State In-State

to Total

Sales $400,000 $30,000 075
Payroll $200,000 $150,000 75
Property $200,000 $160,000 .80

In-State Allocations:

3 factor: 1/3 each sales, payroll, property .54
2 factor: 1/2 sales, 1/2 property 42

single factor: sales only 075

Source: Calculated by IPPBR.

“

Almost every variety of income allocation method can be found in the region surrounding
Kansas. Oklahoma relies exclusively on the three factor method, and Kansas uses the three
factor method in most cases. Colorado offers firms a choice of using a two factor method based
on sales and property, or the traditional three factor method. Firms whose only Colorado activity
is sales have the option of paying 0.5 percent of Colorado based gross receipts. In Missouri,
firms may choose between the three factor method or a method based on sales alone. According
to the Missouri Department of Economic Development [1989], about 90 percent of firms choose
the sales only formula. Iowa bases income allocations on sales only; in Nebraska, the single
factor formula will be phased in by 1992.

One final note on income allocation. The definition of an in-state sale is itself a matter of

state tax policy. Most states employ a destination test; that is, the sale is in-state if the goods
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or services are shipped or delivered to a purchaser in-state. However, Missouri uses an

alternative definition for firms choosing the sales only method. In this context, Missouri sales

consist of all sales with their origin and destination in Missouri, plus one half of sales with an

origin in Missouri and a destination out-of-state, or a destination in Missouri and an origin out

of state. The Missouri legislature formalized the definition of a Missouri sale during its 1988

session.

”

Table 4
Allocation Methods for Income of Multi-State Firms

Colorado

Jowa

Kansas

Missouri

Nebraska

Oklahoma

Choice of two factor formula (1/2 sales, 1/2 property), or three factor formula

(1/3 each sales, property, payroll). For companies with no other Colorado activity
except sales, with no owned or rented real estate in Colorado, and with gross sales
under $100,000, an alternative is to pay 0.5% of gross receipts on sales in Colorado.

Single factor formula based on sales only. Sales in Iowa defined as shipped to or
delivered to Iowa destinations.

Three factor formula (1/3 each sales, property, payroll). For firms with a payroll
factor exceeding 200% of the average of the property factor and the sales factor, a
two factor formula based 50% on sales and 50% on property is an option.

Choice of single factor formula based on sales only or a three factor formula (1/3
each sales, property, payroll). When the sales only formula is used, sales considered
to be in Missouri include all sales with destinations and origins in Missouri, plus 50%
of sales with destinations in Missouri and origins outside Missouri, plus 50% of sales
with origins in Missouri and destinations outside Missouri.

A single factor formula based on sales only was phased in between 1988 and 1992.
Nebraska sales are sales shipped to or delivered to Nebraska destinations.

Three factor formula (1/3 each sales, property, payroll).

SOURCES: Information provided by individual state departments of revenue, state statutes, and State Tax
Guide, Commerce Clearing House, 1992.

”
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Income Tax Based Economic Development Incentives
Types of Incentives

The states in the region take an active role in trying to encourage new and expanding
businesses. States such as Nebraska have aggressively used tax incentives to pursue jobs and
investment. Other states such as Kansas have included tax incentives in their economic
development strategies in order to "level the playing field." All six states have introduced or
expanded income tax incentives since 1986.

To generalize, income tax incentives generally fall into one of four categories: research and
development incentives; venture capital credits; job and investment credits; and enterprise zone

incentives. The specific programs and policies of each state are presented in detail below.

Research and Venture Capital Incentives

Colorado, Kansas, Iowa, and Nebraska all offer income tax credits to stimulate research and
development activities. 1988 legislation in Colorado authorized tax credits for research and
development expenditures made within enterprise zones. The law limits the credit to 3 percent
of the amount by which research and development spending increases over its previous average.
Kansas also focuses on expansions of research and development activities, granting a credit of
6.5 percent of increased expenditures. Iowa allows a 6.5 percent credit on increased spending
on qualified research activities. Finally, Nebraska grants incentives for research and development
under its Employment and Investment Growth Act. Benefits include sales tax refunds and
income tax credits for jobs and investment.

Venture capital credits attempt to increase the pool of funds available for entrepreneurs to
start or expand businesses. Three states in the region allow direct income tax credits for
contributions to state authorized funds. Kansas permits credits for financial investments in
certified venture capital funds, and in the Kansas local seed capital pools. The tax credit equals
25 percent of the cash investment in the qualified fund, allowing any unused portion of the credit
to be carried over to future tax years. In 1988, Oklahoma initiated venture capital tax credits of
20 percent of cash investments in qualified venture capital companies. Contributors to a Missouri
venture capital fund are entitled to credits of 30 percent against Missouri income or franchise

taxes. These credits may be transferred or sold, and any unused credits may be carried over

33



’

Table §
Research and Development Tax Credit

Colorado

Towa

Kansas

Missouri
Nebraska

Oklahoma

From 1989-1993, there will be an income tax credit for research and experimental activities
conducted in Enterprise Zones. The credit is equal to 3% of the amount by which the
amount spent in the taxpayer’s income tax year exceeds the taxpayer’s average of the total
of such actual expenditures, whether in or outside the Enterprise Zone, made in the income
tax year and the preceding income tax year. Unused credits may be carried over.

6.5% of the apportioned share of increases in qualifying research expenditure in Towa.
Qualifications are tied to federal credit as it was defined in 1985.

Credit for research and development expenditures in Kansas is 6.5% of the amount by which
such expenditures exceed the taxpayer’s average actual expenditures for R and D in the
taxable year and the two preceding taxable years. In any taxable year, the maximum
deduction from tax liability is 25% of the earned credit plus carryovers. Any amount by
which the allowed portion of the credit exceeds the taxpayer’s total Kansas tax liability may
be carried forward until used.

No special credits.

Income tax credits and sales tax refunds are available for the conducting of research,
development, or testing for scientific, agricultural, animal husbandry, or industrial purposes.
Incentives are offered under the Employment Expansion and Investment Incentive Act, and
under the Employment and Investment Growth Act.

No special credits.

SOURCES: Information provided by individual state departments of revenue and State Tax Review,
Commerce Clearing House, 1989-1992.

—
—

Table 6
Venture Capital Tax Credits

Colorado

Towa

Kansas

Missouri

Nebraska
Oklahoma

No venture capital credits.

Prior to 1989, 5% credit for investment in original issue of approved venture capital funds.
Credit repealed effective July, 1989. Replaced in 1990 by 10% credit for investment in
qualified seed capital funds.

Credit of 25% for cash investments in approved venture capital funds, or Kansas local seed
capital pools. Any unused credits may be carried over to future tax years until exhausted.

Credit of 30% against corporate income or franchise tax for cash investments in qualified
Missouri venture capital funds. Unused portions may be carried forward for 10 years.
Effective 1990, a tax credit of 50% is allowed against corporate income of franchise tax for
investments in Missouri Small Business Incubator Fund.

No venture capital credits.

Credit of 20% for investments in qualified venture capital companies. 3 year carryover for
unused credits.

SOURCES: Information provided by individual state departments of revenue, and State Tax Review,
Commerce Clearing House, 1989-1992.

;



for up to 10 years. The investors also share in the fund’s earnings. Finally, Missouri corporate
taxpayers also receive credits of 50 percent for contributions to the Missouri Small Business
Incubator Fund. Prior to 1989, Towa allowed a credit of 5 percent for investment in the initial
offering of a qualified venture capital fund. The credit was repealed effective July 1, 1989. A

credit for investment in seed capital funds replaced the earlier venture capital credit in 1990.

Job and Investment Credits

All of the states in the region use job and investment credits to try to attract new industries,
and to encourage the expansion of established industries (see Table 7). The amount of credit a
firm receives depends directly on the amount of new activity it undertakes in the state. For many
states, credits, once established, may be claimed for several years, provided that the firm keeps
its new employees and investment in place.

The nature of job and investment credits varies considerably from state to state. While most
states extend credits to a broad range of industries, Oklahoma limits credits to manufacturing and
processing. Nebraska operates two distinct job and investment programs. A program authorized
_under the Employment Expansion and Investment Incentive Act provides large one-time credits.
Nebraska targets these credits towards smaller firms. For larger firms, the Nebraska Employment
and Investment Growth Act provides generous credits extended over a seven-year period. Kansas
and Towa tie any credits to a minimum job creation criterion. The same is true in Nebraska,
except in the case of very large investments. Colorado, Oklahoma, and Missouri all allow credits
based on investment alone.

Of the states which offer investment credits, three appear to permit credits for firms which
relocate within the state. For example, Kansas manufacturing job and investment credits, as
authorized under the 1992 Enterprise Zone Act, require only that at least two workers are
"engaged or maintained in employment as a direct result of the investment® [1992 Session Laws
of Kansas, Ch. 280]. Similarly, Colorado and Oklahoma laws make no special distinctions for

replacement facilities. In contrast, Missouri imposes additional investment criteria for

3 The 1992 Kansas Enterprise Zone Act requires approval of the Secretary of Revenue in the case of
sales tax exemptions for relocating firms.
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replacement facilities, requiring at least $1,000,000 in investment. Nebraska uses a net
investment criterion for established firms; only investment over and above the previous capital

level of a firm can be used to as a basis of credits.
Enterprise Zone Concepts

In order to understand enterprise zone programs, both as they are implemented in Kansas
and in other parts of the U.S., it is a good idea to look back at their conceptual origins. The
Enterprise Zone idea originated in Great Britain in the late 1970s. It was conceived of as an
experimental attempt to revitalize free enterprise in small depressed areas of the country. Within
such zones, taxes and regulations were to be virtually eliminated in order to create an extremely
attractive business environment.

The idea caught on quickly in the U.S. Both the Reagan and Bush administrations have
pressed for federal Enterprise Zone legislation. While to date such federal legislation has been
unsuccessful, a majority of the states (37 to date) have adopted some form of an enterprise zone
program. Not surprisingly, programs vary widely across states. And they differ substantially
from the prototype programs envisioned in Britain. In particular, the major tools of most
programs in the U.S. have been tax breaks, with only moderate regulatory relief, often in the
form of simplified building permit procedures.

Some, probably the majority, of states adopting enterprise zone programs have seen them
as tools to rehabilitate poor urban neighborhoods. However, some states have extended the idea
to rural areas (for example, Kansas and Colorado). All this contrasts with the British approach,
where the emphasis has been more on developing decaying industrial zones.

There is one key difference between enterprise zone programs and other economic
development programs, both as practiced here and abroad. This is the concept of stimulating
development in limited geographic areas, bringing jobs and investment to declining or

disadvantaged regions.

Features of State Enterprise Zone Programs
Four states in the region designate special zones in order to attract private business to
economically depressed areas. Special tax incentives, generally targeted toward new jobs and

investment, apply within the zone boundaries (see Table 8). Corporate income taxes in enter-
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prise zones may be reduced through job and investment tax credits and through income tax
exemptions. Additional tax incentives, which will be discussed in a separate section of this
report, include sales tax refunds and property tax abatements.

Within enterprise zones, basic job and investment credits are often doubled or tripled.
Additionally, the states often provide special job credits found only within the zones. For
example, Missouri offers credits tied to the employment of low income or under-trained
enterprise zone residents. Colorado grants an extra credit when employees receive health care
benefits.

When comparing the credits offered by the states, it is critical to consider the element of
time. Missouri extends credits for a ten-year period, magnifying the tax savings due to a single
increase in jobs or investment. Kansas previously extended credits for a ten-year period prior
to 1992. Under the reconstituted Kansas program, larger credits are extended for a single year
only. Oklahoma extends credits over five years, while Colorado credits apply for a single year
only.

Colorado

The Colorado program focuses on depressed rural areas. While the number of zones is
strictly limited, a single zone may span several counties. Major income tax incentives include
a 3 percent investment tax credit, a $500 job credit, a $200 state contribution toward employee
health insurance, and a 25 percent credit for expenses to rehabilitate older buildings.

Kansas

Prior to 1992, the Kansas Department of Commerce reported well over 200 enterprise zones.
While the purpose of the zones was to "expand and renew the local economy and improve the
social and economic welfare of residents in economically distressed zone areas [K.S.A. 12-
17,108]," in fact most of the benefits of the program appear to have gone to already prosperous
areas of the state [Oslund, 1992].

The 1992 Kansas Enterprise Zone Act actually eliminated enterprise zones in the usual
sense. Legislation that provides substantial incentives to new and expanding firms regardless of
geographic location now replaces the previous program. Qualified firms may receive a one-time
credit of $1000 per each $100,000 investment and $1500 per each new job. Additionally, the
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Act provides for the establishment of nonmetropolitan regions in which firms are eligible for
enhanced job credits of $2500.
Missouri

Missouri enterprise zone credits stand out in two ways. First, Missouri job credits are the
largest in the region. Added to the basic $400 per year credit are credits of $400 per year for
workers who live within the enterprise zone and $400 per year for workers with special
employment problems. Over a ten year period, these credits provide large savings to employers.
Second, Missouri offers a unique income tax exemption on earnings within enterprise zone
boundaries. In essence, the exemption cuts the corporate income tax rate in half.
Oklahoma

Oklahoma doubles its standard job and investment credits within city and county enterprise
zones. Manufacturing and processing companies qualify for five year credit of $1000 per year

per new employee or 2 percent of the cost of new depreciable property.

Prevalence of Tax Incentives

Despite criticisms from economists about the effectiveness of job and investment credits,
the credits remain a popular business incentive. No state in the region has repealed its credits,
although Kansas has recently (1992) completely reformulated its enterprise zone plan. Most
states in the region have initiated or expanded their programs within the past five or six years.
Nebraska legislated its major business incentive package in 1987, and strengthened the program
in 1989 by increasing job credits from $1,000 to $1,500 and investment credits from $1,000 per
$100,000 to $1000 per $75,000. Furthermore, Nebraska now offers taxpayers the choice of
applying their credits towards the sales and use tax. In 1987, Oklahoma augmented its
investment incentive program to include $500 credits for new workers, with the amount doubled
for workers in enterprise zones. Colorado initiated major credits for firms in enterprise zones

in 1986, and increased the scope of such credits in 1987.
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Table 7
New Job and Investment Tax Credits

State Tax Credit Limitations Qualifying Firms and Investments
Colorado 1% tax credit for invest- 100% of tax liability up to Qualifying investments are
ment in qualified $5,000, 25% of amount over defined by Internal Revenue
depreciable property. $5,000. Excess credits may be Code investment tax credit rules

carried forward up to 3 years in effect prior to 1986.
and backward up to 3 years.

Iowa 6% of taxable wages that  a) Must enter into an agreement All industries.
employers are required to ~ with an area community college
contribute to the state to train new employees.

unemployment insurance  b) Must increase employment
fund times the increase in by 10%.

employees. For 1992, the c) Excess credits may be
credit will equal $768 per  forwarded up to 10 years.

new job.
Kansas 1992 legislation: $1500 50% of tax liability. One time ~ Manufacturing businesses must
per new job, $1000 per credit. The credit can be create at least 2 jobs.

$100,000 new investment. carried over until used provided Nonmanufacturing must create at
employment remains at its in-  least 5 new jobs. Retail does not
creased level. qualify under 1992 act. Retail
continues to qualify under prior
Pre-1992: $100 per new 50% of tax liability, each year  legislation.
job, $100 per $100,000 for 10 years.
new investment.

Missouri New firm: $75 per new 100% of tax liability. Credits ~ Manufacturing, warehousing,
job. $75 per $100,000 new may be claimed up to 10 years. mining, and wholesaling qualify.
investment. The credit may be recalculated New/expanding firm must create
Expanding firm: $100 per if jobs or investment change. 2 jobs and invest $100,000, or
new job. $100 per 100,000 Beginning of credit period may invest $500,000 with no job
new investment. be delayed for 2 years. requirement. Replacement facil-

ities must create 2 jobs and
invest $1 million. Office tenants
must invest $100,000 and create
25 jobs by the fifth year in which
the credit is taken.

Nebraska  Smaller businesses: a) Must increase business by 2 Most firms qualify, including
$1,500 per new job, full time employees. research and development, data
$1,000 per $75,000 new  b) Minimum of $75,000 processing, telecommunications,
investment. investment. finance, manufacture,

¢) Cannot exceed 50% of tax warchousing, transportation,
liability in any taxable year, but wholesale trade, administration,
credits can be carried over 5 livestock feeding, farming,
years. ranching. Restaurants and most
retailing firms do not qualify.
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Table 7 cont.

State Tax Credit Limitations Qualifying Firms and Investments
Nebraska  larger businesses:
cont. 1.a. Tax credit of 5% of l.a. At least $3 million Same as for smaller firms, except
compensation paid to each investment and 30 new jobs. that livestock feeding and
new employee. b. Up to 100% of tax liability. farming do not qualify.
b. 10% tax credit for Firm stays eligible for 7 years.
investment in qualified ¢. Unused credits must be
depreciable property. used within 15 years.
c. Refund of sales and
use taxes for all purchases
of qualified depreciable
property.
d. Up to 15 years use of
sales only apportionment
for corporate income tax.
2. In addition to above: 2.a. At least $10 million
a. Personal property tax  investment and 100 new jobs.
exemption for 15 years for  b. Up to 100% of tax liability
turbine-powered aircraft for 7 years. Excess credits may
and mainframe computers. be used during a 15 year
b. Personal property tax  period.
exemption for 15 years for
equipment used in the
manufacturing or process-
ing of agricultural
products.
3.a. Immediate use of sales 3.a. At least $20 million
only formula. investment.
b. Refund of sales and
use taxes for all purchases
of depreciable property.
Oklahoma Tax credit of 1% of in- 100% of tax liability for each  Firm must be engaged in

vestment in depreciable of 5 years. Credits not used
property, or $500 for each
new full time equivalent
employee, whichever is
greater. Investment must
be at least $50,000 for
property credit. Minimum
salary must be at least
$7,000 for jobs credit.

may be carried over for 5 years.

manufacturing or processing.

SOURCES: Information provided by individual state departments of revenue and commerce, and State Tax
Review, Commerce Clearing House, 1990-1992.
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Table 8

New Job and Investment Tax Credits Within Enterprise Zones

State Tax Credit Limitations Eligibility Requirements

Colorado The tax credit is equal to 3% 100% of liability up to $5,000 Business must qualify under fed-
of the amount of investment. plus 25% of tax liability above eral investment tax credit guide-

$5,000. Excess may be carried lines which existed in 1986. Busi-
forward 3 years and back 3 ness must reside in an Enterprise
years. Zone for at least one year. For job
credits, must be a new facility
used to operate a revenue produc-
ing enterprise. Effective 6-89,
expansions may qualify if they
result in 10 or more new workers.
A new business gets a tax Up to 100% of tax liability.
credit of $500/employee Excess credits are refundable.
during the first year and
$500/position created during
subsequent years.
An additional $200/employee Up to 100% of tax liability.
during the first 2 years in the Not refundable, cannot be
zone may be claimed for carried over.
employees covered by a
company-sponsored health
insurance plan.
Extra $500/new employee Up to 100% of tax liability.
credit for processing Excess refundable.
agricultural products.

Towa No Enterprise Zones.

Kansas 1992 Legislation: 50% of tax liability. One time  Business must operate in qualified
In designated nonmetro credit. The credit can be nonmetro area. Manufacturing
regions, $2500/new job and carried over until used firms must add at least 2 new
$1000/$100,000 investment.  provided employment temains  jobs, nonmanufacturing firms at

at its increased level. least 5 jobs. Retail does not
qualify.

Missouri Basic enterprise zone credits  100% of eligibility for 10 For any credits, a new firm must

are $400/new employee and
10% of first $10,000
investment, 5% of next
$90,000, and 2% of any
remaining investment.

years. 50% of excess refunded
up $50,000 in first year of
operation and $25,000 in 2nd
year. Basic job and
investment credits can be
claimed for 10 years, provided
the firm continues to meet
eligibility criteria.
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invest $100,000 and an expansion
must invest $100,000 or, if less,
25% of original investment. Both
must add 2 workers. All revenue
producing businesses except util-
ities are eligible. Rental resi-
dential property for low income
persons qualifies.



Table 8 cont.

State

Tax Credit

Limitations

Eligibility Requirements

Missouri
cont.

Nebraska

Oklahoma

50% of taxable income
attributable to enterprise zone
business is exempt from
Missouri income tax.

Other job credits:

Resident credit: $400 for
each 12 month period new
business facility employee is
resident of enterprise zone.

Special employee credit:
$400 for each 12 month
period new business facility
employee meets special "hard
to employ" criteria.

Training credit: up to $400
for each resident employee or
"hard to employ" employee
trained with company funds.

No Enterprise Zones.

Tax credit of 2% of invest-
ment in depreciable property,
or $1000 for each new full
time equivalent employee,
whichever is greater.
Investment must be at least
$50,000 for property credit.
Minimum salary must be at
least $7,000 for jobs credit.

Exemption extends for 10
years, provided firm continues
to meet eligibility criteria.

Continues throughout 10 year
period.

Continues throughout 10 year
period.

One-time credit.

100% of tax liability for each
of 5 years. Credits not used
may be carried over for 5
years.

To be eligible for investment
credit or-income exemption, 30%
of firm employees must be zone
residents or meet at least one of
the following special employee
criteria: a) when hired, employee
was difficult to employ. b) when
hired, employee has exhausted
unemployment benefits and had
remained unemployed at least 3
months after end of benefits. ¢)
when hired, employee had been
eligible for AFDC or relief.

Employee must be zone resident.

Employee must meet at least one
of a-c.

Employee must be zone resident
or difficult to employ.

Firm must be engaged in
manufacturing or processing.

SOURCES: Information provided by individual state departments of revenue and commerce, and State Tax
Review, Commerce Clearing House, 1990-1992.
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PROPERTY TAX

Both state and local governments levy property taxes on the value of land, buildings, and
equipment owned by firms and households. Property taxes are particularly important for local
governments; indeed, they provide the single largest source of local revenue in all states in the
study area. Within the region, property tax shares range from 58 percent of local tax revenues
in Missouri, to 96 percent in Iowa. Kansas local governments raise over 83 percent of their
revenues from this source.

On a per capita basis, Kansas property taxes have risen at a fairly steady annual rate of
about 5 percent throughout the 1980s. As shown in Figure 10, per capita property taxes have
remained above the regional and U.S. averages. Kansas figures for 1990 estimate per capita
taxation at $645. Recent changes in the Kansas tax structure shift revenue sources towards
income and sales taxes, and away from the property tax. This should lead to lower Kansas

property taxes for 1992 and later years.

Property Tax

Per Capita

Dollars

$200
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Fiscal Year

- Kansas =+ Regional Average % United States

IPPBR 1992. See Appendix A
Source: Government Finances

Figure 10
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The property tax presents a significant cost to firms. However, the impact of the tax varies
substantially from state to state and from industry to industry. The actual tax paid by a firm
results from a complex interaction of tax rates, the types and amount of property owned, the
definition of the tax base, assessment practices, and whether the firm qualifies for any special tax

incentives.

Property Tax Controversies
Kansas

No area of taxation causes more controversy than the property tax. Almost any property
tax change creates large vocal groups of winners and losers. At their worst, property tax changes
pit homeowners against businesses, business interests against farm interests, and geographic areas
of a state against each other. Kansas has gone through two major rounds of property tax
revisions in recent years, and the surrounding debates have included many of the above elements.

The first round of Kansas property tax revisions stemmed from deficiencies in property tax
appraisals. Ideally, property appraisals should reflect true market values. In practice, the
divergence can be dramatic, particularly when reappraisals are few and far between. Prior to
1989, Kansas assessments were based on real estate appraisals as much as twenty years old.
Increases in property values came as a shock to many real estate owners. But reappraisal, along
with the introduction of nonuniform assessment ratios, also shifted the property tax burden among
classes of taxpayers. Homeowners were, at least in part, shielded from the impact of higher
appraisals, since the assessment ratio fell simultaneously from 30 to 12 percent. Owners of
commercial real estate, on the other hand, experienced large valuation increases with no
corresponding ratio reductions. To simplify, commercial property owners now pay an increased
share of Kansas property tax revenues. The dislocations caused by this tax shifting helped to
drive the movement for property tax reductions, which culminated in the 1992 school finance
legislation.

The second round of Kansas property tax revisions resulted in the state taking over a large
percentage of the responsibility for school finance. Under current law, taxes in most school

districts are reduced. However, those districts with a large property tax base per pupil will
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actually see tax increases. Counties in the southwest corner of the state, rich in natural gas
resources, have even threatened secession!
Colorado

A controversy over appraisals arose in Colorado in the late 1980s. In 1987, Colorado
undertook its first major reappraisal in ten years. Values were updated to 1985 levels. Not
surprisingly, the reappraisal effort led to large shifts in the property tax shares--industrial,
agricultural, and mining shares fell at the expense of residential, commercial, and undeveloped
real estate. To make things worse, the values of many commercial properties had fallen from
their appraised 1985 levels due to a slowdown in the Colorado economy. Business owners
worried about remaining competitive, and business people and homeowners alike rushed to appeal
their assessments. To summarize, infrequent reappraisal weakens the link between assessments
and market values, and may lead to unintended changes in property tax burdens.
Nebraska

Nebraska is the latest of the states in the region to experience a property tax crisis. The
crisis stemmed from several court cases in the late 1980s and early 1990s'. The history of the
Nebraska property tax crisis can be traced back to a federal law, the Railroad Revitalization and
Regulatory Reform Act, which bans discriminatory taxation of railroads. Since Nebraska
exempted large amounts of personal property from taxation, the federal courts prohibited
Nebraska from discriminating against railroads by taxing their personal property. (Trailer Train
Co. v. Leuenberger, 1988). This started a chain reaction as gas pipeline companies claimed that
their personal property should also be exempted, under uniform taxation and equal protection
provisions of the Nebraska Constitution. By 1989, nearly all pipeline and telephone companies
were granted complete exemptions. Owners of other types of taxed personal property also started
to demand exemption. As an emergency measure, new legislation exempting all personal
property went into effect in June, 1991. To make up for lost revenues, the legislation imposed
an income tax surcharge for taxpayers claiming depreciation allowances on their corporate or

personal tax returns.

! For a discussion of the Nebraska tax crisis, see Omaha World Herald, April 29, 1992 and May 3,
1992.
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The 1992 Nebraské Legislature proposed a constitutional amendment to give the Legislature
the ability to decide what personal property should be taxed. Nebraska voters approved the tax
by a 60 percent majority in May, 1992. As a consequence, property taxation is now governed
by rules that 1) tax farm machinery; 2) exempt inventories; and 3) assess business machinery on

the basis of its book value minus depreciation rather than on its market value.

Comparing Property Taxes Across States

The concept of effective property tax rates provides a key to understanding property taxation
and to comparing taxes across states. The definition of an effective tax rate is simple; it is the
annual tax bill divided by the true market value of a piece of property. Effective rates vary not
only among states, but also among the major categories of property: residential real estate,
commercial real estate, business machinery and equipment, and inventories.

Components of the Effective Tax Rate

Calculating an effective tax rate is easier in theory than in practice. In fact, any estimate
of the rate must consider three components: the applicable mill levy, the statutory assessment
ratio, and the relationship between appraised and market property values.

A mill levy is a tax rate expressed as the dollar tax per $1000 valuation. The total mill levy
on a piece of property generally results from a combination of county taxes, city taxes, school
district taxes, and taxes for special services such as sewers or fire protection. Within a single
state, mill levies vary widely from location to location. Table 9 shows state average mill rates,
calculated as total tax collections divided by total assessed valuation. However it is important
to remember that comparisons of mill rates across states are not meaningful without further
information.

Statutory assessment ratios define the percentage of a property’s appraised value which is
entered on the tax rolls. Three states in the region apply different assessment ratios to different
classes of property. In Iowa, industrial equipment is assessed at a much lower percentage than
other types of property; 30 percent versus 100 percent. As of 1989, Kansas assesses residential
property at 12 percent, commercial and industrial real estate at 30 percent, and industrial
machinery at 20 percent. A 1982 constitutional amendment in Colorado requires that residential

property provide no more than 45 percent of the tax base. In order to achieve this goal,
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assessment ratios of all other property are set at 29 percent and the residential ratio is adjusted
by the legislature. The remaining states, Missouri, Nebraska, and Oklahoma, apply a uniform
statutory assessment ratio to all classes of property subject to taxation. The Missouri and
Nebraska rates are set at 33.33 percent and 100 percent respectively. In Oklahoma, a range of
permissible rates is chosen by the legislature, and actual rates are chosen locally.

Effective Tax Rates in the Region

Table 9 presents estimates of the effective tax rates in the region surrounding Kansas. The
effective rate incorporates the state average mill rate, statutory assessment ratios, and an
approximate ratio between the true and the appraised value for each class of property. Oklahoma
property taxes rank lowest in the region, both for residential and commercial real estate. But
unlike any other state in the region, Oklahoma includes inventories in its tax base, boosting
property tax costs for businesses which find large inventories of raw material and finished goods
essential. Missouri taxes commercial and industrial real estate at moderate rates, and exempts
inventories from the property tax. Although commercial real estate taxes in Towa stand at the
second highest level in the region, taxes on machinery and equipment rank low, and inventories
enjoy tax exemption.

Any firm conclusions about Kansas property taxes should be considered tentative at this
time, since the impact of the 1992 changes can only be estimated at this time. However, the
effects of the earlier reappraisal and classification on the Kansas economy can now be evaluated.
The tax burden has clearly shifted onto commercial and industrial real estate. While about 13.5
percent of property taxes were paid by these categories in 1988, the share had risen to over 25
percent by 1991.% Effective tax rates on commercial and industrial real estate became by far the
highest in the region after reappraisal and classification. At the same time, property taxes on
machinery, equipment, and inventories, which were previously the highest in the region, fell
substantially. The 1992 school finance legislation has lowered property tax rates in most areas
and brought them more in line with the rest of the region. However, the rate for commercial real

estate remains unusually high by regional standards.

2 Based on figures from Kansas Department of Revenue for non-residential, non-agricultural property.
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PROPERTY TAX ABATEMENT

State and local governments frequently offer property tax abatement as an incentive to
attract new firms and to encourage industry expansions. Arguably, property tax abatement
provides the single most important tax incentive at the state and local level. Property taxes in
the region surrounding Kansas often exceed state and local income taxes for manufacturing firms
(see Volume 2 of this report). When granted, tax abatements frequently amount to more than
50 percent of the tax liability. Thus property tax abatement amounts to a large reduction in a
large tax. This is not to argue that property tax abatements actually attract new industry--findings
on this issue are still mixed [Grady, 1987; Pomp, 1986; Steinnes, 1984]. It does, however, mean
that property tax abatements result in large amounts of revenue foregone by local governments.

The percentage of tax abatement and the requirements for eligibility vary widely from state
to state. Some state governments, for example, Missouri, limit abatements to state designated
enterprise zones. In other states, including Kansas, abatements may be granted at the discretion
of local governments, regardless of enterprise zone status. Property tax abatements may be
targeted to particular industries such as manufacturing, or they may be more general, extending
to services, wholesalers, and retailers.

Missouri, Kansas, and Oklahoma grant the most generous tax abatements in the region.
Missouri provides tax abatements for real estate improvements, including new buildings, in
enterprise zones and in blighted areas. Tax exemptions may range as high as 100 percent, and
may extend for 25 years. Almost any industry qualifies for exemption. Kansas allows local
governments to abate up to 100 percent of property tax liabilities for 10 years for new and
expanding industries. Abatements are limited to property used in manufacturing, research and
development, and warehousing®. Although the number of industry types qualified for abatement
is smaller than in Missouri, the range of property qualified is larger. Taxes may be abated on
land, buildings, improvements, machinery, and equipment. Oklahoma guarantees 100 percent tax

exemptions for 5 years for qualified new and expanding firms in manufacturing, research and

3 Kansas law also allows property financed with industrial revenue bonds to be exempt from local
property taxes for up to ten years.
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development, and computer services. As in Kansas, the abatements extend to land and equipment
as well as structures.

Comparisons of business property taxation among the states in the region should consider
two factors: 1) the effective tax rates on commercial and industrial real estate, machinery and
equipment, and inventories; and 2) the probability of property tax abatement. With respect to
the first factor alone, Kansas property taxes appear high, particularly for firms with a large
percentage of their assets in commercial real estate. However, Kansas property tax abatements
for new and expanding firms are among the most generous in the region. Many Kansas
communities favor the use of abatements, although not necessarily at the 100 percent level. This
allows new or expanding Kansas industries to avoid a large percentage of the property tax
burden. The net impact may be to shift property taxes onto mature firms and households.

As a consequence of the 1992 Kansas school finance plan, the cost of granting abatements
has gone down from the point of view of Kansas local communities. Part of the local revenue
lost due to abatements is made up by a transfer of state funds for education. It is reasonable to
expect that communities in the state will increase their use of abatements. Whether the state
should allow the school portion of property taxes to be abated is an issue that will probably
confront the 1993 legislature.
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Table 10

Property Tax Abatements

State Extent of Tax Abatement Eligibility Requirements

Colorado  Local option for property tax "incentive" Must be a qualified new or expanding
payment in enterprise zones. Limited to business facility located in enterprise
increase in value of property due to new or zone.
expanding business. Abatements rarely used.

Limited to 50% of taxes on personal property
only for up to 4 years.

Iowa Local option to abate local property taxes Limited to new construction of industrial
on value added to industrial real estate. real estate, research service facilities,

Max. abatement: YR 1: 75% YR 2: 60% warehouses, distribution centers. Also

YR 3:45% YR 4:30% YR 5: 15%. applies to new industrial equipment and
machinery (which is considered part of real
estate in Iowa).
Kansas Local option to exempt all or any portion Limited to property of new or expanding
of buildings, land, added improvements, businesses used for 1) manufacturing;
and machinery and equipment for new or 2) research and development; or 3) storing
expanding firms. Exemptions last for no goods or commodities which are stored
more than 10 years after opening of new or traded in interstate commerce.
business or completion of expansion. No restrictions on types of firms qualifying
Property financed with industrial revenue for exemption with industrial revenue bonds.
bonds may be exempt for up to 10 years.
Missouri Under Urban Redevelopment programs: up to Improvements to real property must occur
100% of improvements to real property in blighted areas of cities with populations
may be tax exempt for up to 25 years. over 4,000 in Jackson and St. Louis counties,
2,500 elsewhere in state. For enterprise zone

Under Enterprise Zone programs: 50%-100% exemption, any industrial or commercial

of value of improvements to real property will  firm, or firm renting/leasing residential

be abated up to 25 years. property to low or moderate income persons
qualifies. Applied to real estate
improvements only.

Nebraska 15 year tax abatement for agricultural processors Agricultural processing only.
investing at least $10 million and hiring at
least 100 new workers.

Oklahoma New and expanding facilities are 100% Limited to manufacturing, research and

exempt from property tax for 5 years.
Included in exemption are land, buildings,

improvements, structures, machinery, equipment,
and other personal property used directly in the

manufacturing process.

Also: machinery and equipment used in oil and

gas production are exempt.

development, and those computer service
and data processing facilities that obtain

at least 80% of their revenue from out of
state. Applies to new and expanding firms.
Exemption for equipment applies only if
such equipment results in a net increase in
employment.

SOURCES: Information provided by individual state departments of revenue and commerce and state statutes.

’
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SALES TAX

Most states governments, including those of all six states investigated in this study, impose
an ad valorem tax on retail sales. Strictly speaking, sales taxes apply to goods sold within a
state’s boundary, while use taxes apply to items purchased out of state but brought into state for
their final consumption. Sales and use taxes are imposed both at the state and local levels. The
mid-1980s saw a sharp upward turn in the combined share of state and local sales taxes, both in
Kansas and in the region. Since that time, the share of taxes contributed by the sales tax has
leveled out at about 26 percent regionally. Within the past decade years, all of the states in the
region have legislated increased sales tax rates, either on a permanent or a temporary basis.

Local tax rates have experienced a similar upward trend.

Sales Tax

as a Percent of State and Local Taxes

Percent
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IPPBR 1992. See Appendix A
Sources; Government Finances & State Government Finances

Figure 11
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Sales Tax Rates

State sales tax rates in the region fall within a narrow range, between a low of 3 percent in
Colorado and a high of 5 percent in Nebraska. Kansas increased its rate in 1992; a similar
measure was overturned by a veto in Iowa. Local sales tax rates add to the tax total, and in
some jurisdictions rival state taxes in magnitude. For example, Denver taxes most sales at 3.5
percent in addition to the state tax. In parts of Kansas City, Missouri, local taxes stand at 2.5

percent, while in Kansas City, Kansas, taxes reach the state allowed maximum of 2 percent.

—

Table 11
Sales Tax Rates

State State Tax Local Tax

Colorado 3%. 0.2% tax on tourism May be levied, not to exceed 5%.
related goods and services.

Iowa 4%. May be levied up to 1%; also
local option hotel/motel tax may
be levied, not to exceed 7%.

Kansas 4.9%. May be levied up to 1% county,
1% city for general use. Additional
1% county or city many be used
for health care services.

Missouri 4.225%. May be levied, city and county
may not exceed 2% each.

Nebraska 5%. May be levied at 1-1.5%.

Oklahoma  4.5%. May be levied, not to exceed 2%.

Source: Information from individual state departments of revenue and State Tax
Review, Commerce Clearing House, Inc., 1992.

—
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Sales Tax Base and Exemptions

Most states use a fairly broad concept of retail sales in defining their sales tax bases. In
fact, the sales tax combines elements of a tax on consumption, a tax on investment, and a tax on
production. The extent to which each of these three activities is taxed depends on state specific
rules for sales tax exemptions and inclusions.

States tax consumption when sales taxes are levied on purchases commonly made by
households. Although most tangible products are taxed, states commonly make exceptions for
food and drugs. Within the region, Colorado, Iowa, and Nebraska exempt groceries, and all
exempt prescription medications. States also include selected consumer services in the tax base,
generally including restaurant meals, hotels, and telephone chargeé. While none of the states has
broadened its sales tax base to include all services, Jowa stands out for the number of services
taxed. Measures that would have extended the sales tax to many categories of personal and
business services in Kansas were in large measure defeated by the 1992 Legislature.

Sales taxes affect investment when states levy taxes on the purchase of machinery,
equipment, tools, construction materials and construction services, or repairs. Within the region,
exemptions for manufacturing machinery and equipment are common. For example, Kansas
exempts machinery and equipment used directly in the manufacturing, processing, or storing of
goods as of 1989. Missouri limits its manufacturing equipment exemption to new establishments,
expansions, and replacements due to design or product changes. Most states impose a direct use
requirement for machinery to qualify for exemption. Generally, auxiliary equipment such as
automobiles, office equipment, and transport equipment remain taxable. Additionally, building
materials for construction are usually considered taxable retail sales. Kansas recently added a
2.5 percent tax on services used in construction.

Only two states in the region, Nebraska and Kansas, extend exemptions for machinery
beyond direct use in processing or manufacturing. Nebraska, under 1987 legislation, refunds all
sales and use taxes for qualified new or expanding firms with at least $20 million investment.
Almost any business except retailing may qualify (see Table 6), and most purchases, including
building materials and depreciable equipment, are exempted. The Kansas Enterprise Zone Act,
as amended in 1992, extends the largest sales tax exemptions on investment in the area.

Exemptions apply to most new and expanding manufacturing and service industries. Retail is
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included in special cases. The exemptions cover machinery, building materials and services, and
all other property used in constructing or enlarging a business facility. Neither the Kansas
exemptions nor the Nebraska new and expanding firm refund covers replacement investment.
However replacement investment for manufacturers is covered under the general sales tax
provisions in Kansas.

Production, in contrast to consumption or investment, is taxed to the extent that materials,
fuels, business services, and supplies enter the sales tax base. All states in the region exclude
materials which become a component part of new goods. Laws covering products which are
consumed or used up during production vary more widely across the states. In Kansas and
Oklahoma consumables are clearly tax exempt. Iowa excludes materials used in processing.
Colorado excludes materials which "enter into processing" of manufactured products. Nebraska
and Missouri exempt "ingredients". In fact, the interpretation of sales tax exemptions for
intermediate goods is a matter of case law. For example, a recent ruling in Missouri allows an
exemption for cooking oil used for frying, even though only a portion of the oil becomes an
ingredient in the final product.

Laws covering exemptions for electricity and fuels often apply only to manufacturing and
other industrial processes; some portion of these jmportant inputs generally remains taxed.
Colorado, Oklahoma, and Iowa exempt fuels and electricity used in processing. Nebraska adds
irrigation and farming to the list of exempt uses, and allows the exemption if more than 50
percent is for direct use. Missouri exempts natural gas entirely, and electricity if it exceeds 10
percent of total production costs. Kansas imposes a tax of 2.5 percent (in contrast to the normal
4.9 percent) on energy used in manufacturing and processing.

Overall, the pattern of sales tax exemption is complex. From the point of view of
competitiveness, the exemptions on equipment and machinery, and on fuels stand out as

significant cost saving.
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Table 12
State Sales Taxes

State

Basic Tax Base

Important Items

Specifically Included

Important Items Specifically Excluded

Colorado

Towa

Kansas

Missouri

Sales of tangible
personal prop-
erty at retail.
Also selected
services.

Sales of tangible
personal prop-
erty at retail,
including sales
by mail order
vendors who
advertise within
Towa, and

selected services.

Sales of tangible
personal prop-
erty at retail.
Also included
are several
specified
services.

Sales of tangible
personal prop-
erty at retail.

In addition to sales of

goods at retail:

Consumers: telephone
and telegraph services;
restaurant meals; hotel

and motel rooms.

Businesses: gas and

electricity sold for

commercial (not indus-

trial) consumption.

In addition to sales of

goods at retail--

Consumers: gas and
electricity, commun-

ications, water, amuse-
ments, repairs, barbers,
dry cleaning, mainten-

ance, many other

services. Businesses:

communications,

repairs, maintenance.

In addition to sales of

goods at retail--

Consumers: restaurant

meal and drinks;

telephone; hotel and

motel rooms.

Businesses: computer
software; installations,
electricity, gas water,

heat, unless consumed
directly in production;

repairs, telecom.

Consumers: basic
telephone.

Businesses: electricity,
water, and gas unless

otherwise exempted;

basic telephone.
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Consumers: sales of prescription drugs; sales of
electricity, natural gas, and coal to residences; sales
of food. Businesses: sales for resale; sales out of
state; sales of goods which become ingredients or
component parts of manufactured, compounded, or
furnished goods; sales of electricity, natural gas, and
fuel oil for use in processing, manufacturing,
mining, irrigation, construction, communication, and
all other industrial uses. Effective 1-88, all
purchases of machinery and machine tools and parts
used directly in manufacturing are exempt from sales
tax. Exemption from local sales tax is a local
option.

Consumers: food (except for immediate
consumption) and drugs. Businesses: sales for
resale; sales out of state; building materials for
resale; industrial machinery and computers; services
connected with construction or remodeling;
chemicals, fuels, and electricity used in processing;
materials used in processing.

Consumers: drugs, when prescribed; sales of gas,
electricity, and heat to residential customers.
Businesses: sales for resale; sales of used farm
machinery; all sales of tangible personal property or
services used in constructing or enlarging a new or
expanding qualified business facility; component
parts of manufactured or produced goods or services;
goods consumed in the production of tangible
personal property or services; all sales of machinery
and equipment used directly in manufacturing,
processing, or storing goods. Gas, electricity, water,
and construction services taxed at 2.5%.

Consumers: water, natural gas, and electricity for
domestic use; prescription drugs. Businesses: sales
for resale; materials, manufactured goods,
machinery, and parts, which, when used, become
component parts of new goods; machinery and
equipment used to establish or expand manufacturing



Table 12 cont.

State

Basic Tax Base

Important Items
Specifically Included

Important Items Specifically Excluded

Missouri
cont.

Nebraska

Oklahoma

Sales of tangible
personal prop-
erty at retail.

Sales of tangible
personal
property and
selected services.

Consumers: admis-
sions to events;
restaurant meals.

Businesses: computer

software.

In addition to retail
sales of goods:
Consumers: gas,

electricity, ice, steam,

or any utility or publ
service except water;

ic

hotel and motel rooms;

telephone and

telegraph; restaurant
meals; admissions to
events. Businesses:
advertising; sales of

services and property

used to develop or
improve real estate,
including materials,
supplies, and
equipment.

mining, or fabricating plants, when the machinery is
used directly in production; machinery and
equipment replacements due to design or product
changes; electrical energy used in the actual
manufacturing, processing, or mining of a product, if
the total cost of electricity so used exceeds 10% of
total production costs; farm machinery; natural gas;
machinery and equipment used to abate air pollution.

Consumers: prescription drugs; food products for
human consumption (excluding prepared meals).
Businesses: sales for resale; goods shipped out of
state; electricity, coal, gas, and other fuels, when
more than 50% of the amount purchased is used
directly in processing, manufacturing, refining,
irrigation, or farming; goods which become an
ingredient or component part of manufactured,
processed, or fabricated goods (exemption removed
for period 10-91 to 9-92); agricultural chemicals.
Also, qualified new business facilities with at least
$20 million investment or $3 million investment and
30 new employees are entitled to a refund of sales
and use taxes paid on the purchase of property for
the new investment.

Consumers: sales of farm products directly to
consumers. Businesses: sales for resale; sales out of
state; goods which become a recognizable, integral
part of manufactured, processed, assembled, or
prepared products; goods consumed in the process of
manufacturing, processing, assembling, or preparing
goods for resale (includes gas and electricity);
machinery and equipment purchased to establish
manufacturing plants, and for the operation of
existing manufacturing plants, provided machinery is
used directly in the manufacturing process; property
consumed or incorporated into construction of a new
or expanded manufacturing plant; farm machinery.
Also, new or expanding industries, including service
industries, can qualify for a sales tax refund on
purchases of $2 million of data processing,
computer, telecommunications, and related
equipment.

SOURCES: Information provided by individual state statutes, State Tax Guide, Commerce Clearing House,
1992, and State Tax Review, Commerce Clearing House, 1990-1992.

58



Table 13

Sales Tax Exemptions for Machinery, Equipment, and Construction

Purchased by Private Firms

State

Machinery and Equipment Exemptions

Construction Exemptions

Colorado

Iowa

Kansas

Missouri

Nebraska

Oklahoma

Machinery or machine tools used directly in manufacturing
are exempt. In enterprise zones, goods used to build mach-
inery and machinery used to repair aircraft also qualify.

Exemptions apply to industrial machinery, equipment, and
computers, including replacement parts, when used in pro-
cessing; R&D; manufacturing; data processing by insurance
financial, or commercial firms; or in recycling. Design and
installation of new ind. machinery or equipment are exempt.

New and expanding firms: New or expanding manufacturing
businesses that add at least 2 new jobs qualify for
exemptions on all property and services used in con-
structing, expanding, or remodeling the facility. Nonmanu-
facturing firms other than retail qualify for the above if they
add 5 jobs. Retail firms qualify if they add 2 jobs and
locate or expand in a city of population of 2,500 or less.
Other: Sales of machinery and equipment used directly and
primarily for manufacturing, assembling, processing,
finishing, warehousing, or distributing goods within a plant
are exempt when the final products are intended for resale.

New and expanding firms: Machinery and equipment used
directly in production are exempt when used to establish or
expand manufacturing, mining, or fabricating plants.
Replacement equipment may qualify if replacement is
necessitated by design or product changes rather than by
obsolescence.

New and Expanding Firms: Qualified business facilities
with at least $20 million new investment or $3 million new
investment and 30 new employees are entitled to a refund
of sales and use taxes paid on the purchase of property for
the new investment.

New and expanding firms: An exemption applies for
property sold to a manufacturer for use in a new or
expanded manufacturing facility. The manufacturer must
invest $5 million and add 100 new employees, or invest $50
million and add 75 new employees.

Other: Machinery used directly in the manufacturing
process is exempt.

Construction labor is not
taxable. Materials are
taxable.

Construction labor is not
taxable. Materials are
taxable.

Materials and services used
in construction are exempt
for qualified new or
expanding businesses. For
other construction,
materials are taxed, and
labor is taxed at the rate of
2.5%.

Construction labor is not
taxable. Materials are
taxable.

Construction labor is not
taxable. Materials are
taxable. Materials may
qualify for a refund if
purchased as part of
investment of a new or
expanding firm with the
requisite investment and
employment.

Labor is not taxed.
Materials are generally
taxable. However,
construction materials are
exempt for qualified new
and expanding firms with
the requisite amount of
investment and jobs.

SOURCES: State departments of revenue, and State Tax Guide, Commerce Clearing House, 1990-1992







UNEMPLOYMENT INSURANCE AND WORKER COMPENSATION

Labor costs constitute the single largest factor payment for most firms. State mandated
programs such as unemployment insurance and worker compensation comprise a considerable
portion of labor costs in most industries. Because firms are legally obligated to participate in

these programs, this study treats these associated costs as taxes.

Unemployment Insurance

Unemployment insurance compensates a worker for wages lost while he or she is
involuntarily unemployed but able and willing to work. Employers pay both federal and state
taxes, but the state tax is by far the larger. Although the federal government establishes broad
regulations, the details of the system are state specific. Federal regulations exist to ensure that
reserves are adequate to maintain solvency of the state programs. The states define the
fundamentals such as employee eligibility rules, rates, tax bases, and benefit provisions. In
particular, each state has a wage limit, referred to as the taxable wage base, beyond which
unemployment taxes are no longer collected.

The unemployment insurance tax rate assigned to an employer depends both on the firm’s
own unemployment experience record and on state conditions. Each firm accumulates a
contribution-benefit balance based on what the firm has paid into the fund in relation to the
benefits its previous employees have drawn. Firms with positive balances are charged relatively
low rates in comparison with firms with negative balances. New firms with no experience are
charged a "new employers" rate, which, in most states, depends on the industry in which the
firms operates.

Table 14 provides a comparison of state unemployment insurance systems. The most
important indicator is the average rate per $100 payroll. This measures the average insurance
cost. Firms with a worse than average record of unemployment or new firms in an industry with
a bad track record will face considerably higher rates. The average annual rate is quite unstable,
changing with employment conditions. Three major factors affect the overall level of
unemployment insurance rates in a state: first, the average benefit paid to an unemployed

worker; second, the duration of the payment; and third, the percentage of the work force making
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unemployment insurance claims. States with a high level of benefits are likely to have high
rates, as are states with volatile employment.

The two other indicators in Table 14 can be used to predict future rate changes. The
average benefit per covered employee indicates the volume of withdrawals from the
unemployment insurance fund. It depends both on the likelihood of unemployment in the state
and on the level of benefits to which a worker is entitled. By this criterion, all of the states in
the region place well below the national average. The unemployment insurance trust fund
balance shows the teserves available to pay future claims. Kansas is clearly the leader in this
category. With balances of almost $500 per worker, Kansas well exceeds the national average.
With a modest average level of withdrawals and a healthy trust fund balance, Kansas rates are

likely to be stable or declining.

’

Table 14
Unemployment Insurance Benefits and Net Worth, 1991

Average Benefit UI Fund Average Raie
Per Worker! Net Worth? Per $100 Payroll
Colorado $102 $197 $ .60
Towa 137 458 .80
Kansas 158 497 90
Missouri 152 90 .50
Nebraska 55 198 40
Oklahoma 101 353 .50
National Av. 243 300 .70

1 Average unemployment compensation benefits paid per covered worker per year.

2 Net worth of state unemployment compensation fund per covered worker. Balance of trust
fund minus loans from federal government.

SOURCES: U.S. Department of Labor, computer printout.

;
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Worker Compensation

Worker compensation laws provide benefits to injured workers or to families in the case of
a worker’s death. States réquire that firms buy insurance to provide compensation payments.
For the six states in the region surrounding Kansas, private companies supply insurance. These
firms fund an industry group, the National Council on Compensation Insurance, which performs
actuary work and suggests industry specific rates for each state. State insurance commissions
review and revise rates.

Several factors determine the worker compensation rate schedule for a state. The size of
benefits paid to injured workers, decided by state law, exerts a primary effect. Other factors
include the safety records of various industries within the state and state regulations, which may
limit rate increases.

The rate paid by an individual firm depends on state and firm specific factors. The industry
specific state rate serves as a base for a firm’s insurance assessment. But a firm’s payments are
modified depending on its individual safety record, and on whether it qualifies for a volume
discount.

Table 15 makes some broad comparisons of worker compensation systems. The average
payment per case indicates the drain on the worker compensation fund. The level of benefits for
injured workers is primarily a matter of state policy. Kansas ranks in the mid-range of the region
on this criterion. The average insurance premium per $100 payroll is frequently used as a
measure of the burden on employers in a state. However, this measure is somewhat misleading:
the average rate depends in part on the composition of the industrial sector of the state. States
with employment concentrated in dangerous industries such as construction and mining will
exhibit relatively high average rates. Table 16 compares rates for specific industries. For most
industries. It is clear that rates vary widely from state to state.

Concern over worker compensation rate increases has been prevalent in Kansas and Missouri
lately [KC Business Journal, 3-6-92]. Rates in Kansas rose an average of 24 percent in 1991,
the largest increase ever. Missouri now faces a rate hike proposal of over 15 percent.

Legislation to limit rate hikes is being discussed in both states.
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Table 15
Worker Compensation Payments and Premiums (1988)

State Average Payment Average Premium
Per Case Per $100 Payroll
Colorado $12,472 $5.88
Iowa 12,554 2.62
Kansas 8,670 2.79
Missouri 6,065 2.94
Nebraska 8,333 2.44
Oklahoma 7,131 4.35
National Average 11,347 3.92

SOURCE: 11th Annual Grant Thornton Manufacturing Climates Study (1990).

”

”

Table 16
Worker Compensation Rates per $100 Payroll (1992)

IA KS MO NE OK
Meat Products 13.96 9.50 13.68 6.75 17.96
Electronics 422 2.88 3.96 2.66 6.15
Plastics 6.11 8.80 6.88 3.62 10.19
Data Processing .30 45 37 29 .63

SOURCE: National Council on Compensation Insurance.
Colorado data not available.

"
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MAJOR TAX REVISIONS SINCE 1987

All of the states in the region surrounding Kansas have legislated tax changes since 1987.
All of the major taxes affecting firms and their employees, including the personal income tax,
corporate income tax, property tax, and sales tax, have undergone significant revisions.

Changes in federal income taxes in 1986 dramatically expanded the definition of taxable
personal income. Most states revised their income taxes in order to avoid "windfall" tax
increases. At the same time, many states used the opportunity to overhaul and simplify their
personal income tax rates and brackets. Kansas moved from a system with eight marginal rates
to a system with two in 1988, and has recently moved to a three bracket system.

Corporate taxes have also undergone reform. Colorado lowered the corporate tax rate to
a flat rate of 5 percent in 1987. Nebraska has implemented a gradual shift to a sales only
allocation formula. Several states, notably Nebraska and Colorado, have increased the availability
of tax and investment incentives.

Corporate rate increases have been used as a revenue raising measure throughout the region.
In 1989, Missouri instituted a temporary increase in the corporate rate for high income firms.
An effort to make the measures permanent was defeated by voters in 1991. In 1990 and 1991,
Nebraska increased corporate rates.

Property taxes have also seen many changes. Major property tax reappraisals were
completed in Kansas and Colorado during the late 1980s. Kansas moved to a system of property
classifications, each class subject to a different assessment ratio. This move increased the
property tax burden on commercial real estate. Later, Kansas introduced school finance measures
that significantly reduced property tax rates in most areas of the state. In Nebraska, a property
tax crisis stemming from discrepancies between actual tax practices and the "uniform and equal”
provisions of the Nebraska Constitution lead to a one year suspension of taxes on all personal
property. The crisis appears to have been resolved by the passage of a Constitutional amendment
that allows the legislature more discretion in deciding what property should be taxed.

Sales tax rate increases have been common throughout the region. Kansas increased rates
in 1989, and again in 1992. Missouri increased rates on a temporary basis in 1989. Nebraska

and Oklahoma instituted rate changes in 1990.
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Several states have introduced or reformulated economic development incentives. Nebraska
legislated major job and investment credits in 1988. Iowa initiated seed capital credits in 1990.
Kansas completely overhauled its enterprise zone program in 1992, essentially eliminating
enterprise zones in the traditional sense. In place of enterprise zones, the legislation offers
substantial job and investment credits throughout the state, sales tax exemptions for new and

expanding firms, and expanded credits in qualified nonmetropolitan areas.
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CONCLUSIONS: PART 1

It seems clear from the attention given to business taxation by state legislatures that the
issue will remain important throughout the next decade. States face two contradictory approaches
to developing a favorable tax climate. The first approach, common throughout the region,
provides special incentives and abatements to new investment activities. This allows state and
local governments to direct large tax cuts to a relatively small base of new and expanding firms.
A possible drawback to the approach is that the tax burden may be shifted to long-established
firms, preventing them from accumulating the financial capital to expand and modernize. A
second approach, that of establishing moderate overall tax rates and eliminating exemptions, puts
new and established firms on a more equal footing. But while the second approach may be
superior from the point of view of fairness, it may be self-defeating in an overall atmosphere of

inter-state tax competition.
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PART 2: RESULTS FROM A SIMULATION MODEL
OF BUSINESS COSTS AND TAXES

HOW DO STATE AND LOCAL TAXES AFFECT BUSINESSES?

Throughout the 1980s, state and local governments played an increasingly active role in
trying to attract and retain jobs. Their efforts were particularly intense in areas which experienced
declines in traditional manufacturing and extractive industries due to changes in global com-
petitive conditions. Tax policy was a major focus of the attempt to stimulate a healthy economy
both nationally and in the states. At the national level, reforms during the mid-1980s lowered
marginal tax rates for corporations. Several states followed with their own rate reductions,
including Colorado, which lowered the corporate tax rate for upper income brackets. However,
much of the push for state tax reform during the 1980s was directed toward the use of special
tax credits and abatements. Tax incentives, along with other inducements such as industrial
revenue bond financing, dominated much of the state and local involvement in efforts to
encourage business growth.

State and local governments have spent considerable time and money developing and
implementing both general tax reforms and specific tax incentive programs. Ironically, there is
considerable debate about whether the general level of state and local taxation, or any of the
specific abatement programs, influence job and investment growth. The issue has been examined

numerous times and in numerous ways.* A recent survey of IRDC members found that

4 Four good surveys of the literature include Joseph L. Bast, John H. Beck, Robert J. Genetski,
Richard C. Rue, and John W. Skorburg, Coming Out of the Ice: A Plan to Make the 1990s Illinois’
Decade (Chicago: Heartland Institute, 1989); Roger Wilson, State Business Incentives and Economic
Growth: Are They Effective? A Review of the Literature, Economic Development in the States, vol. 1
(Lexington, Kentucky: Council of State Governments, 1989); Robert J. Newman and Dennis H. Sullivan,
"Econometric Analysis of Business Tax Impacts on Industrial Location: What Do We Know, and How
Do We Know It?" Journal of Urban Economics, 15, (1988), 215-235; and H. Brinton Milward and Heidi
Hosbach Newman, "State Incentive Packages and the Industrial Location Decision," Economic
Development Quarterly, 3, No. 3, (Sage Publications, August 1989) 203-222.
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incentives are important in the final location analysis but not in the initial site selection” When
the search comes down to a few locations of equal merit, the location with the best incentives
is chosen. Blair and Premus suggest that choosing a location for a new establishment is really
a two stage process, with the firm choosing a general region for investment in the first stage and
a specific site in the second stage.® Taxes and incentives may become important at the second
stage for firms which have already decided to locate in a particular region. Brandon also reports
that incentives are more important for firms looking for new site locations rather than for firms
undergoing expansion.’

Studies examining the impact a state’s general tax structure have arrived at mixed and often
contradictory conclusions. Recently a consensus seems to be emerging that increases in overall
state tax effort negatively affect state income growth.! However, the question of whether it is
business taxes or personal taxes that most affect growth is still unsettled.

Like studies examining general taxes, studies of the effect of specific incentives also have
failed to resolve the question of whether the programs stimulate growth. For example, Steinnes®
finds no evidence that industrial bond finance incentives increase the number of jobs in manufac-
turing or services; in contrast, Papke'® discovers that subsidized bond financing positively affects
the number of new firms locating in a state. Papke also finds that tax incentives influence firm

location through their effect on the after-tax rate of return of a new investment.

5 David V. Brandon, "The Role of Incentives in Corporate Facility Planning," Corporate

Management, 159, no. 1,(January/February 1990), 15-18.

6 John P. Blair and Robert Premus, "Major Factors in Industrial Location: A Review," Economic
Development Quarterly, 1, No.1 (1987), 72-85.

7 Brandon, Corporate Management, pp. 15-18.

§ Bast, Coming Out of the Ice, p. 20.

9 Donald Steinnes, "Business Climate, Tax Incentives, and Regional Economic Development,” Growth
and Change, 15, no.2 (1984), 38-47.

10 | eslie E. Papke, The Influence of Interstate Tax Differentials on the Birth of New Firms: Estimates
of a Poisson Process, Center for Tax Policy Studies Paper no. 9 (West Lafayette, Indiana: Purdue
University, November 1986).
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An emerging issue in the discussion of taxes and growth is the question of accountability.
The public relations cost to a firm if the revenues achieved by the community do not justify the
incentives used to lure the firms has been well noted"".

In summary, the academic literature has offered policy makers little clear guidance about
the proper role of taxation in state economic development strategies. If, as Papke argues, both
corporate tax rates and incentives influence firm locations, then state and local governments must
be extremely concerned that they create a competitive tax environment; alternatively, if personal
taxes are more responsible for economic growth than corporate taxes or incentives, the emphasis
on incentive packages may be ineffective, and, in fact, wasteful. However, a number of studies
indicate that incentives, while not particularly effective in influencing initial firm location may

be an important factor in deciding the final site location once the general area has been identified.

I Brandon, Corporate Management, p. 17-18.
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SIMULATION MODEL GOALS, ASSUMPTIONS, AND DATA

In parallel to the academic debate about the role of taxes in business decisions runs a "real
world" policy debate in legislatures throughout the region. Legislators must try to balance the
needs of households, in-state businesses, and businesses that might potentially be attracted to the
state. The 1992 Kansas legislature faced a particularly difficult task, in that changes in the
method of school finance, while reducing property taxes overall, actually increased taxes in some
areas of the state.

At the request of the 1992 legislature, IPPBR employed a tax simulation model developed
with the sponsorship of Kansas Inc. in order to estimate the impacts of several alternative
proposals for changes in the Kansas tax structure. Since the end of the 1992 session, IPPBR has
updated the model and used it in order to produce two sets of comparisons: first, comparisons
of Kansas taxes with those in surrounding states; and second, comparisons of the impact of tax

changes on selected industries in various locations in the state.

Overview of Tax Simulation Model

The IPPBR Tax Simulation model provides a flexible method for comparing taxes and costs
across states. Although the model cannot answer the question of how strongly taxes influence
firm location decisions, it does develop a framework in which the question can be posed. The
model produces estimates of key variables affecting a firm’s location decision: the amount of the
firm’s federal, state, and local taxes, the cost of the firm’s inputs, and the costs of assets such
as land and buildings.

The model was developed to include the following capacities:

1. estimation of the business costs and taxes of a typical firm in each of several

industries.

2. estimation of costs and taxes for a variety of locations, including metro and nonmetro
areas.

3.  analysis of the impact of tax changes on Kansas businesses, broken down by cities and
industries.

4. estimation of the value of business tax incentives to new firms.
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5. comparison of the magnitude of interstate tax differences with interstate differences in
basic costs such as land and labor.

Results of the first three types of simulations are included in this report.

Industries Examined by the Simulation Model

The model currently includes 13 industries, selected as a representative of Kansas current
and prospective economic activity. The list in Table 18 includes agricultural based industries such
as meat products, traditional heavy industry such as construction machinery manufacturing, high
technology manufacturing such as pharmaceutical products, and service industries such as

research and development and data processing.

”

Table 18
Industries Selected for the Study

Industries SIC Code
Manufacturing

Meat Products 201
Grain Mill Products 204
Misc. Converted Paper Products 267
Commercial Printing 275
Pharmaceutical and Biological Products 283
Misc. Plastic Products 307
Fabricated Structural Metal Products 344
Construction and Related Machinery Mfg. 353
Electronic Components and Accessories 367
Motor Vehicles and Equipment Mfg. 371
Non-Manufacturing

Wholesale Trade: Durable Goods 508
Computer and Data Processing Services 737
Research, Development, and Testing 873

Industries selected jointly by Kansas Inc. and IPPBR.

;

Model Assumptions
The basic structure of the IPPBR tax model is fairly simple. The model begins with the

concept of a typical firm in each of a number of industries. A profile is developed for each firm,
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listing sales, costs, and assets. The profile is developed from published data taken from a number
of sources. Once the firm profile is in place, the model proceeds to calculate the federal, state,
and local taxes that the typical firm would incur.

Business tax incentives can dramatically alter the tax situation faced by individual firms.
For this reason, our model currently considers two types of firms; new firms that are assumed
to be eligible for business tax incentives, and established or mature firms that are assumed not
to qualify for incentives. Expanding firms, while not explicitly included in the model, can be
thought of as an intermediate case between the new and the established firms.

The model makes slightly different assumptions for each type of firm, which are listed
below:
New Firm Assumptions
1. Firms in each industry are assumed to hire 100 full-time employees.
2. Firms are export-oriented, selling 90 percent of their product outside the state.

3. Firms receive a full property tax abatement for 10 years. This applies only to firms in
industries that qualify for abatements, basically manufacturing and distribution.

4. Firms purchase a new structure and new machinery and equipment.

Firms qualify for job and investment tax credits. Firms in nonmetro areas are assumed to
qualify for job credits at the enhanced level of $2500 per employee.

6. All simulations are annual averages over a 20 year period. This means that the simulations
include part of the time period during which tax abatements have expired.

7. The model incorporates what is known as the federal offset. Reductions in state and local
taxes generally increase federal taxable income, and hence the federal income tax.

Established Firm Assumptions

1. Firms in each industry are assumed to hire 100 full-time employees.

2. Firms are export-oriented, selling 90 percent of their product outside the state.
3. Firms receive no property tax abatement.
4

Firms operate from buildings that were purchased previous to the period under analysis.
They replace some of their machinery and equipment each year.

5. Firms do not qualify for job and investment tax credits.
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6. All simulations are annual averages over a 20 year period.

7.  The model incorporates the federal offset. Reductions in state and local taxes generally
increase federal taxable income, and hence the federal income tax.

The Construction of Cost and Asset Profiles for Typical Firms

Table 19 shows an example of a profile, constructed for a printing and publishing firm with
100 employees. Costs are in annual terms, and both costs and assets are adjusted to 1987 base
year prices. The costs in the sample profile reflect U.S. average prices for labor, land, and other
purchases. However, the actual simulation model has the potential to incorporate local cost
adjustment factors for cities and nonmetro areas.

The value of buildings and machinery per employee, found in the asset section of the
profile, indicates the capital intensity of the industry. The greater the industry’s capital intensity,
the greater will be the impact of property taxation.

Many data sources were used to construct the cost and asset profiles. As a starting point,
important ratios such as sales per employee, payroll per employee, cost of materials per
employee, inventories per employee, and energy use per employee were derived from the U.S.
Department of Commerce Annual Survey of Manufactures, 1989 and the Census of Service
Industries, 1987. Supplementary information was drawn from the U.S. Treasury Department
Source Book of Statistics of Income.

Data on investment per employee and square footage per employee were compiled from a
listing of new corporate investments by industry published in Industrial Development and Site
Selection. Building costs were estimated by multiplying square footage times square foot costs,
the latter derived from Means Square Foot Costs: Residential, Commercial, Industrial,
Institutional.

Three types of local cost data were incorporated into the model. First, and most important,
were wage adjustments based on county wage and salary data from the Bureau of Economic
Analysis. Second were data on gas and electric costs provided on a by state basis by the
Department of Energy. Finally, data on construction in the states in the region were provided

by Means Square Foot Costs.
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Table 19
Example of a Firm Profile
Printing and Publishing

NUMBER OF EMPLOYEES 100
AVERAGE ANNUAL SALES $9,115,041
AVERAGE ANNUAL COSTS $6,460,754
Payroll ' 1,717,955
Production 1,088,414
Other 629,540
Employer’s Soc. Sec. Payments 131,424
Employee Benefits 251,120
Intermediate Goods and Services 4,767,961
Materials 3,353,493
Transportation 226,013
Utilities 186,553
Electricity 108,490
Gas 36,037
Water 2,567
Communications 35,846
Other 3,613
Business Services, inc. Advertising 223,256
Other 778,646
Depreciation (annual average) 709,942
Repair and Rental Payments 97,904
Interest Payments 384,013
Other Costs or Revenue (-) (1,599,564)
ASSET COSTS (excluding sales taxes)
Land $62,221
Buildings $3,083,968
Machinery $6,733,984
Inventory $660,286
Debt/Equity Ratio 0.90
Interest Rate 8.0%

Business Taxes
The Tax Simulation Model uses information from the cost and asset profiles to calculate the

taxes that would be paid by typical firms in each state. The model relies on a database of state
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and local tax rates, and a complete description of the base t0 which each tax applies. In essence,
the model fills out federal, state, and local tax forms for each typical firm, and calculates the
firm’s liability for each type of business tax. The model is careful to account for the feedback
effects among taxes. For example, the model incorporates the "federal offset "which occurs when
state and local taxes are deducted from federal taxable income. All calculations are carried out
for a fifteen year period, and then converted to annualized averages.

The Tax Simulation Model was designed to allow the user to make alternative assumptions
about the situations of the representative firms. Major assumptions are of three types, concerning:

1. the degree to which the firm receives tax credits and abatements.

2. the apportionment of income for multi-state firms.

3. the importance of costs other than taxes on location decisions.

Whether a firm receives tax incentives can make a large difference in its bottom line tax
bill. The results presented in this report contrast two alternative sets of assumptions. In one
scenario, firms are assumed to qualify for all incentives allowed for new firms in their respective
industries. The firm is assumed to locate in an enterprise zone in the states where enterprise zone
credits exist. In states which allow 100 percent property tax abatements, the firm is assumed to
receive the full tax break. The first scenario approximates the situation of a "footloose" firm
which can shop for the best incentive package available in the region. The alternative scenario
offers the firm no special tax credits or abatements. This scenario is intended to represent the
situation of a mature, long established firm which is currently neither expanding nor changing
locations. The mature firm pays taxes in line with the basic tax structure of the state in which
it is located. A mature firm may be discouraged from making additional investments in a state
by a high business tax level.

Another key assumption in the Tax Simulation Model is whether the firm is a multi-state
business. In general, a firm is considered a multi-state enterprise if some percentage of its
property, payroll, or sales is located in more than one state. Multi-state firms create complex
problems for state taxation, since the income of the firm must be divided among two or more
locations for tax purposes. As indicated in Volume 1 of this report, the federal government
cannot compel the states to follow any national guidelines for income allocation methods. For

the purposes of this study, firms are assumed to locate all of their property and payroll within
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a single state. In contrast, they are assumed to sell only 10 percent of their output in-state; that
is, the firms are export oriented.

The final set of assumptions concern the extent to which differences in non-tax costs are
built into the model. The appropriate set of assumptions depends on the type of question the user
is trying to address. If the user is interested in distinguishing differences in state tax structures,
a model which holds all other costs constant across locations is suitable. On the other hand, if
the user is interested in broader issues of cost competitiveness, an extended model which builds
in local cost adjustment factors for labor, utilities, and other key inputs, is more fitting. Results
from both approaches are presented in this report. It should be noted that the second approach
reflects feedback effects between costs and taxes. For example, suppose that a firm locates in an
area where land is expensive in comparison with other states. Then the full version of the model
will indicate high property taxes for the firm. The property tax level reflects not only the tax rate,
but also the land value. Similarly, income taxes in the full model reflect the impact of costs on

the taxable income base.
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SUMMARY OF TAX SIMULATION RESULTS FOR FIVE STATES

The IPPBR model was designed to compare taxes in Kansas with those in four other states:
Towa, Missouri, Nebraska, and Oklahoma. Colorado was also included in Part 1 of this report.
However, the unavailability of essential data made it necessary to leave Colorado out of this set
of simulations. For Kansas, simulations are performed for five locations: Olathe, Overland Park,
Wichita, and Kansas City, and a nonmetro average. Simulations for the other states include one
major city (Des Moines, KCMO, Omaha, and Oklahoma City), and a nonmetro average.

The model was run under the assumption that non-tax costs, with exception of some minor
variations in interest payments, are constant throughout the region. Although the assumption runs
contrary to fact, it serves to isolate the impact of taxes alone. Hence this type of simulation is

of the most interest to policy makers.

New Firms

From the point of view of a new firm which receives all available tax credits and
abatements, tax burdens in Kansas vary considerably with location. Table 20 shows the average
rank and percent of region for manufacturing industries and for non-manufacturing businesses.
Among the among the urban areas investigated, Overland Park provides the most favorable tax
climate, followed by Wichita, which ranks second lowest for manufacturing firms. With the
exception of Kansas City, Kansas, taxes in the urban areas of the state fall below the regional
average. Taxes should not prevent most Kansas urban areas from successfully competing for new
firms, assuming that the current package of incentives continues to be offered. For Kansas
nonmetro areas, the situation looks somewhat worse. Even when incentives are offered, taxes

for new firms are about 3 percent above the regional average.

Mature Firms

A mature firm faces a much less favorable situation in Kansas than does a new firm. Table
21 compares the situations of firms receiving no tax credits or abatements. Taxes for firms in
Kansas locations are generally the highest in the region. Taxes in Kansas City, Kansas exceed

the regional average by almost 14 percent. Taxes exceed the regional average by a significant
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percentage for both manufacturing and non-manufacturing industries, but the difference is slightly
more pronounced for manufacturing. The capital intensity of the manufacturing firms makes them
particularly vulnerable to the high level of Kansas property taxes. It appears that the recent
reduction in property taxes has done little to improve the business tax climate in many parts of
the state. For many industries, new sales and income taxes have offset the benefits of property

tax reduction.

—
Table 20
Summary Table: New Firms Receiving Tax Credits and Abatements
Partial Model: Variation in Taxes Only

Manufacturing: Other: Manufacturing: Other:
Location Taxes as % Taxes as % Kansas Rank Kansas Rank
of Regional Av. of Regional Av.

Metro Areas

Des Moines, Iowa 98.2% 98.1% 3 2
Olathe, Kansas 98.3% 100.3% 4 5
Overland Park, Kansas 97.1% 98.7% 1 3
Wichita, Kansas 97.8% 100.1% 2 4
Kansas City, Kansas 100.1% 103.3% 7 7
Kansas City, Missouri 99.7% 96.5% 8 1
Omaha, Nebraska 103.0% 101.9% 1 6
Oklahoma City, Oklahoma 99.2% 103.4% 5 8
Nonmetro Areas

Non-Metro, Iowa 97.3% 96.6% 1 1
Non-Metro, Kansas 102.6% 103.5% 5 4
Non-Metro, Missouri 98.5% 96.8% 2 2
Non-Metro, Nebraska 102.4% 101.3% 4 3
Non-Metro, Oklahoma 101.8% 105.3% 3 5

Source: Calculated by IPPBR. Metro ranks range from 1 (lowest) to 8 (highest). Nonmetro ranks
range from 1 (lowest) to 5 (highest).

—
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Table 21
Summary Table: Mature Firms Receiving NO Tax Credits or Abatements
Partial Model: Variation in Taxes Only

Manufacturing: Other: Manufacturing: Other:
Location Taxes as % Taxes as % Kansas Rank  Kansas Rank
of Regional Av. of Regional Av.

Metro Areas

Des Moines, Iowa 96.9% 97.6% 1 1
QOlathe, Kansas 108.6% 108.0% 7 7
Overland Park, Kansas 104.9% 104.9% 5 5
Wichita, Kansas 107.6% 107.5% 6 6
Kansas City, Kansas 113.9% 113.4% 8 8
Kansas City, Missouri 101.1% 98.9% 4 2
Omaha, Nebraska 101.1% 101.7% 3 3
Oklahoma City, Oklahoma 100.8% 101.8% 2 4
Nonmetro Areas

Non-Metro, Iowa 96.0% 96.1% 1 1
Non-Metro, Kansas 110.2% 109.7% 5 5
Non-Metro, Missouri 98.7% 97.4% 2 2
Non-Metro, Nebraska 101.6% 101.7% 3 3
Non-Metro, Oklahoma 103.6% 104.8% 4 4

Source: Calculated by IPPBR. Metro ranks range from 1 (lowest) to 8 (highest). Nonmetro ranks
range from 1 (lowest) to 5 (highest).

/

Breakdown of Taxes

Table 22 distinguishes the particular taxes responsible for the high overall level of taxation
for mature Kansas firms. For example, Kansas property taxes for an established printing and
publishing firm located in a typical nonmetro area exceed the regional average by about 70

percent. State income taxes exceed the regional average by an even greater percentage. The
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high income tax estimates can be traced directly to the assumption that the firms are export
oriented. In Kansas, a firm is liable for income tax based on in-state percentages of three factors:
payroll, property, and sales. In contrast, several other states in the region base their income tax
allocations on sales only, or on a combination of sales and property. For firms with most of their

sales out-of-state, the single and two factor formulas generally result in a lower state tax liability.

’

Table 22
Taxes for Printing and Publishing Firm
Results for Average Nonmetro Area

Type of Tax Kansas Region Kansas as
% of Region

Federal Taxable Income $2,209,632 $2,391,277 92.4%
Federal Income Tax $751,275 $813,034 92.4%
State Income Tax $119,960 $42,129 284.7%
Unemploy. and Workers’ Comp. $71,083 $44,413 160.0%
Property $237,765 $140,450 169.3%
Franchise $2,500 $4,357 57.4%
Sales Tax $30,928 $35,206 87.8%

On Machinery and Structures $7,836 $22,383 35.0%
TOTAL $1,213,510 $1,079,589 112.4%

SOURCE: Calculated by IPPBR
—
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CONSEQUENCES OF 1992 KANSAS TAX CHANGES

The final set of simulations in this report look at the changes in Kansas tax structure
legislated in 1992. Two pieces of legislation are key here: the school finance act and the Kansas
enterprise zone act. A summary of the major provisions of each are listed below:

School Finance Act

1. Introduced a 32 mill state mandated property tax as a substitute for much of the school
portion of local property taxes. Local option taxes with limits also allowed.

2. Increased state sales tax to 4.9 from 4.25 percent.

Increased corporate income tax to 7.35 from 6.75 percent for incomes over $50,000.
Decreased rate on incomes below $50,000.

4. Removed exemption on interstate telecommunications (with exceptions for telemarketing
firms).

5. Imposed a 2.5 percent sales tax on previously exempt items, namely electricity, gas and
water used in production, and original construction services.

Enterprise Zone Act

Eliminated most of the earlier enterprise zone incentives.
2. Eliminated enterprise zones in the usual sense.

Extended the sales tax exemptions on machinery and structures previously available in
enterprise zones only to the entire state, with restriction on the types of firms that qualify
for benefits.

4. Established job and investment credits of $1500 per new job and $1000 per $100,000
investment. Established a job credit of $2500 in qualified nonmetropolitan regions.

Results

Changes between 1991 and 1992 were simulated for five different locations in the state:
Olathe; Overland Park; Wichita; Kansas City, Kansas; and an average of Kansas non-metropolitan
areas. For each location, five industries were chosen to represent a mixture of firms which might
typify the area’s export base.

Actual 1992 property tax rates were not available at the time the simulations were run. To

run the model, rates were estimated on the basis of 1991 rates provided by the Department of
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Revenue and estimates of local option school property taxes provided by the Department of
Education.

Results of the simulations are shown in Tables 23 through 32. To clarify the results, a few
contrasting examples are useful. For instance, Overland Park had a low 1991 property tax rate
compared with other urban areas in the state. 1992 rates will rise substantially. In contrast,
Olathe, with an extremely high 1991 tax rate, should see a dramatic drop in taxes.

The nonmetro area simulations (Tables 27 and 28) provide an intermediate case. While
firms receive property tax reductions of about 14 percent, this is not always enough to offset the
losses due to increased corporate income and sales taxes. The results vary widely by industry.
For firms that make heavy use of inputs that become subject to the sales tax (plastics, data
processing), overall tax increases may result.

Any new tax plan will of course produce a set of winners and losers. Under the 1992
legislation, whether a firm is a winner or a loser depends on the area of the state in which it is
located, and just as importantly, on the amounts of newly taxable inputs (energy, etc.) that it
consumes. For many communities in the state, the 1992 Kansas tax changes are on average a
break even proposition (see the nonmetro simulations). However the impact depends heavily on
the industry examined. For firms that are intensive users of energy, like plastics producers and
producers of grain mill products, property tax reductions can easily be more than offset by sales

tax increases.
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CONCLUSIONS: PART 2

The IPPBR Tax Simulation model assesses the impact of current and proposed tax changes.
In this sense, it can be as useful tool to help inform the legislature and the larger community
about some of the potential consequences of changes in tax structure.

The tax model carefully distinguishes the situation of a new firm, assumed to be eligible for
tax incentives, from that of a mature firm, assumed to receive no tax incentives. The simulations
based on the new firm assumption measure the impact of incentives for economic development;
the simulations based on the mature firm assumptions measure a state’s basic tax structure.

The simulation model shows that new firms in most Kansas locations would, over a 20 year
period, pay a total amount of taxes very close to the regional average. Taxes should not
discourage firms from considering Kansas locations. However the situation is worse for mature
Kansas firms. Depending on location, the model shows taxes for these firms to be between 7
and 17 percent higher than the regional average. This may discourage Kansas firms from growth
and expansion.

The model shows that for many locations in the state, the positive effect of property tax
relief is offset by new corporate income and sales taxes. In general, the 1992 tax package does
little to bring the overall level of Kansas taxes in line with the region. However some areas of
the state, those which prior to 1992 levied extremely high property taxes for education, should

find it easier to attract businesses.
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Appendix A
State and Local Taxes

Colorado
Iowa

Kansas
Missouri
Nebraska
Oklahoma

Regional Totals
United States Totals
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