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II. EXISTING EVIDENCE
Variations in business tax liabilities among states and municipalities are
unlikely to play a major role in business site selection, location, or relocation
decisions. Existing studies, with a striking degree of consistency, have failed to
demonstrate a significant relationship between taxes and location decisions of

business firms.&

Studies:

Major reviews of literature on tax concessions document this conclusion.

"No empirical analysis has been able to find a significant relationship between
local taxes and ecanomic development.”’

"Only 3.3 percent of the new firms (in a survey), none of the expansions, and 6.3
percent of the new branch plants indicated they would have located in another
state in the absence of tax incentives™®

“Tax levels are either not applicable or of low concern to the typical relocating
plant... "...[O]nly about a quarter to a third of the relocating plants actually move to
new locations with lower property tax rates. The bulk, 40 to 50 percent, move
within the same taxing jurisdiction or to locations in towns with similar tax rates.

Ancther quarter move to jurisdictions with higher property tax rates"®

"Despite the perception among policy makers that taxes matter and, therefore, a
good incentive package should contain tax concessions, the overriding
conclusion from previous research is that taxes do not play a significant role in a
firm's choice of location among regions. Research also has shown that the other
nontax controlables contained in state and local industrial incentive packages play
little or no role in a firm's inferregional choice of location. But as the geographical
area diminishes, the importance of taxes and fiscal incentives increase.

EsFu::r reviews of these studies see: Larry C. Ledebur and David W. Rasmussen, “State Development Incentives”
(Urban Institute Report, May 10, 1983) and George A. Reigeluth and Harold Woilman, "The Determinants and
Implications of Communities Changing Competitive Advantages: A Review of Literature” (Urban Institute Repor,
January 9, 1979).

7Michael Kieschnick, Taxes and Growth: Business Incentives and Economic Development, (Washington, D.C.:
Council of State Planning Agencies, 1981).

8Fioger Vaughan, The Urban Impacts of Federal Policies: Vol. 2, Economic Development (Santa Monica: The Rand
Corporation, June 1977).

9Roger Schmenner, "The Location Decisions of Large, Multi-Plant Companies”, Mimeo, 1980.

10Conclusions of Barry M. Rubin and C. Kurt Zorn, “Sensible State and Local Economic Development,” Public
Administration Review, March/April 1985, 333-338. As sources supporting these canclusions, the authors cite:
Michael Wasylenko, “The Location of Firms: The Role of Taxes and Fiscal Incentives,” in Urban Goveroment Finance ,
Roy Bahl, Ed. (Beverly Hills, California: Sage Publications, 1981), 155-190.
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Transportation, energy, labor cost and market differentials tend to decrease as

the area under consideration diminishes, making taxes a more significant
locational determinant.“10
Further, it has been argued that the availability of special subsidies for
business has increased to the point that most states now offer standard types of
business location incentives.!l To the extent that this is the case, the
usefulness of these subsidies in affecting interstate cost differentials is "washed

out”,

Surveys

Corporations do not identify tax concessions as significant factors in location,
relocation, or expansion decisions. Roger Schmenner, in a far-reaching
examination of determinants of behavior of large firms identified the most

important influences in national plant location decisions (Table 2).2 The

Table 2
INFLUENCES ON PLANT LOCATION DECISIONS NATIONAL
Plant Openings in All Industries

Factors Viewed As "Musts” __Percent of Plants Citing Factor
Favorable Labor Climate 76
Proximity {o Market 55
Attractive Place for Engineers/Managers to Live 35
Proximity to Supplies, Resources (including energy) 31
Low Labor Rates 30
Proximity to Existing Facilities or Division/Company 25
Ease in Obtaining Environmental Permits 17

Source: Roger Schmenner, "Location Decisions of Large Firms: Implications for Public Policy,”
Commentary {Janvary, 1881},

11Jerry Jacobs, Bidding for Business, (Washington, D.C.: Public interest Research Group, 1979.

17‘-’F¥¢;‘goar W. Schmenner, Making Business Location Decisions, (Englewood Clifts, New Jersey: Prentice-Hall Inc.,
1982.
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seven conditions viewed as "musts" center on proximity to markets and

supplies, labor conditions and costs, and amenities. "Ease in obtaining
environmental permits” is the only "must" directly amenable to government
action in the short-term.

A major survey of influences on plant location decisions in Michigan
produced similar resuits (Table 3). Among the most important factors are
access to markets and suppliers, local cost considerations, and labor supply
and quality. Local property taxes are important, ranking sixth. Tax concessions,

on the other hand, ranked sixteenth among the 23 most important influences.

Table 3
INFLUENCES ON PLANT LOCATION DECISIONS
MICHIGAN
(Establishment Weighted)

Cnterion _TotalSample
Access to Markets 1
Land, Building, Rent Cost 2
Labor Cost 3
Skilled Labor Pool 4
Local Property Taxes 5
Transportation 6
Specialized Suppliers 7
Quality of Living 8
Raw Materials 9
Energy 10
Qualified Professionals 11
State Taxes on Business 12
Financing and Capital 13
Labor/Management Relations 14
Unemployment Compensation Cost 15
Tax Incentives 16
Attitude of State Government 17
Crime Rates 18
Workers' Cormpensation Cost 19
Licensing and State Regulations 20
Water 21
State and Local Government Services 22
Access to Universities 23

Source: Patricia A. Braden and Susan R. Rideout, "Location Decision-Making in Export-Oriented Businesg and
Industry,” (Ann Arbor: Division of Resea. ch, Graduate School of Business Administration, University of Michigan,
1978), p. W-13.
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Finally, a 1981 survey of 500 of the 1,000 largest U.S. industrial
corporations assessed the importance of factors in locating plants in the
continental United States (Table 4)}. In this study, "state and local attitude toward
taxes and business and industry" (i.e., tax structures and rates) ranked fourth in
order of importance. "Financing inducements” ranked fitteenth with 77 percent of
the responding firms indicating that these inducements were “fairly" (29 percent),
"quite” (32 percent) or "extremely” (16 percent) important. It appears, therefore,
that some forms of financial incentives (although, not necessarily, tax
concessions) are important in the site location decisions of a majority of large

corporations in the United States.

Recent Experience

Three examples of site selection decisions of major corporations which
received national attention, Microelectronics and Computer Technology
Corporation (MCC), General Moteors' Saturn Plant, and Volkswagon, provide
additional evidence on the possible role of tax concessions.

Both MCC and General Motors were vigorously courted by states and
cities, many of which offered extremely generous packages of financial
incentives to attract the new facilities. After national site selection processes,
MCC chase Austin, Texas and General Motors announced its intention to locate
in Springhill, Tennessee. In neither case did tax concessions play a role in the
site selection process. The State of Texas and City of Austin make a
commitment to provide ongoing support to the State's education system, a
commitment benefiting all firms and residents, and to assist employees in
locating satisfactory housing. The Saturn decision was made on the basis of
traditional location factors, primarily access to market, labor quality and costs,

and lpocal amenities.

- 1986
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The Volkswagon case provides an unfortunate example of corporate behavior in the

site selection process. Most knowledgeable observers now agree that Volkswagon

made its decision primarily on the basis of access to market, access to resources and

supplies and
Table 4
FORTUNE SURVEY
COMPARATIVE IMPORTANCE OF FACTORS IN LOCATING NEXT MAINLAND U.S.
PLANT

(1981 Rank Order)
1981 Factor __Weighted Score-

Rank Notable
{Figuresin () arg 1976 ranks 1981 _ 1976 Changes

1. Productivity of Workers (1) 82 B2

2 Efficient transportation facilities for materials and products (1) 79 8z

2. Community receptivity to business and industry (3} 79 80

4. State and/or local attitude toward taxes on business and industry (5) 77 79

5. Availability of energy supplies (3) 75 80 -5
6. Ample area for future expansion (8) 71 70

7. Casts of property and construction (6) 70 71

7. Availability of skilled workers (11) 70 65 +5

7. Quality of life for employees (/a) 70 n/a
10. State and local posture on environmental controls and processing

of Environmental impact Reports (6) 69 71

11, Water Supply (9) 66 68
11. Calm and stable social climate {14) 66 62 +4
13. Adequate civic waste treatment facilities (14) 63 62
14. Availability of technical or professional workers (22) 62 53 +8
15. Financing inducements {23) 61 51 +10
15. Fiscal health of state and/or city (12) 61 63
15. Proximity to customers (12) 61 63
15. Availability of unskilled or semi-skilled workers (10} 681 66 -5
19. State and/or local personal income tax structure (17) 60 60
20. Proximity to raw materials, components, or supplies (16) 59 61
20. Proximity to services {17) 59 60
20. Efficient transportation facilities for people (20) 59 55 +4
23. A growing regional market (20} 57 55
24. Availability of clerical workers (24) 49 47
25. Personal preferences of company executives {26) 42 36 +6
26. Proximity to other company facilities (25) 37 37
nfa: not asked.
*Welahted Score: Respondents were asked to rate each of 26 possible factors as to their importance in locating the

company's probable next new plant. The rating scale had five points, ranging from "extremely important” to "not at all
important.” For ease of interpretation, the answers were presented in the form of "weighted scores” so that if every
respondent had said “extremely important”, the weighted score would be 100, and if every respandent had said "not at
all important,” the weighted score would be 0.

Source: FORTUNE Market Research Survey, Why Corporate America Moves Where, (New York, New York: Time Inc,
1982), p,9.
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labor considerations. Having made, but not announced, the decision to locate
in Pennsylvania,the Corporation proceeded to play Pennsylvania and Ohio off
against one another to obtain the best possible "deal” from Pennsylvania. The
State responded by offering increasing costly tax concessions to "lock-up” the
decision. The characterization of this spectacle as "the Rabbit that ate

Pennsylvania” is descriptive.

Summary of Existing Evidence

There appears to be [ittle or no evidence that tax concessions play a major
or even significant role in the site selection processes of firms. The business
facility location decision-making process is complex and driven, primarily by
economic considerations beyond the capacity of state and/or local governments
to aftect, particularly in the short-term.

This dichotomy between the belief of many policymakers and practitioners
in the efficacy and need for tax concessions and the findings of existing research
literature is paradoxical. It appears that what is "good business practices” for
state and local governments and sound public policy is in conflict with what is
viewed as "good" or "expedient” politics.

Tax structures and rates and forms of financial incentives, other than tax
concessions, however, do appear to be important considerations in the site
selection process of corporations. This suggests that states (and localities) (b)
should be concerned about the effects of taxes on the competitiveness of
businesses in their jurisdictions, and (b) should consider more cost-effective
industrial incentives if they seek to offer financial assistance to firms to influence

their behavior to achieve some specified public purpose.

ASLAN » 1986
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III. COST-EFFECTIVENESS OF INDUSTRIAL
INCENTIVES

Cost-effectiveness for present purposes is defined as the ratio of actual
benefits received by the assisted firm to the real cost of the assistance to the
administering government. Use of this measure would permit state and local
governments 1o identify the benefit derived by the firm per dollar of public
expenditure and to allocate scarce development rescurces to their most cost-
effective uses.

Actual benefit to the firm of any form of public assistance is the difference
betwoeen operating costs in the absence of the government award and these
costs in the presence of this assistance. 13 The value of a financial incentive to
a firm is reduced by cost-offsets. The major offsetting cost is the loss of tax
benefits for which the firm would have been eligible in the absence of the
development incentive or tax-offsets. Firms pay both state and federal
corporate income taxes on net revenues, the effective rate of taxation varying
with the level of profitability and the tax policies of the state. An incentive
treated as revenue for tax purposes is directly taxed, reducing the benefits to the
firm of the assistance. For example, if a firm's marginal tax rate under current
federal rates is 46 percent, the actual value of a dollar of public assistance to a
firm making a profit is $.54. Incentives that reduce operating costs of firms that
would otherwise be tax deductible if incurred by the firm from its own resources
decrease the value of assistance in the same manner. For example, forms of
assistance which subsidize depreciable assets such as plant and equipment

reduce the amount of depreciation deductible from the firm's income.

13Caleulation of the value of bensfits 1o firms requires identitication of the tiow of gross benefits from the incentive,
the appropriate discount to compute present valuss of flows accruing over time, and any offsetting costs of
accepting the assistance.

ASLAN - 1086
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Costs to government of development incentives include direct outlays and

revenues forgone. When the subsidy involves a flow of government
commitments over time (as in the case of tax abatements) the present value of
the cost is determined by discounting the time stream of direct costs. The net
cost to government, however, may be less than the gross outlay because
subsidies increasing firm revenues or reducing operating costs also raise the
tax liability of the firm.

A minimum condition of sound slate and/or local government businegss
practice in providing incentives to business is that the ratio of benefits received
by the firm from the assistance exceed the cost to the administering
government. Thers appears to be no justitication for providing assistance to
private firms from public cotffers where government costs are greater than
private benefits.14

Calculation of the cost of development incentives is complicated by the
multilevel structure of the U.S. federal system. Changes in tax revenues
resulting from incentives--both positive and negative--may accrue to both state
and federal governments, and the full public sector cost of a development

subsidy is the combined federal and state cost. For example, the most cost-

1450me wil argue that measuring only direct benefits to tirms in terms of sffects of assistance undersiates the real
value of the incentive. This line of argumentation takes two tacks. First, there are benelits tc a community or state
of the location or expansion ¢f economic activity that are not readily quantifiable (such as the image of the business
climate, imporiance of the facility as a turnkey or catalyst in the economic development process, contibutions to
community, etc). Second, the baseline measurement ignores secondary bensfits generated through the
employment and income multiplier processs as new incomes are spent and respent in the economy.

The logic of these argumants cannot be denied. The first category of benelits, however, are essentially inlangible,
and in the absence of quantifcation, can be used 1o justily almost any undertaking. Whila thuse intangible benafits
should be recognized, past abuses in using intangible benefits to justify otherwise inefficiunt public expeditures
argues for cautien in the extreme in weighing these factors.

Secondary incoms and employment benefits can be quantified. The cost-effectiveness model can build in
income and employmant multipliers. Application of the expanded modal, howevar, has damanstrated that
projects that are not cost-effactive in terms of direct bensfits to the recipient firm seldom becoma cost-
elfective aven when secondary benefits are included. Further, multipliers used by state and local
governments are, al limes, somewhat unrealistic. Absurdly large multipliers have been used to justify
projects that otherwise would not meet a reasonalble test of bensfits 1o costs. Therefore, we argue for

caution in the application of secondary banefit tests of cost-elfactivenass.

- 1936

° 11



TAX CONCESSIONS IN STATE AND L OCAL ECONOMIC DEVELOPMENT < 12
effective instrument of industrial finance available to state and local

governments, by far, is industrial development bonds. Costs of IDBs are borne
by the federal government in the form of tax expenditures resulting from the tax-
exempt nature of these bonds. The cost to the state is a relatively modest tax
expenditure, while the benelfits to the firm may be great. This situation results in
a low (that is favorable) cost-to-government/benefit-to-firm ratio from the state
and local government perspective. Consequently, use of IRBs has proliferated.
Inclusion of federal tax expenditures In the IRB cost-effectiveness calculations,
however, reduces the effectiveness of this instrument below several other tools

of industrial finance.

Table 5
COST EFFICTIVENESS RATIOS
FOR SELECTED DEVELOPMENT INCENTIVES

Cost to Government/Benefit to Firm
Incentive Federal State Combined
LOW PROFIT FIRMS2
Inter idi
Industrial Revenue Bondsb 2.01 0.18 2.19
Subsidized Direct Loan -0.33 1.47 1.14
toan GuaranteeC 0.79 0.79
idized Pr ign In
Equipment -1.11 2.36 1.25
Land -(.58 158 1.00
Plant -1.40 2.40 1.00
Tax Abatement -0.42 1.42 1.00
HIGH PROFIT FIRMSC
I Subsidi
Industrial Revenue BondsP 224 0.25 2.49
Subsidized Direct Loan -0.84 1.82 0.98
Subsidized Production Inputs
Equipment -0.53 1.71 1.18
Land -0.58 158 1.00
Plant -1.40 2.40 1.00
Tax Abatement -0.85 1.85 1.00

Source: "A Methadelogy for Selecting Economic Development Incentives”, op. cit.

a. Low profit firms face a federal carporate income tax rate of 20 % and an average state corporata income tax of 5 %. The
combined tax rate is 24 percant under the assurnption that states do not allow the deduction of federal income taxes.

b. Industrial revenue bonds are federally funded via tax expenditures. :

c. Assumas a default rate of 22 percent. .

d. High profit firms face the maximum federal corporate tax rate and an average state corporate income tax of 5 %.

The combined tax rate is 48.7 % under the assumption ates do n lfow th i federal ingome taxes.

ASLAN 1986
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Cost etfectiveness ratios for selected interest subsidies, subsidies for

production inputs and state and local tax abatement are presented in Table 5.
Cost-effective incentives will have ratios of less than one. Negative ratios
indicate the most cost-effective incentives. A general principle emerging from
this table is that the federal system diminishes the cosi-effectiveness of many
forms of development incentives. Whenever a form of assistance raises profits
or lowers costs, the aided firm faces an ncreased income tax | iability the
federal government receives most income tax revenues, the states, in effect,
subsidize the federal government when they assist business firms.

Tax concessions are not cost-etfective. State and local government
revenues foregone through tax expenditures are greater than benefits derived
by recipient firms. It is unlikely that any form of tax concession can be cost
effective. One application of the cost-effectiveness methodology examined the
benefits to firms and cost to governments of business income taxes, property
taxes, and employment tax credits in one state. The cost-effectiveness of these
tax concessions were examingd for large and small firms in four industries:
(1) capital intensive manufacturing, labor intensive, high technology
manufacture, (3) wholesale supply, and (4) a business supply service industry.
Two primary findings emerged.

= Although numerators and denominators of the cost

effectiveness ratios varied widely across type of tax
concession, firm size and industry, none of the ratios

exceeded one, e.g., in no cgse were the tax ¢oncessions
cost effective.

= In every case, even where tax concession ratios
approached unity, there is always some more cost etfective
instrument for pursuing the public purpose.

The imporiance of tax incentives lies primarily in psychological etfects on

businesses. They are often viewed as measures of a jurisdiction’s business

ASLAN = 1986
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climate and willingness to work with business to improve their operating

environment. This argues that state and local governments should offer a small
set of tax concessions that are relatively inexpensive in terms of tax revenues
forgone.

Cost-effective industrial incentives are those that leverage investment from
commercial lending and investing institutions. Among these are loan
guarantees, direct interest subsidies, and incentives targeted to nondepreciable
assets.

Loan guarantees to small businesses are the most cost eifective of all
industrial incentives evaluated. At a default rate of 22 percent the cost
effectiveness ratio of this form of assistance to small firms is 0.79. This ratio is
highly sensitive to the ex post default discount rate. Estimates indicate that
default rates can be as high as 40 percent before loan guarantees are no

loanger a cost effective instrument of industrial finance.

ASLAN « 1986
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IV. CASE STUDY
It is useful, in addition, to examine a "real word" case in which a major
manufacturing corporation sought a tax concession from a small local
government. Aslan and the Center for Public Policy of the University of
Northern lllinois were requested to evaluate the request and make
recommendations to the affected local governments. The following case study

is excerpted from their repont.

Introduction

[n 1984, Chrysler requested a property tax abatement from Boone County,
illinois, the City of Belvidere and other constituent local governments to
underwrite a portion of the costs of retooling and automating the Belvidere
Plant for production of the new "P" Car product kne. This automated assembly
plant would also introduce the "just-in-time" method of inventory control which
requires suppliers to be located in some degree of proximity to the production
facility.

The corporation did not specify whether they sought a total or partial waiver
of their property tax iiability.

Chrysler anticipated that the net employment change resulting from
automation of the Belvidere Plant wilt be negligible. Evidence from other plants
that have moved to integrated, robotized assembly lines supports this position,
If the new method of inventory control attracted suppliers into Boone County,
aggregate employment in the County would be expected {o increase.

The decision on Chrysler's request for a property tax abatement was not
anticipated to affect the decision on the Corporation's investment in the

Belvidere Plant.

ASLAN - 1986



ASLAN

TAX CONCESSIONS IN STATE AND LOCAL ECONOMIC DEVELOPMENT © 16
Chrysler supplied internal operating data and information on the new

investment program. This exercise in good corporate citizenship was somewhat
unprecedented in relationships between major corporate entities and local

governments.

State Participation

llinois, through the efforts of the Department of Commerce and Community
Affairs (DCCA) and with the backing of Governor James Thompson, offered
several components of the financial incentive package that was being
negotiated between Chrysler, the State and the local governments of the Boone
County area. Major components of the State part of the package were:

> A state customized training grant of $1 million to be used to
retrain workers at the Belvidere plant for new production
technology. A plan to seek $4 million in matching federal funds
was rejected by the U.S. Department of Labor.

o Designation of a 10 square mile area incorporating the Chrysler
plant and other industrial activities as an enterprise zone. The
primary financial benefit to Chrysler from the designation would be
an additional $850,000 in investment tax credits to be applied
against their State income tax liability.

- Guarantee by the State of low interest loans, possibly linked to
Industrial Revenue Bond issues.

> Construction by the State of a highway spur to the plant that was
awaiting approval by the Department of Transportation.

Although these inducements were never publicly announced as formal
State commitments, lllinois had indicated its willingness to try to provide these

and, possibly, other incentives.

+ 7988
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Issues in Evaluation

Within this framework, a variety of factors should be considered in the

decision-making process.

1. Benefits of Industrial Subsidy: Two basic conditions must be met
to justify the award of an industrial subsidy. (a) Benefits are generated in the
jurisdiction that would not otherwise be realized. (b} The value of the resuilting
benefits exceed the cost of the subsidy borne by the local government. Sources
of potential benefits to Boone County from reinvestment in the Chrysler plant
were expanded levels of economic activity in the plant itself and possible
location of suppliers in the County resulting from the introduction of the "just-in-

time" method of inventory control.

Reinvestment in Belvidere Plant: Boone County would benefit from
the retooling of the Belvidere Plant. The company stated that present
levels of employment will be maintained in the automated plant. The risk
of closure or reduction in the scale of operation of the plant with the
phasing out of the Omni and Horizon models was removed. The linkage
of the benefits to the request for property tax abatements, however, is
uncertain.

o Implementation of this course of action did not appear to
hinge on the decision of Boone County governments on
property tax abatement for Chrysler. It appears that Chrysler
was committed to retooling the Belvidere facility for “P" car
production, regardless of the outcome of their request for
waliver of tax liabilily.

o Taxes represent a relatively small portion of overall
business costs and, therefore, would not be expected to be
a major influence in Chrysler's decision. The Corporation
paid no state income tax in lllinois in the last two years due

ASLAN + 1986
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Attraction of New Suppliers: Introduction of the "just-in-time" method
of inventory control would serve as a magnet attracting suppliers to
locations proximate to the "P" Car facility. To the extent that these
suppliers locate in Boone County, the local jurisdictions would benefit
through expanded levels of economic activity, income, employment
opportunities and an expanded tax/revenue base. Again, however, the

linkage between awarding the property tax abatement and realization of

TAX CONCESSIONS IN STATE AND L OCAL ECONOMIC DEVELOPMENT

fo carry forward of losses permitted under Federal IRS
regulations.

Total state and local taxes paid by Chrysler on the
Belvidere Assembly Plant were less than one percent of the
value of goods produced in 1983 (.75 percent).

Property taxes paid to Boone County taring jurisdictions
represented 38.2 percent of the Belvidere plant’s total state
and local tax liability and slightly over one-quarter of one
percent of the total value of goods produced in 1983 (0.28
percent). It is doubtful that this cost would be a major factor
in Chrysler's decision on the location of the "P" car facility.

o The importance of tax concessicns appear to lie primarily
in their psychological effects on businesspersons. They
can be viewed as a measure of the business climate in an
area and the willingness of the local government to work
with business to improve their operating envircnment. This
argues that, it local governments wish to provide tax
incentives as a demonstration of their suppont of business
enterprise, these concessions should be primarily symbolic
and entail only modest costs (tax expenditures).

o Chrysler can no longer be considered a corporation at
risk in the U.S. economy. In 1983, net earnings were
$700.9 million. For the first nine months of 1984, Chrysler
reported net earnings of $1,770.3 million.

these benefits was unclear.

= 1986

o It was in Chrysler's financial self-interest to move to the

new method of inventory control, and good public relations
to work with Boone County governments to build a local
economic development strategy around its introduction.

18
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> A program manager at Buick City in Flint, Michigan
estimates that "just-in-time" inventory procedures can
reduce inventory costs by 50 percent. Even if this estimate
is overstated by 100 percent, the resulting cost savings
were significant and justify movement to tiie new system of
inventory contral.

2. Costs of Industrial Subsidy: Three cost dimensions needed to be

considered in evaluating Chrysier's request: (1) direct costs or tax expenditures

over the period for which the tax waiver would be granted, {2} the fiscal impacts

on the various governmental jurisdictions of Boone County and (3) other costs

arising as a consequence of an abatement award.

« 1986

B.

A. Direct Costs

o In 1983, Chrysler paid $638,269 in property taxes to
Boone County governments. The Community School
District, followed by the City ot Belvidere and Boone
County, are the primary recipients of property taxes paid by
Chrysler. These three jurisdictions account for
approximately 92 percent ¢of these receipts.

o Without increases in assessed value or property tax rates,
the cumulative cost of a total abatement over five years
would be $3,181, 345 and $6,382,690 over ten years.

> These estimates understated the cost expenditures of a
total tax abatement. The value of the propery will increase
through the new investment. Chrysler did not provide an
estimate of the resulting market value of the plant.

Fiscal Impacts

o Properly tax receipts are a major revenue source for
Boone County governments. On average, property taxes
comprise 25 to 40 percent of ravenues in these tax districts.
Belvidere Township and the Community School District
were most heavily dependent on property i1ax receipis.

o This major role of the property tax in the revenue
structures of these local governments suggests that public
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officials should exercise caution in opening the door to
requests for abatements on business property.

> In 1983, Chrysler property tax payments constituted 18
percent of total taxes paid on property in the City of
Belvidere and 9.6 percent of the Community School
District's property tax receipts.

o Chrysler's property tax payments in that year represented
approximately 5.5 percent of the City of Belvidere's revenue
base and 2.9 percent of that ot the Community School
District.

o It a complete property tax abatement was awarded to the
Chrysler facility, these governments would face the need to
transfer this burden through either increasing revenues
from other sources or reducing the quantity or quality of
services provided.

C. Associated Costs

«  Award of any tax concession invariably sets precedents
and raises equity issues in the eyes of other firms within the
taxing jurisdiction. State and local governments considering
waivers of tax liability for individual firms or categories of
firms should anticipate requests for equal or equitable
treatment by other firms.

o The issue of precedent will also arise in the efforts of
Boone County and Chrysler to attract suppliers into the
area. Regardless of the outcoeme of the Chrysler decision, it
should be anticipated that other firms considering location
in the area to serve as a supplier to Chrysler may request
special concessions from local governments to underwrite
their costs of location and operation.

« "P" car production at the Belvidere facility might increase
the demand for public services and public infrastructure
which must be provided from public revenues. Location of
suppliers in the County will increase the demand for public
services and infrastructure. Local officials should anticipate
increased public outlays.

3. Form of Subsidy

If a decision was made that an industrial subsidy is justified, the

appropriate form of subsidy should be identified.

« J986
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> Tax abatements tend not to be a cost-effective form of
assistance to firms. Evaluation of the property tax
abatement program of one state found that, for every dollar
of value of the assistance to firms, two doliars of revenue
were foregone by the state.

= The deductibility of property tax payments from federal
and state corporate income taxes significantly reduces the
cost effectiveness of this form of tax concession. Only if the
firm has no corpeorate tax liability will tax abatements have
a high effective value to firms.

» Other forms of assistance tend to have higher ratios of
benefits to firms over costs to the administering
governments. If a subsidy is justified, other more cost-
effective forms of assistance should be considered.

o Labor training customized to the particular skill
requirements of individual plants or firms has been found to
be highly cost-effective. For any given cost to government,
benefits to the firm are likely to be greater if the assistance
received is in the form of customized training rather than tax
concessions.

o Benefits of the retooling of the Belvidere plant are not
contained solely within Boone County. Approximately one-
half of the Chrysler workers reside in Rockford. The state
also benetits from retention of the assembly plant within its
jurisdiction through increased tax revenues and lower rates
of unemployment. Distribution of costs of any subsidy
among government jurisdictions should reflect this spillover
of benefits beyond Boone County.

4. Depth and Duration of Subsidy
It was recommended that, if the local governments chose to offer a tax

concession, the abatement be linked to new investment and performance, and

be for a carefully specified period of time.

o Property tax concessions should be made for that portion
of the firm's tax liability resulting from new investment and
related increases in property values, a partial rather than
total waiver of tax obligation.
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» Abatements could also be linked to performance criteria
for Chrysler. For example, the plant could become eligible

if new suppliers locating in the County increase the area's
revenue base.

o Once granted, it is politically difficult to terminate tax
concessicns awarded to a firm. Tax concessions should
be for a term related to the period necessary for a firm to
accomplish given objectives.

Resolution

Bocne County local governments felt that some, at least symbolic, gesture
was required to demonstrate their cooperation with Chrysler. A declining, time-
bounded, abatement was proposed. Property taxes were to be abated over a
four year period. In the first year after the new investment, a full abatement of
Chrysler's property tax liability was proposed. In the second year, 75 percent
of the liability was to be abated, and 50 percent in the third year. In the fourth
and final year, Chrysler would receive a concession equal to 25 percent of its

property tax liability.

Epilogue

On March 7, Chairman Lee A. lacocca announced that Chrysler "is
abandoning plans for hundreds of millions of dollars in domestic expansion in
favor of foreign purchases, largely because of the Reagan administration's
decision not to request a fifth year of quotas on Japanese auto exports to this
country." Other causes of the change in Chrysler's plans identitied by lacocca
are {1) the high value of the U.S. dollar and (2) federai energy policy that gives
the U.S. the cheapest gasoline in the world.

Chrysler will increase imports from its Japanese partner, Mitsubishi Motors,

by 200,000 units a year. This 200,000 substitutes for the majority of the new
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capacity Chrysler had anncunced would be built in the United States if the

import quotas were retained.

Realignment of strateqgy by Chrysler in response to the elimination of
quotas included the decision not to build the new "P" car at Chrysler's plant in
Belvidere, lllinois. According to the Washington Post, tne fate of the Belvidere
plant is uncertain, even though lacocca said he would "move heaven and earth”
to try to keep it open.

Subseguently, the facility wwas converted to the production of vans.
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V. CONCLUSIONS

The evidence is strong that tax incentives play little if any role in
influencing the location of industry among states beyond serving as an indicztor
that a state is willing to work with business. Site location decisions are baced
on primary cost factors, in particular, energy, transportation, and labor, as vrell
as access to suppliers and markets. Where differences in the factors .are
significant among regions and/or states, tax concessions are unlikely to prov de
adequate offsets.

This evidence does indicate, however, that tax incentives may be eiffective
in influencing business decisions among local jurisdictions within a state or
substate area providing similar energy, transportation, and labor costs with
relatively equal access to markets and suppliers. Local jurisdictions may
choose to compete with other adjacent or nearby local governments through
tax concessions. They should recognize that, although these competitive
strategies may have loca!l payolfs, their primary effect is simply to move
economi¢ activity around within the state or substate area. They contribute little,
if anything, to overall state or national economic development.

The rush to tax concessions to business by state and local governments
is paradoxical in the absence of any substantive evidence that these incentives
influence firm decisions and behavior in ways that contribute to the public
purpose.

Proliferation of tax incentives occurs, in part, because of the failure of
researchers to effectively communicate the inadequacies of concessions as
tools of public policy, and the penchant of policymakers to dismiss research as
being "academic” and not accurate representation of the "real world". Also, it

occurs, in part, because legislators voting against business tax concessions risk
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being labeled "anti-business”, a pejorative reference, presumably, entaiing

political risk.

But it also occurs because "business” has learned to play the game, and to
play it very well. Site locaticn decisions are made, primarily, on the basis of
considerations that lie beyond the capacity of state and local governments to
influence. Once the decision is made, however, many businesses appear quite
willing to pressure state and local governments for tax breaks and to glay
governments off against one another to increase their leverage in obtaining
reductions in their tax liabilities. Where these tax concessions are granted in
these cases, businesses are subsidized for undertaking actions that are in their
own financial self-interest and which would have been undertaken in ‘he
absence of the public assistance.

Throughout the United States, state and local governments are being
subjected to pressures to provide special tax concessions in the name of
"economic government”. Subnationai governments must become increasirgly
sophisticated in dealing with these issues and develop the capacity to sit at the
bargaining table with industry as informed, equal partners. Two initial steps are
necessary. First, state and local governments should understand the cost-
effectiveness of various tools of government for assisting business enterprise.
Second, they should establish a consistent decision-making framework and
guidelines for evaluating the desirability of awarding incentives to firms and
avoid the trap of making these decisions on an gd hoc case by case basis.

Nine basic guidelines are recommended to the state and local
governments as central piilars in a decision-making framework.

1. The primary responsibility of local governments is to provide
the level and quality of public services and public infrastructure
consistent with the preferences and requirements for basic welfare
of its citizens, and to ensure the revenue base necessary to this
end.
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2. The appropriate concern of local governments is the overall tax
structure, its capacity to generate necessary revenues, equity in
the distribution of tax burdens between citizens and businesses,
and the effect of business taxes on the competitiveness of the local
business environment.

3. Subsidization of business enterprise lies beyond the
conventional scope of responsibilities of local government and
should only be considered in exceptional circumstances in which
the essential welfare of the jurisdiction is at issue.

4. Revenues forgone through tax concession should be regarded
as costs to the local government no less real than direct
expenditures.

5. Industrial subsidies should not be awarded to businesses for
actions undertaken in pursuit of their own financial self-interests.

6. Local governments should establish overali policies on
industrial subsidies and avoid operating on an ad hoc¢ or case-by-
case basis. These policy guidelines should be overriden only in
exceptional circumstances.

7. Industrial incentive programs should operate within carefully
specified budget constraints. All too often incentive programs are
administered with no clear account of their costs, especially those
resulting from otf-budget programs and tax expenditures.
Adherence to budget constraints encourages the carefui targeting
of resources and the use of the most cost-ettective instruments to
achieve public development objectives.

8. Jurisdictions should use the most cost-etfective instrument for
accomplishing their purpose. In most cases, there will be little
justification for using less effeclive incentives. Two possible
exceptions to this general rule can be identilied. First, the use of
limited tax concessions with firms considering relocation from
other jurisdictions or relocation to another jurisdiction may be
justified because of the psychclogical dimensions ot concessions
to businesses. Even in these cases, jurisdictions will want to
ensure that they are not being "blackmailed” by the possibility or
threat of relocations simply to "sweeten" a move that the firm would
undertake in any case. Second, in some cases the jurisdiction
might be justified in using an incentive of lesser cost-effectiveness
that delivers a higher effective value to the firm in order to achieve
the necessary leverage with the firm.

9. Cost-effectiveness ratios should be used to rank applicant firms
and determine priorities for allocating limited state and local
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industrial development rescurces. These ratios measure the
efficiency of state expenditures in providing financial assistance to
firms. They are, therefore, the appropriate reference for guiding
decisions on allocating industrial development resources.
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