g RS Harris
BANK .
(gc&smnois . Economlcs

December 17, 1982

THE IMPACT OF STATE AND LOCAL TAXES ON ECONOMIC GROWTH: 1963-1980

by Robert J. Genetski and Lynn Ludlow

In 1978, the Economic Research Office of the Harris Bank presented the first
comprehensive analysis of the impact of state and local taxes on state economic
performance.l The study concluded that over the period 1970 to 1977 a strong,
inverse relationship existed between changes in state tax burdens and state
economic performance. More specifically, it found that those states which
decreased their tax burdens, relative to the national average, tended to experience
above average economic growth while those states which increased their tax

burdens, relative to the national average, tended to suffer below average economic
growth,

Due to the increased importance of the issue of state taxation and the
comments originating from the 1978 study, a second study has been conducted by
this research office. It was undertaken to update the previous study and to

‘ incorporate suggested statistical improvements. The findings of thlS study support
and expand upon the earlier conclusions;

1) An inverse relationship exists between changes in state relative tax
burdens and state relative economic growth. Those states with decreasing
relative tax burdens tend to experience subsequent above average
economic growth, Those states with increasing relative tax burdens tend
to experience subsequent below average growth.

2) The relationship between taxes and income growth has existed over
different time periods and changing economic conditions since 1968.

3) The relationship is stronger for states that have a distribution of income
sources (such as farming, manufacturing, mining, ete.) similar to the
national average. The economic growth of states which have a
distribution of income sources dissimilar to the national average may be
significantly influenced by factors other than changes in tax burdens.

1Robert J. Genetski and Young D. Chin, "The Impact of State and Local
Taxes on Economic Growth," Harris Trust and Savings Bank, November 3, 1978.

‘ This report is a final version of research completed in July, 1981.




The Study

The second study, like the first, is designed to determine the extent to which
state and local taxes impact state economic performance. Two methods were used
to analyze the impact of taxation: 1) an analysis of the relationship between the
level of state tax burdens and relative state economic growth and 2) an analysis of
the relationship between changes in state tax burdens and relative state economic
growth. The results of both of these inquiries are discussed later in this paper.

Measuring State Tax Burdens

This study defines a particular state's tax burden as its total state and local tax
receipts as a percentage of its personal income.2 Ideally an analysis of tax
burdens might isolate changes in specific tax rates imposed by states and localities
and analyze their individual impact on economic growth. However such an approach
is impraetical for two reasons: 1) historical information on specific state taxes are
often unavailable or unreliable and 2) there are countless different tax rates
imposed and these differ widely in their degree of enforcement from state to state
and locality to locality. For these reasons actual state and local tax receipts
relative to personal income were found to be the most practical means of measuring
tax burdens.

It is likely that different types of taxes such as sales, property, or income
taxes, have different potential economic impacts. It may be fruitful to explore,
within the framework of a similar study, the individual impacts of such taxes on
state economic activity. However, for the purpose of limiting the scope of this
study, state and local taxes are treated in the aggregate.

The tax burden for a particular state in a particular year is given by the |
following equation:

state tax burden;, = Rig
Yit

Where Rit represents total state and local tax receipts for the itP state in
year t, and Yit represents total state personal income in the ith state in year t.

2Tax receipts are a measure of the total state and local general revenue from
"own" sources. Data for the fiscal years 1963 to 1977 were obtained from Tax
Foundation, Inc., Facts and Figures on Government Finance (Washington, D.C.),
table 120, various years. Data for the fiscal years 1978 and 1979 were obtained
from the U.S. Department of Commerce, Bureau of Census, Governmental Finances

(Washington, D.C.: U.S. Government Printing Office), table 5, various years.
The state personal income data source was the U.S. Department of Commerce,
Bureau of Economic Analysis.
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Since the focus of the study is the comparison of each state's tax burden to all
other states, the variable is usually presented as relative to a national average
(Where this is not the case it will be so indicated). The relative tax burden for a
particular state in a particular year is given by the following equation:

state relative = Riy , Rust
tax burdenj, Yir, = Yus

Here Rust represents total state and local tax receipts for all states in year t
and Yust represents total personal income for all states in year t3.

Measuring Relative State Income

State personal income is used as a proxy for state economic growth since these
data represent the most comprehensive figures available on state economic
performance. As with the tax burden measure, state income is presented as relative
to a national average for purpose of comparison. The relative income level for a
particular state in a particular year is given by the following equation:

state relative income levelj, Yig

Yust

An actual example may be helpful in illustrating this caleulation. In fiscal4
1979 the state of New York collected $29.5 billion in state and local taxes while the
U.S. total state and local tax receipts were $266.5 billion. New York's personal
income level was $153.2 billion and the U.S. total personal income was $1,818.2

billion. Therefore, New York's relative tax burden and income in 1979 were as
<follows:

New York relative 29.5 266.5
tax burden 1979 = 153.2 =~ T8I8z = 1.31
New York relative _ 153.2

|
"

=

%

income in 1979

3Preliminary analysis conducted both in 1978 and in the current study found
that during the 1970's Alaska experienced extraordinary economic growth as a result
of the construction of the Alaskan pipeline. Alaska has been omitted from the study
as an individual state and has been excluded from the U.S. total tax and income
figures. For a further explanation see the 1978 report.

4State and local fiscal years are measured from duly 1 through June 30.
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Interpreting these numbers: New York's tax burden was 31 percent higher than
the national average and the state income comprised 8 percent of the U.S. total
income in 1979, While the relative tax burden concept is useful when comparing
New York to other states, the relative income figure is not. It is necessary to look
at the growth in a state's personal income over time to determine a state's relative
economic performance.

Measuring Changes in Relative Income

To determine the change in a particular state's relative income over a specific
period of time a log linear growth series is used. The procedure is as follows:

1) The particular state's relative income is determined (as in the
example above) for each year of the specified period.

2) The natural logarithm is taken of each relative income measure.

3) These natural logarithms are regressed against time.

The resulting beta coefficient of the regression is the continuously compounded
relative income growth rate for the particular state over the particular time

period. This procedure was then repeated for each of the remaining states.

Analysis of State Tax Burden and State Income Growth

On a year to year basis dramatic fluctuations can often occur in many states'
economic performances. During recession years, states which have highly eyelical
industries tend to experience relatively weak income growth. During economic
boom periods, these states may experience tremendous growth. Since short-term
factors tend to dominate these year to year fluctuations in state income, it is
important to analyze income growth over a longer period. After testing various
time spans, it was found that a seven year period minimizes short-term influences
without dampening meaningful movements in relative income growth. Relative tax
burdens are also measured over seven year periods.

In Chart I, the change in relative income levels and the average level of tax
burdens (state tax receipts divided by state personal income) are plotted for each
state over the period 1972-1979. The vertical axis shows relative income growth
with the zero mark representing the national average growth over this period.
Therefore a state which lies in the positive region experienced income growth above
the national average, and a state which falls in the negative region experienced
income growth below the national average. Average tax burdens are measured on
the horizontal axis. The average state and local tax burden for the nation as a
whole was 15 percent and is shown here by the verticle line at .15. Those states
which fall to the left of this line had a lower than average tax burden during the
years 1972 to 1979. Those states that fall to the right experienced tax burdens
greater than the national average.

As can be seen from Chart I, there is no systematic relationship between a
state's average tax burden and its concurrent relative economic growth. The next
step is to analyze the relationship between changes in relative tax burdens and state
relative economie growth,
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Measuring Changes in Relative Tax Burdens

Changes in relative tax burdens are measured in the same way as changes in
relative income. The beta coefficients of the log linear regression equations yield
continuously compounded tax burden growth rates for each state over the seven year

period.

The Lags and Periods Tested

In addition to experimenting with different period lengths, various lag times
between taxes and income were also tested. There was no systematic relationship
apparent when income changes were allowed to precede changes in relative tax
burdens. This suggests that changes in relative tax burdens were not occurring in
response to income or population shifts. Also, there was no apparent relationship
between changes in the two variables when the data were analyzed
contemporaneously. The relationship improved as the seven year period for which
changes in the tax burden were measured was allowed to precede the seven year
period of income changes. The best relationships were observed for three to six
year lags with the most consistent results oceurring with a four year 1ag5.

5 A concern was raised in response to the 1978 study that a predetermined
relationship might exist between the tax burden and income measures since the tax




Eleven consecutive seven year periods were analyzed, beginning in income
period 1963-1970 and ending in income period 1973-1980. Since the 1968-1975
period, the inverse pattern between changes in relative tax burdens and subsequent
economic growth has existed. However, prior to the income period 1968-1975, the
relationship is not apparent. State, local, and national tax levels may not have been .
sufficiently high, in comparison to state income levels, to greatly effect economic
growth in these earlier periods. For example, recent estimates of the scope of
government show that total government programs comprised less than 30% of gross
national product prior to the late 1960s and almost 40% in the late 1970's6,

Analysis of Changes in State Tax Burdens and State Income Growth

The following seven charts show the relationship between changes in state tax
burdens and relative state economic growth from income period 1967-1974 to
income period 1973-1980. Presenting the graphs in sequence illustrates how the
relationship has evolved over time. There was virtually no relationship apparent in
the 1967-1974 income period, but a strong relationship had developed by the
1969-1976 period. However, in the most recent time periods several states have
moved completely out of the established pattern.

burden measure is, in part, composed of the inverse of the income measure. To test
for the possibility that an inverse relationship between tax burdens and income
changes might be attributable to the construction of the specific variables, the tax
data were held constant. If the specifie construction of the variables themselves
would lead to a natural inverse pattern between the two variables, this should have
appeared without the benefit of the tax data. However, no relationship could be
observed onece the impact of tax changes was eliminated. Hence, we conclude that

any relationship which develops should be attributable to the tax data. Again, the
equations are as follows:

state relative = Rig ., Rusg
tax burden;j, Yitg &  Yust
state relative = Yig

income levelit Yust

6Robert Genetski, "Business and Money: Review and Outlook 1982," Harris Trust and
Savings Bank, December 2, 1981, p. 6.
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Movements of Specific States

Viewing the most recent six charts in detail allows us to follow the movements
of specific states in consecutive time periods. The charts show that states which
have a mix of income sources similar to the national average, and that change their
relative tax burdens, experience predictable directional movements in relative
income changes. Florida and California are examples of such states and will be
referred to as illustrations. States which have a mix of income sources dissimilar to
the national average can be strongly impacted by economic factors other than
changing tax burdens and at times move out of the relationship. North and South
Dakota and Wyoming are examples of such states.

The charts are divided into four quadrants separated by lines originating at the
zero marks on both axes. These lines represent the national average change in each
variable. The relative positions of the states are identified by the quadrants in
which they are found. The various quadrants represent the following characteristics:

-upper left quadrant: above average income growth and below average tax burden
growth.

-upper right quadrant: above average income growth and above average tax burden
growth.

~-lower right quadrant: below average income growth and above average tax burden
growth.

-lower left quadrant: below average income and below average tax burden growth.
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Chart IX shows the relationship between changes in relative income levels
between the years 1968 and 1975 (verticle axis) and changes in relative tax burden
levels between 1964 and 1971 (horizontal axis). The majority of states fall in the
upper-left and lower-right quadrants indicating the inverse relationship between the
two variables. States whose tax burdens rise above the national average experience
subsequent below average income growth.

In this period, California and Florida begin to experience changes in their
relative tax burdens. In subsequent years Florida's tax burden moves to the right
(representing a relative increase in its tax burden) while California's tax burden
shifts to the left (representing a relative decrease in its tax burden). The continuing
change in their growth patterns can be observed in the following time periods.

CHART IX
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Chart XI represents the picture two years later, with changes in tax burdens
over the period 1966-1973 and income growth for 1970-1977. Here Florida has
begun to move down on the relative income scale as a result of its prior tax
increases. In contrast, California has moved slightly above the national average
economic growth following a reduction in its relative tax burden.
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