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MINUTES OF THE HOUSE COMMITTEE ON TAXATION.
The meeting was called to order by Chairperson Keith Roe at 9:00 a.m. on January 25, 1993 in Room 519-S
of the Capitol.

All members were present except:

Representative Crowell, excused
Representative Lahti, excused
Representative Mays, excused
Representative Wempe, excused

Committee staff present: Tom Severn, Legislative Research Department
Chris Courtwright, Legislative Research Department
Don Hayward, Revisor of Statutes
Bill Edds, Revisor of Statutes
Lenore Olson, Committee Secretary

Conferees appearing before the committee:
Patricia Oslund, Research Economist, University of Kansas
Charles Warren, Ph.D., President, Kansas Inc.

Others attending: See attached list

A motion was made by Representative Glasscock, seconded by Representative Grotewiel, to introduce a bill
requested by the Kansas Department of Revenue on defining the definition of contractors. The motion carried.

A motion was made by Representative Empson, seconded by Representative Krehbiel, to introduce a bill
requested by the Kansas Bar Association on the division of trust for the generation skipping tax and marital
deduction legislation. The motion carried.

Patricia Oslund, Research Economist, University of Kansas, first reviewed information written by Anthony
Redwood, Professor of Business, and Executive Director, Institute for Public Policy and Business Research,
University of Kansas. Dr, Redwood’s information indicated that, overall, the Kansas business sector carries
a significantly higher tax burden than regional average, and the Kansas tax structure penalizes capital
investment, especially manufacturing and business/export services (Attachment 1).

Patricia Oslund then presented her information on a general overview of the Kansas tax structure and how it
compares with other states in the region and with the U.S. She said that an emerging view that seems to be
developing is that state and local taxes do have a significant negative impact on growth, but the size of a tax
reduction needed to stimulate new business activity is questionable. Ms. Oslund also said that those states in
the region that show the most stability in tax rates and in the level of services provided (rather than simply the
lowest rates) will be the winners in stimulating growth and investment (Attachment 2). Ms. Oslund
responded to questions from the Committee.

Charles Warren, Kansas Inc., focused his presentation on the issue of property tax abatements and said that
cities and counties in Kansas must continue to have the ability to abate or exempt property taxes on new and
expanding businesses if they are to remain competitive with neighboring states. Dr. Warren reviewed
recommendations made by the 1992 Interim Committee on Taxation and suggested two additional options for
tax abatement reform as shown in (Attachment 3). Dr. Warren responded to questions from the Committee.

The meeting adjourned at 10:40 a.m.
The next meeting is scheduled for January 26, 1993.

Unless specifically noted, the individual remarks recorded herein have not been transcribed
verbatim. Individual remarks as reported herein have not been submitted to the individuals 1
appearing before the committee for editing or corrections.
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Introduction

The purpose of this testimony is to:

1.

address the relationship between taxation and economic development in a broad
sense (philosophy, strategy, principles) and, specifically, as it relates to Kansas,
and;

introduce my colleague, Pat Oslund, who will inform the Committee on specific
research relating to the relative impact of the Kansas tax code on key sectors of
Kansas industry.

TAXATION in the 1986 Kansas Economic Development Strategy

Please refer

Development.

to my paper (attached), "Review of the Kansas Strategy for Economic

.." (Kansas Business Review, 1992).

The key points that need to be made concerning the role and significance of taxation with respect
to the state’s economic development strategy are the following:

1.

The strategy adopted in 1986 was a radical change, indeed a reversal of the
previous Kansas strategy, which I would characterize as »smokestack chasing"
through tax incentives and subsidies (p.21).

The "new" economic environment facing Kansas firms, characterized by fierce
global competition, rapid technology change, short product and process cycles,
sophisticated consumers, and totally new industries (p.21), is (and will be more
so) radically different from the past.

Key choices made in 1986 included:

a) Should Kansas continue to target ATTRACTION of new industry as the
primary focus of its strategy, or should we have a more balanced approach
with a primary emphasis on the RETENTION AND EXPANSION of our
EXISTING industry and on the START UP of NEW FIRMS?

The pros and cons in relation to this are listed on page 23. The choice
was made to have a balanced approach on all three forms of business
development. Recent research (Dr. Jarvin Emerson, KSU) shows that
around 90 percent of new job creation in Kansas is from existing industry
and start-ups, confirming the wisdom of that decision.

b) Second, which of the alternatives, INCENTIVES or INVESTMENT in the
FUNDAMENTALS (the resource base) is the more effective approach in
fostering long-term business development and competitiveness? After
reviewing the pros and cons (p.23), the decision was made to adopt a
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long-term investment approach. The objective was to neutralize tax and
incentives as factors affecting business location and business
competitiveness, so that Kansas firms would compete and grow on the
basis of non-tax factors, such as a highly productive work force, timely
access to technological innovation, accessible finance, and so on.

) Consequently, state resources were to be strategically invested in the
seven foundations underpinning business development and firm
competitiveness, namely Human Capital, Infrastructure Capital,
Financial Capital, Innovation/Technology Capital,
Commitment/Capacity Capital, Business Environment, and Quality of
Life. (See the listing of economic development initiatives on pages 26 and
27 for each foundation).

d) Let me stress what is perhaps a truism, namely that Kansas firms will only
be competitive in the future if

one they have the best possible resources available to them (skilled
workers, technology, finance, etc.), and;

two they operate ina supportive business environment, which we have
defined as
. a neutral (not advantaged and not disadvantaged) tax
code, and;

o supportive state services and business assistance.

WHERE ARE WE vis-a-vis the STRATEGY?

Let me characterize our situation as follows, particularly relative to our region:

1. Overall, our business sector carries a significantly higher tax burden than
regional average.

2. Structure. Our tax structurc

i)  penalizes CAPITAL INVESTMENT, which is nonsensical in the emerging
CAPITAL intensive, technology-oriented economic environment of the
1990s.

ii)  penalizes the ONLY two sectors of our economic base that have the
potential to create jobs and wealth for Kansas, namely
MANUFACTURING and BUSINESS/EXPORT SERVICES.

3. UNCERTAINTY. Seemingly endless changes in the TAX CODE create a level

of uncertainty and distrust that can negatively influence firm decisions to locate
or stay in Kansas. There is a pressing need for STABILITY.
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What we need is:

1. a TAX LEVEL competitive with the regional average, and;
2. limited tax incentives for only two purposes,
i) to offset/neutralize their existence in other states, and;

ii) to encourage firms to strive towards high performance and maximum
competitiveness (€.g- undertake R&D, retraining).

What we have is the complete opposite of what we set out to have in our 1986 economic
development strategy, and is, in my opinion, harmful to state business development, namely,

1. a TAX BURDEN on Kansas business that is too high, and;

2, an increasing tendency to use tax incentives and subsidies TO OFFSET this
disadvantage, largely targeted to the ATTRACTION of firms, the lowest priority
of business development for the state. ~

DO TAXES MATTER IN BUSINESS LOCATION?

Older academic studies answered this question in the negative. Recent studies, however,
have been finding a significant link. Let me summarize here:

e For firms seeking to relocate, an initial decision concerning regional location will be
based largely on business competitiveness factors such as work force productivity, access
to markets, and suppliers, etc. However, intra-region site location decisions could be

influenced by tax factors, particularly significant, as distinct from modest, tax
differentials.

e The tax factor will vary significantly in impact by type of firm.

o  Statistical studies suggest that if all state/local business taxes wWere reduced 10 percent
from their usual level (e.g. state corporate income tax from 5% to 4.5%, and effective
property tax from 2% to 1.8%), we could expect a long Tun increase in employment of
around 2.5 percent, above and beyond the growth that would have occurred without the
business tax reduction.

TAX BURDEN ON KANSAS INDUSTRIES

It is my pleasure now to introduce my colleague, Pat Oslund, Research Economist in the
Institute. She is the architect of our TAX IMPACT model and has prepared estimates of the
relative tax burden of our key Kansas industries. (Funding for this model’s development and
related research was provided by Kansas Inc.).
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Review of the Kansas Strategy
for Economic Development:
The Past, the Present, the Future

Anthony L. Redwood

Dr. Redwood is Professor of Business
in the School of Business and Executive
Director, Institute for Public Policy and
Business Research, University of
Kansas.

This is the text of a speech presented to
the Kansas Inc. Strategic Planning
Committee in the Adams Alumni Cen-
ter, Lawrence, Kansas August 21, 1992.

The purpose of this presentation is to
review the Kansas Economic Develop-
ment Strategy from the perspective of the
past, the present and, most important of
all, the future. These three dimensions are
of course interwoven and sequential. We
are all captives of our past, so the future
will evolve out of, and depend upon,
where we are today and how we got here.

My own view is that we have estab-
lished a very sound foundation upon
which to build for the future. This foun-
dation was laid down in 1986, in the form
of a basic philosophy, a basic strategy,
key organizational arrangements, and key
programmatic initiatives.! It has evolved
over the last six years through the lead-

Kansas Business Review

ership of Kansas Inc. in a systematic,
building-block fashion to where we are
today.

Some of you will remember that the
strategy adopted in 1986, which I would
characterize as an "investment in the fun-
damentals” approach, was a radical
change from, indeed reversal of, the
previous Kansas strategy, characterized as
"smokestack chasing" through incentives.
That strategy was obviously not working.
As a generalization, I can say that it
never does in the long run, although it
can help in the short run if one has
enough resources to commit to both
incentives and investment in the funda-
mentals. Most states do not have such
resources, and we certainly do not in
Kansas.

This was the most significant strategic
recommendation that we made in 1986. It
is illustrative of the strategic choices that
you will need to revisit in your delibera-
tions. We at the University, particularly
Charles Krider and I, are excited to have
the opportunity to work with the Kansas
Inc. Strategic Planning Committee in un-
dertaking this challenging task.

This review of the Kansas strategy is
timely, and it is crucial. We need to
evolve our thinking in a rapidly changing
world. We need to clarify and prioritize
our strategy on the basis of where we are
today, where the rest of the world is
today and will be tomorrow, and where
we want to be tomorrow.

Let me address these dimensions
through two basic questions:

1. What is the Kansas strategy for
economic development, and where are we
with its implementation?

2. What are some of the particular
challenges and problems that our future
strategy needs to focus upon in this
review?

21

Basic Research Findings of the
1985/86 Study

As you will be doing, we looked at
strengths, weaknesses, opportunities, and
threats, in our comprehensive study of
Kansas and its external environment.
Think about these relative to today’s
context.

The Kansas Economy and Key
Environmental Considerations

Our basic findings were:

1. The Kansas economic structure was
dominated by mature, and sometimes de-
clining sectors, and under-represented
with growth sectors.

2. The Kansas economy, inescapably a
part of the interdependent world economy,
was facing the following, major environ-
mental trends:

« increasing global competitiveness;

» rapid technological change;

« growth in the service sector, particu-
larly in the evolution of information trans-
fer technology;

« increasing consumer sophistication
worldwide in product demand; and

« shrinking product and process cycles.

These trends embody forces that were
harmful to our traditional industrial base
(agriculture, oil and gas, manufacturing),
and we were slow and reactive in dealing
with them, which is why we were hit so
hard in the 1980-82 recession. In essence,
we were in a "new" ball game, with new
techniques and conditions, but we were
still oriented towards the "old" game with
an old approach.

3. A continuation of existing trends,
unabated, would result in an on-going and
relative erosion of the state’s tax base and
economic well-being.

4. In essence, the state’s economic per-

Summerl/Fall 1992
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formance was clearly vulnerable to both
short-term business cycles, and long-term
structural forces--a double "whammy" if
you will.

5. The existing Kansas economic foun-
dation was dominated by industries suited
to the state’s environment and, as such,
based on comparative advantage. The
existing industry in Kansas was here be-
cause it was suited to Kansas conditions.

6. The majority of Kansas business de-
velopment has historically evolved from
within, rather than been attracted from
outside.

<. The Kansas economic structure was
dominated by small and medium-sized
firms throughout the state.

Strengths of Kansas with Respect
to Business Development (1985-86)

Let me mention the most important:

1. Sound diversity of economic base:
the three legs to the Kansas economic
stool (agriculture, oil and gas, and manu-
facturing), with an evolving fourth leg—
namely, the business export services sec-
tor, largely located in Johnson County.

2. Above average education, particu-
larly K-12 and higher education.

3. Significantly higher work force pro-
ductivity than the national average.

4. Sound fiscal management in state
and local government.

5. Average or below average costs of
production for business.

6. Above average entrepreneurial envi-
ronment: historically for small business
start-ups.

Kansas Business Review

Weaknesses of Kansas with Respect
to Business Development (1985/86).

The following appeared to be the most
significant:

1. Inadequate investment in R&D by
small and medium-sized Kansas firms,
and significant barriers 10 technology
wransfer and innovation due to the domi-
nance of smaller businesses in Kansas
industry and to non-existent industry-
university interface.

2. Major impediments in the state tax
structure, including:

« sales tax on plant and equipment

« property tax on inventories

« problems with the corporate tax com-
putation.

3. Lack of most forms of financial cap-
jtal, but particularly:

- seed capital

« venture capital

« export finance.

4. Poor links between government, bus-
iness, and universities: "everybody was
doing their own thing".

5. Inadequate funding and narrow focus
in the state’s economic development
effort.

6. Weak self image, and relatively neu-
tral image externally.

7. Conservatism in business and gov-
ernment.

8. Distant location from major markets.

9. Deteriorating physical infrastructure;
e.g. roads.

10. Lack of emphasis and funding for
vocational and technical education, the
"step-child” of the Kansas education
system.

The Kansas Strategy Adopted
in 1986

Vision
Taking all these factors into account,
namely:
1. the external economic environment,
2. the Kansas economic structure, and
3. the state’s strengths and weaknesses
in relation 10 the three forms of business
development, which are, of course, reten-
tion/expansion, creation, and attraction,

22

we recognized that the only realistic vis-
jon for a future Kansas economy was one
that would evolve out of, and be based
upon, the existing structure.

Implicitly then, the vision was of a
Kansas economy and society that would
evolve out of what we had then, by re-
sponding to the world around us, but
doing it so as 10 retain the character, cul-
ture, and way of life, if you will, of what
is "Kansas".

Goals and Objectives

The goal was clearly understood to be
to restore and sustain Kansas €conomic
well-being 1o a level equal to, and hope-
fully better than, the rest of the United
States.

The specific objectives were to bring
Kansas employment and income growth
rates first, up to US averages on a consis-
ent basis in 5 years, and second, above
the national averages on a consistent basis
in the 1990s.

Guiding Principles

Given this vision, goal, and objectives,
we recommended the following guiding
principles:

1. The state strategy should be tailored
1o the specific conditions of Kansas.

2. The principal engine of economic
growth is the private sector operating in
the competitive market.

3. The state does not have the capacity
to control many of the impacting forces,
but it can:

« identify what it is able to influence
effectively,

« establish the preconditions and basis
for an effective response,

. foster and facilitate adaptation 10

change, and
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« provide leadership and coordination
of a total effort.

4. State resources are limited, and must
be used effectively for maximum impact;

therefore, state funds should leverage a
broader resource commitment and be allo-
cated on the basis of best return per dollar
expended.

5. The strategy must be responsive 10
the geographic diversity, and local com-
munity basis, in Kansas.

6. The most successful economic
development strategies have been driven

by public/private parterships.

Strategic Choices

The key strategic choices that were
recommended and adopted in 1986 were:

1. Antraction vs. Creation/Retention.
Should Kansas target a certain form of
business development, such as attraction,
or should we have a more balanced
focus?

We contended that the optimum ap-
proach would be one of a balanced focus
on:

« encouraging the development of new
Kansas start-ups from within, through es-
tablishing entrepreneurial conditions and
climate,

« fostering the retention and expansion
of existing Kansas industry by enhancing
its long term competitiveness, and

« attracting new industry to the state on
the basis of a favorable business climate
and favorable production conditions.

This optimum approach would be done
through a set of carefully selected initia-
tives aimed at removing the barriers, min-
imizing the weaknesses, and building on
the strengths that underlie the three forms
of business development.

Kansas Business Review

Key considerations in making this
choice included:

« attraction was not working, partly due
to the fact that there were fewer "buffa-
loes" to caich;

« Kansas resources were too limited to
"compete” successfully with other states
in attracting industry;

« entrepreneurship and growth within
had been successful in Kansas;

« Kansas needed to pursue all feasible
forms of business development, in con-
trast to "putting all the eggs into one
basket”; and

« industry attracted "today” is gone "to-
morrow” unless the long term business
fundamentals are sound enough to sustain
competitiveness when the subsidies are
removed.

2 Incentives vs. Investment in the
Fundamentals. Which of these basic al-
ternatives is more effective in fostering
economic development?

The incentives approach, which in-
cludes tax breaks, subsidies, financial as-
sistance, and the like, has the advantage
of securing short term visible results.
However, major disadvantages include:

« it focuses on attraction, the state’s
weakest card in business development;

« it diverts available resources from en-
hancing strengths and minimizing weak-
nesses; and

« total funds available for incentives are
often not sufficient to make a significant
impact, so the return can be low.

The investment in the fundamentals ap-
proach focuses on enhancing strengths
and minimizing weaknesses to heighten
and sustain long term growth.

It emphasizes business formation based
on start-ups and the expansion of existing
industry: the more successful modes in
Kansas. In the long term, Kansas industry
will survive and be profitable only if itis
globally competitive. This will occur only
if fundamental business conditions and
environment are sound.

The disadvantage of the investment
approach is that it requires political pa-
tience and fortitude, as results are long
term. Taking a long term view is not a
distinguishing characteristic of American
life.
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3. Develop a New Economic Strucs.
or Build on the Old? The existing Kansas
economic foundation is based on a natural
comparative advantage. To abandon the
existing foundation for a substitute econ-
omy based on an artificial comparative
advantage, undoubtedly induced by an
incentives approach, would be 100 expen-
sive and risky. Our existing economic
structure is better diversified than most
states and, despite its maturity, has dis-
tinct potential. Building upon the existing
structure is the only viable option to the
state.

4. Target Some "Winners'' or Have a
Broad-Based Strategy? The scope for
targeting could include rural over urban,
manufacturing over agriculture or busi-
ness services, certain manufacturing sec-
tors over others, or certain science/
technology sectors.

While a sound case may be made today
for some targeting, the basis for doing so,
including expected resources for eco-
nomic development initiatives, was not
evident at the time of initial strategy
development; therefore, the state adopted
an economic development straiegy based
on a broad-based investment in the
fundamentals.

The Key Elements of the Investment
Strategy

1. State resources are strategically in-
vested in seven foundations underpinning
business development, namely:

« Human capital

« Financial capital

» Technology development

. Infrastructure (eg..physical, telecom-
munications

« Capacity capital (eg.,organization,
networking)

« Business environment (eg., tax struc-
ture, business support)

« Quality of life

In the investment approach, the ob-
jective is to neutralize tax and incentives
as factors affecting business development,
and to compete and foster growth on the
basis of non-tax factors.

There will be strengths and there will
be weaknesses in each foundation that
will enhance and retard each form of
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business development. For example, in re-
lation to business start-ups, there are sig-
nificant shortages of certain forms of
financial capital, such as seed and venture
capital, without which emreprencurship
will not thrive. In relation to existing in-
dustry, the tax purden has been high rela-
tive to the region.

The allocation of state resources should
reflect the strategic priorities among the
foundations. These have been shifting
over time towards technology develop-
ment, a significant weakness; human capi-
tal, a significant (but vulnerable) strength;
and towards programs with the potential
for a higher return, such as export support
and trade promotion.

. A key task of the state is to allocate
resources across those foundations in such
a way as 10 maximize the three forms of
business development, which has been
done through systematic implememation
of programs Of initiatives (Appendix A).
In one way Of another, most of the initia-
tives represent responses 10 identified
weaknesses in our business sector.

3. Another key task of the state is to
nurture interrelationships between key
economic developmentand related institu-
tions in the state (local government, busi-
ness, higher education, other represen-
tative groups, and so on) 10 achieve a
synergism of commitment, effort, and ac-
tivity across those foundations and to fa-
cilitate  innovation and adaptation 10
change. The concept here is one of net-
working, coordinating, and leveraging
achieve the common economic devel-
opment vision.

Kansas Business Review

The Kansas Strategy Today

Implementation of the strategy has pro-
ceeded for six years. Let me identify
several key accomplishments and distin-
guishing characteristics underlying pro-
gress over this period.

1. Kansas has approached economic
development in 2 strategic way. We are
one of the first states to do so, and our
approach has been widely acclaimed and
emulated.

2. We recognized in 1986 that what
was adopted then and legislated into place
over a three year period was simply a
start. Strategic planning is not 2 one-shot
effort, but rather 2 dynamic process of
continuous review, evaluation, and evolu-
tion. This challenge was handed 10
Kansas Inc., 2 public-private partnership
that has successfully led the evolution
since. We at the Institute have hopefully
helped this process through our research
on social and economic conditions of
Kansas, which underpins informed de-
cision making.

3.A comprehensive, sound strategy is
in place. It is research based and tailored
to the specific conditions of Kansas and is
subjected t0 continuous direction, updat-
ing, coordination, monitoring and review
by Kansas Inc. and the standing Eco-
nomic Development Committees of the
Kansas Legislature.

4. Implememation has proceeded sys-
tematically, particularly since the availa-
bility of lottery monies in 1987/88. After
careful legislative review, a significant
number of programs have been initiated
and implemented. All core programs have
been consolidated within the Kansas De-
partment of Commerce (KDOCO), with the
exception of those relating to technology.,
which are driven by our other public-
private partnership, Kansas Technology
Enterprise Corporation (KTEC).

Let me stress that this is not an eclectic
set of unrelated oOr barely related pro-

s. Each initiative has been consid-
ered within the framework of the strategy-
Each program has a purpose and is in-
tegrated into the broader strategy- Some
programs have been more effective than
others, but as a set they have been in-
creasingly effective over ume.

24

5. Funding for economic development

programs has increased steadily since
1986, particularly since gaming funds
dedicated 10 economic development
started to become available in 1988.
Frankly, the funding level is clearly in-
adequate, but by and large it is being used
effectively.

6. The economic development strategy
has enjoyed bipartisan political support,
both legislative and executive, from the
start. This is perhaps the key element of
success to date. The commitment of the
legislative leadership and other key legis-
lators from both parties, best illustrated
by service on the Kansas Inc., KTEC, and
the Mid-America Manufacturing Technol-
ogy Center MAMTC) Boards, has been
unwavering. I would also identify the key
role of the standing legislative commitiees
dedicated t0 economic development.

7. Furthermore 1 believe, on the basis
of comparison with other states, that our
institutional arrangements have been 2
key factor underlying the progress that
has been achieved. The key here has been
the public-private partnership concept.

Business and community confidence
and the overall climate for business devel-
opment have improved significantly in
Kansas since 1986. There is 2 clearer re-
cognition by Kansans that the future lies
largely in our own hands. In relation 10
the goals and objectives, indicators of
state economic performanc® suggest that
the Kansas economy has reached US
averages for employment and income
growth, the first objective of the strategy.
Indeed, we are tending tO out-perform
surrounding states and the nation.
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Where Do We Go From Here:
The Future?

Obviously, we have accomplished a
greatdealinthelastsixyears,andwe
have developed a solid foundation upon
which to build. This has been confirmed
by a variety of sources including the 1991
Peer Review of the state’s investment
strategy and its progress, conducted by a
panel of nationally recognized gconomic
development experts; the National Asso-
ciation of State Development Agencies re-
view of KTEC; and the Kansas Inc.
evaluation of programs within KDOC.

The whole purpose in establishing
Kansas Inc. was to ensure an ongoing and
continuous process of strategic planning
for economic development. Based on the
foundation we have developed, what is
needed now is to elevate economic de-
velopment in Kansas 10 2 new level. The
first step in this challenge is to review
and further define the state’s vision,
goals, and objectives, based upon what
we know today. Kansas Inc. has presented
this committee with excellent suggestions
of specific goals and objectives developed
via the regional planning workshops and
the Kansas Vision Congress.

The next step is to reach a consensus
on these goals and benchmarks based on
the current strengths, weaknesses, Oppor-
tunities, and threats facing Kansas, iden-
tified by the numerous research projects
underpinning this process. Key strategic
considerations  Of guiding principles
should also be revisited and defined. Once
this has been accomplished, the next step
will be to formulate the Kansas strategy

Kansas Business Review

of the 1990s to achieve these goals and
objectives. This is our challenge.

Let me again characterize the under-
lying problem we are facing. It is that our
education and training system, science
and technology system, industrial relations
system, financial system, philosophy of
management, legal system, tax code, in-
frastructure, €ic., are rooted in, and geared
towards, supporting the mass production
economy that elevated the US to world
economic leadership for this century.

Unfortunately, this mass production
economy is quickly becoming anachro-
nistic because of the changing technology,
globalization, and other key environ-
mental factors identified earlier. Eco-
nomic viability in the future will depend
on new forms of production of goods and
services, and on major changes in the
underpinning systems, such as education.
The task of the state is to adapt and
change these underpinning and support
systems in order 10 enhance the competi-
tiveness of its business sector.

In formulating our Stralegy for the
1990s you might keep the following con-
siderations, in some instances imperatives,
at the forefront.

1. Third Wave Clusters

Kansas industry needs to comeé together
to address sector challenges and tell the
state where it can help. Kansas com-
munities need to form regional alliances
for effective initiatives in areas such as
tourism, education, and telecommuni-
cations. The question 1is clear: how can
we form such effective relationships?

2. Targeting

Given limited resources, would the
return (€conomic and social) to the state’s
investment in economic development be
enhanced by more targeting in the fol-
lowing areas:

« business sectors with the largest
presence and comparative advantage in
Kansas;

« small and medium-sized firms, the
backbone of the Kansas economy; and

« business development in the non-
metropolitan areas, where the potential for
economic viability is less, but the social
return is more?

25

3. Priorities

The key foundations of business
development in the 1990s will be human
capital and technology development for
innovation. The education and produc-
tivity of the Kansas work force is our
greatest strength, but this is relative in a
US context where it is becoming a sig-
nificant weakness globally. Science and
technology are probably our greatest
weaknesses in Kansas, in a US context of
strength (albeit 2 diminishing one) glo-
bally. Neither can be ignored. Both must
be challenged with a boldness and com-
mitment that is not yet evident in Kansas,
despite some significant successes in
technology.

4. Business Environment

In making the strategic choice of an
invesunent—over-incemives strategy, and a
focus on start-ups and retention/
expansion, the objective was 1o have a tax
structure that would neutralize the tax is-
sue as a business location factor. Instead,
we would compete on the basis of
business fundamentals, such as an edu-
cated, productive work force.

After six years of significant tax
changes, we have ended up with a rela-
tively high tax burden on existing indus-
try, and favorable treatment for newly-
atracted firms. The changes have created
a bias in favor of attraction oOver
retention/expansion.

5. Funding and Commitment

Funding is limited, being barely at 2
threshold level for impact, placing effec-
tiveness and leveraging at a premium:
these criteria need 10 be elevated even
more in program management and ac-
countability. Our few dollars must be
stretched and they must be prioritized.

Finally, for those of you, including all
the legislators here, who have struggled
for six years in this area, 1 have to say
that the hardest challenges lie ahead, not
behind. We need a renewed commitment
from you, and from many others, and in
particular, from the private sector, 10 meet
these challenges.

Most of all, we need from all of you
involved in this strategic planning review,
foresight, boldness, and determination.

Vols. 15116, Nos. 411 Summer/Fall 1992
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Appendix A
Kansas Economic Development Programs:
By Key Foundation and Focus of Business Development (1986-1991)

FOUNDATION FOCUS OF BUSINESS
DEVELOPMENT

Attract Expand/ Create
Retain

Human Capital

Margin of Excellence x)
Educational Excellence Program x)
Industrial Training Program X
Industrial Retraining Program

Job Training Partnership Act

State of Kansas Investments in Lifelong Leaming (SKILL) X
Kansas Technology, Innovation and Internship Program

N A WLNe
Moo M

Infrastructure Capital

1. Loan Parmership Fund X)
2. Stiate Highway Program xX)
3. State Water Plan X)
4. Recreation/water Projects X)

Pl T e

Financial Capital

Kansas Venture Capital, Inc.

Community Venture Capital Tax Credit

Community Seed Capital Tax Credit

Seed Capital-Ad Astra Fund

Export Finance Program

Basic Enterprise Loan Program

KFDA Industrial Development Revenue Bond Program
Certified Development Companies

Community Development Block Grants

. Trade Show Assistance Program

. Interstate Banking X)

b

mOWVONAUNAEWN -
PR RS

Innovation/Technology Capital

1. Centers of Excellence X
2. Value Added Agriculture Center X X)
3. Industrial Liaison Program X
4. Applied Research Matching Grants Program X
5. SBIR Matching Grants x) X
6. Training Equipment Grants X
7. R & D Tax Credit X
8. Industrial Liaison Offices X
9. Mid-America Manufacturing Technology Center (MAMTC) X x)
Kansas Business Review 26 Vols. 15116, Nos. 411 ~ Summeri/Fall 1992
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Appendix A (con’d)

FOUNDATION FOCUS OF BUSINESS
DEVELOPMENT

Attract Expand/ Create
Retain

Commitment/Capacity Capital

Kansas Inc

Kansas Technology Enterprise Corporation
Kansas Department of Commerce

Board of Agriculture Marketing Program
Legislative Economic Development Committees
IPPBR/Ks. Inc. Strategic Database

Small Business Development Centers

Main Street Program

Community Strategic Planning Program

. Rural Assistance Center

. Huck Boyd Institute for Rural Development

Mo N

SOV NOAUVAWN -
DE DA DA DA DA D D4 DE D D M

Business Environment

Manufacturing Mach/Equip. Sales Tax Exemption X
Farm Mach. Sales Tax Exemption

Inventory Property Tax Exemption

Property Tax Abatements

Corporate Tax Reform

Enterprise Zone Program

Existing Industry Division-(KDOC) programs

International Trade Division-(KDOC) programs

. Industrial Development Division-(KDOC) programs X
10. Trade Development Division-(KDOC) programs

11. Travel and Tourism Division-(KDOC) programs

X
x)

R R S o
M4 MMM N

X)

Quality of Life

1. Kansas Arts Commission X)
2. Joint Comm. on Aris & Culture xX)
3. Center for Historical Research X)
4. Waste Reduction, Recycling & Market Development Program X)

>4 X

* secondary focus denoted by (X)

Notes

1. Anthony Redwood and Charles Krider,
Executive Report, Kansas Economic Devel-
opment Study: Findings, Strategy, and Recom-
mendations, Report No. 108. Lawrence, KS:
Institute for Public Policy and Business
Research, June, 1986.
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Good afternoon. I’m Pat Oslund from the Institute for Public Policy and Business Research
at the University of Kansas. I’m happy to have the opportunity to address you today concerning
business taxes in Kansas. Some of you may be familiar with some of the material that I will
present today from my presentations last year. 4 _

The main purpose of my talk is to give you a general overview of the Kansas tax structure
and of how it compares with other states in the region and with the U.S. I will then present
| some more specific results from a tax simulation model developed at IPPBR with the support and
guidance of Kansas Inc. The model that we have developed lets us translate the general
characteristics of a state’s tax structure-- its rates, tax base, exemptions, etc.--into a an estimate
of the taxes that would be paid by typical firms in Kansas industries.

Before we get started, I’d like to let you know that your handouts contain copies of tables
and graphs illustrating the concepts I will be discussing this morning. The tables and graphs start

on page 11.

Figure 1. State and Local Tax Revenue 1990

Let’s begin with a look at the general level of taxation in Kansas and five other nearby
states. State and local taxes in this region, measured on a per-capita basis, are consistently lower
than the U.S. average. Within the region, the states clearly break themselves into two groups.
Colorado, Iowa, Kansas, and Nebraska collected combined state and local revenues between
$1800 and $2000 in 1990. Kansas, with revenues of $1846 per capita, ranked 27th in the nation.
The lower taxed states in the region, Missouri and Oklahoma, each collected less that $1600 per

capita; they ranked 45th and 39th in the nation respectively.

Figure 2. Transfers from State to Local Governments

As you can see in Figure 1, Iowa, Missouri, and especially Oklahoma depend more heavily
on state level taxes than on local taxes. However, there is no clear relationship between the
amount of funds collected at the local level and the amount of funding for locally provided
services. As you can see in Figure 2, all of the state governments redistribute funds to local
governments. The Kansas school finance program that was passed in 1992 will make some big

changes, moving much more of the responsibility for funding schools to the state level.

1 2.
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Just a quick comment on the data before I continue. I would like to point out that the U.S.
Bureau of the Census is the major provider of state level data on tax revenues and expenditures
throughout the U.S.. The Census Bursau makes a considerable effort to make sure that the data
are categorized in an consistent manor. But the price for this is some delay in the publication

by

of data. 1990 is the latest year available for these state comparisons.

Figure 3. State Tax Revenue Sources 1990

State level revenues come from a variety of sources. You can see in Figure 3 that the
states in the region is that they vary considerably in the breakdown of tax revenues. The sales
and individual income taxes are the two largest revenue providers in most of the states.
Oklahoma stands out with a fairly high percentage of "other" revenue. This is mainly oil and
gas severance taxes. Iowa and Karnsas stand out in the region with a fairly high amount of

revenue derived from the corporate income tax, as measured on a per capita basis.

Figure 4. Local Tax Revenue Sources 1990

The breakdown of local tax revenue is also interesting. Three of the states in our region
are heavily dependent on local sales taxes. In two of those states, Missouri and Oklahoma, the
local sales tax seems to be a substitute for property taxes. In two these states, property taxes on

a per capita basis are only about half the national average.

Figure 5. Sales Tax as a Percent of State and Local Taxes

The sales tax, both state and local, has become an increasingly important revenue source
when measured as a share of total tax revenue. The trend in Kansas, the Region, and the U.S.
is clearly upward. The region as a whole is more dependent on the sales tax than is the nation
on average. For the last three years for which data are available, Kansas seems to be hovering
at a little less than the national average.

The rising importance of the sales tax raises the question of the regressivity of a state’s tax
system. A tax is considered regressive if it takes a larger portion of the income of poor families
than of well-off families. Whether sales taxes are more regressive than alternatives (for example

property taxes) probably depends in larzs part upon the exemptions which a state builds into its



sales tax system. Exemptions for groceries, medicines, and other basics reduce the regressivity

of the tax.

Figure 6. Local Property Tax Per Capita

Property taxes per capita have exhibited a steady upward trend. In Karisas taxes grew
about 72% during the 1981-1990 period. The region and the nation followed a similar pattern.
During that same time period, prices grew only about 44%. So the rise cannot be attributed to

inflation alone.

Reviewing the general characteristics of the tax structure, Kansas appears to be a rather
average state. However, we need to look in more detail at those taxes that specifically affect
businesses in order to say much about whether the Kansas tax structure is so to speak
"competitive." We need to concentrate on the corporate income taxes, sales taxes on inputs, and
commercial and equipment property tax rates to get a better picture of the Kansas business tax
situation.

Although I have been asked to talk about the competitiveness of the Kansas tax structure,
this is not meant to imply that Kansas should seek to be the lowest taxed state in the area. Some
economists even dispute whether lowering taxes increases a state’s rate of growth. Even if it

does, there are questions about the costs versus the benefits.

Table 1. Corporate Income Tax Rates

I"d like to turn now to three specific taxes. specifics that most affect businesses: corporate
income taxes , sales taxes, and property taxes.

The Kansas corporate income tax falls in the middle range of the region, with smaller
incomes taxed at 4.0% and incomes above $50,000 taxed at 7.35%. There are, however, some
pitfalls involved in comparing corporate income tax rates across states. It is important that the
tax base is defined differently from state to state. The most important single difference is the
deductibility of federal income taxes from state taxable income. For states that allow federal
deductibility (lowa and Missouri), the effective rate is actually less than the rate shown in

Table 1.
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Income tax credits and deductions 11sed for economic development purposes also affect the

actual tax a firm will pay. I will have raore to say on this later this morning.

Table 2. Income Allocation Methods

The method by which income is apportioned to a state also has an important impact on the
income taxes of multi-state firms. The question here is--what share of the firm’s overall income
can be taxed by a particular state? Apportionment generally depends on three percentages: the
percentage of payroll, property, and sales that the firm has in-state. Most states in the nation
give equal 1/3 weights to each factor. The most common alternative is a sales-only formula.

The question of apportionment is especially important when we talk about export-based
firms. Let me digress for a moment to explain what I mean by an export-oriented firm. This firm
is assumed compete to sell its output in a regional, national, or international market. These firms
in particular bring new money into the state, money which recirculates and stimulates further
growth through a multiplier or ripple ef’ect.

For the export-based, multi-state firm, there is a distinct advantage to be had by locating
in a state that bases the state corporate ircome tax on "sales only." The firm may locate a major
production facility in the state, but still have relatively small in-state sales and hence relatively

small in-state income taxes.

Table 3. Sales Tax Rates

The sales tax affects firms in several different ways.
1.  As an add-on to the price of the product. A firm may not be able to pass all of an increase
in sales taxes on to consumers. If not, sales taxes will most likely affect firm-profits.
2. Through taxes on intermediate products which affect costs. Intermediate products are used
in the firm’s business activities. Depending on a state’s sales tax exemptions, only some, not all,
of these purchases are tax exempt.
3. Through taxes on capital goods such as machinery and equipment, and construction of new
facilities.

The combined state and local rates in Kansas are toward the high end for the region. In
terms of the sales tax base, Kansas recently added taxes of 2.5% on electricity, gas, and water

used for industrial purposes, and on the labor portion of new construction.
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Table 4. Effective Property Tax Rates

Next we turn to the property tax. Comparing property taxes across states presents a whole
set of obstacles. Each state has its own assessment procedures, reappraisal schedules, and
classification schemes. The most reasonable measure of comparison is the tax as a percentage
of the true market value of various types of properties. I will refer to this as the "effective tax
rate." While data on tax levies are readily available, true markét values are only estimates--so
the accuracy of the effective tax rate is less than perfect. Nevertheless we have tried to make
these comparisons for several states in our region.

TIowa and Nebraska stand out as having high residential real estate taxes. In contrast,
residential taxes in Kansas are in the average range, although not as low as in Oklahoma or
Missouri. Note that the effect of the school finance reforms in 1992 lowered residential real
estate rates on average in the state. My preliminary estimates for 1993 show an additional
lowering due to the recently passed Kansas constitutional amendment.

Tax rates for commercial and industrial real estate remain high, but have been lowered
significantly by the recent amendment. The trade off is that rates for machinery and equipment
have increased, making them the highest in the region. Clearly the amendment will benefit those
firms for which real estate comprises a significant portion of total property, while it will
disadvantage very machinery and equipment intensive firms.

No other state in our region has such a large differential between residential real estate and
personal property. If there is any single business tax where Kansas stands out as uncompetitive,

it is the tax on machinery and equipment.

Table 5. Major Tax Changes, Corporate Income Tax
Every year, taxation is one of the thorniest issues facing policy makers. In many states,
sales and income taxes have been increased to supply state revenue.

Oklahoma enacted a major tax increase package in 1990, including a 20% corporate rate
increase. Nebraska has increased corporate rates twice since 1989. As a feature of the 1992
Kansas school finance plan, the corporate income tax on the upper bracket of income was
increased to compensate for the loss of property tax revenues. At the same time, the rate for

firms with small incomes was decreased.



Table 6. Major Tax Changes, Sales Tax.
As you can see, most states in the region have increased their rates in the last few years.
Kansas is by no means unusual in this category. Even states that have not raised this tax have
attempted to do so. For example, a 1 % sales tax increase was recently vetoed in Towa.
N
Table 7. Major Tax Changes, Property Tax

Of the states in the region, Nebraska and Kansas have experienced the largest changes in
their property tax systems.

In Kansas, the 1992 school finance legislation lowered rates in most, but certainly not all,
areas of the state. Even more recently, the passage of the constitutional amendment has shifted
taxes between personal property and real estate.

Nebraska also passed a constitutional amendment in 1992. The amendment responded to
some serious constitutional challenges that taxation in Nebraska was not uniform and equal as
had been required by law. Under the nevs amendment, the Nebraska legislature has the authority

to set different tax rates for different types of property.

Table 8. Locations included in Sirnulations

So far, you have been presented with a factual overview of tax structures in the region.
I’d like to turn now to the second part of my talk, the results from the Institute’s tax model. The
model is really just a way of summarizing all the information we have talked about so far today.
That is, the model estimates what the combination of tax rates, exemptions, credits, abatements,
etc. do to a firm’s bottom line.

Our model was first developed in 1987--it was revised in 1990 and again in 1992. The
simulation model is designed to translate information about a state’s tax structure -- its rates, tax
base, and incentives-- into an estimate of the overall business taxes that would be paid by a
typical firm. The model is set up so that we can compare taxes of Kansas firms with the taxes
that similar firms would pay in other stateés. We can also analyze the impact of tax changes. For
example, the model was used during the 1992 legislative session to analyze the impact of the

school finance package.
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The model analyses taxes for major cities and an average non-metro area in each of the
comparison states. Note that one neighboring state, Colorado, is not included in the model--this
is because we were unable to obtain some critical data.
Table 9. Industries included in simulations k

Our simulations include ten manufacturing and three nonmanufacturing industries. As you
can see, the industries include a mixture of high tech industries and heavier manufacturing. They
also include a mixture of high growth and low or negative growth industries.

Most results of the model will be presented as averages for the manufacturing and

nonmanufacturing sectors. In some cases, we will look at the by industry detail.

Tables 10 and 11. Major Assumptions of the Tax Model

Any model starts with a set of assumptions. The assumptions of our tax model are
presented in Tables 10 and 11. Our model looks at medium sized establishments with 100
employees. We look at two scenarios, which, for lack of better terminology, I refer to as "new
firms” and "mature firms." These firms are alike except that new firms qualify for tax incentives,
assumed to be at the maximum level allowed in the state, while mature firms fail to qualify.

The new and mature firms share several assumptions. Most importantly, the establishments
are assumed to be export-oriented. As I mentioned earlier, this means that they sell most of their
output in national or even international markets. This assumption is critical to our model. The
export-oriented firms are not tied to local markets, so it makes sense to think of them locating
in an alternative state to Kansas. Additionally the export-oriented firms find it difficult to pass
a tax increase on to consumers (since they face national competition). Increases in tax are likely
to have a direct impact on profits for these firms.

In the results that I present today, I assume that costs for labor and raw materials are
constant throughout the region so that we can single out the impact of tax differentials. Our
larger research project allowed costs to vary by location.

The estimates for mature firms are intended to illustrate differences in the basic tax
structures across states. The estimates of new firms are intended to illustrate differences in both

basic rates and state tax incentive structures. In order to discuss the situation of the new firms,

it is necessary to discuss tax incentives in more detail.

7
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Table 12. Major Tax Incentives

On the surface, the incentives available in the states in the region look very similar. But
an examination of the details of the programs shows some substantial differences. One of the
major differences is the length of time for which an incentive is allowed. It makes a big
difference whether a property tax abatement is allowed for 10 years or three yea}s. In order for
us to be able to compare incentive structure with different durations, we decided to run all
simulations for 20 years. The numbers that I will report are annual averages over a 20 year
period.

Kansas has some of the most generous tax credits and tax abatements in the region. The
new firm simulations for Kansas assume a full property tax abatement for the first 10 years of
operation, and no abatement for the second 10 years. The is the single largest incentive offered
to firms. Next in importance to proparty tax abatements are job and investment credits, recently

revised as part of the revamping of the [Kansas enterprise zone act.

Table 13. Taxes for New Firms Receiving Credits and Abatements

If a firm coming to Kansas receives the: full abatement and credit "package”, Kansas taxes
range from about 3% lower than the regional average to 3% higher, depending on industry and
on location. The comparison assumes that the firm could get a full credit/abatement package in

any of the other states.

Table 14. Taxes for Mature Firms Keceiving NO Credits or Abatements
For mature firms receiving no incertive, taxes in Kansas--combined state, federal, and local,
are about 7% to 14% higher than the regional average, again depending on the location in the

state. The severe tax disadvantage for raature firms was a major finding of our tax study.

Table 15. By Industry Tax Disadvantage

To back up a little, the numbers cited above lump all manufacturing industries together.
A richer picture emerges if we look at some detailed industry results. Table 15 shows these
results for an average nonmetro area in Kansas. The tax disadvantage depends, among other
things, on how much property a firm uses, its level of profits, and on how much it uses taxed

inputs such as gas and electricity.
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Table 16. Taxes by Type

The results for mature firms reflect the high level of taxation for commercial property and
equipment, and also a relatively high corporate income tax. Earlier I talked about the effective
property tax rate on industrial and commercial real estate. This clearly explains the property tax
contribution to the overall high level of taxation in Kansas. The role of the income allocation
formula helps to explain the high level of income taxes reported by our model. Sales only

formulas, offered by Missouri, Iowa, and Nebraska, offer advantages to export-oriented firms.

Impact of 1992 Tax Changes (no table)

As I mentioned earlier, we used our model to analyze the tax provisions of the 1992 Kansas
school finance plan. Unfortunately, these major tax changes did little overall to improve the
situation of Kansas firms vis a vis the rest of the region. Our model shows that the impact of
the tax changes varies by type of industry and by community. In many areas of the state,
increases in corporate income and sales taxes just about balance out decreases in property taxes.
Our model predicted that for some industries like grain mill products, which make heavy use of
gas and electricity, taxes would generally rise under the 1992 legislation. Service type industries,
using less of these inputs are were predicted to benefit under the new legislation. -

Without going into the details, I’d like to briefly summarize the average impacts that our

model found for mature firms in other areas of the state:

Location Property Total State and Local
Olathe -24.0% -11.2%
Overland Park  + 9.6% +7.1%
Wichita -29.0% -14.5%
Kansas City - 8.9% -1.7%
Non-metro av. -13.7% +0.4%
Conclusions

I"d like to conclude by making some speculations about the consequences of the business
tax structure for economic development in Kansas. In particular, how do business taxes affect
our ability to attract new firms and to provide a healthy environment for established industries?

There is still no absolute consensus among academic researchers as to whether "tax

climate" variables affect firm location decisions, the number of new firms attracted to a region,
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or the rate of employment growth. Resu.ts seem to vary with research methods, source data, and
on whether the researcher attempts to measure the dollar value (rather than just the number) of
incentives available. Those manufacturers (and also export oriented service firms) that face a lot
of competition in national markets are probably sensitive to taxes, since they have little latitude
to pass the taxes on to their customers. )

An emerging view that seems to be developing is that state and local taxes do have a
significant negative impact on growth. But even if this is true, the size of a tax reduction needed
to stimulate new business activity is questionable. Estimates range from $2,000 to $11,000 per
job per year.

The high level of business property taxes in Kansas may make it difficult for "mature”
firms of this type to compete profitablv, and hence acquire the financial capital necessary for
expansion or retooling. More and more, we see that established firms are asking for tax
abatements whenever they consider any kind of expansion. Ironically, property tax abatements
help to make Kansas an attractive location for those new and expanding firms which can secure
abatements for a 10 year period.

In contrast with the early to mid 1980’s state governments in the region seem to be moving
away from offering increasingly higher tax incentives attract new firms. Most of the recent state
legislation has affected basic rates rather than credits and exemptions. Kansas is the only state
to significantly revise its incentive programs in the last few years (enterprise zones). The new
Kansas program is not a larger program--it just tries to be a more targeted one.

A final observation concerns the uncertainly about state and local taxes which affects
virtually every state in the region. A firm deciding on whether to choose or to continue to
choose Kansas as a location will lock not just at this year’s rates, but on trends and on
projections of what the future holds. If a firm looks at a state in serious fiscal crisis it will figure
out that taxes have to go up or services have to be seriously diminished. Uncertainty about
future taxes may also help to explain the popularity of incentives-- an incentive is a guarantee
of a specific job credit or investment crzdit or property tax break which in part insulates the firm
from some of the uncertainties of constantly changing rates.

I think that those states in the region that show the most stability in tax rates and in the

level of services provided (rather than simply the lowest rates) will be the winners in stimulating

growth and investment.
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State and Local Tax Revenue 1990
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State Tax Revenue Sources 1990
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Local Tax Revenue Sources 1990
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State

CcO

KS

MO

OK

Table 1

Corporate Income Tax Rates:

Rates
flat 5% by 1994

4 bracke:s
6% to 12%

2 brackats
4.0% and 7.25%

flat %
2 breckets
5.58% and 7.81%

flat 6%

14

1992

Fed. Deduct.?

No

Yes
(50% deductible)

No
Yes
(100% deductible)

No

No



Table 2
Allocation Methods for Income of Multi-State Firms

Colorado Choice of two factor formula (1/2 sales, 1/2 property), or three factor
formula (1/3 each sales, property, payroll). :

AN

Iowa Single factor formula based on sales only.

Kansas 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.

Missouri Choice of single factor formula based on sales only or a three factor
formula (1/3 each sales, property, payroll).

Nebraska A single factor formula based on sales only was phased in between 1988
and 1992.
Oklahoma Three factor formula (1/3 each sales, property, payroll).
Table 3
Sales Tax Rates: 1992
State State Tax Local Tax
CO 3%, and .2% on tourism up to 5%
related goods and services

1A 4% up to 1%, also
hotel/motel tax,
up to 7%

KS 4.9% up to 1% county,

up to 1% city, and
additional 1% city
or county for

health care
MO 4.225% up to 2% each,
city and county
NE 5% 1% - 1.5%
OK 4.5% up to 2%
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State

CO (1991)

IA (1991)

KS (1991)

KS (1992)

estimated
KS (1993)
estimated
MO (1991)

NE (1990)

OK (1990)

Table 4

Effective Property Tax Rates

Tax as % of Market Value

Real Estate

Residential: 1.19%
Comm., indust.: 2.40%

Residential: 2.10%
Comm., indust.: 2.88%

Residential: 1.49%
Comm., indust.: 3.73%

Residential: 1.26%
Comm., indust.: 3.14%

Residential: 1.24%
Comm., indust.: 2.68%

Residential: .93%
Comm., indust.: 1.95%

Residential: 2.10%
Comm., indust.: 2.11%

Residential: .94%
Comm., indust.: 93%

16

Other

N\

Mach., equip.: 2.40%
Inventory: exempt

Mach., equip.: .86%
Inventory: exempt

Mach., equip.: 2.50%
Inventory: exempt

Mach., equip.: 2.10%
Inventory: exempt

Mach., equip.: 2.68%
Inventory: exempt

Mach., equip.: 1.67%
Inventory: exempt

Mach., equip.: 2.31%
Inventory: exempt

Mach., equip.: .93%
Inventory: .93%
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State

CcO

IA

KS

MO

OK

Table 5

Major Tax Changes Since 1989
Corporate Income Tax

Tax Change
gradual reduction of rates from 6% to 5% for high income firms (1987-

1993)
established income tax credit for R & D (1989)

repealed credits for venture capital fund investments (1989)
10% credit for investment in qualified seed capital fund initiated (1990)

repealed alternative minimum tax established in 1988 (1989)
alternative allocation method based on property and sales allowed

(1989)
rate increased from 6.75% to 7.35% for incomes over $50,000. Rates
decreased to 4.0% for lower income firms.incomes below $50,000.

Brackets changed (1992)
instituted a temporary tax increase form 5 to 6.5% for high income

firms (1989)
measure to make tax increase permanent defeated (1991)

rates increased, total of 17.5% (1990, 1991)
one year surcharge of 15% for incomes over $200,000 (1991)
one year surcharge of 2% on depreciable property (1991)

corporate rate increased from 5% to 6% (1990)
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Table 6
Major Tax Changes Since 1989

Sales Tax
State Tax Change
Cco none k
IA 12 services added to sales tax tase, tax on consulting later repealed, measure to increase
sales tax rate vetoed (1992)
KS rate increased from 4.0% to 4.25% (1989)
sales tax on manufacturing machinery removed (1989)
rate increased to 4.9% (1992)
some exemptions eliminated, aad electricity, gas, water, construction services taxed at
2.5% (1992)
MO temporary state sales tax increase from 4.125% to 4.425% (1989)
rate is 4.225% (1992)
NE rate increase from 4% 10 5% (1990)
OK rate increased from 4% to 4.5% (1990)
Table 7
Major Tax Changes Since 1989
Property Tax
State Tax Change
CcoO new appraisals (1989)
cities, counties, and school districts may negotiate property tax incentive payments for new
of expanded businesses (1990)
IA none
KS valuations based on first statewide appraisal in 20 years are established, different property
classes assessed at different percentages (1989)
inventories removed from property tax base (1989)
school finance plan imposed 32 mill school tax and reduced rates in most areas (1992)
Constitutional amendment. Machinery and equipment assessment ration increased from
20% to 25% . Commercial and industrial real estate reduced from 30% to 25%. Utility
property increased from 30% to 33%.
MO none
NE statewide equalization (1950)
court cases successfully challenged property tax system (1988-1990)
one year suspension of taxes on personal property, revenue made up by state (1991)
constitutional amendment giving legislature authority to decide what types of property
should be taxed (1992)
property tax legislation taxing personal property on the basis of net book value (1992)
OK enabling legislation to zllow cities, counties, and towns more ability to grant incentives for

reinvestment and historic preservation (1990)
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Table 8
Locations Included in Simulations

Iowa: Des Moines 5
Kansas: Kansas City |
Olathe
Overland Park
Wichita
Missouri: Kansas City
Nebraska: Omaha
Oklahoma: Oklahoma City
All Nonmetro Average
Table 9
Industries Selected for the Study
Industries SIC Code Employment Growth
1989 80-89
Manufacturing
Meat Products 201 13,309 48.9%
Grain Mill Products 204 3,514 -2.3%
Misc. Converted Paper Products 267 2,626 17.1%
Commercial Printing 275 6,285 48.9%
Pharmaceutical and Biological Products 283 1,865 9.4%
Misc. Plastic Products 307 6,718 26.5%
Fabricated Structural Metal Products 344 4,448 -32.9%
Construction and Related Machinery Mfg. 353 4,207 -32.1%
Electronic Components and Accessories 367 1,443 8.1%
Motor Vehicles and Equipment Mfg. 371 6,492 -22.1%
Non-Manufacturing
Wholesale Trade: Durable Goods 508 10,020 -36.8%
Computer and Data Processing Services 737 4,224 50.6%
Research, Development, and Testing 873 755 68.9%
19
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Table 10
New Firm Assumptions

Firms in each industry are assurned to hire 100 full-time employees. -
Firms are export-oriented, selling 90 percent of their product outside the' state.

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.

Firms purchase a new structure and new machinery and equipment.

Firms qualify for job and investment tax credits at the level of $1000 per $100,000
investment and $1500 per job. Firms in non-metro areas qualify for $2500 per new
job.

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.

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

Table 11
Mature Firm Assumptions

Firms in each industry are assumied to hire 100 full-time employees.
Firms are export-oriented, selling 90 percent of their product outside the state.
Firms receive no property tax abatement.

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

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

The model incorporates the federal offser. Reductions in state and local taxes
generally increase federal taxable income, and hence the federal income tax.
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Type of Incentive
Basic job credits
Basic investment credits

Enterprise zone job credits
(revised in 92)

Enterprise zone investment
(revised in 92)

Property tax abatement,
new/expanded firm

Sales tax exemption,
manufacturing equipment

Inventory exemption

Research and development
tax credit

Table 12

Major Tax Incentives
Kansas and Six State Region
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KS

yes

yes

yes

yes

yes

yes

yes

yes

# States
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Table 13
New Firms Receiving Tax Credits & Abatements
Partial Model: Variation in Taxes Only

Manufact.: Other: Manufact.: k Other:
Location Tax as % Tax as % Ranks Ranks
of Reg. Av. of Reg. Av.

Metro Areas

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

Non-Metro, IA 97.3% 96.6% 1 1
Non-Metro, KS 102.6% 103.5% 5 4
Non-Metro, MO 98.5% 96.8% 2 2
Non-Metro, NE 102.4% 101.3% 4 3
Non-Metro, OK 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 14

Mature Firms Receiving NO Tax Credits or Abatements

Location

Metro Areas

Des Moines, IA
Olathe, KS
Overland Park, KS
Wichita, KS

Kansas City, KS
Kansas City, MO
Omaha, NE
Oklahoma City, OK

Nonmetro Areas

Non-Metro, 1A

Non-Metro, KS
Non-Metro, MO
Non-Metro, NE
Non-Metro, OK

Partial Model: Variation in Taxes Only

Manufact.:
Tax as %
of Reg. Av.

96.9%
108.6%
104.9%
107.6%
113.9%
101.1%
101.1%
100.8%

96.0%
110.2%
98.7%
101.6%
103.6%

Other:

Tax as %
of Reg. Av.

- 97.6%
108.0%
104.9%
107.5%
113.4%

98.9%
101.7%
101.8%

96.1%
109.7%
97.4%
101.7%
104.8%

Manufact.: ~ ° Other:

Ranks Ranks
1 |
T 7
5 5
6 6
8 8
4 2
3 3
2 4
1 1
5 5
2 2
3 3
4 4

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

23



Table 15

By Industry Tax Disadvantage for Mature Firms

Kansas Nonmetro Area

Industry SIC Code Tax Disadvantage
Manufacturing :
Meat Products 201 6.5%
Grain Mill Products 204 8.5%
Misc. Converted Paper Products 267 11.9%
Commercial Printing 275 12.4%
Pharmaceutical and Biological Products 283 9.5%
Misc. Plastic Products 307 12.6%
Fabricated Structural Metal Products 344 10.9%
Construction and Related Machinery Mfg. 353 9.8%
Electronic Components and Accessories 367 8.2%
Motor Vehicles and Equipment Mfg. 371 11.6%
Non-Manufacturing
Wholesale Trade: Durable Goods 508 7.7%
Computer and Data Processing Services 737 8.6%
Research, Development, and Testing 873 12.7%
Teble 16
Taxes for Printing and Publishing Firm
Results for Average Nonmetro Area
Kansas Region Kansas as
% 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 $2%7,765 $140,450 169.3%
Franchise $2,500 $4,357 57.4%
Sales Tax $50,928 $35,206 87.8%
On Mach. and Structures $7,836 $22,383 35.0%
TOTAL $1,213,510 $1,079,589 112.4%
24
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Introduction

Tax policy is an issue of major importance in economic
development, and has been a major focus of the work of Kansas Inc.
since its inception 1in 1986. Kansas Inc. has undertaken the
following studies of the Kansas tax system with the Institute for
Public Policy and Business Research, University of Kansas, and
Wichita State University:

1987 - Analysis of Kansas Tax System and Tax Simulation
Model;

1989 - Study of the Impact of Reappraisal and
Classification;

1990 - overview of State and Local Taxation in the Region;

1991 - Analysis of Impact of Reform of State Sales Tax
Exemptions;

1992 - Analysis of Impact of School Finance Tax Reform
Proposals;

1992 - Costs and Taxes in Selected Kansas Industries, 1992
Update.

The 1986 Economic Strategy resulted in two constitutional
amendments that enabled local governments to provide property tax
abatements for manufacturers, interstate commerce companies, and
research and development firms, and exempted inventories from the
property tax.

In 1988, Kansas Inc. recommended a package of legislative
changes that resulted in:

1) the sales tax exemption for manufacturing machinery and
equipment;
2) the two factor formula option for unitary corporate

taxation; and
3) elimination of the state Alternative Minimum Tax.

Since 1989, Kansas Inc. studies have made significant contributions
to state tax policy, including:

1) Defeat of proposals to remove the sales tax exemptions
for professional services and businesses.

2) Reduction of ad valorem taxes on marginal oil wells.
3) The 1991 study was used to fashion the school finance tax
proposals. It was a Kansas Inc. recommendation that

state and local revenues from income, sales and property
taxes be balanced on a one-third, equal basis.
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4) Kansas Inc. recommended reduction in the severance tax on
natural gas and that has been endorsed by the 1992
Interim Committee on Taxation.

5) During the 1992 session, Kansas Inc. advised on reform of
property tax abatements and revision of the Kansas
Enterprise Zone Act.

The 1993 Strategy and Kansas Tax Policy

A primary goal of the 1993 strategy is to ensure that Kansas
has a supportive, positive business climate. If business is to
prosper in Kansas, it must be able to operate within a climate that
is supportive and sensitive to its needs. More important for
business than all of the programs or forms of assistance provided
under traditional economic development labels are the resources and
business environment that state and local government create in the
exercise of their basic authority and responsibility. It is vitally
important for the political leadership to demonstrate that Kansas
is receptive to the requirements of business and supportive of the
needs of firms of all sizes.

The most important, single component of a state’s business
climate is its system of taxation. The distribution of the tax
burden between individuals and corporations or employers is the
most readily judged criterion of whether a state is receptive to
business. The existing Kansas tax structure is not favorable to
business.

The Goal of Tax Neutrality

The 1986 economic development strategy explicitly rejected the
goal of striving to be a low tax state; it wisely chose a goal of
tax competitiveness that would attempt to neutralize the issue of
taxation as a locational factor. The 1993 strategy continues to
strive for that position of tax neutrality, so that Kansas is
neither a low-tax nor a high tax environment. That goal still has
not been achieved, and can only be reached if the taxation on
businesses is lowered and made more equitable vis-a-vis the
taxation on individuals and other taxpayers.

The Need for Tax Stability

Equally important as the rate of taxation is the stability of
the tax system. In recent years, Kansas has witnessed a series of
massive changes in tax policy with an endless round of proposed and
enacted reforms in taxation.

Some of these have resulted in a reduced tax burden for most
taxpayers, for example, the School Finance Act of 1992. Others,
such as the recently passed constitutional amendment on
classification, have benefitted some taxpayers while raising rates
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for others. The classification rate on business machinery and
equipment was increased from 20 to 25 percent by the amendment at
a time when new investments in advanced technology and equipment
are needed. New forms of taxation or the reinstatement of old
practices have been suggested each legislative session. Current
business exemptions have been proposed for elimination. The
taxation of business and professional services has been proposed
seriously and has undermined the confidence of that industry,
especially in border areas, such as Johnson County where service
sector growth is the strongest. In the 1992 session, a 2.5 percent
sales tax was imposed on utilities consumed in production,
discriminating against energy-intensive manufacturing industries.
We are pleased with the Interim Tax Committee’s recommendation to
restore this exemption.

Taxation of Existing Business

The 1990 and 1992 business tax studies conducted for Kansas
Inc. by the Institute of Public Policy and Business Research,
University of Kansas, have found consistently that state and local
taxes are regionally competitive for new firms, but taxes on mature
firms are the highest in the region. While recent reductions in
property taxes have helped some mature firms, the tax relief
provided has been offset by new sales and income taxes in most
cases. Property and income tax burdens on existing firms must be
reduced if mature firms are to enjoy a competitive tax situation.

Business Incentives

Incentives for new investments in machinery and equipment that
increase the technological capability of firms must be provided and
expanded. Global competitiveness and the manufacture of quality
products requires a continuous upgrading of equipment to enable
more sophisticated and advanced production processes. This is as
true of service sector firms, whose work depends greatly on
advanced computing and communications equipment, as it is of
manufacturing firms. Tax policy should not only encourage the
upgrading and investment in equipment, but also investment in human
capital and increases in existing employment.

Property Tax Abatements

Cities and counties in Kansas must continue to have the
ability to abate or exempt property taxes on new and expanding
businesses if they are to remain competitive with neighboring
states. However, tax abatements or exemptions, provided either
under the constitutional provisions or as the result of the
issuance of industrial revenue bonds (IRB), should be reexamined
for their use in the achievement of the strategic goals of
promoting higher wage, higher value added businesses.
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Attached to my testimony is Table 10 of the 1992 KU/Kansas
Inc. study. As the table indicates, Kansas tax abatement policies
are more liberal than comparison states, with the notable exception
of Missouri. Missouri can abate up to 100 percent of property
taxes for up to 25 years.

The recommendations made by the 1992 Interim Committee on
Taxation are sound and, if enacted, will help increase the
credibility of tax abatement policy. These recommendations are:

1) "that any property currently on the tax rolls not be
removed pursuant to an exemption or abatement;

2) "that businesses be required to reimburse 1local
governmental units when conditions have not been met which
were agreed to prior to the granting of the exemptions or
abatements (a "claw-back" provision); and

3) "that mandatory cost-benefit analyses for both IRBs and
abatements be filed with the Department of Revenue prior to
the granting of the exemptions."

Incentives and abatements should be provided only to those firms
where the benefits of location or expansion can be shown to be
demonstrably above the costs incurred not only by the granting
jurisdiction but also by neighboring governments and the state
government. These results must be demonstrated through a rigorous,
complete cost-benefit analysis.

The Board of Kansas Inc. has not adopted a policy on tax
abatements. However, I would suggest these additional options for
tax abatement reform.

1) That tax exemptions issued in connection with IRBs be
restricted to the type of firms eligible wunder the
constitutional provisions, plus export-oriented service sector
firms. Tax abatements should not b®& authorized for retail
establishments.

2) Local government abatement policies should clearly
encourage higher wage firms by providing a greater level or
period of abatements to such firms, and a correspondingly
lower level to firms that pay lower wages, do not generate
wealth from outside the state boundaries, or produce only
products of marginal value.

Understanding The Benefits of Tax Abatements

The 1992 School Finance Reform reduced the dependency of
school districts on 1local property taxes and severed the
relationship between per pupil student aid and local assessed
valuation. State equalization aid now occurs through redistribution
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of state sales and income taxes. Only 5 or 6 school districts are
now subject to property tax recapture provisions. It should be
recognized that local tax abatements produce growing sales and
income tax revenues for state government, and that 40 percent of
the State General Fund is spent on state school finance aid. If
used judiciously, tax abatements can contribute to our goal of a
strong Kansas economy as well as increased revenues to the State of

Kansas.

In an article in the Kansas City Star on Saturday, January 23,
1993, a state legislator was quoted about tax abatements and argued
that legislation was needed to "prevent cities and counties from
giving away state school money without reimbursing the state." And,
that "the current school finance law encourages more local tax
abatements because the state aid formula accommodates that lost

school revenue."

These comments reflect a basic misunderstanding of the current
school finance law and the dynamics of our state and local revenue
system. The fact is that when local tax abatements are provided to
new or expanding firms that provide increased employment and pay
competitive wages and salaries, the State of Kansas benefits far
more than local governments or school districts.

I would like to provide the Committee with an actual example
of a major tax abatement now being offered by a Kansas community
that will more than compensate for the foregone property tax
revenues.



TAX ABATEMENT EXAMPLE

The Project

An advanced technology Kansas manufacturing company is
considering a major expansion at one of its locations. The project
would result in an increase in 200 jobs with annual average wages
of $22,500 and involve capital investment of $8.5 million on
buildings and $20 million on machinery and equipment. The company
requests a total exemption from ad valorem taxes for the building
and equipment for a total of 10 years, as a condition for its
decision to make the investment in the community. The company will
also apply for state business incentives that are available.

Revenues Foregone by State and Local Government

The total of foregone property tax revenue from the exemption
will be approximately $4,100,000 over the 10 year period. The state
would provide tax incentives with a total value of $574,250.

Five taxing districts would be affected by the exemptions. The
City would forego $1.2 million. The state education fund (32 mill
levy) would forego $1,287,000 over 10 years. The state would also
not gain $61,500 from its 1.5 mill levy. The school district would
not realize an additional gain of $475,000 from its local option
budget.

Total foregone by state: $1,348,500
Total foregone by local

taxing units: $2,750,000
Total gain not realized: $4,098,500

Revenue Benefits from the Project to the State:

1l No estimate of corporate income tax gain.
I State Individual Income Tax
200 workers, avg. $22,500' $174,460 annual
128 workers, avg. $15,000
spin-off employment: $ 72,548 annual

1 The annual average wages of the 200 new employees were
purposefully understated by the applicant; the annual average wage
of manufacturing employees in Kansas is $29,170 -- 30 percent more
than shown in this example.
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10 years, no wage increase,
no tax rate change $2,470,000

3. State Sales Tax $1,352,400
Total gain to state, 10 yrs. $3,822,400
4. less tax incentives - 574,250

Lp Net gain to state, 10 yrs. $3,248,150

Distribution of Revenue Benefits to State:
Net Gain to SGF, 10 years: $3,248,150

Amount Distributed to State
Education Fund based on 40%
of SGF to School Finance: $1,299,260

Unrealized property tax gain to
State School Finance Fund: $1,287,000

Balance available for other
Schools: S 12,260

subtotal $1.299,260

Unrealized property tax gain
to State (1.5 mill levy) $ 61,500

Balance available from project
for other SGF expenditures $1,887,390

Total: $3,248,150
Revenue Benefits to Local Governments:

As noted earlier, the five local taxing districts (including
the school district) would forego total new revenues of $2,750,000.
While the city and county can estimate increased sales tax revenues
of $455,400 over the ten year period, other revenue gains are less
certain. Increased property taxes that would result from new home
construction to house the new residents, if any, are a possible
gain, but would be offset to an extent by increased public
expenditures for the increased services that would result. The
positive cost-benefit ratio of this tax abatement project is
achieved only by including the resultlng gain in state revenues
from sales and income taxes. Thus, it is clear that, during the
initial ten year abatement period, state government beneflts far
more from local tax abatements than does the community that

provides them.
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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. development, and those computer service
Included in exemption are land, buildings, and data processing facilities that obtain

improvements, structures, machinery, equipment, at least 80% of their revenue from out of

and other personal property used directly in the  state. Applies to new and expanding firms.

manufacturing process. Exemption for equipment applies only if
such equipment results in a net increase in

Also: machinery and equipment used in oil and employment.

gas production are exempt.

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