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PREFACE 

In early December of 1988, Governor Mofford and her staff sought an independent 
analysis of four alternative fiscal plans. The charge was to measure the impact of each 
proposal on the Arizona economy. Impacts of expenditures and tax changes on 
employment and income were to be quantified and the net economic impact computed. 
In addition, the implication of each alternative for Arizona's business climate was to be 
examined, including effects on Arizona's ranking relative to other states on levels of 
taxation. 

The Governor's staff offered assistance by encouraging the cooperation of the 
Department of Revenue in answering questions developed during the background 
research. After completion of background research, the study proceeded without further 
involvement from the Governor's staff. The fundamental assumptions concerning tax 
incidence, tax shifting, and multiplier effects as well as all subsequent analyses were 
based on established economic principles. This methodology was applied uniformly and 
consistently to the four fiscal alternatives without adjustments or alteration to favor any 
particular plan. 

Preliminary results were to be delivered to the Governor's office on or before 
December 28, 1988. It was understood that decisions on the fiscal year 1989 - 1990 
budget proposals would not be made final until after receipt of the study findings, since 
the Governor wished to be aware of the impacts on the Arizona economy associated 
with each alternative plan. 

The final report was presented on January 5, 1989. The researchers believe the 
study is an accurate analysis of the economic impact of these alternative tax and 
expenditure proposals. Realistically, because of the magnitude of the task and 
restrictive time constraint, isolated ambiguities and typographical errors may remain. 

The research assistance contributions of Mr. Dan Whalen, Mr. Tracy Clark, and Ms. 
Aileen Bengston are gratefully acknowledged, as well as the invaluable typography 
talents of Mr. Jim Dodson. Neither Arizona State University nor any agency of Arizona 
government is responsible for or necessarily endorses the study findings. The analysis 
and conclusions of the report, as well as all errors and omissions, are the sole 
responsibility of the authors. 
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EXECUTIVE SUMMARY 

A weakening Arizona economy has brought slower growth of revenues to state 

government. While the economy is performing sluggishly, the population of Arizona 

continues to expand at a rate approximately double that of the nation as a whole and 

projected expenses in critical areas such as education, health care, and corrections 

continue to grow. Government revenues are not anticipated to increase sufficiently in 

the coming fiscal year to adequately serve projected needs. 

This report analyses the economic impact on the Arizona economy of each of four 

alternative fiscal plans designed to meet the increased funding requirements projected 

for the 1 989 - 1 990 fiscal year. 

Methodology 
* 

Four plans are reviewed. Each has a common component - government 

expenditures totalling $255 million. The four plans differ in the revenue proposals 

included to increase revenues by $255 million. 

The economic impact of expenditures and the tax plans is analyzed through 

examination of three indicators -demand, earnings, and employment. The economic 

impact consists of direct effects, multiplier effects, and long run incidence effects. 

The direct effects are the immediate effects of a change in fiscal policy on final 

demand for goods and services, earnings, and employment in Arizona. The multiplier 

effects are the effects of a change in fiscal policy as it works its way through the 

economy. Multipliers for each industry examined in this study were computed for 

Arizona by the Bureau of Economic Analysis of the the U. S. Department of Commerce. 

Long run incidence refers to the effects of a change in fiscal policy due to owners of 

firms shifting their share of the tax burden to other resource owners, particularly workers. 



The burden of any tax is often different from the legal impact of the tax due to 

shifting. The personal income tax, sales taxes, and residential property taxes are born 

by individual consumers. The corporate income tax is shared between owners of capital 

and consumers. The severance tax is assumed to be born entirely by producers. 

Property taxes on utilities are assumed to be shifted 50 percent to consumers, while 

property taxes imposed on commercial property are shifted 67 percent to consumers. 

The fiscal alternatives here are all "balanced budget" measures. Funds received 

from the public as tax revenues are returned to the economy through government 

spending, creating demand, earnings, and jobs. However, government spends on a 

different mix of goods and services than does the taxpaying public. As government 

spending replaces taxpayer spending, demand for certain types of goods and services 

falls, while other types of goods and semices are increased in the economy. 

The economic benefits of the expenditures programs are compared with the 

economic costs - lost jobs, earnings, and reduced demand - associated with each of the 

tax plans. The result is a computed net economic impact based on the net change in 

demand, earnings, and employment in the Arizona economy as a result of $255 million 

in expenditures paid for with $255 million in new tax revenues. 

Overview of the Fiscal Alternatives 

Each of the four alternative plans contains an identical increase in government 

expenditures of $255 million. The expenditure categories are education ($1 11 million), 

indigent health care ($78 million), behavioral health care ($25 million), and prison 

operation ($41 million). 

The government expenditures create demand for materials, supplies, equipment, 

services, and structures, as well as employment for teachers, doctors and other health 

professionals, corrections employees, and other workers. Funds injected into the 



economy are spent and respent, creating final demand of $484.8 million, earnings of 

$374.7 million, and 22,788 jobs. 

While each of the four plans is designed to raise $255 million in revenues, the 

impacts of the plans vary due to differences in the types of taxes included, the incidence 

of the taxes, and the types of industries affected. 

The plan with the most favorable economic impact on Arizona is Plan A (Table I). 

This plan also has the most diversity in its mix of taxes, including a minimum school tax 

($1 25 million), increased property tax revenues ($58 million), new cigarette and beer 

taxes ($40 million), additional corporate income tax revenues ($1 0 million) and an 

increase in the mining severance tax ($22 million). 

The revenue proposals of Plan A reduce demand by $340.9 million in the Arizona 

economy as revenues are transferred to government by business and consumers who 

decrease their private spending. Earnings in affected industries fall by $296.3 million 

and 17,297 jobs are lost. 

The net economic impact of Plan A - combining the jobs and income created with the 

jobs and income lost through taxation is $1 43.9 million in demand, $78.4 million in 

earnings, and 5,491 net increase in jobs. The favorable impact on the economy is 

obtained because (a) a substantial portion of the minimum school tax is paid by out-of- 

state utilities, and (b) cigarette and beer customers continue to consume these products 

and pay tax because of "inelastic demand." 

Plan B has the second most favorable economic impact, with $36.1 million additional 

final demand and $20.7 million added to earnings in the state. However, Plan B would 

produce a net loss of 2,545 jobs. Since Plan B relies heavily on a personal income tax 

increase of $1 45 million, the result is that consumers reduce their purchases in the retail 

products and personal services sectors, both major employment sectors in Arizona. In 

effect, retail and service workers would be replaced by a smaller number of workers in 

education, health, corrections, and the industries which serve these sectors. 



TABLE l 
SUMMARY: ECONOMIC IMPACTS OF FOUR FISCAL ALTERNATIVES 

FISCAL CHANGE ECONOMIC IMPACTS 

Amount 
Expenditures (millions) 
Education $111 
Health Care 103 
Corrections 41 

Total: 255 

Demand Earnings Employment 
(millions) (millions) (number of jobs) 

206.3 136.2 8,934 
202.6 180.7 9,662 
3 . 9  4.192 
484.8 374.7 22,788 

Revenues 
Plan ATaxes , (millions) 

-Minimum School 1 is- * $125 
. / General Property 58 

40 
Corporate Income 10 
Mining Severance -22 

255 

Demand 
(miillons) 
$134.2 

94.9 
82.1 
9.3 

2 Q A  

Earnings 
(millions) 
$1 16.4 

78.9 
62.5 
12.0 

3 i . S  

Employment 
(number of jobs) 

5,236 
5,925 
4,501 

51 1 
1.124 

Total Economic Costs: 
Net Economlc Impact: 

Revenues Demand Earnings Employment 
Plan B Taxes (millions) (millions) (millions) (number of jobs) 
Personal Income, $1 45 $268.6 $204.3 14,825 
General Property I3.Q U S L J  IiELZ 10.508 

* 
" 't \ 

255 
,, >' 2' 

96 . y$i Total Economlc Costs: 448.7 354.0 25,333 
Net Economic Impact: +36.1 +20.7 -2,545 

Plan C Taxes 
Food Sales 
Service Sales 

Revenues Demand Earnings Employment 
(millions) (millions) (millions) (number of jobs) 

$1 27 $235.2 $1 78.9 12,984 
128 w lZZS 14.972 
255 

Total Economic Costs: 465.6 351.7 27,956 
Net Economic Impact: +19.2 +23.0 -5,168 

Revenues Demand Earnings Employment 
Plan D Taxes (millions) (millions) (millions) (number of jobs) 
Sales 

8 

$255 $472.3 $359.2 26,072 
;.;" '; 

14 ;. r ,s., Total Economic Costs: 472.3 359.2 26,072 
Net Economic Impact: +12.5 +15.5 -3,284 



Plan C restores the sales tax on food (raising revenues of $1 27 million) and imposes 

a tax on selected services ($1 28 million revenue ). Because consumers respond to 

higher sales taxes by reducing purchases of food and services, the jobs loss under plan 

C would be the greatest of the four alternatives. The greatest impact on employment is 

due to the loss of service sector jobs as consumers reduce spending. This is because 

the service sector is the most labor intensive - and the largest employment sector - of 

the Arizona economy. 

Plan D involves an increase in sales taxes sufficient to raise $255 million in 

revenues. This tax has effects similar to Plan C in that it is also paid primarily by 

consumers and impacts demand, earnings, and employment in the retail and wholesale 

trade sectors. Final demand is reduced by the greatest amount ($472.3 million) under 

this plan. This plan also affects the retail sector heavily, causing a loss of 26,072 jobs in 

the Arizona economy. Similar to Plan C, the net job impact is negative for Plan D, with 

3,284 jobs lost. 

In summary, the most favorable economic impacts are obtained from Tax Plan A. 

Because of the mix of tax options in the plan and the taxpayers affected, this plan yields 

a positive net economic impact of $1 43.9 million in final demand, $78.4 million in 

additional earnings, and 5,491 net new jobs created. 

With the slowing Arizona economy attracting attention from the national media, it is 

appropriate to briefly examine the impacts of tax increases on the Arizona business 

climate. The question at hand is whether increases in taxes will affect corporate 

relocations and economic development in the state. 

In surveys of corporate executives regarding the importance of taxes vs. other 

factors in determining relocation decisions, a quality labor force and access to markets 

are the dominant factors mentioned first. In a survey conducted by the prestigious 

Conference Board, executives responsible for site location decisions for research and 

development facilities rated taxes the 18th most important factor to be considered. The 



level of taxes was not mentioned at all in a University of Missouri survey of high 

technology firms producing innovative products. Quality of life was the number one 

determinant of relocation in a survey of Fortune 500 chief executives. Those employers 

most likely to be concerned about taxes are firms in the later stage of the product cycle, 

facing competitive markets for a standardized product, where small cost differences are 

critical. But even these firms rate labor productivity, transportation, and access to 

markets more highly than business taxes. 

In the closely-followed Grant Thornton rankings, the highest rated factors include 

wages, availability of workforce, and unionization. Tax levels rank 9th on the latest 

Grant Thornton study, and change in taxes ranks 17th. Education, however, ranks 15th 

on the Grant Thornton list (which focuses primarily on manufacturing plant 

requirements), ahead of change in taxes. Arizona's lowest ratings in the current Grant 

Thornton study are found in the areas of education (31 st), health care (32nd), and 

transportation (40th). 

Analysis of the available business climate surveys shows that tax increases will have 

the smallest effect on high technology, research and development, and corporate 

headquarters relocations. In addition, these are the types of employers most interested 

in quality of life and public infrastnrcture, including education, health care, transportation, 

and public safety. If the assumption may be made that these are the most desirable 

types of relocations sought, then the conclusion is clear that Arizona's business climate 

will be unharmed, and perhaps even helped, by the proposed fiscal changes. 

It would be incorrect to assume that a fiscal program pursued on a massive scale 

would yield similar positive benefits. The benefits of Plan A accrue largely due to the 

relatively high proportion of the tax that is shifted to out-of-state utilities. In general, 

modest balanced budget proposals like the ones examined in this study will essentially 

be neutral -the benefits of expenditures essentially offsetting the costs of taxes. This is 

no longer the case when programs become so large as to "crowd out" private sector 



endeavors or create tax burdens that choke off business expansion. Our analysis 

reveals that the current proposals are simply not large enough to have an adverse effect 

on Arizona's economy. 



PROJECT OVERVIEW AND PRIMARY RESULTS 

During 1987, new wage and salary jobs in the Arizona economy increased at 

a rate of growth of 3.4 percent. In 1988, the expansion of the Arizona economy 

slowed until, by year end, new jobs creation was taking place at a rate of less 

than one percent (Figure 0-1). While the overall Arizona economy is not in 

recession (defined as a negative rate of growth in total employment), industries 

linked to real estate and construction have experienced job losses and weakness 

has spread from these sectors to other parts of the general economy. 

In light of the slowing of the Arizona economy and recent comparisons drawn 

by national media between the Arizona experience and downturns in Texas, it is 

appropriate to examine the potential impact of a $255 million balanced budget tax 

and expenditure proposal on the Arizona business climate and economy. The 

question is how tax and spending changes of the magnitude and composition 

proposed effect (a) Arizona's business climate as measured by various rankings 

and surveys and (b) actual economic growth and development in the state. 

After a review of factors influencing business climate rankings, an analysis 

of surveys of business executives with responsibility for corporate relocations, 

and an assessment of academic articles on the subject, the conclusion is clear 

that the proposed tax and expenditure increases will not result in a significant 

change in Arizona's business climate. The major findings of the business climate 

research are as follows: 

1. The taxes and expenditures proposed will have offsetting effects in the 

annual Grant Thornton report, the most closely followed business climate ranking. 

Three factors -tax effort, change in tax effort, and change in government 

expenditures vs. change in state personal income -will be influenced in a 



FIGURE 0-1 
MONTHLY CHANGE IN ARIZONA EMPLOYMENT 

(Percent Change from Same Month, Previous Year) 
1986-88 
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negative direction. However, the expenditures undertaken will impact positively 

on two other factors - education and health care - which are among Arizona's 

lowest rated factors. Education has a higher weight in :he Grant Thornton system 

than change in tax effort. 

2. Any changes which do occur in the Grant Thornton rankings will not be 

evident for several years, since the rankings are based on taxes and 

expenditures made two to three years before. One variable, change in tax effort, 

is calculated over five years. Meanwhile, other states will undoubtedly be raising 

their taxes. Arizona's relative ranking in the Grant Thornton report is not 

expected to be significantly influenced by the tax increases proposed. 

Consequently, Arizona's business climate as measured by the well-known Grant 

Thornton study will not be substantially changed. 

3. Arizona ranked number one in both 1987 and 1988 on another closely- 
. watched business climate ranking, that produced by Inc. magazine. Since the 

Inc. ranking is based on (a) job growth (b) new business births and (c) number of 

"high growth" businesses, the change in taxes proposed will have no impact on 

Arizona's position in the Inc. ranking system. 

4. In surveys of corporate executives regarding the importance of taxes and 

other factors in determining relocation, a significant pattern emerges. Labor force 

and access to markets are the two dominant factors considered first by most 

corporate executives contemplating relocation (Table 0-1). Depending upon the 

type of facility, taxes can be ranked as high as fourth (for a manufacturing plant), 

as low as 18th (for a research and development facility) or not mentioned at all 

(for high technology firms with innovative products in the early stages of 

development). 

5. The proposed tax increase will have the greatest potential impact on plant 

relocations, especially for firms producing goods in the later stages of the product 



TABLE 0-1 
CORPORATE RELOCATION SURVEY RESULTS 

Business 
Survey Source Type of Facility Top Rated Factors Tax Rank 
Fortune 500 Corporate Headquarters Quality of Life 6/24 

Personal Preference 

Fortune 500 Next Mainland Plant Worker Productivity 4/26 
Transportation 

Fortune 500 Previous Mainland Plant Worker Productivity 6/26 
Markets 

Executives R & D Facilities 

High Tech 
Managers High Tech Firms 

Executives Office Facilities 

Near Headquarters 18/20 
Technical Personnel 

Technical Personnel 019 
Financial Community 

Domestic Markets 417 
Labor Market 

Executives Manufacturing, Warehouse Domestic Markets 518 
Distribution Facilities Site Availability 

Sources: 1. Nhv  C o w a t e  America Move- .. . Fortune, New York, 1982 
2. Locatina C~1~9rate 589 Fad&& The Conference Board, New York, 1986 
3. University of Missouri Survey, 1984 
4. Business A- M O W  Cushman & Wakefield, Chicago, 1988 



cycle. During this stage of the product cycle, output technology is standardized, 

markets are very competitive, and cost considerations at the margin are 

paramount. However,the implication is clear that labor force and market 

conditions are viewed first. If Arizona and another state are competitive on these 

two factors, then taxes will be considered as a "tie breaker." With higher taxes, 

Arizona will win some of these ties and will lose some of these ties, depending on 

the competing states (i. e. California or Nevada). 

6. Analysis of executive surveys shows that the proposed tax increases will 

have the smallest effect on high technology firms, research and development 

facilities, and corporate headquarters relocations. If the assumption may be 

made that these are the most desirable types of relocations sought, then it is 

concluded that Arizona's business climate will be virtually unharmed by the 

proposed tax increases. 

7. Most analysts of regional economic growth and development seem to agree 

with Roger Vaughn (1 979) that "the level of business taxes has little impact on the 

local growth rate or on the interstate location decisions of firms." Seventeen 

statistical studies were reviewed relating economic growth to taxes and other 

business climate variables. In seven of these studies, no statistical correlation 

was found between taxes and economic growth variables. In 9 studies, mixed 

relationships were found, with taxes affecting some variables, but generally 

having little impact. In one study, a significant relationship was found between 

taxes and economic measures. 

One final point must be addressed. If taxes are secondary to labor force 

variables and market considerations in determining business climate, wily is so 

much emphasis placed on taxes in discussions of business relocation? 

The answer lies in an understanding of business firm relocation dynamics. A 

study by James Miller shows that, during the six year period 1969 - 1975, only 



two percent of all manufacturing firms relocated, and only one half of one percent 

of all firms relocated across state lines. Three fourths of all manufacturing 

relocations involved movements to nearby counties in the same state. 

This tendency of firms to relocate nearby their current site explains why 

property and other taxes are considered by some to be crucial in the relocation 

decision. By moving to a neighboring locality, a firm may retain its current 

markets, suppliers, and labor force, but possibly lower its taxes. Thus, taxes are 

the "swing factor" because other key determinants of costs and revenues stay 

unchanged after most relocations. 

The implications for Arizona are worth noting. in seeking corporate relocations 

as a major source of new employment, the state is asking firms to make the 

extremely risky decision of abandoning workers, markets, suppliers, and lines of 

credit in exchange for what Arizona can offer in replacement. Thus, to assess the 

role of taxes in business climate, it must be recognized that the attractions 

Arizona offers in its business climate package must be competitive on a broader 

range of fronts than states in the East who are only seeking to lure firms a short 

distance. In brief, low taxes may be crucial in luring a firm across the river but 

may not be particularly important in luring that same firm across the country. 

Methodology 

Four plans are reviewed. Each has a common component - government 

expenditures totalling $255 million. The four plans differ in the revenue proposals 

included to increase revenues by $255 million. 

The economic impact of expenditures and the tax plans is analyzed through 

examination of three indicators - demand, earnings, and employment. The 



economic impact consists of direct effects, multiplier effects, and long run 

incidence effects. 

The direct effects are the immediate effects of a change in fiscal policy on final 

demand for goods and services, earnings, and employment in Arizona. The 

multiplier effects are the effects of a change in fiscal policy as it works its way 

through the economy. Multipliers for each industry examined in this study were 

computed for Arizona by the Bureau of Economic Analysis of the U.S. 

Department of Commerce. Long run incidence refers to the effects of a change in 

fiscal policy due to owners of firms shifting their share of the tax burden to other 

resource owners, particularly workers. The burden of any tax is often different 

from the legal impact of the tax due to shifting. 

The personal income tax, sales taxes, and residential property taxes are 

borne by individual consumers. The corporate income tax is shared between 

owners of capital and consumers. The severance tax is assumed to be borne 

entirely by producers. Property taxes on utilities are assumed to be shifted 50 

percent to consumers, while property taxes imposed on commercial property are 

shifted 67 percent to consumers. 

The fiscal alternatives here are all "balanced budget" measures. Funds 

received from the public as tax revenues are returned to the economy through 

government spending, creating demand, earnings, and jobs. However, 

government spends on a different mix of goods and services than does the 

taxpaying public. As government spending replaces taxpayer spending, demand 

for certain types of goods and services falls, while other types of goods and 

services are increased in the economy. 

The economic benefits of the expenditures programs are compared with the 

economic costs - lost jobs, earnings, and reduced demand - associated with 

each of the tax plans. The result is a computed net economic impact based on 



the net change in demand, earnings, and employment in the Arizona economy as 

a result of $255 million in expenditures paid for with $255 million in new tax 

revenues. 

Primary Results 

Each of the four alternative plans contains an identical increase in government 

expenditures of $255 million. The expenditure categories are education ($1 11 

million), indigent health care ($78 million), behavioral health care ($25 million), 

and prison operations ($41 million). 

The government expenditures create demand for materials, supplies, 

equipment, services, and structures, as well as employment for teachers, doctors 

and other health professionals, corrections employees, and construction workers. 

As shown in Table 0-2, funds injected into the economy are spent and respent, 

creating final demand of $484.8 million, earnings of $374.7 million, and 22,788 

jobs. 

While each of the four plans is designed to raise $255 million in revenues, the 

impacts of the plans vary due to differences in the types of taxes included, the 

incidence of the taxes, and the types of industries affected. The economic costs 

and benefits of each proposed tax plan are summarized below. 

Tax Plan A 

The plan with the most favorable economic impact on Arizona is Plan A. This 

plan also has the most diversity in its mix of taxes, including a minimum school 

tax ($1 25 million), increased property tax revenues ($58 millkon), new cigarette 



Direct 

Multiplier 

Total 

TABLE 0-2 
THE ECONOMIC IMPACT OF 

A $255,000,000 INCREASE IN STATE EXPENDITURES 

lncrease in 
Final Demand for Increase in Increase in 
Goods & Services Earnings Employment 

(millions) (millions) (number of jobs) 



and beer taxes ($40 million), additional corporate income tax revenues ($1 0 

million) and an increase in the mining severance tax ($22 million). 

The proposed minimum school tax is to levy a tax equal to the appropriate 

qualifying tax rate on all properties located in school districts that do not currently 

qualify for state assistance. The economic impact of this tax is based on an 

estimate of $1 25 million in additional tax revenues. 

The proposed property tax increase is to increase the state's general 

property tax rate to yield an additional 58 million dollars. Using 1988 rates and 

assuming a 5% appreciation in net assessed value for 1989, this would require 

the state to increase the rate from 4 7 ~  - per $1 00.00 net assessed value to 76$ per 

$1 00.00 net assessed value. Accordingly, the average primary rate for combined 

state and local property taxes - based on 1988 rates - would increase from $7.84 

per $1 00.00 net assessed value to $8.1 3. Thus, property tax payers would 

experience a 3.7% increase in overall property tax rates as a result sf the 

proposal. 

The proposed increase in luxury taxes is: (i) to increase the tax rate per pack 

of cigarettes from $.I5 to $.25; and (ii) to increase the tax rate per gallon of malt 

liquor from $.I6 to $.26. No change in the method of administering these taxes is 

offered in the current proposal. The economic impact of the cigarette tax is based 

on projections of 350 million packs sold in 1989190 at current tax rates. Only 30 

million dollars additional revenue will accrue due to the tax after market demand 

adjustments and up to 5 million additional Indian reservation sales. The 

economic effect of the beer tax is based on projections of 104 million gallons sold 

in 1989190 at current tax rates. The net revenue after minor demand adjustments 

is expected to be 10 million dollars. 

The proposed change in the corporate income tax code is to remove the 

80120 exclusion, the Possessions exclusion and the Foreign Tax Credit from the 



Arizona Corporate Income Tax Code. The economic impact of these taxes 

assumes that the current provisions yield 10 million dollars in FY 89/90 corporate 

liability. 

The proposed change in the mining severance tax is to raise the rate on the 

severance tax and alter the distribution formula so that proceeds from the 

increased tax accrue entirely to the General Fund. The rate increase examined in 

this report is from 2-1/2°/0 to 5% on the "net severance base." The actual 

proposal may contain a provision that ties the tax rate to the price of copper. This 

would help alleviate the burden of this tax on the mining firms during cyclical 

downturns in copper demand. The economic impact of this proposal is based on 

estimates of the N 89/90 net severance base of 880 million dollars so the 

additional tax would raise 22 million in revenue. 

The economic impact of Tax Plan A is summarized in Table 0-3. The revenue 

proposals of Plan A reduce demand by $340.9 million in the Arizona economy as 

revenues are transferred to government by business and consumers who 

decrease their private spending. Earnings in affected industries fall by $296.3 

million and 17,297 jobs are lost. 

The net economic impact of Plan A - combining the jobs and income created 

with the jobs and income lost through taxation is $1 43.9 million in demand, $78.4 

million in earnings, and 5,491 net increase in jobs. The favorable impact on the 

economy is obtained because (a) a substantial portion of the minimum school tax 

is paid by out-of-state utilities, and (b) cigarette and beer customers continue to 

consume these products and pay tax because of "inelastic demand." 

We also examined Plan A using the assumption that owners of firms passed 

100% of their own tax burdens directly to employees. This reduced the net gain 

in earnings to $37.9 million and employment to 2,092 jobs. This scenario is less 



TABLE 0-3 
THE ECONOMIC IMPACT OF TAX PLAN A 

Proposed Tax Changes and Revenues: 

Minimum school tax 

An increase in general property tax rates 

Increases in luxury goods tax rates 

Adjustments in corporate income tax deductions and credits 

An increase in the mining severance tax rate 

Total Revenues Generated: 

Total Economic Benefits: 

lncrease in final demand for goods and services 

lncrease in earnings 

lncrease in employment 

Total Economic Costs: 

Decrease in final demand for goods and services 

Decrease in earnings 

Decrease in employment 

Net Economic Benefits: 

Net increase in final demand for goods and services 

Net increase in earnings 

Net increase in employment 

$484,817,000 

374,673,000 

22,788 jobs 

$340,880,000 

296,335,000 

1 7,297 jobs 

$1 43,937,000 

78,338,000 

5,491 jobs 



likely in our opinion but it establishes a lower bound to the net 

employment/earnings gains of Plan A. 

In addition, as a result of the tax changes embodied in Plan A, consumers of 

electricity will pay about $.00153 more per kilowatt hour or, for an Arizona 

household consuming 1,000 kilowatt hours per month, about $1.50 more per 

month; residential property owners will pay, on average, $1 8 more per year; 

consumers of cigarettes will pay $.I0 more per pack or, for a 1 -pack per day 

smoker, $36.50 per year; and consumers of beer will pay slightly less than $.01 

per can of beer or for ari individual consuming two 6-packs per week, about $5.85 

per year. 

Tax Plan B 

The proposed tax changes for Plan B are to eliminate the special subtraction 

designed originally to "avoid" any windfall that might have accrued to the state 

due to the Federal Tax Reform Act of 1986 and to increase the state's general 

property tax. The economic analysis of the special subtraction assumes that 

about $1 45 million will be raised. The economic analysis of the general property 

tax assumes an increase in the state's general property tax rate to yield an 

additional 1 10 million dollars. Using 1988 rates and projecting a 5% increase in 

net assessed value for 1989, this would require the state to increase the rate from 

47$ per $1 00.00 net assessed value to $1.02 per $1 00.00 net assessed value. 

Accordingly, the average primary rate for combined state and local property taxes 

- based on 1988 rates - would increase from $7.84 per $1 00.00 net assessed 

value to $8.39. Thus, property tax payers would experience a 7.0% increase in 

overall property tax rates as a result of the proposal. 



The economic impact of Tax Plan B is summarized in Table 0-4. Plan B has 

the second most favorable economic impact, with $36.1 million additional final 

demand and $20.7 million added to earnings in the state. However, Plan B would 

produce a net loss of 2,545 jobs. Since Plan B relies heavily on a personal 

income tax increase of $1 45 million, the result is that consumers reduce their 

purchases in the retail products and personal services sectors, both major 

employment sectors in Arizona. In effect, retail and service workers would be 

replaced by a smaller number of higher paid workers in education, health, 

corrections, and the private sector industries which serve these agencies. 

In addition, as a result of these tax changes, residential property owners will 

pay, on average, $35 more per month. 

Tax Plan C 

Plan C restores the sales tax on food (raising revenues of $1 27 million) and 

imposes a tax on selected services ($1 28 million revenue). Because consumers 

respond to higher sales taxes by reducing purchases of food and services, the 

jobs loss under Plan C would be the greatest of the four alternatives. The 

greatest impact on employment is due to the loss of service sector jobs as 

consumers reduce spending. This is because the service sector is the most labor 

intensive - and the largest employment sector - of the Arizona economy. The 

economic impact of Tax Plan C is summarized in Table 0-5. 

Tax Plan D 

Plan D involves an increase in sales taxes sufficient to raise $255 million in 

revenues. This tax has effects similar to Plan C in that it is also paid primarily by 



TABLE 0-4 
THE ECONOMIC IMPACT OF TAX PLAN B 

Proposed Tax Changes: 

Eliminate the windfall tax credit 

An increase in general property tax rates 

Total Revenues Generated: $255,000,000 

Total Economic Benefits: 

Increase in final demand for goods and services $484,817,000 

Increase in earnings 374,673,000 

Increase in employment 22,788 jobs 

Total Economic Costs: 

Decrease in final demand for goods and services $448,682,000 

Decrease in earnings 354,020,000 

Decrease in employment 25,333 jobs 

Net Economic Benefits: 

Net increase in final demand for goods and services 

Net increase in earnings 

Net increase in employment 

$36,135,000 

20,653,000 

-2,545 jobs 



TABLE 0-5 
THE ECONOMIC IMPACT OF TAX PLAN C 

Proposed Tax Changes: 

Levy a 5% sales tax on food for at home consumption $1 27,000,000 

Levy a 5% sales tax on selected services 128,000,000 

Total Revenues Generated: $255,000,000 

Total Economic Benefits: 

Increase in final demand for goods and services $484,817,000 

Increase in earnings 374,673,000 

Increase in employment 22,788 jobs 

Total Economic Costs: 

Decrease in final demand for goods and services $465,629,000 

Decrease in earnings 351,715,000 

Decrease in employment 27,956 jobs 

Net Economic Benefits: 

Net increase in final demand for goods and services $1 9,188,000 

Net increase in earnings 22,958,000 

Net increase in employment -5,168 jobs 



consumers and impacts demand, earnings, and employment in the retail and 

wholesale trade sectors. Table 0-6 summarizes the economic effects of Tax Plan 

D. Final demand is reduced by the greatest amount ($472.3 million) under this 

plan. This plan also affects the retail sector heavily, causing a loss of 26,072 jobs 

in the Arizona economy. Similar to Plan C, the net job impact is negative for Plan 

Dl with 3,284 jobs lost. 

Impact on Arizona's Relative Tax Burden 

The proposed taxes will generally have little impact on Arizona's tax burden 

per capita when compared with other states. Using data compiled in the 1987 

AClR comparison of Fiscal Federalism, Arizona's relative burden increases from 

26th highest to 23rd highest among all states due to the additional 183 million 

(1 25 + 58) in property taxes proposed in Plan A. The tobacco and alcohol 

burdens per capita increase from 37th to 22nd and 21st to 18th respectively. The 

corporate tax burden per capita ranking is not affected by the 10 million dollar 

increase in Plan A. 

The increased burdens induced by the Plan B proposals increase Arizona's 

ranking from the 33rd highest individual income tax per capita to 29th and the 

26th highest general property tax to 24th. The sales tax proposals in Plans C and 

D each result in an increase in Arizona's sales tax per capita burden from 6th to 

3rd. 

Interestingly, Arizona would remain one of the lowest ranking residential 

property tax states even after the proposals. The Plan A $58 million general 

property tax would increase the residential burden from 45th highest to 43rd 

highest. The Plan B proposal would increase the residential burden to the 42nd 

highest among all states. 



TABLE 0-6 
THE ECONOMIC IMPACT OF TAX PLAN D 

Proposed Tax Changes: 

An increase in the general sales tax 

Total Revenues Generated: 

Total Economic Benefits: 

lncrease in final demand for goods and services 

lncrease in earnings 

lncrease in employment 

Total Economic Costs: 

Decrease in final demand for goods and services 

Decrease in earnings 

Decrease in employment 

Net Economic Benefits: 

Net increase in final demand for goods and services 

Net increase in earnings 

Net increase in employment 

$484,817,000 

374,673,000 

22,788 jobs 

$472,311,000 

359,240,000 

26,072 jobs 

$1 2,506,000 

15,433,000 

-3,284 jobs 



Summary 

In summary, the most favorable economic impacts are obtained from Tax Plan 

A. Because of the mix of tax options in the plan and the taxpayers affected, this 

plan yields a positive net economic impact of $1 43.9 million in final demand, 

$78.4 million in additional earnings, and 5,491 net new jobs created. 

With the slowing Arizona economy attracting attention from the national 

media, it is appropriate to briefly examine the impacts of tax increases on the 

Arizona business climate. The question at hand is whether increases in taxes will 

affect corporate relocations and economic development in the state. 

In surveys of corporate executives regarding the importance of taxes vs. other 

factors in determining relocation decisions, a quality labor force and access to 

markets are the dominant factors mentioned first. In a survey conducted by {he 

prestigious Conference Board, executives responsible for site location decisions 

for research and development facilities rated taxes the 18th most important factor 

to be considered. The level of taxes was not mentioned at all in a University of 

Missouri survey of high technology firms producing innovative products. Quality 

of life was the number one determinant of relocation in a survey of Fortune 500 

chief executives. Those employers most likely to be concerned about taxes are 

firms in the later stage of the product cycle, facing competitive markets for a 

standardized product, where small cost differences are critical. But even these 

firms rate labor productivity, transportation, and access to markets more highly 

than business taxes. 

In the closely-followed Grant Thornton rankings, the highest rated factors 

include wages, availability of workforce, and unionization. Tax levels rank 9th on 

the latest Grant Thornton study, and change in taxes ranks 17th. Education, 



however, ranks 15th on the Grant Thornton list (which focuses primarily on 

manufacturing plant requirements), ahead of change in taxes. Arizona's lowest 

ratings in the current Grant Thornton study are found in the areas of education 

(31 st), health care (32nd), and transportation (40th). 

Analysis of the available business climate surveys shows that tax increases 

will have the smallest effect on high technology, research and development, and 

corporate headquarters relocations. In addition, these are the types of employers 

most interested in quality of life and public infrastructure, including education, 

health care, transportation, and public safety. If the assumption may be made 

that these are the most desirable types of relocations sought, then the conclusion 

is clear that Arizona's business climate will be unharmed, and perhaps even 

helped, by the proposed fiscal changes. 

It would be incorrect to assume that a fiscal program pursued on a massive 

scale would yield similar positive benefits. The benefits of Plan A accrue largely 

due to the relatively high proportion of the tax that is shifted to out-of-state utilities. 

In general, modest balanced budget proposals like the ones examined in this 

study will essentially be neutral -the benefits of expenditures essentially 

offsetting the costs of taxes. This is no longer the case when programs become 

so large as to "crowd out" private sector endeavors or create tax burdens that 

choke off business expansion. Our analysis reveals that the current proposals 

are simply not large enough to have an adverse effect on Arizona's economy. 



INTRODUCTION 

The Arizona economy expanded vigorously from 1983 through 1987, adding 

more than 320,000 workers to Arizona payrolls. During this period, the state 

ranked among the national leaders in the rate of economic growth. These were 

years of strong net inmigration and record levels of building in multifamily, 

industrial, and commercial structures. 

As newly built inventory began to accumulate, growth in construction 

employment peaked in 1986. By December of 1988, the industry experienced a 

string of 25 unbroken months of job losses relative to year-ago employment 

levels. Weakness in construction gradually spread through the economy. By the 

end of 1988, total Arizona nonagricultural employment was growing at a rate of 

less than one percent (Figure I ) ,  and Arizona ranked among the slowest growing 

states. 

The current weakness in the Arizona economy has caused some to question 

whether the downturn is a a cyclical reaction to overbuilding that will soon be 

reversed or an ominous signal of a significant change in the vitality of the Arizona 

economy. Items in the national press have suggested that unusual elements are 

present which will impact the future potential growth of Arizona. 

The widely held view of economists in both the private and public sectors is 

that the current ailments of the Arizona economy can be attributed to (a) 

overbuilding, which led to reduced construction and real estate activity and (b) the 

relative good economic health of competing states and the Midwest, usual 

suppliers of jobseekers for Arizona. In retrospect, the vigorous population flows 

and rapid rates of job growth of the recent past were not sustainable. Arizona 

businesses accustomed to rapidly-growing customer bases have postponed 

expansion plans and reduced employee rolls, further reducing local job gains. 





The prognosis among economists is that - in the absence of a national 

recession - a return to levels of growth approximating the long term Arizona 

average will be experienced within 18-24 months. The current outlook for 1989 

calls for the coming year to be very similar to 1988 in terms of overall growth. 

The annualized rate of job creation is expected to be in the range of 3 percent, 

about one half that of the long run Arizona average rate of job growth. 

In light of the slowing of the Arizona economy and recent comparisons drawn 

by national media between the Arizona experience and downturns in Texas, it is 

appropriate to examine the potential impact of a $255 million balanced budget tax 

and expenditure proposal on the Arizona business climate and economy. The 

essential question at hand is how tax increases and government expenditures of 

the magnitude proposed will effect (a) Arizona's business climate as measured by 

various rankings and surveys and (b) actual economic growth and development in 

the state. 

After a review of factors influencing business climate rankings, an analysis of 

surveys of business executives with responsibility for corporate relocations, and 

an assessment of academic articles on the subject, the conclusion is clear that 

the proposed tax increase and expenditures will not result in a significant change 

in Arizona's business climate. The major findings of the business climate 

research are as follows: 

1. The taxes and expenditures proposed will have offsetting effects in the 

annual Grant Thornton report, the most closely followed business climate ranking. 

Three factors - tax effort, change in tax effort, and change in government 

expenditures vs. change in state personal income -will be influenced in a 

negative direction. However, the expenditures undertaken will impact positively 

on two other factors - education and health care - which are among Arizona's 



lowest rated factors. Education has a higher weight in the Grant Thornton system 

than change in tax effort. 

2. Any changes which do occur in the Grant Thornton rankings will not be 

evident for several years, since the rankings are based on taxes and 

expenditures made two to three years before. One variable, change in tax effort, 

is calculated over five years. Meanwhile, other states will undoubtedly be raising 

their taxes. Arizona's relative ranking in the Grant Thornton report is not 

expected to be significantly influenced by the tax increases proposed. 

Consequently, Arizona's business climate as measured by the well-known Grant 

Thornton study will not be substantially changed. 

3. Arizona ranked number one in both 1987 and 1988 on another closely- 

watched business climate ranking, that produced by Inc. magazine. Since the 

Inc. ranking is based on (a) job growth (b) new business births and (c) number of 

"high growth" businesses, the change in taxes proposed will have no impact on 

Arizona's position in the Inc. ranking system. 

4. In surveys of corporate executives regarding the importance of taxes and 

other factors in determining relocation, a significant pattern emerges. Labor force 

and access to markets are the two dominant factors considered first by most 

corporate executives contemplating relocation (Table 1). Depending upon the 

type of facility, taxes can be ranked as high as fourth (for a manufacturing plant), 

as low as 18th (for a research and development facility) or not mentioned at all 

(for high technology firms with innovative products in the early stages of 

development). 

5. The proposed tax increase will have the greatest potential impact on plant 

relocations, especially for firms producing goods in the later stages of the product 

cycle. During this stage of the product cycle, output technology is standardized, 

markets are very competitive, and cost considerations at the margin are 



TABLE 1 
CORPORATE RELOCATION SURVEY RESULTS 

Business 
Survey Source Type of Facility Top Rated Factors Tax Rank 
Fortune 500 Corporate Headquarters Quality of Life 6/24 

Personal Preference 

Fortune 500 Next Mainland Plant Worker Productivity 4/26 
Transportation 

Fortune 500 Previous Mainland Plant Worker Productivity 6/26 
Markets 

Executives R & D Facilities 

High Tech 
Managers High Tech Firms 

Executives Off ice Facilities 

Near Headquarters 18/20 
Technical Personnel 

Technical Personnel 019 
Financial Community 

Domestic Markets 
Labor Market 

Executives Manufacturing, Warehouse Domestic Markets 518 
Distribution Facilities Site Availability 

Sources: 1. mv Co- America Moves Where, .. . Fortune, New York, 1982 
2. Locatina-ate R&n Facllltles. The Conference Board, New York, 1986 
3. University of Missouri Survey, 1984 
4. BuSiness America Real Estate M o w  Cushman & Wakefield, Chicago, 1988 



paramount. However,the implication is clear that labor force and market 

conditions are viewed first. If Arizona and another state are competitive on these 

two factors, then taxes will be considered as a "tie breaker." With higher taxes, 

Arizona will win some of these ties and will lose some of these ties, depending on 

the competing states (i. e. California or Nevada). 

6. Analysis of executive surveys shows that the proposed tax increases will 

have the smallest effect on high technology firms, research and development 

facilities, and corporate headquarters relocations. If the assumption may be 

made that these are the most desirable types of relocations sought, then it is 

concluded that Arizona's business climate will be virtually unharmed by the 

proposed tax increases. 

7. Most analysts of regional economic growth and development seem to 

agree with Roger Vaughn (1 979) that "the level of business taxes has little impact 

on the local growth rate or on the interstate location decisions of firms." 

Seventeen statistical studies were reviewed relating economic growth to taxes 

and other business climate variables. In seven of these studies, no statistical 

correlation was found between taxes and economic growth variables. In 9 

studies, mixed relationships were found, with taxes affecting some variables, but 

generally having little impact. In one study, a significant relationship was found 

between taxes and economic measures. 

One final point must be addressed. If taxes are secondary to labor force 

variables and market considerations in determining business climate, why is so 

much emphasis placed on taxes in discussions of business relocation? 

The answer lies in an understanding of business firm relocation dynamics. A 

study by James Miller shows that, during the six year period 1969 - 1975, only 

two percent of all manufacturing firms relocated, and only one half of one percent 



of all firms relocated across state lines. Three fourths of all manufacturing 

relocations involved movements to nearby counties in the same state. 

This tendency of firms to relocate nearby their current site explains why 

property and other taxes are considered by some to be crucial in the relocation 

decision. By moving to a neighboring locality, a firm may retain its current 

markets, suppliers, and labor force, but possibly lower its taxes. Thus, taxes are 

the "swing factor" because other key determinants of costs and revenues stay 

unchanged after most relocations. 

The implications for Arizona are worth noting. In see king corporate relocations 

as a major source of new employment, the state is asking firms to make the 

extremely risky decision of abandoning workers, markets, suppliers, and lines of 

credit in exchange for what Arizona can offer in replacement. Thus, to assess the 

role of taxes in business climate, it must be recognized that the attractions 

Arizona offers in its business climate package must be competitive on a broader 

range of fronts than states in the East who are only seeking to lure firms a short 

distance. In brief, low taxes may be crucial in luring a firm across the river but 

may not be particularly important in luring that same firm across the country. 



THE ECONOMIC IMPACT OF FOUR FISCAL ALTERNATIVES 

The economic impact on the Arizona economy of each of four alternative 

tax/expenditure plans is analyzed in this report. The four alternative tax plans are 

revenue neutral in that each is designed to raise approximately $255,000,000 in 

additional revenues for Arizona's General Fund. The four expenditure proposals 

are identical. 

The analysis begins by describing the methodology used to evaluate each of 

four proposed tax plans which is followed by a discussion of the economic 

implications of a specific $255,000,000 in State expenditures. Next a detailed 

analysis of the economic impact of each proposed plan is undertaken. The 

analysis consists of a discussion of current tax rates as well as the business 

activity that serves as the base for each proposed tax change, a quantitative 

analysis of the direct and indirect economic effects of the proposed tax or 

expenditure changes, and a summary that includes a discussion of any relevant 

administrative issues regarding collection of the taxes as well as a discussion of 

how the proposed tax changes may affect Arizona's position relative to other 

states. 

METHODOLOGY 

The economic impact of a change in state fiscal policy consists of direct 

effects, multiplier effects, and long run incidence effects. The direct effects 

are the immediate effects of a change in fiscal policy on final demand for goods 

and services, earnings of Arizona workers, employment in Arizona, and retained 

earnings of Arizona firms. The multiplier effects are the effects of a change in 

fiscal policy as it works its way through the economy. The long run incidence 



effects are the effects of a change in fiscal policy due to owners of firms shifting 

their share of the tax burden to other resource owners, in particular, to workers. 

Tax Shifting 

The degree to which a tax can be shifted from the point of legal impact to its 

final resting place on those who bear the economic costs is crucial to determining 

the burden of the tax. Whether a tax is borne by producers or consumers makes 

a difference. Table 2 gives the tax shifting assumptions used in this report. 

These assumptions are the standards currently used by economists to evaluate 

fiscal policy changes. 

The traditional view of tax shifting for both general and selected sales taxes is 

that they are fully shifted to consumers. The individual income tax can not be 

shifted, in general, and is borne by taxpayers. The corporate income tax, on the 

other hand, is assumed to be borne by the owners of capital. 

State severance tax revenues are derived from the extraction of natural 

resources, primarily copper in Arizona. The standard assumption is that this tax 

is shifted 1 00 percent to consumers; however, since copper producers in Arizona 

are essentially world price takers, in this report the mining severance tax is 

assumed to be borne entirely by producers. This, of course, increases the 

burden the tax places on the Arizona economy. 

Property taxes are divided into three categories: public utilities, residential 

property, and all other property. Fifty percent of property taxes imposed on 

utilities are assumed to be shifted to consumers. While the precise degree to 

which this tax can be shifted depends on the extent to which the Corporation 

Commission allows rate increases, an equal sharing of the tax between producers 

and consumers is standard. Property taxes imposed on residential property 



TABLE 2 
INCIDENCE ASSUMPTIONS 

State Tax 

General Sales Taxes 

Selective Sales Taxes: 

Tobacco 

Alcohol 

Individual Income Tax 

Corporation Income Tax 

Mining Severance Tax 

Property Tax: 

Public utilities 

Residential property 

CommercialIlndustriaI property 

Incidence 

Consumers of taxed items 

Consumers of tobacco products 

Consumers of alcoholic beverages 

Taxpayers 

Owners of capital 

Owners of capital 

112 consumers, 112 owners of capital 

Households 

213 consumers, 113 owners of capital 

Source: Phares, Donald, Who Pays State and Local Taxes?, Cambridge: 
Velgeschlayer, Gunn and Hain, Publishers, Inc., 1980. 



owners is borne completely by households while 67 percent of property taxes 

imposed on all other property owners is shifted to consumers of goods and 

services (the assumed shifting by all other property owners .is an average of the 

individual components). 

Multipliers 

In order to track the economic impact of a policy change as it ripples through 

the State's economy, some assumption must be made concerning how a change 

in final demand for goods and services affect earnings and employment in the 

economy. Table 3 gives the multipliers for Arizona that have been calculated by 

the Bureau of Economic Analysis, U.S. Department of Commerce. Column one 

gives the output multiplier. Each entry in column one represents the total dollar 

change in production that occurs in all Arizona industries for each dollar change in 

final demand for the goods or services produced by the industry corresponding to 

the entry. Column two gives the earnings multiplier. Each entry in column two 

represents the total dollar change in earnings of households employed by all 

Arizona industries for each dollar change in final demand for the goods or 

services produced by the industry corresponding to the entry. Column three 

gives the employment multiplier. Each entry in column three represents the 

total change in number of jobs in all Arizona industries for each one million dollars 

in final demand for the goods or services produced by the industry corresponding 

to the entry. 

For example, consider the mining industry. The output multiplier is ,8047 

which means that a one million dollar increase in demand for copper produced in 

Arizona will generate an additional $804,700 increase in final demand for goods 

and services throughout the State's economy. The earnings and employment 



Mining 

Retail Trade 

TABLE 3 
MULTIPLIERS FOR ARIZONA 

Output 
(dollars) 

Wholesale Trade .8068 

Health Services .9665 

Other Services .8000 
Education ,8588 
Utilities .4808 

Earnings Employment 
(dollars) (number of jobs) 

Source: Regional Input and Output Modeling system, Regional Economic 
Analysis Division, Bureau of Economic Analysis. 

*Each entry in column one represents the total dollar change in production that occurs 
in all Arizona industries for each dollar change in final demand for the goods or 
services produced by the industry corresponding to the entry. Each entry in column two 
represents the total dollar change in earnings of households employed by all Arizona 
industries for each dollar change in final demand for the goods or services produced by 
the industry corresponding to the entry. Each entry in column three represents the total 
change in number of jobs in all Arizona industries for each one million dollars in final 
demand for the goods or services produced by the industry corresponding to the entry. 



multipliers for the mining industry are ,5399 and 24.7 respectively. Thus, the 

$804,700 increase in final demand will generate additional incomes equal to 

3399 X 804,700 = $434,457 for Arizona workers as well as an increase in 

employment equal to 24.7 X .8047 = 20 jobs. 

A Hypothetical Example 

The best way to illustrate the methodology used in this report to determine the 

economic impact of a change in fiscal policy, is to consider a hypothetical 

example. Suppose the State increases the property tax on all other property 

enough to raise one million dollars in additional revenues for the State's General 

Fund. What will be the economic impact of this tax change? 

First consider the direct effects of the tax. Table 2 indicates that 67 percent of 

this property tax will be shifted to consumers of goods in Arizona which means 

that consumers have .67 X 1,000,000 = $670,000 less to spend on goods. Thus, 

the first direct effect is a reduction in final demand for goods produced in Arizona 

by $670,000. 

This reduction in final demand will also have an impact on earnings of Arizona 

workers as well as employment. Column two of Table 3 indicates that for the 

retail trade industry, a $670,000 reduction in final demand for goods will generate 

a .7606 X 670,000 = $509,602 reduction in incomes of those employed in the 

retail trade sector of the Arizona economy. Column three of Table 3, on the other 

hand, indicates that for the retail trade industry a $670,000 reduction in final 

demand for goods will lead to a reduction in the number of jobs available in 

Arizona of 55.2 X .670 = 37. 

Another direct effect of the tax is the reduction in retained earnings of firms 

affected by the tax. In this example, firms pay an additional $330,000 in taxes. 



However, some of this tax burden may be shifted from owners of capital to other 

resource owners employed by the firm; in particular, labor. While there is no 

general consensus as to how much of the firms' burden can be shifted, a 

reasonable estimate is that a maximum of 50 percent can be shifted to workers. 

Thus, of the $330,000, retained earnings will fall by $1 65,000. 

Next, consider the multiplier effects. As the initial $670,000 reduction in final 

demand filters through the economy, Table 3 indicates that there will be an 

additional .8522 X 670,000 = $570,974 reduction in final demand for goods. This 

is the output multiplier effect. Further, both earnings and employment will be 

affected by this second round change in demand. When consumers spend 

$570,974 less for goods, production falls which leads to a .7606 X 570,975 = 

$434,283 reduction in earnings (the earnings multiplier effect) and a 55.2 X 

.570975 = 32 reduction in the number of jobs available in Arizona (the 

employment multiplier effect). 

Finally, consider the long run incidence effect. In the long run owners of firms, 

owners of capital, may shift some of their tax burden to other resource owners 

employed by the firm; in particular, to labor. As noted above, in this report it is 

assumed that 50 percent can be shifted to workers. This being the case, in this 

hypothetical example 50 percent of $330,000 original borne by firms is shifted to 

workers. Thus, incomes of workers are reduced by an additional $1 65,000. 

This reduction in workers' incomes leads to a $1 65,000 reduction in final 

demand and the long run incidence effect is determine in the same way we 

determined the direct and multiplier effects above. Using Table 3, a $165,000 

reduction in final demand for goods leads to an additional .8522 X 165,000 = 

$1 40,613 reduction in final demand which means that as a result of this further 

shifting of the tax burden the dollar value of production in Arizona falls a total of 



165,000 + 140,613 = $305,613. In addition, worker's incomes fall an additional 

.7606 X 305,613 = $232,449 and employment fall by 17 jobs. 

The total economic impact of a hypothetical increase in property taxes that 

generate one million dollars in revenues is the sum of the direct, multiplier, and 

long run incidence effects: final demand for goods and services falls by 

$1,546,487; workers' earnings fall by $1,249,498; the number of jobs available to 

Arizona workers falls by 86; and retained earnings of firms falls by $330,000. 

These calculations are summarized in Table 4. 

EXPENDITURES 

Each of the proposed tax plans discussed in this report are revenue neutral in 

that each is designed to generate approximately $255,000,000 in additional 

revenues for the State of Arizona; thus, a choice between tax plans could be 

made simply by determining which plan will impose the smallest total economic 

cost on the State's economy. However, to fully understand the impact of each 

fiscal proposal on the Arizona economy, it it useful to determine not only the costs 

associated with each tax plan but also the benefits associated with the increase in 

State expenditures made possible by the tax. Comparing economic costs and 

benefits provides a clear picture of the net impact of any particular policy change 

on the State's economy. 

The following analysis assumes that the additional revenues generated by any 

one of the proposed tax plans is to be expended as follows: $78,000,000 on 

indigent health care, $25,000,000 on behavioral health care, $41,000,000 for 

prison operations, and $1 11,000,000 on education. 

The economic impact of these expenditures prior to the consideration of 

financing costs is shown in Table 5. The methodology discussed above is used 



Direct 

Multiplier 

Long Run Incidence 

Total 

TABLE 4 
THE ECONOMIC IMPACT OF A HYPOTHETICAL PROPERTY TAX 

THAT GENERATES $1,000,000 IN ADDITIONAL REVENUES 

Decrease in 
Final Demand for 
Goods 8a Services 

(millions) 

Decreast in 
Decrease in Decrease in Retained 

Earnings Employment Earnings 
(millions) (number of jobs) (millions) 

.510 37 165,000 



Direct 

Multiplier 

Total 

TABLE 5 
THE ECONOMIC IMPACT OF 

A $255,000,000 INCREASE IN STATE EXPENDITURES 

lncrease in 
Final Demand for Increase in Increase in 
Goods & Services Earnings Employment 

(millions) (millions) (number of jobs) 



to calculate each of the entries in this table. Column one gives the increase in 

final demand for goods and services, measured in millions of dollars, that arises 

because of increased spending. The total effect associated with a $255,000,000 

increase in government expenditures on health care, prisons, and education is an 

increase in final demand for goods and services of $484,8 1 7,000. That is, every 

dollar spent on health care, prisons, and education generates, on average, a 

$1.89 increase in final demand. For example, a dollar spent on health care 

increases the demand for physician's services by $1.96; a dollar spent on prisons 

increases the demand for operations supplies by $1.85; and a dollar spent on 

education increases the demand for educational services by $1.86. 

Column two gives the increase in earnings of those workers employed in 

businesses affected by the increase in final demand (the entries in this column 

are calculated using the earnings multipliers for other services, retail trade, and 

education shown in Table 3). In this instance, a $484.81 7 million increase in final 

demand for goods and services will generate $374,673,000 in additional incomes 

for Arizona workers. This means that, on average, every dollar spent by the state 

generates a $1.47 increase in income. 

Finally, column three gives the increase in employment associated with the 

increase in final demand (the entries in this column are calculated using the 

employment multipliers for services, construction, and education shown in Table 

3). This expenditure program will generate approximately 22,788 new jobs for 

Arizona workers. 



TAX PLAN A 

Tax Plan A consists of five proposed changes in the existing tax code for 

Arizona: a minimum school tax, increasing the state wide property tax, an 

increase in luxury taxes, eliminating or reducing certain corporate income tax 

credits and deductions, and increasing the mining severance tax. Table 6(a) 

summarizes the results of the economic analysis described below. The net 

economic benefits of Tax Plan A are: an increase in final demand for goods and 

services of $1 43,937,000; an increase in earnings of Arizona workers of 

$78,388,000; and the addition of 5,491 jobs for Arizona workers. 

As is discussed below, the entries in this table reflect the assumption that 50% 

of the tax burden is borne by customers, 25% by owners of firms, and 25% by the 

firms' employees, the most reasonable case. Table 6(b), on the other hand, 

reflects the most severe case. The entries in this table reflect the assumption that 

50% of the tax is borne by customers and, ultimately, 50% by the firms' 

employees. This has essentially the same aggregate income and employment 

impact as if the tax was entirely passed through to utility customers. 

Plan A - Minimum School Tax 

Background - Minimum School Tax (Plan A) 

Under the current Arizona State School Assistance Program, a school district 

qualifies for state aid only after levying property taxes at the minimum qualifying 

tax rate. At present, the minimum qualifying rate is $2.36 per $1 00 assessed 

valuation for elementary or high school districts and $4.72 per $1 00 assessed 

valuation for unified districts or districts without both elementary and secondary 

schools. State aid is then set equal to any shortfall that exists between each 



TABLE 6(a) 
THE ECONOMIC IMPACT OF TAX PLAN A 

Proposed Tax Changes and Revenues: 

Minimum school tax 

An increase in general property tax rates 

Increases in luxury goods tax rates 

Adjustments in corporate income tax deductions and credits 

An increase in the mining severance tax rate 

Total Revenues Generated: 

Total Economic Benefits: 

lncrease in final demand for goods and services 

lncrease in earnings 

lncrease in employment 

Total Economic Costs: 

Decrease in final demand for goods and services 

Decrease in earnings 

Decrease in employment 

Net Economic Benefits: 

Net increase in final demand for goods and services 

Net increase in earnings 

Net increase in employment 

$484,817,000 

374,673,000 

22,788 jobs 

$340,880,000 

296,335,000 

17,297 jobs 

$1 43,937,000 

78,338,000 

5,491 jobs 



TABLE 6(b) 
THE ECONOMIC IMPACT OF TAX PLAN A: 

TAX BURDEN SHIFTED 100% TO WORKERS AND CONSUMERS 

Proposed Tax Changes: 

Minimum school tax 

An increase in general property tax rates 

Increases in luxury goods tax rates 

Adjustments in corporate income tax deductions and credits 

An increase in the mining severance tax rate 

Total Revenues Generated: $255,000,000 

Total Economic Benefits: 

Increase in final demand for goods and services $484,817,000 

Increase in earnings 374,673,000 

Increase in employment 22,788 jobs 

Total Economic Costs: 

Decrease in final demand for goods and services $444,837,000 

Decrease in earnings 336,802,000 

Decrease in employment 20,696 jobs 

Net Ekonomic Benefits: 

Net increase in final demand for goods and services $39,980,000 

Net increase in earnings 37,871,000 

Net increase in employment 2,092 jobs 



district's school budget limit and property taxes available at the qualifying rate in 

each school district. 

While most school districts in Arizona levy property taxes equal to or greater 

than the minimum qualifying tax rate, a number of school districts are able to 

meet their school spending budgets by taxing property at rates far below the 

minimum qualifying rate and, thus, do not receive state assistance. These 

districts are "property rich" in the sense that the net assessed values per student 

are extremely high compared to districts throughout the rest of the state. 

Typically, the reason for high net assessed values per student is that large 

commercial or industrial parcels are located within the school district. For 

example, the Ruth Fisher Elementary School District contains the Palo Verde 

Nuclear Generation Station. This district currently levies a primary property tax of 

only $.04 per $1 00 assessed valuation. This low rate is sufficient to attain the 

school budget requirements in the district. 

Tax Proposal - Minimum School Tax (Plan A) 

Levy a minimum school tax equal to the appropriate qualifying tax rate, $2.36 

or $4.72 per $1 00 assessed value, on properties located in school districts that 

do not currently qualify for state assistance. The districts that would be affected 

by this tax, along with their 1988 property tax rates and their qualifying tax rates, 

are shown in Table 7. The economic impact of this tax is based on an estimate of 

125 million dollars that would be raised by increasing the tax rates in these 

districts to the qualifying tax rate. 

Economic Impact - Minimum School Tax (Plan A) 

In order to determine the economic impact of the minimum school tax, 

property owners in the school districts affected by the tax are divided into three 



TABLE 7 
CURRENT TAX RATES FOR DISTRICTS THAT DO NOT RECEIVE 

SCHOOL ASSISTANCE FROM THE STATE 

District 
1988 "Primary" Minimum Qualifying 

Tax Rate Tax Rate 

Round Valley Unified 

St. Johns Unified 

Cochise Elementary 

Chevron Butte Unified 

Young Elementary 

Ruth Fisher Elementary 

Riverside Elementary 

Phoenix Union High School 

Madison Elementary 

Arlington Elementary 

Joseph City Unified 

Vail Elementary 

Continental Elementary 

Red Rock Elementary 

Champie Elementary 

Bouse Elementary 

Bicentennial Union High School 



categories: utilities, residential, and ail other. As is shown in Table 8, of the $1 25 

million in new tax revenues approximately $1 16 million will be paid by public 

utilities, $1 million by residential property owners, and $8.1 million by all other 

property owners. 

First consider the economic effects of the tax on producers and consumers of 

electricity. As a result of the minimum school tax, utilities pay $1 16,039,000 

additional tax revenues per year to the State of Arizona. Of this $1 16 million 

approximately $94,276,000 will be paid by the owners of the Palo Verde Nuclear 

Generation Station. Since 53.41 percent of Palo Verde is owned by out-of-state 

firms, 5341 X 94,276,000 = $50,353,000 in tax burden will be exported out of the 

state. Thus, Arizona utilities will pay a total of $65,686,000 in additional tax 

revenues. 

While the point of legal impact of the additional $65 million in tax payments is 

on the utilities, 50 percent of these additional taxes will be shifted to consumers of 

electricity (see Table 2). This being the case, consumers of electricity will pay 

$32,843,000 more per year for electricity, about $.00153 more per kilowatt hour 

(KWH), which is an average increase of 2.1 percent increase in the cost of 

electricity. For an Arizona household consuming 1,000 KWH of electricity per 

month, the cost of using electricity will increase by $1.53 per month. If all of the 

tax is shifted to consumers, the burdens would be twice as great. 

As a result of the increase in the cost of consuming electricity, demand for 

electricity will fall. How much demand falls depends on the price elasticity of 

demand which measures the relative responsiveness of quantity demanded to 

changes in price. As shown in Table 9, the price elasticity of demand for 

electricity is .l. This means that a one percent increase in the cost of electricity 

will cause a .I percent fall in demand for electricity. 



TABLE 8 
MINIMUM SCHOOL TAX REVENUES 

BY TYPE OF PROPERTY OWNER 

Tax Revenues 
(millions) 

Utilities 

Residential Property Owners 

Commercial/lndustriaI Property Owners 

TOTAL 

Source: Arizona Department of Revenue. 



TABLE 9 
ELASTICITY ESTIMATES 

Item Elasticity 

Bee+ ...... .. . ........... .. ..... ... .......... ........... . . .............. ........ . .70 

Electricity+ ................................................................................... .10 

Food*. . . . .. . . . . . . . .. . . .. . . . . .. . . .. . . . .. . . . .. . . .. . . . .. . . . . . . . .. . . . .. . . .. . . .. . . . .. . . . .. . . . .. . . . . . . . .. . . .. .21 

+ Source: Browning, Edgar K. and Browning, Jacquelene M., Microeconomic 
Theory and Applications, 3rd. ed., Glenview, Illinois: Scott, Freeman and Co., 
1989. 

* Source: Nicholson, Walter, Intermediate Microeconomics and Its Application, 
3rd ed., chicago, Illinois; The Dryden Press, 1987. 



Given a demand elasticity of . I ,  if the cost of electricity increases 2.1 percent 

then demand will fall by .21 percent. Currently, Arizona industrial, commercial, 

and residential consumers of electricity purchase 4,180 million KWH, 8,850 

million KWH, and 10,790 million KWH per year respectively. Residential 

consumers pay an average price of .09277 per KWH, commercial consumers pay 

an average price of .08602 per KWH, and industrial consumers pay an average 

price of .09277 per KWH. As a result of the minimum school tax, the price of 

electricity purchased by residential, commercial, and industrial buyers will 

increase by 1.7 percent, 1.8 percent, and 2.7 percent respectively. Thus, final 

demand for electricity will fall by $3.679 million per year. 

Since consumers of electricity pay an additional $32.843 million in taxes, 

disposable income falls by this amount and not only will final demand for 

electricity fall but so too will final demand for other goods traded in Arizona. Table 

10 shows the reduction of final demand of goods and services other than 

'electricity. Column one gives additional taxes paid by type of consumer. Column 

two gives the reduction in final demand for electricity by type of consumer. 

Column three gives the difference between Columns one and two and represents 

the reduction in final demand for other goods and services due to the fall in 

disposable income. That is, final demand falls by a total of $29.1 64 million. 

The $3.679 million reduction in final demand for electricity and the $29.1 64 

reduction in final demand for other goods and services yields a direct output effect 

of $32.843 million. This, in turn, generates the direct earnings and employment 

effects; in particular, earnings of Arizona workers will fall by $21.698 million and 

1,553 jobs will be lost (these numbers are calculated using the retail trade, 

wholesale trade, and utilities multipliers for the changes in final demand attributed 

to residential consumers, all other consumers, and consumers of electricity 

respectively). 



TABLE 10 
REDUCTION IN FINAL DEMAND OF GOODS AND SERVICES 

AS A RESULT OF AN INCREASE IN THE COST OF ELECTRICITY 

Reduction in Reduction in 
Additional Tax Expenditures Final Demand for 
Revenues Paid on Electrlcity Goods & Services 

(millions) (millions) (millions) 

Residential Consumers $1 6.41 5 $1.670 $1 4.745 

Commercial Consumers 12.484 1.376 11.108 
Industrial Consumers 3.944 0.633 3.31 1 

Total 32.843 3.679 29.164 



Another direct effect of the tax is a reduction in retained earnings of firms 

affected by the tax equal to .5 X 32,843,000 = $1 6.422 million. 

In addition to the direct effect of the tax increase, there will be multiplier and 

long run incidence effects. The multiplier effects are calculated using the 

multipliers given in Table 3. Final demand for goods and services in all industries 

will fall by $25.968 million, earnings will fall by $1 7.689 million, and 1,225 jobs will 

be lost. 

The long run incidence effects are calculated assuming that utility owners shift 

50 percent of their tax burden to workers. This being the case, disposable 

incomes of workers employed by the utility industry fall by .5 X 32,843,000 = 

$1 6.421 million. Using the retail trade multipliers in Table 3, this reduction in 

disposable income causes final demand for goods sold in Arizona to fall by 

$30.41 5 million, earnings to fall by $23.1 34 million, and employment to fall by 

1,679 jobs. 

Next consider residential property owners in the school districts affected by 

the minimum school tax. Residential property owners pay an additional $1.1 37 

million in property taxes as a result of the tax which is, on average, a $61 .I 1 per 

parcel increase in taxes. This means that disposable incomes of residential 

property owners falls by $1 .I 37 million which, in turn, leads to a direct output 

effect equal to a $1.1 37 reduction in final demand for goods. 

The $1 .I37 million reduction in final demand will also generate a direct 

earnings effect equal to a .7606 X 1 ,I 37,000 = $364 million fall in earnings and a 

direct employment effect equal to 55.2 X 1 .I 37 = 63 lost jobs (see Table 3 for 

relevant multipliers). 

In addition to the direct effect of the tax increase, there will be a multiplier 

effect (there is no long run incidence effect since the tax falls on residential 

property owners rather than firms). Using the retail trade multipliers given in 



Table 3, final demand for goods will fall by another .a522 X 1,137,000 = $969 

million, earnings will fall by .7606 X 969,000 = $737 million, and 55.2 X .969 = 53 

jobs will be lost. 

Finally, consider all other property owners in the affected school districts. As 

a result of the minimum school tax, all other property owners pay $8.1 million 

additional tax revenues per year to the State of Arizona. While the point of legal 

impact of this additional $8.1 million in tax payments is on firms, 67 percent of 

these additional taxes are shifted to consumers (see Table 1). This being the 

case, all other property owners will pay .33 X 8,100,000 = $2.7 million of the tax 

(about $1 07 per parcel), while consumers in general will pay .67 X 8,100,000 = 

$5.4 million more per year for goods and services or about $3.49 more per wage 

earner employed in the retail trade sector. 

As a result of the increase in the cost of consuming goods and services, final 

demand for goods and services will fall. Since many goods and services are 

affected simultaneously, the standard assumption is that, on average, final 

demand will fall by the full amount of the tax burden borne by consumers. In this 

instance, final demand will fall by $5.4 million per year which is the direct output 

effect of the tax. The $5.4 million reduction in final demand will also generate 

direct earnings and employment effects; in particular, earnings of Arizona workers 

employed will fall by .7606 X 5,400,000 = $4.1 07 million and 55.2 X 5.400 = 298 

jobs will be lost (see Table 3 for relevant multipliers). 

Another direct effect of the tax is a reduction in retained earnings of firms 

affected by the tax equal to .5 X 2,700,000 = $1.350 million. 

In addition to the direct effect of the tax increase, there will be multiplier and 

long run incidence effects. The multiplier effects are calculated using the 

multipliers given in Table 3 for retail trade. Final demand for goods and services 



will fall by .a522 X 5,400,000 = $4.602 million, earnings will fall by .7606 X 

4,602,000 = $3.500 million, and 55.2 X 4.602 = 254 jobs will be lost. 

The long run incidence effects are calculated assuming that owners firms shift 

50 percent of their tax burden to workers. This being the case, disposable 

incomes of workers employed in the retail trade sector falls by .5 X 2,700,000 = 

$1.350 million which causes final demand for goods sold in Arizona to fall by 

$2.500 million, earnings to fall by $1.902 million, and employment to fall by 138 

jobs. 

Table 11 contains a summary of the economic impact on Arizona workers of a 

minimum school tax designed to generate $1 25 million of additional revenues for 

the State. As a result of levying this tax, final demand for goods and services will 

be reduced by $1 34.249 million, earnings will be reduced by $282 per worker 

employed in the utility and retail trade sectors, and employment in these sectors 

will fall 1.51 percent. 



TABLE 11 
THE ECONOMIC IMPACT OF A MINIMUM SCHOOL TAX 

THAT GENERATES $1 25,000,000 IN ADDITIONAL REVENUES 

Reduction in 
Final Demand for Reduction in Reduction in 
Goods & Services Earnings Employment 

(millions) (per worker) (% of wage earners) 

Direct $39.380 $76 .55% 

Multiplier 

Long Run Incidence " 

Total 134.249 282 1.51 



Plan A - General Property Tax 

Background: General Property Tax (Plan A) 

The State currently taxes property at a primary rate of 47@ per $1 00 net 

assessed valuation. Rates from 1985 through 1987 averaged 39.3@ per $1 00 net 

assessed value. 

Tax Proposal - General Property (Plan A) 

Increase the state's general property tax rate to yield an additional 58 million 

dollars. Using 1988 rates and assuming a 5% appreciation in net assessed value 

for 1989, this would require the state to increase the rate from 47@ per $1 00.00 

net assessed value to 76@ per $1 00.00 net assessed value. Accordingly, the 

average primary rate for combined state and local property taxes - based on 

1988 rates - would increase from $7.84 per $1 00.00 net assessed value to $8.1 3. 

Thus, property tax payers would experience a 3.7% increase in overall property 

tax rates as a result of the proposal. 

Economic Impact - General Property Tax (Plan A) 

In order to determine the economic impact of a general property tax increase, 

property owners are divided into two categories: residential and all other. Of the 

$58 million in new tax revenues approximately $1 7.1 85 million will be paid by 

residential property owners, or $1 8.31 per parcel, and $40.815 million by all other 

property owners, or $39.08 per parcel. 

First consider residential property owners. As a result of the tax, the 

disposable incomes of residential property owners falls by $1 7.1 85 million which, 

in turn, leads to a direct output effect equal to a $1 7.1 85 reduction in final demand 

for goods. This, in turn, generates a direct earnings effect equal to a .7606 X 



17,185,000 = $1 3.071 million fall in earnings and a direct employment effect 

equal to 55.2 X 17.1 85 = 949 lost jobs (see Table 3 for relevant multipliers). 

In addition to the direct effect of the tax increase, there will be a multiplier 

effect (there is no long run incidence effect since the tax falls on residential 

property owners rather than firms). Using the retail trade multipliers given in 

Table 3, final demand for goods will fall by another .8522 X 17,185,000 = $14.645 

million, earnings will fall by .7606 X 14,645,000 = $1 1 .I39 million, and 55.2 X 

14.645 = 808 jobs will be lost. 

Next, consider all other property owners. As a result of the property tax 

increase, all other property owners pay $40.81 5 million additional tax revenues 

per year to the State of Arizona. While the point of legal impact of this tax is on 

firms, 67 percent of these additional taxes are shifted to consumers (see Table 2). 

This being the case, all other property owners will pay .33 X 40,815,000 = 

$1 3.469 million of the tax (about $1 2.89 per parcel), while consumers in general 

will pay .67 X 40,815,000 = $27.346 million more per year for goods and services 

or about $1 7.69 more per wage earner. 

As a result of the increase in the cost of consuming goods and services, final 

demand for goods and services will fall. Since many goods and services are 

affected simultaneously, the standard assumption is that, on average, final 

demand will fall by the full amount of the tax burden borne by consumers. In this 

instance, final demand will fall by $27.346 million per year which is the direct 

output effect of the tax. The $27.346 million reduction in final demand will also 

generate direct earnings and employment effects; in particular, earnings of 

Arizona workers employed will Call by '7606 X 27,346,000 = $20.799 million and 

55.2 X 27.346 = 1,509 jobs will be lost (see Table 2 for relevant multipliers). 

Another direct effect of the tax is a reduction in retained earnings of firms 

affected by the tax equal to .5 X 13,469,000 = $6.734 million. 



In addition to the direct effect of the tax increase, there will be multiplier and 

long run incidence effects. The multiplier effects are calculated using the 

multipliers given in Table 3 for retail trade. Final demand for goods and services 

will fall by ,8522 X 27,346,000 = $23.21 9 million, earnings will fall by .7606 X 

23,219,000 = $1 7.660 million, and 55.2 X 23.21 9 = 1,281 jobs will be lost. 

The long run incidence effects are calculated assuming that owners firms shift 

50 percent of their tax burden to workers. This being the case, disposable 

incomes of workers employed in the retail trade sector falls by .5 X 13,469,000 = 

$6.734 million which causes final demand for goods sold in Arizona to fall by 

$1 2.474 million, earnings to fall by $9.488 million, and employment to fall by 689 

jobs. 

Table 12 contains a summary of the economic impact of a property tax 

increase designed to generate $58 million of additional revenues for the State. 

As a result of levying this tax, final demand for goods and services will be 

reduced by $94.869 million, earnings will be reduced by $261 per worker 

employed in the utility and retail trade sectors, and employment in these sectors 

will fall 1.90 percent. 

Comparison with Other States - Property Tax (Plan A) 

A ranking of state and local property tax revenue burdens expressed on a per 

capita basis and as a percentage of personal income appears in Table 13. In 

1986 Arizona ranked 26th in property tax per capita burden and 24th in burden as 

a percent of personal income. After expressing the additional property taxes of 

183 million dollars outlined in Plan A in comparable terms and discounting to 

1986 dollars, the Arizona property tax burden would increase to 23rd on a per 

capita basis and 20th as a percent of personal income. 



TABLE 12 
THE ECONOMIC IMPACT OF A GENERAL PROPERTY TAX 

THAT GENERATES $58,000,000 IN ADDITIONAL REVENUES 

Reduction in 
Final Demand for Reduction in Reduction in 
Goods & Services Earnings Employment 

(mllllons) (per worker) (% of wage earners) 

Direct 

Multiplier 

Long Run Incidence 

Total 



TABLE 13 
STATE RANKINGS FOR 

STATEANDLOCALPROPERTYTAXREVENUES 

Rank State 
1 WY 
2 AK 
3 NJ 
4 NY 
5 NH 
6 CT 
7 OR 
8 MT 
9 MI 

10 RI 
11 MA 
12 WI 
13 N E 
14 VT 
15 I A 
16 I L 
17 KS 
18 MN 
19 CO 
20 TX 
21 ME 
22 SD 
23 C A 
24 WA 
25 MD 
26 A2 
27 FL 
28 V A 
29 OH 
30 IN 
3 1 PA 
32 UT 
33 ND 
34 NV 
35 GA 
36 HI 
37 ID 
38 NC 
39 SC 
40 MO 
41 TN 
42 OK 
43 DE 
44 MS 
45 wv 
46 KY 
47 LA 
48 AR 
49 NM 
50 AL 

US 

1986 
Per Capita 
Revenue 
$1,173 

1,084 
757 
748 
738 
731 
651 
650 
650 
624 
601 
600 
579 
556 
544 
539 
533 
529 
521 
51 7 
478 
477 
451 
442 
438 
422 
41 1 
396 
394 
393 
388 
366 
364 
340 
329 
31 4 
299 
265 
260 
243 
235 
234 
223 
221 
203 
1 95 
189 
182 
143 
118 

$463 

State 
WY 
AK 
MT 
OR 
N H 
MI 
NY 
VT 
WI 
RI 
NJ 
N E 
S 
I A 
CT 
ME 
TX 
KS 
MN 
MA 
IL 
CO 
UT 
BZ 
WA 
IN 
FL 
ND 
OH 
PA 
C A 
MD 
V A 
ID 
G A 
SC 
MS 
NV 
NC 
HI 
TN 
wv 
OK 
MO 
KY 
AR 
LA 
DE 
NM 
AL 
US 

1986 
Revenue1 
Personal 
Income 

8.83% 
6.1 1 
5.88 
5.1 7 
5.08 
4.81 
4.66 
4.64 
4.57 
4.52 
4.43 
4.34 
4.28 
4.27 
4.06 
4.05 
3.90 
3.88 
3.77 
3.68 
3.66 
3.56 
3.54 
2333 
3.22 
3.1 6 
3.07 
3.00 
2.98 
2.90 
2.87 
2.81 
2.76 
2.69 
2.68 
2.48 
2.42 
2.41 
2.30 
2.29 
2.1 1 
1.98 
1.91 
1.85 
1.80 
1.74 
1.69 
1.59 
1.33 
1.12 
3.37% 

State 
WY 
AK 
N J 
NY 
N H 
CT 
OR 
MT 
MI 
RI 
MA 
WI 
N E 
VT 
I A 
IL 
KS 
MN 
CO 
TX 
ME 
SD 
BZ 
C A 
WA 
MD 
FL 
V A 
OH 
IN 
PA 
UT 
ND 
NV 
GA 
HI 
ID 
NC 
SC 
MO 
TN 
OK 
DE 
MS 
wv 
KY 
LA 
AR 
NM 
AL 
US 

Tax Plan A* 
Per Capita 
Revenue 
$1,173 

1,084 
757 
748 
738 
73 1 
65 1 
650 
650 
624 
60 1 
600 
579 
556 
544 
539 
533 
529 
521 
51 7 
478 
477 
464 
45 1 
442 
438 
41 1 
396 
394 
393 
388 
366 
364 
340 
329 
31 4 
299 
265 
260 
243 
235 
234 
223 
221 
203 
1 95 
189 
182 
1 43 
118 

$463 

State 
WY 
AK 
MT 
OR 
NH 
MI 
NY 
VT 
WI 
RI 
NJ 
NE 
S 
I A 
CT 
ME 
TX 
KS 
MN 
Az 
MA 

Tax Plan A* 
Revenue/ 
Personal 
Income 

8.83% 
6.1 1 
5.88 
5.17 
5.08 
4.81 
4.66 
4.64 
4.57 
4.52 
4.43 
4.34 
4.28 
4.27 
4.06 
4.05 
3.90 
3.88 
3.77 
;tZP 
3.68 
3.66 
3.56 
3.54 
3.22 
3.1 6 
3.07 
3.00 
2.98 
2.90 
2.87 
2.81 
2.76 
2.69 
2.68 
2.48 
2.42 
2.41 
2.30 
2.29 
2.1 1 
1.98 
1.91 
1.85 
1.80 
1.74 
1.69 
1.59 
1.33 
1.12 
3.37% 

*Assumes property tax increase of $125,000,000 (Qtr.) plus $58,000,000 general. 



Another way of gauging the additional property tax burden embodied by Plan 

A would be to compare its impact on the average residential property owner with 

the burdens maintained by residential property owners in other states. Table 14 

presents average effective property tax rates for all states in 1986. Arizona 

maintained the 45th highest rate in 1986. Expressing the additional property tax 

burden proposed by the 58 million dollar General Property Tax Plan A in 1986 

dollars would result in a movement in Arizona's ranking to the 43rd position. 

General Arguments - Property Tax (Plan A) 

As indicated by Table 7 certain residential, commercial and industrial property 

owners will realize a substantial increase in property tax rates as a result of the 

property taxes proposed in Plan A. However, it is clear that properties throughout 

the state would be taxed equally after this provision is imposed. That is, no 

property tax advantages would exist due to the relatively arbitrary location of 

school district boundaries. 

Attempts to extend the minimum school tax provision statewide to all districts 

would pose difficulties for some districts. A number of districts can justify state 

assistance based on established budget formulae and available net assessed 

value. Once the aid formula is established, however, these districts can seek 

local property tax relief by undertaking cost saving measures designed to reduce 

school budgets. With a statewide minimum qualifying tax rate, there would be no 

incentive for local districts to economize in this fashion. Indeed, the tax structure 

would encourage local school districts to overstate school budgets as much as 

possible since monies not spent on local schools will flow out of the district and 

into the State's general fund. 

Finally, the state should also consider what types of resources will be required 

to administer this tax. Presumably, the tax will be collected in the same fashion 



TABLE 14 
AVERAGE EFFECTIVE PROPERTY TAX RATES. 

EXISTING SINGLE FAMILY HOMES WITH FHA INSURED MORTGAGES. 
BY STATE AND REGION. 1986 

State and Reaiory 
....................................................................... U.S. Totals 

New England 
Connecticut ............................................................... 
Maine ......................................................................... 

.......................................................... Massachusetts 
........................................................ New Hampshire 

Rhode Island ............................................................. 
Vermont ..................................................................... 

Mideast 
Delaware ................................................................... 

........................................................ Washington. DC 
Maryland .................................................................... 
New Jersey ................................................................ 
New York ................................................................... 
Pennsylvania ............................................................. 

Great Lakes 
Illinois ....................................................................... 
Indiana ...................................................................... 
Michigan .................................................................... 
Ohio .......................................................................... 
Wisconsin .................................................................. 

Plains 
Iowa .......................................................................... 
Kansas ...................................................................... 
Minnesota ................................................................. 
Missouri ..................................................................... 
Nebraska ................................................................... 
North Dakota ............................................................. 

............................................................. South Dakota 
Southeast 

Alabama .................. ................................................. 
Arkansas ................................................................... 
Florida ....................................................................... 
Georgia ..................................................................... 
Kentucky ................................................................... 
Louisiana ................................................................... 
Mississippi ................................................................. 

........................................................... North Carolina 
.......................................................... South Carolina 

Tennessee ................................................................. 
Virginia ...................................................................... 
West Virginia ............................................................. 

Southwest 
Arizona ..................................................................... 
New Mexico ............................................................... 
Oklahoma .................................................................. 
Texas ......................................................................... 

Rocky Mountain 
Colorado .................................................................... 
Idaho ......................................................................... 
Montana .................................................................... 
Utah .......................................................................... 
Wyoming ................................................................... 

Far West 
California ................................................................... 
Nevada ...................................................................... 
Oregon ...................................................................... 
Washington ............................................................... 
Alaska ....................................................................... 
Hawaii ........................................................................ 

Effective Property 
Tax Rate . 1986 

1.16% 

Rank . .  mlah  . 1 . Low = 50) 

Source: Computed by AClR staff from data contained in U.S. Department of Housing and Urban Development. 
Housing.FHA. Management Information Systems Division. Single Family Insured Branch. Data for States and 
Selected Areas on Characteristics of FHA Operations Under Section 203(b). various years . 



as the current general property tax. However, the state must investigate whether 

additional administrative difficulties might arise when some districts are assessed 

at the minimum qualifying tax rate while others establish their rates in the 

conventional fashion. 

Plan A - Luxury Taxes: Cigarettes and Beer 

Background - The Cigarette Tax (Plan A) 

At present the Arizona state tax rate per pack of twenty cigarettes is $.l 5 per 

pack (this is in addition to the federal excise tax of $.l 6 per pack). The tax is 

levied on distributors of cigarettes and is administered by requiring cigarettes sold 

at retail outlets in the state to carry stamps issued by the Arizona Department of 

Revenue upon payment of the tax. The rate may, in fact, be slightly less than 

$.I 5 per pack since stamps purchased in amounts greater than $30,000 are sold 

at a 3-4% discount. 

Tax Proposal - The Cigarette Tax (Plan A): 

Increase the tax rate per pack of cigarettes from $.l 5 to $.25. No change in 

the method of administering the tax is offered in the current proposal. The 

economic impact of this tax is based on projections.of 350 million packs sold in 

1989190 at current tax rates. The tax would conceivably raise $35 million dollars 

based on anticipated FY 89190 consumption levels. However, we estimate that 

minor demand reduction and increased incentive for Indian reservation purchases 

will result in approximately $300 million in taxable cigarette pack sales - or $30 

million in additional revenues. 



Economic Impact - The Cigarette Tax (Plan A) 

While the point of legal impact of the additional $.I0 per pack tax payment is 

on the owners of firms selling cigarettes, 100 percent of the tax increase is shifted 

to cigarette consumers (see Table 2) in the form of higher prices for cigarettes. 

This means that consumers of cigarettes will pay, on average, 7.7 percent more 

for a pack of cigarettes. For a smoker consuming one pack of cigarettes per day, 

the annual cost of purchasing cigarettes will increase by $36.50. 

As a result of the increase in the cost of consuming cigarettes, demand for 

cigarettes will fall. Table 8 indicates that the price elasticity of demand for 

cigarettes is -35. This means that a 7.7 percent increase in the price of cigarettes 

will cause a .35 X 7.7 = 2.695 percent fall in demand for cigarettes. Currently, 

Arizona consumers purchase 350 million packs of cigarettes per year at an 

average cost of $1.30 per pack. Thus, consumers will purchase .02695 X 

350,000,000 = 9.432 million fewer packs of cigarettes per year and revenues 

generated by the tax will be .1 X 340,568,000 = $34.057 million (as noted above, 

up to $5 million of these revenues will be lost because of increased purchases 

from Indians). 

As a result of the tax increase, final demand for cigarettes will fall by 1.30 X 

9,432,000 = $1 2.262 million. In addition, since consumers of cigarettes pay an 

additional $34.057 million in taxes, final demand for other goods and services 

traded in Arizona falls by $21.795 million. Since retail trade multipliers are used 

for both the cigarette industry and other goods, final demand for goods and 

services falls by $34.057 million, which is the direct output effect. This reduction 

in final demand generates direct earnings and employment effects equal to a 

$25.903 million reduction in earnings of Arizona workers and a job loss of 1,847 

jobs (see Table 3 for relevant multipliers). 



In addition to the direct effect of the tax increase, there will be multiplier effects 

(since the tax is shifted 100 percent to consumers, there are no long run 

incidence effects). The multiplier effects are calculated using the multipliers given 

in Table 3 for retail trade. Final demand for goods and services in all industries 

will fall by 3522 X 34,057,000 = $29.024 million, earnings will fall by .7606 X 

29,024,000 = $22.075 million, and 55.2 X 29.024 = 1,602 jobs will be lost. 

The total effect of the tax on cigarettes will be to raise approximately $30 

million in additional revenues, to reduce final demand for goods and services by 

$63.081 million, to reduce earnings by $47.978 million ($1 74 per worker), and to 

reduce employment by 3,449 jobs (1.25 percent). 

Background - The Beer Tax (Plan A) 

At present the State of Arizona levies a $.I6 per gallon tax on malt liquor (this 

is in addition to the federal tax of $.29 per gallon). The tax is paid by wholesalers 

of malt liquor and administered by the Arizona Department of Revenue. 

Tax Proposal - The Beer Tax (Plan A) 

Increase the tax rate per gallon of malt liquor from $.I6 to $.26. No change in 

the method of administering the tax is offered in the current proposal. The 

economic impact of this tax is based on projections of 104 million gallons sold in 

1989190 at current tax rates. The net revenue after minor demand adjustments is 

expected to be 10.3 million dollars. 

Economic Impact - The Beer Tax (Plan A) 

As was the case for cigarettes, even though the point of legal impact of the 

additional $.I0 per gallon tax payment is on the owners of firms selling beer, 100 

percent of the tax increase is shifted to beer consumers (see Table 2) in the form 



of higher prices for beer. This means that consumers of beer will pay, on 

average, 1.62 percent more for a gallon of beer or slightly less than $.01 more per 

can of beer. For a beer drinker consuming two six-packs of beer per week, the 

annual cost of purchasing beer will increase by $5.85. 

As a result of the increase in the cost of consuming beer, demand for beer will 

fall. Table 8 indicates that the price elasticity of demand for beer is .70. This 

means that a 1.6 percent increase in the price of beer will cause a .70 X 1.62 = 

1.13 percent fall in demand for beer. Currently, Arizona consumers purchase 104 

million gallons of beer per year at an average cost of $6.1 9 per gallon. Thus, 

consumers will purchase .0113 X 104,000,000 = 1.1 75 million fewer gallons of 

beer per year and revenues generated by the tax will be $1 0,283 million. 

As a result of the tax increase, final demand for beer will fall by $6.995 million. 

In addition, final demand for other goods and services will fall by (1 0.283 - 6.995) 

= $3.288 million. Since retail trade multipliers are used for both the beer industry 

and other goods, final demand for goods and services falls by $1 0.283 million, 

which is the direct output effect. This, in turn, leads to a $7.821 reduction in 

earnings of Arizona workers and a job loss of 1.052 jobs (see Table 3 for the 

relevant multipliers). 

In addition to the direct effect of the tax increase,'there will be multiplier effects 

(since the tax is shifted 100 percent to consumers, there are no long run 

incidence effects). The multiplier effects are calculated using the multipliers given 

in Table 3 for retail trade. Final demand for goods and services in all industries 

related to the beer industry will fall by .8522 X 10,283,000 = $8.763 million, 

earnings will fall by .7606 X 8,763,000 = $6.665 million, and 55.2 X 8.763 = 484 

jobs will be lost. 

The total effect of the tax on beer will be to raise ap9rsximately $1 0 million in 

additional revenues, to reduce final demand for goods and services by $1 9.046 



million, to reduce earnings by $1 4.486 million ($52 per worker), and to reduce 

employment by 1,052 jobs (.386 percent). 

Table 15 contains a summary of the economic impact of increases in luxury 

goods taxes designed to generate $40 million of additional revenues for the State. 

As a result of levying these taxes, final demand for goods and services will be 

reduced by $82.1 27 million, earnings will be reduced by $226 per worker, and 

employment will fall 1.63 percent. 

Comparison with Other States - Luxury Taxes (Plan A) 

Table 16 presents a ranking of the total state and local alcohol products tax 

revenue burdens expressed on a per capita basis and as a percent of personal 

income. In 1986 Arizona ranked 21st on a per capita basis and 14th as a percent 

of personal income. After expressing the additional beer taxes of 10 million in 

comparable ierms and discounting to 1986 dollars, the Arizona alcohol products 

tax would increase to 18th on a per capita basis and 10th as a percent of 

personal income. 

Table 17 presents a 1988 state-by-state comparison that separates beer tax 

rates from other alcohol tax rates. With the proposed tax on beer the Arizona rate 

would be 26@, the 17th highest tax rate among all states. 

A ranking of state and local tobacco products tax burdens expressed on a per 

capita basis and as a percent of personal income appears in Table 18. In 1986 

Arizona ranked 37th in Tobacco products tax burden per capita and 36th as a 

percent of personal income. After expressing the additional cigarette taxes in 

Plan A on comparable terms and discounting to 1986 dollars, the Arizona tobacco 

products tax burden would increase to 22nd on a per capita basis and 19th as a 

percent of personal income. 



TABLE 15 
THE ECONOMIC IMPACT OF INCREASES IN LUXURY GOODS TAX RATES 

THAT GENERATE $40,000,000 IN ADDITIONAL REVENUES 

Direct 

Multiplier 

Total 

Reduction in 
Final Demand for Reduction in Reduction in 
Goods & Services Earnings Employment 

(millions) (per worker) (% of wage earners) 

$44.340 $1 22 38% 

37.787 104 .75 

82.1 27 226 1.63 



TABLE 16 
STATE RANKINGS FOR 

ALCOHOL PRODUCTS TAX REVENUES 

Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 

State 
FL 
AL 
GA 
SC 
HI 
VT 
ME 
TN 
AK 
WA 
NC 
TX 
KS 
MT 
VA 
OK 
NV 
LA 
MS 

1986 
Per Capita 
Revenue 
$37.28 
34.38 
31.99 
30.64 
28.11 
27.37 
26.86 
25.92 
25.42 
21.78 
21.29 
20.93 
18.20 
17.27 
16.89 
15.73 
14.66 
13.91 
13.48 

State 
AK 
SD 
GA 
HI 
TX 
V A 
MD 
ID 
ND 
WV 
UT 
NE 
MO 
BZ 
KY 
OR 
ME 
LA 
WA 

1986 
Revenue/ 
Personal 
lncome 

0.32% 
0.29 
0.28 
0.26 
0.23 
0.23 
0.23 
0.21 
0.1 9 
0.1 6 
0.1 6 
0.1 6 
0.15 
p34 
0.13 
0.13 
0.12 
0.1 2 
0.12 

State 
FL 
AL 
G A 
SC 
HI 
VT 
ME 
TN 
AK 
WA 
NC 
TX 
KS 
MT 
V A 
OK 
NV 
Az 
LA 
MS 
KY 
MN 
SO 
MA 
NM 
PA 
NH 
AR 
NY 
MI 
UT 
CT 
ID 
NE 
ND 
WI 
IL 
D E 
RI 
N J 
CO 
IN 
OH 
MD 
wv 
I A 
C A 
MO 
OR 
WY 
US 

Tax Plan A* 
Per Capita 
Revenue 
$37.28 
34.38 
31.99 
30.64 
28.1 1 
27.37 
26.86 
25.92 
25.42 
21.78 
21.29 
20.93 
18.20 
17.27 
16.89 
15.73 
14.66 
Ms!u 
13.91 
13.48 
13.01 
12.19 
12.16 
12.13 
12.01 
1 1.36 
10.73 
10.56 
10.50 
10.32 
10.03 
10.03 
9.56 
9.14 
8.56 
8.32 
7.98 
7.95 
7.91 
7.69 
7.29 
6.62 
6.49 
6.29 
5.67 
5.20 
4.96 
4.90 
4.01 
2.82 

$1 3.78 

Tax Plan A* 
Revenue1 
Personal 

State Income 
AK 0.32% 
SD 0.29 
GA 0.28 
HI 0.26 
TX 0.23 
V A 0.23 
MD 0.23 
ID 0.21 
ND 0.19 
BZ u 
WV 0.1 6 
UT 0.1 6 
N E 0.1 6 
MO 0.1 5 
KY 0.13 
OR 0.13 
ME 0.12 
LA 0.12 
WA 0.12 
NY 0.1 1 
TN 0.1 1 
NH 0.1 0 
C A 0.1 0 
AL 0.1 0 
AR 0.10 
VT 0.10 
MS 0.09 
IL 0.09 
RI 0.08 
MN 0.08 
MI 0.07 
NJ 0.07 
OH 0.07 
NV 0.07 
NC 0.07 
WY 0.06 
FL 0.06 
SC 0.06 
D E 0.06 
WI 0.06 
IN 0.05 
I A 0.05 
CT 0.05 
OK 0.05 
NM 0.04 
KS 0.04 
MA 0.04 
MT 0.04 
PA 0.03 
CO 0.03 
US 0.1 0% 

'Note: Assumes increase in beer tax of 1 Oelgallon. 



TABLE 17 
STATE EXCISE TAX RATES ON BEER AND CIGARETTES: 1988 

Cigarette Rate* Beer Rate 
State and R e g M  . . 

.................................................................... U.S. Median $.I8 $.I6 
New England 

Connecticut ............................................................... . 26 .10 
Maine ......................................................................... . 28 .35 

.......................................................... Massachusetts . 26 . 11 
........................................................ New Hampshire . 17 .30 

............................................................. Rhode Island . 27 .06 
Vermont ..................................................................... . 17 .265 

Mideast 
Delaware ................................................................... . 14 .06 

........................................................ Washington. DC . 17 .08 
Maryland .................................................................... . 13 .09 
New Jersey ................................................................ . 27 .03 

................................................................... New York . 21 .055 
............................................................. Pennsylvania . 18 .08 

Great Lakes 
Illinois ....................................................................... . 20 .07 
Indiana ...................................................................... . 155 . 115 
Michigan .................................................................... . 21 .20 
Ohio .......................................................................... . 18 .08 
Wisconsin .................................................................. . 30 .06 

Plains 
Iowa .......................................................................... . 34 .19 
Kansas ...................................................................... . 24 .18 
Minnesota ................................................................. . 38 .15 
Missouri ..................................................................... . 13 .06 
Nebraska ................................................................... . 27 .23 

............................................................. North Dakota . 27 .16 

............................................................. South Dakota . 23 .27 
Southeast 

Alabama ................................................................... 1 . 165 1.05 
Arkansas ................................................................... . 21 .16 
Florida ....................................................................... . 24 * .48 
Georgia ...................................................................... . 12 .32 

................................................................... Kentucky . 03 .08 
Louisiana .................................................................. . 16 .32 
Mississippi ................................................................. . 18 .43 

........................................................... North Carolina . 02 .53 
.......................................................... South Carolina . 07 . 77 

Tennessee ................................................................. . 13 . 125 
Virginia ...................................................................... . 025 .26 

............................................................. West Virginia . 18 .18 
Southwest 

Arizona ..................................................................... . 15 .16 
............................................................... New Mexico . 15 .18 

Oklahoma .................................................................. . 25 .36 
Texas ......................................................................... . 205 .19 

Rocky Mountain 
Colorado .................................................................... . 20 .08 
Idaho ......................................................................... . 18 .15 
Montana .................................................................... . 16 .14 
Utah .......................................................................... . 23 .355 
Wyoming ................................................................... . 08 .19 

Far West 
California ................................................................... -35 .04 
Nevada ...................................................................... . 20 .09 
Oregon ...................................................................... . 27 .085 
Washington ............................................................... . 31 . 09 
Alaska ....................................................................... . 16 .35 
Hawaii ........................................................................ 40% .50 

*Note: State tax rates are in addition to the federal tax of $.16. 

Source: Cigarette data: AClR staff compilations from Commerce Clearing House. State Tax Review . Beer data: 
AClR staff compilation from Public Revenues from Alcohol Beverages. 1986.87. Distilled Spirits Council of the United 
States. Inc . . unpublished compilation from the Wine Institute. San Francisco; Commerce Clearinghouse. State Tax 
Reporter. Sales Taxation: State and Local Structure and Administration. John F . Due and John L . Mikesell. Johns 
Hopkins University Press. 1983 . 



TABLE 18 
STATE RANKINGS FOR 

TOBACCO PRODUCTS TAX REVENUES 

Rank State 
1 ME 
2 NH 
3 RI 
4 MA 
5 NJ 
6 CT 
7 OR 
8 NY 
9 NV 

10 AR 
11 W1 
12 I A 
13 FL 
14 KS 
15 MN 
16 WA 
17 MI 
18 Ib 
19 OK 
20 TX 
2 1 VT 
22 AL 
23 SD 
24 MS 
25 MO 
26 PA 
27 DE 
28 N E 
29 HI 
30 LA 
31 WV 
32 ND 
33 TN 
34 OH 
35 MT 
36 CO 
37 A2 
38 GA 
39 MD 
40 AK 
41 IN 
42 NM 
43 ID 
44 C A 
45 WY 
46 SC 
47 UT 
48 V A 
49 KY 
50 NC 

US 

1986 
Per Capita 
Revenue 
$32.13 
31.87 
30.14 
29.56 
28.1 1 
27.57 
27.40 
27.03 
26.96 
26.61 
26.57 
25.35 
24.50 
24.12 
24.06 
23.99 
23.93 
23.56 
22.78 
22.70 

State 
ME 
AR 
MS 
NH 
RI 
OR 
WI 
AL 
I A 
NV 
SD 
OK 
VT 
FL 
MA 
WV 
MI 
KS 
WA 
MN 
TX 
NY 
NJ 
LA 
IL 
MO 
TN 

1986 
Revenuel 
Personal 
Income 

0.27% 
0.26 
0.23 
0.22 
0.22 
0.22 
0.20 
0.20 
0.20 
0.19 
0.1 9 
0.1 9 
0.1 9 
0.1 8 
0.1 8 
0.1 8 
0.1 8 
0.1 8 
0.17 
0.1 7 
0.1 7 
0.1 7 
0.1 6 
0.1 6 
0.1 6 
0.1 6 
0.15 
0.15 
0.15 
0.14 
0.14 
0.14 
0.1 4 
0.14 
0.13 
Q,l2 
0.1 2 
0.1 1 
0.1 1 
0.1 0 
0.09 
0.09 
0.08 
0.08 
0.08 
0.07 
0.06 
0.05 
0.04 
0.02 
0.1 4% 

State 
ME 
NH 
Ri 
MA 
NJ 

Tax Plan A* 
Per Capita 
Revenue 
$32.13 
31.87 
30.14 
29.56 
28.1 1 
27.57 
27.40 
27.03 
26.96 
26.61 
26.57 
25.35 
24.50 
24.12 
24.06 
23.99 
23.93 
23.56 
22.78 
22.70 
22.33 
ais 
21.21 
21.14 
20.67 
20.43 
19.64 
19.42 
19.31 
18.59 
18.44 
18.42 
17.51 
17.1 0 
17.03 
16.04 
15.59 
15.1 1 
15.00 
14.55 
13.75 
9.98 
9.87 
9.62 
9.35 
8.88 
7.91 
6.36 
4.91 
2.62 

$1 9.29 

State 
ME 
AR 
MS 
NH 
RI 
OR 
WI 
AL 
I A 
NV 
SD 
OK 
VT 
FL 
MA 
WV 
MI 
KS 
BZ 
WA 
MN 
TX 
NY 
NJ 
LA 
IL 
MO 
TN 
CT 
PA 
MT 
N E 
ND 
D E 
HI 
OH 
GA 
IN 
CO 
MD 
NM 
ID 
SC 
AK 
UT 
WY 
C A 
KY 
V A 
NC 
US 

Tax Plan A* 
Revenuel 
Personal 
Income 

0.27% 
0.26 
0.23 
0.22 
0.22 
0.22 
0.20 
0.20 
0.20 
0.1 9 
0.1 9 
0.1 9 
0.19 
0.1 8 
0.1 8 
0.1 8 
0.1 8 
0.1 8 
Q,lz 
0.1 7 
0.17 
0.17 
0.17 
0.1 6 
0.1 6 
0.16 
0.1 6 
0.15 
0.1 5 
0.15 
0.14 
0.1 4 
0.14 
0.14 
0.14 
0.13 
0.12 
0.1 1 
0.1 1 
0.1 0 
0.09 
0.09 
0.08 
0.08 
0.08 
0.07 
0.06 
0.05 
0.04 
0.02 
0.14% 

*Note: Assumes inc :rease in cigarette tax of I Otlpack. 



Table 17 presents a 1988 comparison of cigarette tax rates across all states. 

With a rate of 25@ per pack proposed in Plan A, Arizona would have the 17th 

nighest tax rate on cigarettes. 

General Issues - Luxury Tax (Plan A) 

Most analyses of expenditure profiles reveal that cigarette and beer taxes are 

regressive (lower income earners bear a higher burden - rate of tax as a percent 

of income). At the same time, it is easy to demonstrate the high costs that 

excessive consumption of beer and cigarettes can impose on society. Revenues 

raised by taxing these items can help offset some of these higher costs. 

Luxury taxes such as those proposed in Plan A provide an opportunity for 

nonresident visitors to the State to pay for services provided by State 

government. Unfortunately, no data on nonresident consumption of beer and 

cigarettes is currently available. We have assumed in our analysis that the 

burden of the tax is borne by Arizona residents -thus overstating the actual 

resident burden of the luxury tax increase. Of course the employment effects that 

occur as a result of the tax would not be affected by distinguishing resident and 

nonresident consumers. 

Plan A - Corporate Income Tax 

Background - Water's Edge Definition 

The provisions of the Arizona Tax Code that are to be affected by the 

proposed change in the Arizona definition of "water's edge" for establishing 

corporate liability are discussed in a recent memo drafted by an analyst of the 

Arizona Department of Revenue: 



80120 Corporation - A  company incorporated in the United 
States and taxed through the Internal Revenue Code. The 
U.S. and most states also define it as a company with 80 
percent or more of its property, payroll, and sales in foreign 
countries. Arizona defines it as a company deriving 80 
percent or more of its gross revenues from foreign countries. 

"Possessions" Corporation - defined in IRC Section 936 
as a company incorporated in the United States that derives 
80% or more of its gross revenues from a U.S. Possession 
(Puerto Rico, etc.). Arizona uses the IRC definition. This 
corporation is taxed through the Internal Revenue Code. 

Under Arizona law (ARS Section $43-1 132). A combined 
return is a group of corporations that operate as a single, 
unitary business. Since 80120 and Possessions corporations 
are often part of a unitary business, their incomes are not 
subject to Arizona tax. Therefore a business could legally 
structure itself so that profits from foreign sales could escape 
Arizona taxation, even though the sales force and a portion 
of the sales offices are located in the US. 

Further, the statutes require that any expenses attributable to 
income from an 80120 or Possessions corporation that may 
be in the remaining Arizona return must be removed (ARS 
Section $43-1 132). Such expenses could include research 
and development and accounting, legal, and pension 
expenses. However, it presents a difficult audit situation to 
determine the exact amount and is generally not being done 
on the returns when filed. 

The "water's edge" debate has raged at two levels among states that levy 

corporate income taxes. The primary debate involves early 1980 attempts by 

several states to require that combined "worldwide" income appear on the state 

corporate return. Tax liability of a multi-national corporation in each state that 

ad~p ied  such a "worldwide" combination provision was established by comparing 

the personnel, property and payroll that the firm maintained in the state with the 

"worldwide" profits of all its affiliates. Originally twelve states - labeled the "dirty 



dozen" by multi-national corporations - experimented with "worldwide" combining. 

Arizona, along with the remaining states, "piggy-backs" the Federal Corporate tax 

code and therefore does not allow "worldwide" combining. Recently, all but one 

of the twelve states that originally experimented with "worldwide" combining of 

corporate income have liberalized their corporate tax structure so as to define a 

"water's edge" to the state tax liability of a multi-national corporation. 

While the debate over worldwide combinations was underway, domestic 

corporations sought an opportunity to reduce their state liabilities by seeking 

exclusion of "80120 income" or "possession" income defined in the memo. Along 

with this effort in 1985 the State of Arizona began exempting the net income of 

"80120" or "possessions" corporations. This exemption places Arizona in a 

position that is yggy favorable to large multi-national corporations that have the 

capacity to benefit from "80120" exclusions. The best example of a firm that 

enjoys the benefits of this statute is a "Fortune-500" conglomerate that operates 

in Arizona. Foreign sales from this firm are channeled through a separate 

corporation that is also typically a member of the conglomerate. Practical 

examples of firms that fit this example in Arizona are "high-tech" multi-nationals 

such as Motorola, Digital, Intel, etc. Due to confidentiality restrictions we are not 

able to confirm that these types of conglomerates do indeed benefit from the 

"80120" provision. However, it is common knowledge that IBM lobbied actively for 

"80120" exclusions in 1985. Hence, we will presume that the affected firms are 

mainly engaged in "high tech" or other forms of manufacturing. Financial service 

firms would then typically be affected. 

As the memo indicates, these firms benefit from the "80120" or "possessions" 

provision since virtually all costs of production can be used to offset taxable 

domestic profits while considerable net foreign income is exempted by the "80120" 

or "possessions" provision. No assistance is provided by IRS corporate auditors 



in clarifying this situation since the "80120" or "possessions" firm is treated as 

"domestic" by the IRS and all income is subject to taxation. 

The provision regarding the deduction of Foreign Tax Credits ARS $43-1 122.4 

is discussed in a recent memo written by an analyst of the Department of 

Revenue. 

This Law allows a deduction on the Arizona return for that 
portion of the federal Foreign Tax Credit used to offset the 
federal income tax liability if the foreign income generating 
the tax credit is taxed by Arizona. 

Apparently this section was an attempt to incorporate the 
Arizona Appeals Court's Anderson-Clayton Decision into the 
Law. If so, it was inadequate and the federal tax deduction is 
still computed under the guidelines of that case. The 
Anderson-Clayton case required the amount of Foreign Tax 
Credit used to reduce the federal income tax liability to be 
added back to the net federal liability when computing the 
federal tax deduction for Arizona income tax purposes. This 
allows a portion of the Federal Foreign Tax Credit to flow 
through as part of the federal tax deduction. The direct 
deduction of Foreign Tax Credit provided in 943-1 122.4 is 
also allowed, this provides a double deduction of the Foreign 
Tax Credit if the intent was to compute the correct federal tax 
deduction under the Anderson-Clayton Formula. 

Another rationale of this section is that it provides a 
deduction of related expenses if Arizona Taxes foreign 
income. 

Section $43-1 121.3 disallows the deduction of all income 
taxes paid to other states or foreign countries based on the 
premise that all income generating those taxes is 
apportioned outside Arizona. 

With the adoption of UDiTPA apportionment factors in 1984, 
the foreign income generating the Federal Foreign Tax 
Credits is effectively apportioned outside Arizona. With this 



foreign income no longer taxed by Arizona, the deduction of 
the related Foreign Tax Credits is not justified. 

The "double-counting" referenced in the memo could occur in the following 

manner. A multi-national firm can deduct a portion of the foreign credit (the 

proportion determined by the multi-state apportionment formula) on Line B6 of the 

corporate form. In addition the "Arizona portion" of Federal corporate income tax 

is deducted on line 16. This Federal tax burden would typically not be "net" of 

foreign credits obtained on the Federal form. Hence, a multinational corporation 

may obtain a deduction twice - once directly via line B6 and second indirectly 

through the Federal tax deduction. 

As indicated above our access to detailed corporate data is restricted to 

protect the confidentiality of each firm. However, it is obvious that the initial effect 

of this tax will be felt by multinational corporations that file Arizona Corporate 

lncome Tax returns. 

Tax Proposal - Corporate lncome Tax (Plan A) 

Remove the 80/20 exclusion, the Possessions exclusion and the Foreign Tax 

Credit from the Arizona Corporate lncome Tax Code. The economic impact of 

these taxes assumes that the current provisions yield 10 million dollars in FY 

89/90 corporate liability. 

Economic Impact - Corporate lncome Tax (Plan A) 

As noted above, eliminating the 80/20 exclusion, the Possessions exclusion, 

and the Foreign Tax Credit will generate $1 0 million in tax revenues which, in 

turn, reduces corporate income by the same amount. As shown in Table 2, in this 

report it is assumed that corporate income taxes are not shifted forward to 



Arizona consumers. This assumption is made primarily because the firms 

affected by this tax change typically sell their goods in worldwide markets. Thus, 

the direct effect of removing of these deductions and credits is simply the 

reduction in corporate income and owners of capital bear the tax burden in the 

form of a lower rate of return to investment (there are no direct earnings or 

employment effects and there are no multiplier effects since the profit maximizing 

rate of production is not affect by the change in the tax code). 

It can be argued, however, that in the long run owners of firms located in 

Arizona may shift their burden of the tax to workers; that is, that there are long run 

incidence affects. These would occur, for example, if corporate operations 

located in Arizona had some required profit margin and had to cut payroll costs as 

a result of a greater tax burden. 

The long run incidence effects are calculated assuming that owners firms shift 

50 percent of their tax burden to workers. This being the case, disposable 

incomes of workers employed in the corporate sector fall by .5 X 10,000,000 = 

$5.000 million. Using the retail trade multipliers given in Table 3, the $5 million 

reduction in disposable incomes causes final demand for goods sold in Arizona to 

fall by $9.261 million, earnings to fall by $7,044 million or $26 per worker, and 

employment to fall by 51 1 jobs or .I 9 percent. These results are summarized in 

Table 19. 

Comparison with Other States - Corporate lncome Tax (Plan A) 

Table 20 presents a ranking of the Corporate Income Tax burdens expressed 

on a per capita basis and as a percent of personal income. In 1986 Arizona's 

corporate tax burden ranked 26th on a per capita basis and 29th as a percent of 

personal income. After expressing the additional corporate income taxes of 10 

million in comparable terms and discounting to 1986 dollars the relative corporate 



Total 

TABLE 19 
THE ECONOMIC IMPACT OF ADJUSTMENTS IN 

CORPORATE INCOME TAX DEDUCTIONS AND CREDITS 
THAT GENERATE $10,000,000 IN ADDITIONAL REVENUES 

Reduction in 
Final Demand for Reduction in Reduction in 
Goods & Services Earnings Employment 

(millions) (per worker) (% of wage earners) 



TABLE 20 
STATE RANKINGS FOR 

CORPORATION INCOME TAX REVENUES 

Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
1 1  
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
3 1 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

State 
AK 
CT 
NY 
MA 
MI 
C A 
DE 
NJ 
NH 
MN 
WI 
ND 
PA 
NC 
I L 
MT 
RI 
GA 
KS 
KY 
OR 
LA 
VT 
MD 
TN 
BZ 
NM 
I A 
V A 
AR 
wv 
OH 
SC 
ME 
ID 
FL 
HI 
UT 
AL 
MS 
CO 
MO 
NE 
SD 
IN 
OK 
NV 
TX 
WA 
WY 
US 

1986 
Per Capita 
Revenue 
$332.87 
193.42 
1 87.87 
183.13 
158.51 
142.07 
140.48 
125.31 
96.46 
87.16 
85.18 
82.93 
81.02 
80.89 
74.41 
71.53 
69.39 
68.50 
63.53 
62.64 
59.94 
58.61 
56.43 
56.09 
55.93 
5 l a  
4.77 
48.61 
48.52 
47.73 
46.33 
44.44 
44.25 
44.18 
42.52 
41.71 
41.11 
39.91 
38.67 
37.07 
35.79 
34.39 
34.14 
33.36 
33.35 
32.40 

0 
0 
0 
0 

$82.76 

State 
AK 
MI 
NY 
MA 
CT 
DE 
C A 
NJ 
NC 
ND 
NH 
WI 
MT 
MN 
PA 
KY 
GA 
LA 
IL 
RI 
TN 
OR 
VT 
KS 
AR 
NM 

1986 
Revenue1 
Personal 
Income 
1.88% 
1.17 
1.1 7 
1.12 
1.07 
1 .oo 
0.90 
0.73 
0.70 
0.68 
0.66 
0.65 
0.65 
0.62 
0.60 
0.58 
0.56 
0.52 
0.51 
0.50 
0.50 
0.48 
0.47 
0.46 
0.46 
0.46 
0.45 
0.42 
e42 
0.41 

" 0.39 
0.38 
0.38 
0.37 
0.37 
0.36 
0.34 
0.34 
0.31 
0.30 
0.30 
0.27 
0.27 
0.26 
0.28 
0.24 
0 
0 
0 
0 
0.60% 

State 
AK 
CT 
NY 
MA 
MI 
C A 
DE 
N J 
N H 
MN 
WI 
ND 
PA 
NC 
IL 
MT 
RI 
GA 
KS 
KY 
OR 
LA 
VT 
MD 
TN 
Az 
NM 
I A 
V A 
AR 
wv 
OH 
SC 
ME 
ID 
FL 
HI 
UT 
AL 
MS 
CO 
MO 
N E 
SD 
IN 
OK 
NV 
TX 
WA 
WY 
US 

Tax Plan A* 
Per Capita 
Revenue 
$332.87 
193.42 
187.87 
183.13 
158.51 
142.07 
140.48 
125.31 
96.46 
87.1 6 
85.1 8 
82.93 
81.02 
80.89 
74.41 
71.53 
69.39 
68.50 
63.53 
62.64 
59.94 
58.61 
56.43 
56.09 
55.93 
53A2 
48.77 
48.61 
48.52 
47.73 
46.33 
44.44 
44.25 
44.18 
42.52 
41.71 
41 .I 1 
39.91 
38.67 
37.07 
35.79 
34.39 
34.14 
33.36 
33.35 
32.40 

0 
0 
0 
0 

$82.76 

State 
AK 
MI 
NY 
MA 
CT 
DE 
C A 
NJ 
NC 
ND 
NH 
WI 
MT 
MN 
PA 
KY 
GA 
LA 
IL 
RI 
TN 
OR 
VT 
KS 
AR 
NM 
WV 
A2 
SC 
MS 
UT 
ID 
I A 
ME 
AL 
MD 
VA 
OH 
FL 
HI 
SD 
IN 
OK 
MO 
N E 
CO 
NV 
TX 
WA 
WY 
US 

Tax Plan A* 
Revenue1 
Persanal 
Income 
1.88% 
1.1 7 
1.17 
1.12 
1.07 
1 .oo 
0.90 
0.73 
0.70 
0.68 
0.66 
0.65 
0.65 
0.62 
0.60 
0.58 
0.56 
0.52 
0.51 
0.50 
0.50 
0.48 
0.47 
0.46 
0.46 
0.46 
0.45 
w 
0.42 
0.41 
0.39 
0.38 
0.38 
0.37 
0.37 
0.36 
0.34 
0.34 
0.31 
0.30 
0.30 
0.27 
0.27 
0.26 
0.26 
0.24 
0 
0 
0 
0 
0.60% 

'Assumes $10,000,000 additional corporate income tax revenues. 



burden would remain 26th on a per capita basis and increase only one notch to 

28th on a percent of personal income basis. 

It is noteworthy that in FY 85/86, the year used to form the ranking discussed 

above, Arizona received approximately 200 million dollars in corporate revenue. 

in FY 87188 corporate revenues had fallen to about 150 million dollars and current 

estimates for 1989190 - despite a purported 29 million dollar tax increase call for 

revenues to remain less than 200 million dollars. Without data from other states it 

is impossible to confirm, but it is conceivable that Arizona's relative corporate 

burden has actually declined in the last several years. Regardless, we find that 

an increase in the corporate sector on the order of 10 million in additional revenue 

will have 1 1 ~  appreciable effect on our relative corporate burden. 

General Issues - Corporate Income Tax (Plan A) 

There is little doubt that the experiments with "worldwide" combination of 

corporate income had an adverse effect on business climate. Specific examples 

of "lost" direct foreign investment by Japanese corporations have been cited as 

reasons for the limiting "water's edge" legislation. However, elimination of 80120, 

Possessions or Foreign Tax Credits need impede the flow of foreign direct 

investment in the same manner as did "worldwide" combining. Yet, firms affected 

by this provision may make this claim. 

It is noteworthy that Arizona's current 80120 provision is more liberal with 

respect to businesses than that adopted by the IRS. The IRS bases the Federal 

definition on the relative proportion of property, payroll and sales in foreign 

countries while Arizona focuses exclusively on sales. Also, the Arizona treatment 

of multi-national firms is as favorable as any state that taxes corporate income 

and more favorable than most.of its southwestern neighbors. California does not 

exempt 80120 income, Utah exempts 50% of 80120 income, Colorado exempts 



80120 income unless the firm claims a deduction or credit for foreign taxes. In this 

case a portion of 80/20 income is subject to tax. New Mexico exempts 80120 

income. In addition, a these states have adopted the narrow Federal definition 

that focuses on the 80% of property, payroll and sales located abroad - not 80% 

of sales revenues as in Arizona. 

It is difficult to assess the impact of the "80120," "possessions" or foreign tax 

credit provisions on the decision to locate a specific firm in Arizona. As we 

discussed earlier, firms base relocation decisions on a vector of factors - 
including but not limited to State tax burdens. However, it would seem that if a 

firm was offered two alternative sites with all amenities (education, labor force, 

climate, etc.) identical, the decision may indeed turn on the treatment of foreign 

earnings. The liberal 80120 policy enacted in 1985 may also have sent a signal to 

firms that Arizona has no intention of combining worldwide profits. In this case, 

the current tax code offers a very favorable business climate for US-based 

multinational corporations. If the 80120 exclusions are eliminated and foreign 

credits disallowed, effort should be undertaken to ensure foreign based 

corporations that the Arizona policy toward "worldwide" combining with regard to 

foreign based corporations is intact. 

From another perspective, the analysis in section I above suggests that 

businesses will relocate to Arizona only if - for example - we improve health care 

facilities or provide a better educated work force. Minor changes in state tax 

treatment do not seem to be of substantial concern. The most telling example in 

this regard may be IBM's decision to close its Tucson facility in 1987 after arguing 

successfully for 80120 exclusions in 1985. The operations of the Tucson facility 

were then relocated to a state that does a exempt 80120 income! 

Et is also possib:e that the existence of the most liberal 80120 policy in the 

region actually prevents business expansion in Arizona. To maintain the 80120 or 



Possessions exclusion, firms must locate their sales staff outside the state of 

Arizona (viz. Los Angeles). If located in Arizona the firm would establish sufficient 

presence or have "nexus" in Arizona and must forgo the 80120 exemption. 

Without the 80120 provision, no such disincentive for locating a sales staff in the 

state would exist. 

In sum, perhaps the most interesting aspect of the Arizona treatment of 80120 

or Possessions income is the focus on gross sales. Unlike most states, a firm (by 

linking a separate foreign sales division to a parent corporation) can locate the 

majority of its personnel and property in Arizona - reaping the advantages of 

state services; education, health care, etc. -without contributing its share of 

revenue to support these services. 

The tax can be administered quite easily by removing the 80120, Possessions, 

and Foreign Tax Credit lines from the Arizona Corporate Income Tax form. No 

additional resources would be required by the tax. Indeed, altering these 

provisions would possibly be cost and time saving since auditors need no longer 

distinguish the foreign sales of domestic based corporations. 

Plan A - Mining Severance Tax 

Background - Mining Severance Tax (Plan A) 

At present, the severance tax is levied on the "net severance base." This 

base is the areater of (1) "weighted mineral value" or (2) a specified percentage 

of the old sales tax base (50% of the difference between the gross value of 

production less out-of-state processing costs). This is known as the "Arizona 

value." The weighted mineral value is obtained by dividing mining costs by total 

production costs and multiplying by the gross value of production. The tax is 

levied at a rate of 2-11274 of the net severance base. In FY 87188, the net 



severance base was 770.7 million dollars and yielded 19.3 million in total sales 

tax collections. 

Tax Proposal - Mining Severance Tax (Plan A) 

Raise the rate on the severance tax and alter the distribution formula so that 

proceeds from the increased tax accrue entirely to the General Fund. The rate 

increase examined in this report is from 2-1/20h to 5% on the "net severance 

base." The actual proposal may contain a provision that ties the tax rate to the 

price of copper. This would help alleviate the burden of this tax on the mining 

firms during cyclical downturns in copper demand. 

The economic impact of this proposal is based on estimates of the FY 89/90 

net severance base of 880 million dollars so the additional tax would raise 22 

million in revenue. 

Economic Impact - Mining Severance Tax (Plan A) 

The proposed increase in the mining severance tax will generate $22 million in 

tax revenues. Since mining firms in Arizona are "price takers" in that world prices 

are not affected by production costs incurred by these firms, an increase in the 

mining severance tax reduces corporate income by the same amount. As shown 

in Table 2, in this report it is assumed that mining severance taxes are not shifted 

forward to Arizona consumers. This is a valid because mining firms produce an 

intermediate product sold to other firms primarily outside of Arizona. Thus, the 

direct effect of increasing the severance tax is simply the reduction in corporate 

income and owners of capital bear the tax burden in the form of a lower rate of 

return to investment. 

It can be argued, however, that even in the short run owners of mining firms 

located in Arizona may shift their burden of the tax to workers. This shifting would 



occur if, for example, mining firms located in Arizona are required by the parent 

firm to operate with a given profit margin which means that costs must be cut as a 

result of a greater tax burden. 

These short run effects are calculated assuming that owners of mining firms 

shift 50 percent of their tax burden to workers. This being the case, disposable 

incomes of workers employed in the mining sector fall by .5 X 22,000,000 = $1 1 

million. Using the retail trade multipliers given in Table 3, this reduction in 

disposable incomes causes final demand for goods sold in Arizona to fall by 

$20.374 million, earnings to fall by $1 5.497 million or $56 per worker, and 

employment to fall by 1 ,I 24 jobs or .41 percent. These results are summarized in 

Table 21. 

Comparison with Other States - Severance Tax (Plan A) 

*Table 22 presents a comparison of non-fuel mineral severance tax rates for a 

number of states. Arizona's effective tax rate in 1985 was a modest .64 percent - 
the 10th highest of the 16 listed states. 

The severance tax outlined in Plan A proposes an additional 22 million dollars 

tax on a base that yielded about 19.3 million in FY 87/88. This would increase the 

effective rate sharply though the rate increase would be mitigated by the 

considerably higher production value associated with copper prices in excess of 

$1 .OO per pound. The 1985 copper price reflected in the 1985 production value 

averaged 67$ per pound. At copper prices of $1.25 per pound we estimate that 

the effective severance tax rate under the proposal in Plan A would remain below 

the 1985 national average rate - 1.5% of production value. 



Total 

TABLE 21 
THE ECONOMIC IMPACT OF AN INCREASE 

IN THE MINING SEVERANCE TAX 
THAT GENERATES $21,200,000 IN ADDITIONAL REVENUES 

Reduction in 
Final Demand for Reduction in Reduction in 
Goods & Services Earnings Employment 

(miilions) (per worker) (% of wage earners) 

$20.374 $56 .41% 



State 
Arizona** 
Arkansas 
Colorado 
Florida 
Idaho 
Louisiana 
Minnesota 
Montana 
Nevada 
New Mexico 
Ohio 
South Dakota 
Texas 
Utah 
Wisconsin 
Wyoming 
Ave. Rate 

TABLE 22 
EFFECTIVE SEVERANCE TAX RATE 
FOR NON-FUEL MINERALS: 1985* 

Value of 
Production 
(millions) 
$1 568 
27 1 
427 
1564 
404 
487 

1 599 
225 
60 1 
673 
570 
197 

1 943 
389 
123 
629 

Tax 
Revenue 

(to nearest million) 

$1 0 
2 
2 
84 
1 
6 
80 
2 
3 
30 
1 
4 
4 
1 
1 
7 

*Source: U.S. Department of the Interior: Bureau of Mines. 

Effective 
Tax Rate 

(in percent) 
.64% 
.74 
.47 
5.37 
.25 
1.23 
5.00 
.89 
.50 
4.46 
.18 
2.03 
.21 
.26 
.81 

1 .I 1 - 
1.51 . 

**In 1985, 75% of the value was attributable to copper. 



General Issues - Mining Severance Tax (Plan A) 

Table 23 reveals a recent hislory of copper prices. It suggests that while an 

average price of $1.25 per pound is not inconceivable, it would be the highest 

average price in the last five years and nearly twice as high as the 1985/86 levels. 

This picture strongly supports a tax structure that would be tied to copper prices. 

Interestingly, the copper cycle need not be correlated with the general business 

cycle so that severance revenues would not necessarily decline when the state 

could least afford to lose the revenue. 



TABLE 23 
AVERAGE QUOTED PRICE OF 

ELECTROLYTIC COPPER WIREBAR 
DOMESTIC, DELIVERED 

(cents per pound) 

Year 

1988 .................................................................................................... 
1 987 .................................................................................................... 
1986 .................................................................................................... 
1 985 .................................................................................................... 

*Estimated 

Source: Metals Week 

Price 

$1.15 

.66 

.67 

.68 



AVERAGE QUOTED PRICE OF 
ELECTROLYTIC COPPER WIREBAR 

DOMESTIC, DELIVERED 

1985 

Source: Metals Week 



TAX PLAN B 

Tax Plan B consists of two changes in the existing tax code for Arizona: 

repeal the special subtraction designed to avoid any "windfall" from the Federal 

Tax Reform Act of 1986 and, increase the state's general property tax. Table 24 

summarizes the results of the economic analysis described below. The net 

economic benefits of Tax Plan B are: an increase in final demand for goods and 

setvices of $36.1 35 million; an increase in earnings of Arizona workers of $20.653 

million; and a loss of 2,545 jobs. 

Plan B - Individual Income Tax 

Background - Individual lncome Tax "Windfall" Provision (Plan B) 

As a result of the 1986 Federal tax reform act, a special subtraction was set 

up to offset any "windfall" that might accrue to Arizona. The subtraction was 

designed to return all of this expected windfall to Arizona filers. Specifically, the 

Federal legislation resulted in the following adjustments: 

For tax year 1987: 

1. Put in FAG1 (Federal Adjusted Gross Income) adjustments necessary for 

allowing capital gains adjustment. 

2. Removed moving expenses, employee business expenses and 2 wage earner 

deduction. 

3. Put in FAG1 conditions necessary for allowing IRA adjustment. 

4. The medical deduction floor is increased to .075. 

5. Removed sales tax deduction from Schedule A. 



TABLE 24 
THE ECONOMIC IMPACT OF TAX PLAN B 

Proposed Tax Changes: 

Eliminate the windfall tax credit 

An increase in general property tax rates 

Total Revenues Generated: 

Total Economic Benefits: 

lncrease in final demand for goods and services 

increase in earnings 

lncrease in employment 

Total Economic Costs: 

Decrease in final demand for goods and services 

Decrease in earnings 

Decrease in employment 

Net Economic Benefits: 

Net increase in final demand for goods and services 

Net increase in earnings 

Net increase in employment 

$484,81 7,000 

374,673,000 

22,788 jobs 

$448,682,000 

354,020,000 

25,333 jobs 

$36,135,000 

20,653,000 

-2,545 jobs 



6. Interest phase out to 65% on Schedule A. 

7. Moved moving expenses and employee business expenses to Schedule A. 

8. New standard deductions and personal exemptions. 

9. Make adjustments for changes in Federal income tax rates. 

For tax year 1988: 

1. Increase standard deduction $50. 

2. Continue interest phase out. 

3. Make adjustments for changes in Federal income tax rates. 

Analysts at the Department of Revenue quantified the effects of these 

changes using estimates of the impact of the 1986 tax bill. These estimates were 

provided by the IRS and circulated to the states to assist efforts designed to 

gauge the impact of the law. These estimates are the basis for the subsequent 

"windfall" subtraction provided to Arizona taxpayers who file after January 1, 

1987. The overall "windfall" originally estimated for Arizona was 125.2 million - 
and more recent estimates have placed the figure as high as 145 million. By all 

accounts, the special subtraction in 1987 resulted in returning between 125-1 30 

million to 1987 filers. 

Current information suggests that original estimates of the "windfall" may have 

been overstated. If so, Arizona individual income taxpayers actually received a 

tax "cut" in 1987 as a result of the special subtraction. This evidence comes from 

two sources. One, growth in aggregate liability reported on 1987 140 and 140A 

returns filed in the spring of 1988 was sharply lower than in any of the past four 

years. Table 25 reveals this liability decline and highlights the income levels most 

affected. Table 26 reveals the drastic decline that occurred in average liability in 



Thousands 
(FA GI) 

TABLE 25 
FOUR YEAR ARIZONA TAX LIABILITY 

Growth by Federal Adjusted Gross Income (in percent)" 

Percent Change in Tax Liability 
84/83 85/84 86/85 87/86 * * 

1 ooo+ 

Overall 

*Numbers reflect the percent change in total tax liability reported on 140 and 140A 
returr?s filed as of 8 months after the close of each tax year - compared with the same 
number in the prior year. 

**The 1987 numbers include the effect of the special wirldfall provision. 



FAG1 
(t hous) 

TABLE 26 
TAX LIABILITIES PER FILER 

STRATIFIED BY FEDERAL ADJUSTED GROSS INCOME 
In 1986 and 1987 - computed With and Without the 

Special Windfall Provision (in dollars) 

1986 1987 1987 Excluding Windfall 
Tax burden Tax burden Tax burden 

per filer per filer per filer 

*Numbers reflect 140 and 140A forms filed by 8 months after the end of each tax year. 



1987. Only those filers with FAG1 above 1 million dollars experienced an increase 

in average liability. Column three in Table 25 reveals the effect on average 

burdens if no "windfall provision" had been legislated. 

The effects of the windfall provision reveal a decrease in tax liability of 11 8.6 

million in 140 and 140A filers (this excludes impacts on non-permanent residents 

and late filers) had the provision not been legislated. Hence, liability growth 

would have been 21.8% in 1987 without the special provision. With personal 

income growth at 8% in 1987, the implied elasticity would have been about 2.75 - 
substantially higher than the historical average of about 1.2. Still, with observed 

liability growth at only 3.9% with the provision, we find that the 1987 liability 

elasticity was very low - 3.918.0 or only .49. An estimate of the amount that the 

windfall provision "overcorrected" for federal tax law changes can be obtained by 

examining the revenue associated with a liability elasticity of 1.2 -the historical 

average. Using the 8% personal income growth that occurred in 1987, this would 

have projected a 9.6% increase in liability. A more conservative estimate would 

be obtained by setting the elasticity at 1.1 - since 1 987 was a slower growth year 

and the liability elasticity does appear to move with the business cycle. Under 

this scenario, we might have expected an 8.8% growth in liability for 1987. At an 

elasticity of 1.2, liabilities (final tax bills) would have been 37.9 million higher than 

was observed in 1987. The more conservative elasticity of 1 .I implies an 

aggregate tax liability that is some 32.6 million higher than was observed. 

A second piece of information that suggests the "windfall" is overstated comes 

from the early reactions of other states who attempted to quantify the windfall and 

return it to their taxpayers. For example, anzlysts in New York are now 

suggesting that original estimates of the capital gains provisions provided by the 

IRS caused them to drastically overestimate the "windfall." The capital gains 

provisions constitute an important part of the "windfall" total and substantial effort 



was undertaken to provide accurate estimates. Still, predicting these values is 

tantamount to forecasting movement in securities prices. It will take several years 

of income tax data to know whether the capital gains calculations were correct. 

However, given the experience of New York State, coupled with the slow growth 

in liability last spring, it is reasonable to suspect that Arizona's allowance for 

windfall revenue as a result of capital gains tax liability was indeed overstated. 

Proposal - lndividual lncome Tax (Plan B) 

Eliminate the special subtraction designed originally to "avoidn any windfall 

that might have accrued to the State due to the Federal Tax Reform Act of 1986. 

The economic impact analysis is based on the assumption that the current 

"windfall" provision would reduce individual income tax liabilities by about 145 

million dollars in FY 89/90. 

Economic Impact - lndividual lncome Tax (Plan B) 

The economic impact of eliminating the windfall tax credit is summarized in 

Table 27. Disposable incomes of Arizona taxpayers fall $1 45.000 million which 

reduces final demand by $268.569. As a result, earnings fall by $204.274, or 

$740 per worker, and 1 4,825 jobs are lost (5.4%). 

Comparison with Other States - lndividual Income Tax (Plan 8) 

Table 28 presents a ranking of the state and local individual income tax 

burdens expressed on a per capita basis and as a percent of personal income. In 

1986, Arizona's lndividual lncome Tax burden ranked 33rd on a per capita basis 

and 32nd as a percent of personal income. After expressing the additional 145 

million in revenues that would be generated by removing the windfall provision in 



Direct 

Multiplier 

Total 

TABLE 27 
THE ECONOMIC IMPACT OF GENERATING $145,000,000 

BY ELlMlNATlNG THE WINDFALL TAX CREDIT 

Reduction in 
Final Demand for Reduction in Reduction in 
Goods & Services Earnings Employment 

(millions) (per worker) (% of wage earners) 



comparable terms and discounting to 1986, the relative income tax burden would 

increase to 29th on a per capita basis and 28th as a percent of personal income. 

Different reactions to the 1986 tax reform act of 1986 may have resulted in 

substantial changes in the relative ranking across the states since 1986. Table 

29 summarizes these reactions - indicating that no less than 28 states kept at 

least a portion of the "windfall." Interestingly, the majority of states that 

maintained a lower relative burden than Arizona in Table 28 were among those 

that increased taxes by keeping the Federal tax windfall. Hence, Table 28 may 

substantially "overstate" the relative income tax burden carried by Arizona income 

tax payers. 

Plan B - General Property Tax 

Background - General Property Tax (Plan B) 

The State currently taxes property at a primary rate of 47$ per $1 00 net 

assessed valuation. Rates from 1985 through 1987 averaged 39.3$ per $1 00 net 

assessed value. 

Tax Proposal - General Property Tax (Plan B) 

Increase the state's general property tax rate to yield an additional 11 0 million 

dollars. Using 1988 rates and projecting a 5% increase in net assessed value for 

1989, this would require the state to increase the rate from 4 7 ~  per $1 00.00 net 

assessed value to $1.02 per $1 00.00 net assessed value. Accordingly, the 

average primary rate for combined state and local property taxes - based on 

1988 rates - would increase from $7.84 per $1 00.00 net assessed value to $8.39. 

Thus, property tax payers would experience a 7.0% increase in overall property 

tax rates as a result of the proposal. 



TABLE 28 
STATE RANKINGS FOR PERSONAL INCOME TAX REVENUES 

1986 
Per Capita 

Rank State Revenue 
1 NY $755 
2 DE 65 1 
3 MD 633 
4 MA 620 
5 WI 468 
6 MN 462 
7 OR 442 
8 HI 440 
9 C A 421 

10 MI 394 
11 OH 386 
12 V A 376 
13 PA 349 
14 NC 349 
15 GA 31 9 
16 I A 303 
17 VT 297 
18 RI 294 
19 CO 293 
20 ME 287 
2 1 KY 278 
22 UT 271 
23 NJ 269 
24 SC 269 
25 IN 262 
26 ID 255 
27 MO 253 
28 WV 249 
29 KS 237 
30 I L 229 
31 NE 220 
32 AR 21 5 
33 AZ 3l2 
34 MT 21 0 
35 OK 208 
36 AL 198 
37 ND 108 
38 MS 104 
39 LA 1 02 
40 CT 94 
4 1 NM 69 
42 NH 24 
43 TN 14 
44 AK 0 
45 FL 0 
46 NV 0 
47 SD 0 
48 TX 0 
49 WA 0 
50 WY 0 

Us $309 

State 
NY 
DE 
MD 
MA 
WI 
OR 
MN 
HI 
NC 
OH 
MI 
CA 
V A 
UT 
PA 
G A 
KY 
SC 
VT 
ME 
WV 
I A 
ID 
RI 
IN 
AR 

1986 
Revenuel 
Personal 
Income 

4.70% 
4.64 
4.05 
3.79 
3.56 
3.52 
3.30 
3.21 
3.04 
2.92 
2.91 
2.68 
2.62 
2.62 
2.61 
2.59 
2.57 
2.56 
2.48 
2.44 
2.42 
2.38 
2.29 
2.13 
2.1 1 
2.06 

State 
NY 
DE 
MD 
MA 
WI 
MN 
OR 
HI 
C A 
MI 
OH 
V A 
PA 
NC 
G A 
I A 
W 
RI 
CO 
ME 
KY 
UT 
NJ 
SC 
IN 
ID 
MO 
wv 
A2 
KS 
IL 
NE 
AR 
MT 
OK 
AL 
N D 
MS 
LA 
CT 
NM 
NH 
TN 
AK 
FL 
NV 
S D 
TX 
WA 
WY 
US 

Tax Plan B* 
Per Capita 
Revenue 

$755 
651 
633 
620 
468 
462 
442 
440 
42 1 
394 
386 
376 
349 
349 
31 9 
303 
297 
294 
293 
287 
278 
271 
269 
269 
262 
255 
253 
249 
245 
237 
229 
220 
215 
21 0 
208 
198 
108 
104 
102 
94 
69 
24 
14 
0 
0 
0 
0 
0 
0 
0 

$309 

State 
NY 
DE 
MD 
MA 
WI 
OR 
MN 
HI 
NC 
OH 
MI 
C A 
V A 
UT 
PA 
GA 
KY 
SC 
VT 
ME 
WV 
I A 
ID 
RI 
IN 
AR 

Tax Plan B* 
Revenuel 
Personal 
Income 

4.70% 
4.64 
4.05 
3.79 
3.56 
3.52 
3.30 
3.21 
3.04 
2.92 
2.91 
2.68 
2.62 
2.62 
2.61 
2.59 
2.57 
2.56 
2.48 
2.44 
2.42 
2.38 
2.29 
2.13 
2.1 1 
2.06 

*Plan B assumes $145 million in personal income tax revenues. 



TABLE 29 
REACTIONS OF STATES TO "WINDFALL" 

DUE TO INDIVIDUAL INCOME TAX REFORM ACT OF 1986 

State 
Alabama 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Missouri 
Mississippi 
Montana 
Nebraska 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
South Carolina 
Utah 
Virginia 
West Virginia 

Action 
kept windfall 

avoided windfall 
kept portion of windfall 

avoided windfall 
kept portion of windfall 

avoided windfall 
kept portion of windfall 

avoided windfall 
avoided windfall 

kept windfall 
kept windfall 
kept windfall 

kept portion of windfall 
kept windfall 

kept portion of windfall 
kept windfall 

avoided windfall 
kept portion of windfall 

kept windfall 
kept windfall 

avoided windfall 
kept windfall 
kept windfall 
kept windfall 

kept portion of windfall 
kept windfall 

avoided windfall 
kept windfall 
kept windfall 
kept windfall 
kept windfall 

kept portion of windfall 
kept windfall 
kept windfall 
kept windfall 

avoided windfall 
avoided windfall 

"kept" Est. Amt. 
$ 20m 

Source: National Conference of State Legislatures, State Budget Actions in 
1987, Denver, August 1987. 



Economic Impact - General Property Tax (Plan B) 

In order to determine the economic impact of a general property tax increase, 

property owners are divided into two categories: residential and all other. Of the 

$1 10 million in new tax revenues approximately $32.592 million will be paid by 

residential property owners, or $34.72 per parcel, and $77.408 million by all other 

property owners, or $74.1 2 per parcel. 

First consider residential property owners. As a result of the tax, the 

disposable incomes of residential property owners falls by $32.592 million which, 

in turn, leads to a direct output effect equal to a $32.592 reduction in final denaand 

for goods. This, in turn, generates a direct earnings effect equal to a .7606 X 

32,592,000 = $24.789 million fall in earnings and a direct employment effect 

equal to 55.2 X 32.592 = 1,799 lost jobs (see Table 3 for relevant multipliers). 

In addition to the direct effect of the tax increase, there will be a multiplier 

effect (there is no long run incidence effect since the tax falls on residential 

property owners rather than firms). Using the retail trade multipliers given in 

Table 3, final demand for goods will fall by another .8522 X 32,592,000 = $27.775 

million, earnings will fall by .7606 X 27,775,000 = $21 .I26 million, and 55.2 X 

27.775 = 2,111 jobs will be lost. 

Next, consider the other all other property owners. As a result of the property 

tax increase, all other property owners pay $77.408 million additional tax 

revenues per year to the State of Arizona. While the point of legal impact of this 

tax is on firms, 67 percent of these additional taxes are shifted to consumers (see 

Table 2). This being the case, all other property owners will pay .33 X 77,408,000 

= $25.545 million of the tax (about $24.45 per parcel), while consumers in general 

will pay .67 X 77,408,000 = $51.863 million more per year for goods and services 

or about $33.55 more per wage earner. 



As a result of the increase in the cost of consuming goods and services, final 

demand for goods and services will fall. Since many goods and services are 

affected simultaneously, the standard assumption is that, on average, final 

demand will fall by the full amount of the tax burden borne by consumers. In this 

instance, final demand will fall by $51.863 million per year which is the direct 

output effect of the tax. The $51.863 million reduction in final demand will also 

generate direct earnings and employment effects; in particular, earnings of 

Arizona workers employed will fall by .7606 X 51,863,000 = $39.447 million and 

55.2 X 51.863 = 2,862 jobs will be lost (see Table 3 for relevant multipliers). 

Another direct effect of the tax is a reduction in retained earnings of firms 

affected by the tax equal to .5 X 24,450,000 = $1 2.773 million. 

In addition to the direct effect of the tax increase, there will be multiplier and 

long run incidence effects. The multiplier effects are calculated using the 

multipliers given in Table 3 for retail trade. Final demand for goods and services 

will fall by .8522 X 51,863,000 = $44.198 million, earnings will fall by .7606 X 

44,198,000 = $33.61 7 million, and 55.2 X 44.1 98 = 2,439 jobs will be lost. 

The long run incidence effects are calculated assuming that owners firms shift 

50 percent of their tax burden to workers. This being the case, disposable 

incomes of workers employed in the retail trade sector falls by .5 X 25,545,000 = 

$1 2.772 million which causes final demand for goods sold in Arizona to fall by 

$23.658 million, earnings to fall by $17.994 million, and employment to fall by 

1,307 jobs. 

Table 30 contains a summary of the economic impact of a property tax 

increase designed to generate $1 10 million of additional revenues for the State. 

As a result of levying this tax, final demand for goods and services will be 

reduced by $1 80.1 13 million, earnings will be reduced by $496 per worker 

employed, and employment will fall 3.81% in the affected industries. 



TABLE 30 
THE ECONOMIC IMPACT OF A GENERAL PROPERTY TAX INCREASE 

THAT GENERATES $110,000,000 IN ADDiTlONAL REVENUES 

Reduction in 
Final Demand for Reduction in Reduction in 
Goods & Services Earnings Employment 

(millions) (per worker) (% of wage earners) 

Direct 

Multiplier 

Long Run incidence 23.658 65 .47 

Total 180.113 496 3.81 



Comparison with Other States - Property Tax (Plan B) 

A ranking of state and local property tax revenue burdens expressed on a per 

capita basis and as a percentage of personal income appears in Table 31. In 

1986 Arizona ranked 26th in property tax per capita burden and 24th in burden as 

a percent of personal income. After expressing the additional property taxes of 

183 million dollars outlined in Plan B in comparable terms and discounting to 

1986 dollars, the Arizona property tax burden would increase to 24th on a per 

capita basis and 20th as a percent of personal income. 

Another way of gauging the additional property tax burden embodied by Plan 

B would be to compare its impact on the average residential property owner with 

the burdens maintained by residential property owners in other states. Table 14 

presents average effective property tax rates for all states in 1986. Arizona 

maintained the 45th highest rate in 1986. Expressing the additional property tax 

burden proposed by Plan B in 1986 dollars would result in a movement in 

Arizona's ranking to the 42nd position. 



TABLE 31 
STATE RANKINGS FOR 

STATE AND LOCAL PROPERTY TAX REVENUES 

Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
2 1 
22 
23 
24 
25 
26 
27 
28 
29 
30 
3 1 
32 
33 
34 
35 
36 
37 
38 
39 
40 
4 1 
42 
43 
44 
45 
46 
47 
48 
49 
50 

State 
WY 
AK 
N J 
NY 
NH 
CT 
OR 
MT 
MI 
RI 
MA 
WI 
N E 
VT 
I A 
IL 
KS 
MN 
CO 
TX 
ME 
SD 
C A 
WA 

1986 
Per Capita 
Revenue 
$1,173 

1,084 
757 
748 
738 
731 
65 1 
650 
650 
624 
601 
600 
579 
556 
544 
539 
533 
529 
521 
517 
478 
477 
451 
442 
438 
4221 
41 1 
396 
394 
393 
388 
366 
364 
340 
329 
31 4 
299 
265 
260 
243 
235 
234 
223 
221 
203 
1 95 
189 
182 
1K.3 
118 

3463 

State 
WY 
AK 
MT 
OR 
NH 
MI 
NY 
VT 
WI 
RI 
NJ 
N E 
s 
I A 

1986 
Revenue1 
Personal 
lncome 

8.83% 
6.1 1 
5.88 
5.1 7 
5.08 
4.81 
4.66 
4.64 
4.57 
4.52 
4.43 
4.34 
4.28 
4.27 
4.06 
4.05 
3.90 
3.88 
3.77 
3.68 
3.66 
3.56 
3.54 
3.4 
3.22 
3.1 6 
3.07 
3.00 
2.98 
2.90 
2.87 
2.81 
2.76 
2.69 
2.68 
2.48 
2.42 
2.41 
2.30 
2.29 
2.1 1 
1.98 
1.91 
1.85 
1.80 
1.74 
7.69 
1.53 
1.33 
1.12 
3.37% 

State 
WY 
AK 
NJ 
NY 
NH 
CT 
OR 
MT 
MI 
RI 
MA 
WI 
N E 
VT 
I A 
1L 
KS 
MN 
CO 
TX 
ME 
SD 
C A 
BZ 
WA 
MD 
FL 
V A 
OH 
IN 
PA 
UT 
ND 
NV 
GA 
HI 
ID 
NC 
SC 
MO 
TN 
OK 
DE 
MS 
wv 
KY 
LA 
AR 
NM 
AL 
US 

Tax Plan B 
Per Capita 
Revenue 
$1,173 

1,084 
757 
748 
738 
731 
651 
650 
650 
624 
601 
600 
579 
556 
544 
539 
533 
529 
52 1 
51 7 
478 
477 
45 1 
442 
442 
438 
41 1 
396 
394 
393 
388 
366 
364 
340 
329 
31 4 
299 
265 
260 
243 
235 
234 
223 
221 
203 
195 
189 
182 
1 43 
118 

$463 

State 
WY 
AK 
MT 
OR 
NH 
MI 
NY 
VT 
WI 
R1 
N J 
NE 
S 
I A 
CT 
ME 
TX 
KS 
MN 
MA 
IL 
Az 
co 
UT 
WA 
IN 
FL 
ND 
OH 
PA 
C A 
MD 
V A 
ID 
GA 
SC 
MS 
NV 
NC 
HI 
TN 
WV 
OK 
MO 
KY 
AR 
LA 
DE 
NM 
AL 
US 

Tax Plan B 
Revenue1 
Personal 
lncome 

8.83% 
6.1 1 
5.88 
5.1 7 
5.08 
4.81 
4.66 
4.64 
4.57 
4.52 
4.43 
4.34 
4.28 
4.27 
4.06 
4.05 
3.90 
3.88 
3.77 
3.68 
3.66 
&!a. 
3.56 
3.54 
3.22 
3.1 6 
3.07 
3.00 
2.98 
2.90 
2.87 
2.81 
2.76 
2.69 
2.68 
2.48 
2.42 
2.41 
2.30 
2.29 
2.1 1 
1.98 
1.91 
1.85 
1 .80 
1.74 
1.69 
1.59 
1.33 
1.12 
3.37% 



TAX PLAN 

Tax Plan C embodies two measures designed to broaden the existing sales 

tax base. One proposal is to repeal the sales tax exemption of food for home 

consumption. The second element of the plan is an extensive tax on a number of 

professional, business, and personal services. Table 32 summarizes the results 

of the economic analysis below. The net economic benefits of Tax Plan C are: 

an increase in final demand for goods and services of $1 9.1 88 million; an 

increase in earnings of Arizona workers equal to $22.958 million; and a reduction 

in employment equal to 5,168 jobs. 

Plan C - Sales Tax on Food 

Background - Food Tax (Plan C)  

By virtue of the Laws of 1980; 2nd Special Session; Ch. 8, the state 

transaction privilege tax on food items intended for "home consumption" was 

repealed. The estimates of "lost" sales tax revenue as a result of the "food 

exemption" is 179.1 million dollars in FY 88/89. Using the current distribution 

formula, this would have generated about 133.5 million in General Fund revenue 

in N 88/89. 

Proposal - Food Tax (Plan C) 

Re-establish the food tax at the 50h retail rate and adjust the distribution 

formula to retain all collections in the State's General Fund. The 1980 law and 

subsequent amendments already provides for reimbursement to cities and 

counties fcrtheir share of "lrsst" b o a  tax revenue. A: the same time, institute a 

program of food tax credits ta appear on individual income tax fcrms. The 



TABLE 32 
THE ECONOMIC IMPACT OF TAX PLAN C 

Proposed Tax Changes: 

Levy a 5% sales tax on food for at home consumption $1 27,000,000 

Levy a 5% sales tax on selected services 128,000,000 

Total Revenues Generated: $255,000,000 

Total Economic Benefits: 

Increase in final demand for goods and services $484,817,000 

Increase in earnings 374,673,000 

Increase in employment 22,788 jobs 

Total Economic Costs: 

Decrease in final demand for goods and services $465,629,000 

Decrease in earnings 351,715,000 

Decrease in employment 27,956 jobs 

Net Economic Benefits: 

Net increase in final demand for goods and services $1 9,188,000 

Net increase in earnings 22,958,000 

Net increase in employment -5,168 jobs 



economic impact analysis is based on FV 89/90 estimates of 182.6 million total 

revenues after all market adjustments could be raised by the tax. The credits 

assumption is 55.6 to mitigate the potential regressivity of the food tax. Hence, a 

net 127 million would accrue to the General F w d  as a resuit of this tax. 

Economic Impact - Sales Tax on Food (Pian C )  

As a result of the increase in the cost of consuming food, demand for food will 

fall. Table 8 indicates that the price elasticity of demand for food is .21. This 

being the case, a 5 percent increase in the price of focd will bring about a 1.05 

percent fall in demand for food. Currently, Arizona consumers purchase $3,690 

million of food per year. Thus, as a result of the tax, food sales wiil fall by 

$38.745 million, gross revenues generated by the tax will be $1 82.563 million, 

and net revenues will be $1 28 million after credits. As a result of the tax increase, 

final demand for food will fall $33.745 million. In addition, since disposabie 

incomes are lower, final demand for other goods falls by $88.255 million. Since 

retail trade multipliers are used in each instance, final demand for all goods and 

services fails by $1 27 million, which is the direct output effect. This, in turn, leads 

to a $96.596 million reduction in earnings of Arizona workers and a loss of 7,010 

jobs. 

In addition to the direct effect of the tax increase, there will be multiplier effects 

(since rhe tax is shifted 100% to consumers, there are no long run incidence 

effects). The multiplier effects are calculated u s i ~ t j  i h ~  multipliers given in Table 

3 for retail trade. Final demand will fall $1 08.229 million, earnings will fall $32,319 

million, and 5,974 jobs wiil be lost. 

The total effect of the :ax on f ~ o d  will be to raise approximately $127 million in 

additional tax revenues. to reduce final dernana icty $225.229 million , to reduce 



earnings by $1 78.91 5 million ($648 per worker), and to reduce employment by 

12,984 jobs (4.71 %). 

Plan C - Service Taxes 

Background - Service Taxes (Plan C) 

The Arizona transactions privilege tax exempts neariy all "service" 

transactions. The Department of Revenue estimates that about $3,100 million in 

"selected" service-based business activity was exempt from "taxable sales" in 

1986/87. Table 33 illustrates that this could have generated about 155 million in 

FY 86/87 sales tax collections at a tax rate of 5%. 

Assuming a conservative three year nominal growth rate of 8% we would 

project that FY 89/90 gross revenues available from these categories would reach 

approximately 167.4 million dollars. 

Proposal - Service Taxes (Plan C) 

Assign a 5% tax rate to the business service categories listed above. This 

estimate assumes that no distribution to cities and counties will occur as a result 

of this tax. At the same time initiate a program of service tax credits to appear on 

individual income tax forms. The economic impact analysis is based on an 

assumption of 167.4 million in FY 89/90 gross revenue that would be generated 

by this tax. We estimate that 39.4 million dollars would be set aside to help 

mitigate the potential regressivity of this tax. The service tax would then "net" 128 

million in FY 89/90 General Fund revenues. 



TABLE 33 
SERVICES IDENTIFIED FOR SALES TAXES 

Estimates 
FY 89/90 FY 86/87 

Professional Services: 
...................................................................... Legal Services $22.626. 837 

Engineering Services ........................................................... 11.901. 591 
Architectural Services ............................................................ 4.771. 596 
Surveying Services ............................................................... 769. 656 
Accounting. Auditing and Bookkeeping Services .................. 9.573391 

49.67 52.65 
Business Services: 

Advertising ............................................................................ 
........................... Services to Dwellings and Other Buildings 

.................. Management. Consulting and Public Relations 
.................................................................... Credit Reporting 

Blueprinting and Photocopying Services ............................... 
........................ Commercial Photography, Art and Graphics 

.............. Stenographic Services and Reproductive Services 
Personal Supply Services ..................................................... 

............................. Research and Development Laboratories 
........................................ Testing Laboratories and Facilities 

........................ Detective Agencies and Protective Services 
Photofinishing Laboratories .................................................. 
interior Designing .................................................................. 
Telephone Answering Service ............................................... 

............................................................... Automobile Parking 
Automotive repair Shops ....................................................... 
Automotive Services, Except Repair .................................... 

............................... Electrical and Electronics Repair Shops 
Reupholstery and Furniture Repa~r ....................................... 
Other Repair Shops ............................................................... 

Personal Services: 
Laundry Cleaning and Garment Services ............................. 
Photographic Studios, Portraits .......................................... 
Beauty Shops and Barber Shops .......................................... 

........................... Shoe Repair, Shoeshine and Hat Cleaning 
Funeral Service and Crematories ........................................ 
Miscellaneous Personal Services ......................................... 
Commercial Sports ................................................................ 
Other Amusement and Recreation Sewices ......................... 
Correspondence Schools and vocational Schcols ............... 

Note: These figures reflect FY lS86-37 revc?nues at a 5% tax rate . It is quite reasonable to 
assume that in FY 1989.90. these revenues would be greater than $158 rniiiion . 



Economic Impact - Services Taxes (Plan C)  

It is assumed that regardless of its initial incidence, the sales tax on sewices 

is ultimately passed on 100 percent to consumers (see Table 2); thus, disposable 

incomes fall by $1 28 million. Assuming that each dollar of lost disposable income 

reduces final demand by one dollar, the direct output effect is a reduction in final 

demand of $1 28 million. This, in turn, leads to a $96 rniilion reduction in earnings 

of Arizona workers and a loss of 8,320 jobs. 

In addition to the direct effect of the tax increase, there will be multiplier effects 

(since the tax is shifted 100% to consumers, there are no long run incidence 

effects). The multiplier effects are calculated using the rnultipiiers given in Table 

3 for retail trade. Final demand will fall $102.4 million, earnings will fall $76.8 

million, and 6,652 jobs will be lost. 

The total effect of the tax on services will be to raise approximately $128 

million in additional tax revenues, to reduce final demand by $230.4 million , to 

reduce earnings by $172.8 million ($488 per worker), and to reduce employment 

by 14,972 jobs (4.23%). Table 34 summarizes the economic impact of increasing 

the sales tax on food and services. As a result of these taxes, final demand falls 

$465.629 million, earnings fail $1 ,I 36 per worker, and employment falls 8.947 

percent. 



Direct 

Multiplier 

Total 

TABLE 34 
THE ECONOMlC IMPACT OF GENERATING $255,00Q,OOQ 

BY IMPOSING A 5 PERCENT SALES TAX 
ON FOOD AND SELECTED SERVICES 

Reduction in 
Final Demand for Reduction in Reduction in 
Goods & Servfces Earnings Employment 

(millions) (per worker) (% of wage earners) 

$255.000 $621 4,89% 



TAX PLAN D 

Tax Plan D proposes an increase in the general sales tax rate by 20% - 
essentially adding one cent to the general saleshse tax rate. Table 35 

summarizes the impact of Tax Plan D. As a result of the tax, final demand for 

goods and services increases by $1 2.506 million; earnings increase by $1 5.433 

million; and employment falls by 3,284 jobs. 

Background -Sales Tax (Plan D) 

General Fund revenues from sales taxes are obtained by identifying taxable 

(non-exempt) business activities, assigning appropriate rates to each activity, and 

apportioning the state's "share" of revenues using the legislated distribution 

formula. Table 36 illustrates current rates and distribution factors. 

Proposal - Sales Tax (Plan D) 

Increase the sales tax rate by 20% on all taxable business activity bases. 

Alter the distribution formula so that all revenues that accrue as a result of the tax 

be retained by the General Fund excent approximately 28% of gross revenues 

would be returned in the form of low income credits on the Arizona Income Tax 

return in order to mitigate regressivity. The economic impact analysis below is 

based on an estimate of 35,500 million in FY 89/90 taxable sales. The tax would 

generate about 355 million in additional gross revenue of which 100 million would 

be credited to low income Arizona residents. This would generate 255 million in 

additional General Fund revenues. 



TABLE 35 
THE ECONOMIC IMPACT OF TAX PLAN D 

Proposed Tax Changes: 

An increase in the general sales tax 

Total Revenues Generated: 

Total Economic Benefits: 

lncrease in final demand for goods and services 

lncrease in earnings 

Increase in employment 

f olial Economic Costs: 

Decrease in final demand for goods and services 

Decrease in earnings 

Decrease in employment 

Net Economic Benefits: 

Net increase in final demand for goods and services 

Net increase in earnings 

Net increase in employment 

$484,817,000 

374,673,000 

22,788 jobs 

$472,311,000 

359,240,000 

26,072 jobs 

$1 2,506,000 

15,433,000 

-3,284 jobs 



TABLE 36 
CURRENT TAXABLE ACTiVlTlES 

Non-Metal Mining, Gas & Oil Prod. 
Utilities 
Communications 
Railroads & Aircraft 
Private Car - Pipelines 
Publishing 
Printing 
Restaurants & Bars 
Amusements 
Rentals of Real Property 
Rentals of Personal Property 
Contracting (Mtrl. only) 
Feed Wholesale 
Retail 
Severance: Metaliferous Mining 
Severance: Timbering 
Pre-5/84 Contracting 
Hotel-Motel 
Pre-7/74 Contracting 
Rental Occupancy Tax 
Use Tax 
Use Inventory Tax 
91 1 Emergency 
License Fees 
Telecomunications Devices 

Distribution 
Base 

20.00°/0 
20.00% 
20.00% 
20.00% 
20.00% 
20.00% 
20.00% 
40.00% 
40.00% 
53.33% 
40.00% 
20.00% 
53.33% 
40.00% 
80.00% 
80.00% 
25.00% 
50.00% 
26.67% 
66.67% 

0 
0 
0 
0 
0 

 on-shared 
State 

80.00% 
80.00% 
80.00% 
80.00% 
80.00% 
80.00% 
80.00% 
60.00% 
60.00% 
46.67% 
60.00% 
80.00% 
46.67% 
60.00% 
20.00°/0 
20.00°/0 
75.00% 
50.00% 

* 73.33% 
33.33% 

100.00% 
100.00% 

0 
100.00% 

0 

Total 
Other Rate 

5% 
5% 
5% 
5% 
5% 
5% 
5% 
5% 
5% 
5% 
5% 
5% 

.46875% 
5% 

2.5% 
1.5% 

4% 
5.5% 

3.75% 
3943 
5% 
5% 

1 OO0/o .5% 

100% .2% 



Economic Impact - Sales Tax (Plan D) 

As a resuit of the increase in the cost of goods and services, net final demand 

fails by $255.000 million. Using the retail trade multipliers, this reduction in finai 

demand leads to a $1 93.953 reduction in earnings of Arizona workers, and a 

1 4,076 reduction in the number of jobs. 

In addition to the direct effect of the tax increase, there will be multiplier effects 

(since the tax is shifted 100°h to consumers, there are no long run incidence 

effects). The multiplier effects are calculated using the multipliers given in Table 

3 for retail trade. Final demand will fall $21 7.31 1 million, earnings wit1 fall 

$1 65.287 million, and 11,996 jobs will be lost. 

The total effect is a $472.31 1 million reduction in finai demand for goods and 

services, a $359.240 million reduction in earnings ($1,302 per worker), and the 

loss of 26,072 jobs (9.45%). These results are given in Table 37. 

Comparison with Other States - Sales Taxes (Plans C and D) 

Table 38 presents relative sales tax burdens across all states expressed on a 

per capita basis and as a percent of personal income. In 1986 Arizona ranked 

4th on a per capita basis and maintained the 6th highest burden as a percent of 

personal income. After expressing the 255 million additionai sales taxes 

proposed in Plans C and D cn comparable terms and discounting to 1986 dollars, 

the Arizona per capita sales tax burden wouid be the 3rd highest among all 

states. This conclusion is the same whether per capita or the percent of personal 

income criterion is used as a basis fcr csmparison. 

Table 39 compares the various sales exceptions that exist across the states. 

At present Sr! s:;;;les exsmpt food. Oniy seven states psesentjy maintain ihe type 

of broad service lax proposed in Plan C and only thrae states tax professional 

sewices. 



TABLE 37 
THE ECONOMIC IMPACT OF GENERATING $255,000,000 

BY INCREASING THE SALES TAX TO 6% 

Direct 

Multiplier 

Total 

Reduction in 
Final Demand for Reduction in Reduction In 
Goods & Services Earnings Employment 

(miillons) (per worker) (% of wage earners) 

$255.000 $703 5.10% 

21 7.31 1 599 4.35 

472.31 1 1,302 9.45 



Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 

'0 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
3 1 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

State 
WA 
Hl 
NV 
Az 

TABLE 38 
STATE RANKlNGS FOR 

COMBINED STATE AND LOCAL GENERAL SALES TAX REVENUES 

1986 
Per Capita 
Revenue 

$783 
703 
545 
zz 
510 
506 
502 
495 
483 
473 
444 
435 
428 
423 
408 
399 
393 
393 
389 
356 
35 1 
343 
330 
329 
328 
327 
325 
325 
323 
323 
313 
299 
295 
294 
294 
289 
273 
270 
267 
264 
255 
250 
237 
236 
1 82 
1 03 

0 
0 
0 
0 

$376 

State 
WA 
HI 
NM 
TN 

1986 
Revenue/ 
Personal 
lncome 

5.71% 
5.13 
4.69 
4.54 
4.30 
eas 
4.22 
4.1 1 
3.93 
3.87 
3.34 
3.25 
3.1 6 
3.15 
3.15 
3.1 4 
3.08 
3.07 
3.04 
2.95 
2.92 
2.90 
2.83 
2.77 
2.70 
2.64 
2.56 
2.46 
2.46 
2.44 
2.32 
2.24 
2.19 
2.17 
2.17 
2.16 
2.1 2 
2.1 0 
2.04 
2.01 
1.91 
1.81 
1.71 
1.65 
1.52 
G.58 
0 
0 
0 
0 
2.74 

Tax Plans C%D 
Per Capita 

State Revenue State 
WA $783 WA 
HI 703 HI 
8;! 925 NM 
NV 545 is 
CT 51 0 TN 
TN 506 MS 
NM 502 LA 
NY 495 WV 
C A 483 UT 
LA 473 NV 
WY 444 WY 
FL 435 FL 
CO 428 IN 
WV 423 AR 
UT 408 S D 
MO 399 SC 
MS 393 NY 
IN 393 C A 
IL 389 MO 
GA 356 AL 
SD 35 1 CO 
NJ 343 GA 
OK 330 CT 
SC 329 ME 
AR 328 OK 
ME 327 IL 
OH 325 NC 
MN 325 OH 
TX 323 WI 
WI 323 TX 
AL 313 MN 
R 1 299 ID 
MA 295 KY 
NC 294 MI 
MI 294 ND 
KS 289 RI 
PA 273 1A 
i A 270 KS 
ME 267 PA 
N D 264 NJ 
NE 255 N E 
ID 250 MA 
VA 237 MB 
KY 236 V A 
VT 182 ?/T 
CtK 103 AK 
P E 0 DE 
M i  9 MT 
N H 0 N H 
CR 0 OR 
US $376 US 

Tax Plans C&D 
Revenue/ 
Personal 
lncome 

5.71 % 
5.13 
4.69 
aZ 
4.54 
4.30 
4.22 
4.1 1 
3.93 
3.87 
3.34 
3.25 
3.1 6 
3.1 5 
3.15 
3.14 
3.08 
3.07 
3.04 
2.95 
2.92 
2.90 

, 2.83 
2.77 
2.70 
2.64 
2.56 
2.46 
2.46 
2.44 
2.32 
2.24 
2.19 
2.1 7 
2.1 7 
2.1 6 
2.12 
2.10 
2.04 
2.01 
1.91 
1.81 



TABLE 39 
MAJOR FEATURES OF STATE SALES TAX 

(effective 1988) 

States Exerntino States Grantlng 
Consumer Related Degree of 

Prescription Electric and Income Tax Taxation of 
EQQd Purru Gas GkmIxl ia!zul Servlcesl 

28 45 32 8 7 
- 
U.S. Medlan Rate 
New England 

Connecticut 
Maine 
Massachusetts 
New Hampshire 
Rhode Island 
Vermont 

Mideast 
Delaware 
Washington, DC 
Maryland 
New Jersey 
New York 
Pennsylvania 

Great Lakes 
Illinois+ 
Indiana 
Michigan 
Ohio+ 
Wisconsin+ 

Plains 
Iowa+ 
Kansas+ 
Minnesota+ 
Missouri+ 
Nebraska+ 
North Dakota+ 
South Dakota+ 

Southeast 
Alabama+ 
Arkansas+ 
Florida+ 
Georgia+ 
Kentucky+ 
Louisiana+ 
Mississippi 
North Carolina+ 
South Carolina 
Tennessee+ 
Virginia+ 
West Virginia 

Southwest 
Arizona+ 
New Mexico+ 
Oklahoma+ 
Texas+ 

Rocky Mountain 
Colorado+ 
Idaho+ 
Montana 
Utah+ 
Wyoming+ 

Far West 
California+ 
Nevada+ 
Oregon 
Washington+ 
Alasita 
Hawaii 

X X X X 4 
X X X 5 
X X X X 5 

No State Sales Tax 
X X X X 5 
X X X X 5 

No State Sales Tax 
X X 3 
X X X 3 
X X X X 3 
X X X 3 
X X X X 3 

X X X 5 
X X X 5 

No State Sales Tax 
X X 3 
X X 3 

X X X 5 
X X X 5 

Ffo State Sales Tax 
X X X 2 

No State Saies Tax 
X x 1 

See notes on next page. 



TABLE X (cont.) 

X = Exempt 

+ = Additional local safes tax rates may be additional. See Table 61 for tocai rates. 

'Degree of state taxation of professional and personal services other than utilities, admissions, and 
transient accommodations is divided into five (5) categories: 

1. General taxation of most serv ices (includes most professional and personal services); 

2. Broad taxation of services (may include taxation of repairs; investment counseling; bank service 
charges; barber and beauty shops; carpentry; laundry and cleaning; photography; rentals; interior 
decorating; printing; packing; parking; and bookkeeping and collection services); 

3. Substantial taxation of sewices (may include taxation of repair services; bookkeeping and collection 
services; laundry and d r j  cleaning; cable T.V.; parking; and landscaping); 

4. tqarrow taxation of services; (may include taxation of advertising selected business services, and 
laundry and dry cleaning); and 

5. No (or little) taxation oi services. 

Sources: AClR staff compilations of rates, food and drug exemption information as of October 1987, 
based on Commerce Clearing House, State Tax Guide. Remaining exemption data from John F. 
Due and John L. Mikesell, Sdes Taxation: State and Local Structure ar;d Administration, Johns 
Hopkins University Press, 1983, as updated in the Washington Post, May 3 ,  1987, p. H-3. 



Table 40 presents a current picture of the combined state and local sales tax 

rates in selected cities throughout the nation. The rates in Phoenix and Tucson - 
6.7 and 7.0 respectively - appear to be only slightly above average. With the 

proposal in Plan D the rates in these cities would be 7.7 and 8.0 percent 

respectively. 

Arizona's relative sales tax burden is by far the highest among the various 

Arizona state taxes. Still, sales or excise taxes may offer a logical alternative in 

states like Arizona that are frequented by a high number of visitors. 

General issues - Sales Tax (Plans C and 0) 

Though the sales tax burden on Arizona is reiatively high, the sales tax 

provides a convenient avenue for taxing nonresident visitors. Using winter visitor 

surveys we estimate that approximately 10 million of the additional food tax 

revenue would come from nonresident visitors to the state, 5 million of the service 

tax increase would come from nonresident visitors, and about 20 million dollars of 

the 20°h increase in the general sales tax would come from nonresident visitors. 

These amount to rather substantial proportions of the "net" revenue raised in 

these proposals since nonresidents would not be eligible for low income credits. 

Of course the employment effects measured about are not affected by 

distinguishing resident and nonresident consumers. 



TABLE 40 
COMBINED STATE-LOCAL GENERAL SALES TAX RATES, SELECTEE) CITIES, 

OCT08ER 1987 (revised through October 7988) 

Combined 
State-Local 
Sales Tax 

&!& 
State County 
lax u 

City Other 
3s 33s State and R e a i o ~  

Mew England 
Massachusetts 

Mideast 
New Jersey 
New Yor'~ 
Pennsylvania 

Great Lakes 
Illinois 
Indiana 
Michigan 
Ohio 

No local general sa!es taxes 

No local general sales taxes* 
New York City' 
No local general sales tax' 

Chicago (Cook) 
No local general sales tax' 
No local general sales tax' 
Cincinnati (Hamilton) 
Cleveiand (Cuyahoga) 
Miiwaukee (Milwaukee) 'Nisconsin 

Plains 
Kansas 
Minnesota 

Kansas City (Wyandotte) 
Duluth (St. Louis) 
Minneapolis (Henneoin) 
Kansas City (Jackson)' 
St. Louis City" 
Grand F o i ~ s  (Grand Forksj 

Missouri 

North Dakota 
Southeast 

Alabama Birmingham (Jefferson)" 
Montgomev (Montgomery) 
Fayetteville (Washington) 
Littie Rock (Puiaski) 
No local general sales tax' 
Atlanta (Fulton) 
No local general sales tax' 
Baton Rouge (E. Baton Rouge) 
New Orleans (Orleans) 
Greensboro (Guilford) 
Memphis (Shelby) 
Richmond (No County) 
No local general sales taxes" 

Ar'xansas 

Florida 
Georgia 
Kentucky 
Louisiana 

North Carolina 
Tennessee 
Virginia 
West Vircjinia 

S0uthw8~t 
Arizona Phoenix {Maricopa) 

Tucson (Pima) 
Albuquerque (Bernaiilio) 
Okiahoma City (Canadian) 
Tulsa (Tulsa) 
Austin (Travis) 
Dallas (Dallas) 
Houston (Farris) 

New Mexico 
Oklahoma 

Texas 

Rocky Mountain 
Coiorado 
Utah 
Wyoming 

Far Wast 
California 

Denver (Denver) 
Salt Lake City (Sah Lake) 
Cheyenne (Laramie) 

Los Angeles (Los Angeies)* 
San Francisco (San Franciscoj* 
Las Vegas (Ciark) 
Reno (Washoe) 
Seattle iKing) 
Spokana (Sookane) 

Nevada 

"Ls'cal ;ncsme tax IS imposa~. 



APPENDIX A 
THE ARIZONA ECONOMY: 

STRUCTURE, PERFORMANCE, OUTLOOK 

Although once dependent upon extractive and resource-based economic 

activity, the Arizona economy of today is similar in general composition to the 

national economy (Figure Al). Services and trade provide nearly one half of all 

jobs in Arizona and in the general economy. However, construction is more 

important in Arizona than in the nation as a whole, indicsting the grc~Yth 

orientation of the Grand Canyon state. 

One additional major differenca between Arizona and the naticn is that 

Arizona manufacturing accounts for less than 15 percent of all employment, while 

manufacturing provides nearly 20 percent of all jobs at the national level. 

However, the composition of Arizona manufacturing differs sharply from the 

nation as a whole: the share of high technology manufacturing in Arizona is much 

larger than nationally, accounting for nearly one half of all manufacturing activity. 

The modern structure of the Arizona economy as a source of jobs, income, 

and output arranged by major sectors is shown in Table Al .  Percentage shares 

of the state totals are set out in Table A2. Mining and agriculture, sectors which 

once accounted for a major proportion of Arizona economic activity, now 

contribute about 5 percent of gross state product and provide approximately 4 

percent of all jobs. 

Largest Industries 

As the Arizona economy has evolved in recent decades, much has been 

written concerning the relative importance of various industries. One problem 





TABLE A1 
PERSONAL INCOME, TOTAL EMPLOYMENT, GROSS STATE PRODUCT 

INDUSTRIAL DIVISIONS, ARIZONA 

Ag ricul- Construe- Manuf ac- Govern- 
ture* Mining tion turing TCPU** Trade FIRE*** Services ment Total 

1987 Personal Income 
(Billions of dollars) .................... .88 .53 2.88 5.58 2.09 5.66 2.71 8.09 6.05 34.47 

1986 Total Employment 
(I t-rousands) ............................. 45.5 13.3 136.1 190.8 66.4 362.4 166.3 447.9 264.3 1693.1 

1986 Gross State Product 
(Billions of dollars) .................... 1.51 1.42 3.46 8.68 4.52 9.53 10.01 9.87 7.55 56.55 

Note: "Personal incomen is the "earnings by place of work" component. 

"Includes farm; agricultural services; forestry and fisheries 

**Transportation, communications and Public Utilities 

***Finance, Insurance and Real Estate 

Source: U.S. Department of Commerce, Bureau of Economic Analysis (personal income and total employment) and Center for Business Research, 
College of Business, Arizona State University. 



TABLE A2 
PERSONAL INCOME, TOTAL EMPLOYMENT, GROSS STATE PRODUCT 

INDUSTRIAL DIVISIONS, ARIZONA 
Sectoral Shares 

Agricul- Construe- Manufac- Govern- 
ture* Mining tion turing TCPU** Trade FIRE*** Services ment 

1987 Pers~nal Income .............. 2.6O/0 1.5OlO 8.3% 16.2% 6.1% 16.4% 7.9% 23.5% 17.5% 

1986 Gross State Product ........ 2.7 2.5 6.1 15.4 8.0 16.9 17.7 17.4 13.4 

"Incl~jdes farrn; agricultural services; forestry and fisheries 

**Transpottation, communications and Public Utilities 

'**Finance, Insurance and Real Estate 

Source: U.S. Department of Commerce, Bureau of Economic Analysis (personal inconre and total employment) and Center for Business Research, 
College of Business, Arizona Stale University. 



with such comparisons is that industries such as tourism include components 

from services, retail trade, transportation, and government. Arizona's 25 largest 

industries ranked by personal income and employment are shown in Tables A3 

and A4. Government, business and health services, special trade contractors, 

eating and drinking places, and wholesale trade are among the largest industries, 

but banking, electronics and transportation equipment (primarily aerospace) are 

clearly important as well. 

Geographic Distribution 

Geographically, over 80 percent of Arizona economic activity is accounted for 

by the metropolitan areas, and two thirds of activity is attributable to Maricopa 

County. fluduations in mining are felt mast in Greenlee, Pinal, and Pima county. 

Agriculture is most important as an income source in Yuma and La Paz counties. 

Local vs. National Markets 

Regional economic analysis recognizes a distinction between production of 

goods and services to serve the focal population and economic activity which 

draws customers from throughout the nation. Industries which serve a national 

(or international) customer base traditionally are prized because they bring new 

injections of money into the state which then circulate within the local economy, 

creating jobs and income. Moreover, as a consequence of their national 

customer base, these industries are also able to pass on (or "export) taxes to 

non- Arizona residents who buy their products. 

One way of measuring the ability of an industry to bring in outside money is to 

compute the location quotient. This ratio compares an industry's employment 

snare in Arizcfia with its share nationally. A iocaticn quotient ?Sreater than one 





Rank 
State and Local Government 
Health Services 
Special Trade Contracxtors 
Wholesale Trade 
Business Services 
Electric and Electronic Equipment 
Federal Government, Civilian 
Transportation Equipment, 

excluding Motor Vehicles 
Banking 
Eating and Drinking Places 
Machinery, except Electrical 
General Building Contractors 
Miscellaneous Services 
Automotive Dealers and Service Stations 
Food Stores 
Legal Services 
Military 
Heavy Construction Contractors 
Communication 
Electric, Gas and Sanitary Services 
Miscellaneous Retail Stores 
Real Estate 
li~surance Carriers 
Hotels and Other Lodging Places 
Trrlcking and Warehousing 

TABLE A4 
ARIZONA'S 25 LARGEST INDUSTRIES 

Ranked by 1986 Personal Income 

'Transportation, Communicatiorls and Public Utilities 
**Finance, Insurance and Real Estate 
**"In millions of dollars 

Industrial Division 
Government 
Services 
Construction 
Trade 
Services 
Manufacturing 
Government 

Manufacturing 
FIRE** 
Trade 
Manufacturing 
Construction 
Services 
Trade 
Trade 
Services 
Government 
Construction 
TCPU* 
TCPU* 
Trade 
FIRE** 
FIRE" 
Services 
TCPU* 

Personal Income*** 
$3,906 
2,200 
1,890 
1,624 
1,576 
1,235 
1,062 

Share 
12.1% 
6.8 
5.9 
5.0 
4.9 
3.8 
3.3 

Source: Center for Business Research, College of Business, Arizona State University; based on data from the U.S. 
Department of Commerce, Bureau of Economic Analysis. 



means a particular industry in Arizona is larger than required to serve the local 

population, and therefore aiso draws custcmers from outside the state. 

Location quotients for Arizona industries are shown in Table A5. It should be 

no surprise that mining, electronics, transportation equipment, and the lodging 

inciustry have location quotients greater than one. In part, the greater-than- 

unitary location quotients for eating and drinking places, retailing, and food stores 

indicate the importance of seasonal out-of-state visitors to Arizona. 

However, Arizona differs from many states in that construction, banking, 

business services, public utilities and real estate also have location quotients 

exceeding one. This indicates the importance of new migration to the Arizona 

economy. In normal times, the econcmy continually receives new residents and 

new businesses that bring financial assets, lines of credit, and new purchasing 

power into the state. Major portions of the Arizona economy are structured to 

serve not only current residents, but these newcomers who seek housing, office 

space. and various personal and business services. Thus, Arizona businesses 

actually serve a much broader range of customers than states which do not 

receive net inflows of people. 

lrnpoilaance of Population Growth to Arizona 

Vigorous population growth has driven the modern expansion of the Arizona 

economy. Since 1960, the population has increased from 1.3 million persons to 

an esti~zted 3.6 ~tli;;iuci. ilpp~wxirr~aieiy urle haii of this population growth has 

resulted from net in-migrstion of persons seeking employment and Improved 

quality of life. Between the years 1981 - 1987 net migration has averaged 64,000 

persons and net na?ura'al Enc:estse has averased 32,OCO. This inflow of populaticn 

hss caused Arizona to rank at or near the to? of all states not only in the rste of 



TABLE A5 
LOCATION QUOTIENTS . ARIZONA 

INDUSTRIAL SUBSECTORS 

AGRICULTURE ................................................................................... 
................................................................................................. Farm 

Agricultural Services ......................................................................... 
Forestry. Fisheries ............................................................................ 

MINING ................................................................................................ 
Coal Mining ...................................................................................... 
Oil and Gas Extraction ..................................................................... 

..................................................................................... Metal Mining 
Nonmetallic Minerals ........................................................................ 

................................................................................ CONSTRUCTION 
............................................................................... General Building 

.......................................................................... Heavy Construction 
Special Trade .................................................................................... 

MANUFACTURING ............................................................................. 
Nondurable Goods* .......................................................................... 
Durable Goods .................................................................................. 

Lumber and Wood ......................................................................... 
Furniture and Fixtures ................................................................... 
Primary Metal Industries ............................................................... 

............................................................. Fabricated Metal Products 
Machinery, except Electrical .......................................................... 

................................................ Electric and Electronic Equipment 
Transportation Equipment, excluding Motor Vehicles ................... 
Motor Vehicles ............................................................................... 

................................................... Stone, Clay and Glass Products 
Instruments .................................................................................... 
Miscellaneous ............................................................................... 

......... TRANSPORTATION. COMMUNICATION. PUBLIC UTILITIES 
Railroad ............................................................................................ 
Trucking and Warehousing ............................................................... 
Other Transportation ........................................................................ 
Communication ................................................................................. 
Electric. Gas and Sanitary Services ................................................. 

WHOLESALE TRADE ......................................................................... 

RETAIL TRADE ................................................................................... 
Building Materials and Farm Equipment ........................................... 
General Merchandise Stores ............................................................ 
Food Stores ...................................................................................... 
Automotive Dealers and Service Stations ........................................ 
Apparel and Accessory Stores ......................................................... 
Furniture and Home Furnishings Stcr:es ........................................... 
Eating and Drinking Places .............................................................. 
Miscellaneous ................................................................................... 

1986 Total 
Employment 

. 75 

1986 
Personal 
Income 

1.03 
.90 

1.80 
.20 



TABLE A5 
LOCATION QUOTIENTS . ARIZONA 

1NDUSTRIAL SUBSECTORS 
(continued) 

FINANCE. INSURANCE AND REAL ESTATE .................................... 
............................................................................................ Banking 

Other ................................................................................................ 
Security and Commodity Brokers .................................................. 
tnsurance Carriers ....................................................................... 
insurance Agents .......................................................................... 
Real Estate .................................................................................... 
Other investment Companies ....................................................... 

SERVICES ........................................................................................... 
Hotels and Other Lodging Services ................................................. 
Personal Services ............................................................................ 
Private Houset~olds .......................................................................... 
Business Services ............................................................................ 
Auto Repair, Services and Garages ................................................. 
Miscellaneous Repair Services ........................................................ 
Amusement and Recreation Services .............................................. 
Health Services ................................................................................ 
Legal Services .................................................................................. 
Educational Services ........................................................................ 
Social Services ................................................................................. 
Museums, Botanical, Zoological Gardens ........................................ 
Membership Organizations ............................................................... 
Miscellaneous ................................................................................... 

1986 Total 
Employment 

1.29 

1986 
Personal 
Income 

1.C6 
7.24 

.97 
5 0  
.84 
.99 

1.80 
1.19 

GOVERNMENT ................................................................................... 1.00 1.09 . . 
Federal. Civil~an ................................................................................ 1 . 00 1. 00 
Military .............................................................................................. 1.03 7.15 
State and Local ..................... .. ....................................................... 1.00 1.11 

*More detailed categories not shown when none have a location quotient greater than one . 

Source: Center for Business Research. Coilege of Business. Arizona State University. based on data from 
the U.S . Department of commerce. Bureau of Economic Analysis . 



population growth, but also in the rate of growth of personal income and 

employment (Figures A2 -A4). 

Population movement is a complex phenomenon. While population inflows 

are stimulated by employment opportunities, growin in population in Arizona has 

created many new jobs and caused rapid expansion of existing businesses. 

Business expansion, in turn, creates demand for additional labor, which 

stimulates further population inflow. In peak years, Arizona population growth has 

varied between 100,000 and 120,000 while job creation has been in the range of 

80,000 - 100,000 per year (Figure A5). 

Recessions on the national level are periods of reduced inmigration to 

Arizona and slowing job growth. In addition, changes in those economies that 

compete with or supply migrants to Arizona can be important influences on the 

local economy. ,4s the Texas economy stumbled in the mid-1 9801s, inmigration to 

Arizona accelerated when people left Texas due to reduced economic 

opportunities. Similarly, the resurgence of the Rust Belt economies, the relative 

strength of other Western economies such as California and the slowing Arizona 

economy have combined in recent months to reduce inmigration to Arizona. 

Construction Slump Spreads Throughout the Economy 

The Arizona economy led the nation in the rate of job creation in 1984 and 

1985. These were years of strong net inmigration and record levels of building in 

multifamily, industrial, and commercial structures. As newly constructed inventory 

began to accumulate, construction employment slowed. Between the summer of 

1986 and December of 1988, the industry experienced a string of 25 unbroken 

months of job losses relative to the same month of the previous year (Figure A6). 

Frcm a peak of 11 7,300 jobs in June of 1986 through the end of 1988, 

constructicn has lost approximatefy 20,000 jobs. 
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Weaknesses in construction gradually spread through the economy, with 

,a ion- effects felt in finance-insurance and real estate and Iranspos' t' 

communication-public utilities in the second half of 1988. Total Arizona 

nonagricultural employment was growing at a rate of less than one percent by the 

close of 1988 (Figure A7). Based on data comparing employment in October 

1988 with 12 months before, Arizona ranked among the 15 siowest growing 

states (Table A6). 

Population Inflows Sharply Reduced 

As job opportunities have diminished, population inflows to Arizona from other 

states have slowed. From highs approaching 20,000 persons per quarter, net 

migration into the metropolitan Phoenix area has slowed to 20,000 per year. 

Reduced population flows are now affecting the various people serving business, 

including retail trade and personal services. As explained above, these and other 

Arizona industries have extra capacity (as shown by location quotients exceeding 

one in Table A5) in order to serve both current residents and new inmigrants. 

Without growth fueled by population inflow, employment gains have been 

restricted in most industries (Figure A8). Troubled businesses have experienced 

layoffs, while bankruptcies and foreclosures have mounted. 

Manufacturing Employment 

In spite of the falling dollar, manufacturing has not been a source of stimulus 

for the Arizona economy (see Figure A9 ). The lack of growth in manufacturing is 

partially due to cost cutting efforts by electronics manufacturers intent on 

competing in world markets. In addition, after peaking in August of 1987, 

aerospace employment has been affected by ddefense cutbacks and employment 

has declined by over 2,COO jobs. 





TABLE A6 
JOB CREATION: OCTOBER 1988 OVER OCTOBER 1987 

Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
2 1 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

Percent 
Change 

Nevada ............................................................................................................... 6.59% 
................................................................................................................. Oregon 4.92% 

Washington .......................................................................................................... 4.69% 
New Hampshire ................................................................................................ 4.51% 

.................................................................................................................. Virginia 4.50% 
.................................................................................................................. Florida 4.01% 
................................................................................................................. Indiana 3.85% 
................................................................................................................ Vermont 3.77% 

.................................................................................................................... Maine 3.60% 
.............................................................................................................. California 3.49% 

...................................................................................................................... Utah 3.43% 
..................................................................................................................... Idaho 3.27% 

Delaware ........................................................................................................... 3.1 2% 
............................................................................................................. Wisconsin 3.09% 
............................................................................................................. Minnesota 3.04% 

South Carolina ..................................................................................................... 2.94*/0 
North Carolina .................................................................................................... 2.69% 

...................................................................................................................... Iowa 2.55% 

...................................................................................................................... Ohio 2.43% 
Iliinois .................................................................................................................... 2.39% 

............................................................................................................... Kentucky 2.35% 
..................................................................................................... Massachusetts 2.33% 

New Mexico ....................................................................................................... 2.24Ok 
New Jersey ........................................................................................................ 2.1 4% 
Pennsylvania ...................................................................................................... 2.1 1 % 

.............................................................................................................. Arkansas 1.99% 
.............................................................................................................. New York 1.71% 

.......................................................................................................... Connecticut 1.63% 
Hawaii ................................................................................................................. 1.60% 

....................................................................................................... South Dakota 1.54% 
........................................................................................................ North Dakota 1.51% 

Mississippi ............................................................................................................ 1.46% 
Texas ................................................................................................................ 1 -46% 
Kansas ................................................................................................................. 1.43% 
Maryland ............................................................................................................... 1 . 27°/0 
Michigan .......................................................................................................... 1.22% 
Tennessee ............................................................................................................ 0.98% 
Nebraska ........................................................................................................... 0.94Y0 
Missouri ................................................................................................................ 0.94% 
ARIZONA ....................................................................................................... 0.8596 
Alabama ........................................................................................................... 0.79% 
Rhode Island .................................................................................................. 0.78% 
Louisiana .......................................................................................................... 0.75% 
West Virginia ...................................................................................................... 0.59% 
Georgia ............................................................................................................. 0.59% 
Colorado ............................................................................................................ 0.25% 
Montana ......................................................................................................... 0.32% 
Alaska 0.05% .................................................................................................................. 
Oklahoma ............................................................................................................. 4l.l 3% 
Wyoming .............................................................................................................. - 7  .I 0% 

Source: Economic Outlook Center . Coile~e of Business. Anzona State University; and 1J.S. 
Department of Labor . 
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Structural Change or Cycfical Downturn? 

The current weakness in the Arizona economy has caused some to question 

whether the downturn is a signal of a significant change in the business 

environment or simply a cyclical downturn that will soon be reversed. 'items in the 

national press have suggested that there are unusual elements present which will 

impact the future potential growth of Arizona. The most likely interpretation of the 

current weakness in the Arizona economy is that it is due primarily to overbuilding 

caused by favorable tax laws, availability of financing, and optimism nurtured by 

vigorous population inflows and rates of job growth which were not sustainable. 

The prognosis is that -- in the absence of a national recession -- a return to levels 

oi growth approximating the iong term Arizona average will be achieved within 18 

- 24 months. 

Long Run Cyclical Behavior of the Arizona Economy 

The relationship between growth of Arizona and the riational economy is 

illustrated by the paths of the coincident indexes of economic activity (Figure 

A1 0). Traced over nearly two decades beginning in 1 970, the national coincident 

index has grown about 50 percent, while the Arizona index has tripled in value. 

Downturns are evident in both series during the recession of the mid 1970's and 

the early 1 980's. On these long term figures, the current economic sluggishness 

appears as one of many other dips in the index. 

Population 

Although pcpuiation fisws have slowed, the current experience is similar to 

previous slow grzwth episocfes {F\gure A l  1). T>e typical pe r i~d  from trcugh ;o 

peak of migration activity is about four years, wirh a peak-?a-peak spsn cr' about 







eight years. The most likely situation in the current slowdown is thus two - three 

more quarters of weak population growth followed by gradual inmigration 

increases after that. 

Employment 

Historical employment data seem to confirm this outlook (Figure A1 2). Peak- 

to-peak and trough-to-trough employment levels are observed at six- seven year 

intervals since 1970. The low point of 1982 was followed by a peak in 1984. It is 

likely the Arizona economy will "bottom out" in 1989 and move to a more 

expansionary mode during 1990. 

In summary, the diagnosis of the ailments of ihe Arizona economy is that (a) 

overbuilding led to reduced construction employment; (b) the recovery of the 

Midwest and diminished Arizona job opportunities combined to reduce population 

inflows; (c) Arizona industries structured to serve bpth local and newly arrived 

residents were forced to reduce activity levels; (d) the result was a cyclical 

downturn which will be reversed within the next 18-24 months and followed by a 

return to higher rates of popuiation and job growth. 

Consensus Forecast from Blue Chip Panel 

The current outlook for 1989 by the Arizona Blue Chip panel of Arizona 

economic experts calls for the coming year to be very similar to 1988 in terms of 

overall growth (Table A7). Job creation is expected to be in the range of 3 

percent, about one half that of the long run Arizona average rate of job growth. 

The panel expects the construction sector, a key driver of the Arizona 

economy, to recover by 1 990. However, some analysts predict an even longer 

period for surplus office, retail, and commercial space to be absorbed. Differing 

forecasts of r;et inmigration ~lnderiie these alternative views. it is evide~r that 





TABLE A7 
ARIZONA BLUE CHIP FORECAST FOR 1989 

ANNUAL PER- CHANGE 1989 FROM 1988 
AZ A2 AZ 

Current $ U.S. Real AZ Wage & AZ AZ AZ Metro 
Personal GNP Personal Retail Salary ~Mfg. Housing Pop. Phx 

SOURCE: Income Deflator Income Sales Empl. Empl. Pennits Growth CPI 
XSU - Economic Outlook Center 6.6 4.2 2.3 4.5L 2.5L (0.4)L (14.4) 2.2 4.8 

AVERAGE RATE FOR 1989 

U.S. U.S. AZ 
3-Mo. Aaa Unempl. 
T-Bills Bonds Rate 

7.4 10.1 6.8 

I 

1989 Consensus - This Month 7.1 4 3  2.9 5.8 2.9 2.4 (2.9) 2.6 4.9 7.1 10.1 6.7 

Basic data sources: 
(1) Ariuxla personal income in current S's, (2) Gross national product implicit price deflator, and (3) Arizona personal income in 1982 S's, Bureau of Economic Analysis; 
(4) .-\rizona retail sales, Arizona Depament of Revenue; (5) A h a  total nonagricultural wage and salaly employment, and (6) Arizona manufanuring employment, DES; 
(7) Arizona housing authorizations, ASU - CBR; (8) Arizona population; (9) AMetropoLitan Phoenix consumer price index, ASU - CBR, (10) 3-month Treasury bas ,  Federal 
Reserve Board; (1 1) Aaa Corporate bonds, Moody's Investor Service; (12) Arizona unemployment rate, DES. 

-Last Month 7.0 4.4 2.7 5.9 2.9 2.6 (2.5) 2.7 4.9 

., Range: Bottom 3 Avg. 6.5 3.9 2.3 5.3 2.7 1.1 (16.1) 2.2 4.3 
Top 3 Avg. 7.6 4.8 3.6 6.5 3.3 3.7 11.2 3.3 5.3 

Cepartment of Economic Security 7.0 4.1 2.7 6.0 2.7 1.6 - 3.6H 5.1 1 7.0 10.1 6.9 
Eggert Economic Enterprises 6.8 4.5 2.6 5.9 2.7 2.5 (3.0) 2.3 4.9 / 7.2 9.8 6.8 
Epic Enterprises Inc. 7.0 4.0 2.7 5.0 2.5L 2.0 (10.0) 2.5 5.0 1 7.5 10.4 6.8 _ 
First Interstate Bank of Arizona 7.5 4.8 2.7 6.5 3.2 4.5H 5.0 2.5 5.2 ' 7.5 10.5 6.8 

7.1 10.1 6.7 

6.1 9.6 6.3 
7.7 10.5 7.0 

Joint Legislative Budget Committee 7.1 4.4 2.7 5.3 2.3 2.3 (10.0) 2.3 4.8 7.9H 10.4 6.3 
Moore Economic Research 6.5 4.6 3.0 5.3 2.8 2.5 (7.0) 2.5 5.5H 7.2 10.6H 6 .6 .  
NAU - BBER 7.0 4.9H 2.1L 5.6 3.0 2.8 0.0 2.8 4.7 
Office of the Treasurer 6.6 3.6L 2.9 5.9 2.8 2.5 - - 3.9L 

7.4 10.5 6.4 
5.9L 9.4L 6.9 

Phoenix Chamber of Commerce 7.5 4.1 3.3 6.2 3.5H 3.0 9.0 2.5 4.8 , 6.7 9.5 7.2N ~ 7.8 4.3 3.6 - 3.3 3.5 15.OH 3.0 4.5 6.5 9.9 6.6 
U of A - DEBR 8.0H 4.2 3.8H 7.6H 3.1 2.2 (24.O)L 2.1L 5.3 7.7 10.3 6.3 
US West Communications 6.4L 4.5 3.4 - 3.2 2.2 9.6 3.4 4.6 6.3 9.8 6.01, 
Vslley Xational Bank 7.2 4.2 3.0 6.0 2.8 3.0 (5.0) 2.4 5.0 / 7.5 10.5 7.0 

I 



population flows, business expansions, and new business births are crucial 

determinants of the rate of absorption of existing construction inventory. 

Long term forecasts by the Department of Economic Security and the U.S. 

Census Bureau call for Arizona to be among the leading states in population 

growth during the next two decades. Population increases are anticipated to total 

approximately one million people, even under the lowest growth scenarios now 

available. 

Although there exist differences of opinion on the exact timing, all analysts on 

the consensus panel believe the currant sluggish economic growth in the Arizona 

economy will eventually give way to somewhat more rapid expansion as the 

construction industry recovers from current overbuilding problems. However, a 

return to the spectacular growth of the 1953-1 987 period is not likely. The aging 

baby boomers will influence a population less inclined to migrate from state to 

state and the overall workforce will increase at a slower rate than in the past. 



APPENDIX B 

THE BUSINESS CLIMATE IMPACT OF PROPOSED TAX CHANGES 

During 1987, new wage and salary jobs in the Arizona economy increased at 

a rate of growth of 3.4 percent. In 1988, the expansion of the Arizona economy 

slowed until, by year end, new jobs creation was taking place at a rate of less 

than one percent. While the overall Arizona economy is not in recession (defined 

as a negative rate of growth in total employment), industries linked to real estate 

and construction have experienced job losses and weakness has spread from 

these sectors to other parts of the general economy. 

Need for Examination of Business Climate Impact 

In light of the marked slowdown in Arizona, the rapid rise in bankruptcies and 

foreclesures, and the inevitable comparisons drawn by national media between 

the Arizona experience and downturns in Texas, it is appropriate to examine the 

potential impact of a $255 million balanced budget tax and expenditure proposal 

on the Arizona business climate. The essential question at hand is how tax and 

expenditure changes of the magnitude and composition proposed will affect (a) 

Arizona's business climate as measured by various rankings and surveys and (b) 

actual economic growth and development in the state. 

Business Climate and Relocation 

The "business climate" is defined here to include those factors that influence 

business site location decisions for new facilities, whether branches, franchises, 

expansions or relocations of any other type. Facilities are broadly defined to 

include offices, manufacturing or assembly plants, warehouses, distribution 

centers, research and development installations, and corporate headquarters. 



Factors examined are those included in business climate rankings (such as 

produced by Grsnt Thornton or Inc. magazine), or actually reported as inportant 

by business managers with knowledge of site location decisions. In addition, 

those business climate factors shown to be statistically associated with growth by 

research studies of economic development are reviewed. Given the purpose of 

this study, the specific role of taxes as a business climate factor will be 

emphasized. 

Throughout the discussion, it is assumed that a loose ordering of priorities 

exists for facilities sought for Arizona. Corporzte headquarters and research 

facilities are assumed highly desirable because they provide high incomes, little 

poilution, and a significant corporate commitment to the state. Firms in the early 

stages of the product cycie (development and expansion) are assumed desirable 

because of their potential for rapid growth as they move toward mass production 

with limited competition in national and international markets. Somewhat less 

desirable - but certainly welcome - are those firms with products in the final 

stages of the product cycle where output is highly standardized, cost structures 

are extremely competitive, and the potential for movement to offshore facilities is 

everpresent. 

The Sources of New Jobs 

As background to the general topic of determinants of growth and business 

relocation, the informed observer may be well aware that most jobs are created 

not by business relocations, but by firm births and expansion of existing firms. 

Not since the McDonnell-Douglas relocation has Arizona experienced a carporate 

re!ocation of major magnitude. Yet, the state has succeeded in creating some 

thirty to forty thousand jobs per year (over 1,000 per week during some periods), 

primarily thrcugh expansion of existing businesses and the start-up of new firms. 



Business Relocation Data 

In fact, it is no wonder that there have been fsw major corporate relocations 

into Arizona. Today, statistical studies show that a very small percentage of firms 

actually relocate in any given year. A study by James Miller reported that, over 

the period 1969-1 975, only two percent of all manufacturing firms relocated, and 

only one half of one percent of all manufacturing firms relocated across state 

lines. Three fourths of all manufacturing relocations involved movements to 

nearby counties in the same state. 

Why are Taxes Important in Relocation? 

This tendency of firms to relocate nearby their current site explains why 

business taxes are considered by some to be crucial in the relocation decision. 

By moving to a neighboring locality, a firm may retain its current markets, 

suppliers, and labor force, but possibly lower its taxes. Thus, taxes are the 

"swing factor" because other key determinants of costs and revenues often stay 

unchanged after relocation. 

implications for Arizona 

The implications for Arizona are worth noting. In seeking corporate 

relocations as a major source of new employment, the state is asking firms to 

make the extremely risky decision of abandoning workers, markets, suppliers, 

and lines of credit in exchange for whzt Arizona can offer in replacement. Thus, 

as a preface to assessing the role of taxes in business climate, it must be 

recognized that the atiractions Arizona oiiers in its business ciimate package 

must be competitive on a broader range of frofits than states in the East who are 

only seeking to lure iirms a short distance. !n brief, low taxes may lure a firm 



across the river but may not be significant in luring that same firm across the 

country. 

Early lnterest In Business Climate 

lnterest in factors influencing "business climate" seems to be traceable to the 

period immediately after World War II when industrial firms from the North 

accelerated their exodus to lower cost regions of the country, States and 1r;cal 

areas in the South and West began to experiment with Inducements to relocation 

such as revenue bonds, publicly provided infrastructure, and industry tailored 

vocational training programs. Local business and government officials have since 

been concerned with measuring business climate and comparing rankings of 

states on the basis of published business climate ranking. Yet, there is no clear 

definition of what business climate is or how :o measure ir. 

Business Climate Factors 

In the broadest sense, the business climate of a state is related to its 

attractiveness as a location for economic activity. Since the objective of firms 

ultimately is profit maximization, business climate must operationally be linked to 

factors which act to minimize costs or to enlarae revenues. Factors influencing 

costs include direct labor payments, degree of unionization, productivity af 

workers, manhours lost to strikes, energy costs, and such government controlled 

variables as taxes, unemployment compensation payments, and environmental 

controls. 

On the revenue side, factors introduced often include population, populatior: 

change, and income levels, to measure market conditions. In recent times, 

business climate studies have included factors which attempt to measure "quality 



of life" such as education expenditures, health care, and quality of transportation 

services. 

The Ranking Studies: Fantus, Grant, and Inc. Magazine 

Development of business climate rankings became somewhat of an industry 

in itself in 1975, when the Illinois Manufacturers Association engaged the Fantus 

Company, a site location consulting firm, to undertake a study to "persuade the 

Illinois General Assembly to pass laws correcting the state's deteriorating 

manufacturing sector." 

The objective was to compare the 48 states on 15 indicators, 10 of which 

reflected levels of state and local taxation. The resulting state rankings were thus 

closely related to the level of taxation in each state. The number one ranked 

state in this study was Texas, followed by Alabama. 

The Fantus company refused to conduct a follow-up study, contending such 

studies were "unusable in the site selection process." The Alexander Grant 

company (now Grant Thornton), a Chicago-based accounting firm, continued the 

studies for the Illinois Manufacturer's association, publishing its first rankings in 

1979. 

Arizona's Grant f hornton Ranking 

In the most recent Grant Thornton study, published in July of 1988, Arizona 

ranked seventh among "less manufacturing intensive states." States ranked 

above Arizona include North and South Dakota, Nebraska, Nevada, Kansas and 

Virginia (see Table BI). Arizona scored most highly on "change in tax effort," 

where we were second in the nation, and "unionization," where we were third 

(Table £32). Somewhat surprisingly for a state which prides itself on quality of life, 



State 
South Dakota 
North Dakota 
Nebraska 
Nevada 
Kansas 
Virginia 
Arizona 
Colorado 
Maryland 
Utah 
New Mexico 
Iowa 
Idaho 
Washington 
Minnesota 
Kentucky 
Oregon 
Oklahoma 
Wyoming 
Montana 
West Virginia 

TABLE 81 
GRANT THORNTON 

1987 STATE RANKINGS: 
LOW MANUFACTURlNG INTENSITY 

Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
13 
13 
14 
15 
16 
17 
18 
19 
20 
2 1 

Gov't. 
Controlled 

Rank 
1 
7 
3 
4 
8 
2 
6 

13 
5 

12 
11 
14 
10 
17 
21 

9 
15 
18 
20 
16 
19 

Non-Gov't. 
Controlled 

Rank 
2 
1 
4 
6 
3 

14 
11 
7 

16 
9 

? 0 
8 

12 
13 
5 

19 
18 
17 
15 
20 
2 1 



population growth, but also in the rate of growth of personal income and 

employment (Figures A2 44 ) .  

Population movement is a complex phenomenon. While population inflows 

are stimulated by employment opportunities, growth in population in Arizona has 

created many new jobs and caused rapid expansion of existing businesses. 

Business expansion, in turn, creates demand for additional labor, which 

stimulates further population inflow. In peak years, Arizona population growth has 

varied between 100,000 and 120,000 while job creation has been in the range of 

80,000 - 100,000 per year (Figure As). 

Recessions on the national level are periods of reduced inmigration to 

Arizona and slowing job growth. In addition, changes in those eco~omies that 

compete with.or supply migrants to Arizona can be important influences on the 

local economy. As the Texas economy stumbied in the mid-1 980's, inmigration to 

Arizona accelerated when people left Texas due to reduced economic 

opportunities. Similarly, the resurgence of the Rust Belt economies, the relative 

strength of other Western economies such as California and the slowing Arizona 

economy have combined in recent months to reduce inmigration to Arizona. 

Construction Slump Spreads Throughout the Economy 

The Arizona economy led the nation in the rate of job creation in 1984 and 

1985. These were years of strong net inmigration and record levels of building in 

multifamily, industrial, and commercial structures. As newly constructed inventory 

began to accumulate, construction employment slowed. Between the summer of 

1986 and December of 1988, the industry experienced a string of 25 unbroken 

months of job lcsses relative to the same month of the previous year (Figure A6). 

From a peak of 117,300 jobs in June of 1986 through the end of 1988, 

construction has iost approximately 20,000 jobs. 
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Weaknesses in construction gradually spread through the economy, with 

effects felt in finance-insurance and real estate and transportation- 

communication-public utilities in the second half of 1988. Total Arizona 

nonagricultural employment was growing at a rate of less than one percent by the 

close of 1988 (Figure A7). Based on data comparing employment in October 

1988 with 12 months before, Arizona ranked among the 15 slowest growing 

states (Table A6). 

Population inflows Sharply Reduced 

As job opportunities have diminished, population inflows to Arizona from other 

states have slowed. From highs approaching 20,000 persons per quarter, net 

migration into the metropolitan Phoenix area has slowed to 20,000 per year. 

Reduced population flows are now affecting the various people sewing business, 

including retaii trade and personal services. As explained above, these and other 

Arizona industries have extra capacity (as shown by location quotients exceeding 

one in Table A5) in order to serve both current residents and new inmigrants. 

Without growth fueied by population inflow, employment gains have been 

restricted in most industries (Figure A8). Troubled businesses have experienced 

layoffs, while bankruptcies and foreclosures have mounted. 

Manufacturing Employment 

In spite of the falling dollar, manufacturing has not been a source of stimulus 

for the Arizona economy (see Figure A9 ). The lack of growth in manufacturing is 

partially due to cost cutting efforts by electronics manufacturers intent on 

competing in world markets. In addition, after peaking in August of 1987, 

aerospace employment has been affected by defense cutbacks and employment 

has decfined by over 2,C00 jobs. 





TABLE A6 
JOB CREATION: OCTOBER 1988 OVER OCTOBER 1987 

Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 

Percent 
Change 

Nevada ........................................................................................................... 6.59% 
Oregon .............................................................................................................. 4.92% 
Washington ......................................................................................................... 4.69% 

.................................................................................................... New Hampshire 4.51% 
Virginia ................................................................................................................. 4.50% 
Fbrida .............................................................................................................. 4.01% 
Indiana ............................................................................................................... 3.85% 
Vermont ............................................................................................................... 3.77/0 
Maine .................................................................................................................... 3.60% 

.............................................................................................................. California 3.49% 
Utah .................................................................................................................. 3.43% 
Idaho ..................................................................................................................... 3.27'/0 
Delaware ........................................................................................................... 3.1 2% 
Vfisconsin ............................................................................................................ 3.09% 
Minnesota ........................................................................................................ 3.04'/0 

..................................................................................................... South Carolina 2.94% 
North Caroiina ................................................................................................... 2.69% 
Iowa .................................................................................................................... 2.55'/0 
Ohio ..................................................................................................................... 2.43% 
Illinois .................................................................................................................. 2.39% 
Kentucky ........................................................................................................... 2.35% 
Massachusetts ............................................................................................... 2.33% 
New Mexico ................................................................................................... 2.24% 
New Jersey ........................................................................................................ 2.1 4% 
Pennsylvania .................................................................................................. 2.1 loro 
Arkansas .......................................................................................................... 1.99% 
New York ............................................................................................................. 1.71% 
Connecticut .......................................................................................................... 1.63% 
Hawaii ............................................................................................................ 1.60% 
South Dakota ..................................................................................................... 1.54% 
North Dakota .................................................................................................... 1.51% 
Mississippi .......................................................................................................... 1 . 4e/0 
Texas .................................................................................................................... 1.46% 
Kansas ................................................................................................................ 1.43% 
Maryland ............................................................................................................... 1.27% 
Michigan ........................................................................................................... 1.22% 
Tennessee ...................................................................................................... 0 . 980A 
Nebraska ........................................................................................................... 0.94% 
Missouri ............................................................................................................... 0.94% 
ARIZONA ........................................................................................................... 0.85% 
Alabama ............................................................................................................... 0.79°/0 
Rhode Island ....................................................................................................... 0.78% 
Louisiana .............................................................................................................. 0.75% 
West Virginia ................................................................................................... 0.59% 
Georgia ............................................................................................................. 0.59% 
Colorado ........................................................................................................... 0 . 350A 
Montana ............................................................................................................ 0.32% 
Alaska ................................................................................................................. 0.C596 
Oklahoma ......................................................................................................... 4.1 394 
Wyoming ............................................................................................................... 1 . 10% 

Scurce: Economic Cutlook Center. College of Business. Arizona Stst$ University; and U.S. 
Department of Labur . 
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FIGURE A9 
MONTHLY CHANGE IN ARIZONA MANUFACTURING EMPLOYMENT 

(Percent Change from Same Month, Previous Year) 
1986-88 

Percent 
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Source: Arizona Department of Economic Security 



Structural Change or Cyclical Downturn? 

The current weakness in the Arizona economy has caused some to question 

whether the downturn is a signal of a significant change in the business 

environment or simply a cyclical downturn that will soon be reversed. items in the 

national press have suggested that there are unusuai elements present which will 

impact the future potential growth of Arizona.   he most likely interpretation of the 

current weakness in the Arizona economy is that it is due primarily to overbuildifig 

caused by favorable tax laws, availability of financing, and optimism nurtured by 

vigorous population inflows and rates of job growth which were not sustainable. 

The prognosis is that -- in the absence of a national recession -- a return to levels 

of growth approximating the long term Arizona average will be achieved within 18 

- 24 months. 

Long Run Cyciical Behavior of the Arizona Economy 

The relationship between growth of Arizona and the national economy is 

illustrated by the paths of the coincident indexes of economic activity (Figure 

A10). Traced over nearly two decades beginning in 1970, the national coincident 

index has grown about 50 percent, while the Arizona index has tripled in value. 

Downturns are evident in both series during the recession of the mid 1970's and 

the early 1980's. On these fong term figures, the current economic sluggishness 

appears as one of many other dips in the index. 

Population 

Although pcpulation flows have slowed, the current experience is similar to 

~revious slow grcvvth episodes (Figure A1 1). The typical period from trough to 

peak of migrstion activity is shout iour years, with a peak-to-peak span cf about 



Figure A 1 0  

Maricopa County Coincident Index 
vs. National Coincident Index 

(1970=100) 

Maricopa 
County 

U.S. 

Source: Center for Business Research, 
College of Business, Arizona State University 





eight years. The most likely situation in the current slowdown is thus two - three 

more quarters of weak population growth followed by gradual inmigration 

increases after that. 

Employment 

Historical employment data seem to confirm this outlook (Figure A1 2). Peak- 

to-peak and trough-to-trough employment levels are observed at six- seven year 

intervals since 1970. The low point of 1982 was followed by a peak in 1984. It is 

likely the Arizona economy will "bottom out" in 1989 and move to a more 

expansionary mode during 1990. 

In summary, the diagnosis of the ailments of the Arizona economy is that (a) 

overbuilding led to reduced construction employment; (b) the recovery of the 

Midwest and diminished Arizona job opportunities combined to reduce population 

inflows; (c) Arizona industries structured to serve both local and newly arrived 

residents were forced to reduce activity levels; (d) the result was a cyclical 

downturn which will be reversed within the next 18-24 months and followed by a 

return to higher rates of population and job growth. 

Consensus Forecast from Blue Chip Panel 

The current outlook for 1989 by the Arizona Blue Chip panel of Arizona 

economic experts calls for the coming year to be very similar to 1988 in terms of 

overall growth (Table A7). Job creation is expected to be in the range of 3 

percent, about one half that of the long run Arizona average rate of job growth. 

The panel expects the construction sector, a key driver of the Arizona 

economy, to recover by 1990. However, some analysts predict an even longer 

period for surplus office, retail, and commercial space to be absorbed. Differing 

forecasts 05 net inmigration underlie these alternative views. It is evident that 





TABLE A7 
ARIZONA BLUE CHlP FORECAST FOR 1989 

e ANNUAL PERCENT CHANGE 1989 FROM 1988 i AVERAGE RATE FOR 1989 
AZ AZ AZ 

CumntS U.S. Red AZ Wage& AZ A2 AZ Metro U.S. U.S. AZ 

1989 Consensus - This Month 7.1 4 3  2 9  5.8 2 9  2.4 (2.9) 2.6 4 9  / 7.1 10.1 6.7 
- Last ,Month 7.0 4.4 2.7 5 9  2 3  2.6 (2.5) 2.7 4.9 1 7.1 10.1 6.7 

I 

Basic data sources: 
(1) Arizona penanal income in cumnt Ss, (2) Gross national product implicit price deflator, and (3) Arizona penond incane in 1982 9s. B u m  of Econanic Analysis; 
(4) Arizona rerail sales, Arkma Deprtmmt of Revmue; (5) Arizona totalnimagricultural wage and salary employment, and (6) Ariuxlamanufaauring employment, DES; 
(7) Arizona housing authorizatims, ASU - C8R; (8) A b  pqxdad, (9) Metropolitan Phoenix consumer price index, ASU - CBR; (10) 3-month Treasury bills, Federal 
Reserve Board; (1 1) Aaa Corporate bonds, Moody's Investor S e ~ c e ;  (12) Arizona unemployment rate, DES. 

Range: Batom 3 Avg. 6.5 3.9 2.3 5.3 2.7 1.1 (16.1) 2 2  4.3 
Top 3 Avg. 7.6 4.8 3.6 6 5  3.3 3.7 11.2 3 3  5.3 

6.1 9.6 6.3 
7.7 105 7.0 



population flows, business expansions, and new business births are crucial 

determinants of the rate of absorption of existing construction inventory. 

Long term forecasts by the Department of Economic Security and the U.S. 

Census Bureau call for Arizona to be among the leading states in population 

growth during the next two decades. Population increases are anticipated to total 

approximately one million people, even under the lowest growth scenarios now 

available. 

Although there exist differences of opinion on the exact timing, all analysts on 

!be consensus panel believe the current sluggish economic growth in the Arizona 

economy will eventually give way to somewhst more rapid expansion as the  

construction industry recovers from current overbuilding problems. However, a 

return to the spectacular growth of the 1983-1 987 period is not likely. The aging 

baby boomers will influence a population less inclined to migrate from state to 

state and the overall workforce will increase at a slower rate than in the past. 



APPENDIX S 

THE BUSINESS CLIMATE !!*!PACT OF PROPOSED TAX CHANGES 

During 1987, new wage and salary jobs in the Arizona economy increased at 

a rate of growth of 3.4 percent. In 1988, the expansion of the Arizona economy 

slowed until, by year end, new jobs creation was taking place at a rate of less 

than one percent. While the overall Arizona economy is not in recession (defined 

as a negative rate of growth in total employment), industries linked to real estate 

and construction have experienced job losses and weakness has spread from 

these sectors to other parts of the general economy. 

Need for Examination of Business Climate impact 

In light of the marked slowdown in Arizona, the rapid rise in bankruptcies and 

foreclosures, and the inevitable comparisons drawn by national media between 

the Arizona experience and downturns in Texas, it is appropriate to examine the 

potential impact of a $255 million balanced budget tax and expenditure proposal 

on the Arizona business climate. The essential question at hand is how tax and 

expenditure changes of the magnitude and composition proposed will affect (a) 

Arizona's business climate as measured by various rankings and surveys and (b) 

actual economic growth and development in the state. 

Business Climate and Relocation 

The "business climate" is defined here to include those factors that influence 

business site location decisions for new facilities, whether branches, franchises, 

expansions or relocations of any other type. Facilities are broadly defined to 

include offices, manufacturing or assembly plants, warehouses, distribution 

centers, research and development install~tions, and corporate headquarters. 



Fzctors examined are those included in business climate rankings (such as 

produced by Grant Thornton or Inc. magazine), or actually reported as important 

by business managers with knowledge of site location decisions. In addition, 

those business clim~te factors shown to be statisticaily associated with growth by 

research studies of economic development ar@ reviewed. Given the purpose of 

this study, the specific role of taxes as a business climate factor will be 

emphasized. 

Throughout the discussion, it is assumed that a loose ordering ~f priorities 

exists for facilities sought for Arizona. Corporate headquarters and resaarch 

facilities are assumed highly desirable because they provide high incomes, little 

pollution, and a significant corporate commitment to the state. Firms in the early 

stages of the product cycle (eevelopment and expansion) are assumed desirable 

because of their potential for rapid growth as they move toward mass production 

with fimited competition in national and international markets. Sarnewhat less 

desirable - but certainly welcome - are those firms with products in the final 

stages of the product cycle where output is highly standardized, cost structures 

are extremely competitive, and the potential for movement to offshore facilities is 

everpresent. 

The Sources of New Jobs 

As background to the general topic of determinants of growth and business 

relocation, the informed observer may be well aware that most jobs are created 

not by business relocations, but by firm births and expansion of existing firms. 

Not since the McDonneil-Douglas relocation has Arizona experienced a ccrporate 

relocation of major magnitude. Yet, the state has succeeded in creating some 

thitty to forty thousand jobs per year (over 1,000 per week during some periods), 

primarily through expansion of existing businesses and the start-up of new firms. 



Business Relocation Data 

In fact, it is no wonder that there have been few major corporate relocations 

into Arizona. Today, statistical studies show that a very small percentage of firms 

actually relocate in any given year. A study by James Miller reported that, over 

the period 1969-1 975, only two percent of all manufacturing firms relocated, and 

only one half of one percent of all manufactuhng firms relocated across state 

lines. Three fourths of all manufacturing relocations involved movements to 

nearby counties in the same state. 

Why are Taxes Important in Relocation? 

This tendency of firms to relocate nearby their current site explains why 

business taxes are considered by some to be crucial in the relocation decision. 

By moving to a neighboring locality, a firm may retain its current markets, 

suppliers, and labor force, but possibly lower its taxes. Thus, taxes are the 

"swing factor" because other key determinants of costs and revenues often stay 

unchanged after relocation. 

Implications for Arizona 

The implications for Arizona are worth noting. In seeking corporate 

relocations as a major source of new employment, the state is asking firms to 

make the extremely risky decision of abandoning workers, markets, suppliers, 

and lines of credit in exchange for what Arizona can offer in replacement. Thus, 

as a preface to assessing the role of taxes in business climate, it must be 

recognized that the attractions Arizona offers in its business climate package 

must be competitive on a broader range of fronts than states in the East who are 

only seeking to lure firms a short distance. In brief, !ow taxes may lure a firm 



across the river but may not be significant in luring that same firm across the 

country. 

Early interest In Business Climate 

hterest in factors influencing "business climate" seems to be traceable to the 

period immediately after World War 11 when industrial firms from the North 

accelerated their exodus to lower cost regions of the country. States and local 

areas in the South and West began to experiment with inducements to relocation 

such as revenue bonds, publicly provided infrastructure, and industry tailored 

vocational training programs. Local business and government officials have since 

been concerned with measuring business climate and comparing rankings of 

states on the basis of published business climate ranking. Yet, there is no cfear 

definition of what business climate is or how to measure it. 

Business Climate Factors 

In the broadest sense, the business climate of a state is related to its 

attradiveness as a location for economic activity. Since the objective of firms 

ultimately is profit mzximisation, business climate must operationally be linked to 

factors which act to micimize costs or to enlarae revenues. Factors influencing 

costs include direct labor payments, degree of unionization, productivity of 

workers, manhours lost to strikes, energy costs, and such government controlled 

variables as taxes, unemployment compensation payments, and environmental 

controls. 

On the revenue side, factors introduced often include population, population 

chacge, ard income levels, to measure market conditions. In recent times, 

business climate studies have included factors which attempt to measure "qsality 



of life" such as education expenditures, health care, and quality of transportation 

services. 

The Ranking Studies: Fantus, Grant, and Inc. Magazine 

Development of business climate rankings became somewhat of an industry 

in itself in 1975, when the Illinois Manufacturers Association engaged the Fantus 

Company, a site location consulting firm, to undertake a study to "persuade the 

Iliinois General Assembly to pass laws correcting the state's deteriorating 

manufacturing sector." 

The objective was to compare the 48 states on 15 indicators, 10 of which 

reftected levels of state and local taxation. The resulting state rankings were thus 

closely related to the level of taxation in each state. The number one ranked 

state in this study was Texas, followed by Alabama. 

The Fantus company refused to conduct a follow-up study, contending such 

studies were "unusable in the site selection process." The Alexander Grant 

company (now Grant Thornton), a Chicago-based accounting firm, continued the 

studies for the Illinois Manufacturer's association, publishing its first rankings in 

1979. 

Arizona's Grant Thornton Ranking 

In the most recent Grant Thornton study, published in July of 1988, Arizona 

ranked seventh among "less manufacturing intensive states." States ranked 

above Arizona include North and South Dakota, Nebraska, Nevada, Kansas and 

Virginia (see Table B1). Arizona scored most highly on "change in tax effort," 

where we were second in the nation, and "unionization," where we were third 

(Table 82). Somewhat surprisingiy for a state which prides itself on quality of fife, 



State 
South Dakota 
North Dakota 
Nebraska 
Nevada 
Kansas 
Virginia 
Arizona 
Colorado 
Maryland 
Utah 
New Mexico 
Iowa 
Idaho 
Washington 
Minnesota 
Kentucky 
Oregon 
Oklahoma 
Wyoming 
Montana 
West Virginia 

TABLE B1 
GRANT TNORNTON 

1987 STATE WANKINGS: 
LOW MANUFACTURING INTENSITY 

Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
13 
13 
14 
15 
16 
17 
18 
19 
20 
21 

Gsv't. 
Controlled 

Rank 
1 
7 
3 
4 
8 
2 
6 

13 
5 

12 
11 
14 
10 
17 
2 1 

9 
15 
1 a 
20 
16 
19 

NQ~-Gov't. 
Controtlied 

Rank 
2 
1 
4 
6 
3 

14 
11 
7 

16 
9 

10 
8 

12 
13 
5 

19 
18 
17 
15 
20 
21 



Rank 

TABLE 82  
GRANT THORNTQN 

SUMMARY QF ROUNDED FACTOR WEIGHTINGS 

Factors 
C1: Wages ....................................................................................... 
Dl : Available Workforce .................................................................. 
C3: Unionization .............................................................................. 
84: Workers' Compensation Insurance Levels* .............................. 
D3: Value Added .............................................................................. 
C2: Change in Hourly Wages over Five Years ................................ 
04: Fuel and Electric Energy Costs ................................................. 
B1: Average Unemployment Compensation Benefits* .................... 
A1 : Tax Effort* ................................................................................. 
A3: Expenditure vs . Personal Income Growth over Five Years* ..... 
A5: State Business Incentives* ........................................................ 
B3: Statutory Average Workers' Compensation Cost per Case* ..... 
B2: Unemployment Compensation Tmst Fund Net Worth* ............ 
02: Manhours Lost .......................................................................... 

................................................................................. El : Education* 
C4: Change in Unionization over Five Years .................................. 
A2: Change in Tax Effort over Five Years* ...................................... 
A4: Debt Growth vs . Personal Income Growth over Five Years* .... 

............................................................................ E3: Cost of Living 
E2: Health Care ............................................................................... 
E4: Transportation* .......................................................................... 

1987 
Factor 
Weight 
8.42% 
6.1 4 
5.83 
5.74 
5.20 
5.15 
5.15 
5.1 4 
4.90 
4.89 
4.86 
4.74 
4.62 
4.61 
4.34 
4.1 9 
3.81 
3.32 
3.28 
3.01 
2.66 

1 00.00% 

1987 
Arizona 
National 

Rank 
23 
21 
3 
33 
18 
16 
20 
5 
28 
32 
19 
24 
16 
18 
31 
32 
2 
37 
31 
32 
40 

'Indicates factor is controlled or strongly influenced by state or local governments . 



Arizona was particularly low rated in the quality of life areas inclueing education, 

health care, and transportation. 

Criticisms of the Grant Thornton Ranklngs 

Although widely followed, the Grant Thornton rankings have been subject to a 

number of harsh criticisms: 

1. The various factors involved in the business climate rankings are weighted 

by representatives of state manufacturer's associations on the basis of what they 

believe should be important to business location. Factors that ~ctual iv influence 

relocatiorr and site selection, as determined by business managers and owners, 

are not included. 

2. The emphasis on taxes, which can be traced to the original Fantus study, 

is disproportionate to the importance of taxes i~ total costs of operating a 

business firm. The costs of labor are many times the cost of taxes, but labor is 

weighted only about twice as great as taxes by :he Grant Thornton panel (see 

Table B2). 

3. Certain business climate factors which attempt to measure "quality of life" 

can only be obtained through tax revenue and government expenditures. But 

higher taxss and government expenditures are a "negative" while education, 

health care, and transportation outlays enter the factor list again as "positive" 

because they influence quality of life. Government spending and taxes are thus 

treated inconsistenily. 

4. The rankings have little or no predictive power. That is, there is no 

statistical correlation between a favorable business climate ranking and growth in 

employment or business relocation. States such as Mississippi, which often are 

highly rated, are usuaily at the bottom of rankings of job creation or new business 

growth, in spite of their "favorable"' ousiness climates. 



TABLE B3 
GRANT THORNTON: 1987 

ARIZONA OVERALL RANKINGS 
(Among Low Manufacturing Intensity States) 

All Factors ........................................................................................ 
Government Factors* .......................................................................... 
Non-Government Factors .................................................................... 
Government Fiscal Policies ................................................................ 
Employment Costs ............................................................................. 
Labor Costs ........................................................................................ 
Use of Resources ............................................................................... 
Quality of Life ...................................................................................... 

*Government factors identified on previous table by * 



5. The Grant Thornton rankings are developed specifically for manufacturing, 

a sector which sccounts for less than 15 percent of Arizona enployment. They 

are not necessarily intended to yield insight into those the location decisions of 

such highly valued employers as research facilities, corporate headquarters, or a 

major business service firm proposing to locate a central information processing 

center. 

6. The rankings neglect social and economic factors within the state which 

encourage formation of new business and expansion of existing business, the 

major source of employment opportunities. 

The Inc. Magazine Ranking 

In response to this last criticism, Inc. magazine has developed a business 

climate ranking which rates the states on job growth, new business births, and the 

proportion of new businesses which are high growth. In the most recent Inc. 

ranking (October 1988), Arizona is listed as number one among ail states (Table 

54). This is the second consecutive year in which Arizona ranked first in the Inc. 

business climate rankings. 

Impact of Fiscal Changes on Grant Tt~ornton Business Climate Rankings 

The proposed change in taxes and expenditures of $255 million would impact 

upon the Grant Thornton rankings in two ways. First, the tax effort and change in 

tax effort factors would increase. At present, Arizona ranks 28th in tax effort and 

2nd in change in tax effort. Note that since the Grant Thornton rankings are 

relative, it is impossibie to accurately quantify the change in rank resulting from 

the tax increase because it is not known whzit will be happening in the other 

states. Considered in isolation, the effect on the tax factors would be negative for 

the Arizona business climate ranking. 



'l'able B 4  
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Any changes, however, would not be recorded for several years. This is 

S%causs the Grant Thornton study fcr a ~ i v e n  year is based er? data from PPG 

years before. Thus, changes made in the 1989-90 fiscal year would not affect the 

rankings until 1992. Therefore, an effect on thz Grant Thornton business climate 

ranking would not be felt for some time, and during this time competing states 

may very well increase their taxes, lessening the effect on Arizona's reiative 

ranking. The second impact of the fiscal changes proposed would be felt on the 

expenditure side. As government spending improved education, health care, ar;d 

transportation, Arizona's ranking on these factors should be e~hanced. 

Education, in particular, is Important, since it is weighted more highly than cha~ge  

in tax effort. Again, there would be a two year lag before these variables enter 

the data set used for ranking. Positive results would be seen by 1992. 

A third variable influenced is "expenditure vs. personal income growth," which 

wouid also rise. As with change in tax eifort, this factor is measured over a five 

year period, so its effects are felt slowly. On net, three variables would move in 

an unfavorable directior, and three would move in a positive direction. 

Because of the higher weights cf the tax effort and expenditure/income 

factors, the net effect is potentially a negative mol</ement on the Grznt Thornton 

ranking by 1992. However, it must be stressed that rankings are influenced by 

events in the 49 other states. The Grant Thornton ranking will definiteiy move 

unfavorably only if Arizona is the sole state to raise taxes. The most likely 

outcome is that the change in taxes anc expenditures will not ~ubstantiallv 

change Arizona's Grant Thornton ranking, due to the offsetting influence of tax 

and expenditure factors, and actions by cther states. 



Impact on the Inc. Magazine Rankings 

Since the lnc. magazine rankings are not based on fiscal variables, there 

would be no impact from the proposed tax changes on this business climate 

ranking. 

Surveys of Factors Influencing Firm Relocation 

Surveys of corporate executives and relocation professionals have been 

undertaken to attempt to determine those factors which actually influence 

business iocation decisions. Several of these are reviewed here to examine the 

possible consequences of higher Arizona taxes on executive decisions. 

Surveys of Fortune 500 Executives 

Major surveys of managers of the 500 largest manufacturing firms were 

conducted in 1976 and 1981. Executives were asked to rank factors which had 

influenced location decisions that had actually occurred during the past five years 

and those which would influence their decisions regarding the next facilities to be 

relocated. 

Corporate Headquarters 

The most important factor influencing the relocation of corporate headquarters 

was "quality of life for employees" (Table B5). This was followed by "personal 

preferences of executives" and "proximity to other facilities." Only one executive 

out of five listed "state and local attitude toward taxes on business and industry" 

as important in the location of corporate headquarters. 

This survey indicates that Arizona will be competing for corporate relocations 

primarily on the basis of quality of life, transportation facilities, and the availability 



TABLE B5 
IMPORTANT FACTORS 1N THE FUTURE LOCAT1ON OF 

CORPORATE HEADQUARTERS WITHIN NEXT FIVE YEARS 

Percent 
Factors Responding 
Quality of life for employees ........... .. ............................................................ 55% 
Personal preferences of company executives ................................................. 42 
Proximity to other company facilities ............................................................... 34 
Efficient transportation facilities for people ...................................................... 33 
Availability of technical or professional workers .............................................. 23 
Business taxes ................................................................................................ 22 
Costs of property and construc?ion ................................................................. 22 
Community receptivity to business and industry ............................................. 20 
Personal taxes ................................................................................................ 19 
Cairn and stable social climate ........................................................................ 17 
Availability of clerical workers .......................................................................... 11 
Productivity of workers .................................................................................... 11 
Proximity of customers .................................................................................... 11 
Financing inducements ................................................................................... 11 
Ample area for future expansion ..................................................................... 8 
Proximity to setvices ....................................................................................... 6 
Availability of skilled workers .......................... ... .................a.S...................... 6 
A growing regional market .............................................................................. 6 
Fiscal health of state and/or city ...................................................................... 3 
Availability of energy supplies ......................................................................... 2 
State andior local posture on environmental controls and processing of 

Environmental Impact Reports .................................................................. 2 
Proximity to raw materials, components, or supplies ...................................... 2 
Availability of unskilled or semi-skiiled workers .............................................. 2 
Efficient transportation facilities for materials and products ............................ - 
Water supply ................................................................................................... - 
Adequate civic waste treatment facilities ......................................................... - 

No answer ....................................................................................................... 16 

(Companies which probably will relocate corporate headquarters in next 
5 years = 100%) 

Source: FORTUNE. Why Corporate America Moves Where. New York. N.Y. 1982 . 



of technically qualified workers. While taxes are important to executives, they are 

well dcwn the list of factcrs influencing relocation. 

These survey results do not seem to suggest that the proposed tax changes 

will adversely affect Arizona's chances of competing for corporate headquarters 

relocations. The Arizona "attitude" on taxation of business is not radically 

changed by the proposed tax increases, nor is a historical pattern of unjust or 

erratic tax changes present in the state. 

Next Mainland Plant 

Asked to rank factors influencing plant location in the future (see Table B6), 

the Fortune 500 executives listed 'productivity of workers" as the number one 

concern. "Transportation" was second, tied with "community receptivity" to 

business. Business taxation was fourth while the "personal income tax structure" 

was 19th. 

From this survey, it is evident that business taxes are more important to plant 

location than to relocation of corporate headquaders. However, the personal 

income tax structure is much & impcrtant for plant location than for corporate 

headquarters site change. 

What is missing from the surveys is the weight placed on the relative 

components of worker productivity vs taxation levels. As mentioned above, since 

wage payments are many times larger than state and local taxes for a firm, it is 

likely that the weight for worker productivity significantly exceeds the weight given 

to tax variation. 

Plant location may be affected in some cases by higher taxes in Arizona, but 

the survey results indicate thiif the state will lose such battles only to states that 

also have more productive work forces and better transportation facilities, as well 

as significantly lower taxes. 



TABLE B6 
COMPARATIVE IMPORTANCE OF FACTORS 
IN LOCATING NEXT MAlNLAND U.S. PLANT 

Percent 

Factors 
1 Productivity of workers ............................................................................. 
2 Efficient transportation facilities for materials and products ..................... 

...................................... 2 Community receptivity to business and industry 
4 Business taxes .......................................................................................... 
5 Availability of energy supplies ................................................................... 
6 Ample area for future expansion .............................................................. 
7 Costs of property and construction ......................... .... ......................... 
7 Availabiiity of skilled workers .................................................................... 
7 Quality of life for employees ...................................................................... 

4 0 State and/or local posture on environmentzl controls and processing of 
............................................................ Environmental Impact Reports 

11 Water supply ............................................................................................. 
1 1 Calm and stable sociai climate ................................................................. 
13 Adequate civic waste treatment facilities .................................................. 

....................................... 14 Availability of technical or professional workers 
15 Financing inducements ............................................................................. 

............................................................... 15 Fiscal health of state and/or city 
15 Proximity to customers .............................................................................. 
15 Availability of unskilled or semi-skilled workers ........................................ 
19 Personal taxes ......................................................................................... 
20 Proximity to raw materials, components, or supplies ............................... 
20 Proximity to services ................................................................................. 
20 Efficient transportation facilities for people ............................................... 
23 A growing regional market ........................................................................ 
24 Availability of clerical workers ................................................................... 
25 Personal preferences of company executives .......................................... 
26 Proximity to other company facilities ......................................................... 
NIA Style of living for employees ..................................................................... 

NIA: Not asked 

Source: FORTUNE. Why Coporate America Moves Where. New York. N.Y. 1982 . 



Survey of Factors Actually Important in Plant Location 

Fortune 500 executives were also asked to rank factors that had actually 

influenced a previous plant location decision. These results showed that 

"proximity to customers" and "availability of workers" were ranked higher than 

business taxes (Table 57). If this survey is strictly interpreted, it shows that, in 

order to lose a plant relocation on the basis of taxes, the competing states must 

have more productive workers, better markets, larger labor pools, better 

transportation, and a community with a better attituda toward business. 

Office Relocations 

Similar results were obtained in a recent survey by Louis Harris and 

Associates for Cushman and Wakefield o i  Chicago. The Harris survey, 

conducted in the summer of 1988, asked executives what factors were 

"absolutely essential" in considering sites for locating office facilities. The 

responses listed access to markets first, followed by labor availability (Table B8). 

Tax policy was ranked fourth of seven factors and was listed as essential by 24 

percent of executives. 

Once again the weighting given to taxes vs. other factors is not known. (It 

would be incorrect to assume that, since no weightings are given, all factors are 

equally weighted.) However, the implication is clear that labor market 

considerations and market conditions are viewed first. if Arizona and another 

state are competitive on these two factors, then taxes will be considered by some 

executives as a "tie breaker." With higher taxes, Arizona will win some cf these 

ties and will lose some of these ties, depending on the competing states (i. e. 

California or Nevada). 



TABLE 87 
MOST IMPORTANT FACTORS lid PICKING LOCATION FOR A PLANT 

ACTUALLY LOCATED IN PAST 5 YEARS 

Percent 

Factors 
............................................................................. 1 Productivity of workers 

2 Proximity to customers .............................................................................. 
..................... 3 Efficient transportation facilities for materials and products 

........................................ 4 Availability of unskilled or semi-skilled workers 
4 Community receptivity to business and industry ...................................... 
6 Business taxes .......................................................................................... 
6 Availability of skilled workers .................................................................... 
8 Proximity to raw materials, components, or supplies ............................... 
9 Availability of energy supplies ................................................................... 
9 A growing regional market ........................................................................ 
9 Costs of property and constnnction ........................................................... 

12 Ample area for future expansion .............. : ............................................... 
12 Quality of life for employees ...................................................................... 
14 Financing inducements ............................................................................. 
15 Proximity to other company facilities ......................................................... 
16 Availability of technical or professional workers ....................................... 

............................................................................................. 17 Water supply 
1 7 State andlor local posture on environmental controls and processing of 

Environmental Impact Reports ............................................................ 
19 Adequate civic waste treatment facilities ................................................ 
20 Calm and stable social climate ................................................................. 
20 Personal taxss .......................................................................... 
22 Proximity to services ................................................................................ 
22 Fiscal health of state andlor city ............................................................... 
22 Efficient transpoflation facilities for people ............................. .... .............. 
25 Personal preferences of company executives .................. .. .................SO 
26 Availability of clerical workers ................................................................... 
N/A Style of living for employees ..................................................................... 

No answer ................................................................................................. 7 5 

Average number of factors cited ............................................................... 4.6 4.5 

(Companies which selected such a plant location in past 5 years = 1 OOoA) 

NIA: Not asked 

Source: FORTUNE. CVhy Corpcrate America rMcves Where. New Yo&. N.Y. 1982 . 
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1 
2 
3 
4 

TABLE 88 
"ABSOLUTELY ESSENTIAL" FACTORS 

FOR LOCATING OFFICE FACILITIES 

Percent 
Factor Responding 
Easy access to domestic markets, customers, or clients ......................... 51 
The cost and availability of labor in the area ............................................. 3 1 
The cost, functionality, and expandability of available office space ......... 28 
The climate state and local government creates for business 

through tax policy and the extent of regulation .................................. 24 
The quality of life for employees, such as the availability of 

housing, transportation, and recreational facilities ............................. 23 
Easy access to international markets, customers, or clients .................... 10 
The economic development packages offered by locations 

you're considering .............................................................................. 10 

Source: Business America Real Estate Monitor, Cushman & Wakefield, 1988. 



Other Facilities 

The Louis Harris poll posed the same question to the same group of 

executives relative to site locations for manufacturing, warehousing, and 

distribution facilities. Once again markets and labor force were more important 

than taxes (Table B9). Tax policy was ranked fifth in importance. 

If anticipated increases in population and labor force are experie~ced in 

Arizona during the decade of the 1990's (during which period Arizona will be 

among the two or three faseest growing slates in the nation) it seems likely that 

Arizona will be competitive for office, manufacturing, warehousing, and 

distribution relocaiions in spite of the tax increases proposed, since the 

weightings given to markets and labor force most likely far exceed the weight of 

taxes in the actual location decision. 

High Technology Facilities 

A survey of more than 300 high technology businesses of "absolutely critical" 

factors influencing high tech site decisions failed to elicit any measurable 

response regarding taxation. Availability of technical personnel was the most 

often mentioned factor (Table 81 O), followed by "knowledgeable bankers." 

Interestingly, local wage levels ranked near the bottom, cited as absolutely critical 

by 2 percent of respondents. The Missouri researchers pointed out that the 

executives they interviewed were involved in innovativs products still in the 

development stage. They drew a distinction between such firms and more 

traditional manufacturers, for whom "labor costs and tax incentives remain high 

on the list of priorities." 



Rank 
1 
2 

TABLE B9 
"ABSOLUTELY ESSENTIAL" FACTORS FOR LOCATING 

MANUFACTURING, WAREHOUSE, OR DlSTRlBUTlON FACILITlES 

Factor 
Easy access to domestic markets, customers, or clients ......................... 
The availability of sites with existing electricity, water, 

............................................................................ sewage, and roads 
The cost and availability of labor in the area ............................................. 
Easy access to raw materials ................................................................... 
The climate state and local government creates for business 

through tax policy and the extent of regulation .................................. 
The economic development packages offered by locations 

you're considering ............................................................................ 
The quality of life for employees, such as the availability of 

housing, transportation, and recreational facilities ............................. 
Easy access to international markets, customers, or clients .................... 

Percent 
Responding 

51 

Source: Business America Real Estate Monjtor, Cushman & Wakefield, 1988. 



Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 

TABLE 810 
"ABSOLUTELY CRITICAL'" BUSINESS FACTORS 

lNFLUENClNG HIGH-TECH SlTE DECISIONS* 

Factor Percent 
Availability of technical personnel ............................ ... .............................. 21 
Knowledgeable bankers ........................................................................... 18 
University consultants nearby .............................. ... .................................. 14 
Proximity to airports .................................................................................. 13 
One-day package delivery service ............................................................ 12 
Number of suppliers ................................................................................ 4 
Proximity to interstates ............................................................................. 3 
Local wage levels ...................................................................................... 2 
Availability of industrial sites ..................................................................... 2 

"ABSOLUTELY CRITICAL" QUALITY OF LIFE FACTORS 
INFLUENCING HIGH-TECH SITE DECISIONS* 

Rank Factor Percent 
1 Quality of public schools .......................................................................... 17 

................................................................................. 2 Clean environment .. 14 
3 Positive government attitude toward industry ........................................... 13 
4 Crime rate ................................................................................................. 13 
5 Climate ..................................................................................................... 12 
6 Traffic congestion ...................................................................................... 9 

*Responses cited most frequently by executives of more than 300 technology-based businesses 
in nonmetro areas with universities . 

Source: University of Missouri. 1984 . 



Lccafion of Research and Development Facilities 

?Acre insight into the influence of taxes on the location of research facilities is 

available from review of survey results provided by the Conference Board. In a 

survey of executives regarding site location for corporate R&D facilities, the 

number one consideration was a location "near headquarters," followed by 

technical personnel and quality of life (Table 81 1). "Low taxes" was ranked 18th 

of 20 factors, while "good business climate" was ranked 8th. 

Summary of Survey Results 

Based on the surveys discussed above, it appears that labor force and access 

to markets are considered most important by corporate executives contemplating 

relocation. Depending upon the type of facility, taxes can be ranked as high as 

fourth (for a manufacturing plant), as low as 18th (for a research and development 

facility) or not mentioned at all (for high technology firms with innovative products 

in the early stages of development). 

The proposed tax changes will have the greatest potential impact on plant 

relocations, especially for firms producing goods in the later stages of the product 

cycle, when output technology is standardized, markets are very competitive, and 

cost considerations at the margin are paramount. However, the implication is 

clear that, even for these firms, labor force and market conditions are viewed first. 

Taxes play a subordinate role in the relocation decision. 

Analysis of the executive surveys shows that the proposed tax changes will 

have the smallest effect on high technology firms, research and development 

facilities, and corporate headquarters relocations. If the assumption is correct 

that these are the most desirable types of relocations sought, then it may be 

concluded that Arizona's business climate will not be harmed by the proposed 

fiscal policy changes. 



Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
! 2 
13 
14 
15 
16 
17 
18 
19 
20 

TABLE B l l  
SITE-IGCWliBN REQUlREMENTS 

FOR R&D FACILITIES 

Requirement 
Near headquarters .................................................................................... 
Scientific, technical personnel .................................................................. 
Quality of life ............................................................................................. 

.................................................................................. Near manufacturing 
Near university or research center ............................................................ 
Reasonable property costs ....................................................................... 

..................................................................................... CEO's preference 
Good business climate ............................................................................. 
Monetary incentives .................................................................................. 
Good labor climate and supply ................................................................. 
Meets environmental requirements .......................................................... 
Adequate transportation ............................................................................ 
Cooperative local government ................................................................. 
Water supply and energy .......................................................................... 
Close to similar industries ......................................................................... 
Security considerations ............................................................................ 
Access to critical materials ....................................................................... 
Low taxes ................................................................................................. 
Distant from competitors ........................................................................... 
Weather .................................................................................................... 
Other (not specified) ................................................................................. 

*Details do not add to total because of rounding . 

Percent of 
weighted 
I"@S~Q~SE?* 

23% 
18 
11 
8 
8 
6 
5 
2 
2 
2 
2 
2 
1 
1 
1 
1 
1 
1 

Source: The Conference Board. Locating Corporate R& D Facilities . 



Statistical Studies of Taxes and Economic Growth 

Most analysts of regional economic growth and development seem to agree 

with Roger Vaughn (1 979) that "the level of business taxes has little impact on the 

locai growth rate or on the interstate location decisions of firms." 

Seventeen statistical studies were reviewed relating economic growth to taxes 

and other business climate variables. The studies, which span nearly three 

decades of research, are summarized in the attached bibliography. In seven of 

these studies, no statistical correlation was found between taxes and economic 

growth variables. In nine of the studies, mixed relationships were found, with 

taxes affecting some growth variables, but generally with a weak and inconsistent 

impact. In only one of the seventeen studies was a strong and consistently 

significant relationship found between taxes and economic measures of growth. 

Overall Conclusion 

After a review of factors influencing business climate rankings, an analysis of 

surveys of business executives with responsibility for corporate relocations, and 

an assessment of academic articles on the subject, the conclusion is clear that a 

fiscal package of the magnitude proposed will not result in a significant change in 

Arizona's business climate . 
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SOIIIKE INDUSTRY & DATA RESULTS 

1__1__1-1_1___."_____-Î --------I-m-------------------------------------------------------------------------------------------------- 

I-fodge, J .  * investment i n  t h r e e  manufacturing SIGNIFICANT: 
i n d u s t r i e s  corpora te  i n  f u r n i t u r e  

"A Study o f  Indtistry s Regional property i n  appare l  and f u r n i t u r e  
Investrnerit Decisionsu * corpora te  incorne t a x  r a t e  
FEDERAL RESERVE 'BANK OF NEW YORK * l o c a l  proper ty  t a x  r a t e  INSIGNIFICANT: 
'I 9'78 a l l  o t h e r s  
11__-_1-1____1-1--1__----------------I--------------------------------------------------- 

Carlton , Dennis W. * " b i r t h s w  o f  s i n g l e  establishment firms i n  
t h r e e  manufacturing i n d u s t r i e s  

ftI.fi~y !Jew Firms Locate Where They Do: 
An Econometric tvlodeln * combined corpora te  and personal  bus iness  
INTERREGIONAL MOVEMENTS AND income t a x  
ECONOMIC GROGJTli * proper ty  t a x  r a t e  
1979 

no t a x e s  s i g n i f i c a n t  
* no s t rong  support  t h a t  t axes  a r e  
a major d e t e r e n t  t o  new business  
a c t i v i t y  
* could not  r u l e  o u t  t h e  
p o s s i b i l i t y  t h a t  t axes  could e x e r t  
a negat ive  impact on new l o c a t i o n  
a c t i v i t y  ........................................................................................................ 

Vaughan, Roger J .  * no new enlpirics * ... t h e  l e v e l  o f  bus iness  t a x e s  has  * syn thes izes  t h e  r e s u l t s  o f  l i t t l e  impact on l o c a l  growth r a t e  
STATE TAXA'J'ION AND ECONOMIC DEVELOPEMENT severa l  s t u d i e s  o r  t h e  firm l o c a t i o n  decis ion  
DEVELOPMKNT * i n t r a s t a t e  d i f f e r e n c e s  i n  
19'19 bus iness  t a x e s  c o n t r i b u t e  t o  f i rm 

migrat ion t o  t h e  suburbs 
* "Payroll  t a x e s  exacerbate t h e  
problem of  unemployment, 
p a r t i c u l a r l y  among t h e  less 
s k i l l e d  ." " HInvestrnent [nay be detered  by 
high l o c a l  tdxes  ." 
* n e t  inmigrat ion o f  high income 
households is reduced by high 
income t a x  r a t e s  
* high personal  t a x e s  discourage 
l o c a l  economic growth 
* high property t a x e s  i n  c e n t r a l  
c i t i e s  encourage t h e  a f f l u e n t  t o  
move t o  t h e  suburbs 
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SOURCE INDUSTRY & DATA RESULTS 

___11__4_1____1___1__1------------1--------~----------------------------------------------d---------------------------------- 

Steinnt.:; , I ~ o r l ~ i L t i  N. * manufacturing employmerlt growth NO COHRELATION FOUND 
* population growth 

ttHusi  less Climate, Tax Incentives, and * service employment growth 
Il(egiotiC,l Econor~~i c Developmentt1 * trade elnployrnerit growth 
GHOWTil AU1) CHANGE 
1984 * income tax * sa les  tax 

* property tax 
* franchise fee 

111~1__4----------___----------1---------------------------------------------------------------------------~---------- 

13~r t i k  , Tiiiiiithy + branch plant locations SIGNIFICANT: 
corporate income tax 

t ~ B t ~ s i ~ ~ t . s s  1,ocation Decisions in the United * corporate incorne tax 
States:  Estimates of the Effect of * property tax r a t e  INSIGNIFICANT: 
Union izstion , Taxes and Other * worker's compensation tax a l l  others 
Cliiaract-eristics of Statesn * unemployment insurance tax 
JOURNAL OF BUSINESS AND ECONOMIC STATISTICS 
1385 
_______I-_------___---------------------------------------------------------------------------------------------------------- 

B ~ ~ I S G : ~ ,  Bruce L .  and Ronald N. Johnson * expenditures on plant & equipment by * the current e f fec t  of a change in  
manufacturit~g firms re la t ive  t o  U.S. average re l a t ive  s t a t e  and l cca l  taxes on 

'ICapita~ Formation and In te r s t a t e  Tax capi ta l  expenditures is essent ia l ly  
C~mpeLition~~ * s t a t e  & local  tax revenue re l a t ive  t o  nonexistant 
TilXATIOll AND THE DEFICIT ECONOMY U.S. average * but the lagged response is 
1985 signif icant ly negative, with the 

rnajor portion of the  long run 



SGURCE INDUSTRY & DATA 
----------------------.------------------------------------------------------------------- 
Wasylet~ko , Michael and Therese McGuire * percent change i n  overall  employment and 

emplopnent by sector 
"Jobs and Taxes: The Effect of Business 
Cl.imate On States1 Employment Growth Rates1' * tax  e f fo r t  
IJATXONIIL TAX JOURNAL * sa les  tax 
1985 * corporate taxes 

personal income taxes 

RESULTS 
l------l---w---------------------- 

SIGNIFICANT: 
tax e f fo r t  (overal l ,  manufacturir 
r e t a i l  t rade,  and services) 
sa les  tax (wholesale trade) 
effect ive personal income taxes 
(wholesale t rade,  r e t a i l  t rade,  E 

INSIGNIFICANT: 

Wheat, Leonard F . * change i n  manufacturing employment taxes are  insignif icant  and the  
(adjusted for ernploynent ra tes)  wrong sign 

"The Ileterrnillants of 1963-77 Regional 
Manufhctt~rii-ig Growth: Why the South and \Jest * s t a t e  corporate net income taxes as  a 
G ~ O I J ' ~  percentage of value added by manufacturing 
JOIJRNAL OF REGIONAL SCIENCE 
1986 

Papke , Janes A. and Leslie E.  Papke * capi ta l  investment per worker * investment is sensi t ive t o  the  
* new firm b i r ths  in f ive  ~nanufacturing level  of capi ta l  taxation 

"Mezstrring Gifferent ial  State-Local Tax industries * the  tax d i f f e ren t i a l  is 
L iab i l i t i e s  and Their 1rnpl.ications for s ignif icant  for firm llbirthsw 
Busincsr; Investment Location" * tax d i f f e ren t i a l s  (net after-tax r a t e  of -coefficient is negative in 3 of 
NATTOti AL, TAX JCU R N L  return on a marginal investment in industr ies  
1388 al ternat ive locations) -significant in  2 of those 3 


