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Michigan’s Economic Development Policies
Testimony of
Tim Bartik, Senior Economist
W.E. Upjohn Indtitute for Employment Research
and
George Erickeek, Senior Regiond Anayst

W.E. Upjohn Ingtitute for Employment Research

before the Joint Committee on Business Competitiveness
Michigan Legidature

May 5, 2003

The research on which these remarksis based was funded in part by the University of Michigan, Michigan
State University, Wayne State University, and the W.E. Upjohn Ingtitute for Employment Research. The
findings and conclusions of this testimony are those of the authors, and may not reflect the views of the any
of the organizations providing financid support.



Thank you, Mr. Chairman, and membersof the Joint Committee on Business Competitiveness, for
the opportunity to testify before you today on Michigan's business climate and what the state government
can do to promote job cresation.

Our remarkstoday are inspired in part by our experience over many years providing economic
andydstolocal economic devel opment groupsin Kaamazoo, Battle Creek, Grand Rapids, Benton Harbor
and saverd rurd areasin the sate. It is also based on our research on economic development policiesin
various sates and communities throughout the nation. But our remarks today are primarily based on our
work lagt year, together with Peter Eisnger of Wayne State Univerdty, in writing the chapter on date
economic development policiesfor the*Michigan a the Millennium” project sponsored by Michigan State
University, the Universty of Michigan, and Wayne State Univeraty. This project is producing abook on
Michigan’s economy and fiscd policiesthat will be published in June 2003 by Michigan State Univeraity
Press.

In sum, our research suggests that this state has fundamentally sound economic devel opment
policies that need modest reforms and enhancements, not repedls and cuts. Michigan’s tax structure for
busnessis surprisngly competitive. Michigan's economic development agency, the Michigan Economic
Development Corporation (MEDC) , does an excdlent job of providing needed economic devel opment
services to existing businesses. The Michigan Economic Growth Alliance tax credit program (MEGA)
provides assistance that is highly targeted and probably cost-effective. The mgor gap in Michigan's
economic development portfolio is that the state currently offersfew programs to encourage and enhance
amdl business growth. The remainder of our remarks will amplify this summary and provide evidence.

While some in the Michigan’s business community argue that state taxes should be lower, our

research showsthat Michigan’ seffective state and local businesstax ratesareaready at or lower than most



of our nearby competitor states. We have attached atable from our “Michigan a the Millennium” chapter
that compares sate and locd businesstax ratesfor the average manufacturing firmin Michigan to sateand
local businesstax ratesof amilar firmsin Indiana, Ohio, lllinois, and Wisconsin. Theseratesare calculated
using a“hypothetica firm” mode which triesto smulate dl state and local businesstaxesfor atypica firm
with a typica baance sheet. This table shows that even without considering economic development
incentives, such as property tax abatements, Michigan's average business tax rates are lower than those
inIndianaand Ohio. Moreover, Michigan has more extensve economic development incentives than our
nearby competitors. With “normd” incentives, such asthe property tax abatements provided to virtualy
every new or expanding manufacturing plant in Michigan, average Michigan business tax rates are about
the same as effective tax rates in Illinois and lower than dl the other nearby competitor states. With
Michigan's more “sdlective’ incentives, such as MEGA or Renaissance Zones, Michigan's effective
busnesstax rates are clearly lower than dl these nearby dates.

At the same time, state policymakers should also recognize that higher business tax rates that
finance public services va ued by businesses may enhance astate’ s economic development. Of 26 studies
that have examined the effects of public services on state and locd devel opment, 15 studiesfound positive
and significant effects of higher levels of public services on state growth.! Three of these studies alowed
a comparison of the postive effects of public services with the negative effects of taxes on economic

development, and al three of these studies found at least one public service for which a business tax

Timothy J. Bartik, Who Benefits From State and Local Economic Devel opment Policies? (K alamazoo: Upjohn
Institute, 1991)



increase, if used to finance that public service, would enhance the state' s economic growth. Servicesthat
were frequently found to enhance economic development include education and infrastructure spending.

Michigan's main economic development organizaion, the Michigan Economic Development
Corporation or MEDC, has generdly received high ratings for performance from both outsde observers
and theMEDC' s* stakeholders,” the businesses and economic devel opment organizationsthat the MEDC
works with. MEDC has been judged to be one of the top ten state or local economic development
organizations in the U.S. for four yearsin arow (1997-2001) by Ste Selection magazine. In a survey
by Public Sector Consultants (PSC), 77 percent of surveyed stakeholders having experience with MEDC
report that they were very satisfied, and 16 percent report that they were somewhat satisfied. Public
Sector Consultants points out that “in generd, customer satisfaction surveys of government and member
organizations yield 50-60 percent satisfaction ratings. Just once in PSC’s experience of administering
customer satisfaction surveys have we encountered satisfaction numbersin the high nineties.”

One reason that MEDC deservedly receives high ratingsisthat unlike many economic development
organizetions in other states, the MEDC devotes the mgority of its staff resources to helping existing
businesses resolve problems or barriers to growth. Extra atention to existing businesses is gppropriate
because such businesses create many more jobs than attracting new firms to astate or local area. Of the
jobs added by plant openings and expansions during a one-year period, about 85 percent are due to
exigting firms expanding, versus only 15 percent for new firm openings? Clearly, state and local economic

development efforts must pay alot of attention to encouraging expansons. The MEDC has 23 “account

2Stephen Davis, John Haltiwanger, and Scott Schuh, Job Creation and Destr uction (Cambridge, MA: TheMIT
Press, 1996).



managers’ working on retention compared with only eight staff persons working on attracting new
companies. Many other dates have a mgority of their staff working on attraction rather than retention,
whichwewould argueisamigtake. According to one outsde observer weinterviewed for our “Michigan
a the Millennium” sudy, Michigan “has been a trend setter [among dStates in indudtrid
retention]....Industrid retention is one of the best things they have done.”

It isimportant to understand that the retention services provided to existing busnesses
by account managers represents a legitimate public service that could not be adequately provided by the
private sector. These account managers help businesses learn about new sites, understand and resolve
problems with regulatory agencies and the permitting process, and learn about how to access training
sarvices provided by community colleges. A publicly supported economic development agency thet helps
resolve these problems makes sense because the public sector hasan obligationto help makeitsregulations
and servicesunderstandable and accessible by dl congtituents, including the businesssector. Such services,
while helping in retention, may aso be highly effective in atracting new businesses. Whether abusinessis
trying to expand an exigting Ste, or locate a anew dte, timeisfrequently of the essence, and servicesthat
save time are enormoudy vauablein increasing favorablelocation decisons. In addition, many rurd aress
of the date lack adequate expertise in economic development, and the MEDC' s account managers are
particularly needed in helping these areas. Findly, the account managershel p coordinatelocd effortsand
discourage in-gtate “raiding” of business projects.

One of thelarger state-financed incentive programsisthe Michigan Economic Growth Alliancetax
credit program, or MEGA. Under this program, the state provides a limited number of job-creating

business projects with szable tax credits. We found that MEGA could frequently have sgnificant effects
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onthe profitability of aproject, reducing average sate and locd businesstaxesfor aproject by 36 percent.
The gate tries to target MEGA tax credits only on projects where the project would have been located
outsde of Michigan “but for” the MEGA credit, and wherethe project will result in anet fiscal gainfor the
state treasury. Although the gross costs of MEGA (thetax credit actually paid) are now about $50 million
ayear, wefound thetrue costs of MEGA may be considerably less, and infact the program may evenraise
money for the state. By statute, MEGA is supposed to be decisive in 100 percent of its projects, an
unredigic gandard. Our research suggests that the MEGA program will break even from a state budget
perspective if MEGA is decisvein 28 percent of its projects, which we think is quite possible.

In our view, one area where the state could enhance its economic development policies is by
expanding its support of smdl business services. MEDC has tried to minimize gate involvement in smdll
bus ness promotion in recent years because of fears of being overwhemed by dealing with huge numbers
of small busnesses, many of which are not part of Michigan's economic base and are unlikely to play a
cadytic role in promoting a strong Michigan economy. However, we believe that MEDC could play a
ussful role by providing financia support to loca intermediary organizations that assst small businesses.
ThisMEDC financid support should betargeted at small businessesthat are part of the state’ sexport base,
whichare bus nesses whose growth enhances the state’ s economy by sdlling goods or services outside the
state or substituting for goods or services that are imported into the state. In contrast, asssing Michigan
amdl busnesses that Smply compete with other smal businessesin Michigan islikely to subgtitute greater
growth in the asssted firm for less growth in unasssted firms, with little net effect on the State economy.

Possible initiatives to improve Michigan’s smdl business growth include:



. Make state investmentsin intermediary programsor organizations that would increase
the supply of capital to new small businessesthat arepart of thestate’ sexport base. This
could include state grants to locd revolving loan funds that provide smal business loans, date
investmentsin seed capita and venture capital funds, state grants or invesmentsin loca business
development financid indtitutions, and renewed state support for the Capital Access Program.
(The Capital AccessProgram, terminated as of September 2002, isaprogram that was originated
in Michigan, and then spread to 19 other gates, under which state government provides partia
support for loan lossreservesthat encourage banksto provide somewhat riskier than normal loans
to smal busnesses) Evauations of such capitd market programs suggest that they can be
successful in encouraging loans and investiments that would not normally be made by the private
market, and yet are of acceptable risk given the potentid socid benefits of successful economic
development.®

. Provide state support for the 12 regional Small Business Development Centers in
Michigan that provide information and counsdling to potential start-up small businesses
and existing small businesses. Unlike other states, Michigan's SBDCs are totaly supported
by federal and locd funds and receive no state support. State support should be targeted on
heping business ventures that either export from the state or replace imports to the date.
Evauations suggest that information and training for entrepreneurs can sgnificantly increase smal

business success. For example, one study suggested that of potentia entrepreneurs provided with

Evaluationsinclude: Alan Berube, “Capital Access Programs’, January 2001 report by U.S. Department of the
Treasury; Andrea Levere and David Wingate, “Counting on Local Capital: Evolution of the Revolving Loan Fund
Industry,” 1999 report in Community Investments, a publication of the Federal Reserve Bank of San Francisco.
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training, 60 percent successfully started abusiness, compared to 44 percent in acontrol group that
did not receive such training.*

. Increase state support for the network of six regional centers that are part of the
Michigan M anufacturing Technology Center, which providetechnical assstanceto help
small and medium-sized Michigan manufacturers improve their productivity. Studies
suggest that such “industria extension” programs can increase the productivity of asssted
businesses, compared to otherwise similar businesses, by 3 to 5 percent per year.®
Ultimately, the case for state government support for economic development programs depends

on two assertions. (1) such programs can increase state economic growth; and (2) state economic growth

provides socid benefitsto the public, which justifies public support. Aswe haveaready pointed out inthis
testimony, there are anumber of studies that suggest that economic development programs can increase
state economic growth. Theredso areanumber of studiesthat suggest that stronger economic growth can
reduce poverty, increase employment rates, and increase occupational upgrading.® However, we suspect
that any person who has had trouble finding a job, or has suffered through mgor plant closngs or
downsizings, would find no trouble believing that there are socid benefits from creating jobs for persons
who need them. We suspect the case for the socid benefits of employment growth would be obviousin

many communitiesin Michigan that have gone through economic turmoil: Hint, Battle Creek, Detroit, the

4Jacob Benus et al., Final Impact Analysis of the Washington and Massachusetts Self-Employment
Demonstrations, report to U.S. Department of Labor, December 1994.

SEric Oldsman and Jack Russell, “ The Industrial Resource Center Program: Assessing the Record and Charting
the Future,” 1999 report prepared for State of Pennsylvania.

5These studies are reviewed in a book by Timothy Bartik, Jobs for the Poor (New York, Russell Sage
Foundation, 2001).



Upper Peninsula, and Kaamazoo. Well-targeted and operated economic development programs are a
legitimate government activity that canincreasetheability of the private sector to provide thejobs, earnings,
and gability that our citizens and communities need. As we have argued in this testimony, this sate has
good programs in place to pursue these goads. We urge the legidature to support these programs by

enhancements and careful reforms.



Effects of Economic Development Incentives
on Effective State and L ocal Business Tax Rates,
Michigan and Nearby States

Effective State and Local

Business Tax Rate % Reduction in State % Reduction after % Reduction after State

without Incentives and Local TaxesDueto Discretionary Incentives  and Local Enterprise
State (% reduction in rate of return) Normal Incentives Such as MEGA Zone Incentives
Michigan 11.3 277 63.6 85.0
Indiana 205 20.0 57.1
Ohio 15.0 226 28.1 488
Illinois 8.6 6.8 25.6
Wisconsin 9.3 0 317

NoTEs: Thistable is derived by simulations of the Tax and Incentive Model (TAIM) developed and maintained by Peter Fisher
and Alan Peters of the University of lowa. Fisher and Peters (1998) describethe model in detail. The model isahypothetical firm
model. State and local taxes and incentives are defined as of 1998 in the current version of themodel. Theresults here are based
on resultsfor 16 manufacturing industries at the two-digit level (SICs 20, 23-28, 30-38). The average results reported here are
aggregated using GDP shares of each industry in Michiganin 1999. The effective state and local businesstax rateis defined as
the percentage reduction in theinternal rate of return in a project located in the state, compared to locating the same project in
ahypothetical statethat hasno state or local taxes. For example, areduction from a10% return to an 8% returnisa20% effective
taxrate. Thepercentagereductioninstateandlocal taxesissimply thereductionintaxeswiththeincentivein question, compared
to if there were no incentives, divided by the taxes if there were no incentives, and multiplied by 100. Both the discretionary
calculations and the enterprise zone calculations also assume all the normal incentives are applied, but the enterprise zone
calculations assume that discretionary incentives such as MEGA are not also applied. Michigan and Ohio are the only ones of
these states that have truly discretionary incentives.
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