Members

Sen. James Buck, Co-Chairperson
Sen. James Arnold

Rep. Mark Messmer, Co-Chairperson
Rep. Sheila Klinker

Mayor Shawna Girgis

Mark Becker

Jeff Quyle

Sonny Beck

Chris Lowery

i INTERIM STUDY COMMITTEE ON

Daniel Hasler

sngela s ECONOMIC DEVELOPMENT

Mickey Maurer
' Legislative Services Agency
200 West Washington Street, Suite 301
Indianapolis, Indiana 46204-2789
LSA Staff: Tel: (317) 233-0696 Fax: (317) 232-2554

James Landers, Fiscal Analyst for the Committee
Heath Holloway, Fiscal Analyst for the Committee
Michael Landwer, Attorney for the Committee
Dan Paliganoff, Attorney for the Committee
George Angelone, Attorney for the Committee

Authority: IC 2-5-31.8

MEETING MINUTES'

 Meeting Date: September 10, 2012
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Meeting Number: 2
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Girgis; Jeff Quyle; Chris Lowery; Gail Zeheralis; Nancy Guyott.

Members Absent:  Mark Becker; Sonny Beck Daniel Hasler; Tom Easterday, Angela

Faulkner; Mickey Maurer..

Rep. Messmer and Sen. Buck, Co- Charrmen of the Committee, called the meeting to order at
1:05 pm.

David Lewis and Kathy Davis, Policy Choices for Indiana’s Future: State and Local Tax Pohcv
“Commission

David Lewis, Vice President - Global Taxes, Chief Tax Executive and Assistant Treasurer at Eli
Lily and Company and Co-Chair of the State and Local Tax Policy Commission, and Kathy
Davis, owner of Davis Design Group LLC and Co-Chair of the State and Local Tax Policy
Commission, presented the final report from the State and Local Tax Policy Commission
(Exhibit A). The study recommended that Indiana strive to achieve a balanced tax policy that
enables growth, generates enough revenue to efficiently provide essential services, and invests

' These minutes, exhibits, and other materials referenced in the minutes can be viewed electronically at
http://www.in.gov/legislative Hard copies can be obtained in the Legislative Information Center in Room 230 of the State
House in Indianapolis, Indiana. Requests for hard copies may be mailed to the Legislative Information Center, Legislative
Services Agency, West Washington Street, Indianapolis, IN 46204-2789. A fee of $0.15 per page and mailing costs will be
charged for hard copies. ’
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in infrastructure that will keep Indiana competitive. The State and Local Tax Policy Commission
identified the following challenges to the Indiana economy:

1) Aging roads and the funding needed to maintain and repair them.

2) Indiana’s personal income growth of 4% lags behind the national average of 14%.
3) The capacity of the workforce to support a growing number of retirees.

4) Impact of the property tax cap on local government finances.

o~~~

The State and Local Tax Policy Commission felt that Indiana taxes should have low rates and
broad bases. The study found three areas for enhancements to position Indiana for future
success: '

| (1) Preserving an attractive business climate.
(2) Designing a government structure to efficiently and effectively provide services.
(3) Provide funding for necessary enhancement and maintenance of infrastructure.

The Co-Chairs provided specific policy recommendations. For example, they believe Indiana
should maintain the current Individual Income Tax rate, lower the Sales and Use Tax rate, focus
on the recommendations of the Kernan-Shepard report, promote joint purchasing between local
government units, and consider raising the Gas Tax to support infrastructure projects.

i_Ben Dupuy, Stonehenge Capital Company

Ben Dupuy, Director of Government Affairs and Marketing, gave a presentation on the Federal
New Markets Tax Credit (Exhibit B). The Federal New Markets Tax Credit provides tax
incentives to investors for equity investments in certified Community Development Entities who
then provide capital to businesses investing in economicalily distressed areas. The credit totals
39% of the original investment and is claimed over a period of seven years. He cited studies on
the effectiveness of the credit in acquiring private sector investments. '

Mr. Dupuy reported that Indiana ranks 38" in per capita attraction of investment that qualifies
for the federal New Markets Tax Credit. States with their own New Markets credit attract more
qualifying private capital investment. Eleven states, three of which border Indiana (lilinois, Ohio,
and Kentucky) have a state version of the credit.

The state New Markets tax credit programs are closely modeled after the federal program and

have safeguards in place to protect the taxpayer. An Indiana New Markets Tax Credit was
proposed in the 2011 session but not passed.

Michael Hicks PhD., Center for Business and Economic Research. Ball State University

Michael Hicks, Center Director, testified on the economic impact of the extension of
unemployment benefits to 99 weeks. He cited studies conducted during past recessions where
~unemployment benefits were extended to stabilize the economy and provide time for job
seekers to find a job compatible with their skills. The research found that extending
unemployment benefits does cause unemployment to continue. Studies found 0.4% of the
people receiving benefits will stay on the program instead of finding employment if benefits are
extended. Dr. Hicks stressed that the 0.4% is based on the entire U.S. He believes the rate for
Indiana would be lower. Dr. Hicks estimated only 55 people per county stay on unemployment
because the benefits were extended.
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Dr. Hicks also answered quéstions on the New Markets Tax Credit. The Center for Business
and Economic Research released a report in February 2012 on the impact of the federal New
Markets Tax Credit program (Exhibit C). The research found the program is achieving its goal.
The study revealed anincrease in investments in distressed communities across the nation
through a combination of new investments and a redirection of local investments.

Rep. Messmer adjourned the meeting at 3:20 pm.
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A BALANCED TAX POLICY

ONE KEY TO INDIANA’S ECONOMIC FUTURE

Taxes are, perhaps, the most maligned part of government. And yet, in an economic development sense, tax
systems must support everything from the vitality of city cores to the resilience of regional economies. They
must support systems and infrastructure - transportation of people, goods, energy, information and more -
that are vital to quality of life, business development and job creation.

Indiana’s economy and the lives of its citizens have changed in fundamental ways since the jurisdictional
boundaries and methods for taxation were initially developed 200 years ago. Despite the Great Recession,
Indiana is in a tenuous but manageable fiscal position, and its tax rates are competitive.

But to position the state to compete successfully - regionally, =~ The United States now has the second-highest corporate

nationally and globally - our tax structure must be tax rate among member countries in the Organization for
dependable, consistent and simple with a diverse and broad Economic Coopération and Development. In addition, the
tax base. Taxing jurisdictions must adapt to reflect goals, United States is one of very few industrialized countries to
modern life and economic conditions to provide and sustain tax foreign earnings of home-domiciled global companies.
services and raise revenue. Finally, the United States is falling behind in incentives

that encourage innovation. These significant disparities
undermine the competitiveness of U.S.-headquartered
firms and contribute to the decline in U.S. manufacturing

Context: Federal outlook

Our federal government’s fiscal situation and its
corresponding actions will have a significant impact on employment.

Indiana’s future. Deficit-driven federal reforms to spending The ability of our national economy to secure and profit

on infrastructure, entitlement programs and health services from globally advanced industry jobs directly affects the

could mean fewer federal funds directed to states to cover

) sustainability of state economies as well. While Indiana cannot
costs. In addition, corparate taxation at the federal level

directly control what happens in Washington, D.C., our leaders

presents challenges in attracting business investment and and elected officials should encourage positive action at the

retaining global-economy industries. federal level to create a business climate that benefits Indiana

and other states.
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While federal policies greatly influence what policy choices are
available to the states, the options presented here focus on what
Indiana’s policy leaders can control at the state and local level.

Challenges facing the state of Indiana

The last decade presented major challenges for Indiana’s
economy and long-term prospects for growth. Indiana lost
250,000 of its 3.1 million total jobs between 2008 and 2011.
Adjusted for inflation, Indiana personal income grew by 4
percent since 2000, compared to 14 percent for the nation. The
economic recovery from the most recent recession has been
constrained by people paying off debts instead of spending;
household debt as a share of income grew 11 percent between
2000 to 2008, but has dropped 15 percent since.

As the Baby Boom generation reaches retirement age, there
will be fewer people in the workforce to support those not
working. Consequently, the state has less potential for robust
growth in personal income, and, therefore, less potential
revenue from individual income taxes. While the national
labor force is expected to grow 10 percent during the next

20 years, Indiana’s will grow by only 1 percent {Figure 1. In
other words, a larger share of retirees will be relying on
fewer working people to drive the economy that ultimately
supports them. These retirees will consume different
services than younger generations, many of which are
untaxed. Spending on health services, retirement programs
and Medicaid are likely to increase as our population ages.

Figure 1. Projected annual growth rates of population
and labor force, 2010-2030
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Source: Calculated from the data; U.S. Bureau of Labor Statistics; U.S.
Census Bureau

The recent economic downtown produced other harsh
realities, as well:

* Indiana owes the federal government more than $1.8
billion for unemployment benefits, with interest on that
debt being paid now.

¢ The unfunded liability of Indiana teacher pensions has
grown from $7.5 billion in 2000 to $11 billion in 2010.

* Stagnant personal income growth during this period
produced a 7 percent decline in state and local revenue
through 2010 (Table 1). Revenues as a percentage
of income have dropped as more individuals pay off
debt rather than spend or invest. This downturn, in
combination with Indiana’s increased reliance on
consumption and income to drive revenue growth,
caused revenue collections to decrease.

Table 1. Indiana state and local tax collections, 2010

Total %

change
Revenue {adj. for

{millions $) inflation)

2010

Annual % change

Revenue class (adjusted for inflation)

Property Tax (Net)
THaRTdaaT A

Source: Indiana State Budget Agency; Indiana Department of Local
Government Finance ’
Note: Excludes approximately $300M in corporate tax revenues
collected through the E-Checks collection system.

Sée http://www.in.gov/gov/filesPress/1206110verview.pdf

To make matters worse, much of Indiana’s road network

has surpassed its useful life span of 30 years and is in need

of immediate repair. Yet Indiana faces significant shortfalls

in funding needed to meet current road needs. State Motor
Vehicle Highway Funds have decreased due to less driving and
increased use of fuel efficient vehicles. The upcoming state
budget has distributed less for highway programs than in
previous years. In addition, Major Moves Toll Lease proceeds
are expected to have been spent by the end of FY13.

WWW.POLICYINSTITUTE.IU.EDU/POLICYCHOICES
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And yet, despite these challenges [or because of them),
Indiana has made concerted efforts to maintain its fiscal
health through the financial crisis. As a result, state
government is in a relatively strong position in the short
term, with revenues sufficient to cover budgeted costs
through FY 2013. The local government picture is less clear,
and comprehensive analyses of local fiscal sustainability are
needed. Still, Indiana has many policy options for the future
of public finance. '

Defining the problem

A lack of sustained income growth, especially in key
economic sectors, has compounding effects in terms of
government revenues and economic vitality. Specifically,

it constrains consumption, investments and construction

of new homes. It also results in fewer home and property
improvements, and stagnant investment in business
property. That, in turn, means assessed valuations of
Indiana property will likely grow more slowly than they
otherwise would, which, of course, reduces property tax
revenues for local government. Thus, the recession’s impact
on personal income will continue to affect local government
revenues for some time to come.

Consumption-based taxes are also affected. Since the
recession, many households are working to pay off debts
and regain a solid financial footing. Constrained consumer
spending has decreased prospects for economic expansion
because less spending means lower expectations and more
uncertainty for businesses. Constrained demand for private
goods and services has caused businesses to refrain from
investments and from hiring new workers. Ultimately, while
lower debt loads and better personal finance management
may put citizens in a better fiscal situation, this presents
challenges for state governments that rely on sales taxes
and other consumption-related revenues to fund services.

In addition, Indiana faces increasing geographic disparities.
In rural areas, we can expect the labor force to be smaller
in 20 years than it is now [Figure 2]. Urban areas will have

a greater ability to compete for 21st century jobs, which

are concentrated in science, technology, engineering

and mathematics. Ultimately, strategies for economic
development and long-term growth need to recognize that
different areas have different needs, assets and opportunities

~ for growth. Rural areas may need to consider more growth-

from-within strategies and different-from-city tax structures
that foster business development and innovations by people
who are there for the long term.

Figure 2. Indiana projected total percent growth in population
and labor force, by county population, 2010-2030
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Property tax reform, increases in the state sales tax rate
and corporate tax restructuring have altered the mix of
revenue, in that government now relies more on income
and consumption taxes [Figure 3). But local governments,
especially, have been hit hard by these changes. Revenue
losses from property tax caps and stagnant growth in local
income taxes have forced local leaders to explore cost-
cutting and reductions in services.
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Figure 3. Share of state and local revenues from income,
property and sales taxes in Indiana (2010 dollars]
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Local governments face greater challenges than state
government for fiscal sustainability. Property tax caps and
increasing reliance on local option income taxes create
more revenue volatility. Generally, taxing districts with
higher rates and those in city/town regions face more
significant losses of property tax revenue from the circuit-
breaker credits {amount over the tax cap). Legislation
enacted in 2008 and 2009 is having significant impact on
local budgets, and will continue to do so. In recent recession
years, distributions of local income tax revenues exceeded
collections. Consequently, future distributions will be
restrained to allow balances to grow. For 2012, 90 percent
of all counties will have income tax distributions at or below
2011 levels, a complete reversal of historical trends.

Finally, indiana and its communities face a serious challenge
in maintaining and enhancing their core assets to promote
growth and attract people to live here. A well-maintained
and comprehensive network of roads, bridges, sewers,
utilities and high-speed Internet access drives quality of

life and quality of economy. Current and anticipated federal
budget cuts likely mean little to no additional capacity for
new projects and insufficient funding for the preservation of
our current system. At the local level, recent estimates on

local road needs show a $5.4 billion backlog on short-term
projects (Table 1].

Table 2. Indiana local transportation funding shortfalls

Long term
annual

Short term
backlog

(mitlions S) needs

(millions S)

Roads and streets | §
Bridges and culverts
Total S 5379 S

Source: Indiana Local Technical Assistance Program Center

Addressing the problem

Good policy requires specific goals; understanding of

our strengths, weaknesses, threats, and opportunities;
intentional decision making and continual evaluation of
results. Good tax policy also recognizes the desire to keep
taxes low and keep government efficient. With growing
financial pressure, delivering government services
efficiently and pursuing improvements in government
design and organization will be essential to maintaining a
sound financial picture for Indiana.

The Commission on State and Local Tax Policy agreed
early to recommend revenue increases only where
necessary to fill shortfalls in existing funding. One such
instance is the preservation and expansion of roads.
While not recommending specific levels of investments
in infrastructure, the commission identified financing to
address a portion of the funding gap.

To make Indiana a desirable destination for individuals and
businesses the tax system must do the following:

e  Enable economic growth and business and individual
well-being

Take a balanced approach to taxation with broad bases
and low rates

WWW.POLICYINSTITUTE.IU.EDU/POLICYCHOICES
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¢ Create consistency, clarity and effectiveness through
a purposeful structure and operation of state and local
government

* Recognize regional differences in approaches to
economic growth

¢ Emphasize along-term strategy for infrastructure
preservation and enhancement

e Facilitate consistency in its treatment and expectations
of businesses and individuals as a precursor to
econamic growth

Policy choices: A blueprint for tax and organizational
reform in Indiana

Government should have clarity of purpose and mission, and
its processes should efficiently deliver results for its people.
Decision making should be coordinated and evidence-based.
Data should inform our expectations about how government
should work and guide forecasts of future needs of the state.
Indiana needs to recognize the sources of its opportunities
and challenges and how it can position itself more effectively
to meet these challenges.

While government does not create economic growth, it can
encourage growth through its many roles and decisions.
The following policy options attempt to better orient our
government to enable real growth in the economy and in the
well-being of Indiana’s citizens.

The most effective way to position Indiana for future success
is through targeted enhancements in three areas:

e Preserving an attractive business climate

e Designing a government structure to enable a 21st
century growth economy

e Funding necessary maintenance and enhancement of
our infrastructure

Preserving an attractive business climate

Taxation must be clear and methods certain. Certainty
promotes confident decision making, which contributes to
improving the economy.

1. Maintain a balance among income, sales and
property tax revenues

The most effective way to raise revenue for public
services is through a balanced and diversified portfolio
of revenues drawn from relatively equal shares of
taxes on income, consumption and property. The ability
to raise money to fund government should not be
compromised by undue susceptibility to business cycles
or overreliance on one type of tax.

2. Keep the tax base broad so that rates can be low

A simple and transparent tax system using broad tax
bases and low rates, investments in key infrastructure
areas, and fundamental reforms at the state and local
level can improve our ability to attract and retain quality
jobs and improve the well-being of Indiana’s citizens.

3. Limittaxincentives and tax breaks to initiatives of
highest priority and expected return on investment

Credits and exemptions are tax expenditures: they are
monies foregone with the hopes of creating positive
incentives for economic growth and promoting equity
in the tax system. Tax expenditures are not subject o
budget reviews and can go without formal evaluation
for years, with valuable revenue dollars doled out in
the process. While some tax expenditures such as
the Research and Development Tax Credit have been
shown to provide tangible benefits for the state, the
performances of the myriad other tax expenditures are
not tracked to the extent they should be.

WWW.POLICYINSTITUTE.IU.EDU/POLICYCHOICES
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4. Retain the current individual income tax rate:

Indiana’s individual income tax is relatively low among
states with flat rates (one rate for all payers regardless
of income). The Earned income Credit provides some
progressivity to the tax structure, a financial relief for
people who earn less. Keeping the individual income tax
at its present rate (3.4 percent) provides certainty for
individuals and for small businesses that use it instead -
of the corporate income tax rate.

Retain the current, recently reduced corporate
income tax rate

The recently enacted reduction in the corporate tax
rate from 8.5 to 6.5 percent, combined with a single
sales-factor approach, improves our state-to-state
comparison and competitive position for business
investment. Another percentage point decrease in the
rate would get Indiana closer to the national average,
but this is not currently affordable.

Review all tax credits, deductions and exemptions

Indiana is just one of six states in the country that do not
conduct regular reviews of its tax expenditures (credits,
deductions and exemptions). Future decisions should be
driven by data, evidence and real-time information as to
what works through periodic cost-benefit analysis of tax
credits, exemptions and deductions. Those incentives that
do not provide an adequate return on investment (in the
form of lost revenues) should be changed.

Consider how to reduce the state sales tax rate by
broadening the sales tax base on a revenue-neutral
basis to include more services

Indiana’s 7 percent sales tax rate is high, and proceeds
from the sales tax are now the largest component of
state revenues. Also, our economy and consumption
continue to trend toward services and away from
goods. Nearly 60 percent of all spending is on services,
with an increasing share of that going to medical and
health services. To reduce the sales tax rate, Indiana

should consider including more services in the sales
tax base. Other states have tried taxing services with
varying results, none of them a complete success. Yet
broadening the sales tax base to reduce the rate would
improve our profile in comparison with other states and
could increase equity among payers and enterprises.
The state should study the issue, gathering input from
citizens, businesses, academia and government. Though
there are issues associated with taxing services that
deserve careful consideration, the general principle of
broad-base/lower-rate taxation should create tangible
benefits for Indiana’s economy and public finances.

Conduct a comprehensive evaluation of the impact
of the 2008 property tax reforms

Local governments are now feeling the effects of phased-
in property tax rates and caps. The long-term impact
on services is not yet clear; the impact on revenue
generation is. In 2009, $163 million in circuit-breaker
credits were issued to property owners. In 2010, circuit-
breaker losses increased drastically to $430 million.
As a share of total gross levies, circuit-breaker credits
represented larger losses for districts with higher tax
rates, upwards of 15 percent for districts with rates
over $3 per $100 assessed values [Map 1). City/town.
governments were generally hardest hit, with nearly 12
percent of total levies lost to circuit-breaker credits.

As the provider of last resort, local governments must
be able to raise revenue sufficient to fund services.
Property tax caps, combined with additional freedom
to employ local option income taxes, have shifted local
government funding away from property taxes and
toward income taxes. To ensure that Indiana did the
right thing from a policy perspective, the state should
conduct a comprehensive analysis of the impact of the
2008 property tax reforms. Indiana leaders should
encourage new and innovative ideas for and from local
governments to meet fiscal challenges. This study
should address the fiscal position of local government
under the property tax cap system and consider the
options to meet funding needs.
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- Map 1. Property tax circuit breaker credits asa percent  10. Encourage regional planning and projects and
of the gross levy, 2010 allow regional taxing districts

Investments in regional transportation and in broadband/
high-speed Internet access are examples of critical
needs for 21st century economies where use of
infrastructure crosses county boundaries. Our civil,

city and town, township, and county taxing units were
created at a time when property owners likely consumed
nearly all their public services within that territory. Often,
Hoosiers consume, reside and work regionally and
across district boundaries. Those who reside outside a
jurisdiction but use infrastructure inside of it do not pay
for its preservation and improvement.

Tax policy should enable cities and regions to undertake
projects that support economic growth. Increasingly,
economic activity - services, purchases and
employment - transcend government boundaries. That
necessitates a rethinking of how to fund government.
The tax system should reflect this reality.

1. Help city centers by sharing a modest portion of
local-option income tax revenues between
counties of residence and counties of work

I wovest Quintite
2nd Quintle Indiana must provide greater means for regional

[ 3rd Cuintte taxation to be imposed on those who benefit from
4th Quintile . . .
I Hichest Quintic infrastructure and/or services from adjacent

jurisdictions without bearing any of the tax burdens.
Source: Calculated from data provided by the indiana Legislative Services Agency With this focus on regional infrastructure taxing

districts, there should be an effort to connect relevant

9. Continue efforts to reduce reliance on business taxation with relevant investment projects.

equipmentand mach!nery—tax revenue 12. Expand the capabilities of the Department of

indiana’s tax on business equipment and machinery - Revenue to analyze collections and costs and

[“business personal property tax”) impedes economic benefits of tax policy
development and investment in capital equipment.
However, taxes on business equipment and machinery
represent about 15 percent of property tax revenue, or
about $900 million annually. With property tax caps
limiting revenue growth through that mechanism, there
is a large opportunity cost to removing or reducing
business personal property taxes. A study would need capabilities to administer, assess, audit and review
to identify options to replace this revenue. compliance and appeals. The state should provide
consistency in applying case history to future decisions.
Businesses and individuals should know what to expect
based on their circumstances.

Indiana’s system of tax administration should be
predictable, fair and professional. The increasing
level of cross-border commerce creates greater
complexities in our tax system. Challenges in cross-
state and international commerce require advanced
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13. Provide sufficient resources to the Department of
Revenue to enforce collection of the sales tax on

Internet purchases

E-commerce makes up an increasing share of total
sales. Estimates are that Indiana forgoes $150-$200
million annually in e-commerce revenues by not
enforcing the use tax [Figure 4). Current tax law imposes
the burden on the consumer for paying taxes for online
purchases. Brick-and-mortar businesses are at a
disadvantage because they must impose the 7 percent
sales tax whereas out-of-state and online retailers do
not. In addition, interstate commerce allows businesses
without a true nexus in the state to set up operations
and still avoid collecting taxes on sales within the state.
Indiana must ensure that these revenues are collected
without violating U.S. Constitutional protections against
impeding interstate commerce.

Figure 4. Indiana estimated losses in use tax revenue
from e-commerce sales
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Source: Bruce, Fox, & Luna. {2009]. State and local government sales
tax revenue losses from electronic commerce. Retrieved from cberutk.
edu/ecomm/ecom0409.pdf

Note: The Indiana Fiscal Policy Institute has more conservative
estimates of tax revenue losses.

See http://www.indianafiscal.org/pdf/IFPI-Internet-Sales-Tax-11.21.11.pdf

14. Standardize tax treatment of not-for-profit
organizations

Many not-for-profit organizations consume large
amoaunts of public services. In the interest of fairness,
the state should conduct a study to identify the critical
issues in defining entities that receive tax-exempt

status and for establishing an appropriate mechanism
for enforcing standards and collection procedures

for payments in lieu of taxes. For those groups and
organizations that enjoy tax-exempt status, there
should be clearly defined rules and classifications

for determining the burden that they create on
infrastructure and service consumption at the local
Llevel. Payments in lieu of taxes should be administered
consistently acrass the state and better represent a real
benefit to society.

15. Establish a Midwest interstate compact to
coordinate economic development efforts

Competition between locations using tax incentives
dilutes the common strengths of Indiana and its
neighboring states. A planned system of incentives and
tax administration improves the prospects for regional
ecanomic growth. Indiana should work with leaders
from other states to find consensus on how a regional
economy could benefit from standards and consistency
in tax treatment.

Designing a government structure to enable a 21st
century growth economy

Structuring government around good service delivery can
provide budget relief and save time and maney for citizens
and public employees. Increasingly, organizations have

the opportunity to integrate information and empower
employees to make more decisions. In turn, they can serve
the customer faster and more completely. Toward that end,
Indiana should pursue improvements in government design
and organization.

One potential area for improvement is to streamline the
layers and units of government. Jurisdictional boundaries
also serve as taxing-district boundaries. These boundaries
define who can be taxed, what they can be taxed for and
how much they can be taxed. Moreover, the boundaries
determine who will guide the tax policies and oversee the
administration of tax dollars. A taxpayer’s burden depends
largely on where he or she resides. So it is these boundaries
- the local government structure - that drive local taxation.

Delineating mare reasonable and equitable taxing
boundaries is no easy task, but it is vital to improving
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the overall fairness and effectiveness of our tax system.
Antiquated jurisdictional boundaries too often leave one
group of taxpayers funding infrastructure and services

that benefit taxpayers in many surrounding jurisdictions.
Significant changes to the structure of local government are
necessary to accomplish this. Such changes are needed to
ensure the continued prosperity of Indiana communities,
large and small.

1. Evaluate the organization of government, the quality
of delivery, spans of control and organization layers

Employees who deal with the public need the authority
and information to make decisions. Activities should
be coordinated to minimize duplication of effort or
conflicts in intent. Managers and employees should

be empowered to make decisions within prescribed
boundaries. Constituents should not have to make
multiple stops to resolve basic needs.

In essence, the length of time a Hoosier government
employee spends working on a task under his or her
own discretion before requiring approval to continue
must be determined, and then it must be decided
whether or not that is the appropriate amount of
management. For example, it might be recommended

that no more than four layers exist between the highest

and lowest employee within any local agency. When it
comes to transactional activities, the span of control
could be in a supervisor-to-subordinate ratio of 10-to-1.
For operational activities, it could be 7-to-1, and when it
comes to strategic or high-value activities, the span of
control could be 4-to-1.

2. Promote joint purchasing and other agreements
between local government units

Cost savings and better practices can be achieved
through coordination of operations and purchasing.
Local government leaders should consider potential
alternatives to providing services in cases where levies
are eliminated. Identify services that can be provided
without the levy and those that cannot. A rethinking of
the service provision model at the local level supports
the need for efficiency in operations.

3. Continue to advocate local government reform and

consolidation as a means of improving delivery of
services with maximum efficiency, transparency
and accountability

Indiana should continue to pursue reforms that
encourage faster and better provision of public services,
as outlined in the Kernan-Shepard Report on Local
Government Reform. Some recommendations have
been enacted into law. The state should continue to look
at the creation of a County Chief Executive; integration

of work of the county Treasurer, Auditor and Assessor;
and a statewide benchmarking system for government
productivity and fiscal performance.

Funding necessary maintenance and enhancement of
our infrastructure

Indiana, like the rest of the nation, faces a serious challenge:\
maintaining and enhancing its core assets to promote
growth and attract people to Live here. A well-maintained
and comprehensive network of roads, bridges, sewers,
utilities and high-speed Internet access goes a long way
toward defining the quality of life and quality of economy.

If Indiana fails to improve its infrastructure, we'll be at a
competitive disadvantage and do a disservice to ourselves

as citizens.

In addition to infrastructure needs, Indiana’s system of
higher education is in need of attention. State funding for
higher education has decreased in recent years. Universities
are a critical and valuable asset for Indiana’s economy.
Quality of life, innovation, entrepreneurship, knowledge
creation, and the attraction of growth economy jobs are all
by-products from a vibrant system of higher education.

1. Consider increasing the gas tax to align with
neighboring states and index it to inflation to

support infrastructure projects

The state Gasoline Tax stands at $0.18 per gallon and
has been at that level since 2003. Since the taxis a
per-gallon charge, the increasing uéage of fuel efficient
and alternative energy vehicles has eroded the revenue
stream even with modest increases in road usage.
Adjusted for inflation, gas tax revenues have declined
nearly 3 percent on average annually.

WWW.POLICYINSTITUTE.IU.EDU/POLICYCHOICES
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Use tolls to finance road expansion projects

The leasing of the 1-80/90 corridor and establishment
of the $3.4 billion Major Moves Fund has supported a
robust highway program for eight years. The money
received by the Major Moves Toll Lease proceeds will be
spent by the end of FY13, and Indiana must now develop
strategies for funding after its proceeds are gone. Tolls
can be a robust mechanism for tying infrastructure
funding to usage charges on that infrastructure.
Bridges, sewers, water treatment, energy, education
and workforce, and broadband infrastructure could also
be funded in this way.

Develop a state plan for water, energy, information
and transit infrastructure

While the need for infrastructure investment is great,
there is also a need for more information on the
condition and funding necessary to meet these needs.
Government has a clearly defined role in preserving
roads, bridges and sewers, but its role in areas such
as Internet availability is less clear. Indiana should
achieve a clear and focused vision of how to ensure
that all Hoosier citizens and businesses have access to
information delivery services, regardless of geography.
In addition, Indiana should work to create and maintain
a comprehensive needs and investment plan that
details conditions, costs, and revenue shortfalls {where
applicable] for all types of infrastructure.

4. Use a state infrastructure bank to support

financing, enhance private investment potential
and offset risks

State Infrastructure Banks [SIB) help states manage
risks associated with large, complex infrastructure
projects while acting as a revolving fund to finance more
projects within a given timeframe. Indiana established
its SIB in 1999, but has used it rarely. The objectives of
Indiana’s SIB need to be defined publicly and should
include scope of work and eligibility requirements, so
that entities are better informed on how to utilize this
innovative financing technique.

Challenge universities and the General Assembly
to devise a sustainable strategy for funding higher
education to maintain a strong source of innovation

A university education system is a crucial component
in producing and retaining the highly skilled and
educated workers that employers in high technology
and advanced manufacturing industries require. The
universities create intellectual capital for 21st century
firms. Universities should be clear on what they need
to operate and to grow and how the current system
either enables or prohibits their mission. The General
Assembly should create a focused strategy for funding

~ world-class institutions of learning and engagement.

WWW.POLICYINSTITUTE.IU.EDU/POLICYCHOICES
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About Policy Choices

The Indiana University Public Policy Institute, part of the

IU School of Public and Environmental Affairs, developed
Policy Choices for Indiana’s Future to identify critical
issues facing Indiana in the long run. For elected officials,
candidates for public office, their policy advisors and those
who seek to inform their decisions, Policy Choices provides
objective, nonpartisan analysis and recommendations of
policy options to address these key issues.

Any objective look at a state’s future could cover a wide
range of issues - from homeland security to arts and
culture, entitlement programs to economic development,
pre-school education to eldercare. But everything we do
or hope to do - everything - depends on the future of our
state’s economy.

For that reason, Policy Choices for Indiana’s Future chose
to focus its research and recommendations on three areas
that will have major impact on the collective well-being of
our state and the people who live and work here:

Education and workforce:

Develop the highly skilled workforce necessary for -
economic growth in a knowledge economy.

Energy and the environment:

Leverage the state’s energy assets in an enviromentally
responsible, productive manner.

Tax policy:
Create a balanced tax environment that:
~ 1 Enables growth

2] Generates the revenue required to efficiently
deliver essential services and make the infrastructure
investments that will keep Indiana competitive.

Because the issues involved in these three areas are large
and complex, Policy Choices relied on the work of three
commissions:

o Commission on Education and Workforce
Development

» Commission on Energy and the Environment
¢ Commission on State and Local Tax Policy

Each commission included members of the Public Policy
Institute’s Board of Advisors, plus additional members from
around the state selected because of their subject-matter
expertise. Randall Shepard, Chief Justice of the Indiana
Supreme Court and Mark Miles, President and CEQ of the
Central Indiana Corporate Partnership, led the overall
project. Staff leadership was provided by the |U Public Policy
Institute. You may find Policy Choices work products at
www.policyinstitute.iu.edu/PolicyChoices.

The three commissions worked for 18 months to conduct
research, prepare analysis and develop options for effective
public policy. The three commission reports were then
presented to and accepted by the IU Public Policy Institute’s
Board of Advisors, which now presents these findings,
recommendations and choices to Indiana policymakers. The
board hopés that policy choices resulting from this report
will help Indiana secure a bright economic future.

WWW.POLICYINSTITUTE.IU.EDU/POLICYCHOICES
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2008'sheconomy, election dominated
Upstate headlines

The economy was on nearly everyone's mind in 2008, and especially so in
Spartanburg in January when The Schwan Food Co. closed the Mrs. Smith's piant,
resulting in the loss of about 525 jobs




CAROLINA

Councilman says new bakery headed for empty Spartanburg facility
Updated: Feb 24, 2012 2:07 PM CST

SPARTANBURG, SC (FOX Carolina) A Spartanburg County councilman said Friday that a
Chicago-based bakery will open its first out-of-state facility in Spartanburg.

Councilman David Britt said Highland Bakery Company plans to move into the empty Mrs. Smith's
Bakeries facility on Hearon Circle.

Britt said the facility had been empty since Smiths closed its doors in 2008 due to tough economic
times, laying off about 500 people.

He said the County had been working with the Department of Commerce since then to get another
bakery into the building because of the infrastructure that was already in place.

Though Highland is not expected to make their official announcement until next week, Britt said they
were too excited to not share the good news.

Britt said they expect the company will add 200 new jobs with positions varying between production,
baking and management available.

Neighboring business owners said they are also thrilled to see more drivers, and customers in their
area. ’



Highland Baking - By The Numbers

Acquisition of shuttered plant : $4 million
Building improvements : S 1 million
Equipment : $7 million
~ Contingencies and other project costs : S 1.6 million
| Total costs : $13.6 million

Direct permanent jobs : 198

Additional indirect jobs : 49
Additional induced jobs : 35

Direct economic impact : $24 million

Additional indirect economic impact : $6.5 million
Additional induced economic impact : $3.5 million
Median income where plant is located : 68%

Unemployment where plant is located : 1.7 times national average



New Markets was born out of a vision for creating
more economic opportunity for Americans through
private-sector-driven economic development.

“When you tax something you get less of it, and
when you reward something you get more of it.”

III
L]

“You can’t have capitalism without capita

“Let’s use the power of capitalism to address areas
of economic distress.”

“Let’s give economically distressed peOpIe
a hand-up rather than a handout.”



New Markets rewards providing access to private
capital for growing small businesses located in
economically distressed areas.

Federal New Markets:

Investment can only be made in businesses located in
economically distressed areas

Private capital investment must occur first

Qualified investment creates a tax credit for investors;
small businesses benefit through access to capital

Investors receive a tax credit of 5% annually for each of the first three years and a tax credit
of 6% annually for each of the next four years

Cumulative tax credit of 39% over seven years
Congress has typically authorized $3.5 billion of New Markets investment authority per year

Treasury administers the program



The highly competitive selection process produces the
most qualified stewards of investment authority.

Applicants Apply to
Treasury

Community Development
Entities, which are
companies such as

Stonehenge that raise
private sector capital to
invest in businesses that
would qualify, apply to

Treasury

Treasury administers an
annual highly competitive,
merit-based, non-political

selection process

Treasury Administers
Rigorous Competition

Applicants are scored by
independent experts on four
categories:

Business Strategy
Community Impact
Management Capacity
Capitalization Strategy

Approximately only one in
five applicants is awarded
investment authority;
awardees are referred to as
“allocatees”

Allocatees Evaluate
Businesses and Make
Investment Decisions

Allocatees use private
sector, market-driven
principles to evaluate
businesses, perform due
diligence, structure
investments, and oversee
investments

Allocatees applying to
Treasury’s next New
Markets competition are
evaluated on experience
deploying previous awards




New Markets Tax Credits generate private sector gap
financing for growing small businesses.

Small businesses need affordable financing that can close the gap between what they need to grow and what banks will
lend. For small businesses in economically distressed rural and urban areas, New Markets fills that void. As public policy,
New Markets forms a partnership between private sector investors and the state by providing a modest tax credit that
supplements the investment after the private sector money is fully invested. An investor purchases the stream of tax
credits that a qualified investment would generate. That purchase creates equity that is then combined with debt to
provide the financing the small business needs for its growth.

State Agency

Tax
Credit
Allocation

Community Qualified Active Low-

Development Investments Income Community

Entities Businesses
(term used in New Markets statute) (term used in New Markets statute)

Private
Sector
Investors




Federal New Markets - By The Numbers

Jobs created or retained trough 2010 : 300,000
Investment that qualifies for New Markets made through 2010 : $21 million
Additional investment enabled by New Markets investment through 2010 : $24 million
Businesses that accessed capital through New Markets through 2010 : 3,300
New Markets investments that have triggered recapture vfor violation of program rules : zero

Percentage of investors who would not have made the investment they did but-for New
Markets : 88 (GAO Study found New Markets changes investment behavior)

Amount of economic activity leveraged for every one dollar of foregone tax revenue
used for New Markets : $14

Types of businesses targeted for investment : growth-stage, not start-ups

Example investments : manufacturing, logistics, business incubators, technology, health care,
etc.



Billions of dollars of federal New Markets investment
authority can be deployed anywhere in the nation.

Awardees With a
National Service Area

'Awardees With a
Non-National Service Area

$1.4 billion

Federal New Markets applicants compete in a highly competitive, merit-based process administered by the U.S. Department of the Treasury that
awards allocation only to those determined to be the best stewards of the investment authority.

When Treasury announced its winners of 2012 allocation in February, it awarded a total of $3.6 billion of investment authority to 70 awardees, or
22%, out of 314 applicants.

Among those awardees, 37, or 53%, have a national service area allowing them to deploy qualifying private investment capital anywhere in the
United States. ‘

Those awardees were awarded $2.2 billion, or 62.8%, of the $3.6 billion of investment authority.



Indiana is attracting far less than its fair share of private
capital investment that qualifies for federal New Markets.

38t in per capita attraction of
investment that qualifies for
federal New Markets
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Indiana is not on Treasury’s list of underserved states.

CDFI Fund Encourages Deployment of NMTC proceeds = | f |

2 O to Underserved States

Aug ,
Mon 2012 In its New Markets Tax Credit 2012 Application Q & A issued last week the CDFI

Fund identified those states receiving fewer New Markets Tax Credit proceeds in

proportion to its state population. The CDFI Fund indicated that the deployment of New
Markets Tax Credit proceeds to these underserved states would be considered an innovative
us of New Markets Tax Credit Allocation and favored by the CDFI Fund. Since the inception of
the New Markets Tax Credit Program, “qualified low-income community investments” have
been made in all 50 states, the District of Columbia, and Puerto Rico. However, the CDFI Fund
has identified Puerto Rico, along with the following 10 states, as areas that have received
fewer dollars of “qualified low-income community investments” in proportion to their statewide

population residing in Low-Income Communities: Alabama, Arkansas, Florida, Georgia, Idaho,

Kansas, Nevada, Tennessee, Texas, and West Virginia. The CDFI Fund also considers the

Island Areas of the United States (American Samoa, Guam, Northern Mariana Islands, and the
U. 5. Virgin Islands) to have received lower levers of NMTC investment, as these four

territories have not received any “qualified low-income community investments.”



In Treasury’s latest round of annual awards of federal New Markets
investment authority, zero winners were based in Indiana.

INSTITUTIONS FUND

2 R b8 A b RO £ ok

Treasury Announces $3.6 Billion in New Markets Tax

Credit Awards to Revitalize Low-Income and Distressed
Communities

February 23, 2012



States with New Markets initiatives can attract significantly more
private capital investment that qualifies for New Markets.

Average Annual Attraction of Private Capital
New Markets Investment Pre & Post State New Markets
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Based on Treasury data through 2010, which is most recent data set available
Alabama, Kentucky, Maine, Nebraska, and Oregon not included due to enactment of state initiatives after period of Treasury data set



Economic and fiscal analysis demonstrates New Markets
delivers strong return on investment of taxpayer dollars.

Nationally respected economist Donald Phares, Ph.D., Professor Emeritus of Economics and
PublicPolicy at the University of Missouri-St. Louis, performed a comprehensive study of the
economic and fiscal impacts of Missouri’s New Markets Development program. The study
was prepared for the Missouri Senate Committee on Small Business, Insurance, and Industry
and providesan in-depth analysis of 32 companiesrepresenting 63% of the total program.

New Tax REVENUES

® $1.53 of new state tax revenue per every $1 of state tax credit
* $550 million of total output*
* $38.7 million of total new state and local tax revenue®*

JoBs AND WAGES

® 3,786 jobs created
* 5,985 jobscreated at 100% of program
¢ $187.7 million wages paid™

ForLLow-ON CAPITAL

¢ $0.62 of federal tax credits co-invested per $1 of state tax credits
¢ $140.0 miilion of follow-on capital

Dr. Phares’ study employed the IMPLAN econometric model to measure the impacts of the New Markets Development Program. Detailed financial data from each of the 32 businesses was modeled to identify the

total impact of those businesses on the state economy.
* Data points marked with an asterisk indicate the data has been extrapolated from the 63% of the program studied to estimate the impact of 100% of the program, assuming similar performance.



There are few differences between State
New Markets and Federal New Markets.

State programs are modeled on proven federal program

State programs leverage off of resources Treasury puts into
administering the program

State programs attract valuable investment that qualifies for
federal program

State programs are focused on operating companies
State programs delay start of redemption of credits until the

third year after investment has occurred (there would be no
fiscal impact until at least two years after enactment)



Many safeguards protect taxpayers and the state.

Staste investment authority is only available to those entities that have
competitivey secured federal investment authority through a robust vetting process

The state benefits from federal regulation and auditing of the program

The bill has a seven-year credit recapture or “clawback” if the business or the
investment capital leave qualified areas of the state or any rules are violated

Duration of program is capped
Amount that can be redeemed annually is capped
Amount that can be deployed to any single business is capped

Investment would have to be deployed within one year or the
investment authority reverts back to the state to be reallocated

Credit are not refundable or freely transferable



The new version of Indiana New Markets is significantly
improved from the version proposed in the past.

New version has an annual tax credit redemption cap; $20 million annual
tax credit cap would create $250 million of investment authority

New version has a tax credit schedule that delays the beginning of tax
- credit redemption until the third year after investment is made

New version has a per-business investment cap
New version focuses on job-creating operating businesses
New version has a time limit for deploying allocation

New Markets — both at the federal level and the state level —is now
significantly more mature and proven



New Markets has earned strong, broad, and bipartisan support.

Indiana Bankers Association
Indiana Chamber of Commerce

Indiana Association for Community Economic Development

Governors from both parties

Members of State Legislatures from both parties

Presidents from both parties

Members of Congress from both parties

Multi-year winner of Harvard University’s
“Top Innovations in American Government Award”
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INTRODUCTION

In 2000, Congress created the New Market Tax Credit
program (NMTC), a tax incentive designed to focus
private investment into distressed neighborhoods.!
Since its implementation, the federal government has
distributed $29 billion in tax credits. The program has
permitted community development entities operat-
ing in low income communities to employ tax credits
over a seven-year window. Credits at the federal level
comprise 39 percent of the total investment distributed
across the period. Credits of 5 percent were offered the

first three years of the eligibility period and 6 percent
in the remaining four years (not to exceed seven taxable
years). The first four years of allocations saw biennial
credit allocations of $2.4 billion from 2001 to 2002

and $3.5 billion from 2003 to 2004. The program grew
substantially beginning in 2005 and continues to be an
active program.

In practice, NMTC offers a replacement to Empower-
ment Zone (EZ) tax advantages at a lower administra-
tive cost while opening the opportunity to all lower
income communities, not merely those who have been
designated an Empowerment Zone. The Empowerment
Zone program, which contained numerous and often
complex tax incentives at the federal and state level,
ended in 2009.2

This prograin was sontained within the Coninunity Renewal Tox Relief Ad
i i /

of 2000. '
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STATE ADD-ON LEGISLATION

Since the passage of the NMTC legislation, several
states have added legislation to extend these credits to
state taxes. The justification for including state-level
programs into the NMTC program is straightforward.
The application and administrative costs of this pro-
gram are high and the due diligence process is costly.
As a consequence, using established federal programs
for state-level NMTC programs offer state tax credits at
substantially reduced public costs.* This appears to be
a growing trend among states wishing to participate in
federal aid programs, but avoiding the additional costs
associated with administering a program. State-level
Earned Income Tax Credits are another example of
such state-level add-ons.

As of this writing, ten states currently authorize a state-
~ level NMTC add-on legislation. A further four states have
programs similar to NMTC to be used by Enterprise Zone

designees, which have become inactive. See Figure 1.

PREVIOUS STUDIES

The recent adoption of NMTC suggests that extensive,
serious analysis of the credit program will be limited.
However, several relevant studies have been performed
to better guide our understanding of the effects of NMTC

on various measures of economic outcomes.

nity Development Er

10t that the paperwork r

1d to the cosl,

Barkley (2003) outlines the role NMTC play in replacing
the various Enterprise Zone programs and how NMTC
interacts with state-level venture capital pl:ograms.
Though it is not an explicit evaluation of the program,
this paper offers insight into the intent of NMTC in
aiding investment in distressed regions. Similarly,
Forbes (2005) compares the Enterprise Zone and NMTC
programs. In her review, she concludes that NMTC rep-
resents a significant change in long-term antipoverty .

programs and:

[by] adopting a market-based solution in an effort to
alleviate poverty within the nation’s distressed areus,
), } NGV b Hi 2 [ I I )
both programs heavily rely on tax incentives to at-
tracl privale investments fo low income communities.

(Forbes 202)

She also applauds NMTC for providing a more com-
prehensive approach that increases the social capital of

residents.

In 2007, the Government Accountability Office pro-
duced a report on NMTC, The report is primarily a data
review, but also performed a quasi-experimental test
of investment. It reports that NMTC tends to increase
investment in low-income regions. Using a statisti-
cal model examining individual savings in distressed
regions, it found effects on wealth, interest bearing
assets and business assets for investors. This strongly
suggests that the NMTC is more than a transfer of
investment to distressed regions from non-distressed
regions. However it does not conclusively answer the
critical question regarding the efficacy of NMTC: Does
the program generate new investment from savings or shift
savings from high- to low-income regions?

2 Center for Business and Ecanomic Research / Ball State University



Figure 1 » Current State New Market Tax Credit Add-On Legislation

STATE NMTC RATE

INCOME TAX RATE STATE

£ State Rate B Mfal_ne

50%

Ve 1-3:8%
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% (2011)

llinois
_Yé;’gr,l-‘.s: No tax credit
Year‘{_lj—7: 10%, Year 8-10: 8%
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- Mississippi
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Year 8-7: 7%, Year 8-10: 8%
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Wisconsin
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Hew Market Tax Credit (NMIC)
Impt

Highest State Rate Year Implemented

NS 5.925%
1.3%*

State
Tax Rate
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Notes: *Ohio Commercial Activity
Tax. The highest rate is on financial
institutions at a rate of 1.3% of the
institution’s net worth.

**Texas Franchise Tax. This date
is scaled; the highest marginal rate
is shown.

Source: Novogradac & Company, New Market Tax Credit Resource Center, and various state legislatures, the Tax Foundation.

Several studies have estimated the economic and fiscal
effects of NMTC in individual states and state-level
NMTC add-ons. These include Colgan (2011) and -
Washington Economics Group (2007). However, neither
of these studies directly assessed the incremental ef-
fects of NMTC or state-level NMTC programs. They
instead measured the total potential effect, if all NMTC
investments had not been undertaken at all without the
tax credits within the state.

Significantly extending the work performed by the
GAO, a team of researchers (Gurley-Calvez, et. al. 2011)
estimated the effects of NMTC on the increase in assets
by investors based upon a sample comparison group.
This represents the most far reaching analysis of the
issue of NMTC transferring investment from non-eli- -
gible regions or actually éreating new investments. The
rationale behind their analysis is simple: if investments
in NMTC-eligible areas represented simply a transfer
from other investment opportunities, then such mea-
sures of investment growth (asset growth, dividends,
etc.) would not be statistically different from individual
investments and other households (firms) in the control

The tfiect of State-Level Add-On Legislation to ihe Faderal New Market Tax Credit: An Estimate

group. While Gurley-Calvez, etal. found no effect on
net assets or growth of net assets for corporations tak-
ing the NMTC, among individual investors there was

a distinct increase in investment connected to NMTC.
They attribute this to the program attracting a new set of
individual investors who are attracted to the tax credit

“benefits. It is likely that the quality of data available on

corporate investors precluded useful analysis of NMTC
on firms. This study went further, reporting the estimat-
ed increased return received by NMTC investors. This

. stands as empirical evidence of actual gains caused by

the tax incentive program. From these data, it is possible
to interpolate the net increased individual investment
due to NMTC. In the 2001-2004 sample, NMTC repre-
sents roughly 10.7 percent of all credits, or roughly $641
million in the United States. This finding requires some
careful restatement.

The NMTC program reports more than $29 billion in
total investments deployed to rural distressed areas,

though the whole amount cannot be considered new
investment. First, a portion of the investment would

have occurred in distressed areas, with or without the



Figure 2 » Total State New Market Tax Credits
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Source: Author’s calculations from model simulation.

program. Secondly, some of this investment is not
actually new investment, but instead represents dollars
that would have been spent in non-distressed areas in
the absence of the program. Using estimates from the
Guiley-Calveg, et. al. study, we can isolate roughly 10.7
percent of this total investment as entirely new invest-
ment. To obtain this calculation, we used the estimates
of increases in individual rates of return to NMTC
investors, from which Gurley-Calvez estimated a total
increase in investments for this class of investor. By
summing this investment growth from individuals, we
derived the total share of NMTC (both corporate and
individual) that could be attributed to the program.

Extrapolating these results to the entire period suggest
that NMTC increased net investment in the United
States by roughly $641 million from 2001-2010. This is
an important finding, as it bears directly on the efficacy
of the program, whether o1 not redirecting assets to

distressed communities is a specific policy goal.

The redirection of assets to distressed communities is
commonly viewed as a program goal. If policy makers
view the redirection of private sector assets as a laud-

> the Dicreased

tate add-oin NMT

'C aff

able goal, then the benefits of the program extend to a
much greater share of the total investment. Today, the
federal New Market Tax Credit offers a tax incentive
tool that both increases total investment and redirects
investments to distressed communities that would
otherwise occur elsewhere. Of further interest is the
effect of state level add-on legislation to the NMTC on
economic activity. To this we now turn our attention.

STATE-LEVEL NEW MARKET TAX
CREDIT LEGISLATION

States that have considered or implemented state
NMTC add-ons have personal income tax rates that
vary from 0 percent to 11 percent at the highest rate,
as shown in Figure 1. In all instances, the highest
marginal tax rates are far below the average individual
investment reported in Gurely-Calvez, et. al. (2011).
With corporate taxes rates varying from 1.00 percent
to 10.84 percent, this environment provides an effec-
tive tax rate for all investors.

The impact on investment rate of return shows annual
impacts ranging from 0.1 percent to 0.8 percent over a
seven-year period of the state NMTC implementation
{using the most common phase-in rates). Qualified
investors of $1,000,000 could see between $0.00 and
$54,000 in total seven-year savings at their state’s maxi-
mum marginal tax rate in this sample.* See Figure 2.

Modeling the Effect of State Add-on
NMTC Legislation

This change in investment rate of return provides sev-
eral outlines for estimating the effects of existing state
add-on NMTC legislation and how this legislation has
influenced overall participation in the program. In an
optimal setting, we would have extensive data on state-
level investment for both firms and individuals over a

lengthy period; however, such data is unavailable.

Therefore, we used an alternative strategy, exploiting
available data on state NMTC rates, length of imple-
mentation and level of state NMTC investment. For
this strategy, we constructed a model of all 50 states
using data from 2005 through 2010; NMTC data are

ss and Ecanomic Research / Ball State University



Table 1 » Summary of New Market Tax Credits

Investment Value Presence State Rate
Mean $53,674,370 0.090 2.26%
Maximum $658,000,000 1.000 50.00%
Sthev s $1019827 .0.0 . o 5o,

available in annual increments from the U.S. Depart-
ment of the Treasury during this period.

This model appears as:

NMIC, = a+ o+ NMICRate,,  +
BNMICYears, + Dp+ ¢,

~ In this model, the level of total NMTC investment in
each state [ ] in year [ t ], is a function of several com-
ponents. These include: factors that are fixed in each
state during this period such as relative population,
wealth, rurality, etc. [ a + a, }; the individual state NMTC

rate [  NMTCRate,,,, |; number of years of program

)

implementation in each state [ §,NMTCYears, ]; and two,

statistical measures of the persistence [ Jp, ] of NMTC
in a state from year to year (due to heavy promotions,
for example) and random error [¢,, . Summary statis-
tics of the program appear in Table 1.

Before estimating this model, several economic con-
cerns should be considered. First, there is concern that
inclusion of Connecticut is a problem because it had a
state version of NMTC throughout the sample period,
though one not clearly designed as a state add-on. This
argues comparing the model with and without Connect-
icut. Second, the paucity of state-level programs and
the lumpy nature of the tax incentives suggest that cor-
rections for heteroscedasticity should be included. For
this, we use White’s (1980) method. The short time pe-
riod of the data does not raise a strong non-stationarity
concern, but augmented Dickey-Fuller tests did not
detect non-stationarity.> With these concerns isolated,
the results of the analysis are presented in Table 2.

This estimation clarifies several important issues
concerning to state NMTC programs. First, the model
performed well, explaining roughly three-quarters of
the variation in federal NMTC investments in each
state from 2005 to 2010. The length of time the credit

The Effect of State-Level Add-Oz Legislation (o ihe Federal New Market Tax Credit: An Estimate

Table 2 » Estimation Results

. Coefficient
Variable (t-statistic)
a. 73.71836%**

i (17.726)
B, or NMTC Rate 1.072830*
. - (1.74)
B,NMTC years since start -3.873003
) (0.96)
@p,or AR(1) 0.095099
(1.18)
a, or Fixed Effects Yes
R-Squared (adjusted)

F-Statistic
Durbin-Watson Statistic

Notes: ***denotes statistical significance to the 0.01 leve!; *denotes statistical

.significance to the 0.10 level.

Source: Here's the source for the figure above.

has Been in place does not influence the level of state
investment. This result also holds when omitting Con-
necticut from the sample. The lack of statistical signifi-
cance of any acceptable level discounts the importance
of the autoregressive component of the model. Ad-
ditionally, the fixed effects coefficients (not reported
for sake of brevity) point to strong factors among states
that are invariant over the observed period, 2004-2011.
Of importance however, is the state NMTC rate. The
coefficient provides a point estimate of the incremental
effect of a 1 percent change in state NMTC on invest-
ments (millions of inflation-adjusted dollars). It can
be concluded that a 1 percent increase in state NMTC
rates is associated with a 1.07 percent increase in in-
vestment directed to rural, distressed areas.

Interpretation and Extension

These model results permit us to better quantify the
full effect of NMTC state add-ons on the economy of
an individual state. Interpreting the estimated coeffi-
cient above allows us to calculate the level of additional
NMTC generated within a state due to the state-level
program. In states with a 39 percent credit rate, an
additional $17.8 million to $65.9 million in annual

investment will occur in distressed areas. This estimate




Figure 3 » Simulated Effects of Total Investment
Based on 39% cumulate tax credit rate in Indiana, 2010 - 2017

MILLION /\THOUSAND
45 p =

0
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Total Employment in thousands
.-+ Population in thovsands

is obtained by multiplying the coefficient estimate of
NMTC (represented in | 0,100 ) typical with the 39
percent tax credit rate.

In states with a 50 percent credit, an additional an-
nual investment will occur, between $22.8 million and
$84.45 million. However, this investment may not
consist of new funds exclusively. Assuming investors
behave similarly to the state add-on regulation as they
did with the federal NMTC, the new, actual investment
nationwide from a single state’s NMTC investment

is calculated between $1.9 million and $9.0 million.
Additionally, the study that analyzed the investment de-
cision in greatest detail (Gurley-Calvez, et. al. 2011) did
not examine state-by-state data. As a consequence, the
higher rate of return in a single state with a NMTC may
lead to some interstate ‘capture’ of funds that, while al-
ready programmed for investment, would otherwise be
invested in a project outside the state. This effect may
prove to be significant.

In Indiana, the size of total NMTC and the potential for
new investment in distressed communities is signifi-
cant. To illustrate this impact, we offer two simulations
of the investments as outlined previously. Both simu-
lations were performed using the REMI, Inc. model,
permitting investment modeling through tax incentives.
Using the estimates of total and new investment due to

Figure 4 » Simulated Effects of New Investments

Based on 39% cumulate tax credit rate in Indiana, 2010 - 2017
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a state add-on NMTC, the total effect of the NMTC on
distressed communities in Indiana can be estimated as
if the program was operational in 2010. Similarly, we
are able to estimate the effect that analysis confirms as

-purely new investment, not from elsewhere (see discus-

sion of Gurley-Calvez, et. al. 2011). We cannot deter-
mine how much of the additional investment is a result
of the movement of investment dollars from states
without additional NMTC to those states with NMTC
investments. This is possible for individual and corpo-
rate investors with multi-state tax obligations. Neverthe-
less, Figures 3 and 4 illustrate the effect of the simulation
of the state’s economy, had an Indiana NMTC at the 39
percent rate been available beginning in 2010.

Fiscal Effects

Investment in a new plant and equipment receiving

a state NMTC has an easily estimable tax credit and
should be viewed as the primary cost of the program.
Its linkage to federal NMTC dramatically reduces state
administrative costs for the program. The benefits,
however, are more difficult to measure. The benefits

-would include tax revenues associated with the new

investment and revenues of said employees, house-
holds, and associated indirect economic activity.
Benefits may also include growth in rural, distressed

b Center for Business and Economic Research 7 Ball State University



regions. To make these estimates, we must also know
what share of new state NMTC-associated investment is
actually new investment in the state. We have thus far
assumed this to be 10.7 percent, similar to the federal
NMTC. However, this percentage is highly speculative
because federal estimates are not linked to individual
states. It is equally possible that the recent growth in
state NMTC draws investment from surrounding states.
Furthermore, because incentives occur three or more
years after the investment, significant temporal effects
require estimation, including appropriate discount
rates and survivorship rates of firms receiving the in-
vestments. These factors render a fiscal analysis highly
sensitive to assumptions regarding what share of new
investment should be included as a benefit. Reasonable

assumptions could place the net fiscal effects as either -

positive or negative.

SUMMARY

New Market Tax Credits are a relatively recent policy
innovation designed to increase investment in dis-
‘tress communities around the nation. To date, the best
analysis of these programs suggests this goal is occur-
ring through both the redirection of investment from
non-distressed to distressed areas and through new
investment resulting from decreased consumption by
individual investors. Extrapolating from earlier studies,
we find that the ratio of new to redirected investment is
roughly one to nine in the United States.

Several states have chosen to use a similar format to
the federal NMTC to further increase investment in
distressed regions. In doing so, they have chosen a
program with low state-level administrative costs—a
growing trend among states engaged in parallel tax
and expenditure programs (e.g. the state-level Earned
Income Tax Credit). Our analysis of these state plans
from 2005 to 2010 finds that the programs significantly
boost total NMTC in a state. This is addition to an
expected effect of some $54 million per year in states
adopting the 50 percent credit plan phased in over the
course of seven years.

Using eailier studies and our own analysis, we offer a
simulation of the effects of a tax credit, had Indiana
implemented a 39 percent state New Market Tax Credit

in 2010. We find that over a seven year period, the
NMTC in Indiana would have resulted in roughly $433
million in investment in distressed regions, with 4,665
total jobs. Of this, $46 million would have been discrete
new investment and a total of 499 discrete new jobs in
Indiana’s distressed communities. ‘
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