Rankings Are Poor Predictors of Growth
The business climate rankings all claim to be measures of public policies that produce
greater economic growth and prosperity, but the researchers who have put these
predictions to the test have concluded that the indexes are poor predictors of state
economic performance.
Four researchers at the University of Kansas and Iowa State University published a report
in 2005 titled Business Climate Indexes: Which Work, Which Don’t, and What Can They
Say about the Kansas Economy?1 They attempted to measure whether state business
climate indexes can explain diﬀerences in economic growth between counties on either
side of a state border. The authors conclude:
None of the business climate indexes can explain a large proportion of the variation
in growth across counties. The best performing business climate indexes explained at
most 5 percent of the variation in relative growth at the borders, suggesting that
most of the variation in economic performance is due to factors not captured by
state-level business climate measures. This would seem to suggest that
business climate is unimportant in driving relative growth among the states
[emphasis added]. We conclude that the majority of the variation in growth is due to
local business factors that aﬀect comparative advantage, local policies, or state
policies not reﬂected in the indexes. Undoubtedly, some of the variation in border
county growth is also attributable to luck.
Of more importance are three studies that have been published in peer-reviewed
academic journals. Jed Kolko, David Neumark and Marisol Mejia compared various
business climate indexes to state growth, as measured in ﬁve ways: by two diﬀerent total
employment metrics, state gross domestic product (GDP), total payroll, and employment
at new businesses.2 All told, they ran 25 statistical tests for each index. Beacon Hill’s
State Competitiveness Index (SCI) did not pass any of the 25 tests for statistical
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signiﬁcance. The Small Business Policy Index failed 22 of the 25 tests. The State
Business Tax Climate Index (SBTCI) failed to meet the standard 5 percent criterion for
statistical signiﬁcance in three-fourths of the tests.
A more recent study by John Anderson tested the predictive power of the personal and
corporate tax components of the SBTCI4 and concluded that, “the tax index variables
have no discernible eﬀect on state GDP growth.”
Researchers Yasuyuki Motoyama and Iris Hui approached the question diﬀerently.5 They
sought to determine how a small business owner’s perception of business climate was
related to supposedly objective measures of that business climate. They could ﬁnd no
relation between states’ scores on the SCI or the SBTCI and positive
perceptions of the state’s business climate. For small business owners, the
indexes produced by the Tax Foundation and Beacon Hill do not measure what
is important. And if those factors do not aﬀect business owners’ perceptions of the

business climate, it is diﬃcult to see how they would aﬀect small business decisions.
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