Personal Income Tax Cuts will Not Boost
Small Business and Entrepreneurialism
State education funding has more to do with entrepreneurial vitality than tax policy. A
recent study by Bruce, Liu and Murray1 investigated whether state corporate or personal
income tax rates, or the sales tax rate, aﬀected the growth of entrepreneurial
employment or income over the 31 years from 1978 to 2009. They summarize the results
as follows:
[W]e ﬁnd that state tax policies do not have quantitatively important eﬀects on most
of our entrepreneurial performance and productivity measures…. Our results suggest
that states that are interested in promoting entrepreneurial success should
turn their focus away from ineﬀective tax policy options [emphasis added].
Other policies might be pursued, including more general eﬀorts to improve the
business climate by reducing crime or unemployment rates, or increasing
expenditures on public services including education, or targeted initiatives that seek
to directly support entrepreneurs through business plan development and
management training.
Prior research on the eﬀects of state taxes on entrepreneurial activity had been largely
inconclusive or contradictory,2 but the recent study by Bruce et al. shows that some of
these previous research ﬁndings relied on inferior statistical methods. They replicated
those results in a simple model similar to the ones others have used, but the signiﬁcance
of the tax variables disappeared once the model was enhanced to account for “inertia” —
the tendency of higher entrepreneurial activity in one period to lead to higher activity in
the next.
Arthur Laﬀer and ALEC, in Rich States, Poor States, argue that personal income tax
increases aﬀect many small business owners because they are organized as
proprietorships or pass-through entities (partnerships, S corporations, and LLCs) and
therefore pay income taxes as persons, not corporations.3 In fact, the personal income
tax is friendlier to new businesses than the sales tax or the property tax. Income taxes
are low or nonexistent in the early years of a business when the business is losing money,
and they are payable only once a business has gotten oﬀ the ground and is generating a
proﬁt. Even then, income taxes will often remain low or nonexistent for years as the early
losses are carried forward. In fact, 87 percent of small businesses have less than
$50,000 per year in taxable income.4 State income taxes at that level of income
are so small that even eliminating a state’s personal income tax would only be
enough to ﬁnance a fraction of a new hire.
As for the real entrepreneurs, such as those launching start-ups with real potential to
create jobs, tax breaks don’t prompt faster growth. One research piece explains why:
For innovative start-up businesses that create a disproportionate share of jobs, tax

breaks are even less important. These operations account for 3 percent of all
businesses and 20 percent of gross job creation. But they generally plow all their
cash ﬂow into new facilities, marketing, and R&D and have little taxable income.5
Finally, any argument about taxes and entrepreneurship must confront the issue of
balanced budgets. A recent study found that education levels more than anything
else explain why some regions have higher rates of innovation than others.6 But
education accounts for a major share of state and local budgets, and tax cuts, a poor tool
to stimulate entrepreneurship to begin with, inevitably reduce the resources available for
schools. States would be better served by focusing their eﬀorts on supporting public
education at all levels than cutting taxes for the sake of entrepreneurialism.
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