The SBTCI is a Poor Measure of Growth
Potential
While some researchers have attempted it, there really is no point in trying to assess
whether the State Business Tax Climate Index (SBTCI) successfully predicts which states
will do better in attracting business investment, creating jobs, or the like, since it fails to
measure the eﬀect of a state’s tax system on a company’s cost of doing business—the
thing that even the Tax Foundation implies matters most (to the extent that taxes matter
at all). Still, it is worth considering what researchers have found.
The results of studies assessing the SBTCI’s ability to predict economic growth have been
inconclusive and contradictory. For example, economist Jed Kolko and others1 used
statistical analysis to see if a state’s score on the SBTCI (and on several other indexes)
had a measurable eﬀect on state growth in jobs, wages, or gross state product (GSP).
When controlling for other factors aﬀecting growth, they found that the SBTCI was a
statistically signiﬁcant predictor of one measure of job growth but not of another, and of
marginal signiﬁcance at best for a third measure of job growth. It was not a signiﬁcant
predictor of wage growth in two equations, and only of marginal signiﬁcance in three
others, and did not appear to have any inﬂuence on GSP growth in any of the ﬁve
measures used in the study.
Since the SBTCI is a mishmash of over 100 measures, Kolko’s analysis of SBTCI’s ﬁve
components (corporate and individual income taxes, sales taxes, property taxes, and
unemployment insurance taxes) is also instructive. Overall, the component indexes failed
to have a statistically signiﬁcant eﬀect on 107 out of 125 statistical tests (ﬁve predictive
models, each applied to ﬁve measures of growth in jobs, wages, and GSP, times the ﬁve
components).2 While some of the component indexes (notably the sales and property
taxes) are more closely related to the actual levels of those taxes, those components
generally failed to predict any measure of growth too.
The only component index that approached statistical signiﬁcance in how it aﬀected
wages and GSP was the corporate income tax index. But that component is precisely the
one that is most indefensible as a meaningful measure of business taxes; it leaves out
two major determinants of corporate income tax liabilities – federal deductibility and
apportionment – while including numerous minor features. As a result, it is a meaningless
index number from which no policy conclusion can be drawn. Furthermore, the corporate
income tax is a much smaller share of taxes than the property tax, for most businesses.
Adding further to the confusion, the overall SBTCI predicts one measure of job growth,
but none of its component indexes has any signiﬁcant relation to any of the three
measures of jobs. So what are we to make of the overall index? What is it, exactly, that
the Kolko analysis is picking up as a predictor of job growth, if it is not any of the
components of that index? It seems likely that the result occurs purely by happenstance.

A more recent published version of this research, with fewer diﬀerent model
speciﬁcations presented, reiterates the conclusions of the earlier paper.3 When controls
for other determinants of growth are included, the overall SBTCI was a statistically
signiﬁcant predictor of overall employment growth, but not of growth due to ﬁrm births. It
was not a signiﬁcant predictor of GSP growth, or of wage growth, except when
manufacturing was examined alone.4 The components were insigniﬁcant in 16 of 20
cases.
Furthermore, the Kolko research must be viewed in light of a large body of research on
the eﬀects of business taxes on state growth, which generally concludes that the eﬀects
are quite small and hold only if we assume corporate tax cuts wouldn’t result in lower
state spending. The Kolko research adds nothing to the research that would change that
basic conclusion.
Interestingly, the 2015 edition of the SBTCI cites on page 15 the more recent research by
Kolko and others, claiming that the authors “concluded that the State Business Tax
Climate Index yields ‘positive, sizable, and statistically signiﬁcant estimates for every
speciﬁcation’ they measured.” The Tax Foundation fails to point out that this quote refers
only to the overall employment results; they do not mention the results dealing with
wages, GSP, or the component indexes.
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