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Tax incentives are intended to spur economic growth that would not have otherwise occurred.  More 
specifically, these narrowly targeted tax breaks are usually offered in an attempt to convince businesses to 
relocate, hire, and/or invest within a state’s borders. 
 
But state and local tax incentives come at an enormous cost.  While a comprehensive accounting of these 
programs is impossible, the best available estimates suggest that states and localities are devoting some $50 
billion to tax incentives every year.i  Unfortunately, despite the enormous expenditures being made on these 
programs, the evidence suggests that tax incentives are of little benefit to the states and localities that offer 
them, and that they are actually a drag on national economic growth. 
 
 
Tax Incentives Face Many Pitfalls 
 
The academic literature indicates that states are significantly limited in their ability to influence business 
behavior through tax incentives, and that spurring true economic growth through the use of incentives is even 
more difficult.ii  Despite the hopes of lawmakers and their constituents, there are simply too many ways in 
which tax incentives can fail to live up to their stated goals.iii  
 

1. Windfall benefits: Tax incentives are rarely the deciding factor in whether a business chooses to hire 
or invest within a state’s borders.  State and local taxes are only a small part of the cost of doing 
business—about 1.8 percent on average.iv  Even large tax reductions are therefore of limited impact 
to a firm’s balance sheet.  Based on the “consensus” estimates in the academic literature about the 
responsiveness of business decisions to taxes, as many as 9 out of 10 hiring and investment decisions 
subsidized with tax incentives would have occurred even if the incentive did not exist.v  These large 
and mostly unavoidable windfall benefits significantly reduce the cost-effectiveness of virtually every 
tax incentive. 

 
2. Runaway benefits: Given the interconnected nature of the U.S. economy, it is impossible to design a 

tax incentive so that its benefits remain entirely in-state.  Even in the rare cases where tax incentives 
are the deciding factor in a business’ decision to hire or invest, the incentive’s benefits will quickly 
leak outside of a state’s borders if, for example, the company purchases equipment manufactured 



outside of the state.  Similarly, current residents may see little benefit from an incentive if the 
incentivized company hires non-residents to fill its new job openings, especially since bringing in 
workers from outside the state creates new pressures on government services.vi  Moreover, given that 
the federal government allows businesses to deduct many of their state and local tax payments, many 
tax incentives can actually trigger a federal tax increase for the companies receiving the incentive.  
Up to a third of the amount that states and localities spend on tax incentives can flow into the federal 
government’s coffers in this way.vii 

 
3. Displacement, not growth: One company’s gain is often another company’s loss.  In the case of 

retail, as much as 90 percent of the apparent direct benefits of tax incentives are offset by losses 
among the subsidized retailer’s local competitors.viii  While this figure is likely to be lower for 
industries serving a more national market, states constantly run the risk of harming existing 
businesses within their borders when they attempt to give some companies a competitive edge 
through the use of tax incentives.  Local tax incentives are particularly troublesome in this regard, as 
job or investment growth that one locality might consider “new” is often simply “poached” from 
another locality in the same state.ix 

 
4. Neglected alternatives: The $50 billion in state and local tax incentives offered every year must be 

paid for somehow, and oftentimes that means reductions in the public services that businesses use 
every day.  The net economic impact of a tax incentive depends critically on how those funds would 
have otherwise been used.  If offering more tax incentives requires spending less on public education, 
congestion-relieving infrastructure projects, workforce development, police and fire protection, or 
high technology initiatives at public universities, the overall impact on a state’s economy could 
actually be negative.  While the long-term economic benefits of education and infrastructure 
investments may not be as flashy as incentive-backed ribbon-cutting ceremonies, these investments 
are even more fundamental to any successful economy. 

 
5. The wrong signal: While small tax incentives are unlikely to affect business behavior, large tax 

incentives can harm a state or locality’s reputation.  Business owners sometimes interpret the 
presence of lucrative incentives as a signal that a location may have other serious weaknesses, or that 
the government is mismanaged or desperate.x 

 
  
A National Perspective 
 
From the perspective of individual states and localities, the evidence regarding the ineffectiveness of tax 
incentives is fairly clear.  Even clearer, however, is the folly of these incentives when viewed from a national 
perspective.  State tax incentives are often described as a zero-sum game in the aggregate, but as the below 
discussion indicates, the reality is probably even more grim. 
 

1. Zero-sum game: To the extent that state and local tax incentives affect business behavior at all, they 
are much more likely to reshuffle investment between geographic areas than they are to spur 
genuinely new economic activity.xi  But while luring a company away from its current location may 
be of benefit to the state in which the company relocates, it is clearly of no help to the national 
economy.  In recent years, businesses have become increasingly adept at playing states and localities 
off of each other in order to extract the most lucrative tax incentive packages possible.  This 
competition sometimes becomes so intense that states have found themselves offering incentives not 
to spur new growth, but simply to retain the businesses already located within their borders.xii 

 
2. Inefficient business decisions: From the perspective of economic efficiency, any tax incentive that 

actually manages to affect a business’ location decision is likely to be a drag on the national 



economy.  This is because when incentives affect behavior, they do so by encouraging businesses to 
locate in areas that would not otherwise be optimal—including areas that are located farther away 
from important markets or infrastructure, or from the best possible employee talent pool.  As a result, 
incentives can cause businesses to consume more energy or infrastructure resources than they 
otherwise would, and can contribute to excessive sprawl, traffic congestion, pollution, and other 
negative outcomes.  Moreover, in cases where incentives cause a company to abandon a previous 
facility where public investments have already been made to accommodate it, those investments may 
be wasted at the old location and must be duplicated at the new one. 

 
3. Weakened economic foundation: As indicated above, the presence of tax incentives can lead to cuts 

in state and local services that are central to the success of the American economy.  If states’ 
decisions to spend scarce public resources on tax incentives lead to a less educated citizenry or a 
deterioration in infrastructure quality, the results will be felt throughout the country.  A tax incentive 
civil war is a costly distraction from the country’s economic fundamentals. 

 
 
Recommendations 
 
Given their extremely limited economic benefits, states and localities should sharply reduce their reliance on 
tax incentives and should work with neighboring states and the federal government to accomplish this goal.  
Even the best designed tax incentives suffer from the problems of windfall benefits, out-of-state benefits, and 
the other pitfalls identified above.  To the extent that states and localities insist on continuing to offer 
incentives, those programs should be redesigned in order to reduce their susceptibility to these common 
pitfalls, and they should be closely scrutinized in order to weed out or reform the least effective programs. xiii  
 

1. Curtail use of tax incentives: Despite their ineffectiveness, unilaterally cutting back on the use of 
tax incentives can be politically challenging if it creates the impression that elected officials are not 
doing everything in their power to help their state compete in the national economy.  Accordingly, 
states should seek out opportunities to partner with their neighbors in amicably ending the worst 
aspects of the tax incentive arms race.  Business leaders in the bi-state Kansas City community 
recently called on their elected officials to do just this, urging that Missouri and Kansas lawmakers 
work together to end the practice of luring businesses back-and-forth across the state line with 
expensive incentive packages.xiv  A more comprehensive version of this sort of agreement would 
require that states lobby the federal government to get involved, possibly by cutting back on grants in 
aid to states that do not revise their tax incentive programs to target job creation that it truly new, 
rather than just “new to the state.”xv  

 
2. Improve tax incentive design: Given that tax incentives are unlikely to disappear any time soon, 

lawmakers should ensure their incentives are designed so as to minimize their vulnerability to the 
pitfalls identified above.  Accomplishing this goal means requiring that the jobs created with tax 
incentive dollars come with a living wage and benefits so that the employees of subsidized companies 
do not have to rely on government programs like food stamps and Medicaid to survive.  Moreover, 
the incentives should be targeted toward the localities and regions most in need of an economic boost, 
and toward areas where adequate transit options exist so that lower-income workers without vehicles 
can benefit from any new jobs created.  All tax incentives should also include a “clawback” 
provision, or money-back guarantee, where the government recoups the incentive payment if the 
business fails to live up to its job creation or investment promises.xvi  Finally, most tax incentives 
should include a cap on their overall size to ensure that the program doesn’t grow far beyond the 
amount that lawmakers intended.xvii 

 



3. Put remaining incentives under the microscope: Given all the potential pitfalls facing tax 
incentives, even a comparatively well-designed incentive program can yield disappointing results.  
Because of this, it’s important to monitor the effects of all incentives on an ongoing basis in order to 
identify particularly ineffective programs.  Accomplishing this goal requires disclosing basic data 
about the impact of the incentive, including which companies benefited, how many jobs they added, 
how well those jobs paid, and any other related outcomes.xviii  But lawmakers should also go beyond 
basic transparency by mandating systematic and rigorous reviews that attempt to control for problems 
like windfall benefits and displacement in determining whether the incentive has been of any benefit 
to the state’s economy.  A number of states have recently made meaningful progress in reviewing 
some of their tax incentives in this manner, but every state still has significant room for 
improvement.xix 
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