T
= [[IGOME ANl Wed
of

Review of Income and Wealth
Series 62, Number 1, March 2016
DOI: 10.1111/roiw.12146

THE “BUSINESS CLIMATE” AND ECONOMIC INEQUALITY

BY DAVID NEUMARK*
UCI, NBER and I1ZA

AND

JENNIFER MUZ
UcCI

“Business climate indexes” characterize state economic policies, and are often used to try to influence
economic policy debate. However, they are also useful in research as summaries of a large number of
state policies that cannot be studied simultaneously. Prior research found that business climate
indexes focused on productivity and quality of life do not predict economic growth, while indexes
emphasizing taxes and costs of doing business indicate that low-tax, low-cost states have faster
growth of employment, wages, and output. In this paper, we study the relationship between these two
categories of business climate indexes and the promotion of equality or inequality. We do not find
that the productivity/quality-of-life indexes predict more equitable outcomes, although some of the
policies underlying them suggest they might. We do find, however, that the same tax-and-cost-
related indexes that are associated with higher economic growth are also associated with increases in
inequality.
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1. INTRODUCTION

A fundamental goal of government policy is to encourage economic growth.
However, policymakers also focus on the distribution of economic resources, and
they face potential tradeoffs between promoting economic growth and promoting
equity. States use a variety of policies to influence both growth and equity, and it
is therefore important to understand the effects of these policies, as well as the
tradeoffs they present.

“Business climate indexes” try to characterize an array of state economic
policies that can affect both growth and equity. These indexes often serve
the agendas of the organizations that create them, weighting heavily the policies
they seek to highlight—whether to encourage or to discourage policymakers from
using these policies (Kolko et al., 2013). They arise commonly in policy debate,
such as in arguments for lowering taxes and relaxing regulations in states that do
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poorly on indexes that emphasize these policies. And they are touted by states that
do well on such indexes—because of low taxes, for example.!

Although debate often focuses on a particular ranking that supports one
point of view, actual characterizations of states’ business climates are often more
nuanced. Some states ranked poorly in terms of taxes are ranked favorably along
other dimensions captured in different indexes, such as quality-of-life measures,
including crime rates and health, or on education and human capital, and these
rankings also figure in policy debate and are touted by states.” Thus, the factors
emphasized by the indexes and the ranking of states on these factors can influence
policy debate and, presumably, policy as well.

In addition to their role in policy debate, business climate indexes can be
interpreted as summary measures of a large number of state policies that cannot
otherwise be studied simultaneously, and hence these indexes can be useful in
research. Prior empirical analysis of these business climate indexes (Kolko et al.,
2013), focusing on their content and their relationships to economic growth, led to
three findings that motivate the present paper. First, business climate indexes
largely fall into two clusters: productivity or quality of life; and taxes and other
costs of doing business. Indexes within these clusters are very highly correlated,
and indexes in the different clusters are uncorrelated or negatively correlated.
Second, indexes that emphasize taxes and costs predict that low taxes and costs
generate faster economic growth, more so for the manufacturing sector. Indexes
that focus on productivity measures do not predict growth in employment, wages,
or Gross State Product (GSP). Third, examination of sub-indexes of the tax-and-
cost indexes suggests that an especially important factor that is associated with
higher growth is lower welfare and transfer payments.

This paper turns to evidence on business climate indexes and the promotion of
income equality. Policies that are associated with slower growth—including
welfare and transfer payments—might contribute to social welfare by promoting
equity. Likewise, some of the policy components in the productivity-related
indexes—such as education and health insurance coverage—may promote equal-
ity, even if these indexes were not associated with growth.* Thus, the prior research
may have found no role for the productivity-related indexes because of its narrow
focus on economic growth.

Especially in a period of rising earnings inequality without an offsetting
increase in earnings mobility (Kopczuk ez al., 2010), policymakers may be willing
to forgo some growth to increase income equality. Because states that are ranked
high on the tax-and-cost indexes are often ranked low on the productivity
indexes, and vice versa, focusing on the tax-and-cost indexes and discounting the
policies captured in the productivity-related indexes may lead to prioritizing or

'For recent examples, see http://illinoispolicy.org/illinois-unfriendly-business-environment-killing-
jobs-growth/, http://www.texaswideopenforbusiness.com/business-climate/low-taxes.php, and http://
ded.mo.gov/financial-professional-services/why-missouri-/favorable-business-climate (viewed October
15, 2013).

*See, for example, http://outreach.msu.edu/documents/newsrelease/NewsReleaseCCED_State
NewEconomylIndex.pdf’7name=Documents&op=viewlive&sp_id=860 (viewed October 15, 2013).

*Health insurance coverage is partly a labor market outcome, and does not only reflect policy.
Indeed a number of variables used in the productivity indexes are outcomes rather than policy inputs,
an issue we address in online Appendix D.
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over-emphasizing economic growth over equity. Alternatively, the same tax-and-
cost indexes that are associated with faster economic growth may be associated
either with the promotion of economic equality (a rising tide lifts all boats?) or with
increased inequality. Thus, the direction of these relationships could reveal the
potential consequences of pursuing policies that—as indicated by the prior
research—are associated with faster economic growth. Do these policies present
tradeoffs with regard to promoting income equality? Or do they also promote
equality?

Our analysis documents the empirical relationships between business climate
indexes and inequality-related outcomes, rather than economic growth. We find
that the productivity-related indexes that failed to predict economic growth also
fail to predict changes in the income distribution. In contrast, the same tax-and-
cost indexes that predict faster economic growth predict increases in income
inequality, pointing to an equity-efficiency tradeoff with respect to state-level
public policy, growth, and income inequality. This tradeoff is consistent with
economic models in which redistributive mechanisms that protect people from
economic uncertainty that generates higher inequality also reduce investment and
growth (Bertola, 2014).

One caveat is that because the business climate indexes do not change appre-
ciably over time, identification comes largely from cross-state variation in the
bundles of policies captured in business climate indexes. We therefore face prob-
lems similar to cross-country growth regressions studying long-term economic
growth as functions of a number of institutional, policy, and other factors. We
nonetheless think the regressions are useful; as suggested by Levine and Zervos
(1993), evidence on whether certain relationships hold across countries “will influ-
ence beliefs about policy and economic performance” (p. 427).*

There are two ways to think about our evidence on business climate indexes.
One is to view the indexes as summary measures of the broad policy environment
in a state. In this case, the estimates speak to the effects of the policy
environment—foregoing rigorous estimation of the causal effects of a single or
small number of policies, but avoiding the problem of focusing on one or a small
set of policies while ignoring many others that may confound the effects of the
policy being studied. The second is to interpret the evidence as assessing what the
business climate indexes predict about economic outcomes, to help inform policy
debate that relies on these indexes. We think both interpretations are potentially
valuable.

2. BUSINESS CLIMATE INDEXES

We use data on 10 business climate indexes for all available years from 1992
through 2008; stopping in 2008 avoids the confounding effects of the extreme
changes that occurred because of the Great Recession. We include indexes that
have published rankings for multiple years and have made their methods fully

“Additional discussion of potential limitations and merits of the general approach appears in
Kolko et al. (2013).
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transparent.’ We use index values rather than rankings, to capture information on
the magnitudes of the gap between states. Index definitions can change, so we
standardize each index for each year, subtracting off its mean and dividing by its
standard deviation. The indexes are signed such that higher values correspond to
what is intended to reflect a “better” business climate, based on the intention of the
creators of each index (e.g., low taxes for the tax-and-cost indexes); so a higher
value of an index implies a ranking closer to one.

The first column of Table 1 lists each index and the institution that creates it,
as well as the years covered and the broad grouping of the indexes into a focus on
productivity and quality of life or taxes and costs of doing business. The next two
columns describe the focus of each index, and list the categories of policy variables
covered by each index (out of 14 categories that Kolko ez al. created based on the
content of the indexes). The indexes clearly aim to capture different facets of the
policy environment. The tax-and-cost indexes focus on taxes, costs, and regulation
and litigation. The productivity-related indexes capture elements of what we con-
sider productivity of the workforce or quality-of-life factors.®

Table 2 shows how the 50 states rank, on average, on the two types of business
climate indexes. The columns labeled “Average Rank” report the result of first
averaging each index’s ranking across the years for which the index is available,
and then averaging these averages for the five productivity-related indexes and the
five tax-and-cost-related indexes. These columns of the table show that states can
be ranked markedly differently on these two types of indexes. For example, Cali-
fornia, with an average rank of 15.3 on the productivity indexes versus 45.6 on the
tax-and-cost indexes, is ranked as having a very good business climate on the
productivity indexes, but a bad business climate on the tax-and-cost indexes. In
contrast, for example, Mississippi has an average rank of 47.8 on productivity, but
16.4 on taxes and costs.

The prior research showed that a high rank on the tax-and-cost indexes is
associated with faster growth. For example, Kolko ez al. report that for the Eco-
nomic Freedom Index of North America (EFINA) index, in their preferred speci-
fication, moving from the 40th to the 10th place in the rankings is associated with
an annual rate of growth of employment that is faster by 0.36 percentage points—
over one-fifth of the mean annualized employment growth rate over the sample
period. However, many states with low rankings on the tax-and-cost indexes—
such as California and Massachusetts—and which would have slower predicted
growth based on the policies these indexes capture, are ranked very high on the
productivity indexes. The question is whether these latter types of states are doing
more to increase equality or at least to moderate increases in inequality.

Paralleling standard fixed-effects analyses, it is natural to ask how changes in
the indexes affect state outcomes. However, inter-temporal correlations of the

SKolko et al. (2013) also studied an 11th index—the Fiscal Policy Report Card on the Nation’s
Governors, published by the Cato Institute. It is excluded from this paper because this is the one index
that did not fall neatly into either the productivity or tax-and-cost clusters of indexes, and it had no
predictive power.

°As online Appendix A reports, correlations between the 10 indexes, and other analysis, indicate
that the indexes can be divided into these two clusters. That appendix also provides additional
information on the indexes.
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indexes generally exceed 0.7 or 0.8 even for observations eight or nine years apart,
so the variation in models using changes in the indexes would likely be quite
uninformative—more so because numerous subjective and ad hoc decisions go
into constructing the indexes, creating within-state variation that is unrelated to
changes in underlying policies. We show this another way in the columns in
Table 2 labeled “Average Min/Max,” reporting averages of the minima and
maxima across years the state receives in each group of business climate indexes.
These minima and maxima are generally quite close, rarely differing by more than
10, and often by quite a bit less.”

3. INEQUALITY MEASURES

We use data from Current Population Survey Annual Social and Economic
supplements from 1992 to 2008, measuring two-year changes in state family
poverty rates and other measures of family income distributions (but also looking
at changes over different windows). These inequality measures are based on total
family income, taking account of cash transfers but excluding in-kind transfers
and payments from the Earned Income Tax Credit. We focus on family rather than
individual income because many of the tax-and-cost and productivity policies that
are captured in the business climate indexes affect the collective resources available
to all members of a family, such as income tax rates and welfare transfers. In
addition, this income measure accords with the standard method of defining
poverty rates in the United States.

The first measure of inequality is the state poverty rate, to capture changes at
the lower-end of the family income distribution. The poverty rate is more infor-
mative than income levels at the lower-end of the family income distribution,
because it is based on a predetermined level of the income needed to satisfy a given
level of needs related to an adequate diet (Orshansky, 1963); it depends not just on
family income but also on family size and age structure. We also study inequality
at different parts of the income distribution. We use the common metrics of the
differences between the median (50th percentile) and the 10th percentile, the 90th
percentile and the median, and the 90th and 10th percentiles. The 50-10 differen-
tial tells us about the gap between the middle of the income distribution and the
lower end, the 90-50 differential tells us about the gap between the top end and the
middle, and the 90-10 differential tells us about the gap between the top and
bottom ends of the income distribution. Because we are interested in the relation-
ships between the business climate indexes and changes in inequality, we focus on
growth in these differentials. Because negative growth in a family income differ-
ential could result from a decrease in the top percentile or an increase in the bottom
percentile, we also look at annualized two-year growth rates in the income per-
centiles themselves.®

A related issue is that because the business climate indexes are typically available only for a subset
of years and there is often not much overlap between the years available for different indexes (Table 1),
for the most part we study one index at a time for the years for which that index is available. Given the
high inter-temporal correlations, we would be unlikely to get very different answers if we had the index
values for other years.

8For more details on the construction of the inequality measures, see Neumark and Muz (2013).
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Descriptive statistics (reported in detail in the online Appendix) indicate that
poverty rates were decreasing over the period, averaging a decline of 0.115 per-
centage points per year, while differentials in real family income percentiles were
increasing across the board. The 90-50 differential increased the most over the
period, averaging an annualized two-year growth rate of 1.48 percent—due to
much higher growth in the 90th percentile than the 50th percentile. Similarly, the
90-10 differential averaged 1.13 percent growth.

4. BUSINESS CLIMATE INDEXES AND CHANGES IN INEQUALITY
4.1. Methods

We estimate state-level regressions, over time, for: the percentage point
change in the poverty rate; the percentage changes in the differentials between the
50th and 10th percentiles of family income, the 90th and 50th percentiles of family
income, and the 90th and 10th percentiles of family income; as well as the percent-
age changes in the 10th, 50th, and 90th percentiles of family income. We estimate
relationships between the business climate indexes and changes in inequality mea-
sures, rather than levels, for two reasons. First, we want to capture the dynamic
effects of the policies captured in the indexes. And second, we are interested—tying
this paper to the prior research—in understanding the competing effects of the
policies captured in the business climate indexes on economic growth and growth
(or declines) in income inequality. If we estimated models using levels of income
inequality, we would not necessarily learn anything about these tradeoffs; a set of
policies might be related to economic growth because of contemporaneous effects
on growth, but related to the level of inequality because of long-term factors that
those policies helped to establish. In contrast, evidence that, for example, a par-
ticular set of policies is associated with higher growth but rising income inequality
can inform policymakers about the consequences and tradeoffs those policies pose.

Our specifications define the index at time 7, and the average annual change
from ¢ to z + 2. We use two-year changes to avoid undue influence of shorter-term
movements, but we also explore the sensitivity of the results to varying the length
of the interval over which growth is measured. The results were always qualita-
tively very similar, but in some cases, the two-year changes yielded statistically
stronger evidence.

All specifications include year fixed effects to capture the aggregate business
cycle or common policy influences, so that we identify the effects of policies
captured by state business climate rankings on how state growth or changes in
inequality differ from the aggregate. Although we do not—for reasons discussed
earlier—include fixed state effects—we do not want to ignore possible unmeasured
differences across geographic regions that could be related to both policy and the
evolution of income inequality. We therefore include dummy variables for the four
broad Census regions. We also note that because we estimate models for changes
in income inequality, it is less likely that unmeasured differences across states (or
regions) play an important role than if we estimated models for levels. Indeed the
results are not very sensitive to excluding the Census region fixed effects, although
they were a bit stronger with these controls included.
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We also include other control variables from the urban and regional economics
literature. First, we use weather variables from Mendelsohn et al. (1994), capturing
both temperature and precipitation. We use county-population-weighted state aver-
ages based on 2006 Census population estimates. We define “Mild” as the negative of
the absolute value of the difference between monthly average temperature and 20
degrees Celsius, summed over January, April, July, and October, and “Dry” as the
negative of the average monthly precipitation for those four months, in centimeters.
Second, we use “Proximity,” defined as the negative of the average distance from the
state’s county centroids, weighted by county population, to the nearest coast, Great
Lake, or major river (Rappaport and Sachs, 2003).” Third, we define population
density as the tract-weighted population density across the state (in natural loga-
rithms), based on 1990 Census data (Glaeser and Kahn, 2004). Kolko ez al. (2013) find
that some of these were associated with economic growth, so we also want to control
for their influence on inequality (perhaps via growth).

Finally, we construct a measure of the state-specific “shift-share” or “industry
composition effect” attributable to the baseline industry mix of the state and
national growth by industry. For example, a state with a large initial manufactur-
ing base might have lost more middle-income jobs owing to the downward
national trend in manufacturing employment. We start with the industry compo-
sition of employment in each state in 1992 (our base year), and calculate how
employment would have changed had employment in each industry in the state
grown at the average rate of growth of the industry’s employment in the other 49
states, using 3-digit NAICS industries. Letting EIS denote the industry composi-
tion effect, E denote employment, the subscripts i/ and j denote states, and the
subscript k denote industry, this variable is defined as:

E — - F.
zkEik,mz' zm e zm e +1 _Ei,1992
zj# E_/kA1992 |

Ei,1992

-100.

()  EIS, =

Turning to the regressions we estimate, let AY; denote the changes in income
inequality measures for state 7 in year ¢, BC; denote the index, X; denote the
controls, D, denote the year fixed effects, and C; denote the Census region dummy
variables. We estimate regression models of the form:

) AY,=a+BBC,+X,y+), 6D+ 1C +¢,

i

It is possible that policies are affected by economic outcomes. For example,
increases in inequality may lead states to tax high-income families more, or to try
to increase skills among the less advantaged. Such policy responses would imply a
higher business climate ranking on the productivity indexes, and a lower ranking
on the tax-and-cost indexes. Thus, this type of endogenous response would tend to

By multiplying these numbers by —1, higher values reflect milder weather, drier weather, and
closer proximity.
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bias the results toward one of two types of findings: a higher ranking on the
productivity indexes increases inequality; or a lower ranking on the tax-and-cost
indexes increases inequality. Given that our findings on the tax-and-cost indexes
do not conform to this story, we do not think that endogeneity of this sort is
driving these results, although it is possible that the results for the tax-and-cost
indexes would be stronger absent such endogeneity. It is possible, however, that
such a bias obscures a negative effect of the productivity indexes on inequality.

A more problematic policy response is if rising inequality begets policies that
generate further inequality—for example, by creating more financial and political
support for lowering taxes on the rich when the share of income earned by the rich
increases. Given that our main finding is that higher business climate rankings on
tax-and-cost indexes are associated with increases in inequality, we cannot as easily
dismiss this alternative scenario as an explanation for our results. We do not
believe there are compelling instrumental variables to solve this problem, though
others have tried to predict changes in specific policies using features of the
political system (e.g., Besley and Case, 1995). The problem is particularly difficult
because business climate indexes capture many policies. One could think about
using economic development policies in neighboring states, but the possibility of
inter-jurisdictional competition (e.g., Brueckner, 2003) makes the exogeneity of
neighboring states’ policies questionable. However, some sensitivity analyses
noted below do not provide evidence of endogeneity bias.

4.2. Prior Results on Business Climate Indexes and Economic Growth

Table 3 summarizes the key results from Kolko ez al. (2013) on the relation-
ships between business climate indexes and economic growth.'” The top panel
reports results for employment growth measured by the Quarterly Census of
Employment and Wages (QCEW). The estimated relationship between each of the
productivity indexes and employment growth is generally small and not statisti-
cally significant, with a central tendency of about zero, and one anomalous nega-
tive finding (for Development Report Card for the States—Business Vitality
(DRCS-BV)). In contrast, the estimated coefficients of all five tax-and cost
indexes—which reflect the estimated effect of a one-standard deviation increase in
the index—are positive and statistically significant. In square brackets, we report
the change in the growth rate of employment associated with a move in the
rankings from the 40th to the 10th state based on the average values of the index
for the included years. For example, for the State Business Tax Climate (SBTC)
index the estimate of 0.265 implies that moving a state from the 40th to the 10th
position would increase the rate of employment growth by 0.379 percentage
points—a substantial increase compared with the mean employment growth rate
of 1.63 percent. The bottom panel reports estimates for GSP growth. The findings
are similar to those for employment growth, though less strong statistically."

10This table is not exactly from Kolko et al. (2013) because we use annualized two-year growth and
include Census region dummy variables, following what we do in this paper. However, the qualitative
conclusions are very similar.

"Other factors are associated with cross-state growth differences, such as weather and baseline
industry composition.
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Thus, all of the indexes for which there is evidence of a positive relationship
between the index and employment growth are in the tax-and-cost cluster. Con-
versely, none of the indexes in the productivity cluster has a positive relationship
with employment growth. Thus, the principal finding that is our jumping off point
is that states with policies that lead to higher rankings on the tax-and-cost-focused
indexes—meaning lower taxes, lower regulatory costs, etc.—have faster employ-
ment growth. We now turn to the analysis of whether the productivity indexes
appear to deliver better equity outcomes despite being unrelated to economic
growth, or alternatively whether the same tax-and-cost indexes that are related to
faster economic growth have a systematic relationship with changes in income
inequality.

4.3. Inequality Regressions

Table 4 reports our key results. Each panel of the table going down the rows
reports results for different dependent variables, and each column reports esti-
mates for a different business climate index. For the productivity/quality-of-life
indexes in columns (1)—(5), there is some evidence that higher rankings on these
indexes are associated with declines in inequality. There is no such evidence for
poverty, where the estimated signs alternate and none is significant. However, the
State New Economy Index (SNEI) and Development Report Card for the States—
Performance (DRCS-P) index are associated with statistically significant declines
in the 50-10 income differential. To interpret the magnitudes, for example, as
reported in square brackets, the —1.046 estimate for the SNEI implies that moving
from the 40th to the 10th rank in the state index is associated with a rate of growth
in the 5010 differential that is lower by 2 percentage points per year, which is large
relative to the mean growth rate of 0.305.

However, the lower rate of growth in the 50-10 differential is not generally
attributable to the bottom doing better. For the SNEI it is, with a positive
(1.356) but not significant estimated effect on the growth of income at the 10th
percentile. But the DRCS-P index is significantly negatively associated with
growth at the 50th percentile, and the point estimate for the 10th percentile is
negative.” Looking at the other income differentials (90-50 and 90-10), there is
no evidence that the productivity/quality-of-life indexes are associated with less
growth of inequality (or declines in inequality). None of the estimated coeffi-
cients is significant, the signs vary, and many of the estimated coefficients are
quite small.

We next turn to the relationship between the tax-and-cost indexes—which are
associated with faster growth—and changes in inequality. The strongest evidence
in columns (6)—(10) of Table 4 emerges for the Economic Freedom Index (EFI),
which is significantly positively associated with growth in the 50-10 and 90-10
differentials. Moreover, as the bottom panel of the table shows, there is a positive
and significant relationship with the 90th percentile of family income. Focusing

2Note that the difference between the estimated coefficients for the 10th and 50th percentiles need
not equal the estimated coefficient for the 50-10 differential, given that these estimates are for regres-
sions with many other controls.
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not just on the significant results but also on the point estimates—in particular, the
large negative estimate for EFI and the 10th percentile—the EFI is associated with
higher growth at the top (90th) and lower growth at the bottom (10th). This
suggests that the 50-10 differential grows because the bottom end does worse, and
the 90-10 grows also because the top end does better. The point estimate for EFI
also indicates a positive (not significant) relationship with the 90-50 differential,
with a larger positive estimate for the 90th than the 50th percentile. So these results
are most consistent with the middle being relatively unaffected, while the tails
spread out, when the EFI is higher.

The implied magnitude is smaller for the 90-10 than for the 50-10
differential—in either relative or absolute terms. Moving from 40th to 10th posi-
tion on the EFI is associated with 1.95 percentage points faster growth in the
50-10 differential, relative to the mean growth rate of 0.305 percent. For the
90-10 differential, the effect is 1.58 percentage points, versus a mean of 1.13.
Nonetheless, the estimates suggest that this tax-and-cost index could (if the
entire effect were causal) potentially account for large increases in the 90-10
differential. We do not find significant evidence in this (or the opposite) direction
for any of the other tax-and-cost indexes, and the point estimates are generally
much smaller. Although the EFI was not significantly related to GSP growth
(Table 3), it was significantly related to employment growth, and the related
EFINA was significantly positively associated with both, with similar coefficient
estimates.

Table 5 presents additional evidence from these types of specifications. First,
the models from Table 4 are re-estimated using one- and three-year annualized
changes in the inequality measures instead of two-year changes. Then, Table 5
collects the coefficient estimates from Table 4 and these two additional specifica-
tions, showing—for each index and each inequality measure—the mean of the
three estimates, the range, and the number of significant positive or significant
negative estimates (the maximum of either is three, including the estimates from
Table 4). The italicized rows provide summary measures for the mean and the
counts of positive or negative and significant coefficient estimates.

For the productivity/quality-of-life indexes, aside from the two significant
coefficients relating the SNEI and DRCS-P index to reductions in the growth
of the 50-10 differential (column (2)), the evidence points in the other direction.
In particular, there is one estimate for which the DRCS-P index is positively
associated with growth in poverty, and one for which the SNEI is positively
associated with growth in the 90-10 differential (as well as the 90th percentile
of family income). Thus, there is no clear indication that a higher ranking on
the productivity/quality-of-life indexes is associated with slower growth of
inequality.

For the tax-and-cost indexes, in contrast, the evidence points more strongly in
one direction. One estimate for the Small Business Survival Index (SBSI), and two
for the EFI, point to increases in the 50-10 differential, and two estimates for the
EFI point to increases in the 90-10 differential. Moreover, these tend to come from
increases in either the 50th or the 90th income percentiles. The message, then, is
that the same indexes that are associated with faster economic growth are also
associated with rising inequality.
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We carried out a number of sensitivity analyses of these results—including assess-
ment of omitted variables and endogeneity bias, as well as reconstructing productivity/
quality of life indexes stripping out variables better interpreted as outcomes. The
analyses, which are described and reported in online Appendix D, generally indicate
robust and sometimes stronger evidence for our key conclusions.

4.4. EFI Sub-Indexes and Changes in Inequality

We can try to get a bit more specific about the policies associated with changes
in inequality by looking at sub-indexes of the indexes. We focus on the tax-and-
cost indexes for which we find quite consistent evidence of an association with
changes in inequality. Fortuitously, the strongest evidence was for the EFI, for
which there are five sub-indexes: fiscal policy; regulation; welfare spending; size of
government; and the judiciary. A priori, we might expect the welfare-spending
sub-index, which includes many redistributive measures, to be most strongly
associated with changes in inequality.

We estimated the same regressions as before, but substituting the sub-
indexes of the EFI for the parent index; descriptive information and the regres-
sion results are reported in online Appendix C. We indeed find that a higher
ranking on the welfare-spending sub-index—which, recall, generally means less
redistribution—is associated with rising inequality measured by the 90-50 and
50-10 differentials. We also find some significant evidence for the government
size sub-index, although the signs are inconsistent—reducing poverty but
increasing the 50-10 differential. Thus, our takeaway from this analysis is that
less generous welfare is likely what is driving the relationship between a higher
ranking on the EFI tax-and-cost index and faster growth of inequality, which
seems a quite reasonable interpretation.'®

4.5. Summary of Key Evidence

Figure 1 provides a convenient summary of our main conclusion that states
that rank higher on tax-and-cost business climate indexes experience faster eco-
nomic growth but also rising inequality. The figure displays evidence for the EFI,
for which we found the strongest and most consistent evidence. In each of the three
figures we plot a regression line relating GSP growth to the change in inequality
(for the 50-10, 90-50, and 90-10 differentials). The horizontal axis is measured as
the negative of the increase in inequality, so that a negative slope implies that
where GSP growth was higher, inequality increased more."* The slope is negative
for each inequality measure.

If there is reverse causality in this case, it should be in the opposite direction, with rising
inequality (at least if it is due to income declines at the bottom) leading to more welfare spending,
holding policy parameters fixed. One possible exception, however, is if policy responds to the greater
expenditures by reducing program generosity to cut spending. But to some extent we are less concerned
about reverse causality because we use across-state rather than within-state variation to identify the
effects of the policies captured by the business climate indexes; endogeneity bias is likely reduced by
avoiding reliance on short-term changes in state economic conditions that could affect some of the
policy variables.

“We word it this way because inequality rose in most states for all measures.
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GSP Growth vs. Change in the 50-10 Gap
Labeled by Avg EFI Ranking
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Figure 1. Relationships between Economic Growth, Change in Inequality, and Rankings on EFI
Business Climate Index

Notes: GSP growth is computed over the 1992-2008 period. Index averages are computed over
all available years in this period. Note that the horizontal axis is the negative of the increase in

inequality. The plotting symbols are rankings in the indexes, with 1 being the highest ranked (“lowest
taxes”).
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We then plot, for each state, its value for these two outcomes, as well as its
ranking on the EFI, averaged over the years for which the index is available. In the
corner of each quadrant—defined in terms of medians—we list the mean rank and
the number of observations for the observations in that quadrant. We see two
things. First, in all cases but especially for the 50-10 differential, more observa-
tions are in the upper-left and lower-right quadrants, indicating that we are more
likely to see high growth and more rapidly rising inequality or lower growth and
more moderately rising inequality than a mix of either high growth and more
moderate growth in inequality, or vice versa. Second, and more relevant to the
business climate indexes, the mean ranking of states in the upper-left quadrant is
always the highest and the mean ranking of states in the lower-right quadrant is
either the lowest (for the 90-10 differential) or nearly the lowest. This reflects our
main finding: states that rank high on this tax-and-cost index have higher growth
but larger increases in inequality, while states that rank low have lower growth but
more moderate increases in inequality.

5. CONCLUSIONS AND DISCUSSION

Past research showed that business climate indexes that emphasize taxes and
costs predict economic growth, with lower taxes and costs as measured by the
indexes associated with faster growth. In contrast, indexes that focus on policies
related to productivity and quality of life do not predict growth in employment,
wages, or GSP. If we only cared about economic growth, and we could interpret
these relationships as causal, the implication would be clear. States should
mimic the policies that generate high ratings on tax-and-cost business climate
indexes, thus achieving higher growth; they can ignore the policies emphasized by
the productivity/quality-of-life indexes.

However, policymakers (and voters) also care about the distribution of
economic resources. This raises the question of how the policies captured by
the business climate indexes are associated with changes in inequality. We find
little consistent evidence that the policies captured by the productivity/quality-
of-life indexes are associated with more moderate growth in inequality. This
might be viewed as discouraging for those who value the policies emphasized in
these indexes, which include health, human capital, and related measures. On the
other hand, the productivity/quality-of-life business climate indexes include so
many policies that might have rather disparate effects that it is hard to draw firm
conclusions. Moreover, our results do not imply that none of the policies cap-
tured in these indexes moderate the growth in inequality, but rather that the
agglomeration (and weighting) of the policies captured in these indexes are not
associated with declining inequality. Nonetheless, this kind of evidence can
inform policy debate about business climate indexes. Touting a state’s high
ranking on the productivity/quality-of-life indexes to argue that such a state
might, for example, be spared from some of the rising inequality the United
States has experienced is not warranted, but instead requires more explicit
evidence on specific policies.

We do find, however, more direct and, in our view, more easily interpretable
evidence of a policy tradeoff between promoting growth and promoting
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equity. Specifically, the same tax-and-cost-related policies that are emphasized in
the tax-and-cost indexes are associated with faster economic growth and larger
increases in inequality. Moreover, our sense is that the policies captured in the
tax-and-cost indexes are somewhat less disparate and hence the indexes are
more easily interpretable. The results suggest, then, as economic models would
predict, that policymakers—and society at large—have to make some tradeoffs
when choosing policies affecting taxes and the costs of doing business; the
policies that enhance growth are also associated with more rapidly increasing
inequality (in our sample period, when inequality is generally increasing). More-
over, there is some evidence that the tax-and-cost-related policies that spur
greater inequality and faster growth are less generous welfare and transfer
programs.

To reiterate the qualifications stated at the outset, the research in this paper
does not represent rigorous causal analysis of particular policies. Rather, it mainly
reflects cross-sectional associations between changes in inequality (and economic
growth) and the broad characterizations of policy captured by existing business
climate indexes. Consequently, the implications may be more important for policy
debate than for economic analysis. Specifically, the evidence implies that when
tax-and-cost-related business climate indexes are touted as demonstrating a strong
business climate in a state—as they often are—policymakers and voters should be
aware that there is another side to the coin: although these business climate indexes
are associated with higher economic growth, they are also associated with rising
inequality. This perspective should influence the way policymakers and the public
think about the tax-and-cost-related business climate indexes that feature most
prominently in policy debate.
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SUPPORTING INFORMATION

Additional Supporting Information may be found in the online version of this article at the
publisher’s web-site:

Appendix A: Information on Components of Business Climate Indexes

Table Al: Distribution of Weights of Components of Business Climate Indexes (%)

Table A2: Correlations of Average Indexes across States, 1992-2009

Appendix B: Descriptive Statistics for Outcome Measures

Table B1: Descriptive Statistics for Inequality Measures

Appendix C: Analysis of EFI Sub-Indexes

Table C1: Economic Freedom Index (EFI) Sub-Indexes

Table C2: Regressions for Changes in Poverty, Income Percentile Differentials, and Income
Percentiles, on Sub-Indexes of Economic Freedom Index

Appendix D: Sensitivity Analysis

Table DI1: Sensitivity Analyses of Regressions for Changes in Poverty, Income Percentile
Differentials, and Income Percentiles
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