A Job Creation Tax Credit: Q and A with Timothy J. Bartik

Since my report with John Bishop on a “job creation tax credit” was released on October 20,
various questions have arisen about this proposal. | plan to address these questions at this
section of the Upjohn Institute website. This posting will be updated as new questions are
raised. Feel free to e-mail questions to Tim Bartik at bartik@upjohn.org. If the questions seem of
general interest, | may include them in future revisions to this posting.

Questions

1.

wnN

Won't a “Job Creation Tax Credit” be of less benefit to more economically troubled
states and local areas? In state or local areas with high unemployment or slow growth,
won't it be the case that almost no employers will be able to use a tax credit that rewards
job growth?

Will a Job Creation Tax Credit provide significant benefits to small business?

Is there any evidence from surveys of employers that a Job Creation Tax Credit would
work in today’s economic climate?

Answers

1.

The brief answer to this question is: “No, the Job Creation Tax Credit (JCTC) will be of
considerable benefit even in high unemployment areas”. The brief reason for this answer
is that even in high unemployment areas, there are many employers who might be in a
position to use this tax credit. More

The brief answer is “Yes, it will, if the Job Creation Tax Credit is properly promoted”. The
brief reason for significant small business benefits is that there are more gross job gains
in the small business sector, and small business is likely to be more sensitive to the cash
flow benefits of a Job Creation Tax Credit. More

The brief answer is Yes. Evidence from a recent survey of employers suggests that a
Job Creation Tax Credit would have effects and costs of similar magnitude to those
predicted in the EPI report by Bartik and Bishop. This survey was conducted using a
local convenience sample. A larger national sample would provide more complete
evidence. More


http://www.epi.org/publications/entry/policies_to_create_jobs/

Continued response to Question 1

This question is based on the premise that when a state or local economy is economically
distressed, all the employers in that state or local economy are reducing employment and will
continue to do so in the future. If this premise were true, then the Job Creation Tax Credit would
not be of much help in economically distressed states or local areas. If all employers are
contracting, a credit for additions to jobs is not of much relevance.

However, there is great diversity in any labor market in the economic fortunes of employers.
Even in a high unemployment labor market, there are many employers whose employment is
unchanged or increasing, Furthermore, if employment has recently contracted in an area, there
are more opportunities for employment expansion using the existing capital stock.

Consider my home state, Michigan. In the latest state unemployment rate statistics from the
U.S. Bureau of Labor Statistics, for September of 2009, Michigan had the highest state
unemployment rate, at 15.3 percent.

Even though Michigan’s economy is quite troubled, there are a considerable number of
employers that are opening or expanding. For example, the latest data from the Business
Employment Dynamics database of the U.S. Bureau of Labor Statistics, from the fourth quarter
of 2008, indicates that 24.4 percent of all private sector establishments in Michigan opened up
or expanded during that quarter. The comparable figure for the U.S. was that 25.1 percent of all
private establishments opened up or expanded during that quarter.

These openings and expansions during the fourth quarter of 2008 were 5.9 percent of
Michigan’s private sector employment. The comparable figure for the U.S. was 6.0 percent.

The numbers for Michigan can be plugged into the model developed by Bishop and me to
simulate the effects of the Job Creation Tax Credit. The tax credit will be slightly less effective in
Michigan because slightly fewer employers will find the tax credit relevant. However, the
difference in effectiveness is small. In Michigan, | estimate an effect in 2010 of boosting
employment by 2.22 percent, versus 2.28 percent in the U.S. The 2011 effect is 1.76 percent in
Michigan, versus 1.81 percent in the U.S. The cost per job created is also higher in Michigan,
but only very slightly. The gross cost per job created in 2010 increases from $28,116 in the U.S.
to $28,415 in Michigan. The 2011 gross cost increases from $29,761 in the U.S. to $30,112 in
Michigan.lg





Notes

This calculation adjusts the spreadsheet in two ways. First, | multiply the default percentage annual job
growth is of total jobs by the ratio of the 5.9 percent in Michigan in 20081V to the 6.0 percent figure for the
U.S. Second, | multiply the default percentage of employers affected by the tax credit in 2010 and 2011 by
the ratio of a 67.8 percent figure for Michigan to a 69.9 percent figure for the U.S. These percentages for
Michigan and the U.S. represent the percentage of establishments that either expanded, opened up, or
stayed the same in employment during the fourth quarter of 2008, in Michigan and the U.S. respectively.
The percentage employment effects are calculated as the effects on full-time equivalent employment divided
by total full-time equivalent non-federal employment.

The BLS uses “dynamic sizing” to assign job growth to different size firms. For example, if a firm expands
from 2 employees to 9 employees, 2 of these additional employees are assigned to firms in the size class
from 1 to 4 employees, and 5 employees are assigned to firms in the size class from 5 to 9 employees.

This evidence comes from the MEED wage subsidy program in Minnesota. Among firms assisted by the
program, surveys suggest that a higher percentage of the subsidized jobs were actually induced by the
subsidy in smaller firms. Based on the MEED data, the percentage of firms that would not have expanded
without the MEED subsidy, or would have delayed expansion, was 68 percent for firms of less than 5
employees, 60 percent for firms with 6 to 10 employees, 58 percent for firms with 11 to 20 employees, and
40 percent for firms with more than 20 employees. (See Rode, Peter [1988], MEED Means More Business,
Minneapolis: Jobs Now Coalition.)

Based on the MEED data, 64 percent of firms that indicated that they would not have expanded without the
MEED subsidy said that this was because of cash-flow issues
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Continued response to Question 2

Because the Job Creation Tax Credit provides credits for additions to jobs, the benefits will be
distributed approximately proportionately to the magnitude of gross job creation across each
size class of business. This gross job creation is mostly jobs that would have been created even
without the credit. However, the gross job creation will also include jobs induced by the credit.
Absent evidence to the contrary, it is reasonable to assume that induced jobs will be roughly
proportional to gross job creation in different sectors of the economy. This assumption is
reasonable because the credit is more relevant to employers that are expanding than to
employers that are contracting.

Based on BLS statistics, gross job creation is quite high in the small business sector. In the
fourth quarter of 2008, 40 percent of gross job gains occurred in firms with less than 20
employees, and 63 percent in firms with less than 100 employees.? This compares with 19
percent of employment in firms with less than 20 employees, and 37 percent of employment in
firms with less than 100 employees. Assuming that induced jobs are proportional to normal
gross job gains in firms of different sizes, the benefits of the Job Creation Tax Credit will go 40
percent to firms with less than 20 employees and 63 percent in firms with less than 100
employees.

This calculation assumes that small firms that are considering expanding will be as sensitive to
the Job Creation Tax Credit as large firms. Some empirical evidence suggests that for some
wage subsidies, small firms will be more responsive if they are aware of the subsidy and if they
quickly receive subsidy payments.® Why might small firms be more responsive? Survey
evidence suggests that wage subsidies may induce jobs in part because wage subsidies help
improve cash flow.* This cash flow benefit is likely to be more important for smaller firms.

This assumes that small firms are as aware of the wage subsidy program as larger firms. This
did NOT take place with the New Jobs Tax Credit of 1977-78. Survey evidence suggests that
awareness of the program and take-up rates for the program was significantly lower among
smaller firms (Departments of Labor and Treasury [May 1986], The Use of Tax Subsidies for
Employment).

However, small business awareness of the program is something that can be altered by policy.
Public promotion of the program by the President and high administration officials, and
aggressive outreach using small business organizations and Chambers of Commerce, could
significantly increase small business awareness of the Job Creation Tax Credit.

In addition, a greater response assumes that the wage subsidy has significant effects on tax
flow. The proposed design of the Job Creation Tax Credit tries to address cash flow by
providing the credit to employers on a quarterly basis, in conjunction with regular quarterly
filings by employers of Social Security and Medicare tax withholdings. Employers do not have to
wait until the end of the year to receive benefits from the Job Creation Tax Credit.

What if there was some policy interest in increasing the small business benefits and effects of a
Job Creation Tax Credit? As mentioned, this goal could be accomplished in part by better
promotion of the tax credit in the small business community.

In addition, one way of increasing small business benefits and effects would be to condition the
credit on employment expansions beyond a certain percentage increase over the base period.





Notes

This calculation adjusts the spreadsheet in two ways. First, | multiply the default percentage annual job
growth is of total jobs by the ratio of the 5.9 percent in Michigan in 20081V to the 6.0 percent figure for the
U.S. Second, | multiply the default percentage of employers affected by the tax credit in 2010 and 2011 by
the ratio of a 67.8 percent figure for Michigan to a 69.9 percent figure for the U.S. These percentages for
Michigan and the U.S. represent the percentage of establishments that either expanded, opened up, or
stayed the same in employment during the fourth quarter of 2008, in Michigan and the U.S. respectively.
The percentage employment effects are calculated as the effects on full-time equivalent employment divided
by total full-time equivalent non-federal employment.

The BLS uses “dynamic sizing” to assign job growth to different size firms. For example, if a firm expands
from 2 employees to 9 employees, 2 of these additional employees are assigned to firms in the size class
from 1 to 4 employees, and 5 employees are assigned to firms in the size class from 5 to 9 employees.

This evidence comes from the MEED wage subsidy program in Minnesota. Among firms assisted by the
program, surveys suggest that a higher percentage of the subsidized jobs were actually induced by the
subsidy in smaller firms. Based on the MEED data, the percentage of firms that would not have expanded
without the MEED subsidy, or would have delayed expansion, was 68 percent for firms of less than 5
employees, 60 percent for firms with 6 to 10 employees, 58 percent for firms with 11 to 20 employees, and
40 percent for firms with more than 20 employees. (See Rode, Peter [1988], MEED Means More Business,
Minneapolis: Jobs Now Coalition.)

Based on the MEED data, 64 percent of firms that indicated that they would not have expanded without the
MEED subsidy said that this was because of cash-flow issues
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The policy proposal outlined in our report was to reward all employment increases by an
employer beyond 100 percent of the employer’s base period employment (2008 quarter IV to
2009 quarter 1l1). If this percentage was increased to 104 percent or 108 percent, this would
tend to reduce the costs of the program and target its benefits more towards smaller firms and
start-ups.

For example, if the percentage was increased to 108 percent, the credit would go to all start-
ups, and to a small employer that started with 10 employees and expanded to 15 employees.
However, an employer that started with 10,000 employees would have to add over 800
employees to receive the tax credit.

The modification would also tend to reduce the effects as well as costs of a Job Creation Tax
Credit. The percentage wage subsidy could be increased from the 15 percent (2010) and 10
percent (2011) levels proposed in our original report if it was desired to increase the effects of
the credit to counteract the effects of raising the percentage increase over the base period
needed to trigger the credit.
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Continued response to Question 3

This survey evidence also suggests that these effects occur due to the behavior of a minority of
employers. As might be expected, most employers do not believe that they would respond to
the tax credit. The survey evidence suggests that more employers may be opposed rather than
favorable to a Job Creation Tax Credit. More general measures to boost demand for goods and
services, make credit more available, or cut overall business taxes might be more popular
among businesses. However, the greater popularity of other policies among businesses does
not mean that a Job Creation Tax Credit will be ineffective or excessively costly. A JCTC does
not need to be relevant to most employers to achieve its policy goals.

With the gracious cooperation of the Kalamazoo Regional Chamber of Commerce, the Upjohn
Institute ran an e-mail survey of Kalamazoo Chamber members from November 4, 2009 to
November 13, 2009. The questions asked each employer to state their current employment, and
the employment they expected in each of the years 2010, 2011, and 2012. The survey then
described the proposed Job Creation Tax Credit (15 percent tax credit for additions to payroll in
2010, 10 percent in 2011), and asked how many employees (if any) this would induce the
employer to ADD to their planned employment levels in each of the years 2010 and 2011.
Finally, employers were asked for any comments they might have on this proposal.

Although every local area is unique, Kalamazoo may not be a bad microcosm of the national
economy. Kalamazoo is out-performing Michigan as a whole and showing some sign of
recovery. For example, in October of 2009, MSNBC classified the Kalamazoo metro area as
one of 79 metro areas (out of 384) that is in economic recovery.

The survey received a 14.2 percent response (113 responses) among the 794 valid email
addresses surveyed. This survey response is a decent response considering the short time
frame allowed for receiving responses, the fact that there are multiple Chamber members for
some employers (the survey asked that a response only be made by the person at the employer
who could best answer questions about future employment plans), and given that not all
Chamber members are employers.

Based on the 113 survey responses, a Job Creation Tax Credit would increase employment
among the surveyed employers by 1.30 percent in 2010, and by 1.77 percent in 2011. This
sums the reported additions to employment due to the JCTC among all employers, and divides
this sum by the sum of employment levels in 2009 among all 113 employers.

For comparison, the Bartik—Bishop briefing report predicted an employment effect of 2.28
percent in 2010 and 1.81 percent in 2011. Thus, the survey responses are somewhat lower than
the Bartik—Bishop predictions in 2010, but very close in 2011. If we apply the survey response to
the national level, the Job Creation Tax Credit would be predicted to create 1.6 million jobs in
2010, rather than the 2.8 million predicted in the Bartik—Bishop report.

The survey responses also allow a calculation of the ratio of jobs subsidized by the tax credit to
jobs actually induced by the credit. This ratio is a key determinant of the cost per job induced by
the credit. Intuitively, if the credit is $z per job, and the ratio of subsidized jobs to induced jobs is
r, the gross credit costs per induced job will be r times $z, before various adjustments for
increased profit tax revenues and changes in other taxes and spending.





Based on the survey responses on planned employment levels in 2010 and 2011, compared to
2009, and the responses on additions in jobs due to the credit, the ratio of subsidized jobs to
induced jobs is 3.29 in 2010 and 4.61 in 2011. These ratios are below those predicted in the
Bartik—Bishop briefing report of 5.64 in 2010 and 9.17 in 2011. If this Kalamazoo convenience
sample predicts the national response to a Job Creation Tax Credit, the cost per induced job will
be somewhat below those predicted by Bartik and Bishop.

Given the small size of the sample, it seems prudent to consider the effects of excluding various
outliers. One employer in the sample is more than 10 times bigger than all other employers, and
comprises over 60 percent of total employment in the sample in 2009. (All other employers have
less than 500 employees, with a median 2009 employment level of 9.) This single large
employer does not expect the Job Creation Tax Credit to affect its employment. If we exclude
this single large employer from the sample, the percentage employment effects jump to 3.38
percent in 2010 and 4.57 percent in 2011.

On the other hand, 53 percent of the total reported effect of the JCTC in 2010 and 56 percent of
its reported effect in 2011 are due to the survey results from 2 of the 113 employers. If we
exclude the single big employer, and exclude these 2 employers with unusually large
responses, the percentage employment effects of a Job Creation Tax Credit are 1.73 percent in
2010 and 2.16 percent in 2011.

As might be expected, the effects of a Job Creation Tax Credit are due to a minority of
employers. The reported employment responses in 2010 are due to 23 percent of the surveyed
employers. The other 77 percent report that the Job Creation Tax Credit will not affect their
employment levels in 2010. The reported employment responses in 2011 are due to 29 percent
of the surveyed employers.

We would expect a Job Creation Tax Credit to only be relevant to a minority of employers. The
credit only is likely to increase employment levels if the employer expects to have a potential for
increased sales or revenue, and if the credit is perceived as large enough to tip the balance for
an employment expansion.

The survey results are consistent with the notion that a Job Creation Tax Credit would have
greater effects among smaller businesses and among businesses with expansion plans. Among
employers whose 2009 employment level was less than 10 employees, the survey results
suggest that the credit will increase 2010 employment levels by 9.71 percent, and 2011
employment by 12.66 percent. Among employers with a 2009 employment level of 10 or more
employees (but excluding the single employer with more than 500 employees), the survey
results suggest a tax credit effect on employment of 2.66 percent in 2010 and 3.65 percent in
2011.

Among the 9 employers that anticipate that without the credit employment will contract between
2009 and 2012, the credit’s effects on employment are 0.59 percent in 2010 and 0.81 percent in
2011. Among the 32 employers that anticipate that without the credit, their employment will be
unchanged between 2009 and 2012, the credit’s effects in the survey are 1.49 percent in 2010
and 1.24 percent in 2011. Among the 71 employers that anticipate that, without the credit, their
employment will expand between 2009 and 2012, the credit’s effects in the survey are 5.23
percent in 2010 and 7.29 percent in 2011. (These calculations all exclude the single largest
employer in the sample, which anticipates employment expansions without the credit, but does
not think that the credit will have any effect.)





These survey results suggest that a Job Creation Tax Credit may have greater effects if it can
somehow be targeted towards small businesses or rapidly growing businesses. Targeting the
credit towards small business may be relatively straightforward. The credit may be targeted
towards more rapidly growing businesses by targeting what industries are covered.

The survey responses are also consistent with the notion that economic context matters. The
employment response is somewhat greater in 2011 than in 2010, even though the tax credit is
lower in 2011 (10 percent) than it is in 2010 (15 percent). This may be because many employers
anticipate that demand for their goods and services will be stronger in 2011 than in 2010, which
leads them to be more responsive to the incentive provided by the tax credit. If a Job Creation
Tax Credit is adopted, its effects may depend in part upon the strength of the overall economy.
Therefore, a Job Creation Tax Credit may be more effective if complemented by other policies
that will encourage growth in demand for goods and services.

Because a Job Creation Tax Credit is only relevant to a minority of employers, we might expect
that such a policy would not be particularly popular among businesses. This is consistent with
the open-ended responses to this survey. 48 of the 113 employers surveyed provided some
response. Of those 48 responses, 13 were at least somewhat positive about the proposal, 7
were neutral, and 28 were negative in tone.

Some representative negative comments include the following:

“This will only put more money in a business owner’s pocket. | don't think this will
create jobs. It is too short sighted.”

“Just reduce overall tax climate.”

“A tax credit is only helpful when a company needs to pay taxes. When we are
losing money, it's of no benefit.” (This comment reflects some misunderstanding
of the proposal, as the JCTC is payable even if the employer has no profits.)
“Businesses spend money on people and equipment because they are ‘needed’
to improve profitability. Why would any business go out and spend $100,000 plus

over 2 years just to receive a $12,500 refundable credit if it is not ‘needed’?”

“A tax credit is not going to stimulate my business. The bottom line is more
customers equals more employees.”

“Just cut taxes for every business. An across the board tax cut will grow the
economy. This is a no brainer!”

“Government just needs to get out of the way and let the private sector create
jobs.”

“Watch the check book Sammy.”

Some representative positive comments include the following:

“Sounds like good idea. Small business needs help.”





“Yes: Make it happen! Michigan is a very tax-unfriendly state to do business in.
How about something positive for a change to offset some of that negative
reality?”

“I think it would be a good idea to stimulate business growth plans. | know | put O
for questions 5 and 6. But who knows we may add more employees than
planned with this credit.”

“Any tax credits or tax reductions would make it easier to conduct profitable
business and keep staff employed or growing.”

“A tax credit that gives me an incentive to hire labor is a more sound approach to
stimulating the economy. Teaching the masses to fish (employment) has proven
to be much more successful than just feeding a fish to the masses (Stimulus
check) approach.”

These survey responses suggest considerable hostility towards the idea of a Job Creation Tax
Credit. Obviously many businesses do not think that this tax credit is relevant to their decision-
making. Any reporter surveying various businesses is likely to find a considerable number of
business owners and managers who do not think this credit will work and who are opposed to
the proposal.

On the other hand, some businesses think the proposal would make some difference to their
employment plans. When this minority of positive responses is added up, it seems sufficient to
allow the proposal to have job creation effects similar to what were estimated in the Bartik—
Bishop briefing report.
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