Can Texas preserve
a business climate
that has kept it

abead of other states?

Keys to Economic Growth:
What Drives Texas?

By Jason L. Saving

Texas continued to grow after the nation
sank into recession in December 2007. Stay-
ing up so long in down times adds to the
state’s reputation for superior economic
performance. For the past 40 years, employ-
ment has consistently grown faster in Texas
than the U.S.—by 1 percentage point a year
on average (Chart 1).

In looking at the drivers of economic
growth, recent research has put increasing
emphasis on human capital and institu-
tions, such as taxes and public spending.
These factors partly explain why some U.S.
states and regions have managed to main-
tain business climates conducive to faster
growth.

Various studies have tied Texas” edge
over the rest of the nation to such advan-
tages as low tax burdens and flexible labor
markets. The challenge will be to preserve
these features while positioning the state
to compete in a more knowledge-intensive
economy.
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Texas faces issues in public finance,
education, changing demographics and in-
frastructure. How the state addresses them
will help determine whether it can maintain
its edge.

Factors Behind Growth

We can’t dissect regional performance
without first understanding some general
principles of economic growth. Traditional
theory suggests the most important factor is
physical capital—tangible investments such
as buildings and machinery.

Economies can permanently improve
their long-run growth paths by investing
resources in physical capital rather than
consuming them. Saving more today in the
name of greater growth tomorrow enables
future generations to enjoy higher living
standards.’

In this light, the industrialized West’s
economic success relative to the rest of the
world is a simple story revolving around
choices about investment and consumption.
Yet this view can’t account for lagging eco-
nomic development in many countries—
including China, which experienced anemic
growth rates until recent times despite ex-
tremely high savings.

While investment in physical capital is
important, economists eventually realized
that it couldn’t be the whole story. Two
primary ideas arose to explain where tradi-
tional theory fell short.

One holds that the missing link is hu-
man capital. It came out of pioneering work
by Paul Romer, which has been extended
by Ed Glaeser.” These economists show
that differences in education and skill levels
across countries are strongly related to eco-
nomic growth, with highly educated coun-
tries faring well even when their physical
capital is low, and vice versa.

The human capital theory, too, has
flaws. If skills and education were the miss-
ing link, how could countries like Argentina,
with high levels of physical and human
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capital, suffer through decades of sluggish
growth, falling from the world’s seventh
most prosperous country in 1914 to the 60th
today (Chart 2)?

That brings us to the second idea—in-
stitutions. Pioneered by economic historian
Douglass North and pushed most forcefully
in recent times by development economist
Daron Acemoglu, this theory holds that
rules, laws, customs and regulations—what
North called the “humanly devised con-
straints that shape human interaction,” i.e.,
government—have profound effects on eco-
nomic growth.?

If Argentina’s growth didn’t measure
up to its physical and human capital en-
dowments, it’s in large measure because
rules and laws shackled economic activity
and slowed growth. And if China’s econo-
my expanded rapidly following Deng
Xiaoping’s endorsement of private enter-
prise and regulation, it's because customs
changed in a way that unlocked the pro-
ductive potential of the Chinese people.

Economists differ on which theory is
correct. What's clear to a growing number
of researchers, however, is that both human
capital and institutions play important roles
in creating the growth gaps we see today.
Education and training certainly boost po-
tential productivity, but the potential can
be most effectively unleashed in economies
with institutions that encourage rewarding
higher productivity with higher compensa-

tion. In other words, the institutions should
be market friendly.

Business Climate
Looking beyond physical capital to
human capital and institutions provides
a more robust grasp of what matters for
economic growth. But what do the theo-
ries look like in practice? What aspects of
human capital have been shown to boost
economic growth? And what specific insti-
tutional setups have had the greatest payoff?
Education im-
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When we look at the U.S., we
do see a strong correlation
between favorable business
climates and above-average
economic growth, with Texas
generally scoring high

on both counts.

degree, such as law or medicine, an added
$20,000.*

These facts suggest a justification for
spending on education. However, more
money for schools doesn’t directly translate
into an improved educational product and
may not achieve a more skilled and edu-
cated citizenry.’

A 2005 Organization for Economic Co-
operation and Development report, for ex-
ample, finds that the U.S. spends more per
pupil than any country except Switzerland.
Yet the U.S. doesn’t score particularly well
on cross-country standardized tests.® Within
the U.S., there’s virtually no relationship be-
tween per capita state educational spending
and workers’ knowledge, let alone between
those outlays and economic growth.

Part of the reason is that high-spending
states devote a greater portion of their edu-
cational budgets to noneducators than low-
spending states do, often asking schools
to take on social-service roles. Clusters of
households with low incomes or weak
parental involvement require more public
education dollars to achieve a desired level
of student performance.

The key insight from this research is
that productive schooling successfully be-
stows human capital, even when poorly
funded, while unproductive schooling
doesn’t, even when amply funded.’

Why has the U.S. grown more quickly
than other developed nations over the past
few decades despite a middle-of-the-pack
K-12 education system?

Two factors are especially relevant.
First, the U.S. has an advanced university
system characterized by strong competi-
tion and invested students, making it much
more effective than the noncompetitive
K-12 system. Second, the nation’s market-
friendly public policies enable residents to
leverage their educational investments in
ways few other countries can match.®

Researchers also find nuances in insti-
tutional arrangements. Marginal tax rates,
for example, affect incentives to work.’
Several recent studies conclude that a
high tax rate, not a more sophisticated ap-
preciation of art and culture or an innate
preference for leisure, is the primary reason
Europeans work fewer hours than Ameri-
cans.'” Less work means slower growth,
supporting the idea that low marginal tax
rates stimulate growth.

The conflict between high taxes and
growth doesn’t necessarily imply that gov-
ernment spending retards growth. About

20 years ago, a seminal paper found that
government typically uses capital more pro-
ductively than the private sector, suggest-
ing that resource transfers from businesses
and individuals to the public sector boost
economic growth.' If true, this conclusion
would justify large increases in the size of
government, so this paper stimulated a vast
amount of public finance research.

Economists, by and large, concluded
that government could use capital effec-
tively under some circumstances but would
generally be expected to use it less produc-
tively than the private sector."

Where Does Texas Rank?

The theories and practical applications
suggest a potential for business climate dif-
ferences to affect growth rates—both be-
tween nations and within a single country.
And when we look at the U.S., we do see a
strong correlation between favorable busi-
ness climates and above-average economic
growth, with Texas generally scoring high
on both counts.

State business climates differ dramati-
cally in terms of taxes, according to groups
such as the nonpartisan Tax Foundation.
The organization’s most recent evaluation
of state business-tax climates places Texas
seventh, with top 10 rankings for individual
income and unemployment-insurance
taxes."

Texas has no individual income tax.
At first blush, it may seem odd to put indi-
vidual income taxes in a business ranking,
but it’s important to remember that sole
proprietorships make up three-quarters of
American enterprises. Their income almost
always appears on individual rather than
corporate returns.

Researchers have found that levies on
individuals’ incomes are among the worst in
terms of distorting economic activity. They
discourage production and savings as well
as work. That’s why onerous state income
tax systems are among the biggest determi-
nants of state economic growth.

Texas doesn’t fare as well on sales
and property tax burdens. It sinks to the
middle of the pack, with fairly high rates
offset by tax bases somewhat smaller than
most other states. The sales tax rate of 8.25
percent for most of urban Texas is among
the nation’s highest, though still less than
several large-city rates, including Chicago’s
10.25 percent.

Texas’ revised franchise tax has a top
rate of 1 percent of gross receipts, the
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country’s highest. Deductions and exemp-
tions ensure that most Texas businesses
won't actually pay 1 percent, but the Tax
Foundation’s study takes these factors into
account in finding Texas’ business tax sig-
nificantly more burdensome than the norm.
State tax revenue must come from
somewhere, so it’s inevitable that no state
will fare well on every measure. For a
broader look at business climates, we turn
to the Fraser Institute’s “Economic Freedom
in North America” report and its state rank-

ings (Chart 4). This publication shows that
with the exception of tiny Delaware, Texas
enjoys the nation’s best business climate.

And the report cites Texas as one of
seven states that combine exceptional eco-
nomic-freedom scores with growth rates at
least 1 percentage point above the national
average over the past quarter century. The
others are Colorado, Georgia, Delaware,
New Hampshire, North Carolina and Ten-
nessee.

Areas in which Fraser finds Texas par-

ticularly competitive include aggregate tax
regime, overall tax burden and labor market
flexibility. The latter involves the ease with
which businesses can adjust their employ-
ment and individuals can move freely be-
tween jobs.

Only in government employment per
capita does Texas rank in the middle, sug-
gesting to Fraser that government may
impose a larger burden on the economic
activity of ordinary Texans than the overall
tax environment suggests (Chart 5).

Another picture comes from the Bea-
con Hill Institute, which uses a broad and
eclectic set of variables to identify states
primed for growth.! Its study echoes Fraser
in determining that Texas fares well relative
to other states in taxation and spending.

But the study identifies significant
weaknesses in Texas, including a low rate
of health insurance coverage and low num-
ber of college degrees awarded per inhabit-
ant (Chart 6). Beacon Hill also identifies
infrastructure as a weakness, with commute
times longer than the national average and
growing.

While these negatives are partly due to
factors beyond the state’s control, continued
demographic change and movement toward
a knowledge-based economy suggest the
issues could become more significant im-
pediments to growth—if nothing is done to
address them.

Two more direct measures define the
business climate: whether individuals are
moving into the state and whether the state
tends to grow faster than others on a per
capita basis.

Basic economic theory holds that in-
dividuals will, all else equal, move to areas
with strong prospects and depart from ar-
eas with weak prospects. The 2000 census
shows every state’s population increased
between 1990 and 2000. But Texas grew
faster than all but seven and placed in the
top third for per capita GDP growth. Part
of Texas’ attraction has been its low cost of
living and doing business.

Texas’ performance is even more im-
pressive given the ever-present challenge
of rapid demographic change. Much of
the state’s population growth has stemmed
from the arrival of low-skilled workers from
Mexico. These immigrants earn below-aver-
age wages and may bring down per capita
GDP until they or their descendants acquire
the skills to prosper in the information-age
economy. However, they also foster busi-
ness activity by reducing labor costs and
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Chart 6
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freeing the native-born to engage in more
productive activities, which benefits natives
and immigrants alike.

Challenges Facing Texas

At least three-quarters of U.S. states
found themselves confronted with budget
deficits over the last 12 months, either for
fiscal 2009 or 2010 or both. By the middle
of this fiscal year, the states faced a shortfall
of $48 billion and needed to make $24 bil-
lion in further adjustments as the fiscal year
unfolded, forcing governments to squeeze
out more revenue or cut services."

Texas began the fiscal year with a sur-
plus, but the state’s descent into recession
has begun to worsen its financial picture.
Increased spending on education and Med-
icaid will weigh on the state budget. Ongo-
ing recession will likely take a toll on the
revenue side, though the recently passed
U.S. stimulus plan should help the state bal-
ance sheet.

Several public policy issues bear on
Texas’ ability to preserve its favorable busi-
ness climate:

The tax environment. As policymak-
ers debate whether and how to reform

the newly revised franchise tax, they must
evaluate how to lessen the burden without
crippling government’s ability to fulfill vital
state needs. This ties into the infrastructure
debate, which challenges the state to main-
tain and expand its road-and-rail system
without jeopardizing its tax climate.

Education. Texas faces tough deci-
sions on whether and how to facilitate
greater private-sector involvement in K-12
schooling as well as foster the emergence
of a fourth or even fifth tier 1 university.
California has nine such institutions and
New York seven. University of Texas at Dal-
las president David Daniel notes that more
than 10,000 Texas teens leave the state each
year to attend college, while only 4,000
teens enter the state for this purpose—a
disparity that puts Texas at a disadvantage
in developing and retaining top intellectual
talent.'® Physical capacity constraints ensure
that the proportion of Texas students at-
tending tier 1 universities will fall over time
unless more of these facilities emerge.

Demographics. It seems certain Texas
will continue to attract a large number of
low-skilled Mexican immigrants. This trend
will factor into the education system be-
cause the children of immigrants, by law,
must be educated in public schools. Im-
migration could also dramatically impact
health coverage because the uninsured
population comes predominantly from the
low-skilled ranks.

Infrastructure. Texas has lacked the
resources to fully fund desired road and
bridge work. Transportation experts gen-
erally foresee a gradual decline in infra-
structure spending—and a not-so-gradual
increase in urban road congestion—unless
infrastructure investments are made. It isn’t
clear how they should be financed. Options
include selling tollway rights to private
firms, reducing funds for such programs as
prisons and social services and increasing
the state gasoline tax.

The list shows that Texas faces many
public policy issues in the years ahead. But
Texas has consistently grown faster than
other large states confronted with similar
challenges. Its strong business climate gives
it a head start as it seeks to address these
issues in ways that will help it continue to
prosper in the 21st century.

Saving is a senior economist in the Research De-
partment of the Federal Reserve Bank of Dallas.
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