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Economic Development: Determining Which Economic
Development Tools are Most Important and Effective
in Promoting Job Creation and Economic Growth

in Kansas, Part 2

Kansas offers a variety of economic development programs and
incentives including state grant or loan programs, tax credits, and
tax exemptions. Economic development assistance is intended to
create and retain jobs and grow commerce and industry in the
state.

In Kansas, most economic development programs and incentives
are administered by the Department of Commerce, the Department
of Revenue, and the Kansas Bioscience Authority. Economic
development programs are funded through several sources
including federal moneys, state lottery and casino proceeds, and
wage tax withholdings for certain employees. Additionally, state
and local governments also pay for economic development
through forgone revenues including tax abatements, credits, and
exemptions.

Our 2008 audit evaluating the impact of economic development
programs identified a number of problems related to assessing the
effectiveness of these programs. Those problems included
unavailable and unreliable data, difficulties in measuring economic
growth, and difficulties linking business outcomes with specific
economic development assistance. Nonetheless, academic
literature suggested that governmental entities must offer
economic development incentives to remain competitive with
other jurisdictions. That audit also identified a measurable,
although small, relationship between economic development
spending and job and business growth in various Kansas counties.

Legislators have expressed interest in knowing which Kansas
economic development programs and incentives are most helpful
to participating businesses.

This performance audit answers the following question:

Does Kansas have the appropriate programs and incentives
to enhance economic development in the state?

A copy of the scope statement the Legislative Post Audit
Committee approved for this audit is included in Appendix A. The
scope statement includes five questions. For reporting purposes,
we separated this audit into three parts. Part 1 addressed questions
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one and two of the scope statement pertaining to the Promoting
Employment Across Kansas (PEAK) program, the High
Performance Incentive Program, and performance clauses. That
audit report was issued in September 2013. This audit— Part 2—
answers questions three and four, which we combined into a single
question for reporting purposes. Part 3 will answer the last
question of the scope statement, which relates to assessing the
success of Kansas’ major economic development programs.

To answer the audit question, we interviewed officials from the
Department of Commerce and the Kansas Bioscience Authority
about programs those officials consider to be the state’s major
economic development initiatives, and to identify states which
compete most directly with Kansas. We reviewed available
website information and contacted officials in those competing
states (Indiana, Missouri, North Carolina, Oklahoma, and Texas)
to learn more about those states” major economic development
programs. We then compared those initiatives to Kansas’ major
programs. Our comparisons include several caveats listed below:

® We only compared each state’s major economic development
programs. States generally have many programs, but the scope of
this audit was intended to limit our work to an evaluation of major
programs.

® We generally spoke with only one economic development official in
each competing state. If we had spoken with others, it may have
resulted in slightly different comparisons.

® Missouri officials declined to speak with us. As a result, we used
our judgment to identify the programs that represent that state’s
major economic development programs.

We also performed several other tasks to answer the audit
question. We conducted a survey of stakeholders which included
officials from local chambers of commerce, major universities, and
site consultants. We also surveyed officials representing Kansas
businesses that have either participated or are currently
participating in one or more state-sponsored economic
development programs. We have paraphrased and included survey
responses in the report, where applicable. Lastly, we reviewed a
number of recently published reports concerning the effectiveness
of economic development programs.

We conducted this performance audit in accordance with generally
accepted government auditing standards. Those standards require
that we plan and perform the audit to obtain sufficient, appropriate
evidence to provide a reasonable basis for our findings and
conclusions based on our audit objectives. We believe the
evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives. We did not perform
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any work on internal controls because such work was not
necessary to answer the audit question.

Our findings begin on page 7, following a brief overview.
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Overview of Economic Development Initiatives in Kansas

In Kansas, Three State
Agencies Have Primary
Responsibility for
Implementing the State’s
Diverse Economic
Development Initiatives

Each state has economic development programs and incentives
that are designed to grow the state’s economy. However, the
specific goals and programs each state uses to achieve its
economic growth vary. The main agencies involved in
developing and administering such programs in Kansas are
discussed in the following section.

The Department of Commerce, the Kansas Bioscience
Authority, and the Department of Revenue administer the
state’s main economic development programs. Overall, the
state has about 75 programs in seven agencies that could be
considered economic development. However, three agencies
have primary responsibility. Their duties are briefly summarized
below.

® The Department of Commerce is charged with helping grow,
diversify, and expand existing businesses as well as creating
new businesses. To accomplish this, the department provides
financial incentives and other assistance to businesses to help
create and retain jobs and increase capital investment. It also
provides services to help ensure the state’s workforce can meet
industry needs.

® The Kansas Bioscience Authority works to advance the state’s
bioscience sector. The bioscience industry draws on research in
the life sciences to create marketable products and services.
Among other things, bioscience companies study animal health,
develop pharmaceuticals and medical devices, create fuel from
plant matter, and advance new agricultural technologies. The
Kansas Bioscience Authority was created in 2004 and offers
investment programs that provide capital to bioscience companies
and helps them reduce business risk.

® The Department of Revenue administers tax credits and
refunds for withholding taxes related to economic
development incentives. The department also issues sales tax
exemption certificates to qualified companies. Although the
department has no oversight responsibilities for economic
development programs, it coordinates and shares certain reporting
requirements with the Department of Commerce.

Businesses receive economic development incentives in many
forms. Some programs provide financial assistance through
grants or loans. Other programs allow companies to receive
income tax credits to reduce their state tax liability. Still other
programs provide sales or property tax exemptions that help
reduce business operating costs. The Promoting Employment
Across Kansas (PEAK) program, as one of Kansas’ newest
economic development programs, allows participating companies
to retain 95% of the withholding taxes (funds employers withhold
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from wages to pre-pay employees’ state income taxes) that
otherwise would have been forwarded to the state for certain new
employees.

Some state-level economic development initiatives are readily
available to all, while others are restricted to specific
companies. Some initiatives are available throughout the state
and to any business or taxpayer that would like to participate.
Others require a business to submit an application to the
Department of Commerce or the Kansas Bioscience Authority for
review and approval. A few examples are described below.

@® Property tax exemptions for new machinery and equipment
and recent reductions in the state’s income tax rates are
examples of incentives that are available to anyone. To help
reduce businesses’ operating expenses and incentivize machinery
and equipment acquisitions, the 2006 Legislature passed a law
exempting commercial and industrial machinery and equipment
from property taxes. More recently, the Legislature amended state
law to exempt certain non-wage business income that had been
subject to individual income tax and reduced the state’s individual
income tax rates. This helps economic development because
instead of turning that money over to the state, those changes have
allowed taxpayers to keep the money and spend it on goods and
services in Kansas.

® The Promoting Employment Across Kansas (PEAK) and the
High Performance Incentive Program (HPIP) are examples of
incentives that are awarded to specific companies. The PEAK
program allows companies to retain state withholding taxes in
exchange for creating new or retaining existing jobs. HPIP requires
companies to make capital investments or train their workforce to
qualify for income tax credits and a potential sales tax exemption.
Both programs require companies to submit an application to the
Department of Commerce for approval. However, while the
department has considerable discretion in approving applications
for the PEAK program, it must approve a company’s HPIP
application if the company meets the necessary statutory
requirements.

The Department of Commerce has considerable discretion in
awarding incentives for some programs, but not others. For
example, the department negotiates with a business on the amount
of PEAK funding to award. Conversely, HPIP tax credits are
derived from a statutory formula, and the department has no
discretion in setting the amounts.
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Does Kansas Have the Appropriate Programs and Incentives to

Enhance Economic Development in the State?

Answer in Brief:

Studies suggest many economic development initiatives are
difficult to evaluate or have not been successful, yet states must
offer them to remain competitive (p. 7). Our analysis showed that
Kansas has the appropriate programs for enhancing the state’s
economic development. That is because overall Kansas generally
has the same types of economic development programs as five
other states we reviewed (p. 8). Kansas’ programs also generally
provide the incentives that stakeholders indicated are useful (p.
13). Business officials and other respondents disagreed about
how lowered income tax rates would affect economic development
in Kansas (p. 16). Lastly, stakeholders offered a number of
suggestions for improving the state’s existing programs (p. 18).

Studies Suggest Many
Economic Development
Initiatives are Difficult to
Evaluate or Have Not Been
Successful, Yet States Must
Offer Them to Remain
Competitive

In this audit, we reviewed 20 studies, including several that
university or Department of Commerce officials suggested. Of
these reports, only two evaluated Kansas-specific economic
development programs. Overall, the findings in these 20 studies
were similar to findings we have identified in previous reviews of
economic development literature, and are summarized below.

Academic reviews and professional evaluations regarding the
effectiveness of economic development initiatives often have
mixed results. In many instances, assessing the effectiveness of
economic development initiatives is difficult because program
goals may be unclear, the data needed to make such an
assessment are either incomplete or inaccurate, or cause and
effect cannot be determined with certainty.

The studies we reviewed drew a variety of conclusions about
economic development initiatives. Many studies drew negative
conclusions when the programs did not reach job or capital
investment growth goals, or the costs outweighed the benefits.
For example, a 2010 study of Connecticut’s tax credit and
abatement programs concluded that several programs had
minimal or negative impacts, and that some programs should be
eliminated because they had little to no participation. Similarly, a
2011 study of Massachusetts’s film industry tax credit determined
the credit cost the state more jobs than it created. In other
instances, the researchers drew positive conclusions. For
example, a 2012 audit of certain Wisconsin economic
development programs concluded that about two-thirds of the
contract recipients achieved contractual goals. Similarly the 2010
Connecticut study mentioned previously identified a few other
programs where benefits exceeded costs.
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Several studies we reviewed cited the need for states to offer
economic incentives to remain competitive. For example, a
2008 review of the Minnesota Job Opportunity Building Zones
program concluded the program had value as an economic
development tool because it helped attract some out-of-state
businesses and kept others from leaving the state. A 2012 audit
of Virginia’s economic development incentive grants concluded
these grants were among many factors businesses considered
during site selection, and appeared to be most influential during
final selection. Lastly, a 2007 academic review conducted by the
UpJohn Institute called economic development incentives
beneficial because corporations have become more mobile—
implying that businesses will relocate to areas that provide the
best environment.

Many stakeholders we talked with agreed that economic
development incentives help keep Kansas competitive. During
our 2008 audit and again during this audit, Department of
Commerce officials suggested Kansas could lose out on economic
development opportunities if it does not offer incentives like other
states. Stakeholders we surveyed had similar comments. (More
information about our survey is presented on page 13.) A few
examples are paraphrased below.

...Attracting new companies to Kansas is a must.
Because other states are competitive, Kansas has to
keep up by offering similar incentives...

...Offering the withholding tax incentive program is a
competitive thing. Kansas is keeping up with other
states (Missouri and Oklahoma)...

In General, Kansas Has the
Same Types of Economic
Development Programs as
Other States We Reviewed

The goal of economic development incentives is similar across all
states, and includes things such as job creation, job retention, and
capital investment. States use a variety of economic development
funding mechanisms like tax credits, grants, and loans to facilitate
economic growth. Within each state, officials combine these
goals and mechanisms into a multitude of economic development
incentive programs. Appendix B summarizes the results of a
recent comparison published by the Council of State
Governments. It shows the tax and non-tax financial incentives
each state used to promote economic development.

We compared the primary goals, funding mechanisms, and
specific parameters of Kansas’ and five other states’ major
economic development programs. Overall, we determined:
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@® At a high level, Kansas’ and other states’ programs were
comparable.

® Individual programs had differences in operating guidelines such as
eligibility rules and the duration of program benefits.

® Other states had a few programs that Kansas did not have, but
generally those programs were narrowly focused and did not
immediately concern Kansas officials.

Out of approximately 75 Kansas programs, our review
focused on six major incentives that are designed to
accomplish job growth, job retention, and capital investment
through a variety of funding mechanisms. To identify Kansas’
major economic development programs, we asked Department of
Commerce and Kansas Bioscience Authority officials to
designate their major programs. Those programs were:

High Performance Incentive Program (HPIP),

Job Creation Program Fund (JCF),

Kansas Industrial Training (KIT),

[

[

® Kansas Industrial Retraining (KIR),

]

® Promoting Employment Across Kansas (PEAK), and
]

Direct Equity Investment Program (a Kansas Bioscience Authority
program).

Figure 1-1 on the next page includes the description, primary
goals, and funding mechanisms of these six programs. As the
figure shows, Kansas’ major programs incentivize job creation
and retention, employee training, capital investment, product
development, and investments in Kansas businesses. The
programs provide funds through tax credits and exemptions,
loans, grants, the retention or refund of certain employees’ state
withholding taxes, and equity investments.

Our evaluation of program goals showed other states’ major
programs were intended to achieve the same primary
outcomes as Kansas’ programs. Kansas officials identified five
states they considered to be competitors for economic
development opportunities: Indiana, Missouri, North Carolina,
Oklahoma, and Texas. To the extent possible, we spoke with
staff from each state’s main economic development agency and
equivalent bioscience agency and asked them to identify their
state’s major economic development programs. Officials from
Missouri declined to participate; as a result, we used our
professional judgment to identify Missouri’s major programs.
Overall, we reviewed 32 major programs in the five select states.
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Figure 1-1

Goals and Funding Mechanisms of Kansas' Six Major Economic Development Programs
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Program p‘ g 9 S g . v v v v v
Fund (JCF business in Kansas, preventing the reduction or
und ( ) of a major business, or training or retraining Grant
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Reimburses participating companies for
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Kansas materials. The program is intended to help
Indus_trl_al gompanles ‘that are .restructurlng or retraining v v Grant
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Source: LPA summary of program information provided by the Kansas Department of Commerce and Kansas Bioscience Authority.
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At the state level, we determined other states’ programs had the
same goals of job creation, job retention, capital investment,
employee training, and business investments as Kansas. Our
evaluation of funding mechanisms also showed that other states
provided funds through a variety of mechanisms that Kansas uses,
including tax credits, grants, and loans. Appendix C provides a
description of all six states’ major economic development
programs. Additionally, for three states, it also provides certain
program results data. Officials in the three other states did not
provide complete data.

Although other states’ programs intend to accomplish similar
goals, Kansas structures three of its main programs
differently. At the program level, we compared each of Kansas’
six major economic development programs to those offered by
other states. We determined the goals and funding mechanisms
of Kansas’ KIR, KIT, and PEAK programs are fairly similar to
programs operated in other states. That is because they provide
money to companies for training (KIR and KIT) and job creation
(PEAK) through funding mechanisms comparable to other states.

Kansas’ three other programs—JCF, HPIP, and Direct Equity
Investment—are somewhat different than programs in other states
because of the way their goals and funding mechanisms are
structured. Kansas is the only state that has bundled the particular
combinations of goals and funding mechanisms of JCF and HPIP
into single programs. In addition, Kansas is one of only two
states we reviewed that provides funds to start-up bioscience
companies through an investment mechanism.

It is also important to note that the programs have differences in
operating guidelines. For example, programs may provide funds
upfront instead of throughout or post performance, restrict or
prioritize certain industries, or allow varying benefit periods. We
did not make a detailed comparison of the programs’ operating
guidelines because such differences would not be significant
enough to influence our overall conclusion.

Of the programs we reviewed, other states had five programs
that Kansas does not offer, but Kansas officials thought the
absence of only one program—an Enterprise Zone
program— put the state at a competitive disadvantage. Many
of the major programs other states offer are similar to Kansas’
programs. However, we identified a few small exceptions, which
are described below.

@® Texas operates an Enterprise Zone Program that Kansas no
longer provides. Texas’ Enterprise Zone program provides a
sales tax refund to companies that make capital expenditures within
economically distressed areas. Kansas had a similar Enterprise
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Zone program but it was changed over time and was phased out to
focus on other economic development measures. Department of
Commerce officials indicated the lack of widely accessible sales tax
exemptions related to capital purchases may put Kansas at a
competitive disadvantage. Currently, sales tax exemptions related
to capital expenditures are accessible primarily through the HPIP
tax credit program. However, that program is used mostly by large
employers in certain industries, and the tax exemption is not as
widely accessible as it was before.

® Indiana offers two tax credits that Kansas does not explicitly
offer, but Kansas has other programs that address similar
issues. Indiana’s Headquarters Relocation Tax Credit provides an
income tax credit to companies for up to 50% of the moving costs
associated with relocating their headquarters to Indiana. The
state’s Industrial Recovery Tax Credit also provides an income tax
credit to companies for up to 25% of the investments they make to
renovate former industrial facilities.

Department of Commerce officials told us Kansas does not have
these programs because companies have not consistently cited a
need, and they indicated the state has other incentives that may
help companies in similar ways. Companies could use JCF funds
to pay for moving costs (not just headquarter facilities) and HPIP
provides tax credits to businesses that renovate old buildings (as
long as the company met program requirements). Department
officials think it is unlikely that Kansas is at a competitive
disadvantage by not having these programs.

® Oklahoma offers an aerospace engineering tax credit that
Kansas does not offer. Oklahoma’s Aerospace Engineer
Workforce Tax Credit provides an income tax credit to companies
for up to 10% of the compensation paid to eligible aerospace
engineers and 50% of the cost of tuition reimbursement.
Department officials told us there have been efforts to create a
similar program in the past, but such efforts have not caught on. In
addition, they indicated that such targeted programs can be
problematic and were uncertain if not having this program put
Kansas at a competitive disadvantage.

@® Missouri has an entrepreneurial research and support program
that neither the Department of Commerce nor the Kansas
Bioscience Authority currently have. Missouri’s Building
Entrepreneurial Capacity program provides investments to nonprofit
research and entrepreneurial support organizations that expand the
support system for entrepreneurs in high-tech industries.
Department of Commerce and Kansas Bioscience Authority officials
indicated neither entity offers a similar program. Authority officials
were uncertain if that put the state at a competitive disadvantage.

Finally, other states have a number of bioscience-related
programs that Kansas also has, but no longer promotes due to
reduced funding. For example, one component of Texas’
Emerging Technology Fund incentivizes educational institutions
to recruit talented bioscience researchers to the state.
Additionally, Missouri and North Carolina both have programs
that provide start-up funds to early-stage bioscience-related
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companies as well as programs that provide operating funds to
more advanced companies. The Kansas Bioscience Authority
currently has programs that could accomplish similar outcomes.
According to authority officials, these programs have not been
promoted recently due to uncertainty about the amount of funding
the state provides to the authority. More information about its
funding issues is shown in Figure 1-2 below.

Figure 1-2
Funding Decreases for the Kansas Bioscience Authority
Resulted in Strategic Programming Changes

As part of the Kansas Economic Growth Act of 2004, the Legislature created the Kansas Bioscience Authority to
help grow the state’s bioscience sector. The bioscience industry draws on research in the life sciences to create
marketable products and services. Among other things, bioscience companies research and develop
technologies and advancements in animal health, human health, bioenergy, and agriculture and bio-based
products. The act also created a number of programs and funding streams, and limited the amount the state
would allocate to the authority over the next 15 years at almost $582 million. Based on a funding formula driven
by the growth of bioscience companies and their employees, the amount of funding transferred to the authority
grew from almost $20 million in 2006 to nearly $36 million by 2008. Because of the recession and state budget
constraints, then Governor Sebelius instituted an annual funding cap of $35 million in 2009.

During the past few years, the Legislature has reduced funding for the authority, in large part due to operations
and management issues that emerged in 2011. The problems were detailed in a 2011 forensic audit conducted
by an independent CPA firm at the direction of the Kansas Bioscience Authority’s Board of Directors and other
Kansas officials. Among other things, the audit found the authority’s former president received questionable
reimbursements for vehicle allowance and maintenance costs, used authority-owned property for personal use,
and charged questionable travel and entertainment expenses to the authority. Subsequently, the Legislature
reduced the authority’s funding to $11.3 million in 2012, $6.3 million in 2013, and $4.0 million in 2014.

As a result of these actions and uncertainty about future funding commitments, authority officials recently changed
how they promote the authority’s economic development incentives. According to the current chief executive
officer, by concentrating mostly on equity investments, the authority will be able to obtain a share in companies’
ownership, thereby generating a return on its investments and increasing the likelihood that the authority will
become self-sustaining. In turn, the authority no longer actively promotes some of its original grant programs
which were intended to attract established bioscience companies to Kansas, help develop promising companies
and technologies, as well as bring talented scholars and researchers to Kansas.

Kansas’ Economic
Development Programs
Generally Provide the
Incentives that
Stakeholders Indicated are
Useful

In this audit, we attempted to survey about 90 stakeholders about
their perspectives on the usefulness of Kansas’ programs.

Overall, 28 stakeholders participated in the survey. Of those, 15
were business officials, and they represented companies with 12
employees to more than 5,000 employees. Almost all of the
businesses had been in Kansas longer than five years, and about
half operated multiple locations across the state. The 13 other
respondents represented local economic development chambers of
commerce or councils, site consultants, or university professors.
The results of our survey are described more below.

Most stakeholders thought Kansas’ economic development

programs were as strong, or stronger than, the programs in
other states. Figure 1-3 on the next page shows stakeholders’
opinions about how well Kansas’ incentives compare to those
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offered by other states. As the figure shows, a little more than
half of the business officials and other respondents who expressed
opinions thought Kansas offered slightly or much stronger
incentives. However, three of nine (33%) business officials
thought Kansas had slightly weaker incentives, as shown on the
right side of the figure. Although some stakeholders suggested
certain changes to existing programs (discussed on page 18), the
general consensus was Kansas is not lacking any major economic
development programs. Additional comments are included in
Appendix D.

Figure 1-3

Stakeholders' Opinions About How Kansas' Economic Development
Incentives Compare to Other States' Incentives (a)

Compared to other states, Kansas' incentives are...
60%

50% -

40% -

30% -

55% [ECEECHN 540,

20% -

10% +

0% - T .
...much or slightly stronger ...about the same ...slightly or much weaker

BAIl Stakeholders DOBusinesses BOther Respondents

(a) Percentages may not add due to rounding.
Source: LPA analysis of 22 stakeholder responses with opinions.

Stakeholders thought the best way to enhance economic
development in Kansas is to help existing companies create
more jobs. Kansas offers many programs to accomplish this
activity, including the Job Creation Program Fund and the PEAK
program, as shown in the top portion of Figure 1-4 on the next
page. Both survey groups ranked this goal as most important.

As the figure shows, three choices were closely ranked as the
second best way to improve economic development in the state.
Overall, business officials selected “stimulating capital
investment” as their second choice, while other respondents chose
“creating more jobs through attracting new companies.”
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Interestingly, many stakeholders ranked research and
development incentives as the lowest priority. They told us few
companies conduct this type of work, and this goal is more
regionally driven. At least one stakeholder commented that
companies that conduct research and development do it because it
supports their core mission and not because of available
incentives.

Figure 1-4
Stakeholders' Rankings for Various

Incentive Goals and Funding Mechanisms (a)

INCENTIVE GOALS
oot oo rencocr - NN
companies (e.g. PEAK, JCF)
Stimulate capital investment (e.g. HPIP,
equipment property tax exemption)
anies o kances (00 pEax i) T
companies to Kansas (e.g. PEAK, JCF)
Train or retrain workers (e.g. KIT; HPIP) ‘_
Stimulate research and development (e.g. ‘_
research & development tax credit)

} less important more important >

Withholding (payroll) tax incentives

FUNDING MECHANISMS

Sales tax exemptions

Property tax exemptions

Grant or milestone programs

Corporate income tax credits

State-authorized bonds

Business assistance programs

]
Geographically targeted programs | NN

Loan programs

} less important more important

(a) Several stakeholders did not rank any choices.
Source: LPA analysis of 28 stakeholder surveys.
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Stakeholders also indicated programs that allow businesses to
predict the incentive amount and receive cash quickly work
best. The bottom portion of Figure 1-4 shows that stakeholders
ranked the withholding payroll tax incentive as the most
important funding mechanism followed by sales and property tax
exemptions. Stakeholders told us they ranked these incentives
highly because it is important for businesses to know when and
how much cash they can keep or will receive from incentives
such as PEAK or the HPIP sales tax exemption. Stakeholders
generally rated tax credits as less effective because they are hard
to predict and may not actually be used. Appendix D provides
examples of stakeholders’ comments concerning accessibility to
cash.

Business Officials and
Other Respondents
Disagreed about How
Lowered Income Tax Rates
Would Affect Economic
Development in Kansas

In 2012 and 2013, the Legislature implemented a number of
changes in Kansas’ income tax structure. One major revision
included collapsing the three-bracket tax structure for individual
income taxes previously set at 3.5%, 6.25%, and 6.45% into a
two-bracket system with lower rates of 3.0% and 4.9%, effective
for tax year 2013. The 2013 Legislature implemented additional
individual income tax rate cuts beginning in tax year 2014 and
continuing through 2018, when the bottom and top bracket drop
to 2.3% and 3.9%. A second major revision included fully
exempting certain non-wage business income from limited
liability companies, subchapter-S corporations, and sole
proprietorships.

We asked stakeholders their opinions about how these changes
might affect Kansas” economic development. The following
sections provide more details about their responses.

Business officials we surveyed were more optimistic than
other respondents about the potential economic benefits of the
recent income tax policy changes. Figure 1-5 on the next page
summarizes the opinions of the two groups. As the figure shows,
92% of the business officials thought the tax changes would
improve economic development within the state. Their comments
included:

...While this is a C-corporation and does not
benefit, I have friends and attend many meetings
where this is discussed. My impression is anything
that makes the state more user-friendly makes it
good for those smaller businesses...

...Keeping funds in businesses' hands means they
are going to use them, which stimulates the
economy. This is better than giving it to the state
which is not as efficient...

PERFORMANCE AUDIT REPORT

16 Legislative Division of Post Audit

Economic Development: Part 2 (R-14-003) February 2014



The other respondents were far less optimistic. Only 50% of
them thought the change would produce positive results, and two
respondents thought the state could experience negative
consequences as a result of the tax changes.

Figure 1-5

Stakeholders' Opinions about the Effect of Recent Income Tax Rate
Changes on Kansas' Economic Development

Reduced income taxes will make economic development
for the state...

100%

80% +—]

60% +—

92%
40% +—

20% +—

0%

...somewhat or much ...about the same ...somewhat or much
better worse
DOBusinesses BOther Respondents

Reduced income tax rates will make other economic

development programs...
100%

80%

60% +—

40% +—
69%

20% +—

0, 0,
0%

T T
...stronger ...not stronger or ...weaker
weaker (same)

DBusinesses BOther Respondents

Source: LPA analysis of stakeholders' survey responses.

Business officials were also more optimistic about the effect
the new tax changes would have on other economic
development programs. As shown in the bottom portion of
Figure 1-5, almost 70% of the business officials thought the
change would make Kansas’ overall economic development
package stronger. By contrast, only 15% of the other respondents
shared this opinion. Conversely, only 23% of the business
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officials thought the tax change would weaken Kansas’ other
economic programs, while 85% of the other respondents thought
this. Their comments included:

...With the uncertainty of the tax policy change,
PEAK (the best program that Kansas has) could be
affected negatively...

...The angel tax credit would be affected negatively. |
want to be a cheerleader but it is difficult for me to do
SO...

Finally, a number of stakeholders expressed concerns and
uncertainty as to whether the new tax policy would be
successful in the long run. These stakeholders—some business
officials but primarily other respondents—expressed general
concerns that the tax policy would not be able to deliver the
anticipated balance between increasing the tax base and reducing
the tax rate. Some of their comments are shown below:

...The income tax rate is a powerful incentive because
the labor pool is important to businesses. If lower
rates can convince people to live here that would be
good. However, | am not aware the literature shows
there is a convincing effect...

...Companies do not have only a short-term mindset.
They want to know how solid the tax policy is and
whether it is sustainable. Will other state programs
(schools, roads) suffer? If so, that is not good...

...I am not sure whether the trickle-down effect
everyone banks on will work... Although workers will
have more money in their pocket, it will be used to
cover rising expenses (such as gas or food), so there
may be no real extra spending...

Stakeholders Offered a
Number of Suggestions for
Improving Kansas’
Existing Economic
Development Programs

Our survey provided opportunities for stakeholders to express
their opinions about whether Kansas should adopt other programs
to strengthen the state’s economic development activities.
Although stakeholders occasionally mentioned programs in other
states, there was no overall consensus that Kansas was lacking
key programs. Nevertheless, they made a number of suggestions
for improving existing programs, as summarized below.

Many stakeholders indicated employee training and
workforce development are critical and need more support
through economic development initiatives. Stakeholders
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ranked the availability of skilled labor first in terms of what
factors businesses consider most important when locating in a
particular area. Many commented on the importance of having an
adequate workforce, and one indicated that funding for the
Kansas Industrial Training (KIT) and Kansas Industrial
Retraining (KIR) programs is inadequate. In addition, some
stakeholders indicated the HPIP program, which includes an
employee training tax credit, focuses too much on larger
companies and they criticized this program’s accessibility to
smaller companies. Appendix D contains more specific
comments about this topic.

Stakeholders suggested separating the sales tax exemption
from the HPIP program and making it a stand-alone
initiative. A sales tax exemption reduces a company’s cash
outlay and provides an immediate benefit. This can be especially
helpful for start-up companies. In Kansas, a sales tax exemption
is currently available only for companies participating in the
capital investment portion of the HPIP program, which is
generally geared towards larger businesses. One site consultant
indicated that some participants use the HPIP program only for
the purpose of gaining access to the sales tax exemption. Many
stakeholders suggested decoupling the sales tax exemption from
this program. Another site consultant recommended making the
stand-alone sales tax exemption discretionary (requiring
Department of Commerce approval) to limit its use and cost.

Stakeholders offered suggestions for making the tax credit
portion of the HPIP program more useful to companies. A
number of these stakeholders thought income tax credits generally
were not very useful because companies cannot project, with
certainty, when and how much of the income tax credits they will
be able to claim. Several commented that businesses often cannot
use their HPIP tax credit because they do not have any tax
liability. Department of Revenue officials told us that businesses
have roughly $472 million in unused HPIP income tax credits.

Stakeholders cited additional problems with the tax credit portion
of the HPIP program. They noted only larger companies can
qualify, the earned income tax credits cannot be shared with the
company’s other divisions that do not have a presence in Kansas,
and the complex documentation requirements increase the risk
that companies may lose the rights to earned financial benefits.
Stakeholders suggested making the income tax credit totally or
partially transferrable or refundable. This would allow some of
the earned tax credits to be used or transferred to others who
could use them.
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Stakeholders suggested the state should allocate more money
to its cash closing fund, the Job Creation Program Fund. This
relatively new program was created in 2011 and allows the
Department of Commerce to provide funds to companies for a
wide variety of purposes. A number of stakeholders praised the
program and also indicated they would like to see it increased in
size. However, one local chamber of commerce official
commented that local officials do not know enough about how to
use it and who can access the program’s funds.

Stakeholders offered several other ideas to help improve how
the state’s economic development initiatives are administered.
Their suggestions and comments included:

® Simplifying program paperwork. One business official commented
that “the hoops companies have to jump through are ridiculous.”

@ Increasing efforts to promote the state as a good business location.
One stakeholder commented that the state’s marketing budget is
“‘embarrassingly low.”

® Improving and consolidating the information about all available
programs and incentives into a good website.

@ Increasing efforts to disseminate program information (especially to
smaller companies).

Conclusion

Kansas appears to have an appropriate mix of economic
development incentives. Although Kansas and other comparison
states configure their programs differently, all states aim to
achieve similar economic goals using similar funding
mechanisms. Overall, Kansas stakeholders are pleased with the
state’s array of programs and incentives, particularly its newest
programs, PEAK and JCF. That is largely because these
programs provide businesses with fast and predictable cash
which can be reinvested for further growth. Nevertheless, it is
equally important to remember that other factors, such as an
educated and skilled workforce, play a major role in businesses’
decisions to locate or expand in Kansas. Stakeholders viewed the
recent income tax rate reductions for individuals and certain
entities favorably, but also expressed some uncertainty about
whether the tax policy would be successful in the long run.
Lastly, while numerous studies have shown that states must offer
economic development incentives to remain competitive, it is
critical for programs to be evaluated on a periodic basis to
ensure those programs remain efficient and effective.

Recommendations

None
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APPENDIX A
Scope Statement

This appendix contains the revised scope statement approved by the Legislative Post
Audit Committee for this audit. On July 10, 2012, the committee approved an audit requested by
Senator Kultala and Senator Owens with three questions relating to economic development
policies in Kansas. On May 10, 2013, the Legislative Post Audit Committee modified the
original scope statement by eliminating the third question, designed to determine whether
economic development contracts were written to address significant changes in company
circumstances. The committee also added three additional questions, which are listed below as
questions three, four, and five.

Economic Development: Determining Which Economic Development Tools are Most
Important and Effective in Promoting Job Creation and Economic Growth in Kansas

Economic development activities in Kansas are incentivized in a variety of ways
including state programs, tax credits, and tax exemptions. Economic development assistance is
intended to result in outcomes such as job creation, job retention, and the growth of commerce
and industry in the state.

In Kansas, most economic development programs and incentives are administered by the
Department of Commerce and the Kansas Bioscience Authority. Economic development
programs are funded through several sources including federal moneys, state Lottery and casino
proceeds, and wage tax withholdings for certain employees. Additionally, state and local
governments also incentivize economic development through forgone revenues including tax
abatements, credits, and exemptions.

Our 2008 audit evaluating the impact of economic development programs identified a
number of problems related to assessing the effectiveness of these programs and activities. Those
problems included unavailable and unreliable data, difficulties in measuring economic growth,
and linking business outcomes with specific economic development assistance. Nonetheless,
academic literature suggests that economic development incentives must be offered to remain
competitive with other states. Our audit also identified a measurable, although small, relationship
between economic development spending and job and business growth in various counties.

Legislators have expressed interest in knowing which economic development programs
and incentives are most helpful to participating businesses.

A performance audit in this area would address the following questions:

1. What economic benefits has Kansas realized as a result of the PEAK and HPIP tax
incentive programs? To answer this question, we would collect data on the PEAK and
HPIP programs since 2009, including which companies have participated and how much
they’ve claimed in tax credits through these programs. For both programs, we would
select a sample of participating companies to evaluate the effects of the programs on
either job creation, or capital and employee education expenditures. For a sample of
companies participating in the PEAK program, we would determine how many jobs the
program has created, where those jobs have come from, and how much state revenue has
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been forfeited to create those jobs. In addition, we would determine how the recent
statutory changes are likely to affect the PEAK program, both in terms of forecasted jobs
and costs. For a sample of companies participating in the HPIP program, we would
compare capital and employee education expenditures before and after receiving HPIP
tax credits and exemptions to determine the program’s likely effect. We would perform
additional work in this area as needed.

2. Does the Department of Commerce adequately enforce performance clauses for
economic development incentive programs? To answer this question, we would create
an inventory of programs administered by the department intended to create and retain
jobs or enhance capital investments in Kansas. We would determine whether those
programs have specific requirements for creating or retaining a certain number of jobs in
return for financial assistance. We would review department policies and procedures and
interview department staff to determine how they determine whether companies receiving
assistance met program requirements. Further, we would determine how often the
department has recouped money through performance clauses over the past five years.
For a sample of incentive contracts, we would determine whether required performance
measurements had been met, and if not, whether the department appropriately recouped
money it was owed. We would perform additional work in this area as needed.

3. Which programs and incentives do companies and other stakeholders think are
most useful in enhancing Kansas’ economic development? To answer this question,
we would review relevant literature, previous economic development audits, and
economic development studies to determine what they show about the effectiveness of
certain types of economic development spending. Further, we would work with
Department of Commerce and Kansas Bioscience Authority staff to identify companies
that have received economic development assistance in the past several years. We would
survey company management to determine which incentives they think have been most
and least useful in helping them succeed—including assistance that has recently been
discontinued such as enterprise zones. If possible, we would interview management for a
sample of those companies to better understand how economic development assistance
has affected the companies’ strategic decisions and its continued growth or stability. We
would also interview corporate site consultants, local chamber executives, city managers,
and economic development specialists to get their perspective on these issues (including
their opinion on the potential effect of recent statutory tax changes on major economic
development programs). We would perform additional work in this area as necessary.

4. Does Kansas have the modern economic development programs and tools necessary
to succeed in today’s highly competitive global economy compared to other states?
To answer this question, we would contact officials in other states to determine what
types of programs they have that provide monetary benefits similar to those provided by
the Promoting Employment Across Kansas (PEAK) program and the Kansas Job
Creation Fund (JCF). For those programs, we would work with those officials to
understand the history, eligibility requirements, funding levels, and intended outcomes of
those programs. Moreover, to the extent possible, we would collect summary information
on what those programs have accomplished in recent years. Finally, we would work with
Department of Commerce and Kansas Bioscience Authority officials to collect the same
information for Kansas programs. We would perform additional work in this area as
necessary.
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5. Has the implementation of major Kansas economic development programs been
successful? To answer this question, we would work with the Legislative Research
Department and the Revisor of Statutes to summarize the legislative intent of major
economic development programs in Kansas. Further, we would work with Department of
Commerce and Kansas Bioscience Authority officials to collect various measures of
economic impact for those major programs. Potential measures would include the total
number of jobs created, retained, or relocated from other states. To the extent that data
was available, we would also evaluate the compensation and education levels for those
jobs and any capital improvements made to accommodate them (e.g. new offices). We
would also work with state officials to determine how stable those jobs have been over
time (e.g. what proportion of jobs created five years ago still exist). Further, we would
estimate the potential effect of the jobs these programs facilitate on local government
sales and property taxes. Using program funding levels, we would calculate the net cost
of jobs created, retained, or relocated through these programs before and after any
relevant withholdings, credits, or exemptions expire. We would perform additional work
in this area as necessary.

Estimated Resources: 4 LPA staff
Estimated Time: 11 months (a)

(@) From the audit start date to our best estimate of when it would be ready for the
committee. This time estimate includes a two-week agency review period.

Note: The Legislative Post Audit Committee directed us to perform this audit in three parts.
Part 1 addressed questions one and two of the scope statement and that report was released in
September 2013. This audit is Part 2, and covers questions three and four. Part 3, which will
answer the scope statement’s fifth question, will be completed in 2014.
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APPENDIX B

Many States Offer Tax and Non-Tax Financial Incentives to
Promote Economic Development

This appendix graphically summarizes two charts contained in The Council of State
Governments’ September 2013 report entitled, Chairman’s Report: State Business Incentives.
The graphs illustrate that Kansas and many other states offer a number of tax and non-tax
financial incentives to businesses as a way to promote economic development. The original
source of this data was a survey conducted by Site Selection Magazine.

We contacted Site Selection Magazine officials and asked them about their data
collection procedures. Each year they send a copy of the most recent year’s charts to a contact
person in each state and ask the contact person to update the information as necessary. Site
Selection Magazine officials told us they do not provide any supplemental materials along with
the charts, such as instructions or definitions of the terms used.

As a result, these data should be considered as a general indicator of the number of states
offering various incentives, and should not be considered absolute fact.
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Appendix B

Number of States Offering Select Tax and Non-Tax Financial Incentives
to Promote Economic Development (a)

TAX INCENTIVES

Tax Exemption on Raw Materials Used in Manufacturing
Sales/Use Tax Exemption on New Equipment

Inventory Tax Exemption on Goods in Transit

Tax Exemption on Manufacturers’ Inventories

Tax Incentive for Creation of Jobs

Tax Incentive for Industrial Investment

Tax Exemption or Moratorium on Equipment, Machinery
Tax Exemption to Encourage Research and Development
Accelerated Depreciation of Industrial Equipment
Corporate Income Tax Exemption

Tax Exemption or Moratorium on Land, Capital Improvements

Personal Income Tax Exemption

Excise Tax Exemption

Tax Stabilization Agreements for Specified Industries
Tax Credits for Use of Specified State Products

10 15 20 25 30 35 40 45 50
Number of States

o
(&)

NON-TAX FINANCIAL INCENTIVES

State Financing Aid for Existing Plant Expansion
State Authority or Agency Revenue Bond Financing

State Loans for Equipment, Machinery

State Incentive for Establishing Industrial
Plants in Areas of High Unemployment

State Loans for Building Construction

State Loan Guarantees for Equipment, Machinery

State Matching Funds for City and/or
County Industrial Financing Programs

State Authority or Agency General Obligation Bond
State-Sponsored Industrial Development Authority
Privately Sponsored Development Credit Corporation

State Loan Guarantees for Building Construction

B incentives Kansas Offers 10 15 20 25 30 35 40 45 50
Incentives Kansas Does Not Offer Number of States

o
(6]

(a) States have considerable discretion in completing the data collection document. For this reason, the data shown above should be considered as
a general indictor of the number of states offering various incentives, and should not be considered absolute fact.

Source: LPA analysis of unaudited data gathered by Site Selection Magazine, 2012.
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APPENDIX C

Description and Results of Kansas’ and Other States’
Major Economic Development Programs

This appendix summarizes the major economic development programs in Kansas and
five other states and presents certain program results data.

@® The first table (beginning on page 28) includes descriptive information (funding mechanisms,
industry restrictions, benefit periods, and funding limits) for each of the 38 major programs included
in our state comparisons.

® The second table (beginning on page 36) shows certain results (jobs created or retained, capital
investments, and amount of incentives) for the major programs in Kansas, Texas, and North
Carolina. (This information was not available for Indiana, Missouri, and Oklahoma.)

We used a combination of approaches to compile the information. First, we briefly
reviewed each state’s website for any published program information and economic development
results data and to identify a contact person in each state. Then, we requested our state contacts
to review and revise that information as necessary. If we were not able to locate results data, we
asked our state contacts to provide the information using readily available data. It is also
important to note the results listed in the second figure cover different time periods and in some
cases include estimated or projected information rather than actual data.

As a result, these data should be considered a general indicator of the program
information and results of states” major economic development programs, and should not be
considered absolute fact.
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APPENDIX D

Sample of Stakeholders” Comments
About Economic Development by Topic

We asked stakeholders a number of questions about economic development. A few
examples of their comments, grouped by topic, are paraphrased below.

WITHHOLDING TAX INCENTIVE PROGRAM (PEAK PROGRAM)

...By offering this incentive, Kansas is keeping up with other states. | consider the program to be
self-governing: Companies only get payroll taxes for created jobs. If companies do not keep the
jobs, they do not get the money, and no labor intensive clawing back is necessary...

... The payroll incentive comes back to the company immediately so the company can reinvest the
money into people and other things immediately...

...The PEAK program was designed to make Kansas more competitive and has done so. Now,

we see hesitancy in the business community because businesses cannot predict what the benefits
will be...

QUICK CASH

...PEAK is used by many of the companies | work with that are growing or relocating from
outside. If businesses want to grow, PEAK is the only tool to do so while providing the company
with flexible cash that can be used in any way businesses need. Cash is king. Tax credits are not
cash. Some companies have difficulties getting money from tax credits...

...Any incentives that involve straight forward calculations to generate cash and directly affect
the companies’ profit and loss statements are most desired. This includes sales/property tax
exemptions. Money in the company’s pocket can be spent on other things...

...To this company, cash (reduction of cash outflow) is most important. Tax credits, withholding
taxes, sales and property tax exemptions have helped this company become successful. Without
those programs, the company may not have been able to expand or may have expanded
elsewhere...

EMPLOYEE TRAINING

...From the perspective of this company, having a trained workforce is most important. The
company invests a lot of money in Kansas every year which resulted in the company headcount
almost doubling...

...Attracting and retaining employees is key for this company. This is so important that the
company is talking to the Kansas Department of Education/universities to help ensure the
workforce has training that matches company needs...
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... To manufacture this company's product, access to a labor pool that is ready to go is crucial.
Having a skilled labor pool means the business does not have to spend much on headhunters or
advertising to get staff or to train staff...

...Science, Technology, Engineering, Mathematics (STEM) internship funding through the state
would help attract/keep highly educated kids here...

... Itis difficult to see the fiscal effect [to justify funding training/retraining programs]...

...Typically, companies want to do their own training... Southern states have done an excellent
job in helping companies train employees for jobs involving few technical skills. In those states,
this may be very important because those states do not want to lose these types of jobs. When
jobs are highly technical, companies would rather stay independent and not receive any help
from the state...
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APPENDIX E
Agency Response

On December 20, 2013 we provided copies of the draft audit report to the Department of
Commerce and Kansas Bioscience Authority. Those agencies’ responses are included in this
appendix.

The agencies generally concurred with the report’s findings and conclusions. The report
did not include any recommendations. We made a few minor clarifications to the report as a
result of the agencies’ review of the draft report, but those changes did not affect any of our
findings or conclusions.
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