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INTRODUCTION & SUMMARY POINTS

In May 2001, Judge Collins Kilgore issued a historic
ruling in the Lake View School District v. Huckabee et
al  – the state’s current school funding formula is
unfair to poorer school districts and provides inad-
equate funding for education.  The case is expected
to have major implications on education funding, other
programs serving children and families, tax equity and
fairness, and state and local tax systems.

This brief from the Arkansas State Fiscal Analysis (SFAI)
is the fourth in a series devoted to the Lake View
School District case, and examines business incentives
and their impact on state tax revenues. Upcoming
briefs will examine lotteries and gambling, property
taxes, early childhood financing and low-income tax
issues.

� The state offers at least 20 different tax credits
and incentives designed to promote business
and economic development.

� In 2000, business tax credits and incentives cost
the state $44 million in lost tax revenue.

� State tax revenue lost from business tax credits
and incentives is far smaller than the amount of
revenue lost from “discretionary” sales tax ex-
emptions ($582 million annually, $374 million
of  which is from exemptions targeted to busi-
ness).  Together, sales tax exemptions and other
incentives targeted to business cost the state
$418 million ($374+ $44).

� The great unknown in the debate over business
tax incentives is how much local proper ty tax
revenue is lost from Act 9 bonds.  The state
does not ensure companies adequately compen-
sate school districts for lost proper ty tax rev-
enue.

� Sales tax exemptions are generally not covered
under a new law that requires the Arkansas De-
partment of  Economic Development to report
annually on the effectiveness of  incentives of-
fered as part of  their projects (Act 1282 of
2001).

By Richard Huddleston

The need for new tax revenue
to fund state government services is

at a critical stage. A stagnate economy
over the last two years has produced
less-than-anticipated revenue collec-
tions, and state budget cuts were
enacted for the 2002 and 2003 fiscal
years.  Also on the horizon are a grow-
ing Medicaid-funding crisis (both short
and long term), and a likely ruling by
the Arkansas Supreme Court in the
Lake View school funding case later this
year or early 2003 that will almost
assuredly require a significant new
investment in public education.

A previous issue of Paycheck$ and
Politics examined sales tax exemptions
as a potential funding source for public
education and other critical services for
children and families. Sales tax exemp-
tions, however, represent just one form
of tax benefit for businesses. Arkansas
has adopted various financial incentives
designed to reduce business tax liability
and promote new economic develop-
ment. The most common types of
incentives include

� state sales tax refunds/credits;
� state income tax credits; and
� business incentive payments.

Business tax incentives usually reduce
the tax liability of business or provide a
financial payment to a company that
meets certain economic development

targets (such as creating new perma-
nent jobs).

Unlike sales tax exemptions, which
typically are available to all qualifying
businesses at the time of purchase
(usually using some tax identification
number),  business tax incentives are
more complex in their structure.  They
tend to be more targeted to specific
types of industries; involve extra
paperwork, such as filing special
applications or certifications to receive
a refund or filing a business tax return
to receive a credit against income taxes;
or impose special conditions for eligibil-
ity, such as a certain number of new
permanent jobs must be created before
a credit or refund will be issued.

Another unique feature of business tax
incentives, especially income and sales
tax credits, is the ability to carry the
credit forward into future years.  If the
full amount of a credit is not needed in
a particular tax year, such as might be
the case if a business has no business
tax liability during the year, the
company may be allowed to carry
forward any or all of the credit into
future years. In effect, they can save
part of the credit for years they might
have tax liability. Carryover terms vary
depending on the particular credit used.
Some credits may be carried forward for
nine years.

What’s the Potential for Funding Education?

Business Tax Incentives
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Revenue Lost

In determining how much state revenue
Arkansas actually loses each year
because of business tax breaks, two
issues are often raised. One issue is
whether it is appropriate to count the
value of a given tax credit as lost state
tax revenue, especially in cases involv-
ing new firms that locate in Arkansas.

Consider the following hypothetical
example: the Arkansas General Assem-
bly passes a law establishing a new tax
credit for companies that produce
electric motors.  After the legislation is
passed, a new company locates in
Arkansas and begins production. The
company uses the tax credit to write off
or reduce its tax liability by $1 million.
Does the $1 million tax break represent
lost state tax revenue and a loss to the
state treasury? Some would say yes.
Without the credit, the company would
have paid $1 million in state taxes.

Supporters of the credit, however, might
argue the opposite. Were it not for the
existence of the credit, the company
would not have located in Arkansas and
the resulting economic activity would
not have taken place and there never
would have been $1 million in taxes to
write-off.

Unfortunately, there is simply no way
to know, at least with any certainty,
whether a company would have made
the investment without the tax credit.
Most of the research, however, suggests
that relative tax burdens have only a
marginal impact on the location deci-
sions for new plants.  Other factors,
such as an educated workforce, are
believed to more important.

A second issue is how to measure the
value or revenue loss of each incentive.
The Arkansas Department of Finance
and Administration (DF&A) tracks the

costs of most state-level business tax
incentives. DF&A uses two measures
when tracking the cost of such incen-
tives: the amount of credits “issued” and
the amount of credits actually “used.”
The distinction is an important one.
Many credits, when issued to a com-
pany, can be carried over to later years
if the credit is not fully used in a given
year.

Why wouldn’t a company use a tax
credit fully in a given year? Companies
generally use credits only to the extent
they reduce or eliminate the company’s
tax liability for the year. If a company
does not need to use the full value of
credit in a given year to avoid having to
pay taxes, it will save the value of the
rest of the credit for another year when
it may be needed. If a company has
found other ways to eliminate its tax
liability, it may never use all of a tax
credit it has been issued. Because not
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all credits issued are in fact used, the
value of credits issued is almost always
larger than that used.  Thus, the value
of credits used is a more accurate
reflection of how much a given credit or
incentive costs the state in lost revenue
each year.

Another example illustrates why a
company might not use all of a given tax
credit or carry it forward into future
years.  Suppose at the end of the tax
year, Company A has $2,000 in income
tax liability. Suppose the company
qualifies for a $5,000 state income tax
credit under one of Arkansas’ business
tax incentive programs. What would be
the impact of the credit on the company
state tax liability at the end of the year?
Even though the company qualified for
a $5,000 credit, the company would only
use $2,000 of the credit to reduce its tax
liability to zero.  The remaining $3,000
of the tax credit would be available for
use in future years.

Income Tax Liability
(before credit)  $2,000
Tax Credit of $5,000 -$2,000
Taxes due after Credit  $0

Unused Tax Credit  $3,000
(available to Company A in the future)

Incentives with most Impact

on State Revenue

According to AACF calculations of
DF&A data, business tax incentives
other than sales tax exemptions cost the

state about $44 million
during 2000. From 1996 to
the end of 2000, business tax
incentives cost about $270
million in lost revenue.

The largest business tax
incentive program by far is
the Economic Investment
Tax Credit, formerly called
the Manufacturer’s Invest-
ment Credit (Act 529 of
1985).  In 2000, companies
claimed or “used” approxi-
mately $30 million in sales
tax credits under the pro-
gram.

The next largest business
tax incentive program is the

Economic Development Incentive
Program (Act 851 of 1993). Under this
program, the state awarded nearly $4
million in incentive payments to compa-
nies during 2000. Other expensive
credits include the Recycling and Waste
Reduction Credit (Act 748 of 1991) at
$3.3 million in state business income
tax credits annually; and the Enterprise
Zone Program (Act 947 of 1993) at $2.7
million. Some incentives, such as those
for motion picture productions, are
seldom used (the credit was not used
during 2000).

Sales Tax Exemptions

vs. Business Tax Incentives

The amount of state tax revenue lost
because of business tax incentives is
small compared to state sales exemp-
tions that benefit businesses.  A previ-
ous edition of Paycheck$ and Politics
showed that discretionary sales tax
exemptions cost the state about $582
million in lost tax revenue annually
(excluding the value of various services,
such as attorney or accounting fees,
which are not taxed). Sales tax exemp-
tions targeted to businesses represent
about 64.3 percent of that amount, or
$374 million annually. In contrast,
other state business tax incentives cost
the state about $44 million annually.
Together, sales tax exemptions and
business tax incentives targeted to
business cost the state about $418
million in lost state tax revenue.

The Great Unknown: Act 9 Bonds

The great unknown in the debate over
incentives is the amount of local prop-
erty tax revenue lost annually because
of industrial revenue bonds, commonly
known as “Act 9 bonds.” Act 9 bonds
offer favorable financing to manufactur-
ers to purchase land, buildings and
equipment to locate or expand their
operations. When Act 9 bonds are
issued, local governments generally
maintain ownership of the property for
the life of the bonds, often 20-30 years.
The property is then leased or sold to
the company. Companies are exempted
from paying local property taxes if they
agree to develop the land for industrial
purposes. In many cases, companies
make negotiated payments to local
governments in lieu of property tax
payments.

A major problem with Act 9 bonds is
that companies are exempted from
paying local property taxes, much of
which would go to funding for public
schools. While companies may negotiate
payments in lieu of property taxes in
some cases, the payments are often
lower than the replaced property taxes.
This, in turn, reduces the amount of
revenue for local schools.

There are no estimates of how much
local property tax revenue (and funding
for public schools) is lost annually
because of the issuance of Act 9 bonds.
Many assessors don’t even bother to
assess the property involved in Act 9
bond issues because they know it is
exempt from local property taxes.  The
state has no data system for tracking
the property tax revenue lost because of
Act 9 bond issues.

During the 2001 session, the Arkansas
General Assembly passed temporary
legislation that partially addresses this
problem. Act 1629, which sunsets June
30, 2003, requires any city or county
entering into a lease, contract or sale of
property to a private entity for indus-
trial or economic development purposes
to negotiate in payments in lieu of
property taxes. The amount of the
payment cannot be less than 35 percent
of the property taxes that would have
been paid if the property were on the
tax rolls.

$374
Million

$44
Million

Sales Tax
Exemptions

Business Tax
Incentives

REVENUE IMPACT

OF BUSINESS TAX BENEFITS

Source: AACF calculations from DF&A data
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known revenue lost from other business
tax incentives, such as corporate income
tax credits, sales tax refunds or credits
or incentive payments, etc., is much
smaller (only $44 million in 2000).
Together, sales tax exemptions and
other business tax incentives cost the
state about $418 million annually.

The elimination of business tax incen-
tives is unlikely to generate enough
funding to meet the court’s ruling in the
Lake View school funding case. Early
estimates from the Lake View trial and
the Blue Ribbon Commission suggest
that close to $1 billion in new education
funding will be needed annually to meet
new court mandates resulting from
Lake View.  Other sources will be
needed to generate “adequate” funding
for education.

The great unknown in the debate over
business tax incentives, of course, is
how much local property tax revenue is
lost because of the issuance of tax-
exempt Act 9 Bonds or other industrial
development bonds. While there is
reason to believe the tax revenue lost
because of Act 9 Bonds is significant,
there is no easy or quick way to esti-
mate their potential revenue loss.

Greater Accountability

Before deciding whether to reduce or
eliminate an existing business tax
incentive, the state needs real data
about its effectiveness. After all, the
revenue gained from reducing or
eliminating any incentive must be
considered in light of any impacts on
company or industry competitiveness or
the ability of the state to promote
economic development. In the past,
little accountability has accompanied
these incentives, and virtually no data
has been shared about the costs and
benefits associated with funded projects.
Most project specific information has
been protected by exemptions to the
Freedom of Information Law and has
been unavailable to the general public.

Two major developments during the
2001 session of the Arkansas General
Assembly could provide greater infor-
mation with which to assess business
tax incentives. Act 757 appropriated
$150,000 for an independent study of

Arkansas’ economic development
programs.  The first draft of this study
should be available in April. At this
point, it is unknown what the report
will contain. Given the statutory
language authorizing the study, it will
likely focus more on how Arkansas’
incentives compare to other states’ and
their strengths and weaknesses rather
than an assessment of actual economic
costs and benefits of projects funded by
existing incentives.

A potentially more important legislative
development during the 2001 session
was the passage of Act 1282.  Beginning
in May 2002, Act 1282 requires an
annual report to the Arkansas General
Assembly on the programs, goals and
strategies of ADED. As part of the
annual report, ADED must provide an
accounting of all projects completed by
the department during the year, includ-
ing the number of jobs created by each
project, average annual salaries or
hourly wages for each project, and
which incentive programs were used.

It is important to note, however, that
Act 1282 contains a major loophole in
reporting on the impacts of economic
development incentives. The new law
only requires an assessment of incen-
tives which are part of ADED’s work or
projects during the year. It does not
require any reporting on incentives not
part of ADED projects, such as most
sales tax exemptions generally available
to all qualifying business. The impact of
sales tax exemptions generally will not
be included in the annual report be-
cause they are not part of ADED
projects.

This loophole in Act 1282 is very
important. Sales tax exemptions for
business, most of which are not part of
ADED incentive projects, represent
$374 million in lost tax revenue annu-
ally. In contrast, other business tax
incentives cost only $44 million. This
loophole must be corrected to promote
greater accountability with business tax
incentives. Unless this loophole in the
law is changed, the state will not have
the information it needs to assess which
incentives, if any, should be reduced or
eliminated to free up revenue for
funding public education.

However, the law contains several
loopholes. A major loophole is that a
lesser in-lieu-of-propert tax payment
can be levied if approved by the director
of the Arkansas Department of Eco-
nomic Development (ADED) and the
chief fiscal sfficer of the state.  The law
also excludes the following:

� Agreements existing or entered into
prior to July 1, 2001;

� Agreements entered into on or after
July 1, 2001, pertaining to a project
covered by a financial incentive
proposal from ADED or by resolu-
tion of the governing body of a city
or county;

� Any reissue or refinancing of bonds
subject to an existing in-lieu-of-tax
agreement; and

� Any contract for sale with a quali-
fied steel manufacturer.

Act 1629 also requires several interim
legislative committees to conduct
studies of the impact of in-lieu-of-
property-tax payments on the state
funding of public schools.  The studies
have not yet been completed.

More Would Be Needed

Business tax incentives result in the
loss of millions of dollars in state tax
revenue each year. This is money that
could be used to fund a major new
investment in public education or other
critical services, such as health care,
vital to Arkansas children and families.
Tax incentives, along with other poten-
tial revenue sources such as property
taxes, severance taxes, income taxes
and sales taxes, must all be on the table
for discussion as the state considers new
ways to fund public education and other
state services.

It is important to note, however, the
revenue impact from business tax
incentives is relatively small compared
to discretionary sales tax exemptions.
Sales tax exemptions cost the state
about $582 million annually in forgone
tax revenue. Of this, about $374 million
is lost because of exemptions targeted to
business or economic development. The
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