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Executive Summary

California is a costly place to live compared to most states. So are Massachusetts and New York. Retirees

often pick up stakes and move to other states like Arizona and Florida, partly because of the warm winters,
but also because the cost of living is relatively low compared to where they made their careers. Interstate cost
of living differentials seem to be taken as a given, almost as natural as the different weather patterns of Ore-
gon and Oklahoma. This study econometrically demonstrates that California is not a relatively costly place
to live just because lots of people want to live there. It is a costly state due to state and local policies such as
heavy-handed land-use regulation, occupational licensing, minimum wages, family and disability benefit
labor regulations, and energy regulation. In other words, it is not that lots of people want to live in high-cost
states and push up prices that the cost of living is high in those states. The cost of living is high because states
adopt policies that make the states more costly places to do business, to buy property, and to obtain a given
standard of living.

When states” average personal incomes are adjusted for their cost of living, it radically changes the picture of
which states are the most prosperous. Apparently prosperous California sinks below Mississippi. Oklahoma,
middling in official statistics, rises to actually outrank Massachusetts. Texas ends up in the top 10. Appar-
ently prosperous states that have high costs of living are shown not to be so prosperous after all, once you
account for how little that can be purchased with those high incomes. And as it turns out, high-cost states
tend to be “blue” in their voting patterns while low-cost states tend to be “red,” politically.

The blue-state income advantage from having more college graduates largely disappears when cost of living
is taken into account. The demand for greater federal government social spending on the part of blue states
is more understandable, too, when it is understood that the Federal Poverty Level of income is more limited
in value in blue states than in red states. Red-state residents tend to see social programs as generous while
blue-state residents see them as stingy, but the perception is less ideological than it is due to the fact that the
two groups live in different cost-of-living realities. What's more, these different realities serve to cause official
statistics to overstate income inequality in the nation since individuals with relatively modest incomes often
live in low-cost states where their incomes are relatively valuable.

The implications for policy are simple. First, policy makers in low-cost states should tune out interstate
spending comparisons by spending advocates. Since low-cost states are often also low-spending states, gov-
ernment-program activists exploit this fact to advocate for greater spending. However, such comparisons are
often meaningless when cost of living is taken into account, which can radically change the picture when the
different spending power of dollars across states is considered. Second, state policymakers must pay much
more attention to policies, such as those mentioned above, that impact the cost of living. For example, if
Oklahoma reduced its licensed workforce to the national average, the resultant lower cost of living would be
the equivalent of putting $800 per year into the pockets of every man, woman, and child in the state. Lower-
ing the cost of living is equivalent to a boost in GDP, something policymakers and policy scholars have been
missing for a very long time.
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Introduction

Interstate differences in government spend-
ing have become part of the DNA of debates

regarding expenditure levels in a number

of areas including per-student spending in
higher and public education, Medicaid ex-
pansion, increased funding for child welfare,
and a host of other issues. As anyone who
has worked with elected officials knows,
advocates for such programs in low-spend-
ing states attempt to shame lawmakers into
budgeting more by pointing out their states’
low spending levels compared to others.!

The clear implication is that lawmakers in
low-spending states care less about unfortunate people than lawmakers in high-spending states. The same is
true for budget decisions on issues such as teacher salaries and welfare programs.?

Well-informed policymakers know that raw dollar spending comparisons across states fail to take into
account an important difference among states—the cost of living. For example, most of the criticism of
Mississippi for being at the bottom of the states in all manner of government-spending statistics fails to point
out that Mississippi also has the lowest cost of living of all the states.’ Recent debates in Oklahoma regarding
its 48th-ranked teacher salary status among the states fail to account for the fact that, as of this writing, only
Mississippi and Arkansas have a lower cost of living than Oklahoma. Adjusting for cost of living, it turns out,
can yield dramatically different results. Oklahoma’s ranking in teacher salaries, in one analysis, moved from
48th to 30th when cost of living was taken into account.

Many federal programs flow money to the states based on incomes, but incomes themselves are not the full
story. A given amount of income low enough for someone to be truly in poverty in Texas is worth less in Cal-
ifornia, where the same income level makes someone absolutely destitute. Thus, were the federal government
to account for cost of living, it would dramatically alter federal money flows to states. But such a change
would likely ratify and reinforce poor state and local policies that lead to a higher cost of living. On the other
hand, if the federal government incorporated cost of living into many of its comparative statistics, we would
gain a truer picture of where we stand, not just with respect to states, but as a nation. Income inequality, for
example, would likely be attenuated if income were compared after adjusting for cost of living.

Since cost of living makes a profound difference in what a dollar can buy, and this in turn makes a profound
difference in a person’s well-being, it is critical we gain an understanding of what determines cost of living. In
doing such an analysis, many people would likely point to population density, climate, or natural amenities
that are in high demand. But an often-overlooked factor is the costs imposed by government. Government
institutions such as land-use and labor regulation like a minimum wage and licensing statistically explain a
great deal of the variation in cost of living across states all by themselves.

Also addressed in this paper is why state policymakers should do more to consider cost of living, and specific
policies they can pursue to reduce it in their states. These include: 1) limiting land-use regulation, especially
zoning, 2) reducing labor regulations, including occupational licensing, minimum wages, family leave, and
disability benefit requirements, 3) passing right-to-work laws, 4) reducing startup and filing fees for business-
es, and 5) reducing monopolistic regulation in electric energy.
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Policy issues are often statistically investigated for how they impact GDP—either its growth over time, or its
total—frequently with frustrating results. The analysis contained in this paper suggests that researchers have
been missing something more fundamental: the cost of living.

Cost of Living and Personal Income

Every year, reporters and policy advocates publish stories ranking states in order of economic growth, gov-

ernment spending, personal income, and other factors. In comparisons, it's common to see Mississippi at the
rear in many categories, especially income. Despite its growing and dynamic economy, Texas seems doomed
to be stuck in the middle. Oklahoma often falls below Texas in various measures. Meanwhile, northeastern
states such as Massachusetts and New York are firmly in command at the top. This pattern is exhibited in
federal personal income statistics, which are often popularized in various rankings and comparisons of states.*
Table 1 shows per capita personal income (personal income per person) numbers for all the states and Wash-
ington, D.C.

Of the top 10 states (and the District of Columbia) in personal income per capita, seven are in the North-
east. The District ranks at the very top, and the top 10 are rounded out by California, Alaska, and Wyoming,.
Oklahoma and its neighbors are mostly in the bottom half of states, with Colorado ranked highest. Missis-
sippi, as usual, brings up the rear behind New Mexico and West Virginia. Many view a ranking like that in
Table 1 as indicative of well-being, implying that the Northeast and California have come out on top, Texas
has a long way to go yet, and places such as West Virginia and Mississippi are suffering.

TABLE 1: PERSONAL INCOME PER CAPITA (ANNUALIZED Q1, 2017)

Rank State Personal Income/ Capita | Rank State Personal Income/ Capita
1 District of Columbia $76,606 18 Rhode Island $52,030
2 Connecticut $71,746 Rt Hawaii $51,242
3 Massachusetts $65,983 20 Vermont $50,558
4 New Jersey $62,967 21 Nebraska $49,476
5 New York $61,628 22 Delaware $49,299
6 Maryland $59,393 23 Kansas $48,980
7 New Hampshire $58,598 L South Dakora $48,233
8 California $57,198 25 Texas $47,958
9 Alaska $55,601 26 Wisconsin $47,936
10 Wyoming $55,266 L Towa $46,942
11 Virginia $54,989 28 Florida $46,365
12 North Dakota $54,867 29 Oklahoma $45,804
13 Washington $54,542 30 Ohio $45,734
14 Ilinois $52,745 31 Oregon $45,545
15 Minnesota $52,736 32 Michigan $45,484
16 Colorado $52,578 33 Maine $44,913
17 Pennsylvania $52,235 34 Missouri $44,520
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35 Tennessee $44,351 P 44 Kentucky $40,252

36 Indiana $44,344 e South Carolina $40,179
37 Louisiana $44,185 L 46 Arkansas $39,960
38 Nevada $43,863 47 Alabama $39,917
39 Monna $43,183 | 48 Idaho $39.718
40 North Carolina $42,833 L 49 New Mexico $39,131
41 Georgia $42,559 50 West Virginia $37,812
42 Utah $41,346 51 Mississippi $36,490
43 Arizona $40,419

Source: U.S. Bureau of Economic Analysis

One problem with Table 1 and the conclusions that naturally arise is that a dollar spent in Boston does not
buy as much as a dollar spent in Fort Worth, Oklahoma City, or Birmingham. More than a few southerners
have been lured to the Northeast by large salaries only to find out the cost of living, especially in housing, is
nothing like where they grew up. This is a major reason cost-of-living calculators have become popular on
the internet.’

Table 2 shows an index for cost of living across the states. This index, centered on 100, gives relative cost-
of-living levels for each state. The higher the index number, the greater the cost of living. This allows for
state-to-state comparisons. For example, Alaska’s cost of living, with an index value of 131.5, is 45 percent
higher than Alabama’s at 90.6. That means it would require $145 in Alaska for a person to possess the same
purchasing power as $100 in Alabama. Hawaii’s cost of living (187.7 index value) is more than twice that of
Mississippi’s (85 index value). Thus, it is misleading to judge well-being across states by simply referencing
the statistics in Table 1. What's more, there is a strong correlation between cost of living and per capita per-
sonal income. A comparison of Tables 1 and 2 yields a correlation coefficient of 0.65. This means that when
cost of living is higher in one state than in another, it is very likely that personal income will be too. This is
no surprise since these two factors impact each other. Income needs to be higher when cost of living is higher
in order to cope with the circumstances. But higher incomes also tend to yield a higher cost of living because
incomes are a business expense.

A couple of quick remarks on cost-of-living indexes is warranted at this point. First, the index in Table 2
does not rely on federal data. It relies, instead, on data produced by a private company, C2ER, which sells its
data on a subscription basis. The Missouri Economic Research and Information Center uses the C2ER data
to create its own proprietary index. Like federal data, C2ER apparently heavily relies on urban data. Second,
a valid criticism of any index, including those used to statistically investigate cost-of-living variations later in
this paper, is that their values depend heavily on judgment calls by those who put them together. For exam-
ple, different prices of goods and services are given different weights depending on how significant they are
in peoples’ budgets. These weights do not necessarily match the consumption patterns of a particular indi-
vidual—patterns as varied as the number of individuals. Nonetheless, indexes likely contribute to our overall
knowledge and can lead us to ask relevant questions about policy decisions.®
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Table 2: Cost-of-Living Index (Q1, 2017)

State Cost of Living Index State Cost of Living Index
Alabama 90.6 Montana 98
Alaska 131.5 Nebraska 93.9
Arizona 96.6 . Newda 101.6
Arkansas 87.9 New Hampshire 118
California 136.3 New Jersey 121.2
Colorado 101.6 New Mexico 96.2
Connecticut 129.1 New York 131.1
Delaware 102.5 North Carolina 94.5
District of Columbia ~ 153.3 North Dakota 99.3
Florida 100.4 Ohio 92.7
Georgia 90 Oklahoma 89.1
Hawaii 187.7 Oregon 127.3
Idaho 90.8 Pennsylvania 102.1
Illinois 97.1 Rhode Island 123.2
Indiana 90.6 South Carolina 100.5
Towa 92.3 South Dakota 100.2
Kansas 91.1 Tennessee 89.7
Kentucky 94.6 Texas 90.4
Louisiana 93.8 Utah 94
Maine 115 Vermont 120.7
Maryland 129.1 Virginia 101.7
Massachusetts 129.4 Washington 106.1
Michigan 89.5 Wiest Virginia 95.3
Minnesota 99.7 Wisconsin 96.4
Mississippi 85 Wyoming 94.7
Missouri 90.1 :

Source: Missouri Economic Research and Information Center

To avoid having people misled by raw per capita personal income statistics, the numbers in Table 1 need ad-
justing to account for the cost of living. Using the index values in Table 2, the per capita personal income of
each state can be deflated or inflated to equate the relative purchasing power of dollars across states. In states
with index values lower than 100, purchasing power is relatively high, so their income numbers will inflate
when adjusted. States with high costs of living will see their income numbers decline when adjusted so as to
reflect the fact that dollars in those states do not stretch as far. (An endnote illustrates how this simple calcu-
lation is done.) The result is Table 3, whose dollar values can be used as a means of comparison of the relative
purchasing power of the states’ actual per capita personal incomes.

GOLDWATER | 6 | INSTITUTE



Table 3: Per Capita Personal Income Adjusted for Cost of Living

Adjusted Personal Adjusted Personal

Rank State income/capita : Rank State income/capita
1 Wyoming $58,359 27 Georgia $47,288
2 Connecticut $55,574 L 28 Louisiana $47,106
3 North Dakota $55,054 2 New York $47,008
4 linois $54,320 L 30 Florida $46,180
5 Virginia $54,070 L 31 Maryland $46,005
6 Kansas $53,765 32 Arkansas $45,461
7 Texas $53,051 33 North Carolina $45,326
8 Minnesota $52,895 34 Montana $44,064
9 Nebraska $52,690 L35 Alabama $44,058
10 New Jersey $51,953 36 Utah $43,985
11 Colorado $51,750 37 Idaho $43,742
12 Oklahoma $51,407 38 Nevada $43,172
13 Washington $51,406 39 Mississippi $42,929
14 Pennsylvania $51,161 40 Kentucky $42,550
15 Massachusetts $50,991 41 Alaska $42,282
16 lowa $50,858 L 42 Rhode Island $42,232
17 Michigan $50,820 43 California $41,965
18 District of Columbia ~ $49,971 44 Vermont $41,887
19 ‘Wisconsin $49,726 45 Arizona $41,842
20 New Hampshire $49,659 L 46 New Mexico $40,677
21 Tennessee $49,444 47 South Carolina $39,979
22 Missouri $49,412 48 West Virginia $39,677
23 Ohio $49,335 49 Maine $39,055
2% Indiana $48,945 . 50 Oregon $35,778
25 South Dakota $48,137 L s Hawaii $27,300
26 Delaware $48,097 :

Sources: Tables 1 and 2, author calculations”

Note that once states’ per capita personal incomes are adjusted for cost of living to reflect purchasing power,
the rankings radically change. Only two northeastern states, Connecticut and New Jersey, remain in the top
10. Formerly middle-ranked Texas jumps 18 spots to number 7. Oklahoma, once ranked 29th and 13 spots
behind Colorado, rises to 12th, just behind Colorado. Oklahoma outranks Massachusetts, which had ranked
third. California drops to 43rd, behind Mississippi’s 39th. Hawaii now takes the bottom spot, and a distant
bottom at that. Figure 1 shows how the fortunes of different states change depending on whether or not
personal income is adjusted for cost of living.

GOLDWATER | 7 | INSTITUTE



Figure 1: Personal Income vs. Personal Income Adjusted for Cost of Living, Selected States
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Implications from Cost-of-Living
Adjustments

Place Greater Emphasis on Cost of Living

Policymakers, policy analysts, and lobbyists, especially on the conservative side, tend to emphasize economic
growth—enhancing gross domestic product—over just about anything else as an end to be achieved in
making policy. However, it is clear that cost of living matters a great deal. While it appears that Mississippi
is a permanent economic bottom dweller among the states, the reality is that once cost of living is taken
into account, it would take years of stronger-than-average economic growth for Hawaii to catch up with the
next state above it, and decades for it to catch up to Wyoming, once cost of living is taken into account. The
Northeast, truly an economic engine if for no other reason than its population density, is much less prosper-
ous than it otherwise appears when cost of living is included in comparisons.

The importance of cost-of-living in determining the true value of income shows why policymakers should
not single-mindedly pursue policies that appear to achieve greater economic growth, but should also work
toward a lower cost of living. After all, reducing the cost of living by 10 percent has the same impact on
people’s standard of living as a 10 percent increase in their incomes.

Economic growth across the states varies a great deal over time. Highly regulated states often grow robustly.
During the last recession and its slow recovery, relatively lightly regulated Texas was the growth state many
pointed to. More recently, California has done relatively well. Much of the cycling of economic growth
through the states occurs due to the waxing and waning of dominant industries. When oil is doing well,
Alaska, Wyoming, Texas, and Oklahoma do well. When tech is doing well, so does California and Massa-
chusetts. When real estate is doing well, so does Arizona. Many of the economic forces that determine which
states are doing well are international in scope and largely outside the control of state policymakers. The
evidence described below, however, indicates that cost of living is substantially influenced by state and local

policies.

“...reducing the cost of living by 10
percent has the same impact on people’s
standard of living as a 10 percent
increase in their incomes.”
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Low Personal Income States Should Not Mimic
High Personal Income States

Cost of living makes many comparisons of well-being across states much less meaningful. A 2012 article in
Time entitled “Blue States Barack Obama Won In 2012 Are More Educated Than Red States” is a case in
point.® Blue states tend to have relatively high personal income levels, so the relationship expressed in the
Time article is true. But it is not quite so true when we account for purchasing power.

A simple single-variable linear regression, a mathematical method that measures the relationship between
variables, shows that a one-point increase in the percentage of a state’s population with a bachelor’s degree

is associated with a $1,217 increase in per capita personal income (appendix, Table 7). However, if we use
the same technique but replace personal income with per capita personal income adjusted for cost of living,
there is a much different result. A one-point increase in a state population’s share with a bachelor’s degree is
associated with a relatively modest rise in purchasing power of $286. What’s more, of the two regressions, the
latter—which uses the better measure of well-being, personal income adjusted for cost of living—suggests
there might be no relationship between average well-being in a state and the percentage of the population
with college degrees after all(see Appendix). The seeming advantage that states with more college graduates
appear to have is drowned out by their high cost of living.

The cost of living also renders many interstate spending comparisons meaningless, especially when the spend-
ing is mostly on salaries. Public education, where most of the emphasis is on salaries, particularly comes to
mind. In straight comparisons across states, Oklahoma, for example, ranks 48th among the states in teacher
pay, but when cost of living is taken into account, it ranks 30th.” Mississippi’s seeming bottom-dwelling
status in all measures related to dollars changes considerably when cost of living is taken into account, just as

it did in Table 3 above as compared to Table 1.

Activists pushing for higher spending on various programs in low-spending states often claim that differences
in income are attributable to differences in state spending. The analysis in this paper (below) suggests that the
causal flow is different: state regulations, which push up the cost of living, force those with modest incomes
to migrate to lower-cost states, leaving behind those with higher incomes—and college degrees—who can
afford the higher prices of everything, including government services (and taxes).

Higher spending on government in high-cost states may or may not buy more government goods and
services. It depends on the specific price circumstances in the various states. Often, activists in low-spending
states point to the high spending of other states in areas like education, transportation, the arts, entertain-
ment, parks, and other government-financed amenities, and insist that their states follow suit. This analysis
suggests that much of the high spending in some states is only compensating for higher prices and does not
necessarily result in more services. Besides, many low-spending states like Oklahoma and Texas are actually
better off than high spenders like California and Massachusetts, although this is only apparent after account-
ing for cost of living.

Red States/Blue States, Federal Programs, and Poverty Definitions

Writers highlighting the differences between “red” and “blue” states note that blue states, which tend to be
northeastern, west coastal, and more urban, have higher incomes. Blue states, on average, see their residents
attain higher levels of education. Blue states also receive less from the federal government in comparison to
what they pay in federal taxes.® What is often overlooked, however, is that northeastern and West Coast
states (and the District of Columbia) also have higher costs of living. That factor changes the resulting pic-
ture considerably. Red states, which vote for (professed) small-government conservatives, are often criticized
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over the fact they receive more federal money compared to what they pay in taxes than blue states. It turns
out the difference in cost of living between the two sets of states has more to do with this than any seeming
hypocrisy on the part of red state voters.

Federal entitlement money that flows to the states is driven by the federal poverty level (FPL), a level of
income used to determine eligibility for many programs, including school lunches, Temporary Assistance

to Needy Families, and Medicaid. The FPL for a family of four in the lower 48 states is $24,600, regardless
of whether that family lives in San Francisco, New York City, Oklahoma City, or Fort Worth. In Alaska the
FPL for a family of four is $30,700 while in Hawaii it is $28,290."" Presumably, these two states get a bump
due to the higher cost of living, but if this is the case, Hawaii should receive a greater bump than Alaska,
according to Table 2.

Table 4 shows the four-person family FPL for each state adjusted for that state’s cost of living or purchasing
power. The average of these values for Washington, D.C., and the 20 blue states that voted for Hillary Clin-
ton in 2016 is $21,078; they have a relatively high cost of living and the lower number reflects the fact that
$24,600 buys less than in other states. The average for the 30 red states that voted for Donald Trump, with
their lower cost of living, is 24 percent higher, at $26,239. Even though Alaska’s FPL is the highest of the
states, the purchasing power of the FPL in Alabama is 16 percent higher due to that state’s much lower cost
of living. Mississippi’s FPL purchasing power is 60 percent higher than that of California due to the differ-
ence in the cost of living between the two states.

Text continues on page 13
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Table 4: Four-Person Family Federal Poverty Level’s (FPL) Relative Purchasing Power, by State

FPL Purchasing FPL Purchasing

State Power State Power
Alabama $27,152 Montana $25,102
Alaska $23,384 Nebraska $26,198
Arizona $25,466 Nevada $24,213
Arkansas $27,986 New Hampshire $20,847
California $18,048 New Jersey $20,297
Colorado $24,213 New Mexico $25,572
Connecticut $19,055 New York $18,764
Delaware $24,000 North Carolina $26,032
District of Columbia $16,047 North Dakota $24,773
Florida $24,502 Ohio $26,537
Georgia $27,333 Oklahoma $27,609
Hawaii $15,072 Oregon $19,324
Idaho $27,093 Pennsylvania $24,094
Hlinois $25,335 Rhode Island $19,968
Indiana $27,152 South Carolina $24,478
Iowa $26,652 South Dakota $24,551
Kansas $27,003 Tennessee $27,425
Kentucky $26,004 Texas $27,212
Louisiana $26,226 Utah $26,170
Maine $21,391 Vermont $20,381
Maryland $19,055 Virginia $24,189
Massachusetts $19,011 Washington $23,186
Michigan $27,486 West Virginia $25,813
Minnesota $24,674 Wisconsin $25,519
Mississippi $28,941 Wyoming $25,977
Missouri $27,303

Source: Author calculations

GOLDWATER | 12 | INSTITUTE



Figure 2: Purchasing Power of $24,600, Select States
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Table 4 looks at the relative purchasing power of the FPL for a family of four in each state. The dollar levels
serve as a common metric for comparing the purchasing power of actual FPL dollar amounts (a uniform
amount for all states except Hawaii and Alaska). Table 5 represents a different view. Suppose $24,600 is the
“right” amount as the FPL for a family of four in South Carolina where the cost-of-living index value is near
100. Table 5 reflects the amount of actual dollars a family of four would need in each state to buy the same
amount of stuff that $24,600 can buy in South Carolina. It also shows the difference between these con-
stant-purchasing-power dollar amounts in each state and the actual FPL in each state.

Table 5: Constant Purchasing Power, Four-Person-Family Federal Poverty Levels by State with Com-

parison to Actual FPL
Uniform Versus Uniform Versus
Purchasing Actual Purchasing Actual
State Power FPL FPL State Power FPL FPL
Alabama $22,288 $2,312 i Idaho $22,337 $2,263
Alaska $32,349 $1,599 i Illinois $23,887 $713
Arizona $23,764 $836 ¢ Indiana $22,288 $2,312
Arkansas $21,623 $2977 i Towa $22,706 $1,894
California $33,530 $8930 | Kansas $22,411 $2,189
Colorado $24,994 -$394 i Kentucky $23,272 $1,328
Connecticut $31,759 -$7,159 i Louisiana $23,075 $1,525
Delaware $25,215 $615 | Maine $28,290 -$3,690
District of $37,712 $13,112  : Maryland $31,759 -$7,159
Columbia H
Massachusetts $31,832 -$7,232
Florid: 24,698 -$98
ondaa $24,69 59 Michigan $22,017 $2,583
Georgi 22,140 2,460
corgia $ 5 Minnesota $24,526 $74
Hawaii $46,174 -$17,884
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Mississippi $20,910 $3,690 Pennsylvania $25,117 -$517
Missouri $22,165 $2,435 Rhode Island $30,307 -$5,707
Montana $24,108 $492 South Carolina $24,723 -$123
Nebraska $23,099 $1,501 South Dakota $24,649 -$49
Nevada $24,994 $394 Tennessee $22,066 $2,534
New Hampshire $29,028 -$4,428 Texas $22,238 $2,362
New Jersey $29,815 -$5,215 Utah $23,124 $1,476
New Mexico $23,665 $935 Vermont $29,692 -$5,092
New York $32,251 -$7,651 Virginia $25,018 -$418
North Carolina $23,247 $1,353 Washington $26,101 -$1,501
North Dakota $24,428 $172 West Virginia $23,444 $1,156
Ohio $22,804 $1,796 Wisconsin $23,714 $886
Oklahoma $21,919 $2,681 Wyoming $23,296 $1,304
Oregon $31,316 -$6,716

Source: Author calculations

Figure 3: Dollars Required For Constant Purchasing Power, Select States, $24,600 Base Level

Alabama California Kansas Mississippi New York — Texas

With $24,600 as the base for the calculation (including for Hawaii and Alaska), states with a high cost of
living require more than $24,600 to keep purchasing power constant, while states with a low cost of living
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require less. Blue states in the last presidential election have an average constant-purchasing-power FPL from
Table 5 of $29,613. The red-state average is $23,334. For blue states, the actual federal FPL averages $4,837
too low in comparison to Table 5 values. In red states, the $24,600 poverty level income is 700 high by an
average of $1,417."

In high-cost blue states like Hawaii, California, New York, and Massachusetts, where the FPL seems too low,
it would not be surprising that many perceive federal eligibility guidelines for assistance programs to be parsi-
monious. People in Connecticut know how little $31,000 can actually buy in that state. To them and those
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in other high-cost states, $24,600 for a family of four is a pittance. In Mississippi, though, $24,600 is quite a
bit more than a pittance. People in relatively low-cost red states may consider the FPL to be overly generous,
while in high-cost blue states, the same FPL appears stingy. Both perceptions, which appear to be based on
regional differences in ideology, can be based on the facts of local circumstances. Residents of blue states and
red states live in different cost-of-living realities.

These different realities have translated into states” policies. For example, due to the Supreme Court’s deci-
sion, states may choose whether or not to expand Medicaid programs under the Affordable Care Act. Nine-
teen states have opted not to do so as of this writing, only two of which are blue states, the others having, for
the most part, a low cost of living. Many federal programs, in fact, involve state and federal cost sharing with
states allowed some level of discretion as to the degree of participation. One would expect states with higher
per capita incomes to receive less federal money compared to taxes paid than states with lower per capita
incomes. In fact, this is true, and it translates into a red state/blue state dichotomy.

When the relationship between per capita personal income and federal dollars received per dollar paid in
federal taxes is statistically tested (appendix, Table 8), there is, indeed, a negative relationship. That is, higher
income for a state is associated with fewer federal dollars. However, this statistical relationship is not partic-
ularly strong. The statistical relationship between per capita personal income adjusted for cost of living is ac-
tually much stronger. This suggests that states and the federal government are pursuing policies that, however
imperfectly, adjust significantly to differences in the cost of living.

The fact that states have, to the degree allowed, adjusted their policies to cost of living under federal pro-
grams illustrates the power of federalism. From its remote enclaves in Washington, D.C., the federal gov-
ernment does not need to determine a uniform standard of nominal spending in any area on the part of
states, nor should it. Local circumstances should have the control, and those circumstances determine policy
outcomes, not universal spending dictates from Washington. Obamacare’s Medicaid expansion mandate was
particularly inappropriate for low-cost states, and they have acted accordingly, often refusing to expand.

We often see the red state/blue state dynamic playing the same tune in different ways. On one hand, the fed-
eral government accidentally treats red states relatively generously due to their low cost of living and apparent
lower incomes. For red states, this comes at some cost since many federal programs require state matching
funds. Red states’ budgets, more tuned to actual state-level needs,
are at risk of federal priorities becoming a dominant budgeting
consideration. On the other hand, blue states, accidentally treated
less generously by the federal government due to their high cost of
living and apparent higher incomes, push for federal program ex-
pansion that is unsuited for and unwanted by red states. Red states
perceive federal largesse as threatening to their fiscal situations,
while blue states hardly see it as largesse at all.

This discussion raises a question. Shouldn’t the federal government
adjust the FPL for each state just as it already does for Alaska and
Hawaii, perhaps more along the lines of that in Table 52 If the
federal government made such a change in policy, the highest
FPLs would mostly occur in northeastern and West Coast states
and lower FPLs in southern and midwestern states. This is logical
if policy is aimed at maintaining a certain minimum standard of
living, which clearly costs different amounts of money from state

to state.
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The idea of varying the FPL according to a state’s cost of living seems to make a great deal of sense, but

there are two issues that should be considered. First, as noted above, states and the federal government are
already adjusting to cost of living to some degree. High-cost (blue) states already tend to be more generous in
expanding programs where the federal government allows for discretion and cost-shares with states. Perhaps
a better policy would be for the federal government to allow for even greater flexibility and cost-share over a
greater range of program parameters.

Second, as explained below, cost of living appears to be related to state and local regulations and institutions.
If the statistical analysis accurately reflects policies’ impact on the cost of living, having the federal govern-
ment adjust FPL for each state’s cost of living would effectively ratify what are arguably costly and foolish
policy decisions made at the state and local levels. To the extent that there is unfairness inherent in federal
social programs as a result of failing to account for cost of living, this might be mostly attributable to costly
state and local policies. There is no sound ethical or policy justification for having the federal government
support unwise decision-making by states while effectively penalizing good decisions. Instead, lawmakers

in high-cost states should pursue policies to reduce the cost of living. The ball is in their court, not that of
Congress.

Income Inequality

One last issue arises from addressing cost of living: income inequality. This has become a central motivating
issue in recent years, thanks largely to the writings of Thomas Piketty,'® Paul Krugman,'* and Robert Reich.”
However, the current level of income inequality in the United States is exaggerated and misstated by official
statistics that fail to take cost of living into account. The apparently highest-income states, for the most part,
are not the highest-purchasing-power states. That is, personal income unadjusted for cost of living does not
reflect how well or poorly people actually live. If the individual incomes were adjusted for cost of living (pur-
chasing power) the lion’s share of low-income individuals would likely find their purchasing power enhanced
relative to income while most high-income individuals would find their purchasing power discounted. Just
exactly how adjusting for cost of living would impact inequality measures is not known, but the likelihood

is that incomes adjusted for cost of living (purchasing power) would be significantly more equal compared
to current measures.'® And in fact, research published by the Texas Public Policy Foundation regarding how
many individuals would be considered in poverty in various states if cost of living were taken into account is
strong evidence that inequality would be attenuated if income were adjusted for cost of living."”

Given the apparent rise in income inequality in recent years, a good question for further research is whether
states have increasingly diverged in their cost of living in recent decades as income inequality has increased
The types of regulation that have pushed up the cost of living in many states are relatively new. Zoning,
which is associated with a higher cost of living, is about 100 hundred years old, but its spread was slow and
gradual. Right-to-work legislation, strongly associated with a lower cost of living in the analysis below, spread
geographically first in the South, where incomes have historically been low. Circumstantial evidence appears
to match policies that diverge with the cost of living across states with the changes in income inequality.
Nothing has been done here to tease out the relative influences of different potential causes of inequality in
the United States, but those who seek to make it an issue have an obligation to do so.
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Why the Differences in Cost of Living?

Some might object to the cost-of-living-adjusted rankings in Table 3 on the grounds that many things people

value in different states is left out of a dollar number. Hawaii, for example, has a wonderful climate, scenic
vistas, and year-round outdoor activities. California has its beautiful coast. Northeastern states have many
cultural amenities, rich histories, and readily available goods and services due to high population densities.
All of these intangibles have a real impact on people’s standards of living but cannot be easily boiled down to
a dollar value.

Intangibles certainly make a difference and can help to explain the differences in the cost of living to some
extent. Economists do try to measure the value of intangibles using statistics and calculating what economists
call hedonic prices.'"® However, even if a true measure of relative well-being lies somewhere between Tables 1
and 3, there is currently no way to know where exactly it does lie.

One explanation for the high cost of living in Hawaii and Alaska is their remoteness. Neither state is self-suf-
ficient in modern amenities, so they require long supply chains. However, bulk water transport is the cheap-
est form of transportation, so it is not obvious that remoteness explains anything. And as Table 6 illustrates,
states that are similar and abut each other can have significantly different cost-of-living levels. For example,
Washington, D.C.’s cost of living is 19 percent higher than Maryland’s and 50 percent higher than Virginias.
New YorK’s is 8 percent higher than New Jersey’s, and Virginia’s is 7 percent higher than West Virginia’s, the
latter being The Mountain State, where cost of living would be expected to be relatively high. None of these
significant differences can be attributed to intangible amenities or costly supply chains.

Table 6: Select Cost-of-Living Index Values

State Cost of living index
District of Columbia 153.3
Maryland 129.1
Virginia 101.7
Delaware 102.5
New Jersey 121.2
New York 131.1
Pennsylvania 102.1
West Virginia 95.3

Source: Table 2

Where, then, do these differences come from? Researchers have looked into different explanations for vari-
ations in the cost of living. The analysis in this paper (below) is mainly concerned with how public policies
impact cost of living, but others have focused mainly on geography and other variables largely out of the
control of policymakers. One 1979 study looked at the cost of living across metropolitan areas and conclud-
ed that the major factors associated with a higher cost of living were cold climates and metropolitan popu-
lation size."” Another study looked at cross-state cost-of-living differences and identified per capita income,
the unemployment rate, state geographic area, average annual heating degree days, amount of a state’s coastal
area, the amount of toxic releases into the environment, and whether a state has a right-to-work provision.?
The same authors (Cebula and Toma) found similar associations with differences in the cost of housing
across states in 2006.*'
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Policies That Impact the Cost of Living
and What to Do About Them

As it turns out, much of the variation in cost of living across states can be attributed to one costly phenom-

enon: government. This is evidenced by the statistical relationships that were tested between cost of living
and policy variables explored in 7he 50-State Small Business Regulation Index, written by economist Wayne
Winegarden and published by the Pacific Research Institute in 2015.% This publication separately ranks the
states according to 14 regulatory and institutional variables to determine an overall ranking. Several of these
variables are indices devised to measure the relative severity of various state policies within specific policy
areas as objectively as possible.”

The relationship between cost of living and the various regulatory variables explored by Winegarden was
analyzed using linear regression, a statistical technique. Full results are reported in the appendix (Table 9 and
subsequent tables). The third-quarter 2015 index values from the Missouri Economic Research and Informa-
tion Center, rather than the more recent values in Table 2, were used in the statistical analysis due to the time
proximity to Winegarden’s referenced measures. Detailed results are in the appendix, but only general results
and some policy judgments will be discussed here.?

One technical note: Policy variables alone mathematically explain 64 to 73 percent of the variation in cost
of living across states. This is a strong result from a purely statistical point of view. The policy variables come
from a variety of sources and, where they are indices, have been developed independently of each other.
Other sources of policy variables could have been used, such as various economic freedom indexes, but these
sources consist of a high number of sub-indexes often all developed by the same researchers.

To summarize the results, the following factors are associated with higher costs of living: strict zoning laws,
no state right-to-work law, a state disability insurance requirement, higher occupational licensing require-
ments, enhanced state family leave requirements, a higher state minimum wage, higher fees and filing costs
for new businesses, and greater electric energy regulation. To some extent, it would be expected that anything
that regulates real estate would show significant results in a statistical analysis of cost of living, since housing
generally gets heavily weighted due to its significance in people’s budgets. But the other results described
below give a good indication of where policy should move in reducing the cost of living. It is not all about
land or housing regulation.

Each of Winegarden’s policy variables that are statistically related and likely determinative of the cost of liv-
ing is described below with specific policy suggestions that arise from the statistical analysis. For information
on Winegarden’s policy variables that were found to be statistically unrelated to cost of living, see the appen-

dix.
Land-Use Regulation

The index used in this analysis is the Wharton Residential Land Use Regulatory Index, which indexes zoning
regulation as standard deviations from a mean value set at zero. Values of the index run from -1.13 for
Kansas to 2.32 for Hawaii.” The greater the regulation, the greater the value of the index. Mostly, the overall
issue rated in the index is zoning, with all its regulatory constructs such as setback requirements and waiting
times for variances. Zoning makes land more expensive by creating artificial scarcities and regulatory hoops,
adding to the cost of living. Therefore, one would see a positive relationship between this index and a cost-

GOLDWATER | 18 | INSTITUTE



of-living index. And the analysis indicates that an increase in a state’s zoning regulation is associated with an
increase in its cost-of-living index value.

The results reported here might partly arise from regulations at the local level that are often coincident with
zoning as well as the zoning itself. For example, a recent report from the National Association of Home
Builders showed nearly a 30 percent increase in costs to comply with regulations in just the past five years.
From April 2011 to March 2016, it was estimated that average regulatory costs in a home built for sale rose
from $65,244 to $84,671.% All of these facts comport with a recent federal ruling in which local regulation
in San Francisco was recognized as causing “the limited supply—and correspondingly high price—of rental

units in San Francisco.””

Policy Recommendations:

Limit Local Land Regulation, Especially Zoning

The analysis strongly suggests that lawmakers should take steps to curb the power of local governments to
regulate land development. Local policymakers are often pushed into counterproductive policies by vocal
interests of various sorts, not the least of which are residents who want to control their environment beyond
the confines of their own property.”® Zoning and construction regulations have made it harder to develop
property and provide housing close to the cost of actual construction. As Randal O’ Toole of the Cato Insti-
tute has pointed out, differences in the price of housing across the country are directly and positively related
to artificial land scarcities caused by a variety of land-use regulations, including zoning.”

If state legislatures are serious about lowering the cost of housing—a major factor in cost of living—they
should prohibit local governments from regulating lot sizes and architectural styles, and specify a simplified
zoning plan that applies universally in a state. Better yet, zoning could be prohibited outright, substituting
it with a private system of deed restrictions. In addition, maximum time periods for building permits and
inspections should be instituted statewide whereby the default is approval when cities fail to perform within
the time limits.

One policy that could aid property owners as well as state legislators in their efforts to battle back local land-
use regulation is the Property Ownership Fairness Act proposed by the Goldwater Institute. This measure,
best enacted as a state constitutional amendment, broadly defines compensable takings in a way that includes
lost property value that results from land-use restrictions and regulation. By imposing a negative impact on
local government pocketbooks as a result of poorly conceived laws that effectively restrict the use of private
property, a powerful countervailing force minimizes such laws.?

Some might object that restrictive zoning is necessary in communities with high population density, justify-
ing variation in land-use regulation across communities. In a single-variable regression, population density is
positively related to cost of living and statistically significant, but falls to insignificance when other variables
are included in the analysis. The creators of the land-use statistic that is relied on in this study found that
“the densest communities tend not to be the most highly regulated.” In fact, they point to evidence strongly
suggesting that regulation is used as a way to exclude people of more modest incomes, with the rich enjoying
relatively large lots.

This last observation is consistent with the link between a state’s per capita personal income and the percent-
age of its population with a bachelor’s degree. Recall that when personal income was adjusted for the cost of
living, the strong relationship between personal income and bachelor’s degrees largely disappeared (appendix,
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Table 7). These results, along with the relationship between cost of living and land-use regulation, strongly
suggest that high-cost states have become havens for the highly educated and well-to-do, who use govern-
mental power to exclude others. The consequent increase in the cost of living affects everyone, regardless of

its affordability.

Occupational Licensing

The Brookings Institution published a report by the nation’s foremost occupational licensing researcher,
economist Morris Kleiner, that includes estimates of the percentage of each state’s work force that is licensed.
This ranges from a low of 12.4 percent in South Carolina to a high of 30.7 percent in Nevada.?® These values
were used in this analysis.*

Licensing is frequently employed, not to protect consumers, but to prevent economic competition and raise
prices for incumbent industries. For example, 49 states license funeral directors and/or embalmers. There is
no public health or safety reason to do s0.%> Such licensing exists, not because consumers clamor for it, but
because licensed industries have demanded it. All licensing limits the number of service providers, increas-
ing fees above a level that would prevail in a competitive environment. Even in medicine, the evidence that
licensing actually protects consumers is scant.*® Restricting supply and increasing prices that can be charged
increases the cost of living. One would therefore expect the cost of living to rise with increases in the per-
centage of the workforce that is licensed. And the statistical analysis shows that increases in a state’s licensed
workforce percentage increases its cost-of-living index value.

Policy Recommendations:

Limit Occupational Licensing

States must repeal, replace, and prevent occupational licensing laws. On average (unweighted), almost 22
percent of states” labor forces are licensed. The cost of living in states with more licensees is relatively high,
strongly suggesting that curbing licensing would reduce the overall cost of living. For example, according

to the regression results, were Oklahoma to reduce its licensed workforce percentage to the national average
from its current 25 percent, per capita purchasing power would rise by 2.5 percent. Oklahoma’s adjusted per-
sonal income ranking would rise from 12th to 8th. One way to achieve this policy goal is to repeal licensing
laws related to funerals, cosmetology, and interior decorating, where the public-safety arguments in their
favor are extremely dubious.

From a replacement point of view, a better system than licensing would allow private professional organiza-
tions that follow certain standards in certifying their members to access the criminal legal system. Individu-
als who falsely claim certification could be charged with fraud. Currently, the only way a private certifying
organization can protect its certification standards is to sue in civil court, a proposition that may or may not
serve as an adequate deterrent but is very costly to a private organization. This idea, as well as other ideas to
curb occupational licensing, are fully explained and model legislation provided in the 1889 Institute report

“The Need to Review and Reform Occupational Licensing in Oklahoma.”

Another approach might be to enact a Right to Earn a Living Act as proposed by Arizona Supreme Court
Justice Clint Bolick when he was head of the litigation section of the Goldwater Institute.?® That measure,
recently enacted into law in Arizona, would require a comprehensive review of all restrictions at all levels of
government on individuals ability to engage in occupations to earn a living.?* While this last reform proposal
does not create alternatives to licensing, it does at least reopen debates regarding licensing.
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Often, what appear to be measures to limit the impact of
licensing are proposed by well-intended individuals and
organizations. One example is reciprocal licensing agreements
across states that relax some requirements under still-existing
licensing laws to allow for more people to practice licensed
professions. The result reported here suggests that policies that
merely relax licensing requirements and expand the numbers
licensed in various ways might actually increase the cost of
living. What is probably more likely being measured is that
when a higher percentage of a state’s workforce is licensed,

it is a result of that state licensing more professions. Based

on the information here, however, the wisest policy course

of action is to eliminate licensing of as many occupations as

possible, not to expand their potential reach.

Right-to-Work Law

Many states have passed right-to-work laws, or they have not, a binary choice. These laws prohibit labor con-
tracts that require employees to join a union as a condition of continued employment by a company. This
limits union power economically and politically. A principle function of unions is to increase compensation
to their members, which is a cost of production. This, in turn, raises prices for consumers. Therefore, states
without right-to-work laws would be expected to have a higher cost of living. Indeed, the analysis indicates
that a state without a right-to-work law will have a cost-of-living index much higher than if it adopted such
legislation.

Policy Recommendations:

Pass Right-to-Work

States that have not already done so should enact right-to-work laws. Twenty-eight states have right-to-work
laws. If policymakers in the other 22 states care about reducing the cost of living, they should enact right-to-
work legislation. These states include Alaska, California, Colorado, Connecticut, Delaware, Hawaii, Illinois,
Maine, Maryland, Massachusetts, Minnesota, Montana, Ohio, Oregon, New Jersey, New Hampshire, New
Mexico, New York, Pennsylvania, Rhode Island, Vermont, and Washington.

Disability Insurance

A handful of states, including California, Hawaii, New Jersey, New York, and Rhode Island, require em-
ployers to provide disability insurance that provides some level of income replacement for nonwork-related
injuries that keep employees off the job. (Aflac for everyone!) Like right-to-work legislation, this variable is
binary; either states have the requirement or they do not.

Because adding to required benefits adds to labor costs, and these added costs, in turn, raise prices for
consumers, one would expect this type of regulation to be associated with a higher cost of living. Indeed,

the analysis indicates that disability insurance requirements add to a state’s cost-of-living index compared to
states without this type of regulation. The effect is so statistically large, in fact, such regulation is likely closely
associated with other factors. All of the states that impose this requirement are relatively high cost-of-living
states, so the result could be a statistical artifact as much as anything else, but it may well be that these states
all uniquely pursue other high-cost policies.
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Policy Recommendation:

Eliminate Disability Insurance Requirements

California, Hawaii, New Jersey, New York, and Rhode Island, should repeal their disability insurance re-
quirements that exceed those required by the federal government.* The impact on cost of living might not
be as dramatic as indicated by the statistical result reported in the appendix, but current policy obviously
increases the cost of living in these states.

Minimum Wage

Many states set their minimum wage at a higher level than the federal minimum. These dollar values, as of
2015, were used in this analysis.” Higher minimum wages increase the cost of doing business and, therefore,
the cost of living. The main complaint economists have about the minimum wage is that it causes unemploy-
ment and economic stagnation for the low skilled. Its impact on the cost of living must be positive. Indeed,
the statistical analysis strongly suggests this is the case.

Policy Recommendations:

Eliminate State and Local Minimum Wages above the Federal

It seems the height of cruelty for states or municipalities to 1) eliminate opportunity for low-skilled workers
so they have a more difficult time earning income, and 2) pursue policies that push up the cost of living for
people having a hard time finding employment. Minimum wage laws accomplish both of these at the same
time.

States with minimum wage laws setting the minimum beyond the federal minimum should repeal these laws
and prohibit local governments from implementing their own minimum wage laws. States that currently

have minimum wages above the federal minimum are Alaska, Arizona, Arkansas, California, Colorado, Con-
necticut, Florida, Hawaii, Maine, Maryland, Massachusetts, Michigan, Missouri, Montana, New Jersey, New

York, Ohio, Oregon, South Dakota, Vermont, and Washington.*

Energy Regulation

Retail, wholesale, and transmission electricity regulation were each individually scored; the scores were then
combined, with higher values indicating more regulation by Winegarden for a separate Pacific Research Insti-
tute publication.®® Such regulation would be expected to result in a higher cost of living. Overall, statistical
results confirm this relationship.

Policy Recommendation:

Deregulate Electricity

Deregulate electricity as well as other energy markets. The statistical indications from this analysis, economic
reasoning, and practical experience strongly suggest that when energy is monopolized to a lesser extent, the
cost of living will fall. Early on, Pennsylvania and Texas, in particular, pointed the way to achieving greater
competition in electricity markets, with electric customers experiencing reduced rates of 10 and 8 percent,
respectively.* Policymakers throughout the country should take heed, and resist the temptation to uncom-
petitively force alternative sources of energy on consumers and taxpayers.
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Family Leave

Some states require that employers provide for more generous paid and unpaid family leave than is required
by the federal government. The degree of forced generosity varies across states. Winegarden’s ordinal ranking
for the states was used in the analysis since his data source could not be located. The states are ranked from 1
to 50, with states that do not require more of employers ranked 1 and those that require the most ranked at
50. The higher-ranking number would be associated with higher costs to employers and therefore a high-

er cost of living. The statistical analysis, indeed, indicates this is the case. Note: The statistical result is not
strong, and the ordinal nature of the data can distort statistical results.

Policy Recommendation:

Eliminate Extra Family Leave Requirements

Eliminate extra family leave requirements imposed on employers. There is little doubt that any sort of labor
regulation increases employer costs, and these costs are passed on to consumers to some degree.

Startup and Filing Costs

Every state requires some level of registration, fees, and other startup costs for new businesses. Some require
less than others. Data for this variable also consist only of the ordinal ranking from Winegarden. One would
expect higher costs of this type to be associated with a higher cost of living, and the analysis indicated this to
be true. Note: While the statistical results are strong, the ordinal nature of the data can distort results.

Policy Recommendation:

Keep Startup Filings and Fees to a Minimum

Minimize startup and filing costs. Even if these costs seem nominal to many in business, their impact is
greater than might otherwise be thought. Time, bother, and costs of expertise must be considered because
startup expenses require navigating bureaucracy. The costs are greater than they seem. Marginal new busi-
nesses might not launch where these costs are relatively high, while similar businesses will launch where these
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costs are relatively low. This impacts end-product market pricing not just by seeing these costs passed on, but
also by impacting the number of competitors, with fewer competitors where startup costs are highest.

Conclusion

Cost of living across states can vary profoundly. Consequently, income and other simple dollar-based sta-

tistics and comparisons across states are often meaningless. The overall income advantage of having a large
number of college graduates in a state, for example, is profoundly exaggerated when cost of living is ignored.
Spending comparisons across states, such as spending per student in education where the lion’s share of cost
is in salaries, are also rendered largely meaningless without taking cost of living into account.

Cost of living is clearly impacted by state policies like stricter zoning, higher minimum wages, occupational
licensing, and other labor and business regulations, with highly regulated states seeing higher costs of living.
The consequence is that highly regulated states also greatly disadvantage those with low and modestly mid-
dle-class incomes. This likely helps to explain migration patterns that have long favored southern, low-cost
states. With their friendlier policies, it seems that low-cost states are now saying to high-cost states, “Give me
your tired, your poor, your huddled masses yearning to breathe free.”®

The cost of living should become a major policy consideration with the goal of keeping the cost of living as
low as possible. At the state level, this is best achieved by limiting zoning powers at the local level, passing a
right-to-work law, limiting startup requirements and costs for new businesses, reducing monopolistic electric
power regulation, providing for greater regulatory flexibility for small enterprises, and rolling back labor
regulations such as extra disability insurance, occupational licensing, and state minimum wages.

Appendix

Cost of Living, Personal Income, and Bachelor’s Degrees

Table 7 shows the results of two single-variable regressions. In both cases, the percentage of states” popula-
tions with a bachelor’s degree is the independent variable. In the first regression, personal income per capita
is the dependent variable. It shows a strong positive (as expected) correlation between the bachelor’s variable
and personal income. Not only are both the intercept and bachelor’s coefficients highly significant, the R
values are extremely high for a single-variable regression. The bachelor’s coefficient indicates that a 1-percent-
age-point increase in the proportion of a state’s population with a college degree is associated with a $1,217
increase in per capita income.

When personal income adjusted for states” cost of living (purchasing power) is substituted as the dependent
variable, the relationship with bachelor’s degrees essentially falls apart. The significance level of the bache-
lor’s coefhicient falls. It indicates that a 1-percentage-point increase in the share of a state’s population with
a bachelor’s is associated with less than $300 in additional purchasing power. But even this result is suspect
given the vanishingly low R* values in this second regression.

The natural conclusion to draw is that states that have proportionately more bachelor’s degrees have less of

an advantage than is apparent. When it comes to purchasing power, their advantage might even completely
disappear. Adding control variables to the second regression would likely improve the R?, but it is doubtful
that the bachelor’s coefficient would maintain significance.
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Table 7: State Population with Bachelor’s vs. Personal Income and Purchasing Power

Dependent Variable: Dependent Variable:
Personal Income per Capita Adjusted Personal Income per Capita
Intercept 3381.48* 38792.5*
(3.243) (8.013)
% State Population 1217.12* 286.09F
with Bachelor’s
(8.679) (1.739)
Observations 50 50
R? 0.611 0.059
Adj R® 0.603 0.04

( )-t statistic
1 significant at 5 percent
* significant at 1 percent

Source of bachelor’s statistic: https://en.wikipedia.org/wiki/List of U.S. states by educational attainment#cite note-1

Net Federal Dollars vs. Personal Income

Taxes flow from states to the federal government through individually paid taxes. States then receive money
back from the federal government directly through federal spending on programs like defense, Medicare, and
Social Security, and less directly through state governments in programs like roads, education, and Medic-
aid. Because the federal government borrows, states receive more money in aggregate than they pay in. Net
federal dollars is simply the ratio of what is received from the federal government versus what is paid in. Due
to federal borrowing, a majority of states’ ratios are greater than one.

Because many federal programs flow funding based on some type of determination of need, one would
expect that states with lower incomes would be judged needier than those with higher incomes and would
receive proportionally more federal money. Thus, in a regression with net federal dollars as the dependent
variable and personal income as the independent variable, a negative relationship (fewer federal dollars as
income increases) would be expected. Indeed, this is the case. Table 8 shows that both coefficients are highly
significant and the personal income coeflicient has the expected sign. The R? is about as good as can be ex-
pected in a single-variable regression.

As good as the regression with personal income is, a second regression reported in Table 8 is even better. It
uses personal income adjusted for cost of living (purchasing power) as the independent variable. The statisti-
cal results are even stronger. Both coefhcients are more significant than those in the first regression, and the
R?, at almost 0.4, is quite high for a single-variable regression. This indicates that relative purchasing power is
playing a significant role in determining how much money states receive from the federal government.
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Table 8: Relationship Between State Personal Income Per Capita and Net Federal Dollars

Dependent Variable: Federal $ Per $ of Federal Taxes

Specification 1 Specification 2
Intercept 4.044* 6.57*
(5.699) (7.611)
Personal Income -0.000048*
per capita
(-3.356)
Adjusted Personal Income -0.00010*
per capita
(-5.685)
Observations 50 50
R? 0.187 0.397
Adj R? 0.603 0.04

( )-t statistic
* significant at 1 percent

Source of net federal $ statistic: https://mises.org/bl

Cost of Living vs. Policy

As explained in the body of this paper, 14 policy variables derived from a paper by economist Wayne Wine-
garden were initially evaluated for their impact on state-level cost of living. These variables include

1) a land-use regulation index;
2) a dummy variable for whether a state has a right-to-work law (1-does not; 0-does);

3) a dummy variable for whether a state imposes additional disability insurance requirements (1-
does; 0-does not);

4) the percentage of each state’s workforce that is occupationally licensed (in decimals);
5) a grade for each state’s tort/liability system;

6) an ordinal ranking of states’ family leave requirements in excess of federal;

7) an ordinal ranking of states’ startup and filing costs associated with starting a business;
8) an ordinal ranking of states’ telecommunications regulation regimes;

9) an index of states’ energy regulation regimes (mainly electricity);

10) a measure for each state’s unemployment insurance taxation level (percentage entered in deci-
mals);

11) each state’s minimum wage with the federal minimum wage entered as the default;

12) an ordinal ranking of each state based on the strength of a regulatory flexibility law similar to
that of the federal government;

13) a dummy variable for whether a state imposes alcohol content regulation (1-does not; 0-does);
and

GOLDWATER | 26 | INSTITUTE


https://mises.org/blog/which-states-rely-most-federal-spending

a measure for each state’s workers’ compensation taxation level (a percentage but not entered as a
14 fa h stat g
decimal; i.e., 1 percent is entered as “1.0”).

Variables 1-4, 6, 7,9, and 11 are described (with citations) in the body of this paper. Therefore, only the
remaining variables, whose statistical results are not deemed of sufficient quality to be made mention of in
a policy context, are briefly described here. Citations are provided where values other than Winegarden’s
ordinal rankings are used.

Tort Liability Index

The Harris Poll, for the U.S. Chamber Institute for Legal Reform, graded states” lawsuit climates as deter-
mined by a poll of attorneys and business executives in 2015. Grades on a 100-point scale were assigned to
each state, and grades ranged from West Virginia’s 46.3 to Delaware’s 76.5.% Winegarden interpreted higher
grades as indicators of lower-cost legal systems. One would expect a negative relationship where a higher
grade (lower costs from the legal system) would be associated with a lower cost of living.

Telecommunications Regulation

Each state’s telecom regulations were evaluated on a number of dimensions. States were ranked with 1 being
the least regulated and 50 being the most. More regulation is expected to result in a higher cost of living.
These rankings were used in the analysis.

Unemployment Insurance

All employers are required to collect unemployment insurance (UI) taxes. This is a labor cost, and the higher
it is, the higher the prices one would expect consumers to pay. This variable is expressed as a percentage of
total payroll collected for Ul in each state in 2015 and ranges from 0.29 percent in South Dakota to 1.53
percent in Vermont.”” A positive relationship between the Ul and cost of living would be expected.

Regulatory Flexibility

States were ranked on the basis of (1) whether they have laws similar to the federal Regulatory Flexibility Act
that provide flexibility with respect to their own regulations, and (2) how large a business must be to quali-
fy for such flexibility. A ranking of 1 indicates the greatest flexibility, while 50 indicates the least flexibility.
Greater flexibility would be expected to result in lower costs, so the relationship between this ranking and
the cost of living should be positive. This is true in the 48-state regression, but the results of single-variable
regressions (Table 13) are so weak that this variable was excluded from the policy discussion in the body of

the paper.
Alcohol Control

Some states prohibit the private sale of spirits outside of state-run or state-sanctioned stores. To the extent
that this kind of regulation might impact cost of living, one would expect that states that allow for private
sale would have a lower cost of living through the elimination of monopolistic pricing power in alcohol.

Workers’ Compensation

Every state has a workers’ compensation system whereby employers are taxed and employees hurt on the job
are compensated from a special fund. The Oregon Department of Consumer Business Services periodically
compiles an index of workers” compensation tax costs for all the states, and 2014 values were used for this
analysis.*® The higher the tax rate, the higher business costs are and the higher the cost of living is expected to
be, so a positive relationship would be expected.
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Table 9: Cost of Living OLS Results
ALL 50 STATES

Initial Model Specification Specification with Ordinals Final Specification

Intercept 41.59* 46.71* 86.95**
(1.342) (2.407) (11.591)
Land Use 5.66* 5.31** 7.61%**
(1.975) (2.133) (3.118)
Not Right-to-Workf 8.00* 11.90%** 13.90%**
(1.707) (3.2806) (4.013)
Disability Insurancet 14.85** 17.20%** 16.61*%*
(2.193) (3.223) (3.184)
Percent Occupationally Licensed ? 54.16* 67.93** 45.56*
(1.422) (2.004) (1.398)
Tort/Liability System? 0.40* 0.46**
(1.598) (2.005)
Family Leave} 0.18* 0.14*
(1.371) (1.471)
Start Up/Filing Costs} 0.18* 0.16*
(1.334) (1.409)
Telecom Regulation} 0.11
(0.933)
Energy Regulation? -2.53
(-0.969)
Unemployment Insurance? 127.93
(0.227)
Minimum Wage 2.5421
(0.782)
Regulatory Flexibility}? -0.03
(-0.269)
Alcohol Content} -1.39
(-0.363)
Workers Compensation? 2.45
(0.625)
Observations 50 50 50
R? 0.741 0.719 0.669
Adj R 0.638 0.672 0.639
()-t statistic + dummy variable ¥ ranking variable (value is 1 to 50) ? sign unexpected at least once
* significant at 10 percent ** significant at 5 percent *** significant at 1 percent
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Table 9 continued

48 STATES (HAWAII & ALASKA EXCLUDED)

Initial Model Specification Specification with Ordinals Final Specification

Intercept 5.43 9.19 16.34
(0.232) (0.531) (0.913)
Land Use 2.38 3.60** 3.74**
(1.068) (1.805) (1.781)
Not Right-to-Workf 3.52 3.20 5.81**
(1.0406) (1.075) (1.964)
Disability Insurancet 12.39%** 8.57** 9.07**
(2.453) (2.201) (2.234)
Percent Occupationally Licensed ? -0.84
(-0.030)
Tort/Liability System? 0.157
(0.858)
Family Leave} 0.11
(1.122)
Start Up/Filing Costs} 0.18** 0.15**
(1.922) (1.829)
Telecom Regulation} 0.09 0.09
(1.093) (1.185)
Energy Regulation? 2.32%* 2.176** 3.37**
(1.165) (1.857) (2.220)
Unemployment -715.61*
Insurance?
(-1.62)
Minimum Wage 8.59%** 8.19%** 8.08***
(3.4406) (3.822) (3.651)
Regulatory Flexibility$? 0.104 0.14**
(1.183) 1.912)
Alcohol Content} -2.45
(-0.906)
Workers Compensation? -1.07
(-0.353)
Observations 48 48 48
R? 0.824 0.799 0.759
Adj R? 0.749 0.758 0.73
()-t statistic + dummy variable } ranking variable (value is 1 to 50) ? sign unexpected at least once
* significant at 10 percent ** significant at 5 percent *** significant at 1 percent
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The results of six regressions are reported in Table 9. The first three regressions use observations from all 50
states. The rest use observations from only the contiguous 48 states, thereby excluding Alaska and Hawaii.
Although Hawaii’s cost-of-living index value is not as much of an outlier in the third quarter of 2015 as it is
in the first quarter of 2017, it is still high, along with its land-use-regulation index value. However, excluding
only Hawaii as an outlier makes little intellectual sense, so it was decided to also exclude Alaska as the only
other state detached from the 48. It is also an outlier in some ways, although its explanatory parameters push
in directions both in concert with and opposite Hawaii’s. In both cases, initial regressions included all 14
policy variables, and insignificant variables were systematically excluded to determine two “best-fit” regres-
sions: one that includes ordinal variables and one that does not. Ordinal variables have a tendency to bias
results, although the impact of this bias appears mainly to manifest itself in the 48-state regressions. Signifi-
cant results from the last four regression specifications (two 50-state regressions and two 48-state regressions)
are reported in the body of this paper.

The tort/liability system variable returns an unexpected positive and significant result in the 50-state re-
gressions, and a positive but insignificant result in the 48-state regression. Ultimately, it was decided not to
include the tort/liability in the final 50-state regression because it seems clear that the variable is interacting
with other variables in some sort of collinear relationship. Both 50-state and 48-state regressions using tort/
liability as the only explanatory variable showed it to have no statistical significance whatsoever (Table 10).
Using a different legal system measure from the Cato Institute did return negative coefficients in single-vari-
able regressions, but they were also statistically insignificant.”” This indicates that state-level legal-system
indexes do little to indicate legal system costs and might need refinement.

Table 10: Single-Variable OLS: Tort/Liability System

Dependent Variable: Q3 2015 MERIC Cost-of-Living Index

50 STATE 48 STATE
Intercept 93.63* 94.27*
(4.042) (4.813)
Tort/Liability 0.17 0.13
(0.363) (0.432)
Observations 50 48
R? 0.005 0.004
Adj R? -0.016 -0.018

( )-t statistic
* significant at 1 percent

The telecom regulation result in the 48-state regression is not significant but is reported because the t-value
is greater than that of the right-to-work variable, which is significant in the final 48-state regression that
excludes ordinal variables. The telecom result is at least positive, as expected, but its statistical insignificance
merits its exclusion from policy suggestions.

Even though the energy regulation variable returned a negative coefficient in the first 50-state regression, op-
posite the sign anticipated, it returned expected results in the 48-state regression. In addition, single-variable
50-state and 48-state regressions (Table 11) both yielded significant coefficients, and the fit in the 48-state
regression was remarkably good.
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Table 11: Single-Variable OLS: Energy Regulation

Dependent Variable: Q3 2015 MERIC Cost-of-Living Index

50 STATE 48 STATE

Intercept 55.93* 42.47*
(3.801) (3.826)

Energy Regulation 8.31* 10.23*
(3.343) (5.487)

Observations 50 48

R? 0.189 0.396

Adj R? 0.172 0.382

( )-t statistic
* significant at 1 percent

In the initial 50-state regression, the unemployment insurance tax rate variable (UI) returned an insignificant
but expectedly positive coeflicient, but in the 48-state initial regression, the unexpectedly negative coefficient
was significant at the 5 percent level. In the second case it was excluded from additional regressions for two
reasons. First, the result is nonintuitive and second, in a 48-state single regression, the result was a positive

coefficient (Table 12). Collinearity appears to be a problem.

Table 12: Single-Variable OLS, Unemployment Insurance Tax Rate

Dependent Variable: Q3 2015 MERIC Cost-of-Living Index

0 STATE 48 STATE

Intercept 88.9* 90.37*
(15.528) (18.275)
Unemployment Insurance 2061.97* 1656.25*
(2.984) (2.720)

Observations 50 48

R2 0.156 0.139

Adj R2 0.139 0.12

( )-t statistic
* significant at 1 percent

Note: The independent variable is inputted as a percentage, so 0.29% is .0029.

The regulatory flexibility variable suffers statistically from being ordinal. Depending on the set of states for
the regression, it returns different results. Even though it returns significant results in the initial 48-state
regression, these are ultimately rejected due to very weak single-variable regression results. Clearly, there is

some unexplained collinear interaction with other variables.

GOLDWATER | 31 | INSTITUTE



Table 13: Single-Variable OLS, Regulatory Flexibility

Dependent Variable: Q3 2015 MERIC Cost-of-Living Index

50 STATE 48 STATE
Intercept 106.02* 101.32*
(20.136) (22.201)

Regulatory Flexibility -0.05 0.05
(-0.320) (0.336)

Observations 50 48

R? 0.002 0.002

Adj R? -0.019 0.019

( )-t statistic
* significant at 1 percent

The workers’ compensation tax rate variable returned opposite signs in the initial regressions with an unex-
pected negative sign in the 48-state regression. Nevertheless, in both single-variable regressions (Table 14),
the expected sign results and the statistical results are also fairly strong. Workers’ compensation tax rates
likely impact the cost of living, but the weak results in the larger regressions are cause for leaving this variable

out of the policy discussion above.

Table 14: Single-Variable OLS, Workers’ Compensation Tax Rate

Dependent Variable: Q3 2015 MERIC Cost-of-Living Index

50 STATE 48 STATE
Intercept 78.48* 78.64*
(8.844) (10.552)
Worker’s Comp 13.83* 12.87*
Tax Rate
(3.040) (3.340)
Observations 50 48
R? 0.161 0.195
Adj R? 0.144 0.178

( )-t statistic
* significant at 1 percent

Note: The independent variable is inputted so that a rate of 2 percent is given the value of 2.0.
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