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According to calculations by Ernst
& Young LLP, the state and local
tax burden faced by businesses
sifing new facilities or expanding
existing facilities in Washington
ranks among the highest in the na-
fion.

Effective Tax Rates on New Investment,
Average of Selected Industries
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WASHINGTON FARES POORLY IN
NEW BUSINESS TAX RANKINGS

The Council on State Taxation recently released a study comparing the state
and local tax burden on new investment across the 50 states. According to
this study, which was prepared by Ernst & Young LLP (E&Y), the average
effective state and local tax rate on businessinvestment in new or expanded
facilitiesin Washington ranks among the highest in the nation (E& Y 2011).

E&Y calculates taxes paid by hypothetical businessesin the new study. This
approach complements E& Y’ s annual study that estimates the total state and
local taxes paid by business by state. These studies have consistently shown

Washington to be a high businesstax state (E& Y 2010, WRC 2010).

Details of the Calculations

In the new study, E&Y models five specific types of operations: a headquar-
tersfacility, aresearch and development facility, an office and call center
facility, a durable manufacturing facility, and a non-durable manufacturing
facility. For each type of facility afinancial profile was devel oped based on
information from federal income tax returns as summarized in the Interna
Revenue Service' s Statistics of Income Corporate Source Book for 2006.

Facilities are assumed to be organized as C corporations rather than
pass-through entities such as S corporations, partnershipsor LLCs.

For each hypothetical facility and each state, E&Y projectsreve-

tion in rate of return on the capitd invested in the facility due to the
state and local tax payments. To illustrate; “if state and local taxes
reduce the before-tax rate of return [on afacility in astate] from 15
percent to 13 percent, the effective tax rate [on the facility] is 13.3
percent (atwo percentage point decrease divided by the 15 percent
pre-tax rate of return)” (E&Y 2011, p. 5).

Average Effective Tax Rate Weighted by Value of Capital Investment nues and expenses over ath| rty-year hor| zon and cal Culates ra[es Of
return both before and after the payment of state and local taxes.
The effective state and locd tax rate (ETR) is the percentage reduc-
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State and local taxes captured in the analysis include corporate in-
come taxes, corporate franchise taxes, sales and use taxes on busi-
ness purchases (not sales taxes on business sales), and gross re-

relative share of new jobs created in the type of facility, derived
froman E&Y national inventory of new or expanded facilities an-
nounced between December 2007 and September 2009.

When the average is calculated using capita investment weights,
Maine ranks best among the states, with an average ETR of 3.0
percent, and New Mexico ranks worst, with an average ETR of

ceipts taxes (such as Washington’ s business and occupations tax).
Average Effective Tax Rate Weighted by Number of Jobs X i
For each state, E& Y reports two weighted averages of the effective
12.4% tax rates for the five hypothetical facilities. Weights are either the
relative share of new capital invested in the type of facility, or the
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16.6 percent. Across the states, the median ETR is 7.3 percent.
Washington's average ETR is 9.4 percent, ranking 40"
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Weighted by:
Capital Investment Jobs
ETR Rank ETR Rank
3.0% 1 4.3% 1
3.8% 2 4.4% 2
4.4% 3 5.6% 3
4.5% 4 5.7% 4
4.6% 5 6.0% 8
5.4% 6 6.6% 10
5.4% 7 5.9% 6
5.7% 8 5.8% 5
5.8% 9 6.4% 9
6.0% 10 7.5% 13
6.1% 11 6.0% 7
6.3% 12 8.7% 25
6.4% 13 7.1% 11
6.4% 14 8.1% 18
6.5% 15 7.8% 15
6.6% 16 7.9% 16
6.7% 17 8.0% 17
6.8% 18 7.7% 14
6.8% 19 8.3% 21
6.9% 20 8.2% 19
7.1% 21 8.3% 20
7.1% 22 8.4% 24
7.1% 23 8.9% 27
7.2% 24 8.4% 22
7.2% 25 7.2% 12
7.3% 26 8.4% 23
7.4% 27 8.7% 26
7.5% 28 9.2% 31
7.7% 29 10.0% 35
7.7% 30 9.1% 30
7.8% 31 9.0% 29
8.2% 32 9.7% 34
8.2% 33 8.9% 28
8.6% 34 10.2% 36
8.8% 35 10.5% 38
8.9% 36 10.5% 39
8.9% 37 9.5% 33
8.9% 38 9.4% 32
9.3% 39 11.0% 42
9.4% 40 12.4% 47
9.4% 41 10.2% 37
9.7% 42 10.9% 41
9.7% 43 11.0% 44
10.2% 44 10.8% 40
10.3% 45 11.8% 45
10.8% 46 11.0% 43
11.1% 47 12.0% 46
11.2% 48 12.5% 48
11.5% 49 13.4% 49
16.6% 50 17.9% 50
7.7% 8.9%
7.3% 8.7%

When the average is calculated using jobs as weights,
Washington's ranking falls to 47", with an ETR of 12.4
percent. Maine and New Mexico again rank best and worst,
with average ETRs of 4.3 percent and 17.9 percent respec-
tively, while the median is 8.7 percent.

E&Y drawsthis genera conclusion:

[The study clearly shows] that |egislators need to exam-
ine the entire system of state and local business taxes,
not just asingletax, in evaluating their state’'s tax com-
petitiveness. In fact, the results suggest that legidators
have not paid enough attention to the role of “sales’ in
understanding tax burdens imposed on business invest-
ments and on-going operations. This includes both (1)
sales to businesses subject to sales taxes imposed on
taxable products and (2) services purchased as business
inputs, and the “ sourcing” or geographic assignment of
sales by business in determining instate corporate in-
come and gross receipts tax bases. Because both sales
taxes and entity-level business taxes are levied at high
rates, variations in the definition of these tax bases have
asignificant impact on the competitiveness rankings
presented in this study (E&Y 2011, p. 4).

Washington's relatively high tax burden on new investment
flows from the high sales tax rate collected on business pur-
chases of goods and services used in the production process
and from the B& O tax, which unlike the corporate income
taxes imposed in many other states, does not provide a
break for out-of-state sales by manufacturers.
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