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States with the lowest ETR
on new investment

Executive summary

As states recover from the recent recession,
legislators and policy-makers are focusing attention
on state policies designed to retain and expand
employment and attract new investment. State and
local business tax policy is an important element of
this policy discussion, and legislators want to know
how a state's current business tax system compares to
other states considered to be competitors for jobs and
investment.

This study provides a state-by-state comparison of
the tax liabilities that new investments in selected
industries or types of economic activities would incur
in each state, taking into consideration state and
local statutory tax provisions and the financial and
economic characteristics of the new investments. The
analysis focuses on capital investments in industries
that have location choices, such as factories or
headquarters, rather than those that are tied to a
specific geography, such as retailers or hotels. The
estimated tax burdens on selected investments

are combined to provide an overall measure of the
business tax competitiveness of each state.

Table E-1. Top-10 and Bottom-10 states ranked by Ernst & Young LLP/COST
business tax competitiveness, 2009

Effective
tax rate

West Virginia

Competitiveness of state and local business taxes on new investment

States with the highest ETR
on new investment

Effective
tax rate

The results reflect the type of analysis that businesses
use to evaluate decisions about where to locate new
capital investments in plant and equipment. The
business tax competitive indexes reported in this
study isolate the impact of state and local business tax
systems on new capital investment, the cornerstone
of state economic development. Typically, companies
select the location for new investments by examining
a wide range of tax system features and non-tax cost
factors, such as labor, utility, and transportation costs.
While non-tax cost factors are usually more significant
in determining the overall cost of operating a facility
in each state, tax factors can be a determining factor
between states with otherwise similar non-tax costs.

Site selection projects typically occur in two phases.
The first phase involves a high-level examination

of operating cost and tax factors for a number of
states. By eliminating states with out-of-line tax and
non-tax cost factors from further consideration, the
investor narrows its investigation to a “short list"” of
states with favorable characteristics. Typically, the
tax factors considered in determining the short list of
states include readily-available tax
features, such as statutory tax rates
and income apportionment formulas.
Most investors then conduct a

more thorough analysis of the tax
implications of investing in each

of the states on its short list. The
competitiveness index reported in
this study provides a more accurate
measure of the taxes imposed on
new investments than a simple
comparison of statutory effective
tax rates.

State and local taxes imposed on
business are extensive and complex.
Certain tax system features were
not included in the analysis and

are discussed in the limitations
section, including mandatory
unitary combined reporting, tax
credits, industry-specific taxes, and



unemployment insurance taxes. The
methodology used to estimate the

Ernst & Young LLP/Council On

State Taxation (COST) business tax
competitiveness index reported in this
study provides an objective, systematic
approach to summarizing the tax impacts
of the complex systems of state and local
taxes on different types of new mobile
capital investments in each state in terms
of the effective tax rate on returns from
the investments. The approach combines
estimates of the actual tax amounts
imposed on hypothetical new investments
with information on the nation-wide
composition of recent new capital
investment to create a weighted average
of business tax burdens on the types of
investments that states are currently
pursuing. These overall tax burdens are
summarized in the Ernst & Young LLP/
COST business tax competitiveness index.

Table E-1 identifies the 10 states with the
highest and lowest effective tax rates for
the types of new capital investments being
made in the U.S.

As explained in detail in this report, the
business tax burdens include all major
state and local taxes imposed on business
activities associated with new capital
investments including:

» Income and franchise taxes on profits
(including gross receipts taxes)

» Real and personal property taxes
» Sales taxes on business input purchases

The types of mobile capital investments
analyzed include:

» Headquarters facilities

» Research and development facilities
» Office and call center facilities

» Durable manufacturing facilities

» Non-durable manufacturing facilities
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The modeling of business tax burdens
combines detailed information on tax
provisions affecting the definition of tax
bases, as well as statutory tax rates. The
rankings show that differences in how
states define tax bases are, for many
states, more important in determining tax
competitiveness than the statutory tax
rates.

The results also clearly show that
legislators need to examine the entire
system of state and local business taxes,
not just a single tax, in evaluating their
state's tax competitiveness. In fact, the
results suggest that legislators have not
paid enough attention to the role of “sales”
in understanding tax burdens imposed

on business investments 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 income 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 a significant impact on the
competitiveness rankings presented in
this study.

In addition to providing a snapshot at
a point in time of the competitiveness
of current state and local business tax
systems, the competitiveness index
provides an objective, systematic way
for evaluating the positive or negative
impacts of legislative tax changes on a
state's competitiveness. These impacts
will be visible in changes in the annual
business tax competiveness index rankings
over time.



Introduction

When comparing the attractiveness of state tax
systems to businesses making investments in

new or expanded facilities, much of the focus of
legislators and the public centers on statutory tax
rates. These tax rates are often used in interstate
comparisons to illustrate purported differences in

the level of corporate income, sales and property
taxes by comparing the statutory rates and other tax
features rather than the total tax burden. Businesses
contemplating a new investment, however, are
concerned with the actual tax liability that results from
an investment in a given location, not simply statutory
tax features.

This analysis provides a state-by-state comparison

of the tax liabilities that new investments in selected
industries would incur, taking into consideration state
and local statutory tax provisions and the financial and
economic characteristics of the new investments. The
resulting specific industry tax burdens are aggregated
to provide an overall measure of the business tax
competitiveness of each state. The results reflect

the type of analysis undertaken by businesses when
evaluating investments decisions to reveal the impact
of state and local business tax systems on capital
investment, the cornerstone of state economic
development.

The business tax competitiveness analysis builds

on a decade of Ernst & Young LLP’s experience in
analyzing state and local business taxes, drawing on
the following:

» Ernst & Young LLP's annual study estimating total
state and local taxes paid by business, done in
conjunction with the COST, is used to identify the
major taxes imposed in each state on new business
investments in selected industries.!

Competitiveness of state and local business taxes on new investment

» Ernst & Young LLP's annual study of the state-by-
state amounts and industry distribution of new
capital investments and jobs.? This information
is used in the business competitiveness analysis
to create an index that measures the relative
business tax burdens for the types of mobile capital
investments that businesses are actually making.

The methodology used in this business tax
competitiveness study provides an overall index
measuring the state and local taxes that new business
investments face in each state. Unique features of the
study include:

» The financial characteristics of new investments in
each industry are held constant across the states.
This allows isolation of the tax burden differences to
the specific features of each state and local business
tax system.

» The financial characteristics of the selected
industries provide the level of financial detail needed
to estimate the size of state and local business
tax bases in each state. This includes detailed
information on business purchases taxable under
the sales tax, property taxes on real and personal
property, gross receipts taxes and the sourcing and
apportionment of corporate income and excise tax
bases.

» The financial characteristics of the selected
“representative” firms automatically weight
the importance of each state and local tax in
determining the overall competitiveness index. The
weights assigned to each tax type (property tax,
corporate income tax and sales tax on inputs, for
example) recognize differences in the state and local
tax mix across industries.



» The tax burdens for representative investments
in selected industries are aggregated to derive a
weighted-average competitiveness index for each
state. The weights assigned to each industry’s result
when averaging to a single overall result are based
on the relative importance of each type of capital
investment in the mix of recent mobile capital
investments in the US. In other words, the result for
facilities that accounted for a larger share of recent
investment is given more weight in the overall
average than the result for facilities that generated a
smaller share of the total investment. This approach
provides an objective way of weighting the different
industry tax burdens to derive an overall business
tax competitiveness index for each state.

» The use of actual data on capital investments that
businesses are undertaking nation-wide provides
important information about how competitive
current state and local business tax systems are for
mobile capital investments.

It is important to note that while this analysis provides
estimates of the state and local taxes that would be
paid by businesses on a new investment, the analysis
does not attempt to estimate the final economic
incidence of those taxes.? The results presented in this
study are also dependent on the facility types analyzed
and the assumptions used in the analysis. In addition,
the results are sensitive to certain assumptions, such
as the distribution of nation-wide apportionment
factors and the value of taxable property.

1103-1242899

The Ernst & Young LLP business tax competitiveness
index can be used by state legislators and officials

to evaluate their current state and local tax systems
and to identify tax changes that could improve their
business tax competitiveness. The analysis focuses on
taxes imposed on new capital investments. As states
begin to recover from the recent recession, decision-
makers will be focusing on economic development
initiatives to retain and expand in-state jobs and
investments in plant and equipment. This study's focus
on capital investment also reflects the increasing
international mobility of capital and associated jobs.

For the latest study, see Ernst & Young LLP, Total State and
Local Business Taxes: State-by-State Estimates for Fiscal Year
2009, March 2010.

2Ernst & Young LLP, 2010 US Investment Monitor: Tracking
Mobile Capital Investments During the 2007-2009 Recession,
February 2010 provides detailed information on capital
investments by state and by industry.

3For an analysis of the economic incidence of state and local
business taxes, see Cline, Robert; Andrew Phillips; Joo Mi Kim;
and Tom Neubig, “The Economic Incidence of Additional State
Business Taxes," State Tax Notes, January 11, 2010 p. 105.



Detailed description

of approach

The Ernst & Young LLP/COST business tax
competitiveness index presents a comparison of

the state and local business taxes that would be
incurred by a company making an investment in a
new facility or expansion of an existing facility. This
approach compares marginal taxes on new capital
investment, rather than the average level of taxes paid
by all businesses in the state. While both measures
of tax (average and marginal) are of interest to
policy-makers, marginal tax rates on new investment
have the greatest impact on a state's economic
development because these are the taxes that affect
business investment decisions.*

To estimate these marginal taxes on new investment,
the analysis uses the Ernst & Young LLP business

tax competitiveness model (BTCM) to estimate the
effective state and local taxes imposed on investment
in each state. The following is a brief overview of the
steps used in developing the BTCM and estimating the
taxes paid by the expanding businesses.

» The first step of the analysis is the construction of
financial profiles for each of the five facility types
analyzed. The financial profiles are based on Internal
Revenue Service (IRS) Statistics of Income data
and other data that include information on assets,
liabilities, receipts, deductions and net income. The
financial profile is then projected for 30 years so
that differences in the timing of certain taxes can be
incorporated into the analysis.

» The analysis includes estimates of the major
state and local taxes, including corporate income
and alternative business income taxes, sales tax,
property tax and net worth taxes. For the types
of facilities included in the analysis, these taxes
represent the overwhelming majority of total tax
liability and provide a good indicator of the level of
total state and local tax burden on a new investment.

» For each tax, the most significant tax system
features are incorporated. For corporate/business
income taxes, the model incorporates tax rates,
base definitions (net income or alternate tax base),
apportionment formula weights and sourcing of
sales. For the sales tax, state and local sales rates
are incorporated along with variations in the tax
base for operating inputs and capital investment.
The property tax considers tax rates on five major
classes of real and personal property, to reflect
both the level of the statutory tax rate as well as the
breadth of the tax base.

» Taxes are estimated by year, considering changes in
rates and other key tax system features scheduled
to occur through 2014 under current law. For
example, Indiana is phasing-in single sales factor
apportionment through 2011 and the model reflects
this phase-in rather than simply relying on the
apportionment formula weight in 2009.

» Based on the taxes estimated for each year of the
30-year period, the before and after tax rate of
return is estimated for each of the facility types. The
effective tax rate is then calculated based on the
estimated change in the rate of return. For example,
if the rate of return falls from 15% to 13%, a two
percentage point decrease, this translates into a
13.3% effective tax rate (the two percentage point
decrease divided by the original 15% rate of return).
The interpretation of this effective tax rate measure
is that it represents the percentage change in the
rate of return on the investment in a new facility due
to state and local taxes.

Limitations of the analysis

While the estimates provide results that can be used to
evaluate the competitiveness of each state's business
tax system for the selected facility types included

in the analysis, the study has several important
limitations that should be understood when using the
results:

Competitiveness of state and local business taxes on new investment 5



» As explained in detail in a separate Ernst & Young
LLP report, combined reporting may increase or
decrease the additional corporate income taxes that
the new investments would pay compared to states
that require separate filing.® Given the fact that the

impact of combined reporting is dependent upon the

specific U.S.-wide operations of each taxpayer, the
index calculations do not include any impact from
combined reporting.

» State and local governments often offer significant
discretionary tax credits, tax abatements and cash
grants to companies locating a major facility in their
state. These negotiated incentive programs vary by
jurisdiction and can affect the attractiveness of a
location to a potential investor. Similarly, companies
locating a facility in an enterprise zone may qualify
for reduced tax rates, abatements, or exemptions
based on the geographic location of the facility
within a state. Because they are not generally
available to all taxpayers, neither negotiated
incentives nor enterprise zone incentives are
included in the analysis.

» Statutory investment and job-creation tax credits
offered by many states can reduce tax costs for
several years after the initial investment in a new
facility. These credits often vary depending on the
level of investment, number of jobs created and
geographic location of the investment but are often
limited to certain industries. Similarly, research and
development credits can offset the ongoing tax
costs by providing a credit equal to the incremental
or total annual expenditure on research and
development. These credits are not included in the
analysis.

» The study’s approach is to calculate the before-
credit tax burdens on new investments; in other
words, the study describes the competitiveness of
the general state and local business tax structure,

before targeted or negotiated incentives and credits.

Significant tax credits are adopted in many states
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to offset non-competitive features of the general
tax structure. Decision-makers need to understand
how competitive the general tax system is before
evaluating the role of credits and incentives.

» The analysis examines C corporations, which are

the typical legal form of companies making large
investments in new facilities. However, companies
are increasingly organized as pass-through entities,
such as limited liability companies and partnerships,
which will incur individual income taxes. For
companies organized as pass-through entities,
individual income tax will be a significant factor in
determining the overall state and local tax burden
and is not considered in this analysis.

Certain corporate income tax system features can
significantly affect the amount of corporate income
subject to tax in each state. Two important features
not analyzed in this study are the treatment of
foreign source income and combined reporting.
Certain types of foreign source income from passive
investments reported by a corporate taxpayer

on its federal tax return are subject to corporate
income tax at the state level by certain states,
possibly increasing the amount of income subject to
apportionment and, typically, the amount of tax.

Tax compliance costs and enforcement actions
vary across states and can contribute to the overall
burden of a state and local business tax system.
These costs are not considered in the analysis but
can be significant for taxpayers.

Unemployment insurance taxes represent a large
tax cost for business taxpayers and tend to grow
rapidly coming out of a recession as states replenish
unemployment insurance funds. Based on the
current level of unemployment and the balance

of state unemployment trust funds, experience
suggests that unemployment insurance contribution
rates may increase by more than 50% over the

next three years. Because the unemployment
insurance contribution is typically determined by



the unemployment benefit claims of an employer’s
terminated employees, these contributions vary
significantly from employer to employer and are not
included in the analysis.

v

Other industry-specific taxes are not included in the
analysis and can be significant for certain taxpayers.
Insurance premium tax, severance tax, utility gross
receipts tax and other excise taxes are not included
in the analysis but would influence investment
decisions for businesses operating in certain
industries.

» Non-tax costs are typically the most significant
variable business cost and are not considered in this
analysis. For example, in 2008, labor compensation
was 30% of total US gross output, making it the
most significant operating cost for most industries.
Other operating costs such as utilities and freight
costs to major suppliers can also influence location
decisions. While this analysis identifies only state
and local tax cost differences across states, non-tax
cost differentials may cause a high tax location to be
a more desirable investment location than a low tax
location.

4 Studies that use this approach and provide a more detailed
description of the benefits of the hypothetical firm methodology
include: Papke, James, and Leslie Papke. “Measuring Differential
State-local Tax Liabilities and Their Implications for Business
Investment Location.” National Tax Journal, (1986): 357-366
and Fisher, Peter S and Alan H Peters. “Measuring tax and
incentive competition: What is the best yardstick?” Regional
Studies (1997); 31:751-764.
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The competitiveness analysis determines the
combined state and tax liabilities for each type of new
investment in each state: headquarters operations,
research and development facilities, durable and non-
durable manufacturing facilities and office and call
center activities.

A key step in determining the competitiveness

index is to combine the results for each specific type
of facility into an overall result for each state. The
combined index is calculated by weighting the tax
burdens for each type of activity by the significance
of each facility type in the overall mix of business
facility investments over the past several years. These
weights are calculated from Ernst & Young LLP's
study of announced capital investments by companies
investing in new or expanded facilities from December
2007 through September 2009.> The investment
announcements include the projected number of

new jobs and amount of capital investments related
to new and expanded facilities in each state. Table 1
shows the distribution of announced jobs and capital
investments by facility type. The overall tax burden
calculations can be weighted by either the distribution
of capital expenditures or the distribution of jobs
associated with the investments.

Based on the financial profiles and major tax system
characteristics described in the appendix and the
shares of capital expenditures and jobs shown in Table

Results

1, Table 2 presents the overall burden of major state
and local taxes on investments in new or expanded
facilities over a 30-year period for each state.

The competitiveness results are summarized by
calculating an effective business tax rate for each
state. The effective tax rate (ETR) is calculated as
the percentage change in the rate-of-return over

the 30-year period analyzed. For example, if state
and local taxes reduce the before-tax rate of return
from 15% to 13%, the effective tax rate is 13.3%

(a two percentage point decrease divided by the

15% pre-tax rate of return). The results in the table
reflect the average ETRs on hypothetical investments
in five different types of facilities: headquarters,
research and development, office/call center, durable
manufacturing, and non-durable manufacturing.

The ETRs for each type of investment are weighted
by capital expenditures for each type in deriving

the overall competitive index. (See the appendix for
results weighted by employment rather than capital
expenditures.) The states that are ranked highest in
business tax competitiveness have the lowest

overall ETRs.

S0bserved capital investment and employment data as
reported in the Ernst & Young LLP US Investment Monitor for
various facility types.

Table 1. Distribution of capital investment and jobs in announced facilities, 2008 to 2009

Facility type

Jobs

Capital expenditures

Headquarters facility

Non-durable manufacturing facility
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Table 2. State and Local Business Tax Competitiveness Index:
Taxes on New Investment by Selected Industries

Weighted by Capital Investment Weighted by Jobs
ETR Rank Rank

N

Competitiveness of state and local business taxes on new investment 9
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The ETR for each of the hypothetical investments
varies significantly by the type of facility. Weighting
these results by capital investment, as shown in the
left section of Table 2, places more importance on the
effective tax rate on investments by capital intensive
industries with the largest capital expenditures, such
as manufacturing industries. The right section of Table
2, which weights the results by the number of jobs
created by each facility type, presents an alternative
view of the relative level of business tax burdens that
puts more weight on the effect of state and local
business taxes on labor intensive service activities.

As shown in Table 2, Maine's business tax structure
imposes the smallest burden on new investment for
the selected industries analyzed with an overall index
of 3.0%, when weighted by capital investment. This
relatively low burden is due to the following factors:

» Maine uses a single sales factor corporate income
apportionment formula. While Maine's corporate
tax rate is higher than average (8.93% in Maine
compared to 6.7% nation-wide), Maine's favorable
income apportionment regime more than offsets
the rate differential for the hypothetical investments
included in the competitiveness index.

» Maine has an average property tax rate. Maine's real
property tax rate (in Portland) is 1.69% compared to
a national average of 1.97%. Personal property tax
rates in Maine are slightly above average at 1.77%
compared to a national average of 1.65%, but new
equipment is exempt from the property tax and
any local property tax paid on gqualified equipment
is refunded through the Business Equipment Tax
Reimbursement Program.

» Maine has no franchise tax.

» Maine's combined state and local sales tax rate is
one of the lowest in the nation (5% compared to a
national average of 6.2%)

1103-1242899

Oregon's business tax structure imposes the second
smallest burden on new investment for the selected
industries analyzed, reducing the rate of return by an
average 3.8% when weighted by capital investment.
This relatively low state and local tax burden (effective
tax rate) results from several factors:

» Oregon uses a single sales factor corporate
income apportionment formula, meaning that the
hypothetical investment in a new facility will have
a very small impact on the amount of corporate
income subject to tax in Oregon due to sales outside
of Oregon.

» Oregon imposes no sales tax on business inputs.
Two of the five facilities analyzed are service-
oriented operations that do not generally qualify
for manufacturing sales tax exemptions available in
many states. Because many of the operating inputs
purchased by these facilities are subject to state
and local sales tax, Oregon's lack of sales tax is a
significant benefit.

» While Portland, Oregon has a slightly higher than
average tangible personal property tax (2.11% in
Oregon compared to 1.65% nation-wide), it imposes
a below average tax on real property (1.07% in
Oregon compared to 1.97% nation-wide).

» Oregon imposes no franchise tax. For the
headquarters location especially, franchise tax can
be a significant tax expense because itis atax on a
taxpayer's net worth

®Robert Cline, “Combined Reporting: Understanding the
Revenue and Competitive Effects of Combined Reporting,”
State Tax Notes, May 30, 2008. The study was prepared for the
Council on State Taxation. Combined reporting could produce
higher corporate income taxes on the new capital investments,
compared to separate filing, if combination increases the profits
per dollar of factors attributable to the state. In this case,
combined reporting states would have higher corporate tax
burdens than calculated in the competitiveness index.
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Ohio has the third lowest overall business effective
tax rate. Ohio's high business competitiveness ranking
reflects the major business tax reforms adopted in
2005 that substituted the modified gross receipts

tax for corporate income and franchise taxes and
eliminated business tangible personal property taxes.
The modified gross receipts tax uses destination
sales to determine Ohio tax liabilities and significantly
lowers taxes on businesses making new instate
investments. The remaining top-ten states in terms of
business tax competitiveness all have ETRs less than
or equal to 6%.

For the selected facility types, New Mexico's state and
local business tax system imposes the greatest tax
burden of any state, reducing the rate of return by an
average 16.9%. This relatively high tax burden results
from several factors:

» New Mexico uses an equally weighted corporate
income apportionment formula. New Mexico's
formula apportions to the state a share of national
income equal to the average of the percentage
of the taxpayer's nation-wide sales, payroll and
property in the state. For the hypothetical facilities,
this means that roughly two thirds of the additional
income attributable to the new investment will
be subject to tax in New Mexico. In addition, New
Mexico's corporate tax rate is slightly above average
(7.6% in New Mexico compared to a nation-wide
average of 6.7%).
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» New Mexico imposes a gross receipts tax on virtually
all business activity. The tax is levied at a relatively
high tax rate for a gross receipts tax (5.125% at the
state level) plus a local tax comparable to retail sales
taxes. However, unlike a retail sales tax, it applies
to most services. While this tax is technically a
liability of the seller, in practice it is passed forward
to purchasers and is typically stated separately
on invoices. Therefore, this analysis treats the tax
as a sales tax with few exemptions, resulting in a
significant tax burden for facilities that purchase a
large amount of services and other inputs typically
exempt from state and local sales taxes. In sharp
contrast to New Mexico, Ohio, ranked the 4th most
competitive state, imposes a gross receipts tax at a
rate of 0.26%.

» New Mexico taxes both real and tangible personal
property, although the property tax rate in
Albuqguerque is slightly below average.

The business tax competitiveness index shows the
large difference in business tax burdens among the
states. Based on the ETRs presented in Table 2, the
average state and local business tax burden in the 10
most competitive states (5.0%) is only 42% as large as
the average tax burdens for the 10 least competitive
states (11.8%). The results also show that more than
20 states have business tax burdens that vary in the
narrow range of 6% to 8%.

Competitiveness of state and local business taxes on new investment 11



Results by facility type

Because of differing levels of profitability, capital
intensity, and taxable input purchases, state and local
business taxes affect each facility type differently.
Table 3 shows the composition of the total tax burden
on each facility type analyzed in this study.

As shown in Table 3, service facilities such as business
support and research facilities pay more sales tax as

a share of their total state and local tax burden than
other types of facilities. This higher sales tax burden
results from the lack of sales tax exemptions for most
input purchases by service facilities compared to
manufacturing facilities that generally receive sales
tax exemptions for their purchases of inputs used in
the production process.

In contrast, manufacturing industries pay significantly
more property tax as a share of their total state and
local tax burden than service industries. This higher-
than-average property tax burden results from the
higher average capital intensity of these facilities and
their significant investments in personal property,
which is often taxed at a higher property tax rate than
real property.

Research and

Headquarters

Headquarters facilities generate the largest share of
their tax liability from business income taxes due to
their typically high profitability per dollar of receipts
and assets. In contrast to other facility types, these
headquarters facilities have generally low operating
expenses and depreciable property relative to profits,
reducing the significance of these other taxes on
headquarters location decisions.

Conclusion

The Ernst & Young LLP/COST state business tax
competitive index is a useful ranking for companies
and policy-makers to assess the relative state and local
tax burden on mobile business investment. The index
includes all major business taxes, incorporating key
features of the rates and tax bases, and weights the
different taxes by their relative size. The index also
focuses on five types of mobile corporate investments,
which would be most likely to affect the location
decisions of multistate and multinational businesses.
The index distinguishes between destination and
origin-based taxes, the latter of which affect the
relative production costs of particular locations.

Table 3. Distribution of effective tax rates by facility type and tax type

Durable Non-durable

Office and call

Tax type development

facility

manufacturing
facility

manufacturing

facility facility

center facility

Sales tax 10.14%

Total effective tax rate

Amounts may not appear to sum due to rounding.
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Any index or state ranking has certain limitations,
and these are clearly spelled out in the report.
Nonetheless, the new Ernst & Young LLP/COST
state business tax competitiveness index can help
companies narrow the number of states to do more
thorough tax and non-tax location comparison. And
the index provides government policy-makers and
their staffs with an empirical-based, objective measure
of the relative tax burden of state business taxes on
mobile investments.

The report shows very different rankings than simple
comparisons of statutory tax rates. As corporate
tax departments know, the details of different taxes
matter greatly and factors like apportionment formula
weights can be more significant than statutory tax
rates for certain taxpayers. The analysis also shows
that non-income taxes such as the property and sales
tax are often more important than state income tax in
cross-state tax comparisons.

Ernst & Young LLP will continue to make refinements
to the index in future releases. We hope the
information is helpful, and a useful supplement to
the other Ernst & Young LLP state tax publications,
including the annual Ernst & Young LLP /COST
50-state business tax study, the annual U.S.
Investment Monitor tracking the locations of new
mobile capital investments, and the recent
Ernst & Young LLP study analyzing the economic
incidence of state business taxes.
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Appendix




Modeling methodology

and assumptions

This appendix provides additional description of the
modeling approach, assumptions and data used in the
analysis.

Financial profile

The business tax competitiveness modeling begins
with the development of a financial and operating
profile for each hypothetical company. Financial
profiles are developed for each hypothetical company
(one per industry) using average balance sheet and
income statement information for all firms in each
industry from federal tax return information reported
by the IRS in Statistics of Income Corporate Tax
Reports. The federal corporate tax data includes
business receipts, other income, depreciable and
financial assets, equity and liabilities, cost of goods
sold, and selected other operating expenses reported
on federal corporate tax returns.

The federal corporate tax data is then supplemented
with detailed data from the Bureau of Economic
Analysis (BEA) describing the distribution of assets
and operating expenses by industry. The distribution
of assets, from BEA's fixed asset data, shows the net
value (after depreciation) of each type of structure
and equipment owned by each industry. Similarly,
detailed operating expense information from the BEA's
input-output tables is used to disaggregate “other
deductions” reported on the federal tax return into
detailed operating expense categories.

The assumed financial profile for each hypothetical
investment is summarized in Table A-1. The table
shows the level of key financial metrics per dollar of
investment. The financial profile of the investments
influences the calculation of the tax bases and the
significance of each tax type in the overall business
tax liability. For example, firms with high levels of
depreciable assets and land per dollar of business
receipts and income will be more affected by property
taxes, while firms that have high levels of profit per
dollar of assets or receipts will be more affected by
corporate income taxes.

The financial profiles are projected for a 30-year
period. This multiyear perspective recognizes
differences in the timing of tax provisions, such as
depreciation allowances and scheduled, current-

law changes in tax rates and other tax features. For
example, sales taxes on investments occur initially and
at intervals when investment is replaced over time. In
contrast, property and corporate income taxes are an
annual expense that the business will incur in each of
the 30 years. This multiyear perspective also enables
the calculation of the present value of the tax stream,
recognizing that taxes that are paid sooner have more
of a negative impact on the investor's return from the
investment.

An important note is that while the analysis attempts
to isolate the taxes that would result from an
investment in specific types of facilities, most facilities
will be operated as part of a larger entity involved in
many different activities. For example, the financial
profile for the research and development facility is
based on tax return information and economic data
for the research industry (NAICS 5417), but many
research and development facilities are operated

by companies in the manufacturing sector. Because
the IRS does not report financial data by facility or
operating unit, this analysis is based on industry-
level information that most closely approximates the
activities occurring at each of the hypothetical facility
types.”

"This assumption has limited impact on the estimates of the
sales taxes and property taxes because these taxes are, in most
cases, determined by the type and use of property rather than
by the type of purchaser. However, corporate income taxes may
be affected if, for example, the taxpayer can qualify for special
apportionment or other preferential treatment because of
activities conducted by another part of the business.
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Table A-1. High-level financial profile of hypothetical investments
(amounts shown as a percentage of invested assets)

Headquarters

facility

Assets and liabilities

Depreciable assets and land 0.7%
Cash and other current assets 25.3
Investments and intangibles 68.6
Other assets 54
Total assets 100.0%
Equity 72.4
Debt and other liabilities 27.6
Total equity and liabilities 100.0%

Receipts and deductions

242.1%

Business receipts

Research and
development
facility

100.0%

Source: Internal Revenue Service Statistics of Income, Corporate Source Book, 2006.

*Includes depreciation, depletion and amortization.

**Includes imputed labor embedded in cost of goods sold deduction, salaries and wages, compensation of officers,

employee benefit programs, pension and profit-sharing.

Amounts may not appear to sum due to rounding.
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Office and call
center facility

100.0%

Non-durable
manufacturing
facility

100.0%

Durable

manufacturing

facility

100.0%




Modeling assumptions

The modeling approach used in this analysis
requires certain assumptions about the distribution
of nation-wide sales, ongoing replacement of
depreciating assets and other operational and
financial characteristics. These tax features can have
a significant impact, for example, on comparative
corporate income tax liabilities.

There are a number of key assumptions related to

the corporate income tax. Nation-wide corporate
income of a multistate company is apportioned to
each state based partially or wholly on the share of
the company’s nation-wide sales attributable to the
state. A state's share of sales from a new or expansion
investment will vary by type of activity and sales
sourcing rules. This analysis makes the assumption
that 5% of a manufacturing company’s additional sales
resulting from the investment will be sold in the state
where the facility investment is located. The other 95%
of sales are assumed to be sold in other states. For
activities primarily involving the sales of services, two
different percentages are used for in-state sales, 20%
in states with market based sourcing and 30% in states
with cost of performance. The analysis assumes that
the share of in-state sales is the same in every state to
maintain comparability between the results for each
state.®

While the analysis assumes that only a portion of the
sales from the new facility is in-state, the estimates
assume that all of the payroll and property related to
the expansion are in-state. In other words, by locating
the expansion in a specific state, the analysis assumes
that all of the additional employees and property are
also located in the state.

Another important assumption relates to depreciating
property. The analysis assumes that as equipment
and structures are used and depreciated, they are
replaced. The result of this assumption is that the
level of assets and property potentially subject to

the property tax is constant over the 30-year time
horizon.

/)

Finally, the analysis assumes that the investment is an
expansion by a company that already has a significant
presence in the state, is profitable and would incur
additional state corporate income tax liability at the
highest marginal tax rate. This is generally consistent
with the operations of a large, multistate taxpayer that
has operations in a number of states.

State and local tax system features

The current-law statutory tax components, including
tax rates and tax base calculations, for each of the
major state and local business taxes in each state, are
incorporated into the analysis. State and local taxes
included in this report are: corporate income taxes,
corporate franchise taxes, sales and use taxes on
business input purchases, gross receipts taxes and
property taxes. Sales and use taxes collected from
customers by the representative firm are not included
as business taxes. The BTCM calculations include
depreciation allowances and apportionment formulas
for each corporate expansion. Except where noted,
tax rates and other tax system characteristics reflect
statewide averages that combine state and local tax
rates, such as sales taxes or average over geographic
locations, such as property taxes.

8The results are sensitive to changes in this assumption. If the
assumed percentage of sales in-state is increased to 20% for
manufacturers, 30% for service providers using market sourcing
and 40% for service providers using cost of performance,
states with high corporate tax rates and single sales factor
apportionment formulas are less competitive. If all of the
marginal sales are assumed to be made to in-state customers,
some states with high corporate tax rates and single sales
factor apportionment become significantly less competitive.
Oregon, which is ranked second most competitive in our base
case, moves to least competitive if all of the sales from the
hypothetical facilities are assumed to be sold in the state.
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Corporate income tax and other
business entity taxes

Corporate income taxes and other types of general business entity
taxes are in place in 46 states and the District of Columbia. In
most states, the business entity tax is based on corporate income,
but a recent trend has been the movement toward taxes based

on modified gross receipts. Table A-2 shows the basic features

of each state's general business entity tax, including the general
rate, type of tax base, special apportionment allowed for select
industries and apportionment formula weighting. As discussed
below, each of these factors is significant in determining the
overall burden of the business entity tax on the hypothetical firms
making investments in the state.

Tax rate: In states taxing corporate income, the rate ranges from
4.6% in Colorado to 12.0% in lowa. In addition, Ohio’s commercial
activity tax based on gross receipts has a rate of 0.26%, the

Texas margin tax on modified gross receipts has a general rate

of 1.0%, and the Michigan business tax has a permanent rate

of 0.8% on modified gross receipts (in addition to a 4.94% tax

on corporate net income). New Hampshire levies its business
enterprise tax on value-added at 0.75% as a form of minimum
business tax. Washington imposes its business and occupation tax
on gross income at varying rates. Note that since the analysis was
completed, lllinois increased its total corporate tax rate (base rate
plus personal property replacement) from 7.3% to 9.5 until 2015,
when it will drop to 7.75% through 2025. This change is not
reflected in the results because it was not current law in 2009.
However, due to Illinois’ single sales factor apportionment formula
and the assumptions used in this analysis about the percentage
of in-state sales, the impact of this change on lllinois' ranking is
relatively minor.

Tax base: Corporate net income is the most common business
entity tax base, but as noted above, there has been a movement
over the past several years to broader tax bases based on gross
receipts. Among the states that tax corporate income, most use
similar definitions of net income with most beginning with federal
income definitions with certain state adjustments.
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Apportionment formula: The state corporate income
apportionment formula rivals the tax rate as the most important
feature of state business entity tax systems in this analysis
because of the assumption that a relatively small portion of
increased sales from the facility is sold to in-state customers. In
order for multistate corporations that earn income across the
United States to be taxed by each state, they must determine
what share of their national income is attributable to each state.
The method used is described as formulary apportionment. The
typical apportionment formula uses a corporation’s sales, payroll
and property located in a state divided by those same factors
everywhere to determine what percentage of its nation-wide
income is attributable to the state.

Many states use what is called a double-weighted sales factor
apportionment formula. This method of apportionment applies

a weight of 50% to the sales ratio (in-state sales divided by
everywhere sales). This formula simultaneously reduces the
importance of payroll and property in determining a state’'s tax
base. The significance of this factor weighting is that the location
of sales is twice as important as the other factors.

An increasing number of states have moved to apportionment
formulas based entirely on the sales factor. These states,

which are described as having "single sales factor” income
apportionment formulas, tax a share of US income equal to the
state’s share of the taxpayer’s US sales. As noted in the results
section, corporate income apportionment formulas significantly
impact the tax burden on an investment by a firm exporting a
large share of its output from the state.



The sales factor is also affected by the sourcing rules used to
determine in which state a sale occurs. For manufacturing and
retail companies that sell tangible property to their customers,
the sales are generally sourced to the state where goods are
shipped (referred to as "destination sales™). For companies selling
services, the sales are sourced to the location where the service is
used (referred to as “market sourcing”) or the location where the
service is provided (referred to “cost of performance sourcing”).
As discussed above, the competitiveness analysis assigns different
in-state sales percentages to the different types of activities
included in the analysis. For states with single sales factor
apportionment of corporate income, differences in the share of in-
state sales can have a large impact on the overall apportionment
formula for different types of activities.

Sales tax

Forty-seven states and the District of Columbia levy state-level
sales taxes, with an additional 34 states levying local sales taxes.
The sales taxes included in the competitiveness index are those
paid by businesses on taxable input purchases, including tangible
property and services.

Tax rate: Sales tax rates vary significantly across states. (See
Table A-3.) The combined state and local sales tax rate averages
6.2%, ranging from 4.0% in Hawaii to 10.6% in California. The
local tax rate reflects the statewide average local tax rate, which
was estimated using the ratio of local sales tax collections to state
sales tax collections for each state (from the U.S. Census Bureau),
multiplied by the state sales tax. For example, if a state with a 4%
state tax rate had local tax collections that were 50% of state tax
collections, the local tax rate is assumed to equal 2% (50% of the
state rate).

Tax base: The definition of the state sales tax base can
significantly affect the overall level of sales tax resulting from a
new investment in a state over the life of that investment. States
differ in the way in which they tax purchases of capital equipment
and the construction of buildings. In many states, the purchase

of equipment or construction of structures that will be used in a
production process is exempt from tax or subject to a significantly
reduced tax rate. Similarly, during the operating life of a facility,
certain exemptions may be given for purchases of utilities and
purchased materials that are consumed in a manufacturing

process. These differences in the state sales tax base are
incorporated into the analysis and contribute to significant
variations in the total sales tax burden for the hypothetical
investments analyzed in this report.

Property tax

Property taxes are levied by both state and local governments.

As with the other major tax types, the tax rate and tax base are
equally important factors in determining the overall tax burden for
the hypothetical investments analyzed. Due to the general lack of
centralized local property tax data, the BTCM uses property tax
rates for the largest city in each state. While the rate in the largest
city is generally indicative of local governments' reliance on the
property tax as a source of revenue, it may diverge significantly
from the average in a state.

Tax rate: Average real effective property tax rates vary across
the major metropolitan areas included in this study from 0.65%
in Virginia Beach, Virginia to 4.35% in Des Moines, lowa. (See
Table A-4.) Similarly, effective tangible personal property rates
vary significantly across those states that tax personal property,
from 0.67% in Cheyenne, Wyoming to 5.67% in Baltimore City,
Maryland. The effective property tax rates reflect the statutory
property tax rate multiplied by the assessment ratio for each type
of property. For example, a jurisdiction that assesses property
at 50% of market value and has a tax rate of 2% would have a 1%
effective tax rate on property (50% of 2%).

Tax base: The major types of property subject to local taxation
are real and personal property. Real property, consisting of land
and structures, is taxed in all states. In addition, 38 states and
the District of Columbia also tax tangible personal property, while
12 states exempt tangible personal property completely. For the
hypothetical investment analyzed in this report, tangible personal
property consists of manufacturing equipment; furniture,
fixtures, non-manufacturing equipment; and motor vehicles.

Of the states that tax tangible personal property, four states
exempt manufacturing equipment from the tax base, significantly
reducing the property tax burden for the manufacturing
investments analyzed.
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Table A-2. State Business Entity Tax Characteristics, 2009

Apportionment Special apportionment Business income

Top marginal rate weighting for selected industries tax base

Alabama Equally weighted No Corporate income

Equally weighted Corporate income

Michigan 4.95% Single sales factor No Corporate income and
gross receipts
anewta ................................................... 980% ............................ 84%we|ghtedsa|es ................................ No ................................. c orporatemcome .........
M|ss|ss|pp|500%S|nglesalesfactor ................................ Yes ................................. C orporatemcome .........
M|ssour| ....................................................... 625%S|ng|esa|esfactor ................................. NO ................................. c orporatemcome .........
Montena . 87%% .. Eaulyweighed  No . Copomteincome
N-eb-raéka- --------- 7 81%- o éiﬁgle -sales -factor- ----- N -Co-rpc-)ra-te -inc-or-ne- -
Nevada---- ..........................
NewHampsh|re ......................................... 850% .......................... D oublewe|ghtedsa|es ............................. NoCorporatemcomeand .....
value added
NeWJersey ................................................. 900% .......................... D oublewe|ghtedsales ............................. N 0 ................................. C orporatemcome .........
NewMex|co ................................................ 760% ............................... Equallywe|ghted ................................. Yes ................................. (: orporatemcome .........
NewYork ..................................................... 710%S|nglesa|esfactor ................................. N 0 ................................. C orporatemcome .........

20 1103-1242899



Apportionment Special apportionment Business income

Top marginal rate

weighting for selected industries tax base
North Carolina 7.11% Double weighted sales No Corporate income
NorthD akota ............................................. 640% ............................... EquaIIywe|ghted .................................. N 0 ................................. C orporatelncome .........
Oh|o .............................................................. 026%S|ng|esalesfactor ................................. N oGrossrece|pts .............
Oklahoma .................................................... 600% ............................... EquaIIywe|ghted .................................. N O ................................. C orporatemcome .........
oregon ......................................................... 790%S|ng|esa|esfactor ................................. N O ................................. (: orporatemcome .........
Pennsylvama .............................................. 999% ............................ 83%we|ghtedsales ................................ N O ..... C orporatemcome
Rhode|s|a n d .............................................. 900% ............................... Equ a”ywe |g h t ed .................................. N O ................................ C orpora te mc Ome ......
SouthCaronna500%s|ng|esa|esfactor ................................ Yes ................................. C orporate|ncome .........
SouthDakota---- ..........................
Tennessee ................................................... 650% .......................... D oublewe|ghtedsales ............................. N O ................................. C orporatemcome .........
Texas100%S|ng|esa|esfactor ................................. N O ............................ M od|f|edgrossrece|pts
Utah .............................................................. 500% .......................... D oublewe|ghtedsa|es ............................. N O ..... C orporatemcome
Vermont ...................................................... 850% .......................... D oublew e|ghtedsa|es ............................. N O ................................ C orpora te |nc Ome ......
V|rg|n|a ......................................................... 600% .......................... D oublewe|ghtedsales ............................ Yes ................................. C orporatemcome .........
Washmgton ................................................ M u|t|p|e—— ................................... Grossrece|ptstax .........
WestV|rg|n|a .............................................. 850% .......................... D oublewe|ghtedsales ............................. N 0 ................................. C orporatemcome .........
W|scons|n .................................................... 790%S|nglesa|esfactor ................................. N O ................................. (: orporatemcome .........
Wyommg____ ..........................

Notes: AZ has an election for 80% sales weight; CA has adopted optional 100% sales factor apportionment as of 2011 - this analysis assumes each firm uses
100% sales apportionment; CT 50% weighted sales, selected industries; KS manufacturers may use 100% sales factor and selected industries may use 2-factor
formula (prop. and sales); LA allows 100% sales weight for manufacturers and 2-factor formula (payroll and sales) for services; MD manufacturers must use 100%
sales weight; MA 100% sales weight formula available for manufacturers; Ml taxpayers pay tax on both bases; MS has alternative formulas for manufacturers;

MO 100% sales weight is elective (standard is equally weighted); NM manufacturers may use 50% sales weight; SC is phasing in the 100% sales factor weight for
manufacturers (allows 60% of tax reduction in 2009); UT's 50% sales weight is elective (standard is equally weighted)
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Table A-3. State Sales Tax Characteristics, 2009

Total state and
local tax rate

Alabama 4.0% 3.1% 7.1%

State State rate Local rate
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State

North Dakota

Source: RIA Checkpoint and CCH State Tax Reporters

State rate

5.0%

Local rate
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Table A-4. Effective Property Tax Rates, 2009

Other industrial
machinery and
equipment

Alabama 1.37% 1.37% 1.39% 1.39%

Commercial Industrial Commercial

structures structures equipment

Mississippi 2.41% 2.41% 2.56% 2.56%

Missouri 3.02% 3.02% 2.64% 2.64%
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Other industrial

Commercial Industrial Com.mercial machinery and
structures structures equipment equipment
North Carolina 1.08% 1.08% 1.30% 1.30%
NorthDakota .................................. 2 03% ................................. 2 03%000% ................................ o OO% ................
Oh|o ................................................... 2 20% ................................. 2 22%000% ................................ o OO% ................
OkIahoma ......................................... 125% ................................. 125% ................................. 156% ................................ 156% ................
Oregon .............................................. 107% ................................. 107%211% ................................ 2 11% ................
Pennsylvan|a412% ................................. 4 12%000%000% ................
Rhodelsland ................................... 2 57% ................................. 2 57% ................................. 5 36% ................................ 0 00% ................
SouthCarolma ............................... 173% ................................. 3 30%475%475% ................
SouthDakota .................................. 146% ................................. 146%000%000% ................
Tennessee ........................................ 2 89% ................................. 2 89%216%216% ................
Texas .................................................. 2 36% ................................. 2 52%254%252% ................
Utah ................................................... 136% ................................. 136% ................................. 138% ................................ 138% ................
Vermont ........................................... 2 08% ................................. 2 08%085%085% ................
V|rg|n|a065% ................................. o 65% ................................. 148%033% ................
Wash|ngtono71% ................................. 6 71%078%078% ................
WestV|rg|n|a ................................... 167% ................................. 167% ................................. 167% ................................ 167% ................
Wlscon5|n227% ................................. 2 27%227%000% ................
Wyom|ng065%078%067%082% ................

Source: 50-State Property Tax Comparison Study prepared cooperatively by Member States
of the National Taxpayers Conference, June 2009

Note: some states allow an exemption for new machinery and equipment.
These states are shown as having a 0.0% rate on equipment.

*adjusted by the amount of credit available for property taxes paid
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Franchise tax

State franchise taxes are typically levied on the net worth of a company, although some states have adopted alternative bases that
include the value of property held in the state. As shown in Table A-5, only 20 states levy a franchise tax, with most taxes levied on the
value of capital stock (the sum of stockholder equity, paid-in capital, and retained earnings). Because of the large size of the tax base,
the average franchise tax rate is very low, 0.07%, and ranges from 0.01% in Delaware to 0.48% in West Virginia.

Table A-5. State Franchise Tax Characteristics, 2009

State Rate Apportionment weighting Franchise tax base

Alabama 0.18% Equally weighted Capital stock
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State Rate Apportionment weighting Franchise tax base

New Jersey - - -

Source: RIA All States Tax Handbook
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