CONNECTICUT

FOR CHILDREN

VOICES l‘i‘

Connecticut’s Business Taxes in Context:
A Summary of Ernst & Young’s National Survey

of State and Local Business Taxation
May 2010

In 2010, the nonprofit Council on State Taxation (COST)' released its eighth annual study on state and local
business tax revenues for FY 2009°, which was conducted by the accounting firm of Ernst & Young’.
COST has over 600 corporate members in the United States and Ernst & Young provides accounting
services to private and public sector clients worldwide. COST was formed in 1969 with the objective “to
preserve and promote equitable and nondiscriminatory state and local taxation of multijurisdictional
business entities.” COST is associated with the Council of State Chambers of Commerce”.

Compared to other states, Connecticut’s state and local business tax revenues are a
relatively small share of the state’s private sector economy

Ernst & Young compared taxes relative to the amount of economic activity in each state. Gross State
Product (GSP) measures, “...the total value of a state’s annual production of goods and services by the
private sector.” COST uses GSP as its metric for state economic activity when making cross-state
comparisons, "Because state business tax bases include a diverse mixture of receipts, net income, input
purchases, payroll, property and other tax bases, a broad measure of a state's overall economic activity
should be used to determine the measure of aggregate business tax burden that can be compared across
states." Connecticut ranked 5™ lowest in total state and local business tax revenues among states
when compared to the level of private sector economic activity in each state.
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Nationwide in FY 2009, the ratio of state and local taxes to GSP was 4.7%. This means that on average,
businesses nationwide paid $4.70 in combined state and local taxes for every $100 of GSP. In Connecticut
in FY 2009, businesses paid $3.70 in combined state and local taxes for every $100 of GSP. Of the $3.70,
businesses paid $2.06 in state taxes and $1.64 in local taxes. This ranked Connecticut 10" lowest in state
business tax revenues and 8™ lowest in local business tax revenues among states, relative to GSP.

In Connecticut, the growth in personal and business tax revenues has been low
compared to other states

Ernst & Young calculated the change in state and local tax revenues from FY 2005 through FY 2009 for all
states. In Connecticut during this four-year period, combined state and local tax revenues grew 9.5% - the
8" lowest rate of growth among states. Connecticut ranked between Michigan (8.5%) and Massachusetts
(9.7%), and tied with South Carolina. On average across the fifty states and Washington, D.C., total state
and local tax revenues grew 15% over this period.
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Notably, Connecticut’s increase in state and local business tax revenues over this time period — just 2.4% —
was the lowest growth in business tax revenues among states. Connecticut businesses paid for only
one-tenth of increases in state and local taxes. From FY 2005 through FY 2009, for every $100 increase in
combined state and local tax revenues, businesses paid $9.20 while all other taxpayers’ paid $90.80.

Connecticut businesses are subject to low corporate income taxes

According to the COST report, in FY 2009 businesses in Connecticut paid roughly $3.1 billion in local
property tax and about $400 million in corporate income tax. This corresponds to $7.75 in property tax
for every $1 in corporate income tax. Corporate income taxes accounted for only 6¢ of every dollar of
combined state and local business taxes collected in Connecticut in FY 2009.

From FY 2005 to FY 2009, local property tax revenues accounted for an increasing share of business tax
revenues while corporate income tax revenues were a decreasing share. In FY 2005, property taxes
accounted for 36.4% of the total tax bill on businesses.” By FY 2009, property taxes had increased to 43.1%



of the total tax bill on businesses. In contrast, in FY 2005 the state’s corporate income tax accounted for
9.1% of the total tax bill on businesses. By FY 2009, the corporate income tax had dropped to 5.6% of the

total tax bill on businesses.

Importantly, there is no “best” distribution of sources for business tax revenues. What is optimal for one
state may differ for another depending on the existing, or desired, mix of industries, services, and
agriculture. As illustrated below, the sources and share of business tax revenues vary by state depending on
the economic activities in each state. Services such as finance and insurance are large economic drivers in
both Connecticut and Massachusetts, so a relatively low corporate income tax and relatively high property
tax may be preferable to businesses. In contrast, Alaska has significant natural resources in the form of oil,
which provides the majority of Alaska’s business tax revenues’.
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Connecticut was fourth lowest among all states in the percentage of business tax revenues obtained from
licenses. In addition, more than half of all states derived a greater share of business tax revenues from both
excise taxes and corporate income taxes than did Connecticut. Connecticut ranked 38" (1 is lowest) in the
percentage that property tax revenues contributed to total state and local business tax revenues; neatly one
of every four states derived a greater percentage of business tax revenues from property taxes than did
Connecticut. Nearly half of states obtained a greater percentage of their business tax revenues from the

sales tax than did Connecticut.



FY 2009 Ranking of Connecticut Business Tax Revenues
as Percentage of Total State and Local Business Tax Revenues

CT | Licenses Excise | Corporate Sales Property Unemployment Individual Income Tax on
Tax Income Tax Tax Tax Insurance Tax Business Income
Rank 4" 217 22" 27" 38" 45" 46"

Source: March 2010 COST study on FY 2009 Total State and Local Business taxes (Table A—3)2
Rank: 1 is lowest percentage, 50 is highest percentage

However, Connecticut did rank high (45") in the percentage of business tax revenues obtained from
payments to unemployment insurance. Contributions from businesses to unemployment insurance funds
and the level of unemployment benefits are determined individually by each state.® Among other factors,
the prevalence of both older workers and higher income workers will drive up the cost of unemployment
insurance. Connecticut has an older workforce and residents earn among the highest incomes in the
country.’

Historical data show employer contribution to unemployment insurance increasing after recessions as
unemployment insurance funds become depleted because of extended periods of high unemployment.
Typically, there is a three- or four-year lag between the beginning of a recession and increases in
contributions to unemployment insurance pools. Ernst & Young forecasts, nationwide, that employer
contribution to unemployment insurance will peak in FY 2011.

Similarly, Connecticut ranked high (46™) in the percentage of individual income tax revenues detived from
business income. This is partially due to high-income professional services associated with Subchapter-S
Corporations, Limited Liability Corporations, and other pass-through corporations, which are not subject to
Connecticut’s corporate business tax. Rather, the business income of such firms is subject to only
Connecticut’s personal income tax.

The appendix lists the different categories of state and local taxes, showing for each state, and the fifty-state
average, the share of business tax revenues derived from each type of tax.

Connecticut businesses net a positive return on taxes paid

COST’s eighth annual report compares the ratio of business taxes paid to estimates of state and local
spending that “directly” benefit businesses. These estimates were developed by economists at the Federal
Reserve Bank of Chicago and have been adjusted to present a range of estimates relative to the percentage
of education spending (0%, 25%, 50%) estimated to benefit businesses.

In Connecticut in 2007, businesses paid 99¢ for every $1 of benefit derived from public spending that
directly benefited businesses. This assumes that half of all public spending on education benefits businesses.
If the total amount of public spending on education, to create a trained labor force, were taken into account,
the cost to Connecticut businesses would have been less than 99¢. The Federal Reserve calculations
include, among the type of spending that benefits businesses, the following state and local government
expenditures: transportation, water and sewer infrastructure, police and fire protection, legislative services,
administrative services, judicial services, interest on capital debt, regulatory activities, and education.
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FY 2007 Direct Benefits to Businesses from Public Spending
Return per Dollar of Taxes Paid
$0.2 Businesses in Connecticut obtained an added 1¢ in direct benefits
from public spending for every dollar of taxes they paid.
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Source: Calculated from March 2010 COST study on FY 2009 Total State and Local Business taxes (Figure 2)°

Connecticut is a high cost state for businesses but it is not a high tax state

Connecticut is considered a high “cost” state for businesses. However, there are numerous components of
business cost including labor costs, healthcare costs, property taxes, corporate taxes, and energy costs
among others. It will require a focus on items other than business taxes, which are among the lowest in the
country in Connecticut, to obtain a tangible reduction in business costs in the state.



Appendix: FY 2009 Percentage of Business Tax Revenues by Category
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