February 27, 2009

Background Information on California’s

Adoption of Single Sales Factor Apportionment

The budget package signed by Governor Schwarzenegger on February 20 provides multistate California business taxpayers with the option of electing a single sales factor corporate income (franchise) tax apportionment formula.
 The formula is used to determine California’s share of  multistate taxpayers’ total taxable income.  The following information describes the widespread adoption of single sales factor apportionment formulas across the states and discusses the expected private- and public-sector benefits of the new formula in California.

States Adopting Single-Sales Factor Apportionment

Table 1 lists the states that currently use a single sales factor apportionment formula or are phasing in the formula, as described in the table.  The table includes the states that allow the use of a single sales formula for selected major industries, including manufacturing.  Table 1 shows that:

· A majority of states (23 out of 44 states) with corporate income or entity-level business taxes based on modified gross receipts have adopted single sales factor apportionment formulas for either all corporate taxpayers or taxpayers in major industries.

· States using or phasing in single-sales factor apportionment formulas account for 68% of all state corporate income taxes paid (based on 2007 tax collections).  While single-sales factor apportionment has been adopted by just over 50% of the states, these states account for over two-thirds of all the tax collections.

· Five states – California, Colorado, Indiana, and South Carolina – will implement full single-sales factor apportionment in 2009 or over the next two years. 

As an increasing number of states move to single sales factor formulas, states with formulas still including payroll and property factors are feeling increased competitive pressure to increase the weight on the sales factor.  Arizona, for example, has recently adopted a formula with an 80% weight on sales. 

Impact on California’s Economy

For firms choosing to use the single sales factor apportionment formula, there will no longer be a disincentive to create new jobs and invest more in California that works through changes in the apportionment factors.  Under California’s three-factor apportionment formula (with double-weighted sales factor), an increase in California payroll and property will increase the share of 

Table 1

States Adopting Single Sales Factor Apportionment 

for All Industries or for Manufacturing
	
	Percent of 
	

	
	State Corporate
	

	State
	Income Taxes
	Comments

	California
	19.7%
	Effective 1-1-11

	Colorado
	0.8%
	Effective 1-1-09

	Connecticut
	1.5%
	For firms not selling tangible property 

	Georgia
	1.8%
	

	Illinois
	5.2%
	

	Indiana
	1.7%
	Effective 1-1-11

	Iowa
	0.6%
	

	Louisiana 
	1.3%
	Applies to manufacturing

	Maine
	0.3%
	

	Maryland
	1.4%
	Applies to manufacturing

	Massachusetts
	3.7%
	Applies to manufacturing 

	Michigan
	3.2%
	Adopted as part of the new MI Business Tax

	Minnesota
	2.1%
	Phased in by 1-1-14

	Mississippi
	0.7%
	Applies to general taxpayers

	Missouri
	0.7%
	Optional for general taxpayers

	Nebraska
	0.4%
	

	New York
	9.6%
	

	Ohio
	2.3%
	Market sourcing of new gross receipts tax

	Oregon 
	0.7%
	

	South Carolina
	0.6%
	Phased in by 1-1-11

	Texas
	5.7%
	Adopted as part of the new margins tax

	Virginia
	2.3%
	Applies to manufacturing 

	Wisconsin
	1.6%
	

	  Total
	67.9%
	 


Source: Commerce Clearing House 2009 State Tax Handbook, “Apportionment Formulas,”

             with E&Y updates.

total income taxed in the state.  This increases the effective tax rate on increased economic activity in the state.  Firms choosing to use the single-sales formula will see a reduction in the effective tax rate on new jobs and investment that will increase the rate of growth in California’s economy.  The choice will also reduce the incentive to move jobs and investment out of California.

In an earlier study, Ernst & Young estimated the dynamic impact of a California bill that would have increased the sales tax weight in the apportionment formula as firms expanded their California levels of investment and compensation paid to employees.
  The dynamic impact is the expected increase in California economic activity, measured by jobs, income and gross state product (GSP), generated by reductions in corporate income taxes due to increasing the sales factor weight in the apportionment formula.  It includes direct effects of higher jobs and investment for the corporations receiving tax reductions and the additional indirect activity throughout the state economy due to the multiplier effect.  To provide an estimate of the dynamic impact of the new single sales factor option on the California economy, the dynamic responses estimated in the earlier study were applied to the state’s estimate of the corporate tax savings from the elective single sales formula provision.
 

The preliminary estimates of the impact of the elective single sales factor apportionment formula provision are summarized in Table 2.  Key points are:

· The estimated corporate income tax reductions from the voluntary sales factor formula will grow from $50 million in FY 2011 to $750 million by FY 2013.
 

· By 2015, the incentive effects of the single sales factor option will result in over 32,600 new California jobs.  The additional number of jobs will grow to over 37,500 by 2020.

· Increased employment and higher wages from the expanded economic activity will generate $2.3 billion in higher income for California residents by 2015.

· California gross state product, the broadest measure of state economic activity, will be higher by $3.6 billion in 2015 as a result of the switch to a single sales factor apportionment formula.

Table 2

Preliminary Estimates of the Dynamic Impacts of the 

Single Sales Factor Apportionment Option on California’s Economy 

[image: image1.wmf]Dynamic Economic Impacts

2011

2012

2013

2014

2015

2020

Total new jobs 

21,180

26,604

28,954

30,981

32,614

37,529

Personal income

$1,134.7

$1,537.5

$1,802.0

$2,047.1

$2,289.3

$3,324.2

Gross state product (2000 dollars)

$1,764.4

$2,382.1

$2,778.9

$3,155.5

$3,538.4

$5,170.1


� The election is not available for businesses that derive more than 50% of their sales from agriculture, extractive business, savings and loans, or banks and financial activities.  These taxpayers in “qualified business activities” will continue to use an equally-weighted, 3-factor formula.


� See Ernst & Young, LLP, “Estimates of the California Economic and Revenue Impacts of AB 1591,” June 2007.


� The distribution of tax changes by industry, for those industries qualifying for the option, was the same distribution used in the earlier E&Y study.  The dynamic impact analysis also assumes that the additional jobs and investment in tax year 2011, the first year of dynamic impacts, will reflect the incentive effect of the full amount of state corporate income tax reductions estimated for FY 2012 ($650 million).  


� The revenue estimates for FY 2011 through FY 2013 are reported in the bill analysis for SB 15 X3.  In estimating the dynamic impacts of the elective single sales factor provision it was assumed that the revenue reduction amount grows by 3% per year after FY 2013. 
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