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STATE OF WASHINGTON

DEPARTMENT OF REVENUE

P.O. Box 47450 * Olympia, Washington 98504-7450 * (206) 753-5540 * FAX (206) 586-5543

THE EFFECT OF B&O TAX CREDITS
For Qualified Research & Development

Incentives for High Technology proposes a business-and-occupation tax credit for certain
research and development activities. To better understand how these credits would work, we
have prepared three examples. They show the relative effects of the credits on large, medium-
sized and startup high-tech companies. Please note that not all of a company’s research and
development activities will qualify. Only those portions associated with developing a qualified
new product (as opposed to upgrades or refinements to an existing product) are eligible. Some
companies, such as startups, spend a much higher percentage of their revenues (including
research grants) on R&D, and the program provides proportionately greater assistance to them.
Theoretically, all of a startup’s expenditures could be R&D, eliminating its B&O tax liability.

Large Medium Startup

Company Company Company
Annual gross revenues $2 billion $5 million $100,000
Annual R&D expenditures $200 million $2 million $100,000
Qualifying R&D expenditures $100 million $1 million $100,000
B&O taxes before credit (at services rate of $42.6 million $106,500 $2,130
2.13 percent) '
Preliminary B&O tax credit at 2.5 percent of | $2.5 million $25,000 $2,500
qualifying expenditures '
Net B&O tax credit ($2 million maximum $2 million $25,000 $2,130
allowable tax credit per year, with no carry ‘ '
forward of unused credits; credit cannot
exceed tax liability)
Net B&O taxes after credit ‘ $40.6 million $81,500 -0-
Tax credit as a percent of pre-credit B&O tax 4.7% 23.5% 100%
liability
Tax credit as a percent of gross revenues 0.1% 0.5% 2.13%
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INCENTIVES FOR HIGH TECHNOLOGY

Governor Mike Lowry's 1994 legislative proposal to stimulate economic growth
and diversification by building on Washington State’s technological base

Dec. 21,1993

Competing for smarter jobs ,
The industrial revolution is over. Competitiveness no longer means cheap land, cheap
labor and low taxes. New manufacturing plants don’t always lead to stable, high-paying
jobs. The rules of economic development
have changed. Regions now compete for
good jobs based on the quality of their

educational systems, the skills of their Our competitors are using

workers, the capabilities of their transpor- increasingly SOphisticated
tation systems, and the attractiveness of efforts to generate high-value
their environments. Clusters of interdepen- activities that support high-
dent industries have become more impor- paying jobs. :

tant than individual industries to a

region’s comparative advantage. Our

competitors are using increasingly sophis-

ticated efforts to generate high-value activities that support high-paying jobs. In doing so,
they are following a fundamental rule of economic development: Build upon your
strengths. Today’s pursuit is not simply for jobs: it is for high-wage jobs in growth areas of

the economy.

Washington is fortunate to have both the prerequisite foundation for economic develop-
ment and a robust high-technology sector. This provides a good springboard for pursuing
desirable jobs that will improve the quality of life of our residents. We have an existing
base of biotechnology, software and electronics companies that have made Washington an
acknowledged technological leader among the states. Many of these companies have been
attracted to the Pacific Northwest by the quality of our public and private research institu-
tions. Others have been spun off from the aerospace foundation on which our economy
has relied for much of this century. Still others were drawn by key market players such as
The Microsoft Corporation. :




Incentives for High Technology

Much of this has occurred with little intervention by the state of Washington. Most of the
state’s efforts — through marketing and tax incentives — have been directed at attracting
new manufacturing plants as a source of jobs. While the state has been successful at this
effort, competing for the limited pool of firms that can locate anywhere in the world is no
longer a firm basis for economic development strategy.

Intervening earlier to produce quality jobs

The goal of Incentives for High Technology is to stimulate economic growth much earlier in
the process by generating high-paying research-and-development (R&D) jobs that may
eventually result in construction of manufacturing plants as well. By encouraging compa-
nies in earlier stages of development, when their resources generally are limited and profits
may be non-existent, the state can leverage its investment. Helping a fledgling biotechnol-
ogy company, for example, may result in a much greater impact than trying to attract an
established, profitable out-of-state manufacturer that may require a much larger financial
incentive to move to this state.
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Incentives for High Technology

By focusing on research and development, the state can intervene earlier in the process,
when a company begins turning ideas and scientific discoveries into usable products. Such
a policy capitalizes on Washington'’s healthy infrastructure of public and private research
facilities and high-tech businesses that are well positioned to produce spin-offs.

Past state economic development efforts
have focused on encouraging companies
to build manufacturing plants in this state
by providing deferrals of sales taxes that

By focusing on research and
development, the state can

those companies would pay on construc- intervene earlier in the process,
tion of facilities. That, however, is really when a company begins turning
the last step in the process, when a ideas and scientific discoveries
company’s decision about where to site a into usable products

plant becomes a purely economic equa-
tion: where costs will be lowest.

With its relatively low business and occupation (B&O) tax rate on manufacturing, compara-
tively low property taxes, and absence of corporate or personal income taxes, Washington
already competes favorably with other states for manufacturing plants. Even so, sources of
raw materials, the labor force, and the regional quality of life are far more important factors
than state tax policy in siting of manufacturing plants. '

Strengthening, stabilizing our economy through diversification

Historically, Washington’s economy has been vulnerable to the cyclical nature of the aero-

space industry. While many jobs are still tied to aerospace, the emergence of a variety of
“high-technology” companies has helped

; reduce the state’s dependence on the
High tech employment as a percentageé (.1 nes of one industry. As a result of

of Washington's labor force this diversification, Washington has been
‘ able to weather the current Boeing down-

turn, as well as job losses in the timber

and metals industries, without falling into
High Tech recession. While gross business income
232.164(11%) remained flat during the first quarter of
1993, it never slipped into negative terri-
tory and recorded a 2.2 percent gain
during the second quarter.

Washington
1,928,719(89%)

State Department of Revenue statistics
shows that companies engaged in such
Total Employment: 2,160,883 areas as computer hardware and soft-
ware, advanced electronic devices, bio-
technology, the environment, and materi-
als science have helped offset job losses
elsewhere in our economy.

High tech employment grew by 20.1 percent
between 1988 and 1991, while overall state

employment grew 13 percent
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High technology: a growth sector

In 1988, high tech constituted 14.3 percent, or $27.8 billion, of $195.1 billion in gross busi-
ness income (GBI) reported in the state. By 1991, that was up to 15.8 percent of $259.2
billion in GBI, or nearly $41 billion. High-tech employment, according to the Department
of Employment Security, rose from 10.1 percent of overall state employment in 1988 to 10.7
percent in 1991. In 1991, high-tech employment stood at 232,164 of the state’s 2.16 million
work force. Biotechnology grew much faster, nearly tripling from 5,231 employees in 1988
to 14,850 in 1991.

The Monthly Labor Review ranks Wash-
ington fifth in the nation in the proportion

Gross Business Income

. ' 300000
of work force involved in high-tech indus- ]

tries. Another source, the nonprofit Cor-
poration for Enterprise Development,
ranks this state sixth for its proportion of
scientists and engineers in the work force.
Yet another way of analyzing
Washington’s high-tech stature is through
the eyes of a competitor, the state of Mas-
sachusetts. A special report, “Can Massa-
chusetts Compete?”, identified Washing-
ton as one of that state’s six principal high-
tech competitors, along with Arizona,
California, Maryland, North Carolina and
Texas. The Massachusetts Technology
Council, which did the ranking, cited Washington’s established base of high-tech compa-
nies and its skilled labor, good universities, venture capital and research facilities as key
ingredients needed to attract high-

Total: $259,163

250000 4

Total: $195,116

Millions of dollars

1991

1988
. High Tech Other Washington Business

Washington's relative "high tech” ranking technology firms.
. Selecting the right
Measure of R&D spending State Rank Source te Chl\OlOgi es
Total State R&D 7 Statistical Abstracts of Not all high-technology companies
the Unfied States are equal from a wages standpoint,
Industry R&D - ' 7 Statistical Abstracts of however. With that in mind, Gov-
the U.S. ernor Mike Lowry directed the
University R&D 22 Corp. for Enterprise Department Of Revenue. to idenﬁfy
Development (CfED) portions of the state’s high-technol-
Federal R&D 1" CtED ogy industry that have high job
growth and pay high wages, then
Small business innovation & 21 CfED : _
resgarch grants to develop Proposals for stimulat
ing expansion of those sectors.
tPatents issued { 20 CtED
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In an effort to identify the most desirable high-technology activities, the Department of
Revenue examined which sectors experienced the greatest job growth between 1988 and
1991. Through that sorting process, it became clear that businesses that spent large por-
tions of their revenue on research and development also appeared to generate the most

growth in high-paying jobs.

Washington companies that spent 150 percent of the United States average on research and
development (as a percentage of revenues) paid their workers 66 percent more than the
statewide average in 1991, $39,790 compared to $23,936 per year. Moreover, pay increases

for these high-tech jobs continue to out-
strip the broader work force, up 18 per-
cent from 1988-91 compared to 15.2
percent for the average worker. If the
aerospace component of these high-tech
industries is excluded, high-tech pay
jumped 27.4 percent between 1988 and
1991.

Defining targeted
high-technology sectors

In order to leverage limited state re-
sources most effectively, the state must
target those segments of the high-technol-
ogy sector that are creating the most
high-wage research-and-development
jobs. Industry sectors are too blunt an
instrument for defining high technology
because they include companies whose

. Washington High Tech

$40,000

_ 1991
Washington vs. High Tech Pay Scales

1988

activities could be considered technological but which fail te provide significant numbers
of high-wage jobs. For the purposes of this proposal, the Department of Revenue has devel-
oped a narrower definition, which includes business engaged in:

« Biotechnology: Biochemistry, molecular biology, genetics and engineering dealing with
the transformation of biological systems into useful processes and products.

e Advanced computing: Leading edge technologies used in the designing and dévelop-
ment of computing hardware and software. This includes innovations in both hard-

ware and software design.

e Electronic devices: The design and development of electronic materials and devices,
including integrated circuits, optics, superconductivity, lasers and electromagnetism.
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o Advanced materials: Includes ceramics, high-value metals and new and improved
wood-based materials.

o Environmental technology: Environmental assessment, prevention, cleanup and alter-
native energy sources.

EFFECTIVE B&0O TAX RATES IN-RELATION TO PROFIT
HYPOTHETICAL FIRM WITH $1,000,000 ANNUAL SALES
" Based on 1990 Average Margins for Major Manufacturing Activities
Profit Margin ~ B&O Tax as % of Profit**
Food products 3.91% 13.2%
Apparel/textiles 2.50 . 20.6
Wood products 2.25 22.9
Furniture ' 1.61 32.0
Pulp/paper 5.26 v 9.8
Printing 4.27 _ 12:1
Chemicals 8.95 5.8
Stone/clay/glass 4.09 : 12.6
Metals 2.03 25.4
Fabricated metals 3.63 142
Machinery 634 8.1
Electric machinéry | 4.51 11.4
Transportation equipment ' 5.25 9.8
Instruments 6.15 ~ 84
Misc manufacturing _ 3.13 16.5
TOTAL MANUFACTURING 4.99% 10.3%
* Based on sample of latest federal corporate tax return from Source Book, 1990,
Statistics of Income IRS. Data do not include noncorporate firms.
== Assumes all activities are subject to the 0.515 percent B&O rate, yielding an annual tax liability of $5,150 for a firm
with $1 million in gross sales.
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Targeting incentives

The state now treats most federal government research grants and funding for contract
research as income and taxes it at service business and occupation tax rates of up to 2.5
percent. This is a tax on the gross income received regardless of profits or losses. Even when
some high-tech companies begin to manufacture a product, they still may be taxed at the
service rate rather than the much lower manufacturing rate of 0.515 percent. Some software
products are taxed at the service rate because they involve royalties, for example. In addi-
tion, all machinery and equipment purchases used in research are subject to the retail sales

or use tax.

The current economic slowdown, coupled Comparative B&O tax rates™

with limited state resources, dictates a 70
highly targeted program of stimulating 604
desirable business growth through care- ]

fully targeted tax incentives. Targeting also 50
recognizes that current tax policy presents 403
obstacles to certain types of high-tech ]

30

companies, especially biotechnology, by
taxing them long before they ever turn out
a marketable product, and taxing them at
relatively high service business and occu-
pation tax rates rather than lower manu-

facturing rates.
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Evaluating industry profit margins
One measure of the tax burden the state
places on an industry sector is its business
and occupation taxes as a percentage of

profits. State taxes averaged 10.3 percent
* Derived from Robert Morris Associates' 1980 Annual Statement

of the profits of a typical manufacturing < !
. . tudies. To the extent that non-corporate firms are included in each
operatlon n 1990' but fully 66 percent of industry’s profit margin data, margins are overstated because

the profits of biotechnology firms. Such a owner's compensation is exciuded from wage expense.
disparity suggests that the tax burden

being placed on research-and-development

activities may be disproportionately high. Biotechnology profit margins also are among the
slimmest of service industries, standing at 3.2 percent in 1990. Computer programming
companies paid 64.1 percent of their average 3.9 profit margins in taxes, and computer
hardware manufacturers paid the equivalent of 27.1 percent of their profits in B&O taxes.

Computer hardware
Computer programming

Tax incentives to stimulate research and development

Incentives for High Technology proposes two tax incentives to stimulate the creation of R&D
jobs: a B&O tax credit for research and development expenditures and a new sales and use
tax deferral program to help high-tech companies defer the cost of setting up R&D facilities.
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B&O TAX CREDIT FOR R&D EXPENDITURES

Under this proposal, high—tech companies would receive a credit against the state business
and occupation (B&O) tax for certain high-tech research and development expenditures.
To qualify, a firm must exceed statewide industry average R&D expenditures by 50 percent
and be engaged in specified research-and-development activities conducted in Washington
in the following fields: biotechnology, advanced computing, electronic device technology,
advanced materials and environmental technology. Currently, these industries spend
approximately 0.61 percent of gross receipts on eligible R&D activities. To be eligible, the
amount of high-tech R&D expenditures must equal at least 0.92 percent of a firm’s gross
income.

Research-and-development expenditures are limited to wages, benefits, supplies and
computer expenses incurred by a taxpayer to discover information that is technological in
nature and to be used to develop new or improved products, processes, techniques, formu-
las, inventions or software. R&D spending would not include land or structure; depre-
ciable property; research conducted after production has begun; adaptation of existing
business components; SUrveys and studies; duplication of existing business components;
foreign research; social science and humanities research; market research or testing; quality
control; sale promotion and service; computer software developed for internal use; and
research in areas such as improved style, taste, and seasonal design.

The credit would be allowed for R&D work performed under contract Or collaborative
agreement, as well as for internal R&D done by the firm with no direct compensation. For
nonprofit institutions, the amount of the credit would equal 0.515 percent of the firm’s
eligible expenditures. For all other firms, the credit would be calculated at 2.5 percent of the
expenditures. The amount of credit is limited to the firm’s B&O liability each year and
there is no carry-forward of unused credits. Each firm is limited to a maximum $2 million

of credit per year.

The program would contain a sunset date of ten years after enactment. This should bea
sufficient period of time to assist firms that have begun operations i recent years and
those that will form during the remainder of the decade. Legislative review after ten years
will allow a reassessment of the results and a policy determination of whether the tax

incentives should then be extended.

STATE REVENUE IMPACT
(assuming effective date of July 1,1994) ‘
Credit for R&D expenditures exceeding the statewide average by 50 percent

(limited to maximum of $2 million per firm):

FY 1995 $10.7 million
FY 1996 13.0
FY 1997 14.3
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