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Executive Summary

ax policy is a leading source of debate in New Jersey. During the current

legislative session, momentous decisions loom regarding property, corporate,

and personal income taxes. Much of the debate is driven by concerns that the
state needs to raise new revenues to fund services and address its legacy cost burden.

But, in addition to being a revenue source, tax systems play an outsized role in defining a
state’s business climate. The decision to raise taxes should be undertaken not only with a view
towards the budget, but also with regard for how well a state is positioned to compete against
other states. While many factors affect a firm’s investment decisions, a more favorable tax
environment can — at the margin — sway a firm to select a particular location. Thus,
understanding a location’s tax competitiveness is critical for businesses and policymakers
interested in strengthening prospects for economic growth.

This report attempts to inform debate about tax policy in New Jersey by benchmarking the
state’s current corporate tax structure against a sample of five competitor states (New York,
Connecticut, Pennsylvania, Ohio and North Carolina). The benchmarking also focuses on six
distinct industries: three manufacturing (pharmaceutical and biotech, food processing,
renewable energy device manufacturing) and three commercial (logistics, software
development, credit intermediation).

Major findings include:

O Widespread perception that New Jersey is uncompetitive is borne out by its current business-tax
structure. New Jersey's top marginal corporate tax rate (CIT; technically known as the “corporation
business tax”) is the sixth-highest in the nation. And the sales tax rate (poised to go up again) is
already the eighth-highest.

O New Jersey's current corporate tax rate is higher than every other state in the six-state sample
except Pennsylvania. Any CIT surcharge under consideration in the state Legislature, if imposed,
would make New Jersey even less competitive than those states it was already lagging behind,
such as Ohio and North Carolina, and reduce any advantage it currently holds over states like
Connecticut and Pennsylvania.

O In order to make New Jersey the most competitive state among its peers, deep tax cuts would be
necessary. Even if New Jersey cut the state CIT rate by 6 percentage points (to 3%) to match the
lowest rate in the nation, the state would still need to cut the sales-tax rate by 2.6 points in order
to claim the most competitive tax climate among the peer states examined in this report.

O With respect to the regions and industries studied in this report, New Jersey is best-positioned to
compete in commercial industries (logistics, software development, credit intermediation) against
Connecticut, New York and Pennsylvania. It is somewhat less competitive in manufacturing
(pharmaceutical and biotech, food processing, renewable energy device manufacturing) when
benchmarked against both its regional and more distant (North Carolina and Ohio) competitors’
business tax structures.



Looking Forward

Regardless of what happens this legislative session, New Jersey’s competitive standing
relative to other states should not be seen as static. As New Jersey state officials move
toward raising taxes, some competitor states are moving in the opposite direction, or
considering doing so. In Connecticut, which has budget struggles as serious as New
Jersey’s, state officials have become wary of raising taxes further for risk that it would
harm the economy. Many candidates campaigning in the 2018 Connecticut
gubernatorial race are promising to cut taxes if elected.! North Carolina has been
reducing its corporate tax rates, a change that actually has resulted in an increase in
revenues.?

The topic of tax reform more broadly certainly merits evaluation by New Jersey
lawmakers. All states place different weights on personal and corporate income taxes,
and the sales and property taxes. With respect to the business-tax question, some
states have been exploring a “gross receipts” tax option, which features a broader base
and lower rates overall.”® The possibility of improving New Jersey’s tax system to
make it fairer or more efficient might result in ways to improve the state’s
competitiveness on a revenue- neutral basis.

New Jersey is unlikely to be able to compete with the top benchmark states in every
industry. It is more competitive with other states in its region than with Ohio and
North Carolina, and is more competitive in commercial industries than in
manufacturing industries. Efforts focused on attracting businesses from across the
border are more likely to succeed in the near-term. Taxes matter in trying to
determine policy solutions to gain industry share, but a fuller analysis of New Jersey’s
economic prospects would also take into consideration the state’s existing strengths,
assets and geographical advantages.
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New Jersey’s Tax Climate

Many reports and surveys of states’ business climates have rated that of New Jersey as
uncompetitive.* There is no serious debate that business taxes are high in New Jersey
compared with the rest of the nation. New Jersey is one of just six states with a corporate
income tax (CIT) rate of 9% or more. Despite reductions in New Jersey’s sales tax rate (to
6.625%) beginning in 2017, the rate still ranks as the eighth highest in the country.’ There is a
proposal in Trenton to push it back up to 7%, which would tie for second highest in the
country.

Figure 1 shows how New Jersey’s major business taxes rate compare with five competitor
states.

FIGURE 1: BUSINESS TAX RATES, NEW JERSEY AND COMPETITOR STATES

Personal
Connecticut 7.50% 3.71%/3.67% 2.93% 6.35% 0.00%
New Jersey 9.00% 2.19% 0.00% 6.63% 0.10%
New York 6.50% 3.52% 0.00% 4.00% 3.00%
North Carolina 3.00% 1.28% 1.28% 4.75% 1.30%
Ohio * 2.56% /3.18% 0.00% 5.75% 0.80%
Pennsylvania 9.99% 4.63% 0.00% 6.00% 0.50%

Source: Thomson Reuters Checkpoint. All rates are effective January 1, 2018 and represent the top marginal rate per state.
+ EATR (Effective Average Tax Rate). Real property taxes distinguish between ‘Industrial / Commercial' w here applicable.
* Ohio does not have a CIT, but applies a 0.26% tax to gross receipts.

Connecticut is the only state whose reputation for non-competitiveness may rival New
Jersey’s, though it’s important to note that it has lower statutory rates for the most part.
(Connecticut levies a corporate excess tax of 10% on firms with gross income of $100 million
or more.) New York’s business tax structure differs significantly between industrial and
commercial activities. As a result of 2014 reforms, New York’s CIT rate was cut from 7.1% to
6.5% and went down to 0% for qualified manufacturers and 4.9% for qualified emerging
technology companies (effective January 2018). Compared with its tri-state area neighbors,
Pennsylvania has a more business-friendly reputation. However, its 9.99% CIT rate, which is
flat regardless of business size or activity, is the second-highest in the nation.

New York, Ohio and Pennsylvania permit additional corporate income taxes at the local level.
New York’s local income tax generates about 60% of the total state revenue from corporate
income taxes. On the plus side, New Jersey has relatively low business-property taxes and
very limited local corporate-tax options (though it’s questionable how much weight
companies give to local-tax environments at the pre-investment phase).



In order to provide a more precise look at New Jersey’s tax competitiveness, this report
presents estimates of the current-law business-tax burdens faced by corporations in New
Jersey compared with five peer states: Connecticut, New York, North Carolina, Ohio and
Pennsylvania. The report models the impact of the business-tax climate on hypothetical firms
in pharmaceutical and biotech manufacturing, food processing, renewable energy device
manufacturing, logistics, software development, and credit intermediation.

These six industries represent 6.6% of all employment and 9.2% of total payroll; average wages
range from about $50,000 to $136,000. These industries employ over 280,000 workers in
New Jersey and in some cases have been making important new investments. Examples
include the $80 million (400 jobs) investment in 2017 in a new campus by the biotech firm
Mallinckrodt PLC, the $250 million that Goya invested across the state in 2015, including a
new headquarters in Jersey City, and FedEx’ 340,000 sq. ft. distribution center in Hamilton,
which opened in 2017.

The model generates hypothetical firms representing the industry average and projects a
$100 million investment over 30 years. Tax rates for 2018 and projected future tax rates are
applied to the various investment components and the present value of each line item on the
income statement and balance sheet is calculated. These values are used to calculate the
effective average tax rates per state and industry.6 This model attempts to replicate the type of
tax analysis that most sophisticated businesses would conduct when selecting a new location
for a facility such as a headquarters or distribution center and produces the results that are
most relevant to understanding the economic development consequences of New Jersey’s
level of taxation. It takes into account the corporate income tax (CIT), real property taxes, and
the sales tax. Some of the five states New Jersey is compared with leverage additional taxes
that New Jersey does not, including local corporate income taxes, state franchise taxes, and
gross receipt taxes.

After incorporating all of these taxes, as well all relevant exemptions and deductions, the total
“effective” (as opposed to statutory) tax burden is estimated for each state and for each
industry. 7 The effective tax rate (ETR) is expressed as the percentage change in the rate of
return due to taxes. (Specifically, the pre-tax rate of return less the post-tax rate of return,
divided by the pre-tax rate of return.)
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Manufacturing Industries

FIGURE 2: ECONOMIC PROFILE OF THREE MANUFACTURING INDUSTRIES MODELLED

Share of Total | Share of Total Average
Industry Description State Annual &
Annual Wage
Employment Payroll
Medical Equipment and Supplies
Manufacturing; Research and
Blotec.h and life Deyelop.ment in the Physmal, 2.8% 5.8% $134.940
sciences Engineering, and Life Sciences;
Pharmaceutical and Medicine
Manufacturing
Food Processing Food Manufacturing 0.8% 0.6% $49,140
Renewable Engine, Turbine and Power
energy device Transmission Equipment; Electrical 0.1% 0.1% $74,932
manufacturing Equipment Manufacturing
Total 3.7% ‘ 6.5%

Source: BLS Quarterly Census of Employment and Wages, 2017 Second Quarter

Figures 38 and 4 present the baseline overall ETRs that a manufacturing company would be
expected to pay on a $100 million investment over a 30-year period in each benchmark state.

FIGURE 3: TOTAL EFFECTIVE TAX RATE, MANUFACTURING INDUSTRIES

Total State and !’harmaceutical an'd Food Manufacturing Re‘newable Energy
Local Taxes Biotech Manufacturing Device Manufacturing

ETR Rank ETR Rank ETR Rank
Connecticut 13.21% 5 11.72% 4 13.56% 5
New Jersey 10.63% 4 11.86% 5 12.70% 4
New York 4.83% 1 5.55% 1 7.06% 1
North Carolina 6.60% 2 6.66% 2 7.11% 2
Ohio 6.81% 3 7.87% 3 9.53% 3
Pennsylvania 15.24% 6 15.81% 6 17.29% 6

In Figure 3, New York is shown to have the most competitive tax environment for
manufacturing firms, owing to its 0% CIT rate for qualified manufacturers. North Carolina is
also very competitive, which is driven by the state’s low CIT rate of 3% and broad sales tax
exemptions. For all states, many exemptions offered to manufacturers are not offered to
commercial industries, which leads to significantly higher ETRs for the latter (see Figure 6
below).



Another way to examine New Jersey’s tax competitiveness is to ask what changes would be
required to move New Jersey into the most-competitive or second-most-competitive tax
environment for each industry investment.

The analysis in Figure 4 assumes New Jersey would need to cut its CIT from 9% to 3% to match
the most competitive rate in the benchmark set. Since that alone was not enough to improve
New Jersey’s competitiveness lower than third in food manufacturing, a further sales tax cut
from 6.625% to 4% was assumed. As Figure 4 shows, though, despite these drastic cuts, New
Jersey would still be less competitive than New York with respect to the pharmaceutical
manufacturing and food processing industries, because of New York’s 0% CIT rate for
manufacturers.

FIGURE 4: EFFECT OF DRASTIC RATE CUTS (CIT 9 TO 3 AND SALES 6.625 TO 4) ON STATES' TAX
COMPETITIVENESS, MANUFACTURING INDUSTRIES

Total State and Pharma.ceutical and Food Manufacturing Renewable En'ergy

Local Taxes Biotech Manufacturing
ETR Rank ETR Rank ETR Rank

Connecticut 13.21% 5 11.72% 5 13.56% 5
New Jersey 5.42% 2 6.26% 2 6.72% 1
New York 4.83% 1 5.55% 1 7.06% 2
North Carolina 6.60% 3 6.66% 3 7.11% 3
Ohio 6.81% 4 7.87% 4 9.53% 4
Pennsylvania 15.24% 6 15.81% 6 17.29% 6

New Jersey

change from
current law status
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Commercial Industries

For three commercial industries (logistics, software development, credit intermediation),
Figures 6 and 7 show the same modelling results as the preceding section showed for the
manufacturing sector. Under current tax law, New Jersey is slightly more competitive with
this cohort: it ranks third in each industry, as opposed to fourth or fifth for the manufacturing
industries (Figure 3).

With respect to the dramatic tax-cut scenario (bringing the CIT down to 3% and the sales tax
to 4%), New Jersey would become the most competitive state in all three commercial (non-
manufacturing) industries included in the model, although its margin over Ohio would be
very slim.

FIGURE 5: ECONOMIC PROFILE OF THREE COMMERCIAL INDUSTRIES MODELLED

Share of Share of Average
Industry Description Total State | Total Annual Annual
Employment Payroll Wage
A Truck Transportation; 0 0
Logistics Warehousing and Storage 2.3% 1.6% $52,104
Software / web Software Publishers 0.4% 0.8% $136,240
based services
Credit Financial Transactions Processing, 0 0
Intermediation Reserve, and Clearinghouse Activities 0.2% 0.3% $84,604
Total 2.9% ‘ 2.7%

Source: BLS Quarterly Census of Employment and Wages, 2017 Second Quarter

FIGURE 6: TOTAL EFFECTIVE TAX RATE, COMMERCIAL INDUSTRIES

Total State and Logistics Software Development Credit Intermediation
Local Taxes
ETR Rank ETR Rank ETR Rank

Connecticut 36.57% 6 16.45% 5 11.42% 4
New Jersey 26.88% 3 11.78% 3 9.72% 3
New York 34.08% 5 17.52% 6 15.36% 6
North Carolina 15.75% 2 6.66% 1 5.23% 2
Ohio 15.54% 1 7.02% 2 4.37% 1
Pennsylvania 32.04% 4 15.77% 4 12.71% 5
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FIGURE 7: EFFECT OF DRASTIC RATE CUTS (CIT 9 TO 3 AND SALES 6.625 TO 4) ON TAX
COMPETITIVENESS FOR COMMERCIAL FIRMS

To::‘l::: ::i::d Logistics Software Development Credit Intermediation

ETR Rank ETR Rank ETR Rank
Connecticut 36.57% 6 16.45% 5 11.42% 4
New Jersey 15.47% 1 5.64% 1 4.27% 1
New York 34.08% 5 17.52% 6 15.36% 6
North Carolina 15.75% 3 6.66% 2 5.23% 3
Ohio 15.54% 2 7.02% 3 4.37% 2
Pennsylvania 32.04% 4 15.77% 4 12.71% 5

New Jersey
change from

-11.41%
current law

status

One implication to draw from Figures 4 and 7 (which model radical changes to New Jersey’s
revenue system) is that it might be difficult to achieve the most competitive tax environment
through enacting tax changes on a revenue-neutral basis. In 2016, New Jersey collected $2.3
billion from the CIT and approximately $9.2 billion from the then 7% sales tax, for a total $11.5
billion in revenue.® Reducing the CIT rate from 9% to 3% and the sales- and use-tax rate to 4%
could mean a possibility of reducing total revenue from these sources to $6.1 billion. As was
pointed out earlier, however, North Carolina increased revenue when it cut taxes.

Clearly, New Jersey’s current tax climate is very far from competitive. A 67% cut to the CIT
and a 40% cut to the 2018 sales-tax rate would be necessary for the state to challenge the most
competitive states.
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Effects of Raising the CIT to 12%

The “baseline” or current law results in the previous two sections show that while New Jersey
is currently competitive with nearby states such as Pennsylvania (which has an almost 10%
corporate rate) and Connecticut, it is far outpaced by Ohio and North Carolina. But that’s the
current law. A proposal now under consideration by state lawmakers?—though controversial
among the business community!®—would raise the marginal CIT rate from 9% to 12% for
business income starting at $1 million with the goal of increasing state revenue.

Figures 8 and 9 model the results of a 12% rate. New Jersey becomes much less attractive for
manufacturing firms, especially given that neighboring New York would offer the businesses
an average ETR approximately one-third the magnitude of New Jersey (Figure 3). The 12%
CIT rate raises the typical New Jersey manufacturing and commercial firm’s ETR by about 2.3
percentage points.

FIGURE 8: TOTAL EFFECTIVE TAX RATE, MANUFACTURING INDUSTRIES, 12% CIT

Total State and Pharma_ceutical and Food Manufacturing Renewable En_ergy
Local Taxes Biotech Manufacturing

ETR Rank ETR Rank ETR Rank
Connecticut 13.21% 5 11.72% 4 13.56% 4
New Jersey 12.93% 4 14.11% 5 14.95% 5
New York 4.83% 1 5.55% 1 7.06% 1
North Carolina 6.60% 2 6.66% 2 7.11% 2
Ohio 6.81% 3 7.87% 3 9.53% 3
Pennsylvania 15.24% 6 15.81% 6 17.29% 6

New Jersey change \ 2.30% 0

FIGURE 9: TOTAL EFFECTIVE TAX RATE, COMMERCIAL INDUSTRIES, 12% CIT

To::::as:: :i::d Logistics Software Development Credit Intermediation
ETR Rank ETR Rank ETR Rank

Connecticut 36.57% 6 16.45% 5 11.42% 3
New Jersey 29.16% 3 14.05% 3 12.00% 4
New York 34.08% 5 17.52% 6 15.36% 6
North Carolina 15.75% 2 6.66% 1 5.23% 2
Ohio 15.54% 1 7.02% 2 4.37% 1
Pennsylvania 32.04% 4 15.77% 4 12.71% 5

New Jersey change \

2.28%
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To bring into focus the potential effect of the corporate tax surcharge, it is helpful to divide
New Jersey’s competitor states into two groups: competitive (North Carolina and Ohio) and
non-competitive (New York, Connecticut and Pennsylvania). While instituting a top business
tax rate of 12% may not greatly affect New Jersey’s absolute ranking, it would more firmly
establish it, based on its ETR, as part of the non-competitive camp (compare Figures 3 and 4
with Figures 8 and 9). Under the state’s current ETR, one could argue that Figures 3 and 4—
the “current law” scenario—show that New Jersey is generally the most competitive among
the non-competitive states. While such a reputation is not ideal, it is certainly preferable to
being a definitively non-competitive state, which would be its status were the CIT surcharge
to go through.

Many factors influence economic competitiveness, from climate and geography to
infrastructure and the quality of the workforce. But any serious management team, when
weighing decisions about whether to relocate to another jurisdiction or expand operations in
their current location, will take into account that jurisdiction’s tax climate. To compete, New
Jersey employers must focus not only on improving their products and services but also on
lowering costs. Higher corporate taxes reduce employers’ flexibility to reduce those costs.
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