Anatomy of the State Business Tax
Climate Index
There are ﬁve component indexes within the State Business Tax Climate Index (SBTCI)
and each of these ﬁve components is weighted to produce the overall SBTCI, with the
weights below reﬂecting the 2020 version of the index:
the corporate income tax – 19.7 percent of the total SBTCI
the individual income tax – 30.2 percent of the total SBTCI
the sales tax – 24.0 percent of the total SBTCI
the unemployment insurance tax – 9.5 percent of the total SBTCI
the property tax – 16.6 percent of the total SBTCI
These weights bear no relation to the relative importance of these taxes to business, as
the ﬁgure below shows. The individual income tax is almost a third of the SBTCI total,
while it accounts for only 7.5 percent of total state and local taxes on business in the
average state, according to the Ernst & Young/COST average tax study, which is based on
actual tax revenues as reported in the U.S. Census Bureau’s State and Local Government
Finances series.1 Property taxes, on the other hand, count for only 16.6 percent of the
SBTCI even though the COST report ﬁnds that they make up 44.6 percent of the taxes
businesses pay.
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The weights assigned to the ﬁve component indexes are based on how much the taxes
vary from state to state; since there is more variation across states in the use of
individual income taxes than in property taxes, the income tax gets much more weight.
Bob Tannenwald, for 28 years an economist with the Federal Reserve Bank, has been
particularly critical of this approach: “I know of no empirical evidence that businesses use
variability as a yardstick for deciding which taxes are most important in choosing a
location. If I were a rational, well-informed business executive trying to maximize my
company’s proﬁts … I would gauge how each tax would increase my costs the most,
regardless of how much the tax varied across the states.”2
To understand how the Tax Foundation’s weights aﬀect the outcome of the index, we
took each state’s SBTCI score for each of the ﬁve components and then produced an
overall score using COST’s weightings instead of the Tax Foundation’s weights. The
diﬀerences are striking: The average change in rank was 9 positions, and 22 states’
rankings changed by 10 or more. Nevada fell from 7th to 38th and Kentucky from 24th to
46th, while Oklahoma rose from 27th to 4th and Ohio from 38th to 11th.
Additionally, the Tax Foundation approach means the index weights change from one
year to the next. This makes it diﬃcult to know whether a state’s change in rank was due
to changes in policy or just changes in the weights given to the ﬁve components. If the
SBTCI scores for 2016 were re-weighted using the 2011 weights, for example, 32 of the
50 states would have seen a change in rank.
This illustrates just one problem with the index number approach to ranking states:
combining dozens of diverse measures, and then scaling and weighting them, leads to an
index that has little meaning or consistency. If one simply measured the total taxes paid,
these problems would disappear. But by using a weighted index number, the Tax
Foundation can heavily penalize states with more progressive tax system, while
concealing this objective.

More about the Five Components of the SBTCI
Each of the ﬁve components is a simple average of two sub-indexes, one related to tax
rates and the other to the tax base. Each sub-index, in turn, is constructed from several
measures.3 The varying number of measures in each sub-index results, however, in an
apparently accidental variation in weights given the individual measures.

The Corporate Income Tax Component
The corporate income tax component is composed of two equally-weighted sub-indexes:
the corporate tax rate index, and the corporate tax base index.

The corporate tax rate sub-index is composed of three measures:
1. The top marginal tax rate (lower is considered better by SBTCI)
2. The number of tax brackets (fewer is considered better)
3. The taxable income level at which the highest rate kicks in (lower is considered
better)
According to the Tax Foundation, the latter two are intended to measure “the economic
drag created by multiple-rate corporate income tax systems,” but it is unclear why
multiple-rate systems would create an “economic drag.” The hypothesis that such trivial
details as the number of tax brackets has a meaningful economic impact is not supported
by evidence. Instead, the goal apparently is to punish states with progressive rate
structures since ﬂat income taxes have no brackets. If a state went from two brackets to
none (a ﬂat tax rate), it would automatically get the top score possible on two of the
three measures.
The corporate base sub-index is composed of three measures, each weighted
equally:
1. The number of years allowed for carrying net operating losses backward and forward
(more is considered better), with penalties for states that cap the amount of net
operating losses carried backward or forward.
2. A potpourri of seven other tax base variables:
Using federal income as the state tax base (considered good)
Conforming with federal depreciation schedules (considered good)
Conforming with federal bonus depreciation (considered good)
Conforming with federal depletion allowances (considered good)
Imposing an alternative minimum tax (considered bad)
Allowing the deduction of foreign taxes (considered good)
Indexing brackets in a graduated tax (considered good)
Adopting the throwback rule.
Permitting a gross receipts tax deduction (considered good)
Conforming with federal Global Low-Taxed Intangible Income provisions (considered
bad)
Conforming with federal net interest limitation (considered bad)
3. Use of tax credits, with states penalized for oﬀering investment tax credits, jobs tax
credits, and R&D tax credits

In creating this sub-index, the Tax Foundation throws a wide variety of tax base measures
together with no regard to their relative eﬀects on tax payments. For example, allowing a
corporation to deduct all or a portion of federal taxes from state taxable income can have
a large eﬀect on state tax liability, yet this feature, which once appeared in only a minor
way in the SBTCI, is now absent entirely.4
Apportionment rules can also drastically alter tax liability. Consider a manufacturer that
sells computers worldwide; in a state that taxes the corporation’s proﬁts apportioned to
the state only on the basis of sales within the state, only a tiny share of U.S. proﬁts will be
taxed, while a state that also takes payroll and property within the state into account
might well tax a majority of the computer maker’s domestic proﬁts.5 Amazingly, this issue
appears nowhere in the SBTCI.
Consider the combined eﬀects of these features of the SBTCI on the ranking of a
particular state like Iowa. While Iowa ranks among the states with the lowest corporate
income taxes as a share of state GDP, the Tax Foundation says Iowa is just two states
above the worst corporate tax system in the country. The reasons for this contradiction
are several. Iowa allows a deduction for federal taxes and employs single-factor
apportionment; both factors cause a major reduction in corporate tax liability but are
excluded from the Tax Foundation’s index. On the other hand, Iowa oﬀers all of the kinds
of tax credits for which the Tax Foundation penalizes a state, further reducing tax liability
but making its SBTCI worse. The combined eﬀect of Iowa’s deductions, apportionment
and tax credits is to leave some large and very proﬁtable Iowa corporations with a
negative tax liability year after year — they get millions in “refunds” instead of paying
taxes.

The Individual Income Tax Component
The individual income tax component is constructed similarly to the corporate income
tax. It includes local income taxes, in the few states where these are allowed, as well as
state income taxes.
The rate sub-index is made up of four factors:
1. The top marginal tax rate, including “income recapture” provisions raising the eﬀective
top rate
2. The income level at which the top bracket kicks in (lower is considered better)
3. The number of brackets, with the standard deduction and exemptions considered
equivalent to an additional bracket (fewer is considered better)
4. The average width of brackets (narrower is considered better)
The individual income tax rate sub-index is all about penalizing states with progressive
rate structures. To the Tax Foundation, no income tax at all is best. Second best is a low,
ﬂat rate. Factors 2, 3 and 4 all reward states according to how close their rate structure is
to a ﬂat rate: a small number of narrow tax brackets means the top tax bracket kicks in at

a fairly low level so that most taxpayers ﬁnd themselves in this one bracket. The worst
thing a state can do, according to the Tax Foundation, is construct a really progressive
income tax with broad brackets continuing into the upper reaches of income. Since a
graduated income tax is the only progressive component of a state tax system, the Tax
Foundation is penalizing states for attempting to mitigate the regressivity of sales and
property taxes, which hit lower income people harder than wealthier people.
The base sub-index consists of three equally-weighted factors:
1. The marriage penalty, considered bad (10% weight)
2. “Double taxation” of capital income, considered bad (40% weight)
3. Five other issues (50% weight): use of federal income as the base (considered good),
existence of an alternative minimum tax (AMT, considered bad), bracket indexing
(considered good), recognition of LLCs and S-Corps (considered good), and the existence
of a credit for other state taxes and foreign taxes to avoid “double taxation” (considered
good)
Several of these factors also reﬂect a preference for lower taxes on higher income
taxpayers. In particular, low or zero taxes on capital income and the absence of an
alternative minimum tax reduce how much the very rich pay in taxes.

The Sales Tax Component
The sales tax component consists of two equally-weighted sub-indexes:
Tax rate sub-index, which is the average combined state and local sales tax rate in the
state
Tax base sub-index, consisting of three measures:
1. the extent to which the sales tax applies to business inputs (the less the better)
2. the breadth of the tax as it applies to ﬁnal consumer purchases (the more a state taxes
a broad range of services, and taxes gasoline and groceries, the better)
3. the existence and rate of excise taxes on motor fuels, tobacco, spirits and beer (all
excise taxes are bad).
The SBTCI sales tax component contains some glaring contradictions. According to the
Tax Foundation, a sales tax on natural gas is a good thing, while a gasoline excise tax is
bad. Excise taxes are bad, the Tax Foundation writes, because they drive consumers to
shop in neighboring states for tobacco or alcohol, but a sales tax applied to food is good
because it raises a lot of revenue, which means the state can get by with a lower overall
sales tax rate. Based on this, it appears that the Tax Foundation believes that people who
live near state lines don’t drive to neighboring states to buy food but do for alcohol, even
though groceries are a much larger share of the household budget than alcohol, and that
higher excise tax revenue, unlike sales tax revenue, does not enable a state to have a
lower sales tax rate, even when both revenue sources ﬂow into the general fund.

The Tax Foundation seems completely undeterred by the fact that taxing groceries hits
the middle-class and lower-income people hardest. Instead, it asserts that the exemption
mostly beneﬁts grocers, contradicting grocery chains which have been vocal opponents
of taxing groceries. The Tax Foundation does not bother to explain how taxing groceries
and services promotes economic development, nor do they mention how tiny a fraction of
the state’s economy is border-city convenience stores and how small a loss they suﬀer
when some fraction of the goods they sell are covered by excise taxes and some small
amount of business is lost to a neighboring state with lower taxes.

The Unemployment Insurance Tax Component
The unemployment insurance (UI) component consists of two equally-weighted subindexes.
Tax rates sub-index: the various minimum and maximum tax rates, including the most
favorable and least favorable tax schedules, and the taxable wage base (lower is better in
all cases)
Tax base sub-index: experience rating formula, charging methods, and other issues
The Tax Foundation here remains true to the overriding principle governing the SBTCI:
lower taxes are better no matter what. The unemployment insurance tax component
rewards states for lower UI tax rates regardless of the condition of the state’s UI trust
fund. States with trust funds teetering towards insolvency would be rewarded with a
higher ranking for pushing the UI trust fund over the brink by imprudently lowering taxes
which would, of course, necessitate higher tax rates in the future.

The Property Tax Component
As with the others, the property tax component consists of two equally-weighted subindexes.
Tax Rate Sub-index
The tax rate sub-index has three components:
1. Property tax collections per capita (40 percent)
2. Property tax collections as a percent of state personal income (40 percent)
3. A capital stock tax or corporate franchise tax measure (remaining 20 percent)
Tax Base Sub-index
The tax base sub-index is the sum of seven variables, each one given a score of 1 if the
state imposes that particular tax on wealth or assets, 0 if they do not (a score of 0
obviously being best):

1.Business tangible property tax
2. Intangible property tax
3. Inventory tax
4. Real estate transfer tax
5. Estate tax
6. Inheritance tax
7. Gift tax
Given the wide variation in property tax practices and the inadequacy and inconsistencies
in state property tax data, the ﬁrst two measures – property tax collections per capita and
as a percent of state personal income – are reasonable measures of the importance of
property taxes in lieu of data on tax rates. But together they account for only 40 percent
of the property tax index. The remaining 60 percent consists of a set of penalties applied
to states that use various measures to tax wealthy individuals and businesses. Taxes on
intangible property, estates, inheritances, and gifts in particular are highly progressive,
falling mostly on the wealthiest households. Once again, the net eﬀect is to reward states
with low taxes and regressive tax systems.
Property taxes are, of course, a legitimate part of a measure of the state’s business tax
climate. Yet the property tax index here makes no attempt to sort out the business share
of property taxes; taxes on residential property make up a major share of property tax
revenue. Furthermore, half the index is based mostly on various wealth taxes and other
taxes falling primarily on individuals. Only the capital stock tax and the inventory tax are
clearly solely business taxes. The Tax Foundation makes little attempt to provide a
rationale for inserting personal wealth and property taxes into a business climate ranking,
even though these account for a majority of the overall property tax index.
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