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I. Introduction

On March 131 the Washington Legislature adjourned
without passing an extension of the state’s high-technology
research and development tax incentives. While several bills
to extend the incentives were introduced, none of the bills
passed both houses.2 As a result, unless a special legislative
session is called by either Gov. Jay Inslee (D) or a two-thirds
majority vote of both the House and State Senate,3 Wash-
ington’s R&D tax incentives will sunset on January 1, 2015.

The stakes are high for Washington taxpayers and for the
state — both of which have benefited extensively from the
R&D tax incentives. According to the Washington Depart-
ment of Revenue, over 2,400 taxpayers have received R&D
tax incentives.4 This has resulted in taxpayer savings of
approximately $434.2 million in business and occupation

(B&O) tax credits and an estimated $692.9 million in
deferred state and local sales and use taxes. In return, tax-
payers have invested $8.2 billion in facilities, machinery,
and equipment in the state since the R&D tax incentives
were first offered in 1995.5 If the incentives expire, Wash-
ington taxpayers may limit additional investments in the
state and instead invest in other states that offer high-
technology incentives.

This article looks at the history of Washington’s R&D
tax incentives, the growth of high technology in the state
since enactment of the incentives, and how other states will
be competing for Washington businesses should the R&D
tax incentives expire. Further, should they expire, there
could be serious and detrimental effects on Washington’s
economy if future development and innovation find a more
cost-efficient home.

II. Washington R&D Tax Incentives and Growth

Washington’s R&D tax incentives were enacted in 1994
and became effective on January 1, 1995, with the main goal
being to ‘‘stimulate economic growth much earlier in the
process by generating high-paying [high-tech] research-
and-development (R&D) jobs that may eventually result in
construction of manufacturing plants as well.’’6 At the time,
Washington’s economy was heavily concentrated in the
aerospace industry. The incentives’ other purpose was to
diversify and shift away from aerospace to ‘‘reduce the state’s
dependence on the fortunes of one industry.’’7 Despite
Washington’s stated desire to be less dependent on aero-
space, the state adopted legislation, effective July 9, 2014,
that expanded the sales and use tax exemption for the
aerospace industry and extended the existing aerospace tax
incentives until 2040.8

1Washington’s legislative session is 60 days in even years and 105
days in odd years.

2See SB 6267 (2014), SB 6430 (2014), and HB 1303 (2014).
3See Wash. Rev. Code sections 82.04.4452(8) and 82.63.030(3).
4DOR, ‘‘High Tech Study: Analysis of High Technology Programs’’

(Dec. 2, 2013), cover page.

5Id.
6DOR, ‘‘Incentives for High Technology: A Study of Ways to

Encourage Growth and Diversification’’ (Jan. 10, 1994), p. 4 (Gov.
Mike Lowry’s legislative proposal).

7Id. at 15.
8See ‘‘New and Extended Aerospace Tax Preferences,’’ DOR special

notice, July 2014; SB 5952 (2013) (effective date contingent upon the
siting of a significant commercial airplane manufacturing program in
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The 1994 R&D tax incentives were targeted at busi-
nesses in one of five industries: advanced computing, ad-
vanced materials, biotechnology, electronic device technol-
ogy, and environmental technology. Eligible taxpayers can
receive two primary benefits:

• B&O tax credits equal to 1.5 percent of a qualifying
high-technology taxpayer’s R&D expenditures over
0.92 percent of their taxable income, subject to an
annual $2 million cap.9

• Deferral of state and local sales and use taxes for
eligible R&D investment projects in the construction
or acquisition of equipment or machinery for invest-
ment in qualified buildings or qualified machinery
and equipment, including labor and services rendered
in the planning, installation, and construction or im-
provement of the project.10 Deferred sales and use
taxes are not required to be repaid if specific program
requirements are maintained by the taxpayer.11

These tax benefits have proven enticing for taxpayers.
Since the enactment of the R&D tax incentives over 20
years ago, Washington has experienced measurable high-
tech growth and retention, as measured through various
factors including R&D expenditures and patent applica-
tions, as examined in greater detail below.

In 1992, before enactment of the R&D tax incentives,
Washington was ranked seventh in total state R&D based
on R&D expenditures divided by state population.12 Wash-
ington also ranked seventh for industrial R&D (Industry
R&D) based on total Industry R&D expenditures divided
by state population.13 Using the same method, Washington
is now ranked fourth for Industry R&D.14 The only states
with more spending per capita on Industry R&D are Mas-

sachusetts, Connecticut, and New Jersey.15 Also, Washing-
ton ranks fourth overall in Industry R&D, spending $40.89
per $1,000 of state GDP.16 Thus, regardless of how mea-
sured, Washington has experienced significant growth in
R&D investment.

Washington has also experienced significant growth in
high-tech patents. In 1991 Washington ranked 20th for
patents issued.17 In 1994, the year the R&D tax incentives
were enacted, Washington jumped to seventh, with 229
patents per 1 million people.18 Washington subsequently
rose to fourth in 2005 and then third in 2012, with 868
patents per 1 million people.19 Also, in 1995, the first year
the high-technology incentive patents were available, high-
technology patents comprised 32 percent of all the patents
issued in Washington.20 In 2012 the number of patents
attributable to high-technology incentive classifications in-
creased to 66 percent.21

In addition to these indicators, the Legislature required
the DOR to prepare a high-technology study to ‘‘measure
the effect of the program on job creation, the number of jobs
created for Washington residents, company growth, the
introduction of new products, the diversification of the
state’s economy, growth in research and development in-
vestment, the movement of firms or the consolidation of
firms’ operations into the state.’’22 The 2013 study evalu-
ated these areas using a statutorily required annual survey
completed by every taxpayer participating in any of the
R&D tax incentives as well as the historical data of R&D
initiative taxpayers.23

The report also examined the survival rate of high-
technology taxpayers participating in the R&D tax incen-
tives versus high-technology taxpayers as a whole. The study
found a 53 percent survival rate for taxpayers that received
R&D tax incentives, compared with a 39 percent survival
rate for all high-technology taxpayers.24 Over 40 percent of

Washington). According to the bill’s fiscal note, the estimated cost of
the SB 5952 extensions is $8.7 billion.

9Wash. Rev. Code section 82.04.4452.
10See generally Wash. Admin. Code 458-20-24003; see, e.g., In re:

Petition for High Technology Application for Sales Tax Deferral No.
00-070, 20 Wash. Tax. Dec. 247, Dep’t of Rev. (Apr. 21, 2000)
(‘‘high-technology businesses incur significant costs associated with
research and development and pilot scale manufacturing many years
before they can produce a marketable product. At the same time, state
policy discouraged the growth of these companies by taxing them long
before they became profitable’’). The deferral of state and local sales
and use taxes operates to offset Washington sales tax on construction
labor. Notably, no state except Florida also imposes sales tax on
construction labor. See Florida Rule 12A-1.016.

11Wash. Rev. Code sections 82.63.045 and 458-20-24003(13)(b).
12Supra note 6 (compiled from Statistical Abstracts of the United

States, 1992. Total funds for R&D divided by state population in
1989).

13Id.
142012 Statistical Abstract of the United States, Academic and

Industrial Research and Development (R&D) Performed by State:
2007; U.S. Census, 2010. This was calculated by taking the $12.7
billion spent on industry R&D in Washington in 2007 and dividing it
by the state’s 2010 population of approximately 6.7 million.

15Id.
16Id.
17Supra note 6, at 27.
18Supra note 4, at 27.
19Id.
20Supra note 4, at 45.
21Id.
22Wash. Rev. Code section 82.63.020(3). See also HB 2546 (Ch. 2,

Laws of 2004).
23See generally Wash. Rev. Code section 82.32.585 (requiring par-

ticipants to provide, among other things, the qualified R&D expendi-
tures during the calendar year for which the credit was claimed; the
taxable amount during the calendar year for which the credit was
claimed; the number of new products or research projects by general
classification; the number of trademarks, patents, and copyrights asso-
ciated with activities at the investment project; the number of total
employment positions; and the general areas or categories of R&D for
which tax-exempt machinery, equipment, labor, and services were
acquired).

24Supra note 4, at 2. This survival rate is measured from the year
each business opened.

A Pinch of SALT

390 State Tax Notes, August 11, 2014

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



taxpayers that received R&D tax incentives remained open
up to 18 years later, on a year-by-year basis, even considering
that 20 percent of all high-technology taxpayers closed
within their first year of business.25 Further, 81.3 percent of
businesses that first used R&D tax incentives in 2007 were
still in business three years later.26 The 2013 study also
concluded that taxpayers participating in the R&D tax
incentives have increased their investments since 2009 at a
faster rate than R&D investment in the United States as a
whole.27 Finally, the study found that in 2012 alone a net
total of over 400 new high-tech employees moved into
Washington.28

Along with the statistical measurements described above,
the study compared Washington’s R&D tax incentives with
those in California, Illinois, Massachusetts, New York,
North Carolina, Oregon, Pennsylvania, and Texas. The
study compared the tax regime in each state using five
different hypothetical taxpayers.29 These eight states were
selected because they are viewed as competitors with Wash-
ington for high-tech companies.30 Each hypothetical tax-
payer was analyzed with and without the use of the respec-
tive state’s R&D tax incentives using the specific taxpayer
profiles and details from sales receipts, corporate income
and profits, taxable purchases, and property holdings. The
study then measured the ‘‘change in tax burden when these
programs are used relative to when they are not available.’’31

The department concluded that based on Washington’s
relative ranking in the top third for each of the R&D tax
incentives, as they concern diversification and growth of the
high-technology taxpayers evaluated, the R&D tax incen-
tives provided a level of improvement over the competitor
states.32 The department also concluded that while Wash-
ington’s tax regime was competitive without the R&D tax
incentives (because other states had significant income tax
burdens), Washington’s tax ranking is moderately improved
when the R&D tax incentives are offered.

In light of Washington’s measured success since enact-
ment of the R&D credits, it is difficult to understand why

the Legislature did not extend the incentives. As a result,
while other state and local R&D tax incentive regimes
remain intact, Washington will continue to be exposed to
lost economic activity and tax revenues tied to R&D activity
unless and until the Legislature extends the R&D tax incen-
tives.

III. Competition From Other States

Washington taxpayers will consider investment in other
states if Washington’s R&D incentives are allowed to sun-
set. Many state and local governments offer a variety of tax
credits and incentives to encourage high-tech activities in
their jurisdictions. Approximately 43 other states provide
tax incentives for technology R&D.33 The three states in
closest proximity to Washington — California, Oregon,
and Idaho — have attractive technology R&D incentives.
Also, while Washington’s R&D tax incentives provide for a
sales tax deferral on construction labor, no other state except
Florida imposes sales tax on construction labor, thereby
further increasing the attractiveness of other states.34 This
certainly creates a significant threat for Washington, where
R&D tax incentives have arguably been a major factor in
shaping the state’s high-tech business makeup. However,
with the expiration of the R&D tax incentives looming,
Washington would join only a handful of other states that
do not offer these types of incentives.

In contrast, the tax incentives offered by neighboring
states are attractive and provide certainty because they have
no expiration date. California provides taxpayers a similar
dual technology incentive regime. Specifically, California
taxpayers may receive an income tax credit for amounts paid
or incurred for research conducted in the state.35 The credit
is equal to 15 percent of qualified research expenses for
private-business-based research and 24 percent of basic re-
search expenses for university-based research.36 California’s
research credit does not have a termination date.37 And,

25Id. at 12.
26Id. at 71.
27Id. at 52.
28Id. at 3.
29The hypothetical taxpayers were: (i) a small aircraft and parts

manufacturer; (ii) a navigation instruments manufacturer; (iii) a semi-
conductor or other electronic component manufacturer; (iv) a
biotechnology/pharmaceutical manufacturer and wholesaler; and (v) a
small software originator with annual sales of only $15 million. The
department chose a small software originator despite advanced com-
puting accounting for $5.4 billion of the estimated project costs, or 65
percent of those approved applications for sales and use tax deferral.
Also, advanced computing accounted for approximately 64 percent of
the introduction of new products, services, processes, and projects
from 2009 to 2010. Supra note 4, at 15, 27.

30Supra note 4, at 58.
31Id. at 59 (emphasis in original).
32Id. at 70.

33Id. at Appendix E: State Tax Incentives.
34Florida Rule 12A-1.016.
35Cal. Rev. & Tax. Code section 23609. The research credit gener-

ally follows the credit allowed in IRC section 41.
36Cal. Rev. & Tax. Code section 23609(b)(3). See IRC section

41(b)(1) (defining ‘‘qualified research expenses’’ as the sum of in-house
research expenses and contract research expenses which are paid or
incurred by a taxpayer during the taxable year in carrying on a trade or
business of the taxpayer; see also IRC section 41(e)(2) (defining ‘‘basic
research’’ as any original investigation for the advancement of scientific
knowledge not having a specific commercial objective, but does not
include basic research conducted outside of the United States or basic
research conducted in the social sciences, arts, or humanities). Cal.
Rev. & Tax. Code section 23609(d) (modifying the IRC definition of
‘‘basic research’’ to include ‘‘any basic or applied research including
scientific inquiry or original investigation for the advancement of
scientific or engineering knowledge or the improved effectiveness of
commercial products’’).

37See Cal. Rev. & Tax. Code section 23609(i) (stating that the
termination provision in IRC section 41(h) shall not apply).
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beginning on July 1, 2014, California provides a partial
exemption from sales and use taxes for the gross receipts
from the sale of, and storage, use, or other consumption of,
qualified tangible personal property purchased for use by a
qualified person primarily in R&D.38

Oregon law provides two main tax benefits to high-
technology companies. First, Oregon does not impose a
sales tax. Also, Oregon offers taxpayers a qualified research
expense credit for qualified research expenses and basic
research payments for research activity conducted in Or-
egon.39 Oregon’s qualified research expense credit also has
no termination date.40

Idaho offers taxpayers a credit for increasing research
activities in the state.41 Also, the state provides an exemption
from sales and use tax for sales at retail, leases, rentals,
purchases, storage, use, or other consumption of tangible
personal property used in R&D activities.42 Idaho’s R&D
exemption defines ‘‘research and development’’ more
broadly than Washington’s R&D tax incentives. Idaho’s
definition includes activities that are:

(a) Designed to advance existing knowledge or capa-
bility in the field of science or technology, the devel-
opment of new products, materials, technologies or
processes, including new uses for or improvements to
existing products, materials, technologies or pro-
cesses; and (b) Related to the development, design,
manufacture, processing, production or fabrication
of: (i) A product or potential product which is tan-
gible personal property; or (ii) Machinery, materials or
components utilized or potentially utilized in the
development, design, manufacture, processing, pro-
duction or fabrication of a product or potential prod-
uct which is tangible personal property.43

If Washington’s R&D tax incentives sunset on January
1, 2015, then other states may use this as an opportunity to
lure Washington companies to relocate their business
operations or R&D functions to other states. Microsoft

Corp., headquartered in Redmond, Washington, recently
announced that it is building a $1.13 billion data center in
Iowa.44 The decision to locate the server farm in Iowa was in
part a result of the state’s offer of $20.3 million in
investment, research, and sales tax credits and refunds.45 In
a press statement, DeLee Shoemaker, Microsoft’s senior
director of state government affairs, revealed that Micro-
soft’s site selection process involves ‘‘evaluat[ing] the
top-three attributes in the total cost of occupancy which are
taxes, energy costs, and incentives.’’46

The looming sunset of Washington’s R&D tax incen-
tives and the more stringent requirements for Washington’s
computer data center exemption may have also contributed
to Microsoft’s decision.47 Foreshadowing other Microsoft
business decisions, Shoemaker cautioned that the Legisla-
ture’s ‘‘failure to extend the R&D tax incentives this past
session puts Washington at a disadvantage in competing for
tech industry investments.’’48 Other companies will likely
also explore investment options outside of Washington if
the R&D tax incentives are permitted to expire.

IV. Conclusion

The fate of Washington’s R&D tax incentives is unclear.
With the growth of high technology since the enactment of
the R&D tax incentives, what is clear is that high-tech
industries play an important role in Washington’s economy.
However, if the Washington Legislature allows the R&D tax
incentives to expire or sunset for a lengthy period of time,
then it may be very difficult to keep Washington’s high-
technology taxpayers from moving their R&D activities
elsewhere or choosing to expand in other states. The invest-
ment and growth that Washington has experienced over the
last 20 years as a result of the R&D tax incentives may slowly
begin to evaporate. ✰

38Cal. Rev. & Tax. Code section 6377.1(a)(2) (establishing a
tentative expiration date of July 1, 2022, for the credit).

39See Or. Admin. R. sections 317.152 and 317.154 (generally
following IRC section 41).

40See Or. Admin. R. section 317.152(c)(B) (providing that the
termination provision in IRC section 41(h) shall not apply).

41Idaho Code section 63-3029G(1)(a).
42Idaho Code section 63-3622RR(1).
43Idaho Code section 63-3622RR(2).

44See Rod Boshart, ‘‘Microsoft Brings $1.13 Billion Data Center to
Iowa,’’ Quad-City Times, Apr. 18, 2014; see also Erik Smith, ‘‘New
Microsoft Data Center in Iowa Offers a Billion-Dollar Lesson,’’ The
Seattle Times, Apr. 28, 2014.

45See Brad Shannon, ‘‘Microsoft: Tax Breaks Not ‘the’ Factor in
Choosing Iowa for Data Center,’’ The Olympian, Apr. 26, 2014; see also
Boshart, supra note 44.

46Shannon, supra note 45.
47Wash. Rev. Code section 82.08.986(6)(d)(i); see also Shannon,

supra note 45.
48See Shannon, supra note 45.
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