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Economic Trends Across the Region

State Corporate Income Tax and Multistate Corporations

BY SANTIAGO PINTO

he relative importance of state corporate income

tax (SCIT) revenue has been declining over the last

few decades. State corporate taxes as a percentage
of total state tax revenues declined from 6.6 percent in
1992 to 5.3 percent in 2011. As a percentage of before-tax
corporate profits, state corporate taxes declined from
4.4 percent to 2.2 percent during the same period. (See
chart below:) As expected, these indicators show a cyclical
behavior, but the underlying trend is downward. These
trends have been taking place even as corporate profits as
a share of national GDP have been rising.

The SCIT plays different roles in different states of the
Fifth District. In Maryland, Virginia, and South Carolina,
the participation of the SCIT in the state tax revenue is
below the state average for the whole country; in North
Carolina and the District of Columbia, it is about average;
and in West Virginia, it is generally above the average. The
long-run behavior also differs by states. The trend has been
toward a reduced role for the SCIT in North Carolina and
South Carolina, an increased role in Maryland, and an essen-
tially constant one in Virginia and D.C. West Virginia also
exhibits a downward trend after controlling for the
exceptionally high values achieved during the period of
2005-2009. (See chart on page 41.)

Why has the role of the SCIT been declining nationally
and in most Fifth District states? To understand the answers
to this question, it may be helpful to have some background
on this type of tax.
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Understanding the SCIT

Most large corporations consist of a group of related busi-
nesses. Typically, there is a parent corporation and a number
of subsidiaries owned by the parent. When these corpora-
tions operate in multiple states, measuring income earned
within each region raises a difficult conceptual problem:
How should states determine the appropriate amount of tax
to impose on the incomes of such businesses?

Federal court decisions have limited the power of states
to tax out-of-state corporations. A corporation is subject to
income tax in the state in which it is organized and in every
state where it conducts activities that are sufficient to create
what is called a “nexus.” Once nexus is established, the state
has the right to impose a tax obligation on the corporation.

The determination of nexus for a multistate corporation
can be a major challenge and is a highly contentious issue in
state taxation. The “physical presence” standard dictates
that a multistate corporation has nexus in the state where it
produces — that is, the state where the company has offices
and production facilities, in addition to local employees.
More recently, however, states have shifted toward the adop-
tion of the “economic presence” standard in determining
whether in-state activities create nexus for tax purposes.
According to this principle, a company also has presence in
the states where it sells its products. The economic presence
standard has become the subject of widespread litigation in
state courts and the rulings on this matter have been far
from uniform.

Reporting methods for multicorporate groups vary
across states. While some states require corporations to file
separate or consolidated tax returns, a growing number of
states are moving toward combined (or unitary) filing. Under
the separate entity method, a company with nexus in the
state must file its own separate return, ignoring the exis-
tence of the corporate group. Each entity is treated as a
separate taxpayer. In principle, a company cannot offset
profitable subsidiaries with subsidiaries with losses. Since
intercompany transactions (that is, transactions between
subsidiaries or sister corporations) are treated similarly to
transactions between the corporation and third parties for
tax purposes, the company has some control over its taxable
income. Typically, a separate entity state accepts the
company’s statement of its taxable profits derived from its
own books, but states have the right to make adjustments if
they believe intragroup sales are deliberately used to avoid
taxes (transfer pricing). In a few states, including Maryland,
separate reporting is the only filing option.

Some states allow corporations that belong to an




State Corporate Income Tax Revenue as a Percentage
of State Tax Revenue

method is popular in other countries as well, such as
Canada, mostly because it is relatively easy to admin-
ister.

For tax purposes, a sale must be assigned to one
single state. For tangible property, most states follow
the “destination rule” principle, which imputes sales
to the state where they take place. If the destination
states lack the authority to tax the seller (either
because there is no nexus or the formula does not
weigh the sales portion), sales assigned to those states
are not included in the state of origin’s sales factor.
‘When this occurs, a portion of that company’s profits
remains untaxed. The untaxed profit is referred to as
“nowhere income.” To address this issue, several

1

10

8

_

g6

&

g

£

4

2

0
o wn ~ = o o MmO I 0 N © =
gE3fEsEgS8E838288¢8¢
222222222 RIS RIKR~A

SOURCE: U.S. Census Bureau

states have implemented a “throwback rule,” which
uses an alternative approach to calculate the sales
share of the apportionment formula. Suppose as

affiliated business group to file one single consolidated tax
return (consolidated filing), rather than having each separate
entity file a separate return. Generally, companies can only
choose this option if they satisfy certain conditions. For
instance, the parent company must own at least 8o percent
or more of each affiliate, and only the affiliated entities that
have nexus with the state can be included in the consoli-
dated return.

Combined or “unitary” filing focuses on the “unitary”
economic unit and treats related corporations as one entity.
The profits of the parent company and subsidiaries are
added together, ignoring geographic boundaries, and the
state then taxes a share of the combined income. Combined
filing requires the determination of whether a group of
corporations can be legally considered a unitary business.
This area has also been highly contentious due to the lack of
consistency across states.

Supporters of consolidated and combined reporting
claim that these options alleviate some of the distortions
created by separate-unit filing and reduce tax-avoidance
opportunities. Opponents, however, claim that by aggregat-
ing the income of all the businesses with different economic
profitability regardless of their geographic location,
consolidated and combined reporting may
not accurately attribute the corporation’s
income to the correct state.

Irrespective of the filing requirements,
states allow a corporation that operates in
multiple states to apportion its business
income among the nexus states using a pre-
scribed formula. This method, known as
formula apportionment, assumes that the
proportion of a multistate corporation’s
income earned in a given state is a weighted
average of the firm’s total sales, property, and
payroll shares in that state. Each state has the
ability to choose the weights attached
to these factors. The formula apportionment

The widespread use

of the SCIT as an
instrument of economic
development to attract
businesses and jobs has

negatively affected

state tax revenue in
the short run.

before that a firm sells part of its production in a
destination state and these sales are not subject to taxation
in that location. If the company’s host state has a throwback
rule, then the sales in the destination state are added or
“thrown back” to the sales share in the formula apportion-
ment of the host, increasing the taxable income in the host
state.

About half of the states with corporate income tax have
legislated throwback rules. New Jersey and West Virginia use
avariant of this rule, but with similar implications, known as
the “throwout” rule. Instead of assigning all sales to the
states in which the company operates, the throwout rule
simply excludes from aggregate sales those sales that are not
assigned to any state.

The economic rationale of the throwback rule is ques-
tionable, though. From a practical standpoint, it is unclear
why the design of the state tax system should depend on
whether other states appropriately tax business activities.
Additionally, differences in the implementation of the
throwback rule can create economic distortions and tax
avoidance opportunities. To the extent that some states do
not impose throwback rules, companies can reduce their
state taxable income by locating their property and payroll

in states with no throwback rule and then selling in states
where the company does not have nexus.

As of December 2012, all states in the
Fifth District had adopted formula appor-
tionment methods that weigh the sales share
heavily. Concerning filing options, some
states still permit separate filing. However, at
the present time these states are planning on
shifting toward combined reporting. Finally,
most states in the Fifth District do not have a
throwback (or throwout) provision, with the
exception of West Virginia. (See table on page
42.) The case of North Carolina is atypical in
the sense that there is no statutory throw-
back rule. Still, corporations with nexus in
North Carolina that sell their products in

EcoN Focus | SEcoNnD QUARTER | 2013

41




42

State Corporate Income Taxation in the Fifth District
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states where they are not required to file a tax return must
add those sales to the sales taking place in North Carolina;
essentially, this provision works as a throwback rule for that
specific situation.

Explaining the Drop in SCIT Revenue

The decline in the SCIT revenue is generally attributed to
a variety of factors, including the use of the SCIT for
economic development purposes, the development of more
aggressive state tax planning methods, and changes in state
and federal tax laws. Recent research lends some support to
these explanations.

The widespread use of the SCIT as an instrument of
economic development to attract businesses and jobs has
negatively affected state tax revenue in the short run.
Concessions offered through the SCIT system differ by
state and include property tax reductions, and investment
and employment tax credits. Even though these are com-
mon practices, there is no conclusive evidence of their
effectiveness in the long run. The tax competition literature
offers one possible explanation for this outcome. John
Douglas Wilson, an economics professor at Michigan State
University, summarized the findings of this literature in an
article published in 1999 in the National Tax Journal. The
main argument is that state competition for businesses
triggers a process that leads to a “race to the bottom,” where
all states end up imposing inefficiently low tax rates.

A more recent strand of literature focuses on other
ways of attracting businesses such as the manipulation of
the apportionment formula. In 1967, the Multistate Tax
Compact established that the three factors considered in
the apportionment formula (property, sales, and payroll) are
to be weighted equally. In spite of this recommendation,
most states have been systematically deviating toward
a formula that weighs the sales portion more heavily.
Currently, most states use a formula that assigns a double
weight to the sales portion. As more states pass such legisla-
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adopt the same formula, then
exactly 100 percent of a corporation’s income will be appor-
tioned across states. Nonuniformity, however, can result in
more or less than 100 percent of a corporation’s income
being subject to state income tax.

Two related studies — one published in 2005 by William
Fox, an economics professor, and LeAnn Luna, an account-
ing professor, both at the University of Tennessee, and the
other one published in 2010 by Luna and Matthew Murray,
an economics professor at the University of Tennessee —
contended that recently corporations have been adopting
more aggressive tax avoidance measures and engaging in
what is known as “state tax planning.” The decline in SCIT
revenue as a proportion of corporate profits may be indica-
tive of such behavior. Most multistate income tax planning
involves various forms of income-shifting among state juris-
dictions through intercompany transactions or relocation of
production processes to avoid nexus in states with higher
taxes. To a large extent, this kind of behavior is encouraged
by the separate-entity reporting requirements.

State tax planning also includes other more sophisticated
strategies. For instance, companies react to state policies
by choosing legal arrangements that would reduce the
corporation’s tax exposure. The recent proliferation of
S-corporations, partnerships, and LLCs is consistent with
such practices. These organizations, unlike shareholders in a
corporation, are not taxed as a separate business entity.
Instead, profits and losses are “passed through” the business
to each member of the corporation, who eventually report
profits and losses on their own personal income tax returns.
A widespread shift toward legal arrangements of these types
is expected to affect the SCIT base negatively.

Another common practice has been establishing holding
companies in states with no corporate income tax. This
strategy allows corporations to separate the revenues gener-
ated by their physical activities from the revenues obtained
from intangible property (trademarks, trade names, or other
intellectual property). Specifically, the parent company




incorporates a wholly owned subsidiary as an “intangible
holding company” in a tax-favored state. Then, the holding
company enters into licensing arrangements under which
the operating entity pays royalties to the holding company
for the use of intangible assets. The operating entity deducts
the royalty payments from its taxable income in the states
where it files, and the holding company pays no income tax
on the royalty income.

Other changes in state laws, such as combined filing
and the introduction of throwback rules, may have also
contributed to the evolution of the SCIT. In recent years,
states have been shifting toward combined reporting.
As more and more states adopt this method, it becomes
less profitable for companies to engage in tax-avoidance
strategies. The net impact of combined reporting on SCIT
revenue is ambiguous, however. If the subsidiaries operating
out of state incur losses, then the amount of income appor-
tioned to a unitary state could be reduced.

The empirical literature is inconclusive in this respect.
‘While Gupta and his colleagues did not find any significant
association between combined reporting and SCIT revenue,
Fox and Luna found that combined reporting tends to
increase SCIT revenue. Concerning the throwback provi-
sion, the conclusions from Gupta and his colleagues indicate
that the implementation of this rule has a positive impact on
SCIT, but in a 2010 report commissioned by the National
Conference of State Legislatures, Fox and Luna claimed
that the revenue effects tend to decline as the SCIT rate
is higher.

Finally, changes in federal tax laws ultimately affect the
SCIT revenue. The calculation of state taxable corporate
income generally begins with the amount of federal taxable
income reported on the corporation’s federal tax form.
States introduce certain adjustments, but state taxable
income mostly conforms to the federal tax base. As a conse-
quence, any amendment to federal tax rules (for example,
the enactment of more accelerated depreciation methods)
would have an effect on state tax collections as well.

During the period 1992-2011, the federal corporate
income tax revenue decreased from 9 percent to less than
8 percent as a percentage of total federal tax revenue, and
from approximately 24 percent to 17 percent as a percentage
of pretax corporate profits. (See chart.) Such behavior does
not seem to fully explain the declining importance of the
SCIT, however. Research on this topic published in 2005 by
Gary Cornia, dean of the Marriott School of Management at
Brigham Young University, and some colleagues suggested
that changes taking place at the federal level do not appear
to be the cause of the decrease in state corporate income
taxes.

Implications for the Future

As the SCIT tax base erodes and the performance of the
SCIT weakens, state governments are pushed to evaluate
alternative ways of financing government expenditures.
Pressed by financial needs and state balanced-budget
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requirements, however, states are unlikely to eliminate the
SCIT completely, at least in the short term. If they did so,
states would face the major challenge of compensating for
the loss in state revenue (in 2011, the SCIT accounted for
5.3 percent of the total state revenue), and there would be no
assurance that the new financing alternatives would be less
distortive. Moreover, from a political standpoint, the SCIT
is still attractive to the extent that it grants state authorities
the opportunity to export part of the tax burden to out-of-
state residents.

In such context, states have chosen to introduce partial
modifications to their SCIT systems. As noted earlier,
the literature is ambiguous about the net impact of these
changes in SCIT revenue. For example, the recent shift
toward a double-weight sales factor tends to reduce tax
revenue, the implementation of throwback appears to raise
tax revenue, and combined reporting does not seem to affect
tax revenue. At the same time, it is not obvious that all states
would be willing to adopt the same tax policies. Clearly, a
formula that gives a relatively large weight to the sales factor
(and, consequently, a low weight to the property or capital
portion) essentially penalizes those companies with higher
in-state sales, and benefits those that operate and produce
within the state’s borders. In contrast, the throwback
rule, regardless of its validity, tends to penalize those compa-
nies that sell out of state more. Depending on the states’
objectives, some policies may be more appropriate than
others.

In the Fifth District, states have already adopted a
double-weight sales factor formula, and with the exception
of West Virginia (and, to some extent, North Carolina),
states do not have a throwback provision. In light of current
research, the state governments in the region seeking to
increase SCIT revenue could do so by choosing a more
balanced apportionment formula and by adopting a throw-
back rule. EF
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S1ATE DATA, Q4:12

DC
Nonfarm Employment (000s) 7343
Q/Q Percent Change 0.6
Y/Y Percent Change 0.7
Manufacturing Employment (000s) 0.9
Q/Q Percent Change -6.9
Y/Y Percent Change -10.0

Professional/Business Services Employment (000s) 154.5

Q/Q Percent Change 12
Y/Y Percent Change 17
Government Employment (000s) 417
Q/Q Percent Change 0.2
Y/Y Percent Change -13
Civilian Labor Force (000s) 3693
Q/Q Percent Change 14
Y/Y Percent Change 57
Unemployment Rate (%) 85
Q31 89
Q4 9.8
Real Personal Income ($Mil) 41,264.2
Q/Q Percent Change 13
Y/Y Percent Change 2.6
Building Permits 1,562
Q/Q Percent Change 20.0
Y/Y Percent Change 19
House Price Index (1980=100) 598.8
Q/Q Percent Change 16
Y/Y Percent Change 45
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06 07 08 09

— Charlotte —— Baltimore —— Washington

40%
30%
20%
10%
0%
-10%
-20%
-30%
-40%
-50%

-

02 03 04 05 06 07 08 09 10 1 1

—— Fifth District

0 1 n

United States

House Prices

Change From Prior Year
First Quarter 2002 - Fourth Quarter 2012

16%

14%
0%
10%
8%
6%
4%
1%
0%
2%
-4%
-6%
-8%
02 0 04 05 06 07 08 09 10 1 1 02 03 04 05 06 07 08 09 10 1N 1N
= Fifth District United States
SOURCES:
Real Personal Income: Bureau of Economic Analysis/Haver Analytics.
Unemployment rate: LAUS Program, Bureau of Labor Statistics, U.S. Department of Labor,
http://stats.bls.gov.
Employment: CES Survey, Bureau of Labor Statistics, U.S. Department of Labor, http://stats.bls.gov.
Building permits: U.S. Census Bureau, http://www.census.gov.
House prices: Federal Housing Finance Agency, http://www.fhfa.gov.
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METROPOLITAN AREA DATA, Q4:12

Nonfarm Employment (000s)
Q/Q Percent Change
Y/Y Percent Change

Unemployment Rate (%)
Q312
Q4n

Building Permits
Q/Q Percent Change
Y/Y Percent Change

Nonfarm Employment ( 000s)
Q/Q Percent Change
Y/Y Percent Change

Unemployment Rate (%)
Qn
Q4

Building Permits
Q/Q Percent Change
Y/Y Percent Change

Nonfarm Employment (000s)
Q/Q Percent Change
Y/Y Percent Change

Unemployment Rate (%)
Q3
Q41

Building Permits
Q/Q Percent Change
Y/Y Percent Change

Washington, DC

2,498.2
11
12

5.5
55
59

6,397
15.6
432

Asheville, NC

1744
23
24

1.6
17
8.2

265
-31.0
210

Greensboro-High Point, NC

345.8
17
0.5

9.9
10.0
104

396
10.0
-35.2
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Baltimore, MD

1,341.2
19
22

71
12
75

1,74
-1.6
12.8

Charlotte, NC

868.6
28
33

94
9.5
103

3,110
-13
1201

Raleigh, NC

528.4
0.8
28

1.6
17
84

4,833
873
183.6

Hagerstown-Martinsburg, MD-WV

104.4
11
21

11
18
85

252
26.6
93.8

Durham, NC

286.6
1.6
19

12
73
18

519
-55.7
-19.0

Wilmington, NC

139.7
09
33

9.6
9.7
104

674
-19.7
62.0



Winston-Salem, NC Charleston, SC Columbia, SC

Q/Q Percent Change 21 -0.2 1.6
Y/Y Percent Change 1.6 23 13

Q3n 89 73 8.0
Q4 94 82 8.6

Q/Q Percent Change -8.6 -6.5 -2.0

Y/Y Percent Change -64.3 -159 419
Greenville, SC Richmond, VA Roanoke, VA

Q/Q Percent Change 1.8 03 09

Y/Y Percent Change 15 15 1.6

Q3N 75 6.3 6.0
Q4 81 70 6.6

Q/Q Percent Change 159 01 n7

Y/Y Percent Change 65.8 86.1 16.7
Virginia Beach-Norfolk, VA Charleston, WV Huntington, WV

Q/Q Percent Change 03 0.0 24

Y/Y Percent Change 14 -0.8 0.0

Q3n 6.5 71 73
Q4 71 69 19

Q/Q Percent Change =241 -2.6 333
Y/Y Percent Change 131 i -68.0

For more information, contact Jamie Feik at (804) 697-8927 or e-mail Jamie.Feik@rich.frb.org
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