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I. Introduction
No state has ever eliminated a direct corporate tax without replacing it, but proposals to
do so are gaining momentum in many states.
In 2005, bills were introduced in two states
(Georgia1 and Utah2) to eliminate state
corporate income taxes altogether. Bills were
enacted in Kentucky3 and Ohio4 to eliminate
the corporate income tax and replace it with a
corporate tax on gross receipts (proponents
think this will be a pro-competitive swap but
in most cases they’re wrong). Lawmakers in
these states want to make their tax systems
more competitive for jobs and investment in
the international marketplace.
Even states that have not contemplated
repeal are modifying their corporate taxes. At
least five states debated bills to reduce
corporate tax rates in the 2005 state legislative
sessions.5 Fourteen states have, or are steadily
moving towards, single-sales apportionment
for all or some taxpayers.6 Six states weight
sales at least fifty percent or higher in their
apportionment formulas.7 This year, bills were
introduced in five more states8 and enacted in
four states9 to move to full or modified single
sales apportionment. Lawmakers in these
states believe that general economic growth
from a business-friendly tax code will offset
specific corporate tax collections.
Lawmakers in other states, by contrast,
have become alarmed over the perception that

state corporate tax revenues are declining.10
These states have taken aggressive steps to
prevent any “leakage” of tax revenues. Bills
were introduced in at least five states to shore
up corporate tax collections through the use
of combined or unitary reporting.11 Organizations such as the Multistate Tax Commission
(MTC) believe that harmonization of state
corporate tax systems will also stem this
“decline.” These measures, however, can have
a chilling effect on a state’s image as an
attractive place to do business, both in the
national and international market and thus
ultimately harm the state’s economy.
There are thus two groups of state
lawmakers: one that sees the corporate
income tax (or any direct tax on corporations)
as an impediment to economic growth, and
another that is struggling to retain corporate
income tax revenues. The debate between
these two groups rages and even spills over
into the halls of Congress, where states that
want to retain and fortify corporate income
tax revenues urge Congress to help them raise
revenue from out-of-state companies. Other
state lawmakers urge Congress to clarify and
simplify state corporate taxes by adopting a
federal physical presence nexus standard.12
Commentator Lee Sheppard thinks these two
groups have reached a “fork in the road” of
state corporate tax policy, and states will now

have to decide whether to retain the corporate tax
or let it naturally wither away. 13
This paper will catalogue the ways in which
state policymakers are responding to the perception that corporate tax revenues are declining. The
following specific issues are covered: first, an
overview of the multistate corporate tax system;
second, a survey and primer of the three major
multistate corporate tax issues (nexus, tax base,
and apportionment); third, an analysis of the
trends and proposed legislative changes in these
three areas. The paper concludes that those
wanting to keep state corporate taxes are fighting a
losing battle and could make their states more
competitive for international investment by
reducing or eliminating corporate taxes entirely.

II. The Multistate
Corporate Tax System
In Brief
Forty-five states levy a tax on corporate income.14
Many states also impose other taxes on business
activity, such as franchise taxes (measured by
capital) and gross receipts levies (which generally
tax all corporate revenue, regardless of profitability). In the universe of state taxes on business,
there is great variability, such as progressive or flat
rates and separate taxes on specific industries (e.g.
insurance, banking and health care taxes15). In
addition, a host of incentives, credits and deductions are layered on, often passed in an attempt to
remain competitive with other states. The variability inherent in differing and complex state
corporate tax systems creates a compliance
nightmare for the modern multistate corporation.
The state corporate income tax is similar in
operation to the individual income tax: income is
reported, certain deductions and credits are
allowed, and tax is paid. Unlike most individuals,
however, corporations typically have property,
payroll and sales (customers) spread across
multiple states and localities. New technologies
allow corporations to significantly expand their
business production and sell to customers all over
the world. States themselves are contributing to
the expansion by offering tax incentives, subsidies,
and other enticements for businesses to locate or
expand operations into their states.
Because of the rapid growth in multistate
business, it’s common for multiple states to tax the
income of a single corporation. Significant
complexity is introduced when rules are developed
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to ensure that each state taxes only its fair share of
corporate income. A study by Mills and Gupta
found that compliance costs for multistate
corporations are twice as high for state taxes as for
federal taxes.16 This study also found that complexity increases for each state in which a
corporation has to file a tax return.17 Tax complexity requires businesses to spend money complying
with tax laws that would be better spent investing
in more jobs.
In general, there are three major issues
involved in determining corporate tax paid to
states by a multistate corporation: nexus, tax base,
and apportionment. These three issues are at the
heart of the multistate corporate tax system, and
states approach them in dramatically different
ways. Some states modify these laws and practices
to lure business investment; others modify them
to aggressively raise more revenue.
Figure 1
The Three Ingredients in the Corporate Income
Tax Pie

These three issues generally operate in the
following way:
• First, the state has to show that a corporation
has a sufficient connection, or nexus,
s with the
state to justify imposing tax. This determination is driven by state law and limited by the
U.S. Constitution.

• Second, if nexus is established between a state
and a corporation, the state has to decide which
types of income must be included in the preapportionment tax base.
e This can be
complicated if a corporation is a subdivision or
an affiliate of a larger business conglomerate.
• Third, the state has to determine how much of
the incomee will be taxed. In other words, what
fraction of the tax base will be apportioned to
the state where it has nexus? States generally
use formulas based on the portion of a
corporation’s property, payroll and sales that are
in the state to determine taxable income
attributed to the state.
At each step of this process, conflict and
litigation between corporations and state revenue
officials is widespread, with businesses seeking to
minimize tax payments and states seeking to
maximize tax revenues. Many states have considered or passed legislation to address problems in
each area (some to enhance business investment,
and others to recoup “lost” revenues). These
efforts have usually led to more litigation and
confusion. We will now examine each issue in
more detail, surveying the major sources of
conflict as well as the proposals favored by private
sector tax professionals and state revenue officials
to fix the problems.

III. Nexus: Who Can Eat
the Pie?
A corporation does not pay a state corporate
income tax unless it has a sufficient connection, or
nexus,
s with a state. The rules on nexus, however,
are hardly clear, and confusion consequently
reigns in the business world. This leads to more
litigation and uncertainty in a world where
business is constantly on the move.
Rules on nexus start with state law. Each state
sets a minimum standard of business presence or
activity below which the state will not impose its
taxing jurisdiction on a particular corporation.
Most states, however, have a broad “doing
business” nexus standard designed to capture a
broad range of income from intrastate and
interstate business activities. 18 The Constitution
imposes further limits on state nexus laws through
the Due Process clause19 and the Commerce
Clause (explained in more detail below).20
All commentators on corporate tax policy
agree that some in-state corporate presence is
necessary to trigger nexus. The difference, and

controversy, is over what kind of presence is
sufficient.
Tax executives generally support the concept
that a corporation must have a physicall presence in
a state (such as employees, inventory, plants or
offices) to justify imposing tax. The physical
presence requirement is best represented by H.R.
1956, which would enshrine this state nexus
standard in federal law.21
Some state tax officials and organizations,
such as the Multistate Tax Commission (MTC),
argue that a state has jurisdiction to tax if that
corporation has economic presence in a state.
Economic presence includes merely having
customers in the state, even if a corporation or its
agents never actually set foot inside the state. The
MTC has developed a “factor presence” nexus
standard, built on the foundation of economic
presence, that would allow a state to impose tax if
a corporation has $50,000 in property, $50,000 in
payroll, or $500,000 in sales in that state.22 This
standard would require a corporation to pay tax to
a state even if its only activities were receiving
orders from customers in the state and performing
services for those customers outside the state, and
those sales exceeded $500,000 per year.
Both sides23 are trying to gauge when a
taxpayer has received enough benefits from the
state in question to justify the imposition of a tax
burden on the corporation.24 Most of the controversy and litigation over nexus issues results from
those instances where a state takes what is perceived to be an aggressive nexus position, and the
corporation alleges that the position violates the
limits prescribed by federal constitutional law. 25
States, however, get “home court” advantage
in these types of challenges. Congress, in the Tax
Injunction Act, shut the doors of the federal
courts to lawsuits challenging state taxes if the
state courts provide an adequate remedy.26 The
development of corporate nexus law, therefore, has
generally taken place in the state courts. Not
surprisingly, state court decisions on nexus are
generally split when it comes to the corporate
presence sufficient to overcome the constitutional
hurdles.27
Corporate taxpayers make use of two constitutional doctrines in challenging state tax
assessments on nexus grounds. The first, Due
Process, is concerned with the fairness of state
action. It requires a minimum contact between
the state and the corporation sufficient to put the
latter on notice that it is subject to the state’s
jurisdiction.28 A business’s “purposeful direction”
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of its activities into a state has been found sufficient to meet this requirement.29 Due Process
challenges of state tax jurisdiction are traditionally
unsuccessful.
The second, the Commerce Clause, is more
concerned with the structure of the federal system
in general instead of basic fairness. The Commerce Clause operates to maintain the free and
open flow of commerce among the states. Thus,
the Commerce Clause is more restrictive than the
Due Process clause and acts to limit state taxing
power in a more institutional way than Due
Process.30
Conflicting state court interpretations of the
Commerce Clause have resulted in a push for
federal legislation to clarify the necessary standard
for nexus.31 The Constitution gives Congress the
final say on regulation of interstate commerce,
and the Supreme Court defers to Congress on
most policy choices when it comes to interstate
regulation under the Commerce Clause.32
Forty-five years ago, facing similar circumstances, Congress passed legislation (Public Law
86-272) clarifying nexus under the Commerce
Clause. 33 This law was passed in response to the
Supreme Court’s ruling in Northwestern States
Portland Cement v. Minnesota.34 In that case, the
Supreme Court ruled that the Commerce Clause
did not bar the state of Minnesota from taxing a
corporation whose only activities in Minnesota
were soliciting orders from customers in Minnesota and filling those orders by shipment from
outside the state.35
P.L. 86-272 addressed concerns over what the
next step after Northwestern States Portland Cement
might be and declared that nexus is not established under the Commerce Clause, for state
corporate income tax purposes, if a business is
merely soliciting orders for tangible personal
property (e.g. televisions, books, furniture) and
the orders are filled and delivered from out-ofstate. The legislation, however, applied only to
state corporate income tax. States have circumvented this legislation by imposing capital
(sometimes called “franchise”) and gross receipts
taxes, not technically covered by federal law.
The current controversy is raging over
whether P.L. 86-272 should be updated to cover
all direct business taxes (not just corporate income
taxes) and sellers of intangibles and services. A
case for the physical presence requirement is made
in section VI(a) below.

4

IV. Tax Base: What
Ingredients are in the Pie?
Once a state determines that a corporation has
adequate nexus, the corporation has to determine
the income categories used in computing taxes
due. In today’s economy, a corporation may be a
part of a larger, unitary business that includes
many separately incorporated affiliates or divisions. Thus, determining the income on which a
corporation pays tax is not as simple today as it
was in years past.
States generally use one of two methods to
determine the total income that is subject to
taxation:
• Separate reporting:: the state requires that each
separately incorporated business entity compute and pay tax only on its own income,
regardless of its connection to a larger, more
unitary business operation; or
• Combined reporting:: the state requires the
reporting of the income of a unitary business
group, even though that group may operate
through separately incorporated entities
It is important to note that states generally
fall into these two broad categories. In practice,
however, determining the tax base of a corporation is much more complicated. For instance,
some states that use separate reporting allow the
revenue department to force a combined return if
necessary to accurately reflect income.36 Some
states even roughly follow the federal consolidated
return system, where federal law allows a
corporate taxpayer to elect to file a consolidated
return if members of an affiliated group are at
least 80 percent owned by other members of the
group (not including the parent organization).37
In states that require combined reporting,
corporations have to follow common law and
Supreme Court doctrine in determining whether
they have to file a combined report. States have
traditionally defined a unitary business as one that
has unity of ownership, unity of operation, and
unity of use.38 States also use the term “flow of
value” to define a unitary relationship among
separate business entities.39 Some states allow their
revenue departments to require combined reporting in specific instances if separate reporting fails
to “adequately” account for income.40
A simplified example will illustrate the
potential tax and revenue consequences of

choosing separate or combined reporting. Imagine
a company named Giant Automobile Manufacturing Corporation which owns another firm
named Midlands Headlamp Company. Giant and
Midlands are engaged in a common business
enterprise (making cars). Midlands is a separately
incorporated subsidiary of Giant, supplying
headlamps to its parent but also to other
manufacturers.
Giant is incorporated in Michigan and has
property and payroll in Michigan and sales in
both Michigan and Indiana. Giant has total
taxable income of $10 million. Giant has nexus
only in Michigan and is required to pay corporate
income tax only in Michigan.41 Midlands has
property and payroll in Indiana, and sales in both
Michigan and Indiana, and taxable income of $2
million. Midlands has nexus in Indiana only and
is required to pay corporate income tax to
Indiana.
Assume that Michigan and Indiana both levy
a flat corporate income tax (with no exemptions,
deductions or credits) and each uses separate
income reporting. 42 Thus, each separately incorporated entity reports only its own total income.
Giant would report $10 million in income where
it has nexus (Michigan). Michigan levies its
corporate income tax at the rate of 1.9 percent,
yielding $190,000 in taxes paid to Michigan.
Midlands would pay tax on its $2 million in
income only in Indiana, where it has nexus.
Indiana levies an 8.5 percent rate on corporate
income, yielding $170,000 in taxes paid to
Indiana.
If both states used a combined reporting
system, however, each unitary business must file a
combined report with each state. Giant-Midlands
is a unitary business operation, so it would have to
file as a unitary entity with both Indiana and
Michigan. Thus, Giant-Midlands would use its
total business income ($12 million) as a starting
point, and then apportion this income between
Indiana and Michigan using the apportionment
factors43 required by the law in each state.
The two regimes produce different tax results
(see table 2). Assuming that Giant/Midlands has
equal amounts of property, payroll and sales in
Indiana and Michigan, and that Indiana and
Michigan each use equally weighted apportionment factors, Giant/Midlands would report $12
million in income to Indiana and Michigan and
apportion $6 million in taxable income to each
state. Michigan would collect $114,000 in tax
($76,000 less), and Indiana would collect

$510,000 ($340,000 more). Overall, Giant/
Midlands pays $264,000 more in taxes if both
states use combined reporting.
Indiana collects more tax under combined
reporting because it gets to tax half the income of
the unitary group ($6 million) as opposed to
taxing only the income of the subsidiary, Midlands ($2 million) in the separate reporting
system. Michigan loses under combined reporting
because Giant/Midlands is required to apportion
half ($6 million) of its unitary income ($12
million) to Indiana.
Combined reporting can lead to state revenue
loss in another way. In the Giant/Midlands
example, imagine that Midlands has a $2 million
loss. When the income of Giant/Midlands is
combined, the unitary group now has total
income of $8 million (as opposed to total income
of $12 million in the example where Midlands
had positive income of $2 million). Thus, Giant/
Midlands would apportion $4 million in taxable
income to each state.
Indiana is still a revenue-winner in this case
(see table 3), because under separate reporting
Midlands would have owed zero income tax to
Indiana. Conversely, Michigan is a big revenueloser because it would have taxed Giant on $10
million under separate reporting, but only $4
million under combined reporting. The combined
report required Midlands (a revenue loser) to be
included in income, lowering the amount of
Michigan tax collected when compared to separate
reporting.
Some state tax officials argue against separate
reporting because it allows some corporations to
Table 1
Taxes Owed by Giant and Midlands Under Separate Reporting
Corporate Entity
Giant
Midlands

Nexus with
State(s)
Michigan
Indiana

Income Reported
to State(s)
$10,000,000
2,000,000

Tax Paid to State
$190,000
170,000

Table 2
Taxes Owed by Giant/Midlands Under Combined Reporting
Corporate Entity
Giant/Midlands
Giant/Midlands

Nexus with
State(s)
Michigan
Indiana

Income
Reported
to State(s)*
$6,000,000
6,000,000

Tax Paid
to State(s)
$114,000
510,000

Difference from
Separate
Reporting
$(76,000)
340,000

*Example assumes that Giant/Midlands has equal amounts of property, payroll and sales in
each state, thus apportioning one-half of its income to each state.
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minimize tax payments to the states. For example,
imagine that a corporation called Lightbulb Inc.
puts its operations into two separately incorporated entities, Lightbulb Holding Co. and
Lightbulb Selling Co., and itself becomes a
holding company merely owning the stock of the
two operating companies. Lightbulb Holding is
an intangible holding company incorporated in
Delaware, a state that does not tax income from
royalties received for the licensing and managing
of trademarks and other intangibles. Lightbulb
Holding licenses its trademarks exclusively for the
use of Lightbulb Selling Co., which sells light
bulbs in Iowa. Lightbulb Selling Co. makes
royalty payments to Lightbulb Holding Co. for
the use of the trademarks. An unrelated third
party does the contract manufacturing of the
product.
In a separate reporting system, the affiliated
group of corporations has reduced its overall tax
liability because it can now deduct the royalty
payments in Iowa (where Lightbulb Selling Co.
files a separate report and can deduct the royalty
payment as a business expense), and no state tax is
paid on the royalty income to Lightbulb Holding
Co. in Delaware (where Lightbulb Holding Co.
files a separate report and does not have to pay tax
on income received from royalties). In a combined
reporting system, however, these inter-company
transactions are ignored and the entire income of
the unitary group is taxed by Iowa.44
As with nexus, there is a great deal of controversy over whether states should use separate or
combined reporting. Corporate tax structures like
the Lightbulb Holding Co. example (which many
state tax officials would call corporate tax sheltering)45 make combined reporting an attractive
option to many state lawmakers. Other issues
include whether worldwide income should be
included in the report or whether reporting
requirements should stop “at the water’s edge.”
These issues will be explored more fully below.

Table 3
Taxes Owed if Midlands has $2 Million Loss
Corporate Entity
Giant/Midlands
Giant/Midlands

Nexus with
State(s)
Indiana
Michigan

Income
Reported
to State(s)*
$4,000,000
4,000,000

Tax Paid
to State(s)
$340,000
76,000

Difference from
Separate
Reporting
$170,000
(94,000)

*Example assumes that Giant/Midlands has equal amounts of property, payroll and sales in
each state, thus apportioning one-half of its income to each state.

6

V. Apportionment:
How Much of the Pie
Can You Eat?
Once a corporation determines the list of
states with which it has nexus and calculates the
appropriate tax base to report to each of those
states, it still has to apportion its income to each
state. Apportionment seeks to calculate how much
of a corporation’s income is properly attributable
to a state with which it has nexus. Traditionally,
apportionment operated by multiplying total
income by a formula composed of the portion of a
corporation’s property, payroll and/or sales that
were in the state.
State tax systems would face constitutional
challenge if they did not allow for apportionment
or institute a credit system (as is common in the
world of multistate personal income taxes). In
fact, the Supreme Court requires that states only
tax the income of corporations that can be fairly
apportioned to the state.46
Without apportionment, corporations that
have nexus with many states would face multiple
taxation. A corporation with nexus in 20 states
that each tax corporate income at the rate of 5
percent would pay 100 percent of its income in
tax. In theory, apportionment prevents the states
from taxing the same dollar of profit more than
once; in practice, however, this can and does occur
because each state has its own, often unique,
apportionment formula (the example below, in
fact, illustrates just this point).
The Uniform Division of Income for Tax
Purposes Act (UDITPA)47 was developed in the
mid-20th century to deal with the problem of state
corporate income tax apportionment. UDITPA
seeks to gauge how much of a corporation’s
income is justifiably taxable in a state where that
corporation has nexus. UDITPA apportions
income by using a formula based on the value of a
corporation’s property, payroll and sales in a
particular state, compared to, respectively, total
property, payroll and sales worldwide. UDITPA
uses property, payroll and sales as a proxy to
determine the benefits received by a corporation
and thus the amount of taxation a state can
justifiably extract in exchange for those benefits.
UDITPA equally weights the three apportionment
factors. There is an understanding among many,
however, that sales were included in UDITPA not
because they accurately measured benefits received

by a corporation from a state (see part VI(a) for
more on this theme) but because including sales
was necessary to receive support from “market”
states where corporations made lots of sales but
were not physically present.
For an example of how UDITPA works,
assume that Ajax Widget Company has nexus
with Alabama and has apportionable taxable
income of $10,000. Ajax has 5 percent of its
property, 5 percent of its payroll, and 4 percent of
its sales in Alabama. Plugging these factors into
Alabama’s apportionment formula (see table 4 for
details), 4.67 percent of Ajax’s business is attributable to Alabama. Thus, Ajax would have Alabama
taxable income of $467. Ajax would repeat this
calculation in each state where it has nexus, using
the apportionment factors and weights adopted by
each state.
States are moving away from the UDITPA
apportionment scheme towards a system that
weights sales more heavily. Currently, three states
use single-sales factor apportionment,48 and
numerous states double-weight the sales factor.49
In a move to boost manufacturing, many state
lawmakers have been increasing the weight of the
sales factor to induce companies to open or
expand in-state operations, especially if a corporation will have heavy investment in capital and
labor (property and payroll) in-state but relatively
few sales.50
Since the payroll factor makes firms pay more
tax when they create jobs, many states are reducing the impact of that factor by increasing the
impact of the sales factor to attract new investment. A study by Austan Goolsbee and Edward
Maydew found that reducing the payroll factor
and more heavily weighting other factors (like
sales) increases in-state employment.51 The
authors noted that the employment gains typically
come at the expense of employment in other
states. Thus, the shift toward sales-heavy apportionment to spur job growth is a zero-sum game
in the long-term if other states follow suit and
switch to sales-heavy apportionment.
In the example of Ajax above, if Alabama
amended its apportionment law to double-weight
the sales factor, Ajax would only apportion 4.5
percent of its income to Alabama, as opposed to
4.67 percent under equally weighted apportionment. Ajax would now have $450 in Alabama
taxable income, a reduction of $17 (3 percent)
in taxable income compared to the UDITPA
three-factor apportionment formula. Ajax can
now afford to invest more in property and
payroll in Alabama.

If Alabama adopted a single-sales factor
apportionment formula, Ajax would apportion its
income based only on its Alabama sales. Thus,
Ajax would pay tax on 4 percent of its income in
Alabama ($400), reducing its taxable income by
$67 (14 percent) compared to equal-factor
apportionment, and $50 (11.1 percent) compared
to double-weighted sales. This potentially frees up
even more money for investment in property and
payroll in Alabama, since investment in property
and payroll would not increase Ajax’s Alabama tax
burden.
Differing apportionment laws among the
states, especially in concert with combined
reporting, can yield strange and complicated tax
results for multistate corporations (see table 7). To
illustrate this, consider again the example of
Giant/Midlands discussed in the combined
reporting section above. In that example, it was
assumed that Giant/Midlands had $12 million in
total income and equal amounts of property,
payroll and sales in Indiana and Michigan. It was
also assumed that Indiana and Michigan used
equally-weighted (i.e. UDITPA) three-factor
apportionment. In reality, though, Indiana and
Michigan both deviate from the UDITPA
apportionment standard.
Assume that Giant/Midlands has 25 percent
of its total property in Michigan, 25 percent of its
payroll, and 50 percent of its total sales. Michigan
requires income to be apportioned using factors of
5 percent property, 5 percent payroll, and 90
percent sales.52 Plugging these numbers into
Michigan’s apportionment formula, 47.5 percent
of Giant/Midlands income ($12 million) is
attributable to Michigan. This formula yields $5.7
Table 4
Ajax’s Alabama Taxable Income Under Differing Apportionment Schemes
Apportionment
Weights
of Property,
Payroll and
Reported
Sales in
Ajax’s
Income
Alabama
Percentage
$10,000
Property: 1/3 Property: 5%
Payroll: 1/3
Payroll: 5%
Sales: 1/3
Sales: 4%
(equal)
$10,000

$10,000

Property: 1/4 Property: 5%
Payroll: 1/4
Payroll: 5%
Sales: 1/2
Sales: 4%
(double
weighted sales)
Property: 0
Payroll: 0
Sales: 1
(single-sales)

Property: 5%
Payroll: 5%
Sales: 4%

Apportionment
Formula
((5+5+4)/3)=.0467

Reduction
in Taxable
Income
from
Apportioned Standard
Income
Formula
$467
n/a

((5+5+4+4)/4)=.04

$450

$(17)

=.04 (sales)

$400

$(67)
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million in taxable Michigan income and $108,300
in tax paid to Michigan by Giant/Midlands
(compared to $114,000 paid to Michigan under
combined reporting with equal factor
apportionment).
Giant/Midlands has 75 percent of its property, 75 percent of its payroll, and 50 percent of its
sales in Indiana. Indiana requires income to be
apportioned using factors of 25 percent property,
25 percent payroll, and 50 percent sales.53 Plugging these numbers into Indiana’s apportionment
formula, 62.5 percent of Giant/Midlands income
($12 million) is attributable to Indiana. This
formula yields $7.5 million in Indiana taxable
income taxed at a rate of 8.5 percent yielding
$637,500 in tax paid to Indiana by Giant/
Midlands (compared to $510,000 paid to Indiana
under combined reporting with equal apportionment).
Apportionment factors, especially in concert
with combined reporting, can drastically change
the amount of tax paid. Notice that even though
Giant/Midlands earned $12 million, the two
states are taxing $13.2 million (Indiana taxed $7.5
million and Michigan taxed $5.7 million). This is
due to the different apportionment formulas used

Table 5
Giant/Midlands Taxes Under Combined Reporting and
Differing Apportionment Laws

State
MI

Giant/Midlands’
Percentage of
Apportionment Property, Payroll
Weights
and Sales in State
Property: 1/20
Property: 25%
Payroll: 1/20
Payroll: 25%
Sales: 9/10
Sales: 50%

IN

Property: 1/4
Payroll: 1/4
Sales: 1/2

Property: 75%
Payroll: 75%
Sales: 50%

Apportionment
Formula
((.25* .05)+
(.25*.05)+
(.5 *.9))=.475
((.75*.25)+
(.75*.25)+
(.5*.5))=.0625

Apportioned
Income
Total Tax
$5.7 million $108,300

$7.5 million

$637,500

Table 6
Moving Property and Payroll to Michigan Lowers Giant/Midlands
Total Tax Liability

State
MI

IN
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Giant/Midlands’
Percentage of
Apportionment Property, Payroll
Weights
and Sales in State
Property: 1/20
Property: 50%
Payroll: 1/20
Payroll: 50%
Sales: 9/10
Sales: 50%
Property: 1/4
Payroll: 1/4
Sales: 1/2

Property: 50%;
Payroll: 50%
Sales: 50%

Apportionment
Formula
((.50* .05)+
(.50*.05)+
(.5 *.9))=.5
((.50*.25)+
(.50*.25)+
(.5*.5))= .275

Apportioned
Income
Total Tax
$6 million
$114,000

$3.3 million

$280,500

by each state and the amount of property, payroll
and sales that Giant/Midlands has in each state.
To lower its taxes, Giant/Midlands would
want to move more of its property and payroll to
Michigan, where those factors only account for 10
percent of income apportionment. Assume that
Giant/Midlands moves enough property and
payroll to Michigan such that 50 percent of its
total property and payroll are now in Michigan
(see table 6). This would slightly increase taxes
paid to Michigan (by a little under $6,000) but
would significantly decrease taxes paid to Indiana
(by $357,000). Overall, Giant/Midlands will have
decreased its corporate tax liability by over
$350,000.
To prevent or slow this movement, Indiana
could adjust its own apportionment formula to
more heavily weight sales (see table 7) or lower its
corporate tax rate. Increasing the sales factor in
apportionment would reduce Giant/Midlands
Indiana tax burden while keeping its Michigan tax
burden roughly the same. Giant/Midlands would
now receive no tax benefit from shifting property
and payroll to Michigan.
This example shows how movement toward
single-sales apportionment can induce companies
to locate more physical investment (property and
payroll) in a state in order to lower tax payments.
It is also a good example of how states can
compete with each other for business investment.
A corporation will quite frequently make sales
into a state where it does not have nexus and does
not pay corporate tax. Normally, for apportionment purposes, sales are assigned to the state
where the customer is located. This is called
destination-based sourcing of sales. The corollary is
assigning sales to the location of the seller. This is
called origin-based sourcing.
Under destination-based sourcing, sales to a
state where a corporation does not have nexus will
lower the sales apportionment factor in states
where it does have nexus. This creates so-called
“nowhere” income. State lawmakers and revenue
officials in states with corporate income tax have
developed what is called throwback (or what
businesses have started calling “factor-grabbing”),
where a state attempts to recapture sales that
would normally not be included in the state’s
apportionment formula. Throwback amounts to a
switch to origin-based sourcing for those sales into
states that do not levy a corporate income tax or
in which the corporation does not have nexus.
For example, assume that Ajax Widget
Company has $10,000 in income and has nexus
with Alabama and makes sales into Mississippi,

where it does not have nexus (see table 8). Ajax
has 100 percent of its property and 100 percent of
its payroll in Alabama, but only 90 percent of its
sales in Alabama. The other 10 percent of sales are
in Mississippi. Normally, the Mississippi sales
would not be used in apportioning income to
Alabama because they were made in (and thus
sourced to) Mississippi. Thus, Ajax would
apportion 96.7 percent ((100+100+90)/3) of its
income as taxable in Alabama. The other 3.3
percent of Ajax’s income would not be taxed,
because it is apportionable to Mississippi, where
Ajax does not pay tax because it lacks nexus.
If Alabama, however, adopts a throwback
rule, which says that sales made in states where
Ajax does not pay corporate income tax are
included in the formula used to apportion income
to Alabama (i.e., the sales are “thrown back” to the
states from which the goods were shipped,
Alabama), the sales in Mississippi would now
count as sales in Alabama for apportionment
purposes. Thus, Alabama would tax 100 percent
of Ajax’s income under the throwback rule.
Another important apportionment issue is the
sourcing of business and nonbusiness income.
Business income (income earned in the normal
course of a trade or business) is apportioned
among the states, while non-business income (e.g.
interest on investments earned by a non-financial
corporation) is generally sourced to the place of
commercial domicile, depending on the nature of
the income.54 Giant Automobile Manufacturing
Company, used in the combined reporting
hypothetical example above, would derive business
income primarily from the sale of automobiles,
and non-business income from interest earned on
its passive investments.
Depending on the state in which they are
commercially domiciled, corporations may want
as much of their income classified as non-business
income as possible if it will be sourced to a state
with a low corporate income tax rate. State
revenue officials, however, in states where
corporations are not domiciled, often want to

classify income as coming from the corporation’s
business. Naturally, the two sides fight over the
classification of income, with many resources
wasted on lobbying or litigation.
With many state lawmakers moving to singlesales apportionment to induce business
investment, competitive pressure is put on those
states with lawmakers who want to retain corporate tax revenues. An analysis of these trends and
what they mean for the future of state corporate
tax systems is offered in section VI(c) below.

VI. Analysis of Trends in
State Corporate Tax Policy
A. Nexus
In the 21st century economy, the sale of intangibles (e.g., software, music, trademarks,
copyrights, etc.) and services (e.g., legal, accounting, and financial) is expanding significantly. Our
economy is no longer defined chiefly by the sale of
tangible goods. Thus, federal law should be
updated to: 1) codify the physical presence
standard in federal law for all state taxes on
business activities, and; 2) extend existing protections for the solicitation of tangible personal
property to include protections for the sale of
services and intangibles.
Table 7
Indiana Uses Single-Sales Apportionment to Keep Giant/Midlands from
Moving Property and Payroll to Michigan

State
MI

IN

Giant/Midlands’
Percentage of
Apportionment Property, Payroll
Weights
and Sales in State
Property: 1/20
Property: 25%
Payroll: 1/20
Payroll: 25%
Sales: 9/10
Sales: 50%
Property: 0
Payroll: 0
Sales: 1

Property: 75%
Payroll: 75%
Sales: 50%

Apportionment
Formula
((.25* .05)+
(.25*.05)+
(.5 *.9))=.475
Sales=.50

Apportioned
Income
Total Tax
$5.7 million $108,300

$6 million

$510,000

Table 8
Apportionment Throwback and “Nowhere” Income

State
AL

MS

Nexus
Yes

No

Apportionment
Weights
Property: 1/3
Payroll: 1/3
Sales: 1/3

Ajax’s
Percentage of
Property, Payroll
and Sales
Property: 100%
Payroll: 100%
Sales: 90%

Apportionment
Formula
((1* .33)+
(1*.33)+
(.9 *.33))=.967

n/a

Sales:10%

n/a

Taxable
Income
$9,670

0

Formula
(sales
throwback)
((1* .33)+
(1*.33)+
(1 *.33))=1

Taxable
Income (sales
throwback)
$10,000

n/a

n/a
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State revenue officials argue that physical
presence is the wrong standard to use for nexus
and offer some form of economic presence test
(e.g., the MTC’s factor presence proposal) as a
more appropriate standard. They are concerned
that the physical presence standard would encourage corporate tax sheltering,55 drain state and local
governments of revenues,56 lead to more litigation
and uncertainty, at least in its current form,57 and
put federalism itself at risk.58 Economic presence,
according to many state revenue officials, would
shore up the state corporate income tax by
simplifying nexus requirements and strengthening
the revenues produced by it.
Economic presence is not an appropriate
standard for nexus, particularly given the realities
of today’s economy. For example, almost all
businesses with a web site are economically
present in all fifty states because information
about their goods and services is available everywhere. The same can be said for catalogues or
advertisements. Economic presence vastly expands
the number of jurisdictions that can claim the
right to tax a business’s income and thus vastly
expands the burden of state tax compliance for
multistate businesses and other businesses that are
not thought of as multistate. Economic presence
would be a roadblock for interstate commerce.
Economic presence would be especially
burdensome for small businesses. This is undoubtedly why the sales threshold in the MTC factor
nexus proposal ($500,000) is higher than the
thresholds for property ($50,000) and payroll
($50,000). If small businesses have to pay tax
based on sales, many might decide that selling to
customers in other states is not worth the risk.
The owner of a small software company in South
Carolina recently intimated that he is currently
questioning whether his company can afford to do
business with customers in other states because of
the potential tax liability.59
Finally, economic presence does not lead to
sufficient benefits to justify imposing a tax to pay
for those benefits. Yes, corporations that make
sales into a state are “availing themselves” of the
state’s market and the legal structures on which
that market rests. But so are the corporation’s
customers, who are physically present in that state
and, purportedly, paying taxes for the benefit of
participating in the market.
Furthermore, the market of the destination
state is not the only market necessary to consummate a transaction. The corporation making the
sale to a customer is already paying taxes for the
benefits of the market in the place where the sale
is made from, where it is physically present. Since
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a transaction includes at least two parties, both of
whom are physically situated in at least one place,
it makes sense to have both parties shoulder the
cost of market structures where they are physically
present. Thus, in a two-party transaction, one
party pays for market structure where it is physically located, and the other party pays for market
structure where it is physically located. In this
case, each government has received full payment
for benefits received by both parties to a transaction.
Physical presence, therefore, is a more
appropriate standard for Congress to use in
delineating the Commerce Clause limits on state
tax jurisdiction. The Supreme Court explained in
its Quill decision that the Commerce Clause is
concerned primarily with maintaining free trade
among the people of the states by giving Congress
the power to restrict state actions that impede this
free trade.60 States chiefly cause harm to our
national trade not merely by imposing tax on
interstate commerce, but by the sheer number of
multiple taxes that are imposed on a single
corporation engaged in interstate commerce.
The Quill court, in holding that a business
must have physical presence in a state before the
business can be forced to collect use tax on a
purchase made by a customer in that state, paid
particular attention to the fact that, absent a
physical presence standard, a business might be
liable to collect tax in as many as 6,000 state, local
and special jurisdictions, all with different tax
rates and tax bases.61 The number of tax jurisdictions has grown to over 8,000 since 1992, the year
in which the Quill decision was made.62 Taking
into consideration local license taxes, there are
likely just as many jurisdictions, if not more, that
impose direct taxes (including income and
franchise taxes) on business.
This numerical complexity, Douglas
Lindholm argues, means that physical presence
“offers taxpayers the choice as to where and
whether to shoulder complex state tax compliance
burdens, instead of leaving it in the hands of their
customers,” as economic presence would do.63 The
choice whether to submit to direct tax burdens is
best left to businesses that pay those taxes instead
of their customers. A business should not face
direct taxation merely at the click of a customer’s
mouse.
The MTC objects to federal nexus legislation
that is based on the physical presence principle,
insisting that Congress should only legislate on
state tax issues under the Commerce Clause when
it is helping to simplify and harmonize state tax
systems.64 The MTC’s view of the Commerce

Clause, however, is inconsistent with the reason
behind its adoption and its development by the
United States Supreme Court.
The Commerce Clause was intended and
should be used as an express limit on state power.
In that spirit it serves as a protection, in some
cases, against the exercise of state power against
individuals or businesses engaged in interstate
commerce. If one accepts that Congress has the
responsibility, under the Commerce Clause, to
adopt the state nexus standard that simplifies
multistate taxation while easing the burden of
state taxes on interstate commerce itself, then
physical presence is clearly a better option than
economic presence.
Furthermore, the physical presence standard
allows states to compete for, attract and maintain
business investment. If a corporation pays taxes
where it has physical investments, then state
lawmakers can use tax changes to attract physical
investment to their state. If a corporation pays
taxes merely based on economic presence, like
sales, then the incentive to locate physical investment in a particular state is lessened, if not
removed entirely. The economic presence standard
would clearly harm the ability of states to compete
for business investment by modifying their
corporate tax structure.
The physical presence standard would not
only simplify multistate corporate taxation, but it
is consistent with the protections intended by the
letter and spirit of the Commerce Clause itself.
These protections are more important today than
ever as interstate and international trade are
booming.

B. Combined Reporting
State revenue officials argue that combined
reporting more accurately reflects the income of a
unitary business group65 and limits the impact of
corporate tax planning.66 Some commentators
have suggested that combined reporting would
actually reduce complexity and administrative
costs.67 Others argue that forced combined
reporting limits “harmful” tax competition and
the ability of businesses to shift income from
high-tax to low-tax states.68
State lawmakers need to be very careful about
requiring combined reporting, however, especially
if the intent is to raise corporate tax revenues. The
higher revenues that sometimes result from
combined reporting depend on the types of
business located in a particular state. Combined
reporting can actually lead to revenue loss (as it
did in one of the Giant/Midlands examples
above). Each state should pursue a detailed

analysis of the impact combined reporting will
have on in-state industry and not just assume that
combined reporting will have a positive revenue
impact.
Complications and problems with implementation are often cited as the reasons why no state
except Vermont has fully embraced combined
reporting in the past 20 years.69 Iowa flirted with
combined reporting but declined after estimating
that it would actually cause the state to lose tax
revenue. Other states have had second thoughts:
California repealed worldwide reporting in 1988
and now permits a “water’s-edge” election;70
Florida repealed combined reporting shortly after
enacting it;71 and Connecticut recently enacted
combined reporting but repealed it a week later.72
Tax executives do not completely oppose
combined reporting but are skeptical about its
widespread adoption. Complexity issues identified
with combined reporting include treatment of
foreign income (e.g., currency differentials
between affiliates in different countries),73
handling affiliates with different apportionment
formulas,74 handling fiscalization issues,75 and
whether state revenue departments can efficiently
make the switch from a separate to combined
reporting system (i.e., what constitutes a unitary
group and will the state revenue department be
able to make a solid determination of what
unitary means?).76 Tax professionals are adamant,
however, that if states want to continue to use
separate reporting then they should be willing to
live with the results.77
Giving corporate taxpayers the choice of
whether to file a separate return or a combined
return also makes sense from a tax policy perspective, though it will lead to revenue loss.
Piggybacking on the federal system would reduce
complexity even further, enhancing a state’s
attractiveness for new business investment.
Overall, simplicity and fairness make elective
combined reporting a viable option for reporting
corporate tax revenue in the 21st century economy.

C. Apportionment
Controversy is growing over apportionment issues
as more states move away from using property and
payroll and move toward double-weighted or
single-factor sales. Also controversial are the
throwback rules designed to recapture income
apportioned to states where it is not taxed (socalled “nowhere” income).
Throwback rules embrace the questionable
assumption that all income must be taxed. When
a state decides not to tax the income derived from
a sale to its citizen, throwback allows the state
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where the sale originated to step in and levy the
tax. Throwback rules thus conveniently set aside
the sourcing rules when they lead to a revenue
loss. If sales are indeed sufficient to trigger nexus,
which statutes like UDITPA assume, then
sourcing those sales back to the origin has nothing
to do with sound tax policy and everything to do
with raising taxes.
Another problem with throwback is the
complexity that results from attempting to avoid
multiple taxation. If a corporation has nexus in
two states (both of which use throwback), but
sales in all fifty states, both states will throwback
all the corporation’s sales. Thus, each state would
apportion 49/50 of the corporation’s sales with
throwback, while it would only have apportioned
1/50 without throwback. States try to account for
this by sourcing sales, for throwback purposes,
back to the state where the sale actually originated.78 While this can alleviate multiple taxation,
it adds a layer of complexity, as businesses must
track, for apportionment purposes, where their
sales originated.
Throwback, particularly when coupled with
single-sales factor apportionment, also converts
the state corporate income tax into an origin-based
tax on a corporation’s gross receipts. Research by
Charles McClure revealed that, in economic
terms, the apportionment formula used by a state
transforms that state’s corporate tax into a separate
tax on the underlying factors of production used
in the apportionment formula itself.79 A state that
relied on single-sales factor apportionment,
therefore, would cause the incidence of its
corporate tax to fall on in-state sales. Combining
single-sales apportionment with throwback thus
levies, in economic terms, a tax on all the sales (or
gross receipts) of the corporation. Business
interests roundly criticize gross receipts taxes as
anti-business and anti-competitive since they do
not generally allow deductions for business
expenses, do not take profits into account, and
can have a pyramiding impact on business-tobusiness sales.80
Throwback is particularly hard on small- and
medium-sized businesses with physical presence in
few states (especially states that use single-sales
factor apportionment) but sales in many other
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states. Sellers who use web sites like eBay to sell
items all over the world would be especially hard
hit (eBay was a $32 billion business in 2004)
because, under throwback, their sales would be
sourced back to their origin.81 Small manufacturers that sell primarily to customers in other states
are also negatively impacted by throwback.
Despite the controversies over apportionment
issues, state lawmakers seem intent on moving
more towards single-sales apportionment as an
economic development tool. States that make the
move now will reap the most benefits in terms of
jobs, because once a majority of states have gone
to single-sales factor apportionment, it will start to
lose its competitive luster.

VII. Conclusion
State revenue officials want to fix and/or save the
state corporate income tax by adopting economic
presence nexus, combined reporting and apportionment throwback of sales made to states where
corporations do not have to pay tax. Lawmakers
in other states are willingly foregoing state
corporate tax revenues in order to attract business
investment from other states. These two views are
fundamentally irreconcilable.
Tax executives are once again making a push
in the 109th Congress to have the physical presence standard for state tax nexus enshrined in
federal law. State revenue officials will fight this
change, arguing that it will doom state corporate
taxes. When Congress looks at how little corporate taxes contribute to state treasuries, and then
notices how, through single-sales apportionment
and other incentives, state lawmakers are willingly
foregoing revenues to induce physical investment
in jobs, plants and machinery, it will see that states
are already hastening the day of the corporate tax’s
demise. States may one day again view the
corporate tax as an important component of state
revenue, but for now those who are fighting to
keep it are fighting a losing battle, not only
against lawmaking trends but against economic
reality itself.
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