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1.0 INTRODUCTION

State and local taxation (SALT) has been the focus of a growing body of
tax research over the past twenty-five years. Part of the reason for this is be-
cause it is such a fascinating area for research: fifty states with taxing regimes
that are in many ways so similar, and yet in many ways very different, provide
a ready field laboratory for testing theories about taxation in general. The varia-
tions in state tax regimes also provide a unique setting for studying multi-
jurisdictional issues. Much of the work done in this area has broad policy im-
plications. Research that provides evidence on how firms and taxing jurisdic-
tions react to various provisions and changes in tax law can inform the legisla-
tive process. SALT research can aid policymakers to structure the laws in such
a way as to maximize aggregate welfare while minimizing the economic distor-
tions and administrative and compliance costs created by the state corporate
income tax. Likewise, research into the effects of formulary apportionment
and the firm-level and state-level behavior it elicits is informative both to state
policymakers as well as to the continuing debate at the federal level over the
multinational allocation of income.

Another reason for the increased interest in SALT research is the fact that
the state and local tax burden has grown to be almost as onerous as that of fed-
eral taxes. In a 1992 Coopers and Lybrand survey, participants indicated that
their SALT burden had grown significantly in recent years; it then represented
46 percent of firms’ total tax burden, and further increases were expected
[Baroni, 1993]. Over the past twenty-five years there has been a constant trend
of change in how states tax corporate income: 28 states have altered their ap-
portionment formula, and all 50 states have increased the level and/or variety
of business taxes and financial incentives [Tannenwald, 2001]. As our econ-
omy continues to shift from production/consumption of goods to services, as e-
commerce proliferates, as federal cutbacks in state subsidies continue, and as
inter-state competition intensifies, more changes are likely to take place in state
taxation of business.

Why should accountants conduct research into state-level corporate in-
come taxes? SALT has become an area of specialty for practicing accountants,
both because of the technical complexity of the issues involved and because it
has proven to be a fruitful ground for tax planning to lower clients’ overall tax
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burdens [Gupta and Mills, 2002]. SALT has become an area of interest to ac-
counting researchers for the same reasons. While many of the questions regard-
ing state-level taxation rightfully reside in the realm of macroeconomic re-
search, accountants’ knowledge of the institutional detail and the technical
aspects of state corporate income taxation gives them a unique vantage point
for evaluating the effect of such taxation on business decisions. And it is the
response to these taxes at the firm level that drives the macroeconomic conse-
quences observed at the state level.

In the broadest sense, SALT encompasses all of the taxes imposed by state
and local governments—property taxes, sales/use taxes, franchise taxes, excise
taxes, income taxes, as well as other more specialized taxes on specific transac-
tions, commodities, or industries. In this paper, the focus i is on accounting re-
search mvolvmg state-level taxation of corporate income.' The remainder of
this paper is organized as follows: Section 2 presents a brief summary of how
state corporate income taxation works, section 3 introduces the types of ques-
tions and issues addressed by researchers in this area, section 4 discusses data
sources and measurement issues, section 5 presents a detailed review of the
literature, and section 6 presents suggestions for future research.

2.0 STATE TAXATION OF CORPORATE INCOME
2.1 The corporate income tax

States vary somewhat in their methods of taxing business profits. Nevada,
South Dakota, and Wyoming do not impose a tax of any kind on the income of
corporations (South Dakota does impose a franchise tax on financial institu-
tions). Washington’s Business and Occupation Tax is a tax on gross receipts,
with rates that vary across industries and business activities. Michigan’s Single
Business Tax is a consumption-type value-added tax; although computation of
the tax base starts with federal taxable income, major modifications are made
such that it cannot accurately be considered a tax on income. The remaining
forty-five states levy a tax that is based primarily on the current earnings of the
corporation. In some cases, the corporate income tax is defined as a franchise
tax on the pnvnlege of doing business thhln the state; in others, it is a direct
tax on the income earned within the state.” For almost every state, the compu-
tation of the income tax base begins with federal taxable income. Modifications
involve primarily the specific types of income included/excluded from gross
income, depreciation methods, and other specific deductions al-
lowed/disallowed. State tax rates on corporate income currently vary from
4.5% to 12%. States also vary as to the number and types of credits allowed
against the income tax.

' There is a great deal of overlap between economics research and accounting research in this area.

Some of the studies discussed in this paper were conducted by economists (and a growing number of studies
are collaborations between accountants and economists), but the primary focus of this review is on account-
ing research.

2 The distinction is primarily a legal one; it affects whether the state can tax foreign or out-of-state
corporations, and whether it can tax interest eamed on federal obligations [CCH, 2002b, par. 5-000 and 10-
000].
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2.2 The Apportionment Formula

The complexity in state corporate income taxation arises when firms con-
duct business in more than one state. When a corporation has business activi-
ties in several states, then each state with which the firm has nexus can tax the
income earned within that state. > Measuring income earned within each of
several jurisdictions presents conceptual problems. Rather than require separate
accounting, which would necessitate the pricing of non-marketed intermediate
products that are transferred across state lines, state governments have adopted
formulary apportionment. The taxable income of a multistate firm is distributed
among the states in which it does business in accordance with the relative pro-
portions of its sales, payroll, and property sourced in each state. A firm’s in-
come tax expense in state i would be found by applying the following formula:

5 i ;
X, =r* {(wf B el U S %)J *r o

X; = the firm’s income tax expense in state i
T = statutory income tax rate in state i
W= the factor weights assigned to the sales,

payroll, and property factors by state i’s ap-
portionment formula—they must sum to one

si> L, pis = the firm’s sales, payroll, and property sourced
in state i

S P = the firm’s total sales, payroll, and property

T = the firm’s nationwide (or possibly worldwide)

taxable income, as adjusted by state-specific
rules

The bracketed term in Equation (1) is the apportionment formula, and it is de-
signed to capture the in-state presence of the corporation, or the state’s contri-
bution to the total income earned by the corporation.

Traditionally, the states used equal weights for the three factors. But since
1978, when the Supreme Court upheld the right of states to deviate from the
equally weighted formula [Moorman Manufacturing Company v Blair, 437 US
267, 1978], many states have changed to double-weighted sales, or to 100%
sales. The resulting lack of uniformity can result in some firms paying state

> In general, there is sufficient nexus for taxability when a corporation carries on business activity in

the taxing state. Any one of the following factors can also provide the required nexus: (1) owning or leasing
property in the state, (2) having capital or property employed in the state, (3) employing personnel in the
state, or (4) deriving income from activities or other sources in the state. The nexus standards for corpora-
tions engaged in the sale and manufacture of goods were changed in 1959 by P. L. 86-272. This federal stat-
ute immunizes such corporations from taxation if the corporation's only business activity in the taxing state is
the solicitation of orders for the sale of tangible personal property and if resulting orders are sent outside the
state for approval and filled by shipment or delivery from outside the state [CCH, 2002a, par. 210].
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income taxes on more than 100% of their U.S. taxable income. It also presents
opportunities for firms to strategically locate/report sales, payroll and property
so as to pay state 1ncome tax on substantially less than 100% of their nation-
wide taxable income.*

2.3 The Throwback Rule

Another feature of formulary apportionment that varies across states is the
definition of which sales, wages, and property are included in the numerators
of the apportionment formula. With sales, for example, most states use the des-
tination rule: sales are sourced to the state to which the goods are delivered. If
the firm does not have nexus in the state of destination, those sales are not in-
cluded in the numerator of the apportionment formula for any state—they are
called “nowhere sales”. Twenty-five states currently have a throwback rule,
which requires that nowhere sales be thrown back to the state of origin, to be
included in the numerator of the apportionment formula in such state. West
Virginia has a “throw-out” rule, in which nowhere sales are eliminated from
the denominator .

2.4 Combined Reporting

A further complexity arises when the multistate corporation is a member
of an affiliated group. States typically use one of two methods to define the tax
base of such a taxpayer: combined (unitary) reporting or separate reporting.
Combined reporting treats related corporations considered to be members of a
unitary group as a single entity; each member’s apportionable income and
apportionment factors are added together, and the income taxable to the state is
computed as though the group were one taxpayer (even though in some cases,
some of the affiliates do not have nexus in the taxing state).” Separate report-
ing requires a state to apply its apportionment formula to each separate corpo-
ration operating in the state. Some states require combined reporting, some
prohibit it, and some permit its use at the option of the firm. Among states
that require or permit combined reporting, some require inclusion of foreign
members of the unitary group (worldwide), while others specify only domestic
affiliates should be included. States that require worldwide combined reporting
typically allow multinational corporations to make a water’s-edge election,
which restricts the application of the unitary method to domestic affiliates.

* For example, a firm that locates substantially all of it property and payroll in a state that uses only the
sales factor and sells primarily into nexus states with equally-weighted apportionment formulas could pay
state income tax on as little as 33% of its total taxable income.

5 Related corporations are included in the unitary group if their activitics are considered to be an inte-
gral part of the unitary group’s business. Combined reporting is not to be confused with consolidated report-
ing. A number of states permit or require affiliated groups of corporations to file a consolidated return if a
consolidated return has been filed for federal purposes. Consolidated state returns include only those mem-
bers of the affiliated group that are taxable (have nexus) in the state [CCH, 2002a, par. 1608].
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Table 1 summarizes the salient features of state taxation of corporate in-
come, and allows a comparison across states of the income tax variables dis-
cussed above: tax type, tax base, tax rate, tax credits allowed, factor weights
used in the apportionment formula, presence of a throw-back rule, require-
ment/permission of combined reporting, as well as a list of other major types of
taxes imposed on corporations by the states.

3.0 ACCOUNTING RESEARCH ISSUES
3.1 General tax research questions

Shackelford and Shevlin [2001], in their seminal review of empirical tax
research in accounting, begin by reiterating the three basic questions of schol-
arly and policy interest: “Do taxes matter? If not, why not? If so, how much?”
Tax research involving the state-level corporate income tax is used to address
all three questions. At first glance it might seem that state corporate income tax
research is redundant with the research dealing with the federal corporate in-
come tax, or is confined to unique provisions in the states’ tax codes. But many
general questions about income taxation can be addressed more effectively at
the state level. The differences between state and federal corporate income tax
rules, and more importantly the differences among the states themselves, pro-
vide empirical research opportunities that do not exist at the federal level. It is
possible to exploit the differences in state tax regimes to test for tax effects in
what is virtually a quasi-experimental setting. Thus, one can study firms in the
same industry, over the same time period, and observe the effect of different
state tax laws/rates on particular business decisions.

A number of recent studies have explored the heterogeneity of state tax
systems to answer some basic “Do taxes matter?” questions. For example, does
the type of tax imposed (income tax, value-added tax, franchise tax, gross re-
ceipts tax) influence business decisions [Porter, 1998; Petroni and Shacklel-
ford, 1999]? How do businesses respond to variation in the tax rate [Klassen
and Shackelford, 1998; Hines, 1996], or to the taxability/deductibility of a par-
ticular line item [Sawyers and Beasley, 1998; Beatty and Harris, 2001]?
Firms’ responses to taxation can be categorized as accounting responses, such
as the use of discretionary accruals, choice of particular accounting methods,
etc., or as economic responses, such as choice of organizational form, firm lo-
cation, and choices involving investing and financing alternatives. Accounting
choices are more easily made in the short run, and therefore often more easily
detected than economic responses [Slemrod, 1990]. Also, documenting the ex-
istence of a tax effect is much easier than quantifying that effect.

3.2 Multijurisdictional issues
The exploration of multi-jurisdictional issues is another area where state

corporate income tax research makes a major contribution to the literature.
When firms operate in multiple jurisdictions, each with differing tax regimes,
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to what extent do they use accounting, financing, and investing strategies to
minimize their total tax burdens? A number of studies have explored cross-
Jurisdictional income shifting at the international level [e.g., Harris, 1993;
Klassen, Lang and Wolfson, 1993; Collins, Kemsley and Lang, 1998]. The re-
sults of some of these studies, particularly the earlier ones, could be character-
ized as ambiguous or weak. One of the problems encountered in this type of
research is that there are many confounding factors: foreign currency fluctua-
tions, differences in capital markets, differences in accounting, tax, and legal
systems, variation in economic and technological development, etc., all of
which add noise to the analysis and make it difficult to isolate a significant tax
effect. Another problem is the forced reliance on data from only one jurisdic-
tion—these studies use primarily public financial statement data and the geo-
graphic segment disclosures required by generally accepted accounting princi-
ples in the United States.

The fifty states represent a far more homogenous population as far as geo-
graphic, political, cultural, and economic influences; some accounting/tax data
is available at the state level and is prepared in accordance with similar sets of
rules across states. In other words, many of the non-tax variables that might
affect multi-jurisdictional business decisions are already controlled for, at least
partially. Thus, many of the limitations of multi-national tax research are not
present in multi-state tax research.® Klassen and Shackelford [1998] and
Petroni and Shackelford [1999] use state-level taxes to study tax-motivated
income shifting across states with differing tax rates.

3.3 Issues involving formulary apportionment

An important distinction between multinational and multistate taxation,
however, is in the way the tax base is distributed among jurisdictions in order
to avoid multiple taxation. At the international level, separate accounting is
maintained, and for U.S. based multinationals the foreign tax credit is used to
ameliorate the effects of overlapping taxation. The United States has detailed
rules for the sourcing of income, and regulation of transfer pricing is the pri-
mary mechanism used to constrain income shifting. In contrast, the taxable in-
come of multistate firms is apportioned among states using an arbitrary for-
mula, as described in Part 2. If a state requires worldwide combined reporting,
the transfer-pricing game is virtually shut down [Smith, 2000].

The effects of formulary apportionment on firm-level accounting and busi-
ness decisions, as well as its effects on state-level economic development, have
generated a significant amount of research interest. Does an increased weight
on the sales (payroll, property) factor lead to decreased amounts of shipments
reported (wages paid, capital invested) in a state [Klassen and Shackelford,
1998; Lightner, 1999; Goolsbee and Maydew, 2000; Weiner, 1996a; Gupta and

¢ Unfortunately, the lack of significant geographic, economic, cultural, and political differences across
states, while enhancing a study’s “internal validity,” may limit its “external validity”. The multinational
business world is considerably more complex and dynamic than the multistate world; thus, multistate re-
search may not be directly generalizable to the multinational arena.
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1996a; Gupta and Hofmann, 2002]? Does the requirement for combined re-
porting affect foreign investment and the inter-state location of property and
labor [Moore, Steece and Swenson, 1987; Weiner, 1996a; Williams, Swenson
and Lease, 2001; Gupta and Hofmann, 2002]? These are all highly specialized
versions of the basic question, “Do taxes matter?,” but they are of interest to
SALT practitioners as well as tax policymakers. There has been some discus-
sion in academic circles about converting international taxation in the United
States to an apportionment formula style system [Musgrave, 1972; Tax Ana-
lysts, 1995; Wetzler, 1995; Weiner, 1996b; Shackelford and Slemrod, 1998];
research revealing economic externalities of formulary apportionment informs
this debate as well.

4.0 DATA SOURCES AND MEASUREMENT ISSUES

4.1 Firm-level data

A major limitation to research in the state corporate income tax area is the
availability of firm/state-level data. Multistate firms do not disclose state seg-
mented data, nor do state departments of revenue disclose details from the tax
returns of corporations. Some researchers have used surveys to obtain firm-
specific data [Porter, 1998; Gupta and Mills, 2002]. Some industry-specific
data is available at the state level, and within certain industries firm/state-level
data may be obtained. Insurance companies, for example, being subject to state
regulation, prepare state-segmented financial disclosures. Petroni and
Shackelford [1995, 1999] use firm-level data from disclosures mandated by the
National Association of Insurance Commissioners.” For research questions
that do not involve multi-jurisdictional issues, it may be possible to identify
firms with operations in only one state. Sawyers and Beasley [1998] and Beatty
and Harris [2001] study the effects of differential state taxation of U.S. Gov-
ernment obligations by using the financial reports of banks whose activities are
confined to a single state.

4.2 State-level data

There exists a much larger variety of data available that has been aggre-
gated at the state level—much of it from government sources. Various agen-
cies of the U.S. Department of Commerce publish a wealth of data, much of it
aggregated by state, relating to business and economic activity. The Depart-
ment of Labor provides statistics quantifying employment; the Department of
Energy provides data on energy costs and consumption. The U.S. Census Bu-
reau’s Annual Survey of Manufactures tabulates data on employment, manufac-
turing costs, capital expenditures, and value of shipments for the manufacturing

7

A potential drawback to using industry-specific data is that the results may not be generalizable to
other industries. This is especially a problem for the insurance industry, which differs from most other indus-
tries along a number of dimensions. Furthermore, most states impose a premium tax, rather than an income
tax, on insurance firms.
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sector, which can be broken down by state and SIC code; and the Bureau of
Economic Analysis provides national and regional economic statistics, includ-
ing data on foreign direct investment. The American Council on Intergovern-
mental Relations publishes a compendium of information on budgets, reve-
nues, expenditures, tax systems, employment, etc., across all levels of
government, taken from a variety of government and non-government sources,
in their annual Significant Features of Fiscal Federalism. Summaries as well as
details regarding each state’s tax laws are available from CCH’s State Tax
Guide, Multistate Corporate Income Tax Guide, and individual state reporters,
and RIA’s All States Tax Handbook. Many of the studies discussed in this pa-
per utilize data aggregated at the state level [Moore, Steece and Swenson,
1987; Hines, 1996; Weiner, 1996a; Klassen and Shackelford, 1998; Lightner,
1999; Goolsbee and Maydew, 2000; Gupta and Hofmann, 2002; Omer and
Shelley, 2002]. Appendix A provides a list of many of the sources of data that
have been used by SALT researchers.

4.3 Measurement issues

Limitations on the type of data available lead to measurement issues. For
example, the use of state-aggregated data substantially reduces the power of
statistical tests. The richness of firm-level detail is lost, and the effects of com-
peting influences on firm decisions are not easily disentangled. Even when
firm-level data is available, it is typically in the form of publicly available fi-
nancial statements or reports filed with various regulatory agencies, not tax
returns. Thus, the variables of crucial interest to the tax research question are
not directly observable. The firm’s taxable income or marginal tax rate, for ex-
ample, can only be roughly estimated from public financial disclosures.®*  For
studies using state-aggregated data, it is even less clear as to the appropriate
rate to use to reflect the average marginal tax rate. Some studies simply use the
top statutory marginal rate [Klassen and Shackelford, 1998; Goolsbee and
Maydew, 2000; Gupta and Hofmann, 2002]; this tends to overstate the tax
variable, because it does not reflect tax reductions provided by exemptions,
lower tax brackets, and tax credits. Other studies have used an effective rate
computed by dividing state corporate tax collections by a measure of total state
corporate income [Petroni and Shackelford, 1995, 1999; Moore Steece and
Swenson, 1987]; this method is fraught with measurement error, because the
tax measure used may include taxes other than the corporate mcome tax, and
the income measured may include other than the income being taxed.”

Furthermore, for multistate firms, tax rates alone are often an inappropri-
ate measure of differential tax burdens across states. It is not just the state cor-
porate income tax rate, but the way it is apportnoned across sales, payroll, and
property, as well as the tax base to which it is applied (combined or separate

' There has been a great deal of academic research dealing with the estimation of the marginal or aver-
age income tax rate. Callihan [1994] reviews this literature, and Shackelford and Shevlin [2001] include a

discussion of more recent work.
®  Papke [1991] uses an after-tax rate of return. However, Knight [2001] discusses why this may not be
an appropriate measure of tax burden.
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reporting), that is likely to influence firm decisions. Accountants have been
able to exploit their knowledge of the institutional details of multistate corpo-
rate income taxation to improve the research in this area. For example, much of
the economic research involving the influence of taxes on business location and
capital investment decisions concludes that taxes in general, and state corporate
income taxes in particular, have little if any influence [Carlton, 1979, 1983;
Bartik, 1985; Helms, 1985; Papke, 1987, 1991; Wasylenko, 1997]. Unfortu-
nately, most of these studies overlook the way that multi-state income is appor-
tioned, and the specific effect the payroll (property) factor weight has on the
cost of locating labor (property) in a state. Later studies that incorporate more
of the features of the state income tax, especially the apportionment formula
factor weights, find significant tax effects on employment and capital spending
across states [Goolsbee and Maydew, 2000; Gupta and Hofmann, 2002].

5.0 REVIEW OF RECENT RESEARCH

The research involving the state corporate income tax is here divided,
somewhat arbitrarily, into two categories. Section 5.1 presents studies that ex-
amine general taxation questions relating to variation in the type of tax, tax
rates, and deduction rules. Section 5.2 looks at the analytical and empirical
work involving multistate taxation, most of which addresses questions relating
to specific features of the apportionment formula or the combined reporting
requirement. Table 2 summarizes the major studies discussed in this section.

5.1 Exploring state variation in tax regimes

The heterogeneity in state taxation of corporate income has been exploited
to address a number of “Do taxes matter?” questions. For example, variations
in the type of tax imposed provide an opportunity to test the degree to which
the tax regime influences accounting and economic choices made by firms. As
discussed in Part 2, 45 states tax business profits using a corporate income tax,
while several states have chosen alternative regimes. Porter [1998] compares
levels of discretionary accruals and the levels of debt financing among firms
with operations primarily in California (income tax), Michigan (value-added
tax), and Texas (franchise tax). Because the pre-1991 Texas franchise tax is a
balance sheet tax, based on net worth, the use of debt financing and the deferral
of profits through accruals management results in a permanent avoidance of
tax. In contrast, the tax base for Michigan’s value-added tax does not allow for
interest/debt deductions, and provides little opportunity to use accruals for tax
avoidance purposes.

Porter finds that multistate firms with a high proportion of operations in
Texas have significantly lower discretionary accruals than do multistate firms
with a high proportion of operations in Michigan, suggesting that firms manage
accruals for tax purposes. Porter finds no significant differences in debt levels
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among firms operating primarily in Texas, California, or Michigan; however,
her failll(l)re to find the hypothesized result may be due to methodological weak-
nesses.

In the insurance industry, most states impose a premiums tax on insur-
ance companies, which functions like a gross receipts tax. The tax base is unaf-
fected by claims losses paid out. A few states, however, tax the net income of
insurance companies. This provides incentive for the shifting of losses on
multistate policies to states where income reductions result in tax reductions.
Petroni and Shackelford [1999] find that insurance firms report 5.4% lower
premiumny/loss ratios in states where they face an income tax rather than a pre-
mium tax, consistent with increased income/loss shifting to avoid income
taxes.

5.1.1 Exploring variation in state tax rules and rates: banking and insur-
ance industries

Two studies use data from the banking industry to examine the extent to
which differential taxation of U.S. government obligations (USOs) affects in-
vestment portfolio choices. Sawyers and Beasley [1998] examine differences in
the level of USOs held by state-chartered banks in states that allow a deduction
for interest expense allocable to tax-exempt income, compared to banks in
states that do not allow such a deduction. Though plagued by problems with
multicollinearity and measurement error, they find limited support for their
hypothesis that banks in high-tax/deduction states will hold more USOs. Beatty
and Harris [2001] compare the investment portfolios of banks in states that tax
USOs to banks in states that do not. They find that banks in taxing states hold
about 40 percent less USOs, hold a riskier mix of assets, and hold greater
amounts of capital than banks in non-taxing states.

A series of studies [Petroni and Shackelford (P&S) 1995, 1999; Ke,
Petroni and Shackelford (KPS), 2000] exploit the unique reporting require-
ments for the insurance industry to examine the influence of state tax rates. The
richness of the data available in this industry makes it an ideal setting to test for
multijurisdictional tax effects. In their annual statutory reports, insurers are re-
quired to disclose direct premiums earned and direct losses incurred by state
and to allocate premiums and losses from multistate policies across states. Be-
cause states may charge out-of-state insurers “retaliatory taxes” on premiums
(income) earned in the state, different insurers in the same state may pay dif-
ferent rates. This adds significant variation and aids in the ability to disentangle
the effects of tax rate from other state-specific factors.

————

1 The debt-to-assets ratio that Porter uses to measure financing choice does not really capture incre-
mental financing decisions (sec discussion in MacKie-Mason [1990]). State-level taxes have historically
been quite small in comparison to federal taxes, and thus may not have had an influential effect on the cumu-
lative financing decisions represented by the debt-to-assets ratio. Furthermore, the way that the income of
multistate firms is allocated and apportioned among states may very well obscure some of the effects Porter
was looking for. A cleaner test would use single-state firms from states with differing tax regimes, and would
focus on incremental financing decisions.
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P&S [1995] find that variation in state tax rates influences the choice of
organizational form: property-casualty insurers structure their cross-state ex-
pansion to mitigate state tax costs. Insurers are more likely to expand into low-
tax states using subsidiaries, and to use licensing to expand into higher-taxed
states. P&S [1999] provide the strongest evidence to date of tax-motivated in-
come shifting; they also provide some quantification of the tax effect. P&S es-
timate that over all, insurers would respond to a standard-deviation increase in
state effective tax rates by understating the premium-loss ratios they report to
state regulators and tax officials by 1.7 to 2.2 percent: 3.0 to 3.5 percent for
insurers specializing in multistate lines of business. KPS detect a positive rela-
tionship between self-insurance and state tax rates, suggesting that consumers
(which would include businesses as well as individuals) may opt to self-insure
rather than bear the incidence of higher insurance taxes.

5.1.2 Foreign direct investment

Do state corporate income taxes affect the location of foreign direct in-
vestment? Two studies come to differing conclusions. Hines [1996] finds that
state tax rates significantly influence the location of foreign direct investment
in the United States, and estimates the magnitude of the effect: state corporate
tax rate differences of one percent are associated with differences of 9-11 per-
cent between the investment shares of foreign-tax-credit investors and the in-
vestment shares of investors whose foreign income is fully taxed."" Hines uses
a single year of data (1987), and statutory tax rates (his model does not incor-
porate the effect of formulary apportionment or combined reporting). An ear-
lier study by Moore, Steece and Swenson [1987] (MSS) finds that the presence
or absence of a worldwide combined reporting requirement has a substantial
impact on levels of foreign investment in a state, while corporate income tax
rates have little effect. MSS use an effective tax rate and run five separate
yearly regressions (1977-1981). The differences in research design and con-
struct measurement make it difficult to reconcile the results of these two stud-
ies, which serves to illustrate the importance of choosing and defining tax vari-
ables carefully.

A number of facts can be concluded from the above research involving the
heterogeneity of the state-level corporate income tax. From the perspective of
firm behavior, three main points emerge. First, the state corporate income tax
exerts a significant influence on business decisions. Although state rates are
relatively low (even more so after considering federal deductibility), the state
corporate income tax has been shown to affect economic choices. Second,
variations in tax regimes, tax bases, deductions, rates, etc., elicit different re-
sponses from affected firms. This further illustrates the point that firms respond
to tax incentives and that, within cost/benefit constraints, firms act to minimize
their total tax costs. Finally and following from the previous point, multistate

"' Hines does not conduct a direct test of FDI, but rather is comparing the FDI from countries with
foreign tax credits to FDI from countries without any such provision. Hines reports that the results of most of
his tests become insignificant if he excludes data from the five states with no corporate income tax.

|
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firms can and do exploit the lack of uniformity across state tax systems to
minimize total state income tax liabilities. These results can hardly be consid-
ered new or surprising, but they do confirm previous tax research.

5.2 Research involving the apportionment formula

5.2.1 Analytical work

A review of the research exploring the effects of the apportionment for-
mula on inter-state business must begin with the early analytical work of
McClure [1980] and Gordon and Wilson [1986]. These studies laid the theo-
retical foundation for much of the empirical work that follows. McClure exam-
ines the economic impact of formulary apportionment. He shows that the three-
factor apportionment formula effectively transforms the income tax into sepa-
rate taxes on sales, payroll, and property. If the state’s tax rate, r; in Equation
(1), is distributed to the three terms in the brackets, it can be seen that each fac-
tor bears its own share of the tax burden. McClure compares the effect of the
sales-related portion of the state corporate income tax to the effects of both a
true income tax and a sales tax imposed on the seller (gross receipts tax). He
differentiates net after-tax profits with respect to the quantity of sales in state i,
and shows that the sales portion of the income tax causes marginal revenue to
exceed marginal cost at the sales level that maximizes profits. This economic
distortion exceeds that created by an income tax on accounting profits, and
more closely parallels the effect of a gross receipts tax. The payroll and prop-
erty-related portions of the income tax behave in an analogous fashion.

Gordon and Wilson [1986] (G&W) analytically explore more of the dis-
tortions that result from formula apportionment, particularly involving the loca-
tion of property. Initially, they assume that all states use the same apportion-
ment formula--a 100% property factor, but rates vary across states. Due to
differing property burdens in different states, there exists tax-induced pressure
for firms to diversify (or merge with competitors) across state lines until they
all possess identical effective tax rates. When payroll, which is more mobile
than property, is used to apportion taxable income, cross-state mergers are dis-
couraged. When sales enter the apportionment formula, there are incentives for
production from low-tax states to be sold in high-tax states, and vice versa (re-
ferred to as cross hauling). These distortions do not arise when separate ac-
counting, rather than formula apportionment, is used.

Building on McClure and Gordon and Wilson, Anand and Sansing [2000]
(A&S) further explore the consequences of formulary apportionment. Unlike
Gordon and Wilson, A&S assume that the tax rate is constant across states, but
the apportionment factor weights are allowed to vary. Using a two-state equi-
librium model of locational choice, they show that aggregate social welfare
(defined as tax revenues collected plus consumer and producer surpluses in
both states) is maximized when both states use the same formula weights (re-
gardless of what those weights are). However, they go on to show that both
states have incentives to deviate from the coordinated solution; they will never
voluntarily choose identical formula weights. Importing states will maximize
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state welfare by increasing their sales factors to 100%, while exporting states
have strong incentives to increase their property and payroll factors.

The analytical work discussed so far provides compelling theoretical rea-
sons why changing the apportionment formula should result in firms respond-
ing in such a way as to increase investment and or employment in the state, but
it stops short of quantifying that effect. Edmiston [2002], using an eight-region
applied general equilibrium model to simulate the effects of heavier sales factor
weights on economic development and corporate tax revenues, finds that a sig-
nificant positive impact on economic development exists only in the very long
run and that the short-run effects are negligible. A number of empirical studies
attempt to document that firms do in fact respond to variation in apportionment
formula, and to quantify the economic impact of such variation.

5.2.2 Empirical studies of the economic effects of formulary apportion-
ment

Each of the three apportionment factors influences the amount of taxable
income apportioned to a particular state. The state income tax burden on each
factor is equal to the marginal tax rate times the factor weight. Sales increase
the income apportioned to the state of destination, provided the firm has nexus
with that state. Firms can minimize total state income tax, therefore, by ship-
ping to nexus states with lower income tax burdens on sales, and by shipping to
non-nexus states from non-throwback states. Do firms actually employ this
type of tax strategy? Klassen and Shackelford [1998] find that the sales re-
ported in a state is decreasing in the sales burden, and that this relationship is
stronger for throwback states than for non-throwback states. This evidence
suggests that multi-state firms shift sales in order to minimize state income tax
costs. Gupta and Mills [2002] find evidence that firms filing in multiple states,
particularly firms with high sales intensity, achieve lower state effective tax
burdens; this is consistent with firms being able to exploit the heterogeneity of
state tax regimes, and/or shift sales, in order to reduce taxes.

Paying compensation to employees in a state will also cause a portion of
the firm’s income to be taxable in that state. Lightner [1999] finds the change
in manufacturing employment levels across states to be negatively associated
with the income tax burdens on sales, property, and payroll; but further analy-
sis suggests that it is the tax rate, and not the factor weights, driving employ-
ment growth.12 Goolsbee and Maydew [2000], using a 17-year panel of data
and more sophisticated econometric methods, find evidence that the appor-
tionment formula has a large and significant effect on employment levels
across states. A reduction of the payroll weight from one-third to one-fourth
increases manufacturing employment in the state by one to three percent; and a
reduction by other states decreases manufacturing employment in state i. They
further note that employment gains in states that cut their payroll weights come

2 Lightner’s study suffers from research design problems that call her results into question. See Klas-
sen’s [1999] discussion of the Lightner [1999] paper.
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at the expense of jobs in other states. This strongly suggests that multistate
firms adjust employment levels at their various locations in order to minimize
state taxes.

Property is the least mobile of the three factors, and thus the least likely to
be affected in the short run by changes in corporate income tax rates or appor-
tionment weights. Weiner [1996a] finds that apportionment has no effect on
capital-labor ratios across states, and finds only weak evidence that states that
change their apportionment formula (to more heavily weight sales) may stimu-
late new capital spending. Gupta and Hofmann [2002] (G&H) find that new
capital expenditures in the manufacturing sector are negatively related to the
property burden (the product of the property factor weight and income tax rate)
across states. Unlike previous studies, G&H also control for investment-related
tax incentives, and find them to be positively related to new capital expendi-
tures. These tax effects are of greater magnitude and significance in states re-
quiring combined reporting, consistent with the predictions of Williams,
Swenson and Lease [2001]."

Several compelling conclusions can be drawn from the empirical research
involving formulary apportionment. First, McClure’s [1980] assertion that the
factor-apportioned income tax transforms into separate taxes on the factors
seems to be borne out by the evidence. Firms do in fact behave as if they face
separate taxes on sales, payroll, and property, and respond to variation in ap-
portionment factor weights and rates. State tax policymakers must consider the
fact that the economic impact of these factor burdens is not the same as the
economic impact of a true income tax. While a corporate income tax with a
graduated rate schedule is purported to be progressive, sales and payroll taxes
tend to be regressive. Second is the conclusion that tax policy decisions cannot
be made in isolation. Scholes and Wolfson [1992] point out that effective tax
planning requires firms to consider the tax ramifications of a proposed course
of action for all of the parties involved. This advice applies to the taxing au-
thorities as well. Policymakers considering a change in a state’s corporate in-
come tax or apportionment formula must take into account the likely responses
of in-state and out-of-state firms, and the possible reactions of other states. This
leads to the final conclusion: formulary apportionment is politically unstable
[Gordon and Wilson, 1986], and encourages tax competition among states. 14

5.2.3 The apportionment formula and tax competition

There has been a flurry of research investigating the economic and politi-
cal factors that drive a state’s decision to alter its apportionment formula, and

1 Williams, Swenson and Lease [2001] show analytically and through the use of simulations that tax
rate changes in nonunitary states result in little change in the location of property or payroll, but changes in
tax rates in states requiring unitary accounting result in significant resource changes in both the unitary state
and other states.

" Aggressive use of the tax system to attract new business and/or jobs to a state invites retaliatory ac-
tion by other states. This type of tax competition, though more commonly associated with property taxes, is
now being addressed by researchers in connection with state income taxes as well. See Wilson {1999] for a
review of recent research on tax competition.
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the tax competition in which the apportionment formula plays a role. The early
analytical work shows that due to the incentives for states to compete for busi-
ness by lowering the tax rate or changing the factor weights, formula appor-
tionment is politically unstable [Gordon and Wilson, 1986] States can increase
their individual welfare by weighting their apportionment formula towards
sales (net importers) or property and payroll (net exporters) [Anand and San-
sing, 2000]. But such actions are likely to be followed by similar or retaliatory
actions by neighboring states [Goolsbee and Maydew, 2000]. Omer and Shel-
ley [2002] investigate the economic and political factors that influence a state
to alter its apportionment formula. Using data from 1978 to 1998, and an
“event history” analysis methodology, they document an association between a
state’s apportionment change and apportionment changes by neighboring
states. Their results strongly suggest that many apportionment changes are stra-
tegic attempts by states to avoid future negative economic consequences of
neighboring-states’ tax policy changes.

Many academic researchers and tax practitioners have decried what they
see as the growing tax competition between the states, characterizing it as a
race to the bottom. As sales, jobs, and property are relocated to states with
lower tax burdens, other states move to alter their apportionment formulae
and/or rate structure as well. In the long run, a new equilibrium is reached
where all states are collecting less tax revenue and providing fewer public
goods. Anand and Sansing [2000] show that aggregate welfare is maximized
when all states follow a uniform income apportionment system.”” But as they
point out, the socially efficient outcome will never be attained if each state acts
independently to maximize its own welfare. In addition to the harmful macro-
economic side effects of tax competition, the growing non-uniformity in state
apportionment formulae also results in higher compliance costs for multi-state
corporations. Slemrod and Blumenthal [1996] find that state and local income
tax compliance costs comprise approximately 30% of total tax compliance
costs for large firms in the IRS’s Coordinated Examination Program. One of
the driving determinants of compliance cost is the number of state returns filed,
and the most commonly cited source of complexity for state and local taxes is
the lack of uniformity among the states’ apportionment formulas and deprecia-
tion rules.

In light of this political instability and economic inefficiency, many re-
searchers have been led to conclude that the apportionment formula should be
set at the federal level, as it is in Canada [e.g., Klassen and Shackelford, 1998;
Goolsbee and Maydew, 2000; Weiner, 1996b; Tannenwald, 2001]. Some have
gone so far as to suggest that the federal government dictate the formula, the
rate, and collect and distribute the tax [Pogue, 1992; Slemrod and Blumenthal,
1996]. Whether federal regulation of state corporate income taxation would be
constitutional is a legal question; but it is probably the only way that uniform-
ity across states could be imposed and enforced. Yet, as McClure [1980] and
Gordon and Wilson [1986] show, it is not just the lack of uniformity but also

15 See also Daly and Weiner’s [1993) recommendations for tax harmonization among the countries in
the European Community.
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the very nature of formulary apportionment that creates economic distortions.
Gordon and Wilson propose an alternative formula that would more closely
approximate the economic incentives elicited by separate accounting. Unfortu-
nately, the formula becomes impossible to apply if there are tax rate and/or tax
base variations across states. McClure [1980] proposes the abolishment of the
state corporate income tax and a shift to direct taxes on the factors, or the im-
position of an incremental federal tax with subsidies to the states. Given the
current legal and political climate in which the state governments operate, it
seems unlikely that any of the above suggestions will be implemented in the
near future.

Finally, the above facts make it clear that formulary apportionment is not
the answer to income allocation for multinational firms. While separate ac-
counting and transfer pricing are problematic, formulary apportionment does
not emerge as a positive improvement [Weiner, 1996b]. The tax competition
documented in the Goolsbee and Maydew [2000] and Omer and Shelley [2002]
studies would most certainly manifest itself in the multinational arena as well.

6.0 DIRECTIONS FOR FUTURE RESEARCH

The accounting research regarding state taxation of corporate income has
made significant progress in the recent past. The level of sophistication in the
quantitative methodologies employed has increased substantially from simple
regressions with one tax variable, to fixed-effects and two-stage regressions
using a variety of inter-related tax variables. As we move forward into the fu-
ture, accounting researchers will continue to refine their research design and
methodology to enhance the statistical and economic validity of their work.
Tax research is also moving from mere documentation of a “taxes matter” ef-
fect to quantification of the economic impact, and detailed examination of the
non-tax factors that work with or against the tax factors to achieve that effect
[Shackelford and Shevlin, 2001]. Identification and quantification of implicit
tax effects is another refinement that the most recent research has begun to in-
corporate. It is also important for accounting researchers to study the public
finance and public economics literatures on state and local taxation and eco-
nomic development, and to incorporate in their own research designs the eco-
nomic variables that have been shown to be influential.

A significant improvement that could be made in this area of inquiry is to
develop more sources of firm-level data. While a survey is always a potential
source of firm-level data, such data tends to be “messy” and brings with it the
potential for self-selection bias. Edmiston and Arze [2002] were recently able
to obtain a panel of data from corporate income tax returns (anonymized) filed
in the state of Georgia. Tax-return data enables researchers to design better,
more powerful tests of tax effects. If a database similar to those made available
by the Internal Revenue Service’s Statistics of Income Division could be de-
veloped for state-level corporate income tax returns, major strides could be
made in the research in this area. Ideally such a database should include tax
returns from multiple states. However, researchers would need to be able to
match returns filed by the same firm in different years and/or states, which
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would require state departments of revenue to coordinate their procedures for
anonymizing the data.

There have been numerous studies examining the effects of various fea-
tures of state taxes on accounting and economic variables; but the results are
often weak, and inconsistencies still remain. A potential avenue for future re-
search would be to find a way to reconfirm or reconcile some of these studies.
The use of better data, more sophisticated econometric methodology, and/or a
more comprehensive set of explanatory variables might help to allay some of
the ambiguity. Some researchers have hinted at the possibility that rate or ap-
portionment changes had more impact in earlier years, and less impact as the
economy has changed or as more and more states make such changes [Light-
ner, 1999]. Some type of event study might document this diminishing re-
sponse.

Not much has been done in the compliance area, using state corporate in-
come tax data. Administratively, states face unique problems in enforcing
compliance with their corporate income tax codes, since many of the firms
within their taxing jurisdiction are located out-of-state. Many states are work-
ing cooperatively with each other to identify non-compliant firms. Some states
are also negotiating voluntary disclosure agreements (similar to an amnesty but
with important distinctions) to encourage non-compliant firms to come forward
[Boucher and Lundeen, 2000]. This topic area has potential for a creative re-
searcher.

There are other emerging issues in the state corporate income tax arena
that will provide fruitful ground for future research. Changes in technology,
and de-regulation in industries such as telecommunications and financial ser-
vices are blurring the borders between states. As commerce over the Internet
grows, the issue of nexus becomes crucial, not only for the imposition of the
sales/use tax, but also for the apportionment of income for the income tax. Re-
search is needed to help inform policymakers how best to structure taxes in
these areas. (Initially, this would be theoretical, analytical research, accompa-
nied by model building, simulations, etc. until appropriate data is available for
empirical research.) As the political and economic environments surrounding
the states continue to change, new taxation issues will continue to emerge.
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APPENDIX A
Some Sources of Publicly Available Data for State Tax Researchers

Firm-level data:
COMPUSTAT. Standard & Poors. Database of information taken from annual reports

and SEC filings of publicly traded corporations. See www.compustat.com for more
information.

Disclosure Database. Thompson Financial, Bethesda, Maryland. Provides business
and financial information on approximately 12,000 public companies, derived from
reports filed with the U.S. Securities and Exchange Commission (SEC).

EDGAR. Securities and Exchange Commission. Registration statements, periodic re-
ports, and other forms filed with the SEC by public companies.

www.sec.gov/edgar.shtml

Bank data:

Federal Deposit Insurance Corporation (FDIC). The FDIC gathers data about indi-
vidual financial institutions and the banking industry. The data is published in search-
able databases, periodic reports, compilations of statistics and analyses that document
the condition of individual institutions and identify and project financial, economic and
industry trends as they relate to banking. www.fdic.gov/bank/.

The Federal Reserve Board. Consolidated Reports of Condition and Income are filed
quarterly by banks. Additional information is also accumulated in the Board's National
Information Center database. www.federalreserve.gov/releases/

Insurance industry data:
The National Association of Insurance Commissioners (NAIC) maintains the world’s

largest insurance database, with annual and quarterly data for more than 6,000
Life/Health, Property/Casualty, Fraternal, Health and Title companies. A list of prod-
ucts available for purchase can be seen at

www.naic.org/1dbproducts/Catalog_contents.htm.

Fact Book. Insurance Information Institute (III), New York, NY. The almanac of the
property/casualty insurance industry with thousands of facts, figures, tables and graphs,
including factors affecting costs, and losses by category. The III website also provides
a list of additional resources, including state departments of insurance and commis-

sioners. www.iii.org

State-level data:

All States Tax Handbook, All States Tax Guide. Research Institute of America (RIA),
New York, NY. Annual, print, CD and on-line services. Concise summaries of all taxes
levied in each state, with citations to official materials. Includes coverage of interstate
law and uniform acts, income allocation and apportionment, the Multistate Tax Com-
mission, general principles governing state income, sales and use, and property taxes.
Lists official state contacts with addresses and phone numbers. RIA also publishes
comprehensive state tax reporter services. www.riahome.com
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APPENDIX A — (Continued)
Some Sources of Publicly Available Data for State Tax Researchers

Multistate Corporate Income Tax Guide; State Tax Handbook; State Tax Reporters.
Commerce Clearing House (CCH), Chicago, Illinois. Print, CD, or on-line services
available. Summarized and/or detailed information regarding state taxation: rates, tax
bases, inclusions/exclusions, deductions, apportionment, credits, etc. www.cch.com

Multistate Corporate Tax Guide. Aspen Publishers, New York, NY. Annual, print or
CD. A compilation of easy-to-access charts that summarize each state's answers to key
issues in income, sales, and use taxation. Aspen also publishes other SALT-related
resources, including the Journal of State Taxation. www.aspenpublishers.com

Significant Features of Fiscal Federalism. American Council on Intergovernmental
Relations (ACIR, formerly the U.S. Advisory Council on Intergovernmental Rela-
tions). Annual, most recent issue covers fiscal 1995. A compendium of information on
budgets, revenues, expenditures, tax systems, employment, etc., across all levels of
government, taken from a variety of government and non-government sources.

www.library.unt.edu/gpo/acir/acir.html.

The Book of the States. The Council of State Governments (CSG) collects data and
information from 50 state governments and U.S. jurisdictions, and analyzes, organizes
and converts this information into easy-to-read summaries, tables, charts and lists for
quick access. The CSG website also has a list of other resources for state and local re-
search. www.statesnews.org/

State Rankings. Morgan Quitno Press, Lawrence, Kansas. Agriculture, crime, defense,
government finance, health, economy, education, energy, environment, geography,
housing, population, social welfare and transportation are examined state-by-state in
this collection of statistics. 569 tables of state comparisons. State Perspectives show an
individual state's data and rank for each of the categories. www.morganquitno.com

Site Selection, a bi-monthly publication of the International Development Research
Council, publishes information for expansion planning decision-makers, including data
on new plants and expansions, business climate rankings, and demographic informa-
tion at the city, county, state and country level. www.sitenet.com

U.S. Government data:

Statistical Abstract of the United States. U.S. Census Bureau. Available in print or on-
line. Tables and collections of statistics on social and economic conditions in the U.S.:
population, employment, personal income, government revenues and expenditures, etc.
Also includes an appendix with a bibliography of sources for state statistical abstracts.

WWW.CENnsus.gov
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APPENDIX A - (Continued)
Some Sources of Publicly Available Data for State Tax Researchers

Annual Survey of Manufactures. U.S. Census Bureau. Available in print or on-line.
Tables of data on employees, payroll, production workers, hours, wages, value added
by manufacture, cost of materials, value of shipments, new capital expenditures, inven-
tories, etc, for the manufacturing sector, broken down by geographic area and/or indus-
try. WWWw.census.gov

Employment, Hours, and Earnings from the Current Employment Statistics survey
(State and Metro Area); Local Area Unemployment Statistics. U.S. Bureau of Labor
Statistics. A variety of labor and employment statistics, as well as Consumer and Pro-
ducer Price Indexes, are available on-line at www.bls.gov.

State Personal Income; Gross State Product. U. S. Bureau of Economic Analysis. A
variety of national and regional economic data is available at www.bea.doc.gov/.

Industrial Sector Energy Price and Expenditure Estimates by Source. U.S. Depart-
ment of Energy, Energy Information Administration. Prices and expenditures for a va-
riety of energy sources, over a 25-year span. Additional data regarding energy costs
and use available at www.eia.doe.gov/

Annual State Exports. Massachusetts Institute for Social and Economic Research
(MISER). MISER has improved the U.S. database on both the state of origin of export
data, for which it is the national release point, and the exporter database.
www.umass.edu/miser

Canadian data:
The National Finances. Canadian Tax Foundation. Annual review of expenditures and
revenues of the federal, provincial, and local governments of Canada. www.ctf.ca/

Statistics Canada, at www.statcan.ca/, provides Canadian census and survey-based
demographic, economic, and government data.
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ANNOTATED BIBLIOGRAPHY

1. Anand, B. and R. Sansing. 2000. The weighting game: Formula appor-
tionment as an instrument of public policy. National Tax Jownal 53(2). 183-
200.

Anand and Sansing (A&S) explore the consequences of formulary appor-
tionment in an analytical setting. In a two-state equilibrium model of locational
choice, holding the tax rate constant across states but allowing the apportion-
ment factor weights to vary, aggregate social welfare (defined as tax revenues
collected plus consumer and producer surpluses in both states) is maximized
when both states use the same formula weights. However, both states have in-
centives to deviate from the coordinated solution. Importing states will maxi-
mize state welfare by increasing their sales factors to 100%, while exporting
states have strong incentives to increase their property and payroll factors.
A&S follow their analytical model with an empirical test of the relationship
between the formula weights and net export positions of the 46 states with cor-
porate income taxes. A probit regression is run, where the dependent variable is
equal to one if state i has deviated from the equally weighted apportionment
formula, and zero if it has not. The coefficient of net exports is negative and
significant, implying that net importers are more likely to have increased the
weight on the sales factor.

2. Beatty, A. and D. Harris. 2001. The impact of explicit and implicit state
taxation of U.S. government obligations on the structure of banks’ investment
and financing portfolios. Journal of the American Taxation Association 23(2):
1-19.

Beatty and Harris (B&H) examine how differential state taxation of U.S.
Government obligations (USOs) affects banks’ investment and financing deci-
sions. Roughly half of the states tax USOs. Using data from the reports filed by
banks with the FDIC and Federal Reserve, B&H first compare banks in states
taxing USOs to banks in non-taxing states. Banks in taxing states hold about 40
percent less USOs, hold a riskier mix of assets, and hold greater amounts of
capital than banks in non-taxing states. B&H also examine how USO invest-
ment varies among banks in taxing states with respect to state tax rates, and
find that banks’ investments in USOs are declining in the state tax rate. They
interpret this as evidence of an implicit tax benefit associated with locally
priced investments such as loans. They also find that in taxing states, higher
state tax rates are associated with a riskier asset mix, which is not completely
offset by additional capital.

3. Goolsbee, A. and E. Maydew. 2000. Coveting thy neighbor's manufac-
turing: The dilemma of state income apportionment. Journal of Public Eco-
nomics 75(1): 125-143.

Goolsbee & Maydew (G&M) use data from 1978-1995 in a fixed-effects
panel-data regression to examine the relationship between state apportionment
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formulas and state employment levels. They propose that employment will be
higher when a state puts less weight on the payroll factor. Their basic model
regresses the log of manufacturing employment in a state on the payroll burden
in that state and the average payroll burden for all states in that year; control-
ling for time trends and macro-economic variables. The results support their
proposition. Furthermore, they find robust evidence that it is the payroll
weight, and not the tax rate, driving these results. G&M further ascertain that
the change in manufacturing employment is not due to a shift from other sec-
tors, nor do the new jobs pay lower wages. Further, the increased employment
leads to higher personal income tax revenues for the state. They show that
when all of the taxes affecting payroll are considered, the deadweight loss from
using payroll as a factor for apportionment is 30% of the revenue generated.
Finally, they find that employment gains in states that cut their payroll weights
come at the expense of jobs in other states.

4. Gupta, S. and L. Mills. 2002. Corporate multistate tax planning: Bene-
fits of multiple jurisdictions. Jowrnal of Accounting and Economics 33(1): 117-
139.

Gupta and Mills (G&M) investigate whether multistate firms are able to
use differences in state tax regimes to lower their total state tax burdens. They
use confidential survey data from firms included in the IRS’s Coordinated Ex-
amination Program, supplemented with COMPUSTAT data. G&M find that
firms’ state-level effective tax rates (ETRs) first decrease then increase as a
function of the number of states in which they file returns, and are minimized
at an estimated 24 states. While they do not have data on each firm’s appor-
tionment factors in each state, they are able to construct a variable measuring
sales intensity (sales divided by the sum of sales, property, and payroll). Firms
with high sales intensity should possess greater opportunity to shift sales to
low-tax or non-nexus states (sales are more easily shifted than property or pay-
roll). Higher sales intensity is found to be associated with lower state ETRs,
consistent with firms exploiting the non-uniformity in state apportionment
formulae to lower overall state tax burdens.

5. Klassen, K. and D. Shackelford. 1998. State and provincial corporate
tax planning: income shifting and sales apportionment factor management.
Jowrnal of Accounting and Economics 25: 385-406.

Klassen and Shackelford (K&S) start with a simple premise: in the ab-
sence of income shifting, total tax revenue collected by a state or province
should be a linear function of the tax rate. A concave relationship suggests that
income is being shifted to lower-tax-rate jurisdictions. Using data aggregated at
the state/province level, they regress the per-capita amount of tax collected by
each subnation on the top statutory income tax rate; controlling for per-capita
GDP, nation, and political climate. They include a squared tax-rate term: the
fact that its coefficient is strongly negative and significant is taken as evidence
of income shifting. K&S further hypothesize that the amount of sales reported
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in a state is decreasing in the sales burden (the product of the sales factor
weight and the top statutory corporate income tax rate). They expect this rela-
tionship to be stronger for throwback states than for non-throwback states.
They regress the dollar amount of sales reported by manufacturers in each state
on the state sales burden, an indicator variable for non-throwback states, and
the interaction of the two, as well as control variables for size and pro-business
climate. Their results support their hypotheses.

6. Moore, M., B. Steece, and C. Swenson. 1987. An analysis of the impact
of state income tax rates and bases on foreign investment. The Accounting Re-
view 62(4): 671-685.

Moore, Steece, and Swenson (MSS) investigate two related propositions:
that there is a negative relationship between state corporate income tax rates
and the level of foreign investment, and that the requirement of combined re-
porting, which effectively expands the tax base, negatively affects foreign in-
vestment. Using data on net foreign investment in gross manufacturing assets
by state for the period 1977-1981 as a dependent variable and state-specific
economic and tax variables for the same period as independent variables, and
running separate regressions for each of the five years, MSS find that the state
corporate income tax rate (measured as corporate income taxes attributable to
manufacturing in the state divided by business income accruing to the manu-
facturing sector in the same state for the same year) is not significant, but the
presence of a domestic or worldwide combined reporting requirement lowers
investment by approximately 40 percent.

7. Petroni, K. and D. Shackelford. 1999. Managing annual accounting re-
ports to avoid state taxes: An analysis of property-casualty insurers. The Ac-
counting Review 74(3): 371-393.

Petroni and Shackelford (P&S) examine the influence of state tax rates
(premium taxes and income taxes) on the accounting allocation of income by
multistate property/casualty insurers. Insurers have an incentive to shift premi-
ums to states with lower premium (income) taxes, and/or to shift losses to
states with higher income tax rates. P&S’s hypothesis is that the premium-loss
ratios (PLR) that multistate insurers report to state tax authorities are decreas-
ing in the marginal tax rate applied to their premiums (income) in the state.
They regress the PLR for each insurer-state observation on the tax rate applica-
ble to that insurer in that state; controlling for state and insurer-specific non-tax
factors that influence the PLR. Their results are consistent with the hypothesis;
the coefficients on the tax rate variables are always negative and significant,
across several alternative specifications of the model.

8. Porter, S. 1998. The effects of alternative state tax regimes on firms'
accounting and financing decisions. Journal of the American Taxation Associa-
tion 20(S): 54-76.
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Porter examines the financing choices and the level of discretionary accru-
als used by firms with varying levels of activity in California, Michigan, and
Texas: states which exclusively use the income tax, value-added tax , and net
worth tax (respectively) to tax corporations. Porter hypothesizes that firms with
higher levels of activity in Michigan will use relatively less debt (because there
is no debt or interest deduction for the value-added tax), and that firms with
higher levels of activity in Texas will have smaller discretionary accruals (since
deferral of income results in a permanent tax savings under the net-worth tax).
Using a model similar to Dhaliwal, Trezevant and Wang [1992], Porter re-
gresses the debt-to-assets ratio on tax regime and other variables known to af-
fect capital structure, but finds no significant differences in debt levels across
the three regimes. Using an earnings management model similar to Dechow,
Sloan and Sweeney [1995], Porter finds that the level of discretionary accruals
is significantly smaller for firms operating primarily in Texas when compared
to Michigan firms. Although the results are not strong, this is an important first
work in exploring the effects of differing tax regimes.
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