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This article updates the article that appeared in the Winter 2007 issue of the Multistate Tax Commission 

Review which, in turn, updated a similar article that appeared in the Fall 2000 issue of that Review. The 

previous article was written at a time when state corporate income taxes were growing at unprecedented 

rates. However, in the recent past, this revenue source has been growing much more slowly. This article 

shows the long-term decline in this revenue source in terms of its importance in state and local finance, of 

its decline relative to other state and local taxes initially imposed on businesses, and its decline relative to 

the base of the tax-corporate profits. 



 

 

Introduction 

The state corporate income tax receives a great deal of attention from those interested in state and local 

public finance despite the fact that this revenue source provides a relatively small share of state tax 

revenues, a relatively small share of state and local taxes initially imposed on businesses, and a declining 

ratio of corporate taxes to corporate profits. This article adds to the already voluminous literature on state 

corporate income taxes. 

Until recently, most of the literature on state corporate income tax trends was devoted to the decline in this 

source of state tax revenue.1 In contrast, a number of analysts of state corporate income taxes were noting 

its explosive growth. For example, Nicholas Jenny of the Rockefeller Institute of Government, in a 2006 

report, shows that with the exception of the third quarter of 2002 and the third quarter of 2003, state 

corporate income taxes have grown at double digit rates between the third quarter of 2002 and the fourth 

quarter of 2005. Between the first quarter of 2004 and the first quarter of 2005, state corporate income taxes 

grew at a phenomenal rate of 61.6 percent.2  

Harley Duncan, former Executive Director of the Federation of Tax Administrators, exclaimed at the Outlook 

in the States 2006 conference in Washington, hosted by Governing magazine: "In the 20 years I have been 

in this business, corporate income [tax] growth has never been as high as it has been for the last 12 months. 

This is the highest it has ever been. Nobody can figure out why."3  

Indeed, state corporate income taxes, during that period, grew at a pace not seen in many years. The 

reason for this growth, as will be shown later in this article, was the extremely rapid growth in corporate 

profits. State corporate income taxes, on a National Income Product Accounts (NIPA) basis, grew from 

$41.7 billion in 2004 to $54.9 billion in 2005-a 31.7 percent increase.4 Previously, the most rapid increase in 

state corporate income tax revenues was approximately 31.5 percent from 1975 to 1976-$7.3 billion to $9.6 

billion. From the trough in 2001, to 2006, state corporate income taxes grew at an annual average rate of 

15.4 percent. 

This article examines trends in state and state and local taxes on corporate profits in relation to all state and 

state and local taxes, in relation to state and local business taxes, and in relation to corporate profits before 

taxes of domestic industries, excluding deposits of Federal Reserve Banks, on the NIPA basis. 

The next section presents trends in the relative importance of corporate income taxes in state and state and 

local finance. The following section presents trends in the relationship between corporate income taxes and 



 

 

corporate profits. Following these sections, there will be a discussion of the reasons for the relative decline 

in state corporate income taxes. A summary and conclusion will follow. 

Relative Importance of State Corporate Income Taxes 

Corporate income taxes generally constitute a relatively small portion of total state tax collections. 

Corporate income taxes as percent of state taxes 

In fiscal year 2013 state corporate income tax revenues, including Texas franchise taxes, were slightly less 

than $50 billion, or about 7.4 percent of all state tax collections. During the past 30 years, the relative 

importance of corporate income taxes to all state tax revenues has varied significantly but generally 

corresponding to economic cycles. However, the trend in the ratio of corporate income taxes to all state 

taxes is downward (see Exhibit 1). 

All states. Between fiscal years 1984 and 1989 state corporate income tax revenues grew by slightly more 

than 52 percent-rising from 8.2 percent of all state tax collections to approximately 8.6 percent of total state 

tax collections. Corporate profits tax collections as a proportion of all state tax collections fell from about 8.6 

percent in 1989 to about 6.8 in fiscal 1991. This was a sharp decline in this trend considering the mildness 

of the recession. 

Again corporate profits taxes rose faster than total state taxes-rising to 7.7 percent of state tax revenues in 

fiscal 1995. Between fiscal years 1995 and 2002, state corporate income taxes, as a proportion of total 

state taxes, steadily declined. This decline in the relative importance of corporate income taxes to state tax 

collections came at a time of generally rising corporate profits. 

In fiscal year 2002, a trough in collections resulted from the bursting of the "dot.com" bubble, and state 

corporate income tax receipts were $27.1 billion, or 5.1 percent of state tax collections. In fiscal year 2007, 

state corporate income tax receipts were $56.1 billion, an increase of 107 percent over the 2002 figure, and 

7.4 percent of total state tax collections. 

The relative importance of corporate income taxes rose fairly steadily from the trough in fiscal 2002 to the 

local peak in fiscal 2007 when this tax source accounted for 7.4 percent of state taxes. Since fiscal year 

2007, corporate income taxes as a proportion of all state taxes have resumed the downward trend.5  



 

 

By state. The proportion of state taxes on corporate income relative to all state tax collections for selected 

fiscal years 1983 to 2013, by state, is shown in Exhibit 2. Both the median and the unweighted mean (the 

sum of the proportion of tax revenues provided by corporate income taxes divided by the number of states)6 

ratios of corporate tax receipts have a downward trend, but, because of the volatility of corporate income tax 

revenues, the trends are not smooth. 

For example, in fiscal year 1988, the median ratio of state corporate tax revenues to total state tax 

collections was about 6.5 percent. Twenty five years later, that ratio was slightly less than 4.0 percent. In 

fiscal 2013, the median ratio of state corporate tax collection to total tax collections was about 5.1 percent. 

In addition, there is a wide range in the relative dependence on this source of revenue among the states. 

Generally, New Hampshire ranked highest among the states in the proportion of tax revenues provided by 

taxes on corporate income, except for fiscal year 1993 when Alaska took top honors with a 39.2 percent 

ratio of corporate income taxes to total taxes. For the other selected fiscal years, the top ratio ranged 

between 20 and 25 percent. 

At the other end of the scale, between fiscal years 1993 and 2008, Hawaii held the honor for lowest 

proportion of state tax revenues coming from corporate income taxes, among the states imposing income 

taxes-generally less than 3.0 percent. 

Corporate profits taxes in relation to taxes initially imposed on businesses 

State and local governments impose a wide array of taxes that fall initially on business enterprises. These 

taxes include, but are not limited to: property taxes on business property, general sales taxes on business 

inputs, unemployment insurance, various excise taxes, individual income taxes on business income, 

business license taxes, public utility taxes, insurance premium taxes, severance taxes, and corporate 

income taxes. 

In general, corporate income taxes have been a relatively small share of these taxes and the relative 

importance of corporate income taxes has generally been declining. This is also true when corporate 

income taxes are compared to all state and local tax revenues. 

As shown in Exhibit 3, the trend of the ratio of state and local corporate income taxes to state and local 

taxes initially imposed on businesses (SLTIIB) is negatively sloped, with some exceptions. In fiscal year 

1980, state and local governments combined collected $13.4 billion in corporate income 

taxes-approximately 13 percent of all SLTIIB and about 6.0 percent of all state and local tax revenues. 



 

 

These ratios declined between fiscal year 1980 and fiscal year 2005. However, between fiscal years 2005 

and fiscal 2007, state and local corporate income taxes as a proportion of all SLTIIB rose considerably. In 

2005, corporate income tax receipts were $43.1 billion-8.5 percent of SLTIIB and 3.8 percent of all state and 

local taxes. In fiscal 2007, corporate profits tax revenues were $61.0 billion-10.1 percent of SLTIIB and 4.6 

percent of all state and local tax revenues. 

With the onset of the Great Recession in 2008, corporate income tax receipts fell to $44.5 billion in fiscal 

2010-8.1 percent of SLTIIB and 3.4 percent of all state and local tax revenues. Although corporate profits 

tax revenues rose from the trough in fiscal 2010 to $53.3 billion in fiscal 2013, the share of SLTIIB provided 

by corporate income taxes declined to 7.6 percent in fiscal 2012 but rose slightly to 7.9 percent in fiscal year 

2013. 

Since fiscal year 2009, corporate income taxes accounted for about 3.5 percent of all state and local 

government tax revenues.7 Exhibit 4 presents the relationship of state and local corporate income taxes to 

SLTIIB and all state and local income taxes from fiscal year 1980 through fiscal year 2013. 

The preponderance of SLTIIB consists of property taxes imposed on business property-both real property 

and personal property-and general sales and use taxes imposed on business inputs. Since fiscal year 

2000, these taxes have accounted for nearly 60 percent of all SLTIIB. During this period, corporate income 

taxes comprised the third largest SLTIIB-approximately 8 percent of all SLTIIB. See Exhibit 5. 

Corporate profits taxes in relation to corporate profits 

In the previous sections, we documented the secular decline in state and state and local revenues from 

taxes on corporate income relative to all state and state and local taxes and to all STLIIB. 

All states. This section examines the relationship between corporate tax revenues and the tax 

base-corporate profits. Exhibit 6 and Exhibit 7 show the relationship between state and local corporate tax 

revenues and corporate profits. Corporate profit tax liability accruals estimate the taxes on profits currently 

earned, net of applicable credits. Domestic corporate profits before taxes are similar to book earnings and 

include capital gains and exclude deposits by Federal Reserve Banks and earnings of U.S. businesses in 

foreign countries. These data come from the Bureau of Economic Analysis (BEA) National Income and 

Products Accounts (NIPA).8  

Casual inspection of Exhibit 6 shows a close relationship between state and local government corporate tax 

revenues and the profits of domestic industries, excluding the earnings of Federal Reserve Banks, over the 



 

 

thirty-year time span 1984 to 2013. Between 1984 and 1997, state and local corporate income tax revenues 

and corporate profits rose together almost in lock step. 

Corporate tax revenues continued rising despite the decline in corporate profits starting in 1997; both tax 

revenues and profits reached a trough in 2002. Both revenues and profits soared between 2002 and 2007 

and declined together reaching the trough in 2009 as a result of the Great Recession. 

Since the trough, both revenues and profits climbed together but revenues rose at a slower pace than did 

profits. Since the end of the Great Recession, corporate income tax revenues have not grown nearly as 

rapidly as the growth in corporate profits. This could be due to the fact that businesses that incurred losses 

during the downturn applied their net operating losses to their current profits to reduce their tax liabilities, or 

they had credits that they could not use if their tax liabilities were not sufficient. 

Exhibit 7 shows the relationship between year-over-year percentage changes in both corporate tax 

revenues and profits. The relationship between annual percentage changes in both variables is not as close 

as the relationship between the levels of both variables. However, the coefficient of determination (r2 ) 

between the annual percentage changes in corporate profits tax revenues and corporate profits is 0.49. 

That is, approximately 49 percent of the variance in the annual percent change in corporate profits taxes is 

explained by changes in the annual percentage change in corporate profits. 

What is not shown in the previous two charts is the ratio of state and local corporate profits taxes to 

corporate profits which will be termed the effective average effective rate (ETR). Exhibit 8 presents the ETR 

from 1984 to 2013. After the rise in the ratio from 1984 to 1986, the ETR shows an almost constant 

downward trend-rising during recessions when tax liabilities do not fall as quickly as corporate profits. The 

ETR may fall when profits begin to rise as firms that have incurred losses during the recessions apply net 

operating loss carry forwards when incomes permit this write down of income. In 1986, the ETR was 10.7 

percent and 3.2 percent in 2012 and 2013. 

What is striking about the long-term downward trend in the ETR is that it comes at a time when corporate 

profits are rising. Corporate profits before taxes were approximately 8 percent of national income during the 

middle 1980s and early 1990s but around 13 percent in the latter part of the period studied.9 Furthermore, 

the decline in the ETR is not limited to states; the federal ETR is also declining. These opposing trends are 

presented in Exhibit 9. 

One of the shortcomings of using aggregate data is the influence of the large states on the averages; 

medians are not affected by the relative sizes of the states. This section provides estimates of the ETR, by 



 

 

state, using three-year averages from 1999 to 2013. The three-year average reduces the high degree of 

volatility of both the base-corporate profits and corporate income tax collections. 

Data on corporate income tax collections, by state, for fiscal years 2000 through 2013, are taken from the 

Bureau of the Census.10 Estimates of corporate profits by state are derived by apportioning total corporate 

profits contained in the National Income and Products Accounts (Tables 6.17 Corporate Profits Before 

Taxes by Industry)11 to the states by a method which was first developed by the former U.S. Advisory 

Commission on Intergovernmental Relations (ACIR) in 1962, through its Representative Tax System (RTS) 

and later revised.12 This latter method was further modified by the Multistate Tax Commission. The 

exposition of this method can be found in the Winter 2010 issue of the Multistate Tax Commission Review.13 

One benefit of using this base is that it is independent of the corporate profits tax policies actually 

implemented in each state. 

Exhibit 10 presents the ratio of corporate tax collections for each fiscal year (third and fourth quarter of one 

year and first and second quarter of the following year) from 2000 to 2013 divided by the estimate of 

corporate profits by state for the preceding calendar year. As mentioned previously, the estimates are 

three-year averages (the three-year sum of state corporate tax collections divided by the three-year sum of 

apportioned corporate profits) in order to mitigate the volatility of both tax collections and corporate profits. 

With the exceptions of Delaware, Kansas, and Vermont, the ratio of corporate tax collections to corporate 

profits was lower in the 2011-2013 period than in the 1999-2001 period. Elissa Braunstein of the University 

of Massachusetts, Amherst, Political Economy Research Institute, using a somewhat different approach, 

found that for 41 of the 42 states studied during the 1991 to 2001 period, the average decline in the effective 

corporate income tax rate (ECITR) was 4.6 percent per year.14 Therefore, the long-term decline in state 

corporate taxes is not due to tax changes in large states overwhelming the changes occurring in small 

states but an almost universal decline in the effective rate of tax. 

Exhibit 11 presents the annual median effective rate and the weighted means. Again, both the trends of the 

weighted means and the median ratios of corporate tax revenues to profits are downward sloping. 

A number of possible explanations for this phenomenon have been advanced. However, there is no one 

cause that seems to explain this widespread, long-term decline in this revenue source. 



 

 

Discussion 

The decline in the profits tax rate since 1986 is both simple to explain and difficult to explain. The basic 

reason for declining effective tax rates is that states are in competition with each other and with other 

nations for business investment and jobs. Tax rates on business income is one of the main policy tools by 

which state and local policy makers can balance their objectives of attracting new investment and retaining 

existing businesses while maintaining revenues from taxes on corporate income. 

It is somewhat difficult to explain because there are at least four non-mutually exclusive factors that caused 

the effective rate of profits tax to fall and three of these factors are outside of the purview of state and local 

policy makers. Obviously, the actions of state policy makers can affect effective tax rates. The factors, other 

than the actions of state policy makers, that can have a significant impact on effective tax rates are 1) 

measurement errors, 2) changes in the federal corporate tax base, and 3) growth of more aggressive and 

sophisticated tax planning.15  

A recent article by Christopher Davis, while not breaking any new ground, provides a fairly good review of 

the more problematic aspects of state corporate income taxes and offers some possible solutions.16 Below 

are some of the explanations for the long-term decline in corporate income taxes. 

Errors in measurement 

A partial explanation for the decline in the effective rate of state corporate profits taxes is the growing use of 

"pass-through" entities (Subchapter S corporations, limited liability partnerships, and limited liability 

companies). The net income of these entities is classified in the National Income and Products Accounts as 

corporate profits. However, the net income of these entities is taxed at the shareholder level and the 

resulting revenues are therefore considered individual income taxes. The growing share of corporate profits 

taxed as individual income taxes reduces the measured effective corporate profits tax rate.17  

Changes in federal tax base 

As noted by Fox and Luna, most state corporate income taxes are tied to the federal definition of taxable 

income with some additions and subtractions. Changes in the federal tax base, for whatever reasons, will 

result in changes in the same direction in state corporate income tax bases. State corporate income tax 



 

 

revenues will, therefore, rise or fall with changes in the federal tax base, unless states change their tax rates 

or broaden their bases to counteract the federal policy actions. 

In some instances, states have counteracted federal tax actions that reduced the tax base such as bonus 

depreciation and liberalization of expensing by decoupling their tax codes from the Internal Revenue Code. 

Conversely, when these temporary measures end, state corporate tax bases are positively affected giving 

states the opportunity to cut taxes without adversely affecting revenues. 

Corporate tax planning 

Part of the decline in the ratio of corporate income tax revenues to corporate profits can be attributed to 

more sophisticated tax planning by businesses. Many firms have used the non-uniformity in nexus rules 

and the definition of business and non-business income among states to minimize their state tax liabilities. 

In addition, some firms use the separate reporting laws of the majority of the states imposing corporate 

income taxes to shift income to states with no taxes or very low taxes on certain types of income. 

A study by the Multistate Tax Commission in 2003 estimated the loss in state corporate income tax revenue 

resulting from tax sheltering in 2001 was between $8.3 billion and $12.4 billion.18 However, Professor J. 

Richard Harvey of the Villanova University School of Law and Graduate Tax Program believes that 

corporations are generally less tax aggressive currently than they were in the early 2000s. Professor 

Harvey attributes the declining tax aggressiveness to: 

 

• The enactment of Sarbanes-Oxley; 

• Increased transparency through reportable transactions, Schedule M-3, Schedule UTP, and FIN 48; 

• The IRS whistleblower program; 

• Increased reputational risk resulting from news articles, reports by nongovernmental organizations, 

accusations by whistleblowers, and high-profile governmental hearings; 

• IRS success in winning several economic substance cases; and 

• Successful litigation against several tax shelter promoters.19  

State policy actions 

The decline in the effective rate of corporate income taxes, as measured by the ratio of corporate income 

tax collections to corporate profits, is due, in part, to a number of state tax policies that reduce the effective 



 

 

rate of tax (ETR) while keeping the basic structure (bases, exemptions, deductions, etc.) of their corporate 

income taxes. The ETR for the aggregate of all states has declined from 10.7 percent in 1986 to 3.2 percent 

in 2013. Conversely, a number of states have acted to increase their tax bases by closely examining their 

tax structures and eliminating ineffective special deductions and the aggregate legislated increases in 

corporate income tax revenues totaled approximately $3.3 billion between fiscal years 1990 and 2014.20  

Increasing tax rates in the face of growing interstate competition for attracting new businesses and retaining 

existing businesses does seem counterintuitive. However, other state policy actions have mitigated these 

legislated tax increases. Among all state policy actions that work to reduce the ETR are the three presented 

here: 

Tax concessions and incentives. Tax concessions and incentives are the most visible policy actions that 

states have used to attract new businesses to their state, or to keep existing business from leaving. Often 

these concessions take the form of negotiated tax abatements with specific businesses. Other incentives, 

such as credits against tax liability, are less visible because they are embedded within the state tax code. 

However, both the highly visible and less visible tax incentives act to reduce effective tax rates on business 

income. 

Increasing the weight of the sales factor in income apportionment formulas. States use a formula 

based on sales, payroll, and property to apportion the income of multistate firms among the states in which 

the firms do business. The formula adopted in 1957 by the Uniform Division of Income for Tax Purposes Act 

(UDITPA) weighted each factor equally. Over time, a number of states have adopted other formulas that 

place a heavier weight on the sales factor. 

As of February 2014, of the 47 states and the District of Columbia that levy corporate income taxes, only 10 

states use the equally weighted three factor apportionment formula (with some exceptions), 19 states 

weight the sales factor at 50 percent or higher, and 18 states use only the sales factor as the apportionment 

weight.21  

Overweighting the sales factor in the apportionment formula reduces the weights given to the payroll and 

property factors (the sum of the factor weights must equal one) thereby reducing the tax liabilities of firms 

with relatively large payroll and property within a state but relatively low sales. Conversely, firms with little 

payroll and/or property within a state but with relatively high sales volume will incur greater tax liabilities. 

Recognition of limited liability companies (LLCs) and other pass-through business entities. This 

state tax policy option, which to some extent can be considered as an error of measurement, provides a 



 

 

mechanism for multistate corporations to legally shift income from the state in which it was earned to a state 

which imposes either no tax on income derived from the ownership of intangible assets, or a very low rate of 

tax. 

For example, a C corporation in a given state subject to that state's corporate income tax creates an LLC in 

which it holds a 1 percent ownership share. The other 99 percent is owned by an out-of-state corporation 

which does not tax income derived from the ownership of intangible assets (ownership of the LLC qualifies 

as an intangible asset). A simple business structure such as the one described here can effectively shift 99 

percent of the income earned in a state to another state in which that income is not taxed. Fox and Luna 

have shown that the growth of LLCs has been an important factor in the decline in corporate tax revenues.22  

The four factors briefly described here, and possibly others, partially explain the long-run decline in the ETR 

of state corporate income taxes. The relative importance of each of the factors in explaining this trend has 

not yet been determined. 

A major question is: Will the decline in the effective rate of corporate income taxes revenues continue? 

Given the volatility of both the base of the tax and the revenues derived from that base (see Exhibit 7), it is 

extremely difficult to forecast the trend in corporate income revenues. In contrast to the seemingly steady 

long-run growth trends shown in Exhibit 6, the year-to-year percentage changes in both profits and 

corporate income tax revenues are erratic. 

Annual increases in corporate profits have reached 30 percent or more in 1987, and 25 percent or more in 

1976, 2003, 2010, and 2012; annual declines of 15 percent and 25 percent were experienced in 1982, 

2001, and 2008 respectively. Similarly, annual increases in state corporate income tax revenues of 27 and 

32 percent were experienced in 1968 and 1976 respectively, and declined by 9 percent and 15 percent in 

1982, 2001, and 2008 respectively. 

Summary and Conclusion 

State corporate income taxes have resumed their decline relative to all other state and local taxes, all state 

and local taxes initially imposed on businesses, and relative to corporate profits after the upticks in the early 

2000s and again after 2008. The future of this revenue source is difficult to predict because the volatility of 

the base results in high volatility of tax revenues. Because policy makers believe that corporate tax rates 

are an effective tool in business attraction and retention, it is difficult to predict an upward trend in effective 

tax rates in the future. However, the rate of decline in effective tax rates may slow because of state and local 



 

 

government revenue needs. 

Future research on this topic could include determining the effects of changes in the distribution of 

corporate profits before tax among industries, and changes in the increasing weight of the sales factor on 

apportionment formulas on the long-term trend of the effective tax rates. 



 

 

Exhibit 1. State Taxes on Corporate Income as Percent of State Tax Revenues, 
Fiscal Years 1983 to 2013 

 



 

 

Exhibit 2. State Taxes on Corporate Profits as Percent of All State Taxes, Selected Fiscal Years 
1983 to 2013 

 



 

 

Exhibit 3. State and Local Corporate Net Income Taxes as Percent of State and 
Local Taxes Initially Imposed on Business and as Percent of All State and Local 
Taxes, Selected Fiscal Years 1980 to 2013 

 



 

 

Exhibit 4. State/Local Corporate Tax Revenues as Percent of State/Local Taxes 
Initially Imposed on Business and as Percent of All State/Local Tax Revenues, 
Selected Fiscal Years 1980 to 2013 

 



 

 

Exhibit 5. State/Local Taxes Initially Imposed on Business: Fiscal Years 2000 to 
2013 

 



 

 

Exhibit 6. Corporate Profits Before Tax of Domestic Industries and State and 
Local Taxes on Corporate Income: 1984 to 2013, Billions of Dollars 

 



 

 

Exhibit 7. Year-Over-Year Percentage Change in Corporate Profits and 
State/Local Corporate Profits Tax Receipts, 1984 to 2013 

 



 

 

Exhibit 8. State and Local Taxes on Corporate Income as Percent of Corporate 
Profits of Domestic Industries: Fiscal Years 1984 to 2013 

 



 

 

Exhibit 9. Corporate Profits as Percent of National Income and Taxes on 
Corporate Profits as Percent of Corporate Profits: 1984 to 2013 

 



 

 

Exhibit 10. State Taxes on Corporate Income as Percent of Corporate Profits 

 



 

 

Exhibit 11. State Corporate Income Tax as Percent of Apportioned Corporate 
Profits, by State, Fiscal Years 1999 to 2013 

 



 

 

Exhibit 12. Appendix 
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