NBER WORKING PAPER SERIES

THE ELUSIVE INCIDENCE OF THE CORPORATE
INCOME TAX: THE STATE CASE

Charles E. McLure, Jr.

Working Paper No. 616

NATTIONAL BUREAU OF ECONOMIC RESEARCH
1050 Massachusetts Avenue
Cambridge MA 02138

January 1981

The research reported here is part of the NBER's research program
in Taxation. Any opinions expressed are those of the author and
not those of the National Bureau of Economic Research.



NBER Working Paper #616
January 1981

The Elusive Incidence of the Corporate Income Tax:
The State Case

ABSTRACT

A recurring theme in the literature on taxation has been uncertainty
about the incidence of the corporate income tax. The answer may be even more
elusive for state taxes than for federal taxes. As seen by one state, a cor-
porate income tax levied on the basis of formula apportionment of total income
is a composite of taxes levied on whatever factors enter the state's apportion-
ment formula. Such a tax is likely to be borne primarily by residents of the
taxing state, as consumers, immobile workers, and owners of land and immobile
capital. Substantial shifting to consumers or capitalists throughout the nation

is unlikely.

Charles E. McLure, Jr.

National Bureau of Economic
Research

1050 Massachusetts Avenue

Cambridge, Massachusetts 02138

(617) 8683906



January 22, 1981

THE ELUSIVE INCIDENCE OF THE CORPORATE INCOME TAX:
THE STATE CASE

Charles E. McLure, Jr.%*
National Bureau of Economic Research

I. Introduction

A recurring theme in the literature on the economics of taxation for
much of the last half century has been uncertainty about the incidence of the
corporate income tax. The traditional result has been that shifting of a tax on
pure profits is impossible under conditions of profit maximization, in either a
competitive industry or an industry monopolized by one firm. But a multitude of
reasons have been offered why a tax levied on firms that do not maximize pro-
fits might be shifted to either consumers or labor, especially under non-
competitive conditions that fall short of monopoly.l Moreover, it has been
noted that the corporate income tax, as actually applied, is not a tax on pure
profits, but largely a tax on the return to equity capital. As such, it has
important distortionary effects on firms' financial decisions (debt-equity
ratios and dividend-payout rates) and production techniques (capital-labor
ratios) and on consumers' choices (between corporate and non-corporate output
and between labor- and capital-intensive goods) and therefore distorts the allo-
cation of resources in the economy. By changing relative product prices, as
well as relative factor returns, the corporate income tax has important distri-
butional effects that are not adequately captured by partial equilibrium analy-

"

sis and the usual dichotomous alternatives of "shifting" or '"no shifting."
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These are commonly analyzed using general equilibrium analysis such as that
pioneered by Harberger (1962).°

During the 19T70s the static theoretical literature seems to have come
full circle with the Stiglitz (1973) argument that under certain circumstances
the corporate income tax does not apply to the return on marginal investment in
the corporate sector and therefore does not have the distortionary impacts and
effects on relative prices attributed to it by Harberger.3 Finally, dynamic
analysis suggests that unless the tax can be fully shifted in the short run, it
is likely to depress saving and have an adverse effect on capital
formation,u resulting in a lower equilibrium capital-labor ratio and real wage
rate.” That is, in the long run workers may bear part of the burden of the cor-
porate tax.

Unfortunately, the controversy over the empirical evidence on the inci-
dence of the corporate tax that raged during the 1960s did not really shed much
light on the issue.6 The ploneering econometric effort by Krzyzanilak and
Musgrave (1963) reported shifting of 100 percent (or more) of taxes, but was
seriously flawed. Other economists have fared far better in finding problems
with the K-M and similar efforts than in producing reliable estimates of their
own of the degree of shifting. Given this state of theoretical and empirical
affairs, it is no surprise that only two-handed economists could give honest
policy advice on questions depending on the incidence of the corporate income
tax. (For example, discussions of substituting the value-added tax for the cor-
porate income tax were couched in terms of "if, on the one hand, the corporate
income tax is shifted ..." and "if, on the other hand, it is not ...")

Some economists have even gone so far as to argue that both theoreti-
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cal and empirical efforts to isolate the incidence of the corporate income tax
are doomed by inherent methodological defects. Musgrave (1959, chapter 10)
notes that it is generally unsatisfactory to ask the (absolute) incidence of a
particular tax, without specifying the use made of the revenues it raises. But
once allowance is made for the use of revenues, the theoretical effects and
empirical measurement tend to confound the incidence of the tax in question with
the effects of either government spending (balanced-budget incidence) or off-
setting tax reduction (differential incidence). Theoretical analysis can be
constructed that allows these methodological problems to be handled fairly
satisfactorily, at least in the eyes of some. But it is far more difficult to
be sure that they are treated adequately in empirical work.

Despite the theoretical uncertainties, methodological problems, and
empirical controversies mentioned above, public finance specialists are probably
in general agreement about the incidence of corporate income taxes. Most would
now probably agree that short-run shifting to consumers or workers is unlikely,
but that longer-range shifting to owners of capital outside the corporate sector
through the Harberger mechanism or effects on capital formation and wage rates
might be somewhat more likely.

All too often discussions of the incidence of state corporate income
taxes proceed along the lines outlined above, without notice being taken that
the line of reasoning is generally likely to be inappropriate for the question
at hand. That is, authors reproduce the standard litany just presented, with
roughly the same footnotes. Hardly ever do they tailor their analysis to
reflect the fact that the tax they are talking about is levied by one of fifty

Jurisdictions, rather than by the national government, and that most of the
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income of multi-state firms is divided among states for tax purposes through the
use of apportionment formulas.8 The purpose of this paper is to attempt to
renedy this defect by extending the litany to cover the incidence of state cor-
porate income taxes. It will be seen that the answer to the question "Who pays
the corporate income tax?" may be even more elusive for state taxes than the
uncertainty of the standard answer suggests and that one cannot even begin to
answer the question for state taxes unless one is careful to specify the

question more precisely than is usually done.?

II. How State Taxes Are Levied.:0

Before a state can levy its income tax on a corporation, it must deter-
mine what portion of the firm's profits throughout the nation it should (or
mayll) subject to tax. The vast majority of corporate income is divided among
states through the use of formula apportionment. Under this approach, a state
taxes a percentage of the firm's total "business" income equal to the average of
one or more measures of the state's share of the firm's overall economic acti-
vity conducted both within and outside the taxing state. These measures are
commonly payroll, property, and sales, and a simple average of the three is
ordinarily used. But some states use fewer "factors" in their formulas and some
do not give equal weight to the factors.

Some kinds of income are allocated to specific states, rather than being
apportioned by formula. For example, rental income from real estate is ordi-
narily taxed by the state in which the property is located, and many states pro-
vide for income from intangibles, such as interest and dividends, to be taxed by
the state of commercial domicile of the recipient corporation. DBut some states

consider dividends from affiliated firms as part of the "unitary'" business
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income of the recipient corporation and apportion them by formula. This is
especially true in the case of states that employ unitary combination (to be
described below).

It is quite uncommon for states to use "separate accounting," in which
operations in various states would be taxed as though carried on by separate
legal entities, with profits being determined to an important extent through the
use of arm's length prices constructed for the purpose. This approach is, by
contrast, used by the federal government in determining whether income of multi-
national corporations originates within the U.3. or abroad.

Groups of affiliated firms are treated in various ways by different sta-
tes. Some simply ignore the fact of affiliation, treating each legal entity as
a separate tax-paying unit. These are the states most likely to adopt specific
allocation for dividends. Others treat dividends from affiliates as income to
be apportioned by formula. Of these, some simply include dividend income
(including that from foreign affiliates) in the recipient's income to be appor-
tioned, but make no adjustment to the factors used in calculating the state's
share in total income.l2 Others adopt a more consistent practice in which the
factors of the various affiliated corporations, as well as their income, are
combined before the formula is applied to calculate the state's share in taxable
income. This is ordinarily done when the affiliated firms are deemed to be
engaged in a "unitary" business.l3 Some states (especially California) even go

' under which American firms

so far as to apply "worldwide unitary combination,'
are required to combine their income and factors with those of their foreign

affiliates.
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ITIT. The Incidence of State Taxes
The description of state tax practices in the previous section should be
enough to cause anyone to pause before simply opening the econonmist's cookbook
to the recipe for '"corporate tax incidence'" and copying down the federal recipe.
There are actually two recipes for the incidence of state corporate taxes. One
is basically identical to that for the federal tax; but it is not the relevant
one for most policy purposes. The more relevant recipe for the analysis of

state taxes gives results that are quite different from the federal results.

A. What is the question?

If all states levied identical corporate income taxes and one were
interested in the incidence of the system of uniform state taxes, it would
generally be satisfactory simply to inquire about the incidence of an equivalent
tax levied at the national level.l)4 After all, the fact that the revenue flows
to fifty jurisdictions, rather than to one, should have no effect on the inci-
dence of the tax..”? Of course, state income taxes are not levied on identical
bases and at uniform rates, and the factors used to apportion income among
states are not identical. But one can, nonetheless, meaningfully ask about the
overall incidence of the average state corporate income tax (or the aggregate of
all such taxes). The answer to such a question would be useful, for example, if
one were interested in including state corporate income taxes in an analysis of
the incidence, by income classes, of all taxes levied in the United States.l6
For this purpose the federal recipe would be appropriate, at least as a starting
point.17

This kind of analysis is not, however, generally applicable if one is

interested in knowing the incidence of the corporate income tax imposed in a
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given state, considered by itself. If, for example, one wanted to know how much
of the tax is exported to nonresidents of the taxing state and how the remainder
is split among various groups of residents, the existence of corporate taxes in
other states would be largely irrelevant, and it would not be correct to make
the same assumptions about theoretical results as for the federal tax. Rather,
the analysis must be designed to fit the question at hand. This is easily seen
by considering the two most commonly accepted alternative theoretical results
for the federal tax: burden on consumers and burden on capital.

To the extent that corporations operating in the taxing state sell in
national markets, it seems quite unlikely that they would be able to pass the
tax forward to consumers throughout the nation. Competition from firms located
elsewhere and not subject to the tax would preclude this forward shifting.18
(Shifting to local consumers is somewhat more likely; this possibility will be
examined in greater detail below when we take account of insititutional reali-
ties of the way state corporate taxes are imposed and their implications for
incidence.) Similarly, if firms operating in the state must compete for capital
in national financial markets, it seems unlikely that the state corporate tax
would simply be borne by capital, except in the short run. It appears, rather,
that if capital is mobile between states in response to differences in net rates
of return the burden of the tax is likely to be borne by economic activity spe-

cific to the taxing state.

B. Preliminary answers.
To learn more about the likely incidence of state taxes, it is necessary
to consider the implications of the way the taxes are actually imposed, as

described in section II. As seen from the vantage point of any one state, a
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corporate income tax levied on the basis of formula apportionment of a firm's
income for the entire nation can best be seen as a composite of taxes levied on
whatever factors are employed in the state's apportionment formula. The rate of
tax effectively applied to the factors in the formula depends on the overall
profitability of the firm, as well as on the state's statutory tax rate. This
can be seen by rearranging the terms in the following expression for tax liabi-

lity under the commonly employed three-factor formula:

where 7 is total profits for the entire nation, S is sales, W is payrolls, P is
property, t is the statutory tax rate, and T is tax collections in the state in
gquestion; i in subscript indicates sales, wages, or property occurring in the

taxing state. This can be rewritten as:

T o= 8; L1 /S 4 wytao/M 4 p b /P (2)
3 3 3
The first part of the expression on the right hand side of equation (2) is the
sales-related portion of revenues. The equivalent tax rate applied to sales in
the taxing state {tw /3S) is the product of a) one-third the statutory rate and
b) the firm's profit margin on sales throughout the nation. Analogous descrip-
tions apply to the part of revenues related to payrolls and property.l9
Once the state taxes are seen in this light, their expected incidence beco-
mes clearer. If labor is relatively immobile between states, one would expect

it to absorb much of the part of the corporate tax that relates to payrolls,
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much as it would a tax levied directly on payrolls. The part of the tax that is
related to property should have much the same pattern of incidence as a property
tax of the standard kind. That is, to the extent that property is geographi-
cally immobile, this part of the tax would be borne by owners of property. But
if either labor or property is mobile between states, the tax would tend to be
borne by economic activity that is specific to the state, such as immobile capi-
tal, labor {if immobile), land, and consumers of locally produced goods and
services.20

Carrying this analysis a step further, it 1s useful to distinguish between
(a) property and payroll that occur because substantial production for markets
elsewhere occurs within the taxing state and (b) property and payroll that exist
primarily to make sales within the state possible. In the former case the parts
of the tax related to property and payrolls are likely to be borne by whatever
productive factors are least able to avold the tax through migration. In the
latter case it is reasonable to believe that all the tax, rather than merely the
portion attributable to sales at destination (considered in the next paragraph),
would be borne largely by consumers in the taxing state, especially if the labor
and capital have alternative uses in other states.

The incidence of the sales-related portion of the corporate tax depends
on how sales are defined. If, as is common, sales are attributed to the state
of destination, the incidence of this part of the tax should be very much like
that of a standard sales tax. That is, the sales-related portion of the tax
would probably be borne largely by consumers in the taxing state.?l For that
part of a state tax based on sales at origin the proper analogy is to a state

production tax. Again, it is unlikely that this portion of the tax could be
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shifted to consumers in national markets. It is likely to be borne by local
workers, local consumers, and owners of land and immobile capital in the state.
The upshot of this analysis is that a state corporate income tax based
on formula apportionment is likely to be borne in large part by residents of the
taxing state, in their capacities of consumers, immobile workers, and owners of
land and immobile capital.22 But, to repeat a primary point made earlier,
substantial shifting of a state corporate tax to consumers throughout the nation
or to capitalists in general, as in the case of a federal corporate tax, is not

to be expected.23

Finally, it should be noted that the conclusions of this paper are not
affected by the validity of the Stiglitz assertion that the federal corporate
tax does not affect marginal corporate decisions. State taxation makes the eco-
nomic activity that enters the apportionment formula less attractive in the
taxing state, regardless of the nature of the federal corporate tax and the
firm's reaction to it. The state tax burden is therefore likely to be shifted

to those who cannot avoid it, through the mechanism described above.

IV, Further Complications.

The analysis of the previous section applies to the great majority of
state corporate tax revenue. In this section we consider briefly the complica-
tions resulting from the use of separate accounting and specific allocation and
then turn to the implications of the use of worldwide unitary combination and
related means of taxing intercorporate dividends that have been at issue in
important recent court cases.

The limited state use of separate accounting that occurs appears to

change relatively little the general conclusion of the previous section. A tax
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levied on the basis of separate accounting could probably not be shifted to
nonresident consumers or (except in the short run) to capitalists.zu Though the
exact outcome under separate accounting may differ somewhat from that for a tax
levied via formula apportionment, the basic conclusion that geographically immo-
bile local activities would bear the tax seems generally correct.

Determining the theoretical incidence of taxes baéed on specific alloca-
tion ranges from rather straightforward to quite complicated. For taxes levied
on rents and royalties allocated to the states where land and natural resources
are located, the result would seem to be similar to those for property taxes or,
in the second (royalty) case, severance taxes: burden on owners of the land and
resources. How to handle taxes based on capital gains and dividends allocated
to the state of commercial domicile of the recipient corporation is far from
clear, though incidence on shareholders of the recipient firm seems likely.25
Of course, if the Multistate Tax Commission has its way in having all forms of
corporate income apportioned among states on the basis of formula, these dif-
ficult theoretical questions will become moot.

To the extent that the arm's length pricing rules of Section 482 of the
Internal Revenue Code and the rules relating to allocation of deductions bet-
ween foreign and domestic operations in Section 861 are effective in isolating
income that is truly derived from sources within the United States, omission of
foreign considerations in the usual analysis of the incidence of the federal
corporate income tax 1s probably reasonable enough.26 Similarly, if the states
restricted their use of formula apportionment to the water's edge, the analysis
presented in the previous section should also be generally accurate .27 But, as

noted in section II, several states extend the application of formula apportion-
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ment to income of foreign affiliates, via worldwide unitary combination. It
seems, however, that this complication does not seriously affect the basic
theoretical argument of the previous section. The state corporate tax can be
seen as a composite of taxes on whatever goes into the state's apportionment
formula, whether or not formula apportionment and the unitary approach are
limited to the water's edge.28 What is affected by worldwide combination 1is the
equivalent rates of state taxation of sales, payroll and property; these depend
on the worldwide profitability of the multi-national group of affiliated firms,
rather than the domestic profitability of the firms.

If profitability (as a percentage of sales, payroll, and property)
were identical, both within the United States and abroad, the geographic range
over which combination was applied would not matter. But inspection of equation
(2) indicates that if profitability is not geographically uniform, changing the
range of combination is equivalent to changing the effective state tax rate
applied to sales, payroll, or property.29 The reasoning of section III suggests
that states that attempt to increase revenues through worldwide combination of
domestic operations with more profitable foreign operations cannot get a totally
free ride by exporting the greater tax burden to non-residents.

This conclusion comes through even more strongly in cases in which
intercorporate dividends are included in apportionable income of the corporate
shareholder, but the factors of the firm paying dividends are not combined with
those of the recipient firm. Payment of dividends results in an increase in the
effective tax rate applied to the combined income of the two firms, regardless
of their relative profitability. Of more relevance for the present discussion,

this treatment of intercorporate dividends raises the effective rate of tax on
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whatever enters the apportionment formula, relative to the situation in which a
deduction is allowed for intercorporate dividends received .30

Given the direction taken in several recent court cases, including one
involving arguably foreign-source income, this conclusion is extremely
important.3l It suggests that in the long run taxes on inter-corporate divi-
dends treated as apportionable income of the recipient firm, including dividends
that can reasonably be traced to foreign-source income, will be shifted to con-
sumers and workers residing in the taxing state and to owners of land and immo-
bile capital in the state. This is, of course, probably not what those who

legislate this kind of tax law anticipate.32

V. Concluding Remarks

The analysis presented here, though a useful and necessary addition to
the cookbook on tax incidence, is not the end of the story. It 1s useful pri-
marily in telling one what not to assume automatically and in pointing the
direction toward more reasonable assumptions about incidence. But substantial
work remains before it can be applied. Ideally.one would know how much revenue
of the state in question is derived from formula apportionment and how much from
specific allocation and separating accounting. Since the incidence results are
different for various forms of specific allocation, it is also necessary to know
the basis of the specific allocation, if enough revenue is at stake to make this
an important question.

Where formula apportionment is used, it is necessary to know which fac-
tors are employed and their weights. Beyond that, one must know whether the
sales factor is based on origin or destination, precisely what kinds of property

enter the property factor, and the nature of the taxed activity. Finally, it
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must be emphasized that the results given here are intended to describe long-run
tendencies. In the short run a state corporate tax is much more likely to be

borne by shareholders, as in the traditional theoretical analysis for federal

taxes.33
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lFor this standard result see; for example, Musgrave (1959, chapter 13) or
Musgrave and Musgrave (1980, pp. 293, 427-36). This (and much of the other

literature mentioned below) is summarized in Ballentine (1980).

2Harberger's analysis builds on previous work by Musgrave (1959, chapters 10 and
15). For a survey of this literature and a simplified exposition of the

Harberger model, see McLure (1975) and McLure and Thirsk (1975), respectively.

3For an appraisal and further development of this theme, see King (19T4) and

(1977).

L

The corporate tax may adversely affect capital formation, even if it is

shifted forward. Suppose that the tax is reflected, in large part, in the price
of capital goods. It would, in such a case, reduce both the own rate of return
on capital goods and the quantity of capital goods a given amount of saving

could purchase. For development of this argument, see Ballentine (1978).

5Among the important contributions on long-run incidence of taxes on capital in a
growth context are those by Krzyzaniak (1967) and (1968) and Feldstein (19Tha)
and (19T4v). For contradictory empirical evidence on the effects taxes have on

saving, see Boskin (1978) and Howrey and Hymans (1978). For a recent appraisal
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of the work by Boskin and by Howrey and Hymans, see McLure (1980a). That
literature deals only with incentive (substitution) effects of taxation on
saving. Differences in the income effects of various taxes may be every bit as
important for incidence analysis, unless one engages in a differential analysis

that holds income effects constant.
6rhis evidence is summarized in Ballentine (1980), chapter 2.

TPor efforts to circumvent this methodological quandary, see, for example,
Harberger (1962), McLure (1975) and references cited there, and Musgrave, Case,
and Leonard (1974). Shoup (1969) and in personal correspondence has expressed
strongly the view that for the reasons stated in the text, theoretical analysis
building on that of Harberger (1962) and empirical analysis of the incidence of

broad-based taxes, such as that of K-M, is doomed to failure.

8There seems to be no point in embarrassing authors of these mindless statements
by citing their work. It takes little research to verify that those being

attacked are not made of straw.

9For a similar plea to specify the question carefully before attempting to
answer it in the case of property taxes, see McLure (1977a), which is an attempt

to clarify and elaborate on the analysis of Mieszkowski (1972).

10For further elaboration of how states actually determine their taxable shares

of the income of firms, see McLure (l980c) and references cited there.

llThere are federal constitutional limitations on the states' power to tax the

income of multistate corporations. They currently seem not to pose any serious
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constraint on the use of the various techniques of state taxation described

below. See also footnote 31 below.

12This was the result in the recently decided case of Mobil (1980), to be
discussed further below. It may be fairly difficult to know how prevalent this
practice 1is, since so much depends on the administration and judicial interpre-
tation of statutes in particular cases. But Vermont's success against Mobil

will probably encourage other states to adopt this approach.

13The most commonly applied tests used to determine whether a unitary business
exists are the "three unities" of ownership, operation and use and the test of
"contribution and dependency." For more on this, see, for example, Dexter

(1978).

luSuch an effort would, however, be subject to the kind of criticism raised,

for example, by Shoup. (See footnote 7 above and the textual discussion it
accompanies.) Analysis of the incidence of the corporate income tax of only one
state, the primary focus of this paper, 1is far less susceptible to these objec-
tions. ©Since in that case a far smaller portion of the total economy is
involved, it is far more acceptable to employ partial equilibrium analysis and
ignore the use of tax revenues. For convenience the entire discussion of this
paper is couched in traditional terms of burdens on various groups. It could be
rewritten in terms of effects on relative prices and redistribution of incomes.
But to do so would obscure the analysis and make the results less easily

understood by non-economists.

15mhis statement abstracts from potential differences in state and federal uses

of revenues and from the treatment of dividends described above. Whereas the
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federal tax provides a deduction for dividends received from affiliates (and an
85 percent deduction for other dividends) and state unitary combination does so,
in effect, neither specific allocation nor formula apportionment that does not
include combination does so. Moreover, to the extent that worldwide unitary
combination results in the taxation by states of income deemed to be received
from foreign sources and exempt under U.S. tax law until repatriated, the state
result could be quite different from the federal. Differences in state and
federal treatment of intercorporate dividends seem to have little effect on the
pattern of incidence. Thus if one abstracts from the international effects of
the greater emphasis on taxation of income at source under worldwide unitary
combination, the statement in the text should hold, at least to a first approxi-

mation.

16See, for example, Pechman and Okner (1974) or Musgrave, Case, and Leonard

(197h4).

lYIf, however, one wanted to know the incidence, by state, of the national
system of state corporate taxes, the analysis could not stop here. It would be
necessary to consider the effects of state-by-state deviations of corporate
taxes from the national average, as well as the effects of the average tax for
the nation as a whole. Thus, for example, a state with a particularly heavy
corporate tax would be affected quite differently from the way a state with
little or no tax would be affected. Analysis of the type presented in the
remainder of this paper would be required for the analysis of these differen-
tials, if empirical efforts such as those cited in the previous footnote were

intended to provide estimates of incidence of the system on a state-by-state
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basis. Similarly, even a study of aggregate tax burdens should consider these
effects, since their effects across income classes may not cancel out. This
point is not stressed further here, in order to avoid further digression from

the main thrust of the paper. But see MclLure (1980b).

18There may be a tendency to ask whether one state could not easily shift its
taxes, so long as they were lower than those levied (on average) by other sta-
tes. (The analogy of an umbrella readily comes to mind at this point.) The
theoretical answer is generally a resounding "No!" Firms are assumed to be in
equilibrium before the state in question raises its taxes. If in this situation
the taxes of all other states are impounded in ceteris paribus, the effects of
one state acting alone to raise its taxes are roughly the same as if other sta-
tes had no taxes. If all states acted simultaneously to raise their taxes, the
answer would be different. But then so would the question; it would be that
described above as more properly answered using the traditional analysis of

national taxes.
19mnis analysis is developed more fully in McLure (1980b) .

20gee Mieszkowski (1972), where the distinction between "export" goods and
"home" goods employed in the next paragraph of the text 1is also developed. The
distinction between mobile and immobile property makes it crucial to know the
extent to which land is counted as part of property in apportionment formulas.
Of course, owners of land and immobile capital located in the taxing state may

be nonresidents; that is an empirical question.

2lThere is, however, an important complication to this conclusion. Sales fac-
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tors based on destination do not count only retail sales. Rather, they include
sales of intermediate goods. Thus, like cascade-type turnover taxes, even taxes
related to a destination-based sales factor could have an important origin com-
ponent. Conversely, where intrastate sales by wholesalers are important, the

part of a tax related to an origin-based sales factor may contain a significant

destination component.

22The observant reader will have noticed that different corporations operating
in the same state can pay different equivalent rates of tax on sales, payroll,
and property, depending on their profitability throughout the nation (or the
world), and that adequate allowance has not been made explicitly for equilibra-
tion in the net returns to geographically immobile factors or in the prices at
which various firms can sell in markets within the state (in the case of a
destination-based sales factor or of property or payroll-related taxes on firms
producing for local consumption). The existence of unincorporated firms compli-
cates the picture even further. No equilibration is expected in the case of
monopolists (on the sales side) and factors specific to given firms (on the pro-
duction side). But frankly, it is difficult to see how this equilibration
occurs, in general. Certainly a model that would capture this equilibration

would be complex, indeed.

23Two points need to be made at this point, for the sake of completeness.
First, as noted in footnote 17 above, the analysis of state taxes presented here

can be employed for the examination of the incidence of state differentials from

the average of all state corporate taxes. The analogous point has been made

conspicuously in literature on the incidence of the property tax. (See, for
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example, Mieszkowski (1972) and McLure (1977a).) Second, the results presented
here for the incidence of a tax levied in one state are in no way inconsistent
with the quite different results of analysis of a federal corporate tax or the
aggregate of all state taxes. They can be reconciled through an argument much
like that presented for property taxes in McLure (1977). For the sake of bre-

vity, these points are not discussed further.

21‘Indeed, it is unlikely that separate accounting would be allowed if the
firm had substantial sales to out-of-state consumers. If the firm sold to an
affiliated corporation and the latter made out-of-state sales, it is likely that

consolidation or combination and formula apportionment would be reguired.

251t might appear that the double state corporate taxation of income giving rise
to intercorporate income might simply induce firms and their shareholders to
eschew intercorporate ownership of shares. But since portfolio investment of
this type prevails and there is no other obvious candidate to bear the burden,

one must assume that it rests on shareholders.

26Note, however, that if national economies are open to significant trade and
capital flows the same kinds of argument can be made about the incidence of
national corporate income taxes as has been made above about state taxes.
Certainly, for many small countries, it is probably inappropriate to assume that
corporate taxes can either be shifted to consumers in world markets or be made
to fall on capitalists, except in the short run. A more likely result, to
repeat the theme of section III, is incidence on consumers, workers or owners of
land in the country. For further development of this kind of argument, see

Harberger (1973) and McLure (1977b) and (1979).
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2Tyater's edge legislation might provide, for example, that states could tax
only that portion of the income of a multi-national corporation that is subject
to federal tax. Even this approach would attribute some income originating
abroad (e.g., dividends paid out of foreign-source income) to the states. See
McIure (1980c) for further discussion of actual proposals for water's edge

legislation.

287nys equations (1) and (2) in the text will be valid, but m , S, W, and P will
pertain to aggregates for the group of affiliated firms, rather than to
quantities for one firm, and will cover all operations for which combination is

required.,

29Thus the sales-related portion of corporate tax collections will differ under

worldwide and water's edge combination by

where w and o in subscript indicate profits and sales under worldwide and
water's edge combination, respectively. Similar expressions apply to the parts

of the tax related to payrolls and property.

301In contrast to the result in footnote 29, the difference in this case between
sales-related tax paid by the recipient firm with and without inclusion of
intercorporate dividends in the apportionable income of the recipient is

Sit

ATy = ( - T, ),
S 35 v o

where 7, and 7w, differ by the amount of the dividends involved. Of course,

v
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the liability of the firm paying the dividends is unaffected.

31l1n Mobil (1980) the Supreme Court upheld the power of a state to include in
the corporation's apportionable tax base dividends from domestic and foreign
affiliates deriving substantially all of their income from foreign sources. The
state had not included in the apportionment formula the factors of the payor
corporations, and the Court did not have to reach the gquestion whether it was
consitutionally compelled to do so. In Exxon (1980), the Court upheld the power
of a state to include all of a corporation's operating income in its appor-
tionable tax base, so long as that income derived from a unitary business. It
rejected the argument that the taxpayer's separate accounting demonstration that
the income apportioned to the state was excessive had constitutional signifi-~
cance. Exxon did not involve the taxation of dividends or foreign source
income, but it did indicate that the state's power to tax by the apportionment

method is quite broad. Taken together, Mobil and Exxon plainly evidence a

relaxed attitude by the Court on the power of states to tax multistate and
multinational corporations by the apportionment method. For an excellent analy-
sis of these two cases and recent proposals for water's edge legislation, see

Hellerstein (1980).

32given the magnitude of revenues involved, it may seem unlikely that taxes of
this magnitude could come out of wages and returns to immobile capital and land
in a small state such as Vermont. But the analysis of Part III suggests that in
a free market a consuming state levying its income tax on what is arguably out-
of-state {or even foreign-source) income will continue to have access to this

tax base in the long run only if its consumers effectively pay the tax through
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higher prices. Federal price controls or allocation of energy could, however,
make it easier for Vermont to tax an oil company without the risk of forward
shifting. New York and Connecticut have recently attempted combining excise
taxes on energy with price controls that would prevent forward shifting, but the
state ceilings on prices have thus far been found an unconstitutional intrusion

on federal energy policy.

331¢ may be well to end by noting that even if conditions were such that a
federal tax could be shifted to consumers in the short run via administered
pricing, the analogous result for a state tax is quite unlikely, except where

consumers within the taxing state are concerned.



REFERENCES

Ballentine, J. Gregory. "The Incidence of a Corporation Income Tax in a Growing
Economy." Journal of Political Economy, Vol. 86 (October 1978), pp. 863-
T6.

Ballentine, J. Gregory, Equity, Efficiency, and the U.S. Corporation Income Tax
(Washington, D.C.: American Enterprise Institute for Public Policy
Research, 1980).

Boskin, Michael J., "Taxation, Saving, and the Rate of Interest," Journal of
Political Economy, Vol. 86, No. 2 (April 1978 Part 2), pp. S3-S27.

Dexter, William D., "The Unitary Concept in State Income Taxation of Multistate-
Multinational Businesses," The Urban Lawyer, Vol. 10, No. 2 (Spring 1978),
pp. 181-212,

Feldstein Martin S., "The Incidence of a Capital Income Tax in a Growing Economy
with Variable Savings Rates," Review of Economic Studies, Vol. 41 (October
1974), pp. 505-13. (a)

Feldstein, Martin S., "Tax Incidence in a Growing Economy with Variable Factor
Supply," Quarterly Journal of Economics, Vol. 88 (November 1974), pp. 551-
73. (b)

Harberger, Arnold C., "The Incidence of the Corporation Income Tax," Journal of
Political Economy, Vol. 7O (June 1962).

Harberger, Arnold C., "The Panamanian Income Tax System -- A Heterodox View,"
Xerox 1973.

Hellerstein, "Constitutional and Proposed Congressional Limitations on State
Income Taxation of Multijurisdictional Corporations: Reflections on Mobil,
Exxon, and H.R. 5076" Michigan Law Review (November 1980).

Howrey, E. Phillip and Hymans, Saul H., "The Measurement and Determination of
Loanable-Funds Saving,'" Brookings Papers on Economic Activity, Vol. 3
(1978), pp. 655-705.

King, Mervyn A., "Taxation and the Cost of Capital,'" Review of Economic Studies,
Vol. 41 (1974), pp. 21-35.

King, Mervyn A., Public Policy and the Corporation (New York: John Wiley and
Sons), 1977.

Krzyzaniak, Marian, '"The Long-Run Burden of a General Tax on Profits in a Neo-
classical World," Public Finance, Vol. 22 (1967), pp. 472-91.

Krzyzaniak, Marian. "The Burden of a Differential Tax on Profits in a Neo-
classical World," Public Finance, Vol. 23 (1968), pp. 447-73.




26—~

Krzyzaniak, Marian, and Musgrave, Richard. The Shifting of the Corporation
Income Tax. (Baltimore: The Johns Hopkins University Press, 1963).

McLure, Charles E., Jr. "The Interstate Exporting of State and Local Taxes:
Estimates for 1962," National Tax Journal, Vol. 20, No. 1 (March 1967),
ppo )49—770

McLure, Charles E., Jr., "General Equilibrium Incidence Analysis: The Harberger
Model After Ten Years,'" Journal of Public Economics, Vol. 4, No. 2
(February 1975), pp. 125-61.

McLure, Charles E., Jr., "The 'New View' of the Property Tax: A Caveat,"
National Tax Journal, Vol. 30 (March 1977), pp. 69-75. (a)

Mclure, Charles E., Jr., "Taxation and the Urban Poor," World Development, Vol.
5 (March 1977), pp. 169-88. (b)

McLure, Charles E., Jr., "The Relevance of the New View of the Incidence of the
Property Tax in Developing Countries," in Roy W. Bahl, editor, The
Taxation of Urban Property in Less Developed Countries, University of
Wisconsin Press, 1979, pp. 51-76.

McLure, Charles E., Jr., "Taxes, Saving, and Welfare: Theory and Evidence,"
National Tax Journal, Vol. 33, No. 3 (September 1980), pp. 311-20. (a)

McLure, Charles E., Jr., "The State Corporate Income Tax: Lamb in Wolves'
Clothing," in Henry J. Aaron and Michael J. Boskin, editors., The
Economics of Taxation, (Washington: Brookings Institution), 1980, pp. 327~
346. (b)

McLure, Charles E., Jr., "State Taxation of Corporate Income," presented at the

TRED conference on State and Local Finance in the 80s, September 25-27,
1980. (c)

McLure, Charles E., Jr. and Wayne R. Thirsk, "A Simplified Exposition of the
Harberger Model, II: Expenditure Incidence," National Tax Journal,
Vol. 28, No.2 (June 1975), pp. 195-207.

Mieszkowski, Peter, "The Property Tax: An Excise Tax or a Profits Tax?" Journal
of Public Economics, Vol. 1 (April 1972), pp. T73-96.

Musgrave, Richard A., The Thecory of Public Finance, (New York: McGraw-Hill, 1959).

Musgrave, Richard A., Karl E. Case, and Herman Leonard, "The Distribution of
Fiscal Burdens and Benefits," Public Finance Quarterly, Vol. 2 (July 197h4),

Musgrave, Richard A. and Peggy B. Musgrave, Public Finance in Theory and
Practice, Third Edition, (New York: McGraw Hill, 1980), pp. 354-T2.




27~

Pechman, Joseph A., and Benjamin A. Okner, Who Bears the Tax Burden,
(Washington, D.C.: The Brookings Institution), 197kh.

Shoup, Carl S., Public Finance (Chicago: Aldine Publishing Company, 1969).

Stiglitz, Joseph E., "Taxation, Corporate Financial Policy, and the Cost of
Capital," Journal of Public Economics, Vol. 2, No. 1 (February 1973), pp.
1-3k.




