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 The Gross Receipts Tax:
 A New Approach to Business Taxation?

 Thomas F. Pogue

 Abstract - Despite their well-understood shortcomings , gross-re-
 ceipts-based taxes (GRTs) have been recently enacted or considered
 in a number of states, reflecting a perceived need for an alternative
 approach to business taxation. To determine how well a GRT meets
 this need, this paper addresses several questions. What principles
 should guide choice among taxes collected from businesses? How
 does the GRT stack up not only against these principles , but
 also against existing and other feasible taxes? How do the newly
 enacted GRTs compare to the taxes they replace? Are there better
 replacement taxes than the GRT? The conclusion: GRTs are at best
 second-best.

 INTRODUCTION

 In (GRT) its most is the general dollar form, value the of receipts base of a from gross sale receipts of goods tax (GRT) is the dollar value of receipts from sale of goods
 and services, with no omission of categories of sales and no
 allowance for costs incurred by sellers. All businesses within
 a taxing jurisdiction report the value of their receipts and
 apply a tax rate to those receipts to determine the amount of
 tax owed. Current and proposed GRTs are not this general, as
 they omit categories of receipts, tax categories at differential
 rates, and make various ad hoc adjustments for costs.

 The shortcomings of the GRT are well understood. As
 Mikesell (2007a, 1) succinctly states, "it (the GRT) lacks any
 link either to capacity to bear the cost of government services
 or to the amount of government services used - the normal
 standards for assigning tax burdens/' Reflecting this criticism
 among others, state-level use of the GRT declined through
 the second half of the twentieth century, to the point that by
 2002 only Delaware, New Mexico, and Washington levied
 significant gross receipts taxes. And the New Mexico tax is
 best regarded as a broad-based sales tax.

 However, rather than continuing to fade away, since 2002
 some form of GRT has been enacted in New Jersey, Kentucky,
 Ohio, and Texas, and modified GRTs have recently been consid-
 ered in Illinois, Maine, and Montana. Michigan's just-enacted
 (2007) replacement for its single business tax has a GRT com-
 ponent. The New Jersey tax was short-lived, expiring in 2006.
 These new GRTs have been enacted in part as replacements for
 existing taxes and in part as sources of additional revenue.
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 This resurgence in the use of and
 interest in GRTs raises the question of
 why this tax, long denigrated by econo-
 mists, is being considered again by state
 legislatures. To address this question, I
 first consider several more fundamental

 questions. What principles should guide
 choice among taxes collected from busi-
 nesses? How does the GRT stack up not
 only against these principles, but also
 against existing and other feasible taxes?
 How do the newly enacted GRTs compare
 to the taxes they replace? Are there better
 replacement taxes than the GRT?

 BUSINESS TAX PRINCIPLES

 Since income from economic activity
 ultimately accrues to individuals, the
 burden of taxes collected from busi-

 nesses necessarily falls on individuals.
 Businesses have no tax-paying capability
 independent of the persons who are their
 owners, customers, employees and sup-
 pliers. In short, business taxes are indirect
 taxes on persons.

 What does it mean then to label a tax
 as a "business tax"? Does it mean that

 the burden of the tax falls fully on the
 owners of businesses - on suppliers of
 capital? Does it mean that the tax has
 some other specified incidence? If so, to
 label a tax we would have to know its

 incidence with fair precision. Or, does it
 simply mean that the tax is collected from
 businesses? In this paper, I use the term
 in this second sense.

 So why not collect all taxes from per-
 sons? Why collect any taxes from busi-
 nesses? There are two reasons for doing
 so. The first and most compelling reason
 is that economic efficiency cannot be
 achieved without taxing businesses for
 the costs of their activities that they would
 otherwise ignore. I term these the social
 costs of business activity (Pogue, 1998).
 These are external costs, such as produc-
 tion-generated air and water pollution.
 And they are the costs that governments

 incur in providing services and facilities
 used by businesses - transportation infra-
 structure, police and fire protection, the
 court system required to enforce contracts
 and property rights, etc. The term "social
 cost" is sometimes used to refer only to
 external costs and not the costs of govern-
 ment services. However, I include both
 categories of cost because both are borne
 by society at large unless government acts
 to internalize them.

 Economic efficiency requires that busi-
 nesses face taxes (or government man-
 dated charges and fees) that accurately
 reflect the social costs of their activities,
 just as market prices reflect the costs of
 other inputs. When such taxes and charges
 fall short of social costs, businesses are
 subsidized. Efficiency also requires that
 businesses be taxed uniformly, so that
 relative prices are not changed, unless tax
 differentials can be linked to differences in
 social costs. However, if businesses do dif-
 fer in their social costs, whether external

 costs or costs that government incurs on
 their behalf, efficiency requires differential
 taxes. In that case, efficient taxes may alter
 relative prices, and in doing so appear to
 lack neutrality unless one recognizes their
 role in offsetting social costs. I will follow
 the tax policy literature and use the terms
 "efficiency" and "neutrality" interchange-
 ably, recognizing, however, that neutral
 taxes may affect relative prices.

 Imposing taxes to offset businesses'
 social costs may lead to higher product
 and service prices and /or lower payments
 for labor, capital, and natural resources
 than would otherwise be the case. Output,
 employment, and/ or profits may fall in
 some sectors (those with relatively high
 social costs), while rising in others. Some
 businesses may fail. But these outcomes
 are not an argument against taxing or
 otherwise charging businesses for the
 social costs of their activities. Higher out-
 put prices and /or lower input prices are
 necessary consequences of internalizing
 social costs. So too is the realignment of
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 production from sectors with relatively
 high social costs to those with relatively
 low costs.

 Taxing businesses to cover social costs,
 as defined above, encompasses the benefit
 rationale for taxing businesses. But the
 benefit rationale, which calls for taxing
 businesses to cover the costs of govern-
 ment services, is often treated separately
 (Oakland and Testa, 1996 and 2000; Bird,
 2003; McLure, 2005). As noted above, I
 have not done so because the policy objec-
 tive is to internalize costs that businesses

 would otherwise ignore, whether those
 costs are external costs or the costs of

 government services. Of course, the taxes
 and charges required to internalize exter-
 nal costs will likely differ from those that
 best account for the costs of government
 services that benefit businesses.

 The second reason for taxing busi-
 nesses is that compliance and adminis-
 trative costs may be lower when taxes
 are collected from businesses. Important
 examples are collecting payroll and wage
 taxes from employers instead of employ-
 ees, and collecting retail sales taxes from
 sellers instead of buyers. Taxes collected
 from businesses for this reason are not

 commonly regarded as business taxes.
 A need for revenue is not a reason for

 taxing businesses, nor is the mistaken
 belief that taxes on businesses do not

 burden individuals. Apart from taxing to
 offset social costs, one might argue that a
 corporation income tax (CIT) is needed
 to tax retained earnings as they accrue,
 in which case the tax functions as a with-

 holding tax on individual shareholder
 income. However, a state-level CIT is a
 poor tool for this purpose because many
 shareholders of the corporations in any
 given state are likely to reside outside
 that state. More generally, a tax on busi-
 ness income or property may be seen as a
 partial remedy for deficiencies in existing
 personal income and consumption taxes.
 But the ideal remedy for such deficien-
 cies is to reform direct taxes; attempting

 to tax personal income and consumption
 with indirect business taxes is clearly a
 second-best strategy.

 Implications of the Social Cost Rationale

 What are the main implications of
 applying the social cost rationale for tax-
 ing business?

 Taxation should not be conditional on

 income, and it should not be restricted to
 profitable businesses. Unprofitable busi-
 nesses benefit from government services
 and generate social costs. An income tax
 is, therefore, an inappropriate means
 of taxing business. Further, fairness in
 business taxation does not imply that
 businesses with equal income should pay
 equal taxes.

 But this requirement - that profit-
 ability not be a factor in determining
 businesses' tax liabilities - is not easily
 or widely accepted by legislators and
 businesses. Consequently, the contrary
 belief that profits, especially the lack
 thereof, should be considered in assess-
 ing business taxes has likely deterred use
 of state-level value added taxes, which
 Oakland and Testa (1996), among others,
 see as the best means of charging busi-
 nesses for general government services.
 And businesses' objections to paying the
 Michigan Single Business Tax even when
 they were unprofitable likely contributed
 to its termination at the end of 2006 and

 its replacement by the newly enacted
 Michigan Business Tax.

 Personal income and consumption
 taxes are not appropriate charges for
 social costs, which are attributable to
 business activity, not income or residency
 of persons.

 As a charge for general government
 services, a business tax should apply
 to all forms of production regardless of
 how organized. In particular, non-profit,
 not-for-profit, and charitable businesses
 and organizations should be taxed in the
 same manner as for-profit enterprises.
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 Likewise, government enterprises - water
 supply, power, sewage collection and
 treatment, parking - should be taxed in
 same manner as private businesses. Fail-
 ing to do so subsidizes these entities.

 Even if businesses engaged in activi-
 ties regarded as socially beneficial are
 deemed worthy of subsidy, it is unlikely
 that the appropriate subsidy is measured
 by their social costs - by either the exter-
 nal costs they generate or the cost of
 government services provided to them.
 Nevertheless, such businesses often face
 lower taxes and fees than other busi-

 nesses. And they may be exempted from
 regulations and fees aimed at curtailing
 external costs. Although subsidizing
 in this manner is often an appealing
 policy, a better approach would be direct
 subsidies based on explicit estimates of
 the external benefits generated by the
 businesses.

 If the social costs generated by busi-
 nesses are proportional to some broad
 measure of economic activity, such as
 value added, then a tax on that measure
 is appropriate. Oakland and Testa (1996;
 2000), Testa and Mattoon (2007) and Bird
 (2003, 708-9) have argued that the costs of
 general government services are indeed
 roughly proportional to value added, and
 for that reason they have advocated an
 income-based value added tax (VAT) to
 tax businesses for government services. To
 illustrate, for the 50 states and the District
 of Columbia, Testa and Mattoon (2007)
 estimated that government expenditures
 on businesses averaged about two percent
 of value added in 2005. Correspondingly,
 the VAT tax rate to cover such costs would

 have averaged two percent, but actual
 state-local business taxes were estimated

 to range from three to five percent of
 value added. Limiting taxes on businesses
 to the amount required to cover costs of
 government services would, therefore,
 by their estimates significantly reduce
 business taxes - in many states by more
 than 50 percent.

 But use of government services as well
 as external costs are in fact likely to vary
 relative to value added, across industries
 and even among individual firms in an
 industry. So levying a VAT to cover the
 cost of general government services to
 business would only be a partial solution
 to the problem of taxing businesses for the
 social costs of their activities. The ideal

 would be a system of taxes, charges and
 fees specific to each industry and even to
 firms within an industry. Having said this,
 a VAT based on the cost of government-
 supplied services to businesses would
 certainly be a step in the right direction,
 and may be a reasonable approximation
 to the ideal system.

 Taxation should not depend on whether
 businesses are producing for export or for
 the domestic market. Businesses whose

 activities entail the same social costs

 should face the same tax regardless of
 whether they are producing for export or
 for a state's domestic market. This point
 is sometimes not understood by those
 who criticize the GRT. See, for example,
 Chamberlain and Fleenor (2006, 9) who
 state, ". . . well designed state tax systems
 should tax imports on the same basis as
 domestically produced goods, and they
 should exempt all exports from taxation

 Interstate allocation of a business tax

 base should be determined by where
 social costs are generated - primarily
 where resources are used to produce prod-
 ucts and services. This implies apportion-
 ment of receipts on an origin rather than
 a destination basis, which removes the
 nexus issues raised in Quill In particular,
 the complexities arising in taxing internet
 sales for purposes of a retail sales tax (RST)
 do not arise in taxing businesses for costs
 generated. Businesses involved in internet
 sales should be taxed where resources are

 employed to execute those sales. In con-
 trast, an RST aimed at taxing consumption
 of residents should be apportioned on a
 destination basis. Apportionment should,
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 therefore, depend on the purpose of a tax,
 and failure to specify this purpose can lead
 to misunderstandings and unnecessary
 complications.

 Proponents of economic development
 call for competitive taxation, or even
 subsidy, of mobile producers. And they
 oppose taxation of exports even though
 export industries use government services
 and may generate external costs. Taxing
 businesses according to the social cost
 rationale, therefore, conflicts with what
 are widely perceived as appropriate tax
 policies for promoting economic growth.
 However, that does not mean businesses
 should be subsidized by setting taxes
 below social costs in an effort to promote
 economic development. As I explain
 elsewhere (Pogue, 1998, 99), subsidizing
 businesses in this manner may benefit
 some of a state's residents - mainly own-
 ers of land and other in-place resources
 that are in greater demand as the economy
 expands. But it cannot benefit a state's
 residents as a group except in the unlikely
 event that a sufficient share of the taxes

 required to pay for governmentally
 supplied inputs can be exported to non-
 residents. That is, the aggregate income
 of a state's residents usually cannot be
 increased by taxing businesses at less
 than the social costs they generate, even
 if doing so appears to promote economic
 development.

 THE GRT AS A BUSINESS TAX

 (WEIGHING BUSINESS TAX OPTIONS)

 How does the GRT measure up against
 the business tax principles outlined
 above? The answer, in short, is that a GRT
 is not an ideal offset to the social costs of
 business activities. But the same is true
 for other broad-base taxes in common

 use - the RST and the CIT. Consequently,
 what is needed is an analysis of how the

 GRT compares to other taxes in satisfying
 those principles.

 Recent critiques of the GRT - McLure
 (2005a, 2005b), Mikesell (2007a, 2007b),
 and Chamberlain and Fleenor (2006) - do
 not focus on such comparisons. Instead,
 they restate long-standing criticisms of
 general GRTs based on standard prin-
 ciples of taxation - economic neutrality,
 competitiveness, fairness, and transpar-
 ency.1 Mikesell (2007b) also provides a
 brief history of gross receipts taxation,
 beginning with a tax levied in France in
 1292. I first review these criticisms and

 then turn to the question of how the GRT
 compares to other broad-base taxes.

 Criticisms of GRTs

 The chief criticism of the GRT is that

 it violates the principle of economic
 neutrality. A GRT implemented without
 deductions or exemptions for business-
 to-business sales generates, through the
 process of pyramiding, differentials in
 the effective tax rate on final sales. These

 differentials depend on the number of
 taxable intermediate sales in the produc-
 tion/distribution process, and whether
 value added occurs early or late in that
 process. For a given number of intermedi-
 ate sales, the effective tax rate is greater
 the earlier value is added because the tax

 on any given amount of value pyramids
 through more stages the earlier the value
 is added. Such tax-rate differentials are

 inefficient or non-neutral because they
 distort relative prices and alter resource
 allocation decisions.

 Although this criticism is valid, the
 GRTs non-neutrality arises not because
 it generates tax-rate differentials per se;
 instead it is non-neutral because such

 differentials do not accurately reflect differ-
 ences in social costs. As explained above,
 tax differentials are required to correctly

 1 Although competitiveness is often listed as separate from efficiency as a concern of economic policy, McLure
 (2005a) explains that competitiveness is not an "independent goal, separate from economic neutrality."

 803

This content downloaded from 
�������������149.10.125.20 on Sun, 27 Feb 2022 03:25:17 UTC������������� 

All use subject to https://about.jstor.org/terms



 NATIONAL TAX JOURNAL

 adjust for differences in social costs, and
 when they do so, they are not inefficient
 (non-neutral).

 How serious is pyramiding? Tax rate
 differentials have been estimated for New

 Mexico and Washington. For New Mexico,
 the estimated tax rates due to pyramid-
 ing range from 0.31 percent (educational
 services) to 2.68 percent (manufacturing)
 and average 1.35 percent, giving a maxi-
 mum differential of 1.33 percentage points
 (2.68 - 1.35). Added to New Mexico's five
 percent statutory tax rate, these tax differ-
 entials imply an effective state GRT rate
 averaging 6.35 percent and ranging from
 5.31 percent to 7.68 percent (New Mexico
 Tax Research Institute, 2005). In the case
 of Washington, estimated pyramiding
 tax rates range from 0.8 percent (retail
 trade) to 3.2 percent (electric, gas and
 other utilities) and average 1.5 percent
 (Chamberlain and Fleenor, 2006, 5). So the
 maximum differential is 1.7 percentage
 points (3.2 - 1.7). Note that it is tax-rate
 differentials that lead to inefficiency by
 creating artificial differences in the costs
 of products and services. If tax rates due
 to pyramiding are the same in all sectors,
 then pyramiding causes no cost distor-
 tions among taxed sectors.2 The variation
 in pyramiding tax rates estimated for
 New Mexico and Washington is not large
 compared to existing within-state and
 between-state differences in statutory
 sales tax rates. That is, pyramiding does
 not appear to have generated tax rate dif-
 ferences for major industrial sectors that
 are outliers,3 although Mikesell (2007a, 10)
 terms this variation in effective tax rates
 substantial.

 Pyramiding generates revenue that
 must be offset if the pyramiding is elimi-
 nated. This can be done by increasing the
 GRT tax rate, increasing other taxes, and/
 or reducing spending. But each of these
 actions will likely have adverse efficiency
 effects. So a decision to reduce pyramiding
 often entails a choice among second-best
 alternatives. In this choice, the inefficien-

 cies associated with pyramiding may be
 preferable to those that would follow from
 changing taxes and spending to offset the
 revenue loss. There is a similar trade-off

 on the equity dimension: pyramiding
 generates differentials in effective tax rates
 that create horizontal and vertical inequi-
 ties based on consumption patterns. But
 the adjustments in taxes and spending
 made to eliminate pyramiding may also
 have adverse equity effects. So once again
 deciding whether to eliminate pyramid-
 ing entails choice among second-best
 alternatives.4

 Gross receipts taxation is criticized for
 weakening the ability of domestic busi-
 nesses to compete with out-of-state busi-
 nesses if the tax applies to export sales.5
 Even if export sales are excluded from
 the GRT base, competitiveness may be
 affected because in-state sales of interme-

 diate products and services to exporters
 are taxed. Competitiveness may be also
 affected even when imports are subject
 to a compensating tax if out-of-state pro-
 ducers are not similarly subject to a mul-
 tiple-stage GRT. However, the problem
 is not that export-producing businesses
 are taxed, since, as explained above, all
 businesses should be taxed to offset their

 social costs. The problem is that a GRT is

 2 Of course, the average rate differential due to pyramiding adds to the cost difference between taxed and
 non-taxed sectors.

 3 The estimated differences in effective tax rates for New Mexico are small even though pyramiding accounts
 for 32 percent of GRT revenue (New Mexico Tax Research Institute, 2005, 7). Pyramiding could, of course,
 generate larger differences in effective tax rates in some sub-sectors.

 4 In the case of New Mexico, it is fair to say that legislators are aware of these trade-offs, and they have decided
 to move gradually in eliminating the GRT on business-to-business transactions. An often-expressed view is
 that the New Mexico GRT as it existed in 1966 compares favorably to the current GRT because of its greater
 revenue yield, even though pyramiding was surely more serious in the 1966 version.

 5 Mikesell (2007a, 11-12) discusses in some detail the effect of gross receipts taxation on competitiveness.
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 a poor proxy for such costs. And in the
 case of imports, there is a problem only
 if competing states are subsidizing their
 producers by failing to levy taxes suffi-
 cient to cover social costs.6 Furthermore,
 any tax levied by a state may affect com-
 petitiveness of its domestic businesses.
 In particular, corporation income taxes
 may become embedded in the costs of
 export producing businesses, and retail
 sales taxes are subject to pyramiding.
 So the relevant question is how a gross
 receipts tax compares to other taxes in its
 effect on competitiveness. That question
 cannot be answered simply by looking at
 the characteristics of the GRT.

 Another standard criticism is that GRTs

 discriminate against new investment and
 capital-intensive industries unless sales
 of investment goods (capital goods and
 inventories) are eliminated from the tax
 base. In particular, compounding of the
 GRT may add to the prices of capital goods
 purchased from in-state suppliers, which
 could deter domestic investment. Since

 purchases of labor are not subject to such
 compounding, the GRT is biased against
 capital-intensive industries. Also, because
 the gross receipts tax rate compounds
 as production moves through multiple
 stages, a GRT provides an artificial incen-
 tive for vertical integration and penalizes
 sectors that are not integrated, while cre-
 ating a tax bias against small firms that
 might otherwise provide services or other
 inputs to larger enterprises.

 McLure (2005b, 214) and Mikesell
 (2007a, 13), among others, argue that the
 GRT is unfair because it imposes different
 taxes on similarly situated businesses,
 consumers and workers; it is horizontally
 inequitable. And it does not take account
 of ability to pay, to the point that the tax
 may cause some business to fail. But
 these criticisms would not apply if the

 GRT collected from each business were

 to reflect accurately the social costs of its
 activities. In that case, the tax's effects on

 prices, incomes, and resource allocation,
 whether adverse for some parties or not,
 would simply be the consequence of fully
 internalizing production and distribution
 costs.

 In short, the key shortcoming of the
 GRT as a business tax is that it does not

 reflect social costs. If the tax were to reflect

 social costs fairly accurately, then the stan-
 dard criticisms of gross receipts taxation
 would not apply. A corollary is that when
 comparing gross receipts taxation with
 other approaches to taxing businesses, the
 key question is which tax best reflects the
 social costs of business operations.

 Finally, to put these criticisms in per-
 spective, we need estimates of the effi-
 ciency loss (excess burden) attributable to
 pyramiding. That is, while pyramiding of
 a GRT undoubtedly generates tax-rate dif-
 ferentials that may distort resource-alloca-
 tion decisions, we do not know how such
 decisions are in fact altered in response
 to a low-rate GRT. Similarly, we do not
 have evidence on how industry structure
 has been affected by the GRT's incentive
 for vertical integration. And we do not
 know how the efficiency losses implicit
 in a GRT compare to efficiency losses
 of existing taxes that it might replace or
 supplement. We cannot answer questions
 such as "How does the efficiency loss of
 a low-rate GRT compare to the loss of an
 RST that fails to tax most services?"

 Comparison with other Taxes

 Neither the GRT nor any other broad-
 base tax can serve as an ideal charge for
 the external costs of businesses7 activities.

 Taxes levied as a charge for external costs
 will necessarily be industry specific, if not

 6 Such does not appear to be the case. Recent estimates by Testa and Mattoon (2007) show business taxes exceeding
 the cost of government services to business in all states even when 25 percent of state-local education expendi-
 tures are treated as expenditures on behalf of businesses. When education expenditures are fully allocated to
 households, business taxes exceed spending on behalf of business by a factor of two or more in every state.
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 firm specific. For example, a carbon tax,
 widely discussed as a means of reducing
 carbon dioxide emissions, will vary by
 firm and industry. Therefore, the GRT
 must be compared to other taxes as a
 charge for the cost of general government
 services and facilities used by businesses,
 such as transportation infrastructure and
 the court system.

 Oakland and Testa (1996, 11) make
 such comparisons and conclude that
 an origin-based VAT dominates other
 broad-base taxes - RST, CIT, GRT - as a
 charge for government services utilized
 by businesses.7 For this purpose, a VAT
 should apply to production of capital
 as well as consumption goods because
 businesses producing capital goods
 make use of government services just
 like other businesses, i.e., it should be
 an income-based VAT. Further, the VAT
 should apply to value added by govern-
 ment and non-profit sectors.

 Although dominated by an income-
 based VAT, but not necessarily a consump-
 tion-based VAT, a GRT seems likely to
 dominate corporate income and franchise
 taxes for several reasons. First, all busi-
 nesses benefit from general government
 services, regardless of their profitability
 and regardless of their organizational form.
 And all businesses would pay a standard
 GRT, in contrast to the CIT which taxes
 only profitable businesses organized as cor-
 porations. In particular, a GRT would tax
 businesses in the rapidly growing service
 sectors that are often organized in a form
 that escapes corporation income taxation.
 Second, a GRT would be easier to adminis-

 ter and comply with than a CIT. Sourcing, in

 particular, would be less complicated with
 a GRT, which can source each business'
 receipts to the state in which its products
 or services are produced.8 In contrast, with
 a CIT, multi-state corporations must appor-
 tion net income by formula since there is no
 unambiguous way to determine where each
 dollar of net income was earned. Third,
 a GRT leaves fewer opportunities for tax
 planning since, in its most general form, it
 applies to all receipts of all businesses in a
 state regardless of where products and ser-
 vices they sell are delivered or used. Also,
 accounting to determine taxable receipts is
 less complicated and costly than accounting
 to measure taxable income. Fourth, GRT
 revenue is more stable than CIT revenue.

 Fifth, because the GRT base is much larger
 than the CIT base, the tax rate required for
 given revenue is lower for the GRT than for
 the CIT. A lower tax rate may mean either
 more or less excess burden from collecting
 revenue, depending on the distortions
 generated by pyramiding. The decisions to
 impose a GRT in Kentucky, Ohio and Texas
 were likely based in part on these reasons
 for preferring a GRT to corporate income
 and franchise taxes.

 Although a GRT is commonly criticized
 for lacking transparency and generating
 differentials in effective tax rates on final

 products, the same criticisms apply to
 corporation income taxes. So neither tax
 is clearly preferable to the other on these
 grounds.

 If each state were a closed economy, an
 RST that 1) taxes all final sales, including
 sales of capital goods, and 2) does not tax
 intermediate sales would be equivalent
 to a tax on all value added.9 These condi-

 7 A VAT also dominates a GRT as a general revenue source, which is likely a major reason why European GRTs,
 widespread in the 1950s and 1960s, have since been replaced by VATs.

 8 A GRT is not completely free of apportionment issues. In particular, providing interstate transportation and
 communication services necessarily entails resource use in two or more states. Consequently, sales of such
 services must be apportioned among states. An origin-based formula, e.g., payroll and property, would be
 consistent with the business tax principles stated above, but allocating on the basis of sales would not.

 9 If there are no exports from or imports to a state, then all production is sold within the state. The value of final
 sales of all goods and services, including capital goods and additions to inventory, equals total value added.
 And a tax on all final sales is equivalent to a tax on value added. Of course, if the sales tax is restricted to con-
 sumer goods and services while the VAT is not so restricted, then the two taxes are no longer equivalent.
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 tions are not met in today's economy - an
 RST does not include capital goods by
 definition - but if they were, an RST
 would dominate a GRT as a business tax.

 Otherwise, a GRT could be preferable to
 a enacting a new RST. And a GRT could
 be preferable to increasing the rate of an
 existing RST. A GRT would not uniformly
 tax all value added. But neither do exist-

 ing retail sales taxes, which omit capital
 goods and many services from the base
 and often tax intermediate sales. As a

 charge for government services, receipts
 from sales of products and services should
 be taxed where production occurs, which
 would be the case with a standard GRT

 but not with the typical destination-based
 RST. In short, both taxes are imperfect as
 a charge for government services. There
 is no "first best" option here. The option
 with the lower efficiency loss would be the
 "second best" option for raising revenue,
 and that could well be the GRT.

 States may find it easier to tax ser-
 vice-providing businesses, especially
 providers of professional services, and
 government and non-profit enterprises
 by enacting a GRT than by expanding
 the existing sales, franchise, or income tax
 bases to include such entities.

 A GRT generates efficiency losses
 because it taxes intermediate sales. How

 an existing GRT, whether long in place or
 newly imposed, stacks up against alterna-
 tives, therefore, depends on the extent to
 which intermediate sales are taxed. A GRT

 improves in comparison to other taxes as
 intermediate sales are removed from its

 base. Because of the distortions and per-
 ceived unfairness of taxing intermediate
 sales, the business community will likely
 push for exemptions, deductions, and
 credits that reduce taxation of intermedi-

 ate sales. A GRT may, therefore, evolve
 over time to become a more satisfactory
 means of taxing businesses for general
 government services; it may become a
 closer approximation of a consumption
 VAT.

 Although removing intermediate sales
 from the GRT base reduces efficiency
 losses, it also increases compliance and
 administration costs. This is the same

 trade-off that comes into play in choos-
 ing between a GRT and a VAT. A similar
 trade-off arises when choosing between
 a GRT and expanding the RST base to
 include services. The newly imposed GRTs
 in Kentucky, Ohio and Texas may reflect
 judgments about this latter trade-off. But
 it may also have been politically easier to
 impose taxes on services via a new GRT
 than to do so by explicitly adding them
 to the RST base.

 EVALUATION OF EXISTING GRTS

 This section briefly describes existing
 GRTs and evaluates their suitability as
 business taxes. Also see Mikesell (2007a
 and 2007b), Sutton, Ford, Yesnowitz, and
 Hopkins (2006) and Chamberlain and
 Fleenor ( 2006) for information about
 these taxes.

 Long Standing Taxes

 Among the states that first imposed a
 GRT during the Great Depression, only
 New Mexico and Washington continue to
 do so. The only other long-standing GRT
 is the Delaware tax, enacted in 1913. Some
 states and localities also levy GRTs on par-
 ticular business sectors, but our concern
 in this paper is broad-base taxes.

 The Delaware, New Mexico and Wash-
 ington taxes are not fully general. None
 applies the same tax rate to all transac-
 tions at all stages of production, and all
 exempt specified categories of transac-
 tions. Delaware and Washington do not
 tax entities with gross receipts below
 specified thresholds, but New Mexico
 has no such exemption. The Delaware
 thresholds are sufficiently high that the
 tax is concentrated on the largest busi-
 nesses in the state, especially retailers.
 The Delaware and Washington taxes are
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 broader than the New Mexico tax in that

 they do not allow deductions for cost of
 goods sold, while the New Mexico tax, like
 the typical RST, does not apply to receipts
 from sale of products and services that are
 to be resold or become an integral part of
 a final product.

 Delaware and Washington apply differ-
 ential rates across industry sectors.10 New
 Mexico imposes a uniform state-level rate
 (five percent) and allows county and city
 add-ons that push the 2008 combined
 state-local rate above eight percent in
 some localities. The rate differentials in

 Delaware and Washington do not appear
 to be aimed at reducing pyramiding,
 which would call for reduced or zero rates
 on business-to-business transactions. In

 contrast, New Mexico reduces pyramid-
 ing by exempting sales-for-resale and
 some other intermediate purchases.11
 These adjustments, of course, move the
 New Mexico GRT toward a consump-
 tion-based VAT.

 None of the taxes entails apportion-
 ment of receipts of multi-state firms. The
 Washington tax applies to receipts from
 sales of products and services by Wash-
 ington businesses regardless of whether
 buyers are in-state or out-of-state. The
 New Mexico tax functions as a destina-

 tion-based sales tax: receipts from sales
 to out-of-state buyers are not taxed, and
 purchases from out-of-state sellers are
 subject to a compensating tax. The latter
 is not fully enforced. The Delaware tax
 applies to the receipts from sales of prod-
 ucts and services by Delaware businesses,
 including sales to out-of-state buyers.

 The New Mexico tax base includes a

 broader range of receipts than the Wash-
 ington and Delaware taxes, as well as most

 state retail sales taxes. It taxes 1) receipts
 of US government contractors, 2) receipts
 from sales of intangibles, services, and
 leases to local governments, non-profits,
 and some Indian tribes, 3) governments'
 receipts from sales, such as water, sewer,
 and tickets for university athletic events,
 and 4) franchise fees. As explained above,
 taxes on government and non-profit sec-
 tors are appropriate since they use govern-
 ment supplied services.

 New GRT-Type Taxes

 Ohio, Texas, and Kentucky have recently
 enacted taxes that have modified GRT

 bases. These taxes reflect dissatisfaction

 with existing taxes, especially corporate
 income and franchise taxes, which are seen
 as volatile and unfair taxes with slow or

 declining revenue growth. They represent
 a trend away from income taxes based on
 the federal definition of income. The new

 GRT-type taxes are seen as preferable to
 corporate income taxes for reasons noted
 above. Fox, Luna and Murray (2007) con-
 clude, "Movement to gross receipts taxa-
 tion in place of corporate income taxation
 is perhaps the most significant change in
 business tax policy in recent years."

 As they enacted these taxes, legislators
 were often trying to achieve conflicting
 objectives. In particular they tried to favor
 in-state businesses, promote economic
 development, limit tax increases relative
 to current law, and limit variation in taxes

 relative to income. Consequently, the
 language of the legislation is complicated
 and will require interpretation by tax
 practitioners and ultimately the courts.
 These taxes will be costly to administer
 and comply with.

 10 Washington rates range from 0.138 to 1.6 percent with retailing taxed at 0.471 percent and manufacturing and
 wholesaling at 0.484 percent. Delaware rates range from 0.096 to 1.92 percent. See Chamberlain and Fleenor
 (2006) and Mikesell (2007a) for more detail on rates.

 11 New Mexico Tax Research Institute (2005) estimates that about 35 percent of the potential "pyramiding"
 revenue - revenue from taxing business-to-business transactions - is eliminated by various exemptions,
 deductions, and credits.
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 Ohio Commercial Activities Tax

 The Ohio Commercial Activities Tax

 (CAT) is a business privilege tax enacted
 along with a phaseout of the Ohio fran-
 chise and personal property taxes and
 a decrease in personal income tax rates.
 These changes are phased in through
 FY 2010.12 Revenues from the CAT are

 expected to be enough to replace the per-
 sonal property tax and a small portion of
 the franchise tax. So the tax package is not
 revenue neutral.

 In developing the CAT, Ohio legisla-
 tors were not trying to implement the
 business tax principles defined in this
 paper. Instead, one important goal was to
 improve the Ohio business climate, which
 called for lower taxes on domestic produc-
 ers, especially manufacturers, and no tax
 on exports. A related concern was that
 the rapidly growing service sectors were
 lightly taxed in comparison to manufac-
 turing. And the franchise tax was thought
 to be subject to excessive tax planning.

 Of the newly enacted GRTs, the CAT
 has the broadest base and most closely
 approximates a standard GRT. The base of
 the CAT is broadly defined to include, with
 a few exceptions, all receipts from sale of
 products and services to an Ohio buyer.13
 One important exception is receipts from
 sale of products to qualified distribution
 centers that will ultimately ship the prod-
 ucts to out-of-state buyers. The CAT base
 includes receipts from sales of tobacco
 products, motor fuel, and alcoholic bev-
 erages, but it does not include the excise

 taxes on those products that may show
 up in the price the buyer sees.14 Receipts
 from sales in Ohio are taxed regardless
 of where a business is located - even if

 a business is located elsewhere and only
 selling in Ohio - provided minimal nexus
 standards (discussed below) are met.
 There is no deduction for cost of goods
 sold or other expenses.

 Receipts from export sales by Ohio-
 based businesses are not taxed. Thus, it
 is thought the tax will be advantageous
 for Ohio economic development. This
 tax advantage for exporters could be
 eroded somewhat by the CAT on export-
 ers' purchases from Ohio suppliers. Also
 aimed at protecting in-state producers is
 a "use" tax requiring Ohio businesses to
 include in taxable gross receipts the value
 of property they transfer into Ohio within
 one year after they purchase the property
 outside Ohio. It is unclear whether this

 provision will be enforced.15
 The tax applies to taxpayers with tax-

 able gross receipts exceeding $150,000. It
 is a flat $150 for businesses with receipts
 between $150,000 and $1,000,000. Receipts
 in excess of $1,000,000 were taxed at a rate

 of 0.06 percent in the first year (2005); this
 rate increases to 0.26 percent when the tax
 is fully phased in (FY 2010). The rate can
 increase without legislative action if rev-
 enues do not reach assigned targets.

 The CAT applies to most business
 entities, including sole proprietorships
 and pass-through entities. In contrast,
 the franchise tax applies mainly to C
 corporations and a few other business

 12 The franchise tax being replaced is based on a taxpayer's net income or net worth, whichever gives the larger
 tax. A minimum tax also applies.

 13 Unlike the Texas tax discussed below, the Ohio tax base does not include some components of income - divi-
 dends, capital gains, and most interest. But the CAT base does include rents and royalties and interest on
 installment sales.

 14 For example, if gasoline sells for $3 per gallon of which $0.5 is state and federal gasoline taxes, then $2.50 goes
 into the CAT base.

 15 Weighing against enforcement is the exception defined in Ohio Revenue Code 5751.013 to the effect that
 property brought into OH within one year after it is received outside OH by a person or group is not included
 in taxable gross receipts if the tax commissioner ascertains that the property's receipt outside OH and its subsequent
 transfer into OH was not intended to avoid in whole the CAT.
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 forms. The CAT excludes businesses that

 are subject to specialized taxes - finan-
 cial institutions, insurance companies,
 utilities. It also excludes non-profits and
 governmental entities.

 The CAT sources each transaction on

 the basis of destination, as is done with
 a sales tax, rather than applying formula
 apportionment as is done with franchise
 and corporation income taxes. It sources
 receipts from sale of services to the loca-
 tion where the purchaser of services
 ultimately uses or receives the benefit of
 the services, not where the services are
 performed. Therefore, receipts from sale
 of services to out-of-state buyers are not
 taxed. And services provided to Ohio
 businesses by out-of-state businesses
 could be taxed by both Ohio and the state
 in which the services were performed.

 Product sales are sourced to the location

 of ultimate delivery; sales of product to an
 Ohio business are not taxed if the ultimate

 destination of the product is out of state.
 Nexus is determined by "bright line

 presence/' which occurs if a business is
 domiciled in Ohio or at any time during
 a calendar year has $50,000 of property in
 Ohio, $50,000 of payroll in Ohio, taxable
 gross receipts of $500,000 in Ohio, or 25
 percent of total property, total payroll,
 or total gross receipts in Ohio. The CAT
 nexus standard assumes that the Quill
 requirement for physical presence does
 not apply, an assumption that will likely
 be tested in the courts. A finding that
 this nexus standard is constitutional will

 have important implications for sales
 taxation.16

 Commonly owned businesses - more
 than 50 percent common ownership -
 must file a single return as either a "com-
 bined group" or a "consolidated elected
 group." If they elect to file as a combined

 group, the group must include all related
 entities with Ohio nexus. And the CAT

 base is the aggregated gross receipts
 of all companies in the group, includ-
 ing intra-group transactions. To exclude
 intra-group transactions from the CAT
 base, commonly owned businesses must
 file as a consolidated elected group. To
 do so, they must meet a number of condi-
 tions, the most important of which is that
 all commonly owned businesses must
 be included in the consolidated elected

 group even if they do not have nexus in Ohio.
 So commonly owned businesses face a
 trade off: 1) file as a combined group and
 be taxed on intra-group transactions or
 2) file as a consolidated elected group
 and escape taxes on intra-group transac-
 tions but face taxes on receipts of group
 members that do not have nexus in Ohio.

 These combined reporting requirements
 are aimed at preventing creation of mul-
 tiple entities to take advantage of the $1
 million threshold that must be exceeded

 before a business has to pay more than
 the $150 minimum. They also deter busi-
 nesses from using combined reporting to
 eliminate transactions among affiliates
 from the tax base, unless they are willing
 to pay the price of including receipts of
 group members that do not have Ohio
 nexus.17

 The Ohio legislature tried to legislate
 tax incidence by including a provision
 in the legislation that explicitly prohibits
 passing the tax through to buyers. Taxpay-
 ers cannot invoice the CAT separately,
 but the tax is nevertheless included in the

 price for purposes of Ohio's sales and use
 taxes. Of course, this provision will not
 prevent forward shifting of the tax, but it
 does show that the tax is intended to be a

 charge on production, or that legislators
 just wanted the tax to be hidden. Another

 16 See Gall and Kulwicki (2006) and Kulwicki (2006) for more discussion of this point.
 17 Different concerns govern combined reporting for corporate income taxation. With a corporation income tax,

 commonly owned companies have an incentive to avoid combined reporting so they can shift profits among
 companies so as to reduce taxes. As Fox et al. (2007) explain, states are increasingly requiring combined report-
 ing to deter such profit shifting.
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 likely reason for the "no invoicing" restric-
 tion is that legislators were concerned that
 the CAT would be subject to constitutional
 challenge if is viewed as a sales tax apply-
 ing in part to food and motor fuel.18

 Several features of the CAT may be
 contested. It taxes businesses having
 "bright line presence" in Ohio, including
 out-of-state companies with sales in Ohio
 but no physical presence. It taxes receipts
 from sale of services to Ohio customers

 even if those services were performed in
 other states. It imposes a use tax on com-
 modities bought out of state and later
 brought into Ohio. And it attempts to tax
 businesses in a commonly owned group
 even if they do not have nexus in Ohio.

 How well does the CAT follow business

 tax principles? On the plus side, the CAT
 taxes Ohio businesses more uniformly
 than the taxes it replaces (franchise and
 tangible personal property). In particu-
 lar, there was concern among legislators
 that existing taxes fell too heavily on the
 manufacturing sector and too lightly
 on the expanding service sector. It taxes
 unprofitable as well as profitable busi-
 nesses; it taxes more organizational forms
 of business than the franchise tax, which

 applied mainly to corporations.
 On the negative side, there is first pyra-

 miding. The tax is very low rate, so tax
 rate differentials generated by pyramiding
 are likely to be small. Second, contrary to
 business tax principles, the tax is sourced
 on a destination rather than an origin
 basis. It taxes receipts from sales of prod-
 ucts and services sold to Ohio buyers by
 out of state firms, while leaving untaxed

 the receipts from selling products and
 services to out-of-state buyers. It does
 not apply to non-profits and government
 enterprises.

 Texas Margin Tax

 The Texas "taxable margin tax" (TMT)
 was enacted in 2006 as part of a restruc-
 turing of Texas' taxes triggered by a
 Texas Supreme Court decision, which
 held that the state-imposed caps on local
 property taxes for school maintenance
 and operation were unconstitutional
 because they effectively converted the
 tax into an unconstitutional state-wide

 property tax.19 Additional 2007 legislation
 modified the tax and clarified many of its
 provisions. The TMT replaces the Texas
 franchise tax, which was effectively a
 corporate income tax with an asset-based
 minimum tax. Revenues will also be
 used to increase state aid to schools and

 thereby reduce reliance on property taxes
 to finance public schools.

 The base of the TMT - the taxable mar-

 gin - is the least of 1) total revenue minus
 cost of goods sold, 2) total revenue minus
 employee compensation and benefits, or
 3) 70 percent of total revenue. During its
 2007 session, the legislature added the EZ
 computation option for businesses with
 $10 million or less in total revenue. With

 this option, the TMT functions as a GRT;
 total revenue with no deductions is taxed

 at a rate of 0.575 percent.
 The definition of total revenue relies

 heavily on federal tax accounting prin-
 ciples and on references to federal tax
 forms - form 1120 for corporations and

 18 The Franklin County Common Pleas Court recently ruled in favor of the State on the question of whether the
 CAT is a tax on food. Ohio Grocers Association, et al. vs. William Wilkins (in his official capacity as Ohio tax Com-

 missioner), case no. 06cvh02-2278. In his decision, Judge Bessey wrote: "Similarly, in the case at hand, the Court
 finds that in contrast to the sales tax, the CAT is calculated on the gross receipts of the business and does not
 relate to any single consumer or purchaser of food. The Court further finds that the CAT is imposed directly
 on the business for the privilege of doing business in Ohio, and therefore the incidence of the tax rests upon
 the business not the consumer. While the tax may ultimately be passed on to the consumers in the form of
 higher prices, it cannot be directly billed to and paid by the purchaser. As such, the Court finds that the CAT is
 significantly different from a sales tax [italics added]. If the Court were to hold otherwise, the legislature would
 be unable to impose an excise tax on any aspect of a business that was in the supply chain for any food...."

 19 Neely v. West Orange-Cove Consolidated Independent School District.
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 form 1065 for partnerships. Total revenue
 for all options is gross receipts plus divi-
 dends, interest, rents and royalties, capital
 gains, and other income; but foreign roy-
 alties and dividends and dividends and

 interest from federal obligations are not
 included in revenue.

 Cost of goods sold includes most of
 the expenses that would be deductible in
 computing federal net income, but it omits
 selling, distribution, advertising costs and
 expenses for business services. Deducting
 costs of goods sold reduces pyramiding
 and improves the tax as a business tax.
 But there is no economic rationale for

 deducting employee compensation if
 we take the VAT as the benchmark for

 taxing businesses, since compensation is
 a component of value added. Allowing
 this deduction appears to be an accom-
 modation to service industries, which
 have relatively high compensation costs.
 That is, with the deduction of only cost
 of goods sold (COGS), service industries
 would typically be taxed on a higher
 percentage of their gross receipts than
 goods-producing industries, which is
 entirely appropriate if the objective is to
 tax value added, since value added is a
 relatively high fraction of gross receipts in
 service industries. But this was apparently
 not a politically attractive outcome.

 The tax rate for businesses engaged
 primarily in wholesale or retail trade is
 0.5 percent; for all other businesses, the
 tax rate is one percent. Early estimates by
 the state comptroller suggest that these
 rates are too low to generate the revenue
 expected when the tax was enacted (Testa
 and Mattoon, 2007). Further, this large tax
 rate differential will surely increase admin-
 istration, compliance and enforcement
 costs. And it is unclear why such a large
 differential is justified, given that the cost
 of goods sold can be deducted. Some dif-
 ferential could perhaps be justified on the
 grounds that these firms have relatively

 high selling, advertising and distribution
 costs, which are not deductible.

 The franchise tax applied only to corpo-
 rations, limited liability companies, sav-
 ings and loan associations, and banking
 corporations. In contrast, the TMT applies
 to virtually all businesses protected by
 Texas limited liability statutes with total
 annual revenue exceeding $300, 000.20 The
 2007 Legislature added a scaled discount,
 ranging from 20 to 80 percent, for busi-
 nesses with more than $300,000 and less
 than $900,000 in total revenue. The TMT
 excludes mainly sole proprietorships,
 general partnerships directly owned by
 natural persons, and most tax-exempt
 organizations. Because the TMT applies
 to forms of business organization that
 were not taxed by the franchise tax, one
 response to the tax may be changes in how
 business operations are organized.

 Taxable margin is apportioned using
 a gross receipts factor. Any amount
 excluded from total revenue in calculat-

 ing taxable margin is also excluded from
 the gross receipts factor for purposes of
 apportionment. The denominator of the
 factor is the taxable entity's receipts from
 sales of tangible personal property and
 services, from rentals and royalties, and
 from other business. The numerator of the

 factor is receipts from business activities
 performed in Texas, including sales of
 tangible personal property delivered or
 shipped to a Texas buyer, services per-
 formed in the state, and rentals of property
 located in the state.

 Exports are not taxed and there is no
 compensating tax on imports such as that
 imposed by Ohio. And unlike Ohio, ser-
 vices performed out-of-state for in-state
 buyers are not taxed.

 Taxable entities that are part of an affili-
 ated group engaged in a unitary business
 are required to file a combined report.
 An affiliated group consists of entities
 in which a controlling interest, typically

 20 Other states' limited liability statutes are also recognized, for example in the case of trusts.
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 more than 50 percent, is held by a common
 owner. Reeder (2006) suggests that trans-
 actions included in taxable margin are
 probably not restricted by P.L. 86-272.

 The TMT is a mixture of gross receipts
 and income taxation. Taxable margin
 includes dividends, interest, rents and
 royalties, and capital gains, which would
 be included in an income tax base but not
 in a standard GRT base. COGS includes

 depreciation and depletion as reported
 on federal tax returns. Taxable margin
 is, thus, a crude measure of profits, and
 apportionment and combined reporting
 requirements for the TMT are similar to
 those of a corporation income tax. The
 tax could, therefore, be construed as an
 income tax. Indeed, Mikesell (2007, note
 6) terms the TMT "a badly designed busi-
 ness profits tax." This similarity to an
 income tax raises the question of whether
 the TMT is constitutional, since the Texas
 constitution limits the ability of the Texas
 Legislature to implement an income tax
 on individuals or the individual partners
 of a partnership without voter approval
 in a statewide referendum. To limit

 exposure on the constitutional issue, the
 tax is imposed on entities rather than
 individuals.

 In sum, the TMT departs substantially
 from the standard GRT. Although it
 applies not just to corporations but to
 most forms of business organization,
 it retains the administrative and com-

 pliance problems of corporate income
 taxation. Allowing taxpayers to choose
 from a menu of three tax bases creates

 opportunities for tax avoidance, which
 may account in part for revenues failing
 to meet expectations (Testa and Mattoon,
 2007). But the potential for avoidance is
 limited by the fact that for the vast major-
 ity of businesses there is really only one

 choice, either COGS or compensation.
 Additionally, all members of a combined
 group must choose the same deduction.
 This requirement is intended to prevent
 businesses from deducting COGS for
 some member entities and compensation
 for others. As a business tax, the TMT
 is superior to the franchise tax that it
 replaces mainly because it applies to most
 businesses. But it is clearly inferior to an
 origin-based VAT, and it is doubtful that
 it would dominate a standard GRT. The

 latter would surely be more easily under-
 stood, less subject to litigation, and less
 costly to administer and comply with.21

 Kentucky Alternative Minimum Calculation

 (AMC)

 The Kentucky AMC became effective
 January 1, 2005. It applies to all corpora-
 tions doing business in Kentucky where
 doing business is broadly defined to
 include owning or leasing property, hav-
 ing one or more employees, deriving
 income from sources in Kentucky, and
 directing activities at Kentucky custom-
 ers for the purpose of selling them goods
 or services. The AMC applies only to
 corporations, so it is too narrow to be an
 effective business tax.

 A corporation's tax is the greater of its
 corporate income tax or its AMC. The
 AMC is a flat rate 0.095 percent of gross
 receipts or 0.75 percent of gross profits.
 Corporations with gross receipts less than
 three million are exempt. Gross receipts
 are the numerator of the sales factor used

 in apportioning corporate income; gross
 profits are gross receipts minus returns
 and allowances and cost of goods sold
 as determined in calculation of federal
 income tax.

 Sourcing of receipts for purposes of the
 AMC depends on the type of transaction.

 21 Past experience suggests that a VAT, a standard GRT and expansion of the RST were not politically viable
 options. A VAT was suggested and rejected during the 1990s, and a standard GRT and expansion of the RST
 were soundly rejected in previous legislative sessions. Source: e-mail comments from Karey Barton, who was
 senior staff person for the commission that drafted the original margins tax law.
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 Receipts from sales of tangible personal
 property are sourced to Kentucky if 1)
 the property is delivered or shipped to
 a purchaser in Kentucky other than the
 U.S. government or 2) the property is
 shipped from any place in Kentucky and
 the purchaser is the U.S. government.
 Receipts from sales of tangible personal
 property are, thus, sourced on a destina-
 tion basis, except for sales to the U.S. gov-
 ernment, which are sourced on an origin
 basis. Receipts from providing services,
 renting property or licensing intangible
 property are sourced to Kentucky if the
 activity occurs only in Kentucky or if a
 greater proportion of activity is in Ken-
 tucky than any other state. Receipts from
 exports of tangible personal property
 are not taxed except in the case of sales
 to the federal government; receipts from
 sales of services to out-of-state buyers
 are taxed.

 New Jersey Alternative Minimum Assessment

 From 2002 through 2006, New Jersey's
 Corporate Business Tax (CBT) included
 an Alternative Minimum Assessment

 (AMA) calculated on gross receipts or
 gross profits. Corporations then paid the
 greater of the CBT or the AMA. S corpora-
 tions, investment companies, professional
 organizations, and cooperatives were
 exempt from the AMA. Gross profits
 were defined as gross receipts minus
 cost of goods sold. Cost of goods was
 federal cost, allocated using factors for
 allocating corporate income. Gross receipts
 were sourced on a destination basis for

 tangible property, where performed
 (origin basis) for services, and where
 employed or used for rental and royalty
 receipts. Thus, gross receipts from export
 of tangible property were not taxed, while
 receipts from export of services were.
 Gross receipts over $2 million were taxed
 at graduated rates ranging from 0.1389 to
 0.4 percent; gross profits over $1 million
 were taxed at rates ranging from 0.2778
 to 0.8 percent.

 CONCLUSIONS

 The recent interest in and enactment

 of gross-receipts-based taxes reflects
 a perceived need, by legislators and
 tax administrators, for an alternative
 approach to business taxation. As Fox
 et al. (2007) explain, there is widespread
 dissatisfaction with existing corporation
 income and franchise taxes for several

 reasons: CITs have become increasingly
 costly to administer and comply with;
 revenue is volatile and in some cases

 (Ohio) declining; corporate income taxes
 are being avoided through increasingly
 sophisticated tax planning. Relying on
 corporation income taxes also means that
 rapidly growing service sectors are often
 lightly taxed in comparison to manufac-
 turing, a concern specifically cited in the
 enactment of the Ohio CAT. States are,
 therefore, seeing a need for a less com-
 plicated tax that applies to more forms of
 business organization and more sectors
 of the economy.

 Is the GRT such a tax? It is one alterna-

 tive, but certainly not the best. The well-
 known criticisms of the gross receipts tax
 are valid. But more important than the
 standard criticisms, a GRT is not an ideal

 business tax because businesses' gross
 receipts are not well correlated with the
 social costs of their activities. As Oakland

 and Testa (1996) explain, an origin-based
 VAT dominates other broad-base taxes as

 a means of taxing business. So the states
 that recently enacted a form of GRT could
 have done better by enacting a VAT.

 Why the Trend to GRTs?

 Why then have these states enacted a
 form of gross receipts taxation instead of
 this preferred alternative? Given its poor
 reputation, what allowed the GRT to jump
 to the head of the business tax queue?
 Most obviously, it was political feasibility;
 but what underlies that feasibility? Any
 answer is necessarily speculative, but sev-
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 eral considerations may have influenced
 decisions to enact a GRT. One is that gross
 receipts taxation, still in use in some states,
 is a known quantity in comparison to a
 VAT. Even in states without a GRT, legis-
 lators and tax administrators are familiar

 with the gross receipts concept because of
 its use in calculating and allocating other
 taxes - corporation, franchise and sales.
 A GRT is likely seen as less difficult and
 costly to administer than a VAT, and more
 easily explained to taxpayers. Further,
 hidden from most taxpayers and having
 a (misleadingly) low tax rate, a GRT may
 be seen by both legislators and the public
 as a relatively minor and innocuous tax.
 In contrast, increasing other broad-based
 taxes - sales and personal income - is
 probably not a viable option because poli-
 cymakers, seeing a need for a "business"
 tax, cannot justify what they see as raising
 taxes on households in order to cut taxes

 on corporations.

 Effect on State Tax Structures

 The recently enacted GRTs in Kentucky,
 Ohio and Texas depart significantly from
 the business tax principles set out above.
 But do they nevertheless improve the tax
 systems of their respective states?

 The Ohio and Texas GRTs are both

 improvements over the taxes they replace
 in that they apply to more forms of busi-
 ness organization and tax services more
 completely. The Ohio tax will be less costly
 to administer and comply with. But the
 Texas tax is a GRT-CIT hybrid that retains
 the compliance and administrative prob-
 lems of a corporate income tax.

 The Kentucky "alternative minimum
 calculation" based on gross receipts will
 increase tax payments by some corpora-
 tions. But it retains all of the problems
 of the existing CIT, including formula
 apportionment of gross receipts and gross
 profits. It adds to compliance and admin-
 istrative costs by requiring tax calculation
 for three different bases - gross receipts,

 gross profits, and net income. It does
 nothing to implement the business tax
 principles set out above. Kentucky would
 have done better had it just replaced its
 existing corporation income tax with the
 tax on gross receipts without allowing
 an alternative calculation based on gross
 profits. The same criticisms apply to
 the "alternative minimum assessment"

 enacted by New Jersey in 2002 and dis-
 continued in 2006.

 All of the new GRTs depart from busi-
 ness tax principles in failing to tax exports,
 except services produced in state but sold
 to out-of-state buyers. And they fail to
 tax all forms of business organization,
 government enterprises and non-profits
 in particular. Ohio and Texas tax most
 private for-profit businesses, but the Ken-
 tucky taxes only corporations, as did New
 Jersey. All may entail excess burdens due
 to pyramiding, but given low tax rates,
 those burdens may be small. Both Ohio
 and Texas have opened the door to legal
 wrangles over constitutionality.

 On balance then, an overall improve-
 ment in the state tax system seems most
 likely in the case of Ohio and less likely in
 the case of Texas. Although the Kentucky
 tax may raise revenue, it does nothing
 to improve the state's tax structure. Of
 course, the important bottom line is that
 all states could have done better had they
 enacted a low-rate origin-base VAT.

 Improving Gross Receipts Taxation

 Although as a business tax a GRT is
 clearly a second-best option, the trend
 seems to be toward increased use of gross-
 receipts-based taxation. So it is worth
 asking how a GRT can be implemented
 to reduce its disadvantages. Several sug-
 gestions follow.

 Business-to-Business Transactions

 On efficiency grounds, the primary
 criticism of gross receipts taxation is that
 it taxes business-to-business transactions,
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 thereby generating both an incentive for
 vertical integration and differences in
 effective tax rates that are unrelated to

 differences in social costs. Therefore, if
 policymakers have decided to enact a
 GRT, because of political feasibility or
 other reasons, they should also consider
 modifying the tax to reduce taxation of
 business-to-business transactions. A GRT

 can be a first step toward a satisfactory
 business tax if over time business-to-busi-
 ness transactions are removed from the

 base. Of course, this is a second-best
 and one might say odd way to eventu-
 ally implement a VAT; as previously
 explained, it would be better to start with
 an income-base VAT.

 Business-to-business transactions can

 be removed through exemption or deduc-
 tion of receipts from specified transactions.
 Alternatively, the tax can be imposed on
 all receipts from all economic activities,
 with each taxpayer being allowed a credit
 for tax paid on any purchases it makes in
 its business operations. The first, exemp-
 tion-deduction route requires that sales of
 goods and services be identified as either
 intermediate or final, with receipts from the
 former being excluded from the tax base.
 The legislation making these distinctions
 is likely to be voluminous, complicated,
 and subject to legal dispute; that has
 certainly been the case in New Mexico.
 The second, credit route does not require
 explicit identification of intermediate
 goods and business-to-business transac-
 tions. Instead, all of each business' receipts
 are taxed at the GRT rate. But each busi-

 ness also receives a credit for any GRT paid
 on its purchases of products and services

 when calculating its own GRT liability.
 With each business' tax determined in this

 manner, the GRT on business-to-busi-
 ness transactions is eliminated, and the
 GRT on each product or service is deter-
 mined only by its final sale value. This
 end result is achieved without the com-

 plicated legislation and administration
 required if a system of exemptions and
 deductions is used to remove business-
 to-business transactions from the GRT
 base.22

 Another advantage of the credit
 approach is that it achieves neutrality
 between in-state and out-of-state sources

 of business inputs. A business buying a
 product from an out-of-state source pays
 no GRT on that purchase. If it buys the
 same product from an in-state source, the
 seller of the product collects the GRT, so
 at that point the in-state source appears
 more costly. However, when calculating
 its own GRT liability, the business receives
 a credit for the GRT paid on its purchase
 from the in-state source, so the net effect is

 zero tax on the purchase from the in-state
 source. The credit approach does not
 achieve neutrality when the purchases
 are final products, rather than business
 inputs. In this case, a compensating tax is
 necessary for neutrality.

 A third advantage of the credit approach
 is that some tax is collected on intermedi-

 ate production that ultimately contributes
 to the output of entities that may not be
 taxed on their output, either because they
 do not sell their output or because their
 sales are not taxable by law. Such enti-
 ties include governments, religious and
 charitable organizations, and non-profit

 22 Neither the credit nor the exemption/ deduction approach solves the problem arising when receipts are from
 sales of "dual-use" goods. These are goods, such as desktop computers, that are used by both businesses and
 households. Such goods should be taxed as consumer goods when used by households, but they should be
 tax exempt when used by businesses. One response to this problem would be to have sellers try to determine
 whether purchases are for business (not taxable) or household (taxable) use. A second approach would be to
 exempt businesses' purchases of dual-use goods, but require substantiation of their use as business inputs on
 audit. Zodrow (2004) argues against both of these approaches. He suggests instead that businesses be taxed
 on all purchases of dual-use goods, but then be allowed to apply for refunds.
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 and not-for-profit businesses. In con-
 trast, when intermediate transactions are

 removed from the tax base with exemp-
 tions or deductions, no taxes are collected
 "along the way" to the final stage of
 production. Further, when sales to such
 entities are not taxed, there is again some
 tax collected at intermediate stages with
 the credit approach, but not with exemp-
 tions and deductions.

 Sourcing

 Sourcing is often complicated by failure
 to distinguish the purpose of a tax. If the
 purpose is to tax the income or consump-
 tion of state residents, as when a sales tax is
 collected from sellers, then the tax should
 be sourced on a destination basis. How-

 ever, if the purpose is to tax businesses for
 costs generated by their activities, then the
 tax should be sourced on an origin basis.
 Receipts from sales of services should
 be assigned to the state where services
 are performed, not where benefits from
 services are realized, as Ohio does in the
 case of business services. Exports should
 not be exempted; businesses that produce
 for export generate social costs in the state
 in which they are located. Imports should
 not be taxed. States have typically not
 followed these prescriptions on sourcing,
 probably out of a desire to favor domestic
 over out-of-state production; Washington
 is an exception.

 Apportionment

 Apportion according to where sales-
 generating activities occur - that is,
 according to the location of labor and
 property - and not by a formula that
 attempts to allocate aggregate sales
 among states.

 Included Transactions

 Include receipts from all final sales
 of products and services including the
 receipts of non-profits, governments, and
 government enterprises. Furthermore,

 since non-profits and governments do
 not sell many of the services they provide,
 some taxes to cover social costs must

 be collected at earlier stages of produc-
 tion. This can be done by taxing receipts
 from sales to governments and non-prof-
 its. Given the continuing increase in the
 value of goods and services moving
 through the non-profit sector, taxing
 receipts from sales to non-profits, though
 contrary to common practice, will be
 increasingly important for efficiency in
 taxation.

 Taxation as an Evolutionary Process

 When imposing a new tax, legislators
 should consider the evolutionary pres-
 sures that will determine the long-run
 outcome of their legislation. What you
 legislate is not what you get. Legislators
 considering a GRT should, therefore,
 expect pressures to reduce pyramiding
 if business-to-business transactions are

 in the tax base. It will be better to deal

 comprehensively with such transactions
 when initially implementing the tax,
 rather than leaving the door open to ad hoc
 adjustments that play out over time and
 generate complexity. That is, use the GRT
 label if it is more acceptable politically
 than the VAT label, but enact a tax that
 approximates an income VAT as closely
 as possible.

 Legislators should also expect, and try
 to head off, pressures for tax breaks driven
 by the now widely held belief that taxes
 should be used to promote economic
 development and gain competitive advan-
 tage vis-a-vis other states. Moreover,
 because tax breaks have become accepted
 political currency, base-eroding measures
 favoring particular economic interests
 may be enacted regardless of their effect
 on economic development. These latter
 two pressures are, of course, not unique
 to the GRT; they are at work eroding the
 bases of other taxes - income, sales and
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 property. The inescapable consequence
 of these base-eroding changes is com-
 plexity, which makes tax administration
 significantly more difficult. The best
 antidote for such pressures is tax policy
 analysis grounded in well-understood
 principles; otherwise, it is difficult to
 argue against further arbitrary and com-
 plicating changes.
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