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EXECUTIVE SUMMARY

Economic freedom and opportunity help families provide for themselves and their
futures, and make it easier for companies to grow and invest in their workforces.
Government regulations and tax policies can foster or hinder that freedom and
opportunity. Even as Ohio policymakers have heeded The Buckeye Institute’s
advice and reduced regulatory burdens in recent years,! Ohio still maintains an
antiquated, Depression-era tax that hampers growth and prosperity for employers
and employees across the state. The commerecial activity tax (CAT) is an expensive,
compounding tax that dramatically distorts economic decision-making while
providing relatively little revenue to the state. Rather than tax corporate profits,
the CAT taxes gross receipts, meaning that businesses face sizable tax liabilities
even during unprofitable years and periods of economic distress. Eliminating the
CAT is overdue.

Only a handful of states still impose a commercial activity tax on their business
communities, and with good reason. The CAT is a “pyramiding tax” that raises the
price of goods at every stage of their production, forcing Ohio consumers to pay
artificially high prices at checkout. The current 0.26 percent CAT rate is
deceptively low. Its real economic effect is closer to a seven to 10 percent corporate
income tax rate, which makes it one of the highest effective corporate taxes in the
country.2 The CAT inflicts the most economic damage on businesses with low
profit margins while contributing less than seven percent of the state’s tax revenue
and three percent of the budget.s

The true costs and limited benefits of this distortionary tax make it a prime target
not only for reduction, but for elimination altogether. Repealing the CAT would

1 Ohio Governor Signs Buckeye Institute-Championed Policy to Help Military Spouses
Work in Ohio, The Buckeye Institute press release, January 27, 2020; and Ohio Governor Signs
The Buckeye Institute-Championed Best-in-the-Nation Occupational Licensing
Reform Policy, The Buckeye Institute press release, January 4, 2019; and Common Sense
Initiative, Goveronr.Ohio.Gov (Last visited March 30, 2020).

2 Daniel R. Mullins, Andrew D. Phillips, and Daniel J. Sufranski, Analysis of Proposed Changes
to Select Ohio Taxes Included in the Ohio Executive Budget and Ohio House Bill
Number 64, State Tax Research Institute, March 2015; and Jared Walczak and Janelle Cammenga,
Fiscal Fact No. 639: State Corporate Income Tax Rates and Brackets for 2019, The Tax
Foundation, February 27, 2019.

3 Daniel R. Mullins, Andrew D. Phillips, and Daniel J. Sufranski, Analysis of Proposed Changes
to Select Ohio Taxes Included in the Ohio Executive Budget and Ohio House Bill
Number 64, State Tax Research Institute, March 2015; Annual Report: Fiscal Year 2018, Ohio
Department of Taxation, 2018; and 2019 Am.Sub.H.B. 166.


https://www.buckeyeinstitute.org/research/detail/ohio-governor-signs-buckeye-institute-championed-policy-to-help-military-spouses-work-in-ohio
https://www.buckeyeinstitute.org/research/detail/ohio-governor-signs-buckeye-institute-championed-policy-to-help-military-spouses-work-in-ohio
https://www.buckeyeinstitute.org/research/detail/ohio-governor-signs-the-buckeye-institute-championed-best-in-the-nation-occupational-licensing-reform-policy
https://www.buckeyeinstitute.org/research/detail/ohio-governor-signs-the-buckeye-institute-championed-best-in-the-nation-occupational-licensing-reform-policy
https://www.buckeyeinstitute.org/research/detail/ohio-governor-signs-the-buckeye-institute-championed-best-in-the-nation-occupational-licensing-reform-policy
https://governor.ohio.gov/wps/portal/gov/governor/priorities/common-sense-initiative
https://governor.ohio.gov/wps/portal/gov/governor/priorities/common-sense-initiative
https://www.cost.org/globalassets/cost/stri/studies-and-reports/analysis-of-proposed-changes-to-select-ohio-taxes-included-in-the-ohio-executive-budget.pdf
https://www.cost.org/globalassets/cost/stri/studies-and-reports/analysis-of-proposed-changes-to-select-ohio-taxes-included-in-the-ohio-executive-budget.pdf
https://www.cost.org/globalassets/cost/stri/studies-and-reports/analysis-of-proposed-changes-to-select-ohio-taxes-included-in-the-ohio-executive-budget.pdf
https://files.taxfoundation.org/20190320103634/TaxFoundation_FF639.pdf
https://www.cost.org/globalassets/cost/stri/studies-and-reports/analysis-of-proposed-changes-to-select-ohio-taxes-included-in-the-ohio-executive-budget.pdf
https://www.cost.org/globalassets/cost/stri/studies-and-reports/analysis-of-proposed-changes-to-select-ohio-taxes-included-in-the-ohio-executive-budget.pdf
https://www.cost.org/globalassets/cost/stri/studies-and-reports/analysis-of-proposed-changes-to-select-ohio-taxes-included-in-the-ohio-executive-budget.pdf
https://www.tax.ohio.gov/Portals/0/communications/publications/annual_reports/2018AnnualReport/AR2018.pdf
https://www.legislature.ohio.gov/legislation/legislation-summary?id=GA133-HB-166
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raise Ohio’s standings in two prominent national economic indices: the Fraser
Institute’s Economic Freedom of North America (EFNA) index and the Tax
Foundation’s State Business Tax Climate Index. Both indices provide extensive
methodologies and comprehensive approaches that quantify the effects of different
tax and economic policies across states. The EFNA measures economic freedom
using publicly available government data and Tax Foundation compares how well
states achieve optimal tax policy for economic growth. Eliminating the CAT
hypothetically will improve Ohio’s rankings in both indices: rising from 40t to 34t
in the EFNA’s sales and gross receipt taxes index; and from 42 to a shared 1t
place in the Tax Foundation’s corporate tax rankings.

Ohio’s rise in independent rankings after hypothetically eliminating the CAT
confirms the severity of the outdated tax’s drag on the state’s economy. Repealing
this heavy corporate tax burden now, especially as employers and employees
struggle to survive and recover from the disruptive effects of the coronavirus, will
enhance the economic freedom and opportunity that Ohio needs.
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INTRODUCTION

Although many factors may determine where a business ultimately sets-up shop,
businesses consistently tend to locate in states with favorable corporate tax
regimes that encourage economic freedom, profitability, and growth.4 This is not
surprising. The more money that businesses spend paying taxes, the less money
they have for hiring workers and expanding their operations. In sum, taxes
threaten corporate growth and profitability, and that threat affects corporate
decision-making.

To help policymakers promote economic freedom, stimulate job-growth, and
attract businesses, the Fraser Institute and the Tax Foundation regularly distill the
various differences in state tax policies. Itemizing and ranking these policy
differences gives policymakers a better understanding of the potential economic
effects of their policy choices. The Tax Foundation’s annual State Business Tax
Climate Index scores the types and rates of state-imposed taxes, clearly identifying
which taxes distort and harm economic growth. The Fraser Institute uses publicly
available state data on tax collections, government spending, and labor regulations
to evaluate and compare states in its annual EFNA index.5

States that rank higher on the Fraser Institute’s EFNA index tend to see more
business start-ups.® Conversely, states that impose high tax rates on businesses

4 Claudio A. Agostini, “The Impact of State Corporate Taxes on FDI Location,” Public Finance
Review, Volume 35, Issue 3 (May 2007) p. 335-360; Timothy J. Bartik, “Small Business Start-
Ups in the United States: Estimates of the Effects of Characteristics of States,” Southern
Economic Journal Volume 55, Number 4 (April 1989) p. 1004-018; Leslie E. Papke “Taxes and
Other Determinants of Gross State Product in Manufacturing: A First
Look,” Proceedings of the Annual Conference on Taxation Held under the Auspices of the National
Tax Association-Tax Institute of America, Volume 82 (1989) p. 274-82; W. Robert Reed, “The
Robust Relationship between Taxes and U.S. State Income Growth,” National Tax
Journal, Volume 61, Number 1 (March 2008) p. 57-80; and Michael J. Wasylenko, “Taxation and
Economic Development: The State of the Economic Literature,” New England Economic
Review, Issue March/April (March 1997) p. 37-52.

5 Jared Walczak, 2020 State Business Tax Climate Index, Tax Foundation, October 22, 2019;
Dean Stansel, Jose Torra, and Fred McMahon, Economic Freedom of North America 2019,
Fraser Institute, November 7, 2019.

6 Travis Wiseman and Andrew T. Young, “Economic Freedom, Entrepreneurship, & Income
Levels: Some US State-Level Empirics,” American Journal of Entrepreneurship, Volume 6,
Issue 1 (May 2013) p. 104-124; Boris Nikolaev, Joshua C. Hall, John M. Pulito, and Benjamin J.
VanMetre, “The Effect of Personal And Economic Freedom On Entrepreneurial Activity:
Evidence From A New State Level Freedom Index,” American Journal of Entrepreneurship,
Volume 6, Issue 1 (May 2013) p. 88-103; and Noel D. Campbell and Tammy M. Rogers, “Economic


https://journals.sagepub.com/doi/abs/10.1177/1091142106292491
https://www.jstor.org/stable/1059479
https://www.jstor.org/stable/1059479
https://www.jstor.org/stable/42912056
https://www.jstor.org/stable/42912056
https://www.jstor.org/stable/42912056
https://www.ntanet.org/NTJ/61/1/ntj-v61n01p57-80-robust-relationship-between-taxes.pdf?v=%CE%B1&r=6094727955859998
https://www.ntanet.org/NTJ/61/1/ntj-v61n01p57-80-robust-relationship-between-taxes.pdf?v=%CE%B1&r=6094727955859998
https://www.bostonfed.org/publications/new-england-economic-review/1997-issues/issue-march-april-1997/taxation-and-economic-development-the-state-of-the-economic-literature.aspx
https://www.bostonfed.org/publications/new-england-economic-review/1997-issues/issue-march-april-1997/taxation-and-economic-development-the-state-of-the-economic-literature.aspx
https://files.taxfoundation.org/20191021155857/2020-State-Business-Tax-Climate-Index-PDF.pdf
https://www.fraserinstitute.org/sites/default/files/economic-freedom-of-north-america-2019-US-edition.pdf
https://addletonacademicpublishers.com/contents-aje/208-volume-6-1-2013-aje/1824-economic-freedom-and-entrepreneurship-a-panel-study-of-the-united-states
https://addletonacademicpublishers.com/contents-aje/208-volume-6-1-2013-aje/1824-economic-freedom-and-entrepreneurship-a-panel-study-of-the-united-states
https://addletonacademicpublishers.com/contents-aje/208-volume-6-1-2013-aje/1825-the-effect-of-personal-and-economic-freedom-on-entrepreneurial-activity-evidence-from-a-new-state-level-freedom-index
https://addletonacademicpublishers.com/contents-aje/208-volume-6-1-2013-aje/1825-the-effect-of-personal-and-economic-freedom-on-entrepreneurial-activity-evidence-from-a-new-state-level-freedom-index
https://heinonline.org/HOL/LandingPage?handle=hein.journals/catoj27&div=5&id=&page=
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receive low scores and poor rankings, in line with economists’ findings that high
business taxes discourage new and existing firms from locating in a state because
companies prefer lower corporate tax rates or no corporate tax at all.” A higher
ranking in the Tax Foundation study indicates that a state has a better environment
for business investment, which leads to economic growth.

Ohio’s tax regime does not promote a favorable business climate or economic
freedom, ranking 37% in the EFNA index and 38™ on Tax Foundation’s index.8
Ohio fares even worse in the business-tax policy sub-rankings—40t in EFNA’s
sales tax revenue as a percentage of income ranking and 42 in the Tax
Foundation’s corporate tax rank.9 The state’s poor showing, especially in the sub-
rankings, stems in large part from Ohio’s commercial activity tax or CAT. This tax
penalizes production and gross revenues, instead of profits, and creates
disincentives for innovation, productivity, and commercial investments in labor
and industry. Thus, the CAT directly impedes economic growth and prosperity for
all Ohioans, not just business owners.

In an economic downturn, taxes on businesses can prolong economic hardship by
making it more difficult for businesses to operate. The CAT can be particularly
damaging since it taxes total sales rather than profits, which means that even
unprofitable firms may face large tax bills even during periods of economic
distress. Thus, The Buckeye Institute has already called for delaying the CAT in
2020 in order to help Ohio businesses weather the economic conditions created by
the coronavirus.° But a better, permanent solution, would eliminate Ohio’s CAT,
which will raise Ohio’s ranking in the EFNA index and the Tax Foundation’s index,
increase productivity, attract new businesses, and spur hiring across the state.

Freedom and Net Business Formation,” Cato Journal, Volume 27, Number 1 (Winter 2007) p.
23-36.

7 Leslie E. Papke, “Subnational Taxation and Capital Mobility: Estimates Of Tax-Price
Elasticities,” National Tax Journal, Volume 40, Issue 2 (1987) p. 191-203; and Leslie E. Papke
“Interstate Business Tax Differentials and New Firm Location: Evidence from Panel
Data,” Journal of Public Economics, Volume 45, Issue 1 (June 1991) p. 47-68.

8 Jared Walczak, 2020 State Business Tax Climate Index, Tax Foundation, October 22, 2019;
Dean Stansel, Jose Torra, and Fred McMahon, Economic Freedom of North America 2019,
Fraser Institute, November 7, 2019.

9 Ibid.

10 Rea S. Hederman Jr., Policy Solutions for the Pandemic: Suspending the CAT Will Help
Ohio’s Economy, The Buckeye Institute, May 28, 2020.


https://heinonline.org/HOL/LandingPage?handle=hein.journals/catoj27&div=5&id=&page=
https://www.jstor.org/stable/41788657
https://www.jstor.org/stable/41788657
https://www.sciencedirect.com/science/article/abs/pii/0047272791900476
https://www.sciencedirect.com/science/article/abs/pii/0047272791900476
https://files.taxfoundation.org/20191021155857/2020-State-Business-Tax-Climate-Index-PDF.pdf
https://www.fraserinstitute.org/sites/default/files/economic-freedom-of-north-america-2019-US-edition.pdf
https://www.buckeyeinstitute.org/library/docLib/2020-05-28-The-Buckeye-Institute-Suspending-the-CAT-Will-Help-Ohio-s-Economy-policy-memo.pdf
https://www.buckeyeinstitute.org/library/docLib/2020-05-28-The-Buckeye-Institute-Suspending-the-CAT-Will-Help-Ohio-s-Economy-policy-memo.pdf
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COMMERCIAL ACTIVITY TAXES HARM
BUSINESSES AND CONSUMERS

Among business taxes, gross receipts taxes—like Ohio’s CAT—are the most
economically distortionary and harmful. Unlike the more commonly used
corporate income tax, gross receipts taxes require companies to pay taxes on their
overall revenue, not their profits. Therefore, whereas a corporate income tax
burdens profitable businesses, a gross receipts tax burdens all businesses,
regardless of profitability.:* Some states with gross receipts taxes allow for expense
deductions, but Ohio does not, making a bad tax even worse.2

On March 9, 2020, Ohio Governor Mike DeWine declared a state of emergency due
to the coronavirus pandemic. In the following days, government mandates
shuttered many businesses from bowling alleys to restaurants, with other
companies dramatically reducing production and customer services. The result has
been widespread job losses and declining profits. Even in such an environment,
however, Ohio levies the CAT, further endangering businesses still struggling to
survive and making the state’s economic recovery more difficult.*3

Ohio’s 0.26 percent CAT rate may appear small, but it creates an expensive “tax
pyramid,” whereby the state taxes a product or service multiple times as it moves
through production, artificially inflating the final price paid by consumers.*
Because the CAT taxes revenues, rather than profits, each step in the business-to-
business production process adds more cost to cover the tax. The more steps in the
process the more hidden tax the retail consumer must finally pay. (See Figure 1.)*5
And such pyramiding price distortions ultimately affect the marketplace.*® As one
economist found, replacing a one-time point-of-sale sales tax with a revenue-

1 John L. Mikesell, Gross Receipts Taxes in State Government Finances: A Review of
Their History and Performance, Tax Foundation and Council on State Taxation, January 31,
2007.

12 Jared Walczak, Special Report No. 238: Ohio’s Commercial Activity Tax: A
Reappraisal, Tax Foundation, September 26, 2017.

13 Rea S. Hederman Jr., Policy Solutions for the Pandemic: Suspending the CAT Will Help
Ohio’s Economy, The Buckeye Institute, May 28, 2020.

14 Andrew Chamberlain and Patrick Fleenor, Special Report No. 147: Tax Pyramiding: The
Economic Consequences of Gross Receipts Taxes, Tax Foundation, December 4, 2006.

15 Ohio Illustrated: A Visual Guide to Taxes and the Economy, Tax Foundation and The
Buckeye Institute, June 7, 2017.

16 Sales tax policy can still suffer from pyramiding if it levies sales and use taxes on business-to-
business transactions.


https://files.taxfoundation.org/legacy/docs/bp53.pdf
https://files.taxfoundation.org/legacy/docs/bp53.pdf
https://files.taxfoundation.org/20170922161821/Tax-Foundation-CAT.pdf
https://files.taxfoundation.org/20170922161821/Tax-Foundation-CAT.pdf
https://www.buckeyeinstitute.org/library/docLib/2020-05-28-The-Buckeye-Institute-Suspending-the-CAT-Will-Help-Ohio-s-Economy-policy-memo.pdf
https://www.buckeyeinstitute.org/library/docLib/2020-05-28-The-Buckeye-Institute-Suspending-the-CAT-Will-Help-Ohio-s-Economy-policy-memo.pdf
https://files.taxfoundation.org/legacy/docs/sr147.pdf
https://files.taxfoundation.org/legacy/docs/sr147.pdf
https://www.buckeyeinstitute.org/library/doclib/2017-06-07-Ohio-Illustrated-A-Visual-Guide-to-Taxes-And-the-Economy.pdf
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neutral gross receipts tax raised consumer prices by an average of 0.5 percent and
reduced demand by an average of 1.6 percent.”

Figure 1.

THE CAT HURTS OHIO'’S BUSINESSES
AND COSTS OHIOANS MONEY

Price of Product |:;: :I Taxes
6]
H S K
HsK EsE
A x| s sE
msp L8] 01 @
mex| €31
6] B sh|
[B]
6]
CAT Sales CAT Sales CAT Sales CAT Sales CAT Sales
Tax Tax Tax Tax Tax
Farm Brewery Distributor Restaurant Consumer

ECONOMIC RESEARCH CENTER
at THE BUCKEYE INSTITUTE

In addition to raising wholesale and retail consumer prices, the CAT’s tax pyramid
tightens profit margins for Ohio businesses. Profit margins for the Cincinnati-
based Kroger grocery chain, for example, are typically two to three percent. Thus,
even a seemingly small cost increase in the supply lines due to the CAT can
significantly hurt the company’s bottom-line.8 The CAT’s estimated effective tax
rate on profits (i.e., the effective corporate income tax rate) in Ohio is 7.9 percent
in the retail sector, and ranges as high as 10.4 percent in the construction industry.
These high effective tax rates show that the CAT’s low statutory rate can be
misleading and helps to explain Ohio’s poor economic rankings.9

The CAT is a deceptively high, distortionary tax that discourages businesses from
locating and investing in Ohio. A study on Tennessee’s similar gross receipts tax

17 Andre J. Barbe, “Pyramiding, Productive Efficiency, and Revenue under a Gross
Receipts Tax,” Multistate Tax Commission Review, Volume 23, Number 1 (Winter 2013) p. 14-21.
18 Courtney Reagan, What’s Behind the Rush Into the Low-Margin Grocery Business,
cnbce.com (Last visited March 30, 2020); Chris Mosby, Fortune 500: These Ohio Companies
Make 2019 List, patch.com (Last visited March 30, 2020); and Ohio Major Employers-
Section 1, Ohio Development Services Agency, May 2019.

19 Daniel R. Mullins, Andrew D. Phillips, and Daniel J. Sufranski, Analystis of Proposed Changes
to Select Ohio Taxes Included in the Ohio Executive Budget and Ohio House Bill
Number 64, State Tax Research Institute, March 10, 2015.


https://www.taxadmin.org/assets/docs/Meetings/12rev_est/barbe.pdf
https://www.taxadmin.org/assets/docs/Meetings/12rev_est/barbe.pdf
https://www.cnbc.com/id/100794988
https://patch.com/ohio/cleveland/fortune-500-these-ohio-companies-make-2019-list
https://patch.com/ohio/cleveland/fortune-500-these-ohio-companies-make-2019-list
https://development.ohio.gov/files/research/B2001.pdf
https://development.ohio.gov/files/research/B2001.pdf
https://www.cost.org/globalassets/cost/stri/studies-and-reports/analysis-of-proposed-changes-to-select-ohio-taxes-included-in-the-ohio-executive-budget.pdf
https://www.cost.org/globalassets/cost/stri/studies-and-reports/analysis-of-proposed-changes-to-select-ohio-taxes-included-in-the-ohio-executive-budget.pdf
https://www.cost.org/globalassets/cost/stri/studies-and-reports/analysis-of-proposed-changes-to-select-ohio-taxes-included-in-the-ohio-executive-budget.pdf
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found that fewer new businesses open in counties with the highest gross receipts
rates compared to counties with no gross receipts tax.2° Other research on business
taxes indicates that a ten percent increase in the corporate income tax reduces
small business start-ups by 1.2 percent, branch plant openings by 2.2 percent, and
employment by 1.4 percent.2! Another study found that a one percent increase in a
state’s corporate tax rate leads to a one percent reduction in its share of foreign
investment, with those funds going to more tax-friendly states.22

Mobility trends in the United States make such economic disincentives and
adverse tax policies all the more important. Today, more than one-third of
Americans consider themselves “mobile” or “open to, and able to move locations if
an opportunity comes along.”23 Thus, a business tax that discourages growth and
hiring pushes these mobile workers toward states with lower or no business taxes
and that can therefore offer better job opportunities. Recent data bear this out. In
2019, for example, Ohio’s rate of outbound-migration was sixth highest among the
48 contiguous states, just behind other high-tax states like New Jersey, New York,
and Connecticut.24

Most states imposed gross receipts taxes after the Great Depression to shore-up
falling tax revenues, but soon replaced them with broader sales taxes that were
easier to administer and provided a more stable revenue stream.25 And although
most states rejected these taxes for decades, Ohio imposed its CAT on businesses
in 20052° to become one of only seven states with some type of gross receipts tax

20 William F. Fox and Matthew N. Murray, “Local Public Policies and Interregional Business
Development,” Southern Economic Journal, Volume 57, Number 2 (October 1990) p. 413-427.

21 Timothy J. Bartik, “Small Business Start-Ups in the United States: Estimates of the
Effects of the Characteristics of States,” Southern Economic Journal, Volume 55, Number 4
(April 1989) p. 1004-1018.

22 Claudio A. Agostini, “The Impact of State Corporate Taxes on FDI Location,” Public
Finance Review, Volume 35, Issue 3 (May 2007) p. 335-360.

23 Gizem Kosar, Tyler Ransom and Wilber van der Klaauw, Understanding Migration Aversion
Using Elicited Counterfactual Choice Probabilities, Federal Reserve Bank of New York,
April 10, 2019.

24 Annual 2019 United Van Lines National Movers Study, United Van Lines, January 2,
2020.

25 Eric J. Coffill and Jessica N. Allen, “Some Observations on Gross Receipts Taxes,” Journal
of Multistate Taxation and Incentives, Volume 27, Number 4 (July 2017); and Nicole Kaeding, The
Return of Gross Receipts Taxes, TaxFoundation.org, March 28 2017.

26 John L. Mikesell, Gross Receipts Taxes in State Government Finances: A Review of
Their History and Performance, Tax Foundation and Council on State Taxation, January 31,
2007.


https://www.jstor.org/stable/1060620
https://www.jstor.org/stable/1060620
https://www.jstor.org/stable/1059479
https://www.jstor.org/stable/1059479
https://journals.sagepub.com/doi/abs/10.1177/1091142106292491
https://www.newyorkfed.org/medialibrary/media/research/staff_reports/sr883.pdf
https://www.newyorkfed.org/medialibrary/media/research/staff_reports/sr883.pdf
https://www.unitedvanlines.com/newsroom/movers-study-2019
https://us.eversheds-sutherland.com/portalresource/lookup/poid/Z1tOl9NPluKPtDNIqLMRV56Pab6TfzcRXncKbDtRr9tObDdEoWZDp43!/fileUpload.name=/Some%20Observations%20on%20Gross%20Receipts%20Taxes%20(JMT%20July%202017).pdf
https://taxfoundation.org/return-gross-receipts-taxes/
https://taxfoundation.org/return-gross-receipts-taxes/
https://files.taxfoundation.org/legacy/docs/bp53.pdf
https://files.taxfoundation.org/legacy/docs/bp53.pdf
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still on the books.27 The state’s 15-year experiment with the commercial activity tax
has failed and it is time for it to end.

27 Katherine Loughead, Fiscal Fact No. 683: State Tax Changes as of January 1, 2020, Tax
Foundation, December 20, 2019.


https://files.taxfoundation.org/20200102161647/State-Tax-Changes-as-of-January-1-20201.pdf
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BAD NEXUS POLICIES HURT
BUSINESSES AND ECONOMIC ACTIVITY

In addition to the CAT’s economic disincentives and negative effects, the tax also
suffers from flawed criteria for determining which companies must pay it.
Generally, companies are subject to state taxation if they have a legal “nexus” to
the state.28 Companies may establish that nexus with a physical location or by
selling to customers within a particular state. A company’s physical presence (e.g.,
a store or offices) will subject the company to the state’s business tax regime.
Companies without such a physical presence may still have to meet a state’s sales
tax requirements if they sell goods to customers in the state. Thus, for example,
companies may avoid paying a state’s high corporate taxes by selling to customers
and doing business in that state without a physical store or presence there.

With the advent and growth of online retail sales, states began to experiment with
nexus policies to generate tax revenue from internet sales and online economic
activity.2 In response to the rapid increase in online shopping, Ohio wrote new
nexus rules for establishing a company’s “physical presence” in the state. Ohio’s
early rules ultimately were not enforced, but the recent legal history of nexus rules
shows how significantly those rules affect economic decision-making.

In 2017, Ohio enacted—but did not enforce—a “cookie nexus” and a “click-through
nexus” for the state’s CAT and sales tax.3° Under the cookie nexus, a company
would establish a “physical presence” in Ohio if it installed a cookie, a tiny bit of
computer code, on an Ohio consumer’s computer or cell phone.3* Click-through
nexus would be established “when an in-state business receives a commission for
referring a certain amount of sales to the out-of-state seller, as through a website
link.”32 That “certain amount” would have been $10,000.33

Cookies are ubiquitous in online retail and small businesses often use referrals to
drive traffic to their online storefront, likely hosted by an out-of-state company. So

28 What is Nexus?, Salestaxinstitute.com (Last visited April 14, 2020).

29 Jared Walczak and Janelle Cammenga, Fiscal Fact No. 680: State Sales Taxes in the Post-
Wayfair Era, Tax Foundation, December 12, 2019.

30 Ibid.

3t Monika Miles, Ohio’s New Online Sales Tax: Now Cookies Can Create Nexus?,
MilesConsultingGroup.com, August 1, 2017.

32 Scott Peterson, A guide to click-through nexus, Avalara.com, June 30, 2016.

33 Ibid.

10


https://www.salestaxinstitute.com/sales_tax_faqs/what_is_nexus
https://files.taxfoundation.org/20191212152919/State-Sales-Taxes-in-the-Post-Wayfair-Era-PDF..pdf
https://files.taxfoundation.org/20191212152919/State-Sales-Taxes-in-the-Post-Wayfair-Era-PDF..pdf
https://www.milesconsultinggroup.com/blog/2017/08/01/ohios-new-online-sales-tax-now-cookies-can-create-nexus/
https://www.avalara.com/us/en/blog/2016/06/a-guide-to-click-through-sales-tax-nexus-for-small-businesses.html

THE ECONOMIC RESEARCH CENTER AT THE BUCKEYE INSTITUTE

if Ohio had enforced the cookie- and click-through-nexus standards, many out-of-
state businesses selling to just a select number of Ohio-based customers would
have been subject to new taxes, despite having minimal economic interaction with
Ohioans.34 Retailers challenged this administrative and technical burden, resulting
in low enforcement of the new nexus laws.

Several other states adopted an “economic nexus” policy that forced retailers,
regardless of their physical presence in the state, to collect and remit sales and use
taxes once they reached a certain level of economic activity in the state. These
states measured “economic activity” by the dollar value of sales, the number of
sales, or both. Retailers challenged these economic nexus rules all the way to the
United States Supreme Court. In South Dakota v. Wayfair, the Supreme Court
held that states may rely on a company’s economic activity, rather than mere
physical presence, in the state to establish the necessary nexus for taxation.35 After
the Wayfair decision in 2018, corporate revenue or transactions with customers
in a state may now satisfy the requisite nexus. Ohio subsequently repealed its
cookie- and click-through-nexus standards, and adopted an economic activity
nexus regime. 3¢

Wayfair, however, does not indicate the appropriate revenue or transactions
thresholds for states to use when imposing taxes. Thus, Ohio, for example, simply
copied South Dakota’s relatively low sales tax threshold even though Ohio’s
population and economy are 13 times larger than South Dakota’s.37 By following
South Dakota’s lead after Wayfair, Ohio has exacerbated some of the worst aspects
and complexities of its commercial activity tax.

First, because the CAT applies to business-to-business transactions, both out-of-
state and Ohio-based companies will pass the CAT costs onto firms that buy raw
materials and intermediate goods from any businesses that have a relationship
with an Ohio-based business, layering on more costs and passing them onto
consumers.

34 Gail Cole, Ohio may adopt economic nexus, eliminate click-through nexus and cookie
nexus, avalara.com, July 11, 2019; and Alex Ebert, Retail Group Drops Ohio ‘Cookie’ Sales
Tax Suit, For Now, news.bloombergtax.com, December 19, 2018.

35 South Dakota v. Wayfair, Inc. 585 U.S. __ (2018).

36 Jared Walczak and Janelle Cammenga, Fiscal Fact No. 680: State Sales Taxes in the Post-
Wayfair Era, Tax Foundation, December 12, 2019.

37 GDP by State, BEA.gov (Last visited March 30, 2020); and 2018 National and State
Population Estimates, Census.gov (Last visited March 30, 2020); Sales and Use Tax Guide,
South Dakota Department of Revenue, July, 2019; and Substantial Nexus and Marketplace
Facilitator Changes, Ohio Department of Taxation, July 23, 2019.
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Second, the Ohio Department of Taxation’s guidance on the CAT set gross receipts
thresholds for establishing an Ohio nexus lower than those for remote sellers who
must remit the sales tax in some cases.38 That is, even though the CAT is similar to
the sales tax in many ways, it can kick in at a lower revenue threshold than is
typically used in sales tax calculations from an out-of-state retail business to a
customer in Ohio. This can result in tax pyramiding if, for example, a small, out-
of-state distributor selling to a business in Ohio is subject to the CAT and the Ohio-
based business must then remit the state’s sales tax, too. Consumers ultimately
bear the cost of such pyramiding in the form of higher prices relative to a well-
designed sales tax, as discussed above. And some out-of-state businesses with
especially thin profit margins may conclude that expanding into Ohio is not worth
the tax risk.

Third, other CAT law provisions indicate that smaller businesses or businesses that
want to market products heavily in Ohio may face a large tax bill for making “too
many” sales to Ohioans. And accurately predicting how many sales a firm expects
to make in Ohio in a given year may prove too difficult for smaller firms to bear.
Consider a small business in Indiana (which does not collect a gross receipts tax)
that makes 75 percent of its sales to residents of Washington State (which collects
a gross receipts tax) and 25 percent of its sales in Ohio. The Indiana business would
be subject to Ohio’s CAT and Washington’s gross receipts tax. But the difficulty,
relative complexity, and inherent uncertainty of predicting what percentage of
sales will go to which state will likely deter some firms from selling their goods in
Ohio in the first place.

Ohio’s nexus threshold rules risk making it more profitable for a business in
Kentucky to sell to customers across the country than to neighboring customers
just across the Ohio River. Those same rules may discourage small Pennsylvania
businesses from hiring an Ohio-based worker because such a hire would subject
the business to Ohio’s CAT—even if it never makes a sale in Ohio.

38 Ohio established five conditions for establishing whether a business has a sufficient economic
nexus in the state, called a “bright-line presence”, and is thus subject to the CAT. If a business or
individual is “domiciled” (i.e., resides in) in Ohio, it must comply with the CAT. The gross receipts
threshold is $500,000 but a business will also be subject to the CAT if does any of the following: 1)
Owns $50,000 worth of property in Ohio, 2) Has payroll in the state of $50,000 or more, or, most
troubling of all, 3) “Has at any time during the calendar year within this state at least 25 percent of
the person’s total property, total payroll, or total gross receipts.”3® The department of taxation goes
on to explain that “if a person had $25,000 worth of property in Ohio and the value of its total
property everywhere was $100,000 or less, bright-line presence would still exist, despite R.C.
5751.01(I)(1).” See CAT 2005-02 — Commercial Activity Tax: Nexus Standards —
September, 2005; May, 2011; November, 2019, Ohio Department of Taxation, November,
2019.
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After Wayfair, Ohio should at least simplify the CAT nexus policies to include only
“economic activity” and abandon other, more complicated nexus rules that
discourage companies from doing business with Ohio. A better solution would
eliminate the state’s CAT altogether and encourage economic growth and
investment.
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SUSPENDING THE CAT WILL HELP
OHIO’'S ECONOMY

Not only do high corporate taxes harm the economy—leaving more workers
without jobs or opportunities to earn a living—but in an economic downturn, taxes
on businesses can prolong economic hardship and make it difficult for businesses
to operate. As noted, the CAT can be particularly damaging since it taxes total sales
and not profits, sending even unprofitable companies a potentially large tax bill in
times of economic distress.39

A burdensome and complex nexus policy only compounds corporate taxation’s
economic damage. After reviewing economic studies of the adverse effects of gross
receipts taxes, we consulted with contributors to the Tax Foundation’s State
Business Tax Climate Index and the Fraser Institute’s EFNA index to estimate
Ohio’s potential new economic rankings under a CAT-free regime.4° Currently,
Ohio ranks 37t in the EFNA rankings and 38t in the Tax Foundation’s index. Ohio
also rates a dismal 4274 in the Tax Foundation’s corporate tax ranking,4* and 4ot
in the EFNA tax revenue sub-index. In the EFNA Report, Ohio is 315t in the nation
when looking at state and local tax policy.

Eliminating the CAT would dramatically affect the state’s corporate tax policy
ranking by the Tax Foundation, raising Ohio from 427 into 15t place in the State
Business Climate Index because Ohio would no longer have a corporate tax of any
kind.42 Such a dramatic improvement suggests that the CAT’s complexities and
burdens weigh heavily on Ohio’s economy. Relieving these burdens will allow

39 Rea S. Hederman Jr., Policy Solutions for the Pandemic: Suspending the CAT Will Help
Ohio’s Economy, The Buckeye Institute, May 28, 2020.

40 We appreciate Dean Stansel, Ph.D., of Southern Methodist University for his analysis on the impact
of eliminating the CAT on Ohio’s ranking in the EFNA index and Ulrik Boesen and Jared Walczak of
the Tax Foundation for their input on the impact of eliminating the CAT on Ohio’s ranking in the
State Business Climate Index.

41 Jared Walczak, 2020 State Business Tax Climate Index, Tax Foundation, October 22, 2019;
Dean Stansel, Jose Torra, and Fred McMahon, Economic Freedom of North America 2019,
Fraser Institute, November 7, 2019.

42 Although we propose paying for eliminating the CAT with a government spending cut, a broader
tax reform effort that paid for getting rid of the CAT with tax base broadening or rate changes in other
taxes would shift Ohio’s overall ranking in the index in different ways, depending on the other policy
prescription. Therefore, although the corporate tax ranking change is significant, other tax changes
to pay for the corporate tax ranking improvement could raise or lower Ohio’s ranking in the overall
index.
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companies to invest in their workers’ compensation, improve productivity, and
create better products and services for customers and clients. And ranking first on
the Tax Foundation’s state corporate tax policy list would bolster Ohio’s long-term
economic growth by making the state more attractive to capital investment.

Ending Ohio’s CAT would also positively affect Ohio’s ranking in the EFNA index’s
government spending and tax metrics. According to the Ohio Department of
Taxation’s figures for Fiscal Year 2018, eliminating the CAT would remove $1.76
billion from Ohio’s tax revenues, 43 which would improve Ohio’s EFNA tax revenue
sub-index ranking by six places, from 40t to 34t in the country, and raise Ohio’s
tax ranking three spots to 28t (“Area 2” in the subnational category under EFNA’s
methodology).

The CAT’s $1.76 billion in revenue represents less than seven percent of Ohio’s
total tax revenue and less than three percent of the state’s total budget. 44 These
relatively small percentages explain the modest ranking improvements gained by
eliminating the CAT in EFNA’s rankings. But alleviating the tax and administrative
burdens of compliance will free-up resources for companies that do business in
Ohio, allowing them to reinvest in workers and capital purchases, two important
drivers of economic growth.45 Such a solution would increase business and job
growth while having only a de minimis effect on government operations and
revenues.46

43 Annual Report: Fiscal Year 2018, Ohio Department of Taxation, 2018.

4 Annual Report: Fiscal Year 2018, Ohio Department of Taxation, 2018; and 2019
Am.Sub.H.B. 166.

45 Garrett Watson, Fiscal Fact No. 634: Resisting the Allure of Gross Receipts Taxes: An
Assessment of Their Costs and Consequences, Tax Foundation, February 6, 2019.

46 Nicole Kaeding, Oregon’s Gross Receipts Tax Proposal Would Hurt Job Creation, Tax
Foundation, July 19, 2016.
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CONCLUSION

Ohio’s CAT and the state’s poorly constructed nexus law harms economic growth
by syphoning much-needed capital from businesses (even unprofitable
businesses), artificially raising the costs of production and consumption, and
discouraging new firms from hiring Ohioans or doing any business in the state.
Nationally-recognized tax-policy rankings bear this out, showing that Ohio’s
corporate tax regime compares unfavorably to other states’ pro-growth policies.
Eliminating the CAT—a failed tax that almost all other states have abandoned—
would have a modest effect on Ohio’s revenues and government operations, but
will dramatically improve economic growth by freeing up corporate resources
spent on administrative compliance for more productive capital investments and
workforce growth.

Two prominent tax-policy indices that measure economic freedom currently rate
Ohio among the bottom tier of states due in large part to the CAT. Repealing the
state’s commercial activity tax will improve Ohio’s ranking in the EFNA report and
the Tax Foundation’s State Business Tax Climate Index. The CAT’s complexity and
economic distortions restrict Ohio’s measurable economic freedom, and relieving
those burdens will raise Ohio from 40t to 34t in the EFNA’s sales and gross
receipts taxes index and from 42" to 1%t place in the Tax Foundation’s corporate
tax rankings. Such improvements demonstrate that reducing corporate tax
burdens can create a stronger economy with rising job growth and burgeoning
business activity. As Ohio companies and their employees struggle to survive and
recover from the economic effects of the novel coronavirus, state policymakers
should help them by eliminating an outmoded, anti-growth tax policy that only
exacerbates the current economic downturn.
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