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Key Findings

© State lawmakers are increasingly interested in reforming their corporate
tax bases to start from a comprehensive measure of worldwide profit. This
provides a more accurate, and less gameable, starting point for calculating
profits subject to state corporate tax. Mandating this kind of system, known
as worldwide combined reporting (WWCR), would be transformative, as it
would all but eliminate state corporate tax avoidance done through the
artificial shifting of profits into low-tax countries.

© Worldwide combined reporting would also be a natural extension of
features that already exist in state tax law. Fourteen states and the District
of Columbia either allow, or require, companies to file returns that include
at least some profits booked in foreign countries.

© Ten states and D.C. allow for WWCR on an elective basis, meaning that
companies can choose to file in this manner. Officials at the Multistate
Tax Commission have confirmed that companies in at least some of these
states are already using the WWCR system in their tax filings.

© Research by the Center on Budget and Policy Priorities indicates that six
states and D.C. mandate that profits booked in certain tax haven countries
must be included in a company'’s state tax filings. This amounts to a
partial step toward complete WWCR and, given the ubiquity of tax haven
subsidiaries among multinational companies, means that many companies
are already accustomed to including some of their foreign subsidiaries’
profits in state corporate income tax filings. Previous ITEP research
revealed that three quarters of Fortune 500 companies operate one or
more subsidiaries in a tax haven country.

© The Alaska corporate income tax already functions primarily as a
worldwide combined tax. Our review of state tax data going back to
1991 finds that almost three quarters (74 percent) of Alaska's corporate
income tax collections have come from the oil and gas sectors, which
have long been subject to mandatory WWCR. Data provided by the Alaska
Department of Revenue further reveal that in Fiscal Year 2023, every
dollar of state corporate tax paid by these sectors came from companies
with foreign subsidiaries filing worldwide combined returns.




Background

One of the most encouraging developments in the critically important, and highly
popular, campaign against corporate tax avoidance in recent years has been the flurry
of interest in fixing a multi-billion-dollar blind spot in state corporate tax law through
mandating a comprehensive worldwide combined filing system.! Worldwide combined
reporting (WWCR), sometimes called "complete reporting," is the simplest and most
effective means of neutralizing an endless, evolving string of tax avoidance techniques
that allow corporations to misrepresent their business to state tax authorities such that
they appear to be earning an outsized share of their profits in tax haven countries.?

Under WWCR, the corporate tax calculation begins from a comprehensive and difficult
to manipulate measure of all profits being earned worldwide. From there, a formula
based on business fundamentals, rather than accounting fiction, is used to determine
the portion of those profits that should be subject to a given state's corporate income
tax.® This system is preferable to the less comprehensive water’s edge filing system where
companies generally report only those profits associated with U.S. subsidiaries, enabling
some profits to remain hidden from taxation. With that approach, companies can claim
that profits were earned by foreign subsidiaries and even if that is not true, it can be
extremely difficult for states to understand exactly what was earned or how to tax it.

Profit Reporting Under State Corporate Tax Law

Large companies typically generate profits in more than one state or country. One of the
most important aspects of accurate state corporate tax administration is to determine
the amount of such profit that should be taxed in a state. States are not allowed to tax
corporate profits legitimately made in other states or foreign countries, but they should
work to prevent shifting of income that they have a right to tax.

To determine the amount of profit subject to tax, states start with a measure of a
company’s profits and use a process known as “apportionment” to separate the in-state
and out-of-state profits. Historically, this was done using information on the location of
the company'’s sales, employees, and physical property. Today, most states focus on the
location of sales.

The key issue discussed in this brief is the measurement of total profits before
apportionment occurs. A broader measure of total profits is more difficult to manipulate
than a narrower measure, simply because the broader measure leaves fewer places to
hide profits out of reach of state tax authorities. The broad options for measuring profits
that are available to states, in order of most narrow to most broad, are as follows:

Separate accounting: Only profits generated by corporate entities with a direct
connection to the state are considered. Affiliated parent, subsidiary, and sister
corporations are ignored.

Water’s edge combined reporting: Profits that the broader, “unitary business” purports
to have generated in the U.S. (rather than abroad) are considered.

Worldwide combined reporting: Profits generated by the broad “unitary business” are
considered regardless of whether they are purported to have been generated at home
or abroad.
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WWCR offers the simplest path for any state that is serious about administering its
corporate income tax in a manner that is not intensely vulnerable to profit shifting.
Seeking to prevent such avoidance through one-off loophole closures and litigation is
a far more difficult and less fruitful approach. As Don Griswold, former Executive Tax
Counsel at Berkshire Hathaway, explained in Tax Notes:

Planners hope that auditors will stop once they find the ‘low hanging
fruit.” The more sophisticated (and recent) the strategy, the more likely

it is to be hidden in a series of complex and obscure intercompany
relationships among multiple obscure entities that are designed, quite
simply, to tire out the state’s audit team or run out the clock on the audit...
Not one of the [state policy] antidotes currently in use comes close in
effectiveness to [worldwide combined reporting].*

In response to growing interest in worldwide combined reporting, multinational
businesses and the organizations they fund have launched an aggressive campaign
against the idea. One feature of that campaign has been a tendency to overlook or
understate the degree to which WWCR, or partial versions of it, is already being used
in the states. Fourteen states and the District of Columbia (D.C.) either allow, or require,
companies to file returns that include at least some profits booked in foreign countries.
In other words, many companies are already filing state corporate tax returns that reflect
some, or all, of the profits they claim to have earned abroad. Mandatory worldwide
combination would represent a logical and highly principled extension of this already
routine practice.

FIGURE 1

Fourteen States and D.C. Levy Corporate Income Taxes
That Sometimes Look Beyond the Water's Edge
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Elective Worldwide Combination

Ten states and the D.C. currently allow companies the option of filing on a worldwide
combined basis.® This is a diverse group of states along economic, geographic, and
ideological lines: California, Connecticut, D.C., Idaho, Massachusetts, Montana, New
Jersey, New Mexico, North Dakota, Utah, and West Virginia.®

Our conversations with officials at the Multistate Tax Commission have confirmed that
the WWCR option is, in fact, being used by companies in at least some of these states.
Undoubtedly, other companies have considered using WWCR, and have done at least
some of the work necessary to file in this manner, but opted against it because it would
require them to pay more. The key point, however, is that WWCR is already being used by
some companies.

The existence of this filing option is a nod to the fact that worldwide combined filing
can produce a fair and accurate measure of taxable profits—indeed, one that is even
better than what is yielded by water’s edge reporting. And the fact that WWCR returns
are currently being filed indicates that compliance with this kind of system is not overly
complex. Some corporations—especially those that are not engaging in aggressive profit
shifting—have no qualms with filing a worldwide combined return when doing so results
in a lower tax bill.

Tax Haven Reporting

Another group of states mandates a partial version of worldwide combined filing
by requiring the inclusion of profits booked in certain tax haven countries on state
tax returns. Research by the Center on Budget and Policy Priorities indicates that six
states and D.C. fall into this group. Those states are Alaska, Colorado, Connecticut, D.C,,
Kentucky, Rhode Island, and West Virginia.”

This approach falls short of the more comprehensive measure of profit made possible
by worldwide combined filing. But it does represent a partial step in the direction
of WWCR and, given the ubiquity of tax haven subsidiaries among multinational
companies, it means that many companies are already accustomed to including at least
some of their foreign subsidiaries’ profits in state corporate income tax filings. Previous
ITEP research revealed that three quarters of Fortune 500 companies operate one or
more subsidiaries in a tax haven country.®

Alaska Corporate Income Tax is Primarily a
Worldwide Combined System

Also sometimes overlooked by opponents of worldwide combined reporting is the fact
that Alaska has been administering its corporate income tax primarily on a worldwide
combined basis for many decades. In Alaska, oil and gas companies have been required
to file on a fully worldwide combined basis since 1981. Other companies previously filed
using this method as well but in 1991 Alaska moved to a bifurcated system under which
oil and gas companies file fully worldwide combined and other companies file only
partially worldwide combined (mostly stopping at the water’s edge but including certain
entities doing business in tax haven countries).
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While it might be tempting to view mandatory WWCR that applies only to oil and gas
companies as a relatively minor curiosity, this would be a mistake. Among companies
paying more than $1 million in Alaska corporate income tax per year (i.e. large companies,
which are more likely to have foreign subsidiaries that give WWCR any relevance), more
than a third (37 percent) of all returns filed over a 20-year period came from companies
in the oil and gas sectors.®

The significance of worldwide combination to the Alaska system is even more
apparent when looking at the revenues generated by this tax. Our review of state tax
data going back to 1991 reveals that almost three quarters (74 percent) of Alaska's
corporate income tax collections since implementation of this bifurcated system have
come from the oil and gas sectors. Furthermore, data furnished to us by the Alaska
Department of Revenue reveal that, in Fiscal Year 2023, every dollar of corporate
income tax revenue paid by this sector came from companies with at least one foreign
subsidiary—meaning from companies that filed worldwide combined returns. In other
words, Alaska's corporate income tax primarily functions as a worldwide combined
system. This is made even clearer when considering that companies outside of the oil
and gas sectors also file under a partial worldwide combination method that includes
profits booked in tax haven countries.

State Corporate Taxes Already Look Beyond
the Water's Edge to a Substantial Extent

The building blocks for worldwide combined reporting are already present at the state
level. More than a dozen states already allow or require some corporate tax returns to be
filed in ways that include income that companies claim was earned beyond the water’s
edge. Building on this system with worldwide combined reporting offers the most
practical, efficient, and effective means of ensuring that multinational companies pay
the appropriate amount of tax to the states in which they do business.
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