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Executive Summary 
A ―throwback rule‖ and ―mandatory combined reporting‖ are two policies currently being considered by state 
policymakers. Their superficial similarities—both have to do with how Connecticut allocates the taxable income of 
multi-state businesses to the jurisdictions in which they operate—have caused some to treat them as alternative 
solutions. They are, however, not substitutes, but rather complements. Each addresses a separate problem in multi-
state taxation. Accordingly, Connecticut should enact both as positive reforms to its procedural corporate tax 
policy. 
This brief is intended as a primer. It describes how each of the two proposed reforms operates and why each is 
necessary. Ultimately, we hope to dispel the misconception that a ―throwback rule‖ is simply a more moderate 
approach to the same problems that ―mandatory combined reporting‖ would solve. 
 
We make three main points: 

1) A ―throwback rule‖ and ―mandatory combined reporting‖ solve different problems in multi-state 
taxation. They are therefore complementary fixes meant to make Connecticut‘s tax policy more 
equitable and less susceptible to tax avoidance strategies.  
 

2) A ―throwback rule‖ would improve tax equity by repatriating income back to Connecticut that 
otherwise could not be taxed by any jurisdiction. Our state‘s corporate income tax apportionment 
formula rests on an implicit assumption that 100% of a corporation‘s income should be taxable in one, 
and only one, jurisdiction. Due to legal constraints imposed by the Commerce Clause, the current 
formula often results in some income not being taxable anywhere. The tax advantage owed to this 
―nowhere income‖ disproportionately benefits large multi-state companies and therefore works to the 
detriment of small, local Connecticut businesses. 
 

3) ―Mandatory combined reporting‖ would close a tax avoidance loophole. Multi-state businesses currently 
can shelter some of their income outside of the reach of Connecticut‘s taxing authority by establishing 
legally distinct entities in states without a corporate income tax and shifting income between the related 
corporations such that otherwise taxable income is transferred out of Connecticut and avoids tax. Two 
common strategies involve holding intellectual or real property under out-of-state corporations and 
renting it back to a corporation operating in-state. 

  

 
 This issue brief was prepared through the Yale Law School Legislative Advocacy Clinic under the supervision of J.L. Pottenger, Jr., 
Nathan Baker Clinical Professor of Law, and Shelley Geballe, Distinguished Senior Fellow at Connecticut Voices for Children and Clinical 
Visiting Lecturer at Yale Law School. 



 

I. The Throwback Rule  
 

The Problem—Why Connecticut needs a “throwback rule” 
 
The need for a ―throwback rule‖ derives from two separate, but related sources. It arises from Constitutional 
limitations on state taxation on one hand and business income apportionment choices made by states on the other. 
 
First, our nation‘s federal structure limits states‘ abilities to tax economic activity that occurs within their 
boundaries. In particular, for a state to impose an income tax on businesses that produce income through sales in 
that state, the business must have what the courts call ―substantial economic nexus‖ to that state In simplified 
practical terms, this nearly always requires that the business have a physical presence in the state seeking to impose 
the tax. Simply selling to consumers in that state is insufficient. 

 
Second, states attempt - as best as possible - to ensure that the same corporate income is not taxed in multiple 
jurisdictions. They do so by applying apportionment formulas that allocate taxable income among jurisdictions 
based on one or more productive factors—typically sales in single-factor apportionment or sales, payroll, and 
facilities in multi-factor apportionment. These formulas exist to limit double-taxation of income, but there is no 
underlying ―correct‖ apportionment formula– i.e. no reason that Connecticut must incorporate any particular factor 
into its formula. 

 
In a tax-policy ideal world—i.e., one without nexus constraints and in which all states agree to the same 
apportionment formula—the sum of allocations to all taxing jurisdictions would equal 100% of all corporate 
income. A company that has 25% of its productive factors in any state would owe only 25% of the tax due on its 
total income to that state.  

 
Unfortunately, nexus requirements throw a wrench in the scheme and defeat the primary goal of apportionment 
formulas. Since only two of the three traditional factors are sufficient to generate ―nexus,‖ payroll and facilities, a 
portion of the allocations made by apportionment formulas that use sales as a factor will leak out of the system. In 
other words, some percentage of the net income of a business that sells into a state where it has no physical 
presence will end up being nontaxable. Such businesses would be realizing an unintended benefit of distortions 
caused by an apportionment formula. That alone might not be a particular problem, but the benefit is realized by 
only some of Connecticut‘s businesses.  This means that other businesses—particularly smaller local businesses that 
have no ability to sell without a physical footprint—will shoulder a higher corporate tax burden. 

 
Illustrative Example: 

  
Consider three Connecticut corporations: 

 
Corporation A is a small firm. It operates out of a single facility in Bridgeport and all of its sales are to Connecticut 
residents. Corporation A must apportion 100% of its income to Connecticut and will be taxed on that full value 
whether Connecticut has a throwback rule or not. 

 
Corporation B is a multi-state retail corporation subject to Connecticut‘s general apportionment formula, that takes 
into account sales, payroll, and facilities, but ―double weights‖ sales. All of its physical property and payroll is based 
in Connecticut, but 95% of its sales are out-of-state. Connecticut‘s apportionment formula attributes 52.5% of this 
corporation‘s income to Connecticut. Since the corporation has no physical presence in any other state, the 
remaining 47.5% of its net income currently cannot be taxed anywhere.  

 
Corporation C is a multi-state financial firm, subject to Connecticut‘s single-sales factor apportionment formula, 
which applies to financial corporations, manufacturers, and broadcasters. Other than the industry in which it 
operates, Corporation C is exactly like Corporation B, with all of its physical property and payroll in Connecticut, 



 

but with 95% of its sales generated out-of-state. Only 5% of this corporation‘s income would be taxed in 
Connecticut and the remaining 95% could not be taxed anywhere. 

 
Corporations B and C thus operate at a substantial tax advantage over Corporation A. However, if Connecticut 
implements a throwback rule, 100% of their income will be taxable in Connecticut, resulting in tax equity between 
the two companies. Even in the more complicated scenario, where a corporation has a physical presence in more 
than one state, introducing a throwback rule in Connecticut would be a step toward 100% of all corporate income 
being taxable somewhere. 
 
Proposed Solution:  
 
The solution to the apportionment-nexus conundrum is relatively straightforward once a policymaker identifies 
avoidance of double-taxation as the only justification for apportionment formulas. Total apportionments above 
100% are not mathematically possible if all jurisdictions use the same formula. Since a state cannot control what 
other states do, its burden is therefore only to ensure that total apportionments below 100% are equally impossible 
within its own formula. All a state must do to prevent the sum of apportionments from dropping below 100% is to 
reclaim any income apportioned to out-of-state sources when that income would otherwise become nontaxable for 
lack of nexus. 
 
There are multiple ways to accomplish this process and many are currently in effect in other states. As of 2008, 
about half of states with a corporate income tax have some form of a throw back rule.1 The Governor‘s current 
budget proposal includes language used in several other states that specifies that sales by a Connecticut business to 
states where that business lacks nexus are treated as occurring from the distribution facility from which the good 
ships. This ties otherwise untaxable economic activity to a physical location for nexus purposes. Since single-
jurisdiction taxation will be most nearly achieved when states adopt the same apportionment and throwback rules, 
the proposal to adopt throwback language that is consistent with what other states have adopted is a sufficiently 
important factor to lift the Governor‘s proposal above other options for addressing this problem. 
 
Accordingly, Connecticut Voices for Children strongly supports the language of the Governor‘s proposal, as 
embodied in Section 8 of SB 1007, as introduced. 
 
Realizable Benefits: Realignment of Connecticut‘s apportionment formula with its core purpose, and slight 
revenue enhancement on the order of $20 million per year. 
 
 

II. Combined Reporting 
 

The Problem—Why Connecticut should implement “mandatory combined reporting” 
 
Unlike the ―throwback rule,‖ ―combined reporting‖ addresses business practices adopted to avoid paying tax. 
Though these business practices would not be possible without nexus constraints, they are not a natural 
consequence of nexus requirements. Therefore, a major difference between ―mandatory combined reporting‖ and a 
―throwback rule‖ is that the former relates to intentional rather than inadvertent leakage of taxable income from a 
state‘s jurisdiction. 
 
Failure to properly design apportionment formulas results in tax leakage even when businesses go about business as 
usual. Any multi-state enterprise that sells across state lines into states in which it lacks physical facilities or 
employees will find some of its income not only untaxed in the state of origin, but also nontaxable in the state of 
receipt. This is, of course, a flaw worth fixing (e.g., through a throwback rule), but one that is not tied to any 
deliberate business practice. 
 



 

By comparison, however, failure to require businesses to submit combined income statements for related entities 
(mandatory combined reporting), results in tax leakage that primarily results from intentional business decisions 
made to avoid tax. Whether businesses actually operate out-of-state or not, they may decide to establish out-of-state 
operating divisions as separate corporations and then shift assets and profits among the related entities through a 
variety of contractual arrangements. By establishing separate legal entities housing productive factors (such as 
intellectual property, real estate, or manufacturing equipment) in states that have either no corporate income tax or 
low tax rates and then selling the services of these factors to related entities in states with higher tax rates or 
unfavorable apportionment formulas, companies can reduce their tax liability in a way that a company operating as a 
single corporate entity could not.  

 
From the standpoint of real economic activity, the combined income statement of closely related entities is really no 
different than the single income statement of one large corporation. Yet, the former may avoid state taxation while 
the latter cannot.  Since good tax policy should minimize the degree to which the same economic activity is treated 
differently because of legal formalisms, a well- designed state tax code would assure that transfers among related 
entities result in no beneficial tax treatment. A majority of states have understood this and addressed the problem 
by adopting mandatory combined reporting.2 

 
Illustrative examples: 

 
AT&T exploits a tax avoidance strategy called the ―Trademark Holding Company Strategy.‖ It has established a 
separate legal entity, a Nevada corporation, and transferred valuable brand-name intellectual property to that related 
company.3 AT&T‘s Connecticut subsidiary has been licensed the use of corporate trademarks in return for periodic 
royalty payments.4 These royalty payments then are taken as deductions against the Connecticut subsidiary‘s taxable 
income, so the amount paid leaks out of Connecticut‘s jurisdiction. Between June 2002 and December 2004, AT&T 
transferred approximately $145 million in profits in this manner.5 As of 2008, the transfers to related entities have 
persisted at over $45 million per year.  

 
This tax avoidance strategy is not unique to AT&T. Instead, many companies with household names, including 
Limited Brands, Toys ‗R‘ Us, ConAgra Foods, Home Depot, Kmart, Gap, Sherwin-Williams, Stanley Works, 
Staples, and Burger King, have used the same approach to avoid paying tax.6 

 
Meanwhile, Wal-Mart has adopted a different approach, the ―Captive Real Estate Investment Trusts (REITs) 
Strategy.‖ Wal-Mart‘s real estate is held by REITs, the dividends from which are untaxed. The chain pays tax-
deductible rent to Wal-Mart-related REITs, while simultaneously taking equivalent dividend disbursements.7 The 
strategy has paid off royally for the chain, which reduced its total state tax liability by approximately $230 million 
over a four-year period.8 

 
Proposed Solution:  
 
To tax closely-related business entities effectively requires treating them as a single corporation for tax purposes. To 
do so, Connecticut should require companies with separate entities that are the functional equivalent of divisions, 
whether in-state or out, to file joint statements of operations in a single tax return. With the capacity to review a 
single combined return, Connecticut could net out the illusory transfers and tax the whole enterprise appropriately. 
Application of the standard apportionment formula would then ensure that that economically meaningful out-of-
state operations of companies that are organized as multiple, related entities would continue to be treated 
consistently with those entities organized as a single corporation. It should be noted that corporations do currently 
have the option to voluntarily file combined returns in Connecticut, so companies already calculate taxes both ways 
(combined return or not) and then file depending on which results in less tax to the state. Additionally, many 
companies doing business in Connecticut also do business in states that mandate combined reporting. This makes 
the administrative burden caused by switching to mandatory combined reporting relatively small, as many of these 
corporations are already filing combined returns for other states.  
 



 

The General Assembly has considered language implementing mandatory ―combined reporting‖ bills in the past. 
There is no reason to completely reinvent the wheel. Accordingly, Connecticut Voices for Children supports 
reintroduction of SB 807, previously considered during the 2009 legislative session. 
 
Realizable Benefits: Closure of a significant tax avoidance loophole, more consistent treatment of businesses, 
regardless of legal formalities, and revenue enhancement on the order of $70 to $120 million. 
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