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Introduction

On June 30, 2005, Ohio Gov. Bob Taft (R) signed
into law amended substitute HB 66. This bill, the
biennial budget, included a major overhaul of Ohio’s
tax code. It marked the culmination of a two-year
effort by the governor to reform the tax system. Taft
said, ‘‘The call for tax reform has resonated in every
corner of the state. . . . Tax reform is now a reality.’’1
The legislation included a phaseout of the tangible
personal property tax, a reduction in the individual
income tax, a cut in the state sales tax rate, and an
increase of the cigarette excise tax.2 Perhaps most
significantly, a new commercial activity tax replaced
the corporate franchise tax. The now-defunct corpo-
rate franchise tax was based on either a company’s
net worth or net income, depending on which one
was higher. The commercial activity tax (CAT) is
designed to be a tax on gross receipts generated from
commercial activities. When the tax is fully imposed,
it will be set at a rate of 2.6 mills (0.0026).3

The establishment of the CAT came with contro-
versy. Critics contend that the tax is regressive, is
unconstitutional, and does not address the state’s
long-term revenue demands, and that businesses

will be highly taxed even if they are not making a
profit. Supporters counter that it will broaden the
tax base, tax consumption rather than investment,
and encourage capital investment and job creation.
This report explores the reasons why many felt a
change in Ohio’s tax system was needed, addresses
arguments for and against the CAT, looks at
whether the tax is constitutional, and offers alter-
natives to the CAT.

Background
One of the major reasons for establishing the CAT

was the decline in revenue generated by the corpo-
rate franchise tax. In the mid-1970s, 16 percent of
all tax revenue in Ohio came from the corporate
franchise tax; by 2002 that amount had decreased to
4.6 percent.4 Also, 44 percent of businesses pay only
the minimum $50 in the corporate franchise tax,
while another 36 percent pay $2,000 or less.5 That
contrasts with the 135 percent increase in consumer
taxes since the 1980s.6

There are several reasons for the decline in cor-
porate tax revenue, including the increase in tax
shifting and the proliferation of tax shelters. Tax
shifting involves moving income to other states with
lower tax rates. According to a study conducted by
the Multistate Tax Commission, Ohio lost 56.9 per-
cent of its potential corporate tax collections to tax
shelters and tax shifting. That figure was the second
highest in the nation, behind only West Virginia.7
Another reason for the declining revenue is that the
corporate franchise tax caps the amount a company
can owe for the net worth component. According to

1Office of the Governor, State of Ohio, ‘‘Taft Signs Budget
Reforming Ohio’s Tax Code: Lowest-Growth Budget in 40
Years Sets Path for Economic Growth,’’ http://
www.governor.ohio.gov/releases/063005BudgetBill.htm.

2Ohio Department of Taxation, ‘‘Ohio Reforms Tax Sys-
tem,’’ http://www.tax.ohio.gov/divisions/communications/
news_releases/news_release_063005.stm.

3Bricker & Eckler, LLP, ‘‘Ohio Commercial Activity Tax
and Insurance Companies, Financial Institutions, and Deal-
ers in Intangibles,’’ http://www.bricker.com/LegalServices/
Practice/estates/insurancecat.asp.

4Policy Matters Ohio, ‘‘Ohio’s Vanishing Corporate Fran-
chise Tax — Executive Summary,’’ available at http://
www.policymattersohio.org/pdf/exsumfranchisetax.pdf.

5Catts, Timothy, ‘‘Cleveland Think Tank: Corporate Fran-
chise Tax Eroding,’’ State Tax Notes, Oct. 21, 2002, p. 150,
2002 STT 202-24, or Doc 2002-23468.

6Drew, James, ‘‘Taft Wants Businesses to Pay More: Gov-
ernor Is Seeking to Cut Back on Corporate Money Maneu-
vers,’’ Toledo Blade, Mar. 16, 2003.

7Hershey, William, ‘‘Study: Ohio Loses Corporate Taxes,’’
Dayton Daily News, July 17, 2003.
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the law, all corporations, even the largest ones, have
their taxes capped at $150,000.8 Finally, Ohio has
both decreased the tax rates for businesses and
increased the use of tax credits. Many of those tax
credits have questionable value at best. For ex-
ample, Wal-Mart received a multimillion dollar tax
credit for a warehouse already constructed.9

Tax Reform Legislation

The current movement to reform Ohio’s tax code
began at the start of the 126th Ohio General Assem-
bly. On January 18, 2005, Rep. Sally Conway Kil-
bane (R) introduced HB 1, which was intended to
‘‘reform Ohio’s tax code to improve economic com-
petitiveness and foster job retention and creation,
thereby making Ohio a more attractive place to live
and do business.’’10 After numerous committee hear-
ings, the bill was eventually folded into amended
substitute HB 66, the biennial budget.

HB 66 altered Ohio’s tax system significantly. In
addition to establishing the CAT, it adjusted many
other taxes. First, it phased out the corporate fran-
chise tax. That was done at a rate of 20 percent
annually from 2006 to 2010. It also phased out the
tangible personal property tax over four years at 25
percent annually. That included the tax on most
business inventory, manufacturing machinery and
equipment, and furniture and fixtures. It also de-
creased the individual income tax. Each bracket was
cut 4.2 percent for the 2005 tax year, with an
additional cut of 4.2 percent for each year until 2009,
for a combined cut of 21 percent. Additionally, HB 66
reduced the state sales tax rate from 6.0 percent to
5.5 percent. Before 2003, the sales tax rate was set
at 5.5 percent, but it was temporarily raised because
of a budget shortfall. Finally, HB 66 increased the
cigarette excise tax from 55 cents per pack to $1.25
per pack.11

The major element of HB 66 was the creation of
the CAT. According to the Ohio Department of Taxa-
tion, the CAT is considered ‘‘a tax on the privilege of
doing business in Ohio, measured by gross receipts
received in an annual or calendar quarter time
period.’’ It is not considered to be a transactional
sales tax. The CAT applies to all kinds of businesses,
including retailers, manufacturers, and service pro-
viders, such as lawyers, accountants, and doctors.
The CAT also applies to out-of-state businesses as
long as they meet one of four criteria. The CAT
contains some exceptions, including exemptions for

nonprofit organizations, financial institutions, in-
surance companies, and certain public utilities.12

Critics contend that the tax is
regressive, is unconstitutional, and
does not address the state’s
long-term revenue demands, and
that businesses will be highly
taxed even if they are not making a
profit.

All companies with taxable gross receipts above
$1 million are required to pay the CAT. Companies
with gross receipts between $150,000 and $1 million
pay a privilege tax of $150, while companies with
gross receipts below $150,000 do not pay the CAT.
When fully phased in, companies with gross receipts
above $1 million will pay the $150 privilege tax plus
a rate of 0.26 percent on gross receipts. Gross
receipts are ‘‘the total amount realized, without
deduction from the cost of goods sold or other ex-
penses incurred, from activities that contribute to
the production of gross income.’’ That includes the
performance of services, sales, and rentals or leases.
Not included are such items as employee compensa-
tion, interest, dividends, capital gains, proceeds
from loans or stocks, and damages received from
litigation.13

Proponents

The major proponents for the changes proposed in
HB 66 were the Taft administration and the Ohio
Business Roundtable, a nonpartisan organization
composed of the chief executive officers of the state’s
largest businesses. The Taft administration argued
before the House Finance and Appropriations Com-
mittee that Ohio’s tax laws were outdated and did
not reflect the state’s modern economy. They empha-
sized that even though the corporate franchise tax
rates were high, the collection rates were low com-
pared with other states. They believed that the new
CAT would adequately replace the revenue lost by
phasing out the corporate franchise tax. According
to the Department of Taxation’s projections, the CAT
would initially bring in $265 million in 2006, and
would bring in $1.5 billion by the time it was fully
implemented in 2010. The tax rate could also be
adjusted after two years if the CAT was generating
either too much or too little revenue. The Taft

8Drew, supra note 6.
9Policy Matters Ohio, supra note 4.
10The 126th Ohio General Assembly, ‘‘House Bill 1,’’ avail-

able at http://www.legislature.state.oh.us/bills.cfm?ID=126_
HB_0001.

11Ohio Department of Taxation, supra note 2.

12Ohio Department of Taxation, ‘‘Ohio’s Commercial Activ-
ity Tax and Other Major Tax Law Changes,’’ available at
http://tax.ohio.gov/divisions/communications/documents/
cat_brochure_14.45.pdf.

13Id.
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administration said the CAT would be a positive
change because its low rate of 0.26 percent would
minimize the distortion of economic decisions. Ad-
ministration officals also argued that the tax would
not harm consumers because it would not function
like a sales tax, and instead would fall on the
business entity.14

The Ohio Business Roundtable also argued
strongly in favor of the creation of the CAT. One
reason for the group’s support was its belief that the
CAT would spread the business tax burden through-
out all sectors of the economy because the tax would
be applied to anyone with gross receipts over $1 mil-
lion. The Roundtable argued that the corporate fran-
chise tax unfairly overburdened the manufacturing
and retail sectors of the economy. The Roundtable
also argued that, unlike the corporate franchise tax,
the CAT would be almost impossible to avoid. Ac-
cording to the Roundtable, this would make the sys-
tem more equitable and all businesses, no matter
what their size, would have to pay their fair share of
taxes. Finally, the group contended that the CAT
would create an incentive for new business invest-
ments and the creation of new jobs in Ohio. Under the
old tax system, a business’s taxes increased when it
bought new equipment or added new jobs. With the
CAT, a business would not face an increased tax bur-
den for investing in their company.15

Opponents
The Ohio business community was greatly di-

vided on the creation of the CAT. Whereas the Ohio
Business Roundtable supported the CAT, the Ohio
Chamber of Commerce strongly opposed it. In testi-
mony before the House Ways and Means Committee,
the Ohio Chamber of Commerce agreed that tax
reform in Ohio was needed, but it did not believe
that the CAT was the best solution. First, the
chamber was concerned that the CAT would auto-
matically increase a company’s tax liability for every
dollar increase in sales. The chamber also thought
the new tax would adversely affect business-to-
business sales and raise prices at all points during
the manufacturing supply chain. The chamber was
concerned that the CAT would harm new businesses
and businesses that are not profitable. Under the
new system, a company would be taxed on all sales,
even if they were not making a profit. Furthermore,
the chamber believed that the tax would have a
particularly negative effect during recessions. To
illustrate its point about the harmfulness of the
CAT, the chamber discussed the history of gross

receipts taxes in other states. According to the
chamber, Indiana repealed its gross receipts tax in
2002, West Virginia and Minnesota repealed theirs
nearly 20 years ago, and the tax remains unpopular
in both New Jersey and Washington.16

The chamber was concerned that
the CAT would harm new
businesses and businesses that
are not profitable.

Several corporations also testified against the
CAT. The Ford Motor Co. said, ‘‘The Commercial
Activity Tax would be a tax increase on our Ohio-
based facilities and on our Ohio-based suppliers.
Ford would ultimately absorb this cost as a direct
reduction to our profit margins, which would impair
our ability to hire or retain workers and to make
additional capital investment.’’ Ford was particu-
larly concerned because the tax would be applied
every time a product is turned over.17 Sharing Ford’s
concerns was Dana Corp., a Toledo-based company
supplying axles, driveshafts, engines, frames, and
transmissions. Dana Corp. went against other mem-
bers of the Ohio Manufacturers Association and
opposed the bill because it believed that the CAT
would be regressive. That is because the CAT would
tax companies even if they were not profitable. Dana
Corp. felt that some consideration must be given to
a company’s ability to pay its taxes.18

Two nonbusiness groups also argued against the
CAT for different reasons. One, Policy Matters Ohio,
is a nonprofit, nonpartisan group that researches
issues affecting low- and middle-income Ohioans.
Policy Matters argued that the CAT rate of 0.26
percent was too low and that the amount of revenue
collected would be inadequate. Policy Matters be-
lieved that there was no sense in establishing a new
tax system if it would be unable to address Ohio’s
needs.19 Finally, the Ohio Fair Schools Campaign
testified regarding its concerns over the CAT. Ac-
cording to HB 66, school districts would receive a
significant portion of the new CAT revenue to re-
place the revenue they lost from the elimination of
the tangible property tax. That would occur until

14‘‘Testimony of William W. Wilkens, Tax Commissioner,’’
House Finance and Appropriations Committee, Feb. 14, 2005.

15‘‘Testimony of Richard A. Stoff, President of the Ohio
Business Roundtable,’’ House Ways and Means Committee,
Feb. 23, 2005.

16‘‘Ohio’s Chamber of Commerce Interested Party Testi-
mony on HB 1,’’ House Ways and Means Committee, Mar. 3,
2005.

17‘‘Testimony of Tim Timmerman, Director of State and
Local Income Taxes, Ford Motor Company,’’ House Ways and
Means Committee, Mar. 3, 2005.

18‘‘Testimony of Edward McNeal, Vice President of Gov-
ernment Relations, the Dana Corporation,’’ House Ways and
Means Committee, Mar. 3, 2005.

19‘‘Testimony of Jon P. Honeck, Ph.D., Policy Matters
Ohio,’’ House Ways and Means Committee, Mar. 3, 2005.
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2018, when the amount school districts receive from
CAT revenue would drop from 44.2 percent to 0
percent. The Ohio Fair Schools Campaign contended
that unless the school funding provision was
changed, Ohio’s schools would face a catastrophic
funding crisis in 2018.20

Constitutionality
In addition to the other criticisms levied against

the CAT, the Ohio Grocers Association has recently
threatened to file a lawsuit claiming the CAT is an
unconstitutional excise tax. The Ohio Grocers Asso-
ciation, a statewide organization of retail grocers
including Kroger, Giant Eagle, and independent
grocers, is concerned that the CAT would be applied
to the sale of food that is consumed off-premises.
According to Jason Wetzel, spokesperson for the
Ohio Grocers Association, the Ohio Constitution
forbids the imposition of an excise tax on the sale of
food for human consumption off the premises from
where the food is sold. Wetzel said, ‘‘This is a form of
an excise tax. It performs like one, it acts like one, it
is one. The tax is applied every time there’s a sale.
It’s a hidden sales tax.’’ The Ohio Department of
Taxation countered those charges and said that the
CAT is a constitutional method of taxing businesses
for vital government services. Additionally, the De-
partment of Development said that grocers have a
responsibility to pay their fair share of taxes.21

Alternatives
The new CAT was not the only option presented

for altering Ohio’s corporate tax system. Other op-
tions included reforming the corporate franchise tax,
creating an alternative framework, or removing cor-
porate taxes entirely.

Policy Matters Ohio advocated reforming Ohio’s
corporate franchise tax using four techniques. One
technique would adopt mandatory combined report-
ing. In that system, companies that operate as a
single business must report as one taxpayer. Sixteen
states currently require combined reporting. Fur-
thermore, the Department of Taxation estimates
that combined reporting would generate $200 mil-
lion in additional annual revenue. Another tech-
nique for reform is to require large corporations to
disclose their corporate franchise tax returns.22 If
there is greater transparency, businesses would be
less likely to use tax shelters. Third, Policy Matters
Ohio proposed eliminating the $150,000 net worth

cap, thereby increasing tax revenue. Finally, Policy
Matters Ohio called for a moratorium on new tax
credits and incentives.23 Tax incentives, which have
not proven effective in generating business, result in
a smaller tax base and a decreased revenue source.

Because legitimate concerns have
been raised regarding the CAT, the
new tax must be monitored closely
to ensure that it is not producing
unnecessary harm.

In contrast to the CAT, the Ohio Chamber of
Commerce proposed an Alternative Framework for
Ohio Tax Reform. Under the alternative framework,
the corporate franchise tax would remain but the tax
base would be increased and the rates of the corpo-
rate franchise tax would be reduced. By increasing
the base and reducing the use of tax incentives, the
chamber of commerce believes that Ohio can main-
tain tax revenue while at the same time cutting tax
rates. The alternative framework also calls for a
doubling of the net worth cap from $150,000 to
$300,000 for corporations. Finally, the plan advo-
cates imposing a business privilege/license tax. That
would establish the minimum amount of taxes that
must be paid by all business entities. For example,
under the business privilege/license tax, a business
with sales between $2 million and $3 million would
be required to pay at least $1,000 in taxes.24

A final alternative is the elimination of corporate
taxes. One reason to support the elimination of
corporate taxes is that overall they generate a small
amount of revenue. Also, the state corporate tax
systems are complex and consume a high adminis-
trative cost. David Brunori, contributing editor of
State Tax Notes, said that corporate income taxes
‘‘consume an inordinate amount of intellectual fire-
power and economic resources in terms of planning,
compliance, and administration.’’ He added, ‘‘The
only people who really make money from the state
corporate income tax system are the major law firms
and big accounting firms.’’25

Conclusion
For more than two decades, corporate tax revenue

has declined in Ohio and throughout the nation.

20‘‘Testimony of Debbie Phillips, Executive Director of the
Ohio Fair Schools Campaign,’’ House Ways and Means Com-
mittee, Mar. 3, 2005.

21Nolan, John, ‘‘Grocers to Sue State Over Tax: They Say
It’s an Excise Tax Forbidden by Constitution,’’ Dayton Daily
News, Dec. 6, 2005.

22Policy Matters Ohio, supra note 4.

23‘‘Testimony of Jon P. Honeck, Ph.D., Policy Matters
Ohio,’’ House Ways and Means Committee, Mar. 3, 2005.

24‘‘Ohio Chamber of Commerce Interested Party Testi-
mony on HB 1,’’ House Ways and Means Committee, Mar. 3,
2005.

25Brunori, David, ‘‘Stop Taxing Corporate Income,’’ State
Tax Notes, July 1, 2002, p. 47, 2002 STT 126-4, or Doc
2002-15443.
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Some of the reasons include the increased use of tax
incentives, not requiring combined reporting, the
increase in tax shelters, and the lack of uniformity
in tax laws. As a result of the declining revenue and
the high administrative costs, some people have
called for the abandonment of corporate taxes alto-
gether. That is unlikely to happen because there is
neither widespread public nor private support for
replacing corporate taxes. Politicians and citizens
believe that corporations should have to pay at least
a small amount for the government services they
consume.26

Because corporate taxes are likely to remain, it is
important to ensure that they satisfy the principles
of sound tax policy, including: the provision of ap-

propriate revenue, neutrality, being fair and equi-
table, being easy and economical to administer, and
accountability.27 Although Taft and his administra-
tion would contend that the CAT fulfills all of those
principles, opponents of the tax have raised serious
questions. For example, Policy Matters Ohio re-
ported that the CAT rate is not high enough to
produce the necessary tax revenue. Also, corpora-
tions such as the Ford Motor Co. and Dana Corp.
believe that the tax is unfair because it overburdens
some industries and causes harm to unprofitable
corporations. Because legitimate concerns have
been raised regarding the CAT, the new tax must be
monitored closely to ensure that it is not producing
unnecessary harm. ✰

26Brunori, David, State Tax Policy: A Political Perspective,
Urban Institute Press, Washington. 27Id.
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