
A Plan for Corporate Tax Reform 
in North Dakota

North Dakota’s corporate tax regime compares 
favorably to that in most other states. In its 2023 State 
Business Tax Climate Index, the Tax Foundation ranks it 
9th in the United States.

But there is still room for improvement. There are 
three simple measures which the legislature could pass 
into law which would make North Dakota’s corporate 
tax system even more competitive.
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STATE POLICYMAKERS SHOULD:
• Index the corporate income tax for inflation
• Repeal the “throwback rule”
• Exempt business inputs from the sales tax

Corporate tax reform in North Dakota

Thirty out of the 45 jurisdictions in the United 
States that levy a corporate income tax impose a flat 
rate. Fifteen states, however, have multiple-bracket 
corporate income taxes, and North Dakota is one of 
these.

Where a jurisdiction does impose a corporate 
income tax with multiple-brackets, it is important 
to index the brackets for inflation. Without this, a 

nominal increase in corporate income can impose 
a real increase in the corporate tax burden: what is 
known as “bracket creep.” This “inflation tax” is levied 
without anyone’s consent.

To avoid this, especially with inflation currently run-
ning at elevated rates, North Dakota should index its 
corporate income tax for inflation, as is done annually 
with the state’s individual income tax brackets.

Index the corporate income tax for inflation 
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North Dakota is one of 20 states and the District of 
Columbia that have a so-called “throwback rule.”

In a deeply integrated economy like that of the 
United States, the question of where to tax corporate 
incomes is a difficult one. The Tax Foundation explains: 

States can only tax corporations that have economic 
nexus with the state, which means that the corpora-
tion must have sufficient connection to the state to 
justify taxation. However, federal law constrains states 
in defining economic nexus. More specifically, Public 
Law 86-272 prohibits states from taxing income that 
arises from the sale of tangible property into the state 

by a company that has no other activity in that state 
other than soliciting sales.

When companies sell into a state where they do not 
have nexus, that destination state lacks jurisdiction 
to tax the company’s income. This results in what is 
known as “nowhere income”—income that cannot 
legally be taxed by the state where the income-pro-
ducing sale occurs.

Under throwback rules, sales of tangible property 
which are not taxable in the destination state are 
“thrown back” into the state where the sale originated, 
even though that’s not where the income was earned. 

Repeal the throwback rule
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Does Your State Have a Throwback or Throwout Rule?
State Throwback and Throwout Rules as of July 1, 2021

Has a Throwback Rule

Has a Throwout Rule

No Throwback or Throwout Rule

No Corporate Income Tax
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Source: Tax Foundation; Bloomberg BNA; state statutes
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Note: Nevada, Ohio, Texas, and Washington 
do not have corporate income taxes but do 
levy gross receipts taxes, which are not strictly 
comparable to corporate income taxes
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This means that if a company located in State A sells 
into State B, where the company lacks economic nex-
us, State A can require the company to “throw back” 
this income into its sales factor.

Since two or more states can theoretically lay claim 
to nowhere income, however, complicated rules have 
to be created and enforced to decide who gets to tax it. 
Because of this, throwback rules add yet another layer 

of tax complexity. The Tax Foundation explains that 
throwback rules:

…have a notable impact on business location and 
investment decisions and reduce economic efficiency 
for the states which impose such rules. Over the long 
run, these rules reduce competitiveness while yielding 
very little—or no—increase in state collections.

North Dakota should repeal its throwback rule. 

North Dakota’s state sales tax is 5.00 percent and 
the combined average state and local sales tax rate is 
6.96 percent, ranking it 27th in the United States. But 
the burden of a state’s sales tax isn’t just a function of 
the rate but of the base. States which exempt many 
goods and services from the sales tax are said to have a 
“narrow” base and those which do not offer many such 
exemptions are said to have a “broad” base. North 
Dakota’s sales tax has a base so broad that it includes 
many business-to-business transactions.

Sales taxes are generally favored by economists 
because, as they are levied at the point of sale, they 
are less likely to cause economic distortions than taxes 
levied at some intermediate stage of production. This 
is not the case if the sales tax is imposed on busi-

ness-to-business transactions, or business inputs. Re-
search has found that sales taxes levied on equipment 
have a negative effect on small business startups and 
have incentivized companies to avoid locating facto-
ries or facilities in certain states because the factory’s 
machinery would be subject to the state’s sales tax.

Out of the 50 states and the District of Columbia, 
36 of these 51 jurisdictions impose a sales tax. North 
Dakota is one of only ten not to fully exempt farm 
equipment; it is one of only nine not to exempt man-
ufacturing machinery; it is one of only twelve not to 
exempt business fuel and utilities.

The ideal base for sales taxation is all goods and ser-
vices at the point of sale to the end-user. North Dakota 
should exempt business inputs from its sales tax.

Exempting business inputs from sales tax 

Taken together, these measures would raise the Tax 
Foundation’s ranking of North Dakota’s Corporate Tax 
system from 9th in the United States to 5th and its 
ranking of the Sales Tax from 28th to 6th. These, in turn, 
would bump the state up from a ranking of 17th overall 

to a ranking of 8th, making North Dakota an even more 
attractive place to grow businesses and create jobs.

John Phelan is an economist at the Center of the
American Experiment.

Conclusion
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