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COMPARISON OF NEXUS or "DOING BUSINESS"
STATUTES FOR FINANCIAL INSTITUTIONS

MINNESOTA

*Affects bank holding companies, national or state banks, specialized
lending corporations, credit card companies and corporations engaged
in lending activities and meet a 50% gross income test (i.e. 50% of
its gross income is derived from lending activities).

I. Physical Presence
A. Place of business
B. Owns or leases property in state
C. Employees in state

II. Obtains Business within State -- subject to a rebuttable

presumption
A. Transactions with customers in state involving intangible

assets valued at $5,000,000 or more during any tax period;
B. Deposits from customers in state valued at $5,000,000 or more;
C. Any combination of A or B totaling $5,000,000 or more; or
D. Obtains business in state from 20 or more customers during tax
period.

ITI. Regularly Solicits Business within State
A. Targeted and focused solicitation by advertising in media or
directly via mail, phone, or other electronic means

IV. Business Activities Reporting Requirement

INDIANA

*Affects any holding company, regulated financial corporation, foreign
bank or subsidiary that derives more than 80 percent of its gross
income from making, acquiring, selling or servicing loans or
extensions of credit; leasing or acting as an agent for leasing of
real or personal property; or operating a credit card business.

I. Physical Presence
A. Maintains an office in Indiana
B. Has an employee, representative or independent contractor
conduct business
C. Owns or leases property located in Indiana

II. Regularly sells to customers in Indiana that receive products or
services in Indiana

ITI. Regularly Solicits Business from within Indiana
A. Conducts activities with 20 or more persons within Indiana
during the taxable year:; or




B. Sum of assets and absolute value of deposits attributable to
Indiana are $5,000,000 or more.

IV. Regularly performs services outside Indiana that are consumed
within Indiana
V. Reqularly engages in transactions in Indiana that involve
intangible property and result in receipts flowing to the
taxpayer from within Indiana
VI. Regularly solicits and receives deposits from customers in
Indiana
VII. Business Activities Reporting Requirement
TENNESSEE

*Affects a holding company, any regulated financial corporation, a
subsidiary of a holding company or regulated financial corporation, or
any other corporation carrying on the business of a financial
institution unless the income earned from the financial institution’s
business is less than 50% of the corporation’s gross income.

I.

IT.

III.

Iv.

VI.

Physical Presence

A. Maintains an office in Tennessee

B. Has an employee, representative or independent contractor
conduct business

C. Oowns or leases property located in Tennessee

Regularly sells to customers in Tennessee that receive products
or services in Tennessee

Reqgularly solicits business from potential customers within

Tennessee —-- subject to rebuttable presumption

A. Sum of assets and absolute value of deposits attributable to
Tennessee are $5,000,000 or more

Regularly performs services outside Tennessee that are consumed
within Tennessee

Regularly engages in transactions in Tennessee that involve
intangible property and result in receipts flowing to the
taxpayer from within Tennessee

Regularly solicits and receives deposits from customers in
Tennessee

MULTISTATE TAX COMMISSION PROPOSAL

*Affects regulated financial corporations, corporations organized and
operated similar to banks, trust companies and credit unions and
corporations which derive more than 50 percent of their gross income
from lending operations.
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IT.

ITT.

Physical Presence

A. Has a place of business in state

B. Has employees, representatives, or independent contractors
conducting business activities on its behalf

C. Owns or leases property in state

Makes direct loan secured by real or tangible personal property
in state

Regularly solicits in this state which results in creation of a

depository or direct debtor/creditor relationship with a resident

of state

A. Regular solicitation = relationships with 100 or more
residents during any tax period;

B. $10,000,000 or more of assets attributable to sources within
state; or

C. More than $500,000 in receipts attributable to sources within
state at anytime during the tax period.

Prepared by:
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SECURED REAL OR
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LOCATED IN STATE
(INCLUDING FINANCE
LEASES &
PARTICIPATIONS)

RESIDENCE OF
BORROWER

RESIDENCE OF
BORROWER
(INCLUDES
PARTICIPATIONS)

(SEE SECURED
LOANS AND
COMMERCIAL LOANS)

STATE TO WHICH
HOLDER'S CHARGES
ARE BILLED

STATE IN WHICH

MERCHANT IS
LOCATED



OTHER SERVICES
INCOME

LOAN RELATED FEES;
DEPOSIT RELATED
FEES; CHECK
PROCESSING FEES

BROKERAGE FEES

ESTATE OR TRUST
FEES

SALES OF TRAVELERS
CHECKS AND MONEY
ORDERS

SECURITIES (STATE)
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(NONSTATE) AND
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CAF:misc datapoint md

MN
STATE IN WHICH
SERVICES ARE
CONSUMED

STATE WHERE
PURCHASED

SECURITIES OF
STATE ATTRIBUTED
TO ISSUING STATE

ALLOCATED BASED ON
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TN

STATE IN WHICH
SERVICES ARE
CONSUMED

STATE WHERE
PURCHASED

SECURITIES OF
STATE ATTRIBUTED
TO ISSUING STATE

Prepared by:
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MTC

STATE OF
PERFORMANCE

RESIDENCY OF
BORROWER,
DEPOSITOR, OR 3RD
PARTY INSTITUTION

LOCATION OF
BROKERAGE ACCOUNT

RESIDENCY OF
EXECUTOR OR
TRUSTEE

STATE WHERE
PURCHASED

SECURITIES OF
STATE ATTRIBUTED
TO ISSUING STATE

ALLOCATED BASED
ON DEPOSITS IN
STATE

American Bankers Association
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FRANCHISE TAX BOARD
Mailing address:

Legal Division

P.DO. Box 1468

Sacramento, CA 95807-1468
/°16) 369-3322
P In reply refer to
410: MEB

August 30, 1988

Mr. John Kincaid

Advisory Commission on Intergovernmental -
Relations

Washington, D.C. 20575

Dear Mr. Kincaid:

""This letter i1s in response to your letter of August 4, 13988, in
which you request comment on a draft report on "State Taxation °
of Banks: 1Issues and Options" by Sandra B. McCray.

Sandy's central thesis is that a residence based tax with a
.credit for taxes paid to other states, coupled with a source
based tax for nonresident financial institutions (a so-called
"dual system") is superior to -a source based tax or a residence
based tax. While this system does have some advantages
(particularly from a ta. administrator's point of wview), there
are some difficulties which should be explored and discussed.

1. Sandy asserts, in comparing a dual system with the comparable
system at the federal level, that the dual system 1s more
workable at the state level, because "states will seldom need
rules to define what is a creditable tax." (p3l) That
assessment may prove somewhat optimistic. If a U.S. domestic
bank lends to borrowers in a foreign coduntry, and pays tax in
that foreign country, to fairly allow the domestic state to tax
the foreign source income under a dual tax system, some credit
mechanism is needed for foreign taxes, imposed both at the
national level and the subnational level of the foreign
jurisdiction. If the foreign nation uses a2 tax base not entirely
similar to the U.S. income system, the determination as to
whether the tax is a creditable type of tax will still have to be
made. In addition, some kind of source rule will have to be made
to determine the limit of the foreign tax credit, since the
credit is limited by the ratio of foreign source income over
worldwide income. Either a world-wide receipts factor sourcing
mechanism, or a U.S. source rule, or a foreign source rule will
have to be invoked to determine that limit.

)
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2. It is stated that the dual system does not suffer the
infirmity of multiple taxation, given its credit mechanism for
taxes paid to other states. Eowever, in its place it suffers the
infirmity of the state of domicile taxing income earned outsigde
of its borders. To illustrate, if Bank X is domiciled in state A
and derives income from doing business in state B, and state B
does not impose a tax, under the dual system, state A will tax
BEank X's income earned in both stztes A and B. While the draft
argues that such a system would be constitug}onal, such a '
position raises serious policy questions as to whether it is
appropriate for the state of the bank's domicile to tax
extraterritorial income. These questions should also be
discussed.

3. Discussion of the guestion as to whether it is constitutional
for the state of the bank's domicile to tax extraterritorial
income should be a part of this paper. The simple reference to
Sandy's yet unpublished article on the subject is insufficient, .
since it is the major theoretical underpinning upon which the
dual system is based.

4. The assertion that the dual system "does not create
competitive inequality between in-state and out of state banks"
(p 32) does not appear to be.true. To illustrate, assume that
Bank A is commercially domiciled in State X and Bank B is
commercially domiciled in State Y. Both states have a dual
system of taxation. Both banks derive $50,000 of their inceme
from activities ‘in State X, and $50,000 of their income from
activities in State Y. The tax rate in State X is 5% and the tax
rate in State Y is 10%. The corporations will pay tax as
follows:

Corporation A Corporation B
State X:
Income _ $100,000 $50,000
Tax $5,000 $2,500
Creditt/ - ($2,500) 0
Net Tax . $2,500 $2,500

1/ Limited by the ratio of foreign income to worldwide income
multiplied by the tax paid in the state of domicile.
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State Y:
Income $50,000 $100,000
Tax $5,000 $10,000
credit?/ 0 : ($2,500)
Net Tax ' $5,000 $7,500

Tn the illustration, Corporation A, domiciled in State X, will
pay a total combined tax of $7,500 to both States X and ¥, -while
Corporation B, domiciled in State Y, will pay a total combined
tax of $10,000. Thus, notwithstanding iderntical incomes in both
states, Corporation A will pay higher tax than its competitor
Corporation B. Thus, it cannot be said that the dual system
"does not create competitive inequality". In fact, it can be
argqued that the dual system in the above illustration is not
particularly fair. This also raises policy considerations which
are deserving of some discussion. :

5. The difference in tax effect between high and low tax states

in such a system will tend to drive financial institutions to
shift their commercial domicile to the low tax states, without
affecting any change in their basic operations. The trend toward
greater facility of interstate banking will make ‘'such a
transition easier. The threat of higher taxes on domestic banks
than similarly situated foreign banks that would exist in high
tax rate states may make a dual system politically unpopular in
such states. 1In addition, the specter of "bank flight" (although
more apparent than real) from existing bank centered states, such
as New York and California, may add fuel to the fire for those
who would oppose a dual system in states which pride themselves
as bank commercial centers. In contrast, low tax rate states
could promote themselves as a tax haven for such banks. While
there has been a trend of banks moving some of their interstate
banking activities to low tax jurisdictions, this trend has not
yet extended to movement of commercial domicile.

6. The principle objection that Sandy raises with respect to a
source based tax results from lack of uniformity between the
apportionment rules of the states. If uniform apportionment
rules were adopted, most of Sandy's concerns with respect to a
source based system would disappear. At least some of the
paper's efforts should be focused on what uniform rules would be
appropriate, both from a policy and administrative perspective,
in a uniform source rule environment. Sandy's paper appears to
place all of the eggs of potential reform in a dual system basket
that may be politically unrealistic. . There is no assurance that
a2 dual system would ever be enacted. The problem of establishing
uniform apportionment rules in a source-based system still
critically needs resolution right now, and should be given at
least equal time.

2/ pimited to the tax actually paid to the foreign state.
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7. There may be double taxation even under the dual system
suggested in Sandy's paper. A source-based state taxing its
commercially domiciled financial institutions may have
significantly different apportionment rules than the receipts-
factor only approach in the suggested dual system used for taxing
nonresident financial institutions. For example, payroll,
property and receipts factors may be retained by the source based
system. Lack of uniformity between the dual.system apportionment
and the source system apportionment can therefore result in
double taxation, just as Sandy has described in a source-only
environment where there are different apportionment rules. The
cure to this problem, of course, is for the source based state to
enact legislation to pick up the dual system. But the problem
can equally be cured by the dual system state picking up the
source based rules of the source based state. Thus, the real
problem is a lack of uniformity, not the particular tax system
chosen. -

8. More needs to be written in the area of unitary taxation. It
is not clear, for example, whether each financial institution in
the unitary group is taxed in its own respective state of
domicile under a dual system, or only the "key" parent is to be
taxed under the dual system. Major problems occur with either
alternative. 1If the.entire unitary income of the group is taxed
in the key financial institution's state of domicile, there will
be certain constitutional challenge to such attempt, because the
"tax is levied on extraterritorial income of members of the
unitary group which are not domiciled in the key financial
institution's state.

If each financial institution which is a member of the unitary
group is taxed on a dual system in its respective domicile, a
mechanism is needed to determine that portion of the entire
unitary income of the group is allocable to each separately
domiciled financial institution. Presumably, source rules, such
as the receipts-only factor, will be used for this purpose. But
in so doing, much of the advantage of the dual system is lost,
because each member of the group will have to have its slice of
the total unitary income determined and a separate system of
credits for each corporation in the group would have to be
maintained. Not all states have adopted the unitary system. 1In
many states, it would be a more politically difficult to adopt -
than a totally uniform source rule, because in those states,
unitary taxation is, to state it mildly, not universally approved
of.

9. It is asserted that "no bank or bank holding company
subsidiary can engage in a business unrelated to banking,
removing the major impediment to the use of the unitary business
principle." This statement tends to too lightly dismiss a




Paée 5.

potentially serious problem. Banks, of course, even with the
"incidental to the business of banking" limitation, have been
expanding in many traditionally nonbanking roles, such as
securities trading (witness Bank of America's acguisition of
Charles Schwab). The Banks have been pressuring the Federal
Reserve and Congress to further expand permissible banking
act1v1ty to such activities as real estate brokering and
insurance. Under current law, nonfinancial corporations can
acquire and operate financial institutions, including
"acceptance" corpecrations and even some regulated institutions,
such as savings and loans. The problem of division of income
between general corporations and financial corporations under .the
unitary method is a serious problem, and is likely to become more
pronounced as businesses expand from financial to general
activity and vice versa. The problem is exacerbated by the use
of a single factor formula for the proposed "dual system" for

. financial corporations and other apportionment formulae currently
'in place for nonfinancial corporatlons (usually payroll,
property, and sales). It is even more exacerbated by a mixture ’
of a source-based system and a dual system within a single
unitary structure.

10. The assertion that "no constitutional impediment exists to
prevent states from adopting broader jurisdictional rules" is not
universally accepted. While there is a strong argument that the
Supreme Court has sufficiently expanded its concepts of :
jurisdiction to place the limiting case of National Bellas Hess
"into some questlon, the absence of difficulty with respect to
asserting jurisdiction should not be assumed without

discussion. Sandy has written extensively in this area, but
given the importance of the subject matter and the role that this
case might play in taxation of nondomiciliary banks, at least
some of the argument should find its way into this paper.

11l. On page 50, Sandy states that case law in California
"defines a financial institution as an entity that receives more
than 50% of its gross income from the use of its capital in
substantial competition with other moneyed capital." Actually,
the case law only provides that a financial institution is one
that deals in moneyed capital in substantial competition with
national banks. The 50% of gross income test is not & product of
case law, it reflects the current Franchise Tax Board
administrative practice. Regulations which would codify the
definition of a financial institution are currently under
consideration.

12. Finally, and perhaps this is quibbling, but Sandy states
that "two reasons exist for a state to modify its apportionment
formula: to increase the amount of revenue assigned to the-state
and/or to favor the state's domiciliary corporations." (p39) &
third reason the state may modify its apportionment formula is to
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arrive at a more eguitable method of apportionment. I don't
think its fair to ascribe to the state only revenue or business
enhancement nmotive.

I hope that these comments will prove useful. I would appreciate
receiving a copy of the final report. As I am leaving state
service, I would appreciate it you could send a copy to my new
address: .

Michael Brownell
Arthur Anderson & Co.
300 Capitol Mall
Sacramento, Calif. 95814

In addition, I would appreciate it you could send a copy to the

Director of Multistate Tax Affairs for the Franchise Tax Board at
the following address:

Mr. Benjamin Miller

Director Multistate Tax Affairs
Legal Division, Franchise Tax Board
P.O. Box 1468

Sacramento, CA 95807

Thank ybu for allowing me to participate in this endeavor. It is.
a timely and important undertaking.

Very Truly Yours,

T2 IEY

Michael E. Brownell
Counsel ' -
Multistate Tax Affairs
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Multistate Taxation of Financial Institutions

1991 State Tax Legislative Developments

ALL STATES : o
Multistate Tax Commission Proposed Regulations on Taxation of Financial
Institutions - Reg. IV.18.(i)

The Multistate Tax Commission ("MTC") on May 10, 1990, released model
regulations entitled, "Attribution of Income from the Business of a Financial
Institution." The proposed regulations are now formally "noticed," but on November
14, 1990, the MTC announced a delay from the originally-scheduled adoption date of
July, 1991. The model regulations are currently expected to be adopted next year.

A series of public hearings have been held on these regulations as follows:

Washington, DC, August 21, 1990

San Francisco, California, August 23, 1990
Chicago, Illinois, December 3, 1990
Atlanta, Georgia, December 4, 1990

General Application of the Proposed Regulations

The proposed regulations are intended to amend the standard three-factor Uniform
Division of Income for Tax Purposes Act ("UDITPA") apportionment formula
currently used by many states to tax financial institutions. The new formula is
generally known as a "market state” concept, which uses the taxpayer’s "exploitation
of the local market” within a state, rather than the existing standard of physical
presence. In addition, the proposed regulations adopt a nexus standard that is based
on the market state theory. Thus, a financial institution engaging in credit card
solicitation by mail, for example, in a state with these regulations in effect may be
required to file a net income tax return.

Receipts Factor: The "exploitation of the market" theory is clearly demonstrated by
the proposed receipts factor ratio contained in these regulations. Under the proposed
regulations, a bank must include the following in the numerator of its receipts factor:

(a) rental receipts from the lease or rental of personal property located within the taxing jurisdiction
(including receipts from finance leases),

(b) interest income from secured loans, if the security is located in-state,

(c) interest from unsecured consumer loans, if the borrower resides within the taxing jurisdiction,

(d) interest from unsecured commercial loans, if the debtor resides within the taxing Jjurisdiction,

(e) a portion of the interest income from participation loans or syndications,

(f) credit card interest and other receipts from credit card holders residing within the jurisdiction,

(g) merchant discount income derived from credit card transactions with in-state merchants,
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(h) service fees, if:

- the borrower is an in-state resident or the fees are related to a deposit from an in-state resident,
or

- the fee is a brokerage fee from an in-state resident, or

- the service receipts are related to a trust or estate of an in-state decedent or grantor,

(i) receipts from travelers checks purchased in-state,

(j) investment receipts from securities and money market instruments, based on the relative size of
in-state deposits held by the taxpayer, and '

(k) all other receipts received by a taxpayer in its domicile state, if not taxed by other jurisdictions
("throw-back" rule).

Property Factor: The recognition of specialized assets, i.e. intangible assets, is
evident in the proposed property factor. Intangibles and other assets are to be
included in the property factor at the original cost value, less any value for goodwill.
Rental property is to be valued at eight times the net annual rental rate, which is
similar to the standard UDITPA property factor. In addition, the proposed property
factor is to include the value of:

(a) currency located in-state,

(b) lease financing receivables if the underlying property is located in-state,

(c) secured loans if the security is located in-state,

(d) unsecured consumer loans made to in-state residents,

(e) unsecured commercial loans made to in-state debtors,

(f) funds deposited by the taxing state,

(g) a proportional share of participation loans and syndications,

(h) credit card receivables, if card holder is an in-state resident, and

(i) intangible assets, such as securities and money market instruments, based on the relative size of
in-state deposits held by the taxpayer.

Payroll Factor: The proposed regulations for financial institutions generally adopt the
standard UDITPA definition of the payroll factor, including all payroll made during
the tax year in the taxing jurisdiction in the payroll factor numerator. The
denominator must reflect the total dmount of compensation paid by the financial
institution.

ARIZONA SB 1289

Sponsor: Sen. Manuel Pena, Jr. (D-22)
Franchise tax on financial institutions

SB 1289 imposes a franchise tax of 9.3% on the entire net income of financial
institutions. The bill includes a three-factor apportionment formula composed of
payroll, receipts and deposits for banks doing business within and without the state.
Receipts from loans are sourced to the state where the greater portion of income
producing activity related to the loan occurs; interest and fees from bank cards are
sourced to the state if the card holder’s domicile is in the state. The payroll factor is
computed using only 80% of in-state payroll in the numerator, and the deposits factor
is computed using the average value of deposits during the taxable year.

TN
3
. "/’
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Arizona currently imposes a 9.3% income tax on financial institutions. Changing the
bank tax from an income tax to a franchise tax measured by net income allows the
state to tax interest from federal obligations held by banks in the state, and is one of
the recommendations of the Arizona Fiscal 2000 Committee. SB 1289 carries an
effective date of December 31, 1991.

Intro Date: 02/11/91

Ref: Fin: 02/11/91

CALIFORNIA PROPOSED REGULATIONS

REG. SEC. 23183
Definition of Financial Institution

The first part of the Franchise Tax Board ("FTB") plan to adopt banking regulations
sets forth a definition of "financial corporation,” as an entity in which over 50% of
total gross income is attributable to dealings in money or moneyed capital in
substantial competition with the business of national banks.

The FTB plans to adopt banking regulations in three parts: Definition of Financial
Corporation; Doing Business -- Financial institutions and Banks; and Allocation of
Income of Financial Institutions. This first part is intended to reflect existing case
law and rulings in the state. According to the FTB Legal Division the draft
regulations on nexus and allocation & apportionment for banks are still under review.
It should be noted that the FTB is proposing to apply these regulations retroactively.

A hearing on October 15, 1990, resulted in non-substantive change to the proposed
rules.

HAWAII HB 1111

Sponsof: Rep. Mazie Hirono (D-32)
Financial Institution Tax Rate Decrease

HB 1111 would reduce the tax rate from 11.6% to 6.4% and would expand the tax
to include financial institution holding companies and trust companies. The
legislation is reportedly no longer under consideration, due to its failure to meet the
2/22/91 committee deadline to report legislation out of the committee of origin.
Intro Date: 01/31/91 :
Ref: Consumer Protection: 02/07/91
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ILLINOIS

RETALIATORY ACTION AGAINST INDIANA BANK TAX

During October, 1990, the Illinois General Assembly adopted Senate Resolution
1502, which criticizes legislation adopted by the states of Indiana, Tennessee and
Minnesota that imposes a tax on Iilinois banks doing business in those states. The
Resolution rejects multistate taxation of financial institutions based on the sourcing
of income to the states where customers or secured properties are located.

Senator "Babe” Woodyard (R-53), whose district lies along Illinois’ border with
Indiana, indicated last fall that he intended to sponsor retaliation legislation against
the Indiana Bank Tax. He did so in 1990, but the legislation later died in committee.
Both SR 1502 and its companion, HR 2419, were adopted by their respective houses.

ILLINOIS SB 376

Sponsor: Sen. Stanley B. Weaver (R-52)
Limitation of Corporate Deductions to 2% of Income

SB 376 would require all corporations to pay a minimum tax of 2% of the federal
taxable income plus additions, and with no deductions. This effectively would deny
the deduction for interest, which affect financial institutions directly. It should be "
noted that this would include federal securities in the tax base for these purposes,
which poses a substantial question as to its constitutionality. This bill is not expected
to pass.

Intro Date: 03/20/91

Ref: Revenue: 04/12/91

INDIANA HB 1875

Sponsor: Rep. Patrick Bauer (D-7)
Bank Tax Unitary Filing Requirement

The Indiana Senate Finance Committee has approved HB 1875, a "technical
corrections” bill which includes a requirement for a single return to be filed for all
members of a water’s-edge unitary group. This requirement would apply to all
corporate members of the group, whether or not each individual entity has nexus to
Indiana. The change is intended to be effective for tax years beginning on or after
January 1, 1992.

HB 1875 was written by the Indiana Revenue Department. Under current law, the
Department requires "nexus combination” returns (i.e., only those corporate entities
with nexus in the state are included in the combination).
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In other provisions, HB 1875 includes federal credit unions in the definition of
"taxpayer," effective January 1, 1991, and amends the add-back provisions to include
local income taxes, among other changes.

The Indiana Senate is expected to adopt HB 1875. The Legislature will reportedly
adjourn soon in order to reconvene in Special Session for purposes of the state
budget.

INDIANA HB 1986

Sponsor: Rep. Floyd Dale Grubb (D-42)
Exemption for Initial $10 Million Banking Activity

The original version of HB 1986 amended the emphasis of the financial institution tax
from an economic presence to a physical presence. The Financial Institutions
Committee substitute for the bill, however, removes this language, and instead
amends the tax to provide for an exemption for the first $10 million of loan or credit
activity in the state. One exemption is allowed to the unitary group (not one per
corporation) and the exemption 1s allowed only if that $10 million is "subject to tax
in another jurisdiction." The effective date of HB 1986 is January 1, 1992.

The original version of this bill was beneficial to most out-of-state banks because it
prevented imposition of the tax unless the out-of-state bank had actual property (not
including credit cards) in the state. Three Illinois Representatives and several Illinois
banks testified in favor of the original version, which was opposed by the Indiana
Bankers Association. The substitute for HB 1986 has passed the House and now
awaits committee action in the Senate.

Intro: 01/31/91

Ref: Fin: 01/31/91

Ref to Subcomm on Financial Institutions: 02/20/91

Committee Substitute: 02/20/91

Passed to Hse: 02/26/91

Passed: 03/05/91

Rec’d by Sen: 03/05/91

Ref: Fin: 03/18/91
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MARYILAND HB 382

Sponsor: Sen. R. Hergenroeder (D-43)
Repeal of S&L Association Franchise Tax —-
HB 382 would repeal the savings and loan association franchise tax in Maryland.
This tax is currently levied at the rate of .013% of taxable deposits located in the
state.

The fiscal note on this bill indicates a cost of approximately $2 million per year. It
is not expected to pass.

Intro Date: 01/30/91

Ref: W&M: 01/30/91

MASSACHUSETTS HB 1836 and SB 1204

Sponsors: Representative John F. Cox (D-17) and Senator John Olver
(D-Franklin/Hampshire)
Net Income Taxes on Financial Institutions

General: These two bills would impose a new net income tax on financial
institutions doing business within Massachusetts. SB 1204 would impose a 12.54%
tax and requires that in-state financial institutions include the entire taxable income in
the tax base, with a credit for taxes paid to other states. All other banks must
apportion income, and are not allowed a credit. A single-factor receipts formula is
provided, with income sourced using the "market state” theory (e.g., income from
unsecured commercial loans is sourced where the loan proceeds are to be applied).
The unitary method of combination is required. HB 1836 would impose a 10.5% net
income tax on all financial institutions, including community credit unions. It
requires that all financial institutions apportion income using a two-factor
apportionment formula. No credit is allowed for taxes paid to other states. The
apportionment formula consists of payroll and receipts, using a similar "market state"
theory. No unitary method of combination is required.

Effective Dates: SB 1204 would be effective for tax years beginning on or after
1/1/90, and sunsets on 1/1/97. A commission is to be established in 1994 to
determine whether it should be continued. HB 1836 would be effective for tax years
beginning on or after 10/31/91.
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Both HB 1836 and SB 1204 are very similar to bills introduced last year, when the
taxation of financial institutions was considered to be linked with the issue of
interstate banking within the Commonwealth. Neither tax bill was adopted during the
last session, and many in Boston believe-that this session will see serious
consideration of this issue. The Massachusetts Bankers Association is reportedly
giving its support to HB 1836. The bills were briefly considered in a hearing of the
Joint Committee on Taxation on March 6, 1991, and no action has been taken. No
further hearing dates have been set. :

SB 1204

Intro - 02/01/91
Ref: Tax - 02/01/91
Hearing - 03/06/91

HB 1836

Intro - 02/05/91
Ref: Tax - 02/05/91
Hearing - 03/06/91

MINNESOTA HB 432

Sponsor: Rep. Jerry R. Janezich (D-5B)
Apportionment of Receipts for Financial Institutions

HB 432 provides that for purposes of inclusion in the receipts factor for financial
institutions, receipts from investments in securities and money market instruments
must be apportioned to the state based on the ratio that total deposits in Minnesota
bear to deposits everywhere. For unregulated financial institutions, such receipts are
apportioned based on the ratio of gross business income from in-state sources over
gross business income everywhere. Gross business income is calculated excluding
such receipts. The bill also provides for a tax on corporation income if assets are
transferred from a C corporation to an S corporation.

HB 432 was substituted in subcommittee and is currently before the full committee in
the House. It is identical to SB 363, which was scheduled for a hearing in the
Senate Committee on April 2. The bills would be effective for taxable years
beginning after December 31, 1990.

Intro Date: 02/21/91
Ref: Taxes: 02/21/91




Multistate Taxation of Financial Institutions
1991 State Tax Legislative Developments VanN
Page 8

-

MISSISSIPPI HB 1574

Sponsor: Rep. Hubert S. McMillan (D-46)
New Excise Tax on Financial Institutions

This legislation would impose an excise tax on net income on all financial institutions
doing business in Mississippi, effective January 1, 1991. The tax would be levied at
a rate of 5% of income over $10,000. The bill sets forth specific deductions from
gross income, including bad debts, depreciation, interest paid and other deductions.

HB 1574 is no longer under consideration, due to the fact that it failed to meet the
February 28 House passage deadline for appropriations and revenue bills.

Intro Date: 02/22/91

Ref: W&M: 02/22/91

MISSOQURI SB 294

Sponsor: Sen. Truman Wilson (D-34)
*Innovation Center" Tax Credit for Financial Institutions

SB 294 would allow an economic development tax credit for financial institutions that
meet the requirements of Chapter 348 of the Missouri statutes.

Intro Date: 01/16/91

Ref: Financial Institutions: 01/28/91

Passed to Hse: 02/18/91

Passed: 02/27/91

Rec’d by Hse: 03/06/91

Ref: Commerce: 03/06/91

MONTANA SB 339

Sponsor: Senator Steve Doherty (D-20)
Income Tax on Financial Institutions

SB 339 would impose a net income tax on financial institutions doing business within
and without the State of Montana. Taxable income is measured by a three-factor
apportionment formula, as follows:

o Receipts factor includes rental income from property located in-state, income from secured loans if
the underlying property is located in-state, income from unsecured loans if made to residents of
Montana, credit card receipts if the account is billed to a resident of the state, and other
miscellaneous receipts.
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o Property factor includes the average value of coin and currency located in-state, receivables from
lease financing if the underlying property is located in-state, assets securing loans that are
attributable to Montana, consumer loans (including credit card accounts) made to residents of the
state, income from services related to in-state intangibles and other intangible property

"attributable” to the state during the tax period. ——

o Payroll factor includes all in-state compensation. The new tax would apply to in-state and
out-of-state corporations (including credit unions and savings and loan institutions) doing business in
the state, but nexus does not result from merely evaluating or maintaining a participation loan or its
security, money market instruments, a pool of promissory notes or other minimum asset
management activities. Obtaining credlt card customers within the state does creates nexus under
the proposed legislation, with no minimum threshold of customers provided.

This legislation proposes a net income tax on banks very similar to that proposed by
regulations of the Multistate Tax Commission (MTC). A hearing on SB 339 was
held on Thursday, February 21, 1991, in the Senate Taxation Committee. No further
action is expected on the bill.

Intro Date: 02/09/91

Ref: Tax: 02/09/91

Hearing: 02/21/91

NEW JERSEY SB 1083

Sponsor: Sen. Matthew Feldman (D-37)
Prohibition of "Investment Company” Treatment for Bank Subsidiaries

For purposes of the corporation business tax, SB 1083 would prevent banking
subsidiaries from electing treatment as an "investment company."

This bill follows a recommendation of the State and Local Expenditure and Revenue
Policy Commission (SLERP) of 1990. It is not expected to pass.

Intro Date: 01/09/90 -

Ref: State Tax: 01/09/90

NEW YORK
BANK TAX AUDIT FEES

During the 1990 legislative session, an appropriations bill included specific
instructions to the Commissioner of Taxation to begin charging fees to financial
institution taxpayers in New York for time spent on their tax audits. On October
22, 1990, the Commissioner signed regulations imposing a $110 per hour fee for
each auditor’s time at the taxpayer'’s location and time otherwise spent on
specific audits. The fees are reportedly being assessed for costs incurred
between April 1, 1990 and April 1, 1991. The New York State Bankers
Association has filed suit challenging imposition of the fees.
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NEW YORK AB 6993

Sponsor: Assemblyman Arthur Eve (D-Buffalo)
Bank "IBF" Deduction Repeal

HB 6993 would reduce the current deduction allowed for 100% of income from
International Banking Facilities ("IBF’s") to 50% of such income, effective for tax
years beginning on or after January 1, 1991. It is not expected to pass.

Intro Date: 03/27/91

Ref: W&M: 03/27/91

NEW YORK SB 2942

Bank Minimum Tax -- Budget Bill

SB 2842, part of the Governor’s Budget Package, would establish the minimum tax
for financial institutions at $350, against which the use of credits is prohibited.
Intro : 02/28/91 '
Ref: Fin: 02/28/91

NORTH DAKOTA HB 1484

Sponsor: Rep. Steve Gorman (R-46)
NOL Carryforward

HB 1484 provides that banks, trust companies and building and loan associations
having net operating losses may carry forward such losses for the same time period
that an identical federal net operating loss may be carried forward. It is effective for
taxable years beginning on or after January 1, 1991.

Intro Date: 01/21/91

Ref: Fin & Tax: 01/21/91

Passed to Hse: 02/07/91

Passed: 02/08/91

Rec’d by Sen: 02/12/91

Ref: Fin & Tax: 02/12/91

Passed: 03/07/91

Signed by Governor: 03/28/91
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SOUTH DAKOTA HB 1331

Sponsor: Rep. Jerome B. Lammers (R-10)
Revised Banking Tax Rate
HB 1331 amends the current rate of tax on financial institutions to 6% of net income
under $500 million, decreasing to a rate of 1% of income over $600 million
annually. This bill was signed by the Governor on February 15, 1991.
Intro Date: 01/24/91
Ref: State Affairs: 01/24/91
Passed to Hse: 01/30/91
Passed: 01/31/91
Rec’d by Sen: 02/01/91
Ref: State Affairs: 02/01/91
Passed to Sen: 02/08/91
Passed: 02/11/91
Signed by Governor: 02/15/91

TEXAS HB 236

Sponsor: Rep. L.P. Patterson (D-2)
Gross Deposits Tax on Banks

HB 236 would establish a new tax on the deposits of all banks and savings and loan
associations conducting business in Texas. The proposed tax is at the rate of 5% of
the taxpayer’s average annual net taxable deposits. "Deposits" are defined as money
held in the usual course of business by a financial institution for which it is obligated
to give credit to a customer’s account or that is evidenced by a certificate of deposit.
Average annual gross deposits are calculated by dividing the sum of daily deposits by
365. Net taxable deposits (after a $300 million threshold) are calculated by
eliminating deposits from other financial institutions and government entities, and by
factoring in certain local lending activities. The bill contains a requirement that all
Texas branches or offices of an out-of-state financial institution report deposits and
file tax returns on a separate basis. Provisions are made to divide the $300 million
threshold amount of deposits among the various branches according to the
proportionate share of average annual gross deposits.

This legislation was first considered in Texas during the 1990 Special Session, though
it was never formally introduced.The annual filing date for the new tax is March 15,
beginning in 1992. Provisions for penalties and interest for failure to file a proper
report are also included.

Intro Date: 01/08/91

Ref: W&M: 01/28/91
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WEST VIRGINIA SB 632

Net Income Tax on Financial Institutions

SB 632 has amended the West Virginia business franchise tax (a capital stock tax)
and the corporation net income tax to include special treatment for banks and other
financial institutions. The amendments are effective for tax years beginning on or
after January 1, 1991, and apply to banks, bank holding companies, thrift
institutions, West Virginia credit unions and other corporations which derive more
than 50% of gross income from loans, installment obligations, mortgages, credit card
loans, certain estate or trust services and other "non-bank" banking activities. A
nexus threshold is established at 20 in-state customers or at least $100,000 gross
receipts within West Virginia.

The legislation establishes a "dual system" of taxation for in-state and out-of-state
banks conducting business in West Virginia. In-state banks are prohibited from
apportioning income, but are provided a credit for taxes paid to other states.
Non-West Virginia banks must apportion income and are not allowed a credit.

SB 632 requires that out-of-state financial institutions doing business in the West
Virginia (i.e., those that are not commercially domiciled in the state) must use a
special single-factor apportionment formula under both the franchise tax and the net
income tax. The receipts factor formula includes rental income from property
located in-state, income from secured loans if the underlying property is located
in-state, income from unsecured loans if made to residents of West Virginia, credit
card receipts if the account is billed to a resident of the state, and other
miscellaneous receipts. The language of this bill is much like the bank tax statute of
Indiana.

SB 632 was introduced and passed by both houses of the legislature in eight days.
The bill was signed by the Governor on April 3, 1991.

Intro Date: 02/27/91

Ref: Fin: 02/27/91

Passed to Sen: 02/27/91

Sen Amend: 03/01/91

Passed: 03/01/91

Rec’d by Hse: 03/02/91

Ref: Fin: 03/02/91

Amend: 03/06/91

Passed to Hse: 03/06/91

Passed: 03/07/91

Concurred: 03/08/91

Signed by Governor: 04/03/91
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State Officials Debate Methods
Of Taxing Financial Institutions

State taxes on banks and financial institutions are
changing and will continue to change, said state
officials, tax experts, and banking industry represen-
tatives at a December 13 seminar on State Taxation
and Regulation of Banking. The meeting, held in
Washington, D.C., was sponsored by the National
Conference of State Legislatures (NCSL), the Ad-
visory Commission on intergovernmental Relations
(ACIR), the Multistate Tax Commission (MTC), and
The National Center for Policy Alternatives.

‘Any state that has not revémped its taxation of
financial institutions in the last five years should
do so now,’ said James.

“Any state that has not revamped its taxation of
financial institutions in the last five years should do
so now,"” said MTC Chairman and Minnesota Com-
missioner of Revenue John James. “Nearly every
state’s bank tax was written at a time when banks
only did business in a single state, which is no
longer the case.” Retaining such laws means that
states are allowing significant economic activities to
go untaxed, he said. Taxing all competing financial
institutions similarly is a question of fairness, James
added.

The Market State Approach

States are taking widely different approaches to
the taxation of financial institutions. The basic op-
tions are the market state approach used by Minne-
sota, the money center approach used by New York,
and the combined approach used by Indiana. Offi-
cials from those states debated the virtues and
drawbacks of each.

Financial institutions and money center states -

must understand the contribution of the market
state or state where the customer is located, James

said. For instance, if a financial institution makes .

home mortgage loans to residents of another state,
the institution depends on that state to provide
public services and schools that will maintain the
value of the homes, James said. Also, the financial
institution may depend on the courts of that state to
foreclose if the borrowers stop making payments.
Market states therefore must tax some part of the
bank’s income, James said.

“Some people think that if the market states would
just forget about the issue, there would not be a
problem,” James said. They must realize that the old
concept of tangible presence in a state in the form of
bricks and mortar is outdated, he said. In apportion-
ment, it is generally accepted that receipts are
attributed on a destination basis, which would be to
the market state, James said. )
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Minnesota revised its financial institution taxes in
1987 based on a draft recommended by the MTC.
Minnesota Department of Revenue Appeals and
Legal Services Division Attorney Jerome J. Sicora
outlined the new law, which says the state has nexus
to tax any financial institution that has 20 or more
Minnesota customers in any tax year, and deposits
in the state that exceed $5,000,000. Revisions of the
1987 law specify that banks that acquire Minnesota
assets through buying a package of loans from a
Minnesota bank will not be subject to the tax, if that
is their only activity in Minnesota. The tax is appor-
tioned according to a three-factor formula in which
sales are weighted at 70 percent and payrolil and
property are each weighted at 15 percent. Sicora
noted that the purpose of the law is to require out-
of-state banks to pay more taxes, while Minnesota-
domiciled banks pay less tax.

‘The destination approach to the taxation of
banks is fraught with pitfalls,” D’Angelis said.

“Minnesota’s threshold for nexus is far too low,”
said Bank of America Counsel Michael D'Angelis.
“Is the revenue stream worth going after?” D’Angelis
asked. He noted that if a bank had 20 credit card
customers with an average $1,500 account in Minne-
sota, the tax the state would collect would be $36.
“The destination approach to the taxation of banks
is fraught with pitfalls,” D'Angelis continued. “The
location of the customer is not an appropriate indica-
tion of where the business is done.” Banks would
have to modify their computer systems to get infor-

mation on where their customers are located, infor-

mation that the banks would not need for any other
purpose than to calculate taxes to market states,
D'Angélis said.

The biggest problem for financial institutions is

the overiap between taxation of domiciliary institu-
tions by money center states and destination-based
taxation by market states, D’Angelis said. Also,
states have incompatible apportionment factors, he
said, noting that Minnesota has a 70 percent sales
factor while Indiana has single factor sales and
Florida double weights sales. “The evolution of new
taxing approaches should be orderly and gradual,”
D’Angelis suggested.

In 1988, Indiana revised its bank tax to end the
competitive disadvantage faced by domestic finan-
cial institutions, which were taxed while other finan-
cial service providers were not, said Indiana House
Ways and Means Committee Cochairman. Patrick
Kiely (R). The state now imposes a franchise tax of
8.5 percent on all financial institutions and has
eliminated all other taxes on them except for some
personal property taxes. Lawmakers decided to cre-
ate a dual system with a residence-based tax for
domestic banks and a source-based system for non-
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domiciliary banks, Kiely said. Domestic banks are
taxed on all of their income regardless of the source.
Out-of-state banks are given a credit for the tax they
pay to other states, up to the amount they would pay
if they were taxed in Indiana. Indiana has adopted a
unique single factor apportionment based on sales.

Lawmakers had bipartisan support for the banking
tax revision from the start, Kiely said. The adminis-
tration of Gov. Evan Bayh (D), which had come in
late in the process of negotiations, initially wanted a
rate of 12.5 percent, but was persuaded to reduce it
to get the bill passed, according to Kiely.

The Money Center Approach

New York State Taxation and Finance Commis-
sioner James Wetzler strongly disagreed with the
market state approach. Wetzler defended the posi-
tion of the origin state, where the service is per-
formed. The origin state should not be called the
headquarters state, as it sometimes is, because the
headquarters may not be where the services are
located, Wetzler said.

If states use different apportionment formuias,
there is a danger that some income will not be taxed,
as well as a danger of muitiple taxation, Wetzler
said. “Banks are not poilitically popular,” so it is not
surprising that state legislators want to get revenue
from them, Wetzler said, but some of the approaches
“don’t make good sense.”

‘The dirty secret of the market state approach
is that neither the service business nor the
taxing authority know where the service is
consumed,’ Welzler said.

“The dirty secret of the market state approach is
that neither the service business nor the taxing
authority know where the service is consumed,”
Wetzler said. For instance, buyers of cars may move
from state to state while they are paying off the loan,
he said.

“You admit that one of the purposes of the Minne-
sota law was to lower taxes on your banks and raise
them on our banks,” Wetzler said to James and
Sicora. Wetzler contended that the state of origin is
in a better position to monitor tax compliance. The
different approaches taken by different states will
make it easier for taxpayers to avoid taxation, Wetzler
charged. He also wondered if the proliferation of
different approaches in different states will lead to
banks offering special rates in low tax states.

The MTC approach embraced by Minnesota is of
questionable constitutionality, Wetzler charged.
Banks will litigate and will not pay the tax because
so many states will not give them refunds for pay-
ment of taxes declared unconstitutional, Wetzler
said. The Indiana credit approach is not satisfactory
either, -because it “imposes the entire burden of
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double taxation on the headquarters state,” Wetzler
said. In an unusual statement for a state tax official,
Wetzler warned that Federal intervention may be
necessary to cope with the proliferation of state
bank taxes. He suggested to other states, “the
constitutional way to tax these banks is to allow
them to open branches in your states.”

California: Moving Slowly to the Market Approach?

“California has traditionally been a money center
state, but it strongly supports apportionment. Does
that mean it is leaning toward a market state ap-
proach?” asked California Franchise Tax Board
(FTB) Senior Staff Counsel Eric Coffill.

In 1987, California revised its franchise tax on
banks from a standard based on whether they were
“located within California” to a standard based on
“doing business in California.” The revision made
the tax similar to the tax on financial institutions,
which has been on a “doing business” basis since
1829. In three or four months, the Franchise Tax
Board will release new draft regulations revising the
definition of “doing business in California,” Coffill
said. Currently, doing business is taken to mean
actively engaging in any transaction for financial
gain. Coffill specified that the FTB “does not want to
adopt a ‘doing business’ standard that banks can't
comply with.”

Caiifornia maintains that credit cards should
be taxed where the holder resides, but that
loans be taxed where the application is sub-
mitted.

Currently, California maintains that credit cards
should be taxed where the holder resides, but that
loans are taxed where the application is submitted.
Coffill said he does not think that adopting the
“doing business” standard means moving entirely to
a market approach, but he thinks that California
could be moving slowly to a market approach.
Coffill thinks California probably would have a higher
nexus threshold than the “20 credit card holders in
the state” standard used by Minnesota.

The Bankers’ View

Bank representatives at the meeting seemed to
agree more with the tax officials from their states
than the tax officials of market states agreed with
Wetzler of New York.

Bankers from Minnesota and Indiana—Russell
Taylor, Assistant Vice President of Taxes, First Bank
System, Inc., of Minneapolis and Gregory A. Schen-
kel, First Vice President, Government and Corporate
Affairs, INB Financial Corporation, of Indianapolis—
said that their state legislators and tax departments
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have worked with them and tried to take their needs
into account in revising banking laws.
Citicorp/Citibank Senior Vice President and Gen-
eral Tax Counsel Haskell Edelstein of New York also
defended his state’s approach, strongly supporting
taxation by the money center states rather than the
market states. However, Edelstein said, banks “don't
care which state gets the revenue,” and will not “pay
twice on the same income.” If the conflict between
the market and money center states is not resolved,
“Congress will move in,” Edelstein warned.

‘Banks are the new pariahs, replacing the oil
and insurance industries,’ Edelstein malntained.

If money center states lose revenue, banks will
“need protection” against the ways they will try to
make up for the loss, Edelstein said, adding that
“banks are the new pariahs, replacing the oil and
insurance industries.” Therefore, it is not difficult to
impose a tax on financial services, Edelstein said.

However, it is “the customers who pay anyway.” If-

the states need a new source of revenue, perhaps
they should impose transaction taxes, Edelstein
suggested.

“The market state approach is bad tax policy,”
Edelstein asserted. Many bank taxes are income
taxes, and an income tax should be imposed where
the income is earned, which is where the service is
performed, Edelstein said. Edelstein also called the
market state approach “an out and out money grab.”
The nexus standards used “have got to be con-
tested,” Edelstein said.

Taxes and Location

University of Tennessee Professor of Economics
William Fox outlined the variety of state taxes on
banking. Seventeen states impose a corporate in-
come tax on banks. Thirty-four states impose a
franchise or privilege tax on banks; 22 of those base
the franchise tax on income, but others use a
different standard. Three states have no tax on
banks. Michigan imposes its Single Business Tax,
which is a value-added tax, on banking activities.

Financial institutions may be more likely than
manufacturers to base location on state and local
taxes, according to a survey Fox has conducted with
fellow University of Tennessee Professor of Eco-
nomics Harold Black. Banks may want to avoid an
income tax, Fox notes. On the other hand, ifthere is
an intangibles tax, the banks may move their assets
out of state, Fox suggested. Regulations also have
had an impact on bank location, Fox notes. South
Dakota and Delaware attracted many banks by
being the first states to end their usury limits, but
other states who tried to copy some of their regula-
tory moves apparently were not successful in attract-
ing more banks, Fox said.
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State Cooperation Urged

New York Legislative Tax Study Commission Con-
sultant Sandra B. McCray, who drafted the pro-
posed MTC bank tax law that Minnesota adopted,
said that states should work together to devise a
solution to the problem of overlapping and unclear
tax jurisdictions. McCray noted that the coexistence
of the money center and market state approaches
means that a South Dakota-based bank could send
credit cards to all 50 states, with the income theoreti-
cally taxable both by South Dakota and by all of the
other states. )

McCray says she does not believe the Supreme
Court will decide which state has the best approach,
but will allow the states a wide latitude in deciding
on bank taxes. McCray suggested that adopting
uniform apportionment rules might be a useful ap-
proach. i

States’ banking taxes and regulation will always
lag behind the innovations and ways to avoid taxes
because banks can hire tax attorneys at higher
salaries who will be brighter, said C. James Judson,
a partner in the Seattle firm of Davis Wright & Jones.
Increasing tax rates is not necessarily the best way
to raise revenue, said Judson, citing the example of
Delaware’s paring of restrictions. Some states that
want to increase their flow of capital, such as
Hawaii, do not tax out-of-state financial institutions
that make loans to commercial business, Judson
noted. He agreed with McCray that the Supreme
Court is not going to favor one apportionment
scheme over another except in extreme cases.

States will have to increase their tax rates In
the 1990s because Federal cutbacks will leave
the states as the major providers of services,
Strauss said.

Financial institutions may be protesting new bank
tax vehemently because they have been taxed for a
long time at rates much lower than those imposed
on most corporations, suggested Robert Strauss,

Director of the Center for Public Financial Manage--

ment at Carnegie Mellon University. Strauss noted
that commercial banks are acquiring failing savings

. & loans and thus lowering their tax liabilities.

States will have to increase their tax rates in the
1990s because Federal cutbacks and budget troubles
will leave the states as the major providers of ser-
vices, Strauss said. Strauss said states might want to
consider treating financial institutions more like the
general mercantile corporations with which they
increasingly compete. On the other hand, if states
use an income-based tax, there may be some limits
on what they can tax, but there are few constitutional
limitations on the imposition of a franchise tax or
wealth tax, Strauss said.
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The Federal system should avoid multiple taxation,
Strauss said. Most taxes on business already use the
market state approach, so using that approach for
financial institutions would mean treating them more
like other businesses, which Strauss advocates.
Strauss said he “strongly dislikes double-, triple-and
quadruple-weighted apportionment.” Tax depart-
ments of major companies can find ways around
these formulas, Strauss said.

Strauss suggested that the argument that busi-
nesses do not know where their customers are
located is specious. Strauss urged meeting partici-
pants to go home and ask the person who manages
computers at the local bank if it is possible to find
where the customers are located. The answer will be
“yes"” because banks need the information for mar-
keting and evaluation of marketing efforts, he sug-
gested.

‘States can find common ground to develop a
common approach to taxing financiai institu-
tions,’ asserted MTC Executive Director Dan
Bucks.

“States can find common ground to develop a
common approach to taxing financial institutions,”
said MTC Executive Director Dan Bucks. The MTC's
19 member states reflect a cross-section of banking
approaches, such as California, Indiana, and Minne-
sota, so the MTC is a good forum to develop a
compromise, Bucks said. (An additional 12 states
have consulting status with the MTC.) The MTC is
now ending its initial research phase on state bank
taxes and will be holding meetings to draft a possible
compromise. However, the MTC does not adopt
resolutions unless a majority of its affected member
states say they will give serious consideration to
adopting the proposal.

Although participants in the debate on banking
taxes talk as if money center and market states are
fixed entities, that assumption may be false, Bucks
cautioned. He noted that when he worked for the
state of South Dakota in the 1970s, it was not a
money center state. Money is the most mobile of all
commodities, Bucks said. “Don’t assume you always
will be a money center or market state,” Buck
advised. “In the next decade you may switch. Take a
long view.” :

State officials considering bank tax laws need to
be willing to look beyond their own short-term
interests, Bucks suggested. “States should see that
financial services need reasonably compatible state
tax laws.” On the other hand, “the industry should
recognize that a stable and effective system of
revenue that reflects economic activity is needed.”
As for the possible threat of Federal intervention,
Bucks said, “Congress is not a model for effective

1547




NEWS

management. ... Even where Congress has done a
good job,” such as with the 1986 tax act, “they have
not stuck with it.”

“The track record of Congress in preempting state
taxation is terrible. The 4-R Act has practically
destroyed the property tax system in Nebraska and
could do the same in other states,” Bucks said.
“Congress can give away state tax dollars because it
does not face the responsibility for providing the

services. Federal preemption of state taxes strikes at
the lifeblood of state government.”

States generally have been successful in resisting
Federal preemption, Bucks said. However, having
40 different state taxes on banks and financial
institutions is not the best solution, he maintained
as he called for cooperation. a

— Carol Douglas

—_—
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'L . INTRODUCTION -~ :.:
' Pind.

Forces at work in both public and private sectors nay. 8

change the way state and local political subdivisions tax financial
institutions. The market for financial services is changing dramati-
cally. Governments have expanded substantially the scope of activ-
ities in which financial depositories’ may engage. The competitive

* Partner, Davis Wright & Jones, Seattle, Washington. B.A. 1968, Stanford University;
J'.D‘ 1969, Stanford University. Past chairman Washington State Bar Associstion Tax Sec-
Uon; past chairman Committee on Banking and Savings Institutions of the American Bar
Association Tax Section.

. ** Associate, Davis Wright & Jones, Seattle, Washington. B.A. 1978, University of
Washingron; J.D. 1981, University of Washington. .

L. The terms “financial depository,” “financial intermediary,” “financial industry,”
4ad “financial institytion” are used interchangeably in this Article to refer to an institution
“hat accepts deposits from the public and private sectors and lends the sccumulated depos-
"3 0 customers in the ordinary course of business.
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environment for financial activities also is changing as general bus- 3
iness corporations enter the financial services field, an area previ- ¥
ously considered the exclusive domain of financial institutions. Fi-
nancial institutions have increasing opportunities for interstate
activity, which offers both risks and challenges. These changes
have occurred during a period in which the extensive framework of
state and federal governmental regulation and protection of finan-
cial activity has been curtailed substantially.

At the same time that financial institutions adjust to the
changing market for their services, state and local governments are
attempting to address increasing revenue needs. Although the
budget difficulties that state and local governments face are mainly
unrelated to the financial industry, the governments’ financial cri- ;
sis is magnified by an inability to collect taxes traditionally paid by
financial depositories. Moreover, a series of Supreme Court and
state court decisions have restricted the ability of the states to fax
the principal or interest on federal obligations held by financial
depositories.? ) P

*  Partly because of the general fiscal crisis and partly because of §
:: these court decisions, a number of states are searching for a revised }
basis on which to.tax financial - institutions. » State legislatures 3
should consider carefully the changing market forces affecting the §
financial industry to determine the appropriate basis for faxétion.
This Article examines the legal developments, both in financial in-§
dustry regulation and in federal limitations on state taxation, that$
“have helped to shape the current market for financial services.3

the states’ interest in taxing the financial industry on’ a thorough’}
~but rational basis will be served best by a state income tax on fi-3

and uniform apportionment standards.

L BAcanotmn: A' REGULATED INDUSTRY )

Historically, the banking industry has been regulated heavily. |
The Federal Reserve Board, the Comptroller of the Currency, the -4
Federal Home Loan Bank Board, and other federal agencies,® as

2. First Nat'l Bank v. Bartow County Bd. of Tax Assessors, 105 S. Ct. 1516 (1985); %
Am. Bank & Trust Co. v. Dallas County, 463 U.S. 855 (1983); Memphis Bank & Trust Co. v.
Garner, 624 5.W.2d 551 (Tenn. 1981), rev'd 459 U.S. 392 (1983); see Blasi & Judson, Su- ¥
preme Court Provides Guideline for Tazing of Federal Securities by States, 64 J. Tax'n 42 ks
(1986). , 3

3. Other federal agencies include the Federal National Mortgage Association. Federal
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well as comparable state agencies, have exercised considerable stat- ,
utory authority and administrative discretion in circumscribing the i
activities in which financial institutions may engage. Each of these

agencies responded to a specific legislative mandate. Congress

charged the Federal Reserve Board with regulating bank holding |
companies, restraining undue concentration of commercial banking ‘
resources, operating a check or bank note clearance system, and  _ ]
establishing and maintaining bank reserve and examination mech- i
anisms.* The Comptroller of the Currency was directed to control
and regulate the national currency and to supervise national
banks.® The Federal Home Loan Bank Board was directed to su-
pervise Federal Home Loan Banks.® Until recently these federal
regulatory schemes and the corresponding state schemes have re-
stricted the business operations of financial institutions both sub- ~

stantively and geographmally

L]
H

A A Regulatory sttory of Commerczal Banks

2 S A Y 2T

The ﬁnanclal mdustry consxsts of several d1ﬁ'erent types: of
businesses.. .The most visible segment of the mdustry includes the;
commércial banks, which operate . m,thexr permtted busmess
sphere exther directly or through’ aﬂihatee -and subsidianu.'An-
other major segment of the . mdustry consists of savmgs and- loan ;-
and other thrift institutions, including mutual savings banks. A
third segment is composed of investment banks, whose operations
typically are limited to underwntmg distributing, and trading se--
curities. Quasi-governmental entities—including the federal land
banks,? intermediate credit banks,® and others®—make up a final

Land Banks, the Federal Savings and Loan Insurance Corporation, the Federal Deposit In-
surance Corporation, Production Credit Associations, and the Import-Export Bank.

4. See Federal Reserve Act, ch. 6, 38 Stat. 251 (1913) (codified as amended at 12
USC. §§ 221-522 (1982).

3. National Banking Act, ch. 106, § 1, 13 Stat. 99 (1864) (codified as amended at 12
USC. § 21 (1982)).

6. Federal Home Loan Bank Act, ch. 522, § 17, 47 Stat. 736 (1932) (codified as
amended at 12 US.C. § 1437 (1982)).

7. See Federal Farm Loan Act, ch. 245, 39 Stat. 360 (1916), repealed by Farm Credit
Act of 1971, ch. 181, § 5.26(a), 85 Stat. 583, 624. :

8. See Federal Farm Loan Act, ch. 245, tit. II, § 201(a) (1916), repealed by Farm
Credit Act of 1971, ch. 181, § 5.26(s). 85 Stat. 583, 624.

9. Eg. Farm Credit Administration, Federal Farm Loan Act amendments, ch. 25,
§ 40. 48 Stat. 41, 51, repealed by Farm Credit Act of 1971, ch. 181, § 5.26(a), 85 Stat. 583,
524: Federal Credit Unions, 12 US.C. §§ 1751-1795 (1982); Production Credit Associations,
Farm Credit Act of 1933, ch. 98, 48 Stat. 257, repealed by Act of Sept. 6. 1966, ch. 354, §
“ar, %0 Stat. 378, 648,
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group within the financial industry. :
Each segment of the industry historically has bheen subject to
heavy regulation.’® Prior to 1791 the banking industry largely was
unregulated. In that year Alexander Hamilton successfully per-
suaded Congress to charter the first Bank of the United States for
~twenty years. The Bank of the United States participated in fi-
- nancing the federal government’s cash flow and in making loans to
- the general public. It accepted deposits from both public and pri-
vate parties. In 1811 political forces’* combined in opposition to
- continuing the Bank’s charter, and the first Bank of the United
States was dissolved.
The nation’s monetary situation deteriorated significantly §
from 1811 to 1816. The lack of a central federal bank became a A
critical problem because of the government’s need to borrow heav- 3
ily to fund the War of 1812.1 In 1816, as a result of its financial -
requirements, Congress determined to charter the second Bank of
the United States, again for a limited period of twenty years. In }
'1836, however, states’ rights advocates, easy-money promoters, and §
" . various proponents of private bank ownership found a powerful
; ally in President ‘Andrew Jackson, who vetoed the congress
action that would have renewed the Bank’s charter,'s -5:3157 ‘
&3 The dissolution of the Bank of the United States left the char 3
% tering of financial institutions to-state legislatures. In ‘1838 g*few"
i3York adopted the Free Banking Act to regularize and bureaucrai®y
i tize bank chartering and to depoliticize the chartering process.’¢
®*Michigan adopted a similar law in 1937.1 During the next thirty ‘3
Years, eighteen of the thirty-three state legislatures enacted legisla- 4
Etio i banks on a depoliticized 3

- 71" Congress reintroduced a national banking system through the _
" :'National Banking Act of 1864.!" The legislation had two primary ¥

10. This Article offers a brief regulatory history of the commercial banking industry. 3
For a more detailed examination of the relationship among various financial institution reg-
ulatory schemes, see Report of the President's Commission on Financial Structure and Reg-
ulation (the “Hunt Report”), December, 1971.

11. See H. WaLGREN, PRINCTPLES OF Bank OrxraTiONS, 321-323 (1975).

12. See Huertas, The Regulation of Financial Institutions: A Historical Perspective
on Current Issues, FINANCIAL SeRvicEs: THE CHANGING INSTITUTIONS AND GoVERNMENT PoL.-
icy, 8 (1983).

. See H. WaLGREN, supra note 11, at 322.

. Act of April 13, 1938, ch. 684, 1938 N.Y. Laws 1763.

- Act of July 28, 1937, no. 341, 1937 Mich. Pub. Acts 702.

. See Huertas, suprag note 12, at 11.

. The National Banking Act, ch. 106, 13 Stat. 99 (1864) (codified as amended at 12

—
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objectives. The first goal was to finance the Civil War through sub-
stantial government borrowing. The Banking Act’s second objec-
tive was to eliminate the myriad state bank paper money certifi-
cates in circulation, many of which were fraudulent.’* The
National Banking Act contemplated the following three events: (1)
regularly issuing national currency with a consistent design; (2)
creating a network of national banks operating in compliance with
federal regulatory standards; and (3) requiring national banks to —
maintain specified reserves. _ ‘
Following the passage of the National Banking Act, the coun-
try had a dual banking system—a substantial number of small
banks created under state law, and a smaller number of relatively
larger banks created under the National Banking Act. In 1954
Congress attempted to eliminate the state component of the dual
banking system by levying a substantial tax on bank notes issued
by state banks.’® The increased use of bank checks rather than :
bank notes as a medium of exchange rendered this effort largely. -
ineffective. Consequently, the dual banking system survived con-..

gressional attack and persists today. . & g vodno, 0 s R
The next substantial reform .in.the ‘nation’s banking system
was the passage of the Federal Reserve Act in 1913.%° The Act prol-
vided for partially centralized control of the commercial banking
industry through a system of regional Federal Reserve Banks, but
concentrated control of certain important national issues in the -
Federal Reserve Board. The Federal Reserve Act did not try to
abolish the dual banking system. Instead, it gave state banks the
option of choosing to become members of the Federal Reserve
The country’s banking system was a major casualty of the eco-
nomic depression following the stock market crash of 1929. A large
number of the banks in the United States failed between 1929 and
1933." Congress enacted the Banking Act of 1933** and its sequel,

USC. g3 1-216(d) (1982)).

18. Walgren notes: “Nicholas' Bank Note Reporter, published in 1858, gave 5,400 sep-
erate descriptions of fraudulent notes in circulation. Only about 7,000 different kinds of
€tnuine notes were in use at the time.” H. WaALGEEN, supra note 11, at 324.

19. Internal Revenue Code of 1954, Pub. L. No. 591-736, § 4881, 68A Stat. 587 (1954)
repealed 1976). :

20. Federal Reserve Act, ch. 6, 38 Stat. 251 (1913) (codified as amended at 12 US.C.
1§ 221.599 11982)).

1. From 1930 to 1933 nearly 9,000 banks failed. H. WaLGREN, supra note 11, at 334.

-2, The Banking Act of 1933, ch. 89, 48 Stat. 162 (1933) (codified as amended at 12

T 33 1511-1832 (1982)).
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“‘or a substantial majority of the shares of one or more banks lo-4
. cated within one state or in several states. A number of bank hold3§
companies were created during flurries of holding company ac-
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the Banking Act of 1935, in response to the banking crisis. The
1933 Banking Act created the Federal Deposit Insurance Corpora- 3
tion (FDIC) and required all Federal Reserve System member }
banks to become participants in the FDIC system.?* '
Branching is another area of bank operations that legislatures 3
historically have restricted. The National Bank Act and most cor- ¥
responding state legislative schemes prohibited either interstate or §
intrastate branching by national and state banks.?® The McFadden 4
Act,*® which Congress enacted in 1927, permitted national banks to 3
branch within their domiciliary states, but only if local state law 3
permitted the branching. The McFadden Act permitted banks op-
erating branches at the time of its enactment to maintain those- §
branches under grandfathering provisions.*” ‘
The McFadden Act did not entirely prohibit interstate*}
branching. The Act, however, required interstate branching to be %
carried on through a bank holding company. A bank holding com- i
pany is a corporation that, although not itself a bank, controls all'g

. . -
AT U

fliolding companies under the Federal Reserve Board’s supervision}
he Act also restricted the activities in which myitibank- holding
mpanies could engage. Congress adopted this legislation partly}

c+2788 .8 response to the activities of TransAmerica Corporation’§
“TransAmerica acted as a financial services holding company and;

#owned interests in banks, insurance companies, and related enti’ 3

“ties.* Congress was concerned that TransAmerica would, in effecty
_monopolize the range of financial services, resulting in concentra$

" tion of ownership of banking, insurance, stock brokerage, and otherg

£

23. The Banking Act of 1935, ch. 614, 49 Stat. 684 (1935) (codified as amended at 12 Y
US.C. §§ 1811-1832 (1982)). 74

24. Act of Sept. 21, 1950, ch. 967, § 4(b), 64 Stat. 875 (codified at 12 US.C, § 1814(b) '3
(1982)). :
%. 12 USC. § 36 (1982); see, 8., Wasi. Rev. Copr AnN. §§ 30.40.010-.060 (1961 & %
Supp. 1986). A

26. McFadden Act, ch. 191, § 7, 44 Star. 1295, 1228 (1927) (codified as amended at 12 ',
USC. § 36 (1982)). ’

27. 12 US.C. § 36(a) (1982).

28. See H. WaLGREN. supra note 11, at 335. .

29. Bank Holding Company Act of 1956. ch. 240, 70 Stat. 133 (codified as amended at
12 USC. §§ 1841-1850 (1982)).

30. See Huertas, supra note 12, at 18.
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financial operations. The concern was exacerbated by the ability of
many holding company affiliates to branch on an interstate basis
without substantial regulation. The Bank Holding Company Act-
prohibited interstate branching of bank holding company affiliates,
an area that federal law had not previously restricted. Section 3(d)
of the Act limited a holding company’s right to acquire a bank
outside the holding company’s domiciliary state to acquisitions
permitted by the laws of the state in which the target bank pri-
marily operated.*

The Bank Holding Company Act also limited multibank hold-
ing companies to activities that were “closely related” and “prop-
erly incidental” to the main activities of conducting a banking bus- s
iness.’* Congress amended the Bank Holding Company Act in 1970
to bring one-bank holding companies under the Federal Reserve
Board’s control. The amendments gave the Board broad authority
and discretion to interpret the “closely related” and “properly inci-
dental” language of the Holding Company Act of 1956.3® The 1970
amendments also directed the Board to weigh on a case-by-case. .
basis the positive consequences of bank consolidatiors, including - .
public convenience, necessity, and efficiency, against the undue in=
fluence attendant to concentration of banking assets, . -.: .7 -

A T S

B. The Expansion of the Banking Business. ~. .- -
The financial industry quickly has taken advantage of the re-
laxed legislative constraints on the banking business. Banks' have
substantially expanded their business opportunities by diversifying
the services they provide directly or through affiliates and by using
several devices to create or increase their interstate presence. The
regulations of the Federal Reserve Board* and of the Comptroller
of the Currency® govern how bank holding companies and banks
Permissibly can expand their business operations. The McFadden
Act* and the Bank Holding Company Act’s Douglas Amendment*’

31. Bank Holding Company Act of 1956, ch. 240 § 7(d), 70 Stat. 133, 135 (also known
& the Douglas Amendment) (codified as amended at 12 US.C. § 1842(d) (1982)).

32. 12 US.C. § 1843(c)(8) (1982).
. 3. Bank Holding Compeny Act Amendments of 1970, Pub. L. 91607, § 103(4), 84
Sut. 1760 (codified at 12 US.C. ] 11843(c)(8)(G) (1982)).

4. 12 CF.R. §§ 225.1-.43 (1986).

35. 12 C.F.R. §§ 5.30-.35 (1986). .
» 36. McFadden Act, ch. 191, § 7, 44 Stat. 1225, 1228 (1927) (codified as amended at 12
L'SC § 36 (1982)).

3. Bank Holding Company Act of 1956, ch. 240, § 7(d). 70 Stat. 133, 135 (codified as
iMended at 12 U.S.C. § 1842(d) (1982)). )
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contain the rules governing interstate and intrastate branching for,- f.
respectively, banks and bank holding company affiliates. The ﬁ- y
nancial industry has aggressively tested the limits of interstate ac- %

tivities under these rules. t‘

Case law and Federal Reserve and Comptroller regulatxons 2
have permitted banks, bank affiliates, or both to engage in leasing }
businesses,*® to own commercial finance corporations,® to operate -3

" credit unions,* to operate certain computer services,** to speculate %
in futures markets,** to deal in credit-related life insurance,** and 3
to engage in certain securities brokerage activities.** Banks or theu'
affiliates, acting through subsidiaries or through branch offices,#§
may conduct many of these activities on an interstate scale without ]
_substantial limitation under state or federal law. Commercial$
banks’ direct interstate activities also have increased dramatlca]ly.;
Loan production offices (LPOs) have been a major force in the’]
competition for major loan funding. In 1981, for example, the num-3
ber of commercial bank LPOs located in states other than the
_sponsoring bank’s domiciliary state is estxmated to have been

holdm; that a national bank can engage in computer service actmty only to auppor: ot
+#  :ties expresaly authorized by the National Banking Act. A nationa! bank exceeded its powers
/J" Zwhen it went beyond this limitation and offered dal:a proeesung u.rvwes to tha public;
: . genonlly.
:42. Lehr, Current Legal and Regulatory Deuelopmem 3 NA‘HONAL BAmur«:
549 551 (1966).
- 43. First Nat'l Bank v. Smith, 436 F. Supp. 824 (S.D. Tex. 1977). -
44. See OCC Interpretive Letter (1977), [1978-1979 Transfer Bmdex] Fxp. Bmmc 3
Rer. (CCH) 1 85037 (promoting bank participation in treasury bill and GNMA mortgage ]
futurea markets). In Securities Indus. Asa’n v. Comptroller of Currency, 758 F.2d 739 (D.C.5 4
Cir. 1985), cert. denied, 54 US.L.W. 3460 (U.S. Jan. 14, 1986), the court determined that a
pational bank’s operation of a securities brokerage subsidiary does not violate federal law, - §
but faces geographical limits in the McFadden Act’s imposition of state law branch bankm(
restrictions on national banks.

45. Geographic Restrictions on Commercial Banking in the United States, Report of 3 :

the President of the United States at 6 (January 1981).

46. Call programs enable banks to provide loans to businesses across the country. “It .‘ ,

is not possible to estimate the magnitude of business generated by cailing officers.” Cohen,
Interstace Banking: Myth and Reality, 18 Lov. LAL Rxv. 965, 973 ¢1985). Under a cail
officer program. a bank targets potential borrowers in another state to receive the concerted
attention of one or more traveling loan otficers. On large transactions this kind of call officer
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More recently, a flood of “nonbank banks” have entered the
financial market.? The Bank Holding Company Act defines a bank’
as an institution that accepts demand deposits and makes com-
mercial loans.*® An institution that does not accept demand depos-
its or does not make commercial loans does not fall within the
Bank Holding Company Act’s definition of a bank and thus is not
subject to the Act’s interstate branching restrictions.

In 1984 the Federal Reserve Board adopted regulations that
expanded the regulatory definition of a bank to prohibit the inter-
state branching of nonbank banks.* In Board of Governors v. Di-
mension Financial Corporation® the Supreme Court struck down
the Board’s regulatory efforts and ruled that only Congress has the
authority to change the definitions upon which banking regulation
is based. The decision permits nonbank banks to continue operat-
ing interstate branches, despite the Federal Reserve Board’s at-
tempt to restrict this practice. Proposed federal legislation, how-
ever, would change the statutory treatment of nonbank banks.®!

In addition to the approximately one hundred®* nonbank or
limited-service banks that have sprung up in the United States,
nonfinancial commercial companies are using the nonbank bank
rules to set up large, nationwide financial empires. Sears,"Roebuck
and Company, for example, owns the Greenwood Trust Company :
of Greenwood, Delaware. Sears is using Greenwood Trust as a ve-
hicle for interstate distribution of the new Sears credit eard, “Dis-
cover,” a general purpose card similar to Visa or Mastercard.®® The
J.C. Penney Company, Dreyfus Corporation, Dean Witter Finan-

program results in additional business for the lending institution. A large loan placed by a _
call officer is a low-overhead loan which can be priced at an extremiely attractive interest . .. [
- s N iV N

terest rate. : .

47. Ellis, Nonbanks: Who's Getting the Bucks—and Who's Not, Bus. Wk, Feb. 10,
1986, at 67.

48. 12 USC. § 1481(c) (1982).

49. Demand deposits were expanded to include any deposits that “as a matter of prac-
tice™ were payable on demand. 12 CF.R § 225.2(a)(1)(A) (1986). Commercial loans were
expanded to include “the purchase of retail installment loans or commercial paper, certifi-
cates of deposit, bankers’ acceptances, and similar money market instruments, the extension
of broker call loans, the sale of federal funds, and the deposit of interest-bearing funds.” 12
C.F.R. § 225.2(a)(1)}(B) (1986).

50. 54 U.S.L.W. 4101 (US. Jan. 22, 1986).

51. See H.R. 20, 99 Cong. lst Sess. (1985) (changing the definition of a “bank” under
the Bank Holding Company Act).

52. Ellis. supra note 47.

33, Id.
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cial Services, and many other commercial firms have undertaken
similar efforts.® ‘ .

While the Supreme Court has struck down restrictions on the 4
interstate financial activities of nonbank banks, Congress and state
legislatures have permitted more traditional banking institutions 1

- to conduct limited interstate activities and to acquire other institu- }
tions within defined geographic areas. The northeastern states first
instituted regional interstate banking on a reciprocal basis.** Some A
state legislatures have adopted legislation that permits limited in- -3
terstate banking by allowing a bank headquartered outside the !
state to acquire an in-state bank if the acquiring bank agrees to §
limit its presence in the state.® Some states have limited permissj-§
ble interstate acquisitions to situations in which the local bank has
financial difficulty;>” other states have conditioned the interstate
acquisition on the acquiring bank’s conducting commercial or in k-
dustrial development activity in the target bank’s state.’ -8

The barriers once Presented to a national, interstate bankmé

_*"system have been eroded substantially. Under current law, a ban <
or bank holding company can expand anywhere inthe country by

jusing ‘a nonbank bank, a loan production office, a“subsidiary’ ng
§8aged in a related financial business, or a ¢all officér’ Program; TN
Bome Tegions of the country, interstate acquisition -of commerc}‘ ak
¢ banks is legal. It appears that interstate activity by financial insti3
titions will continue to increase rather than decrease in the futiire)
" The expanding scope and breadth of finanéial activity have
-‘consequences for both the regulators and the banking indus Y
iState and local governments must make difficult decisions abou
regulatory issues, including capital requirements, local qualificas
don, and registration for service of process. Legislatures also musg
_.;%:r:gblve the application of traditional banking rules in areas of com3
~‘merce that the Uniform Commercial Code, consumer protection
~ acts, and other commercial legislation govern. Banks must make
numerous organizational decisions regarding the structure of their 3
operations in the expanded interstate markets. Banks must focus

[

54. Id; see also Things to Watch, US, Nzws & WorLp Rm A

55. A history of the N.E. Banking Compact is found in Northeast Bancorp, Inc. v.1
Board of Governors Fed. Reserve Sys., 105 S. Ct. 2545, 2548-49 (1985), in which the Court
beld valid the statutes of the New England states authorizigg interstate bank acquisitions §
on a regional basis. g

56. E.g., Der. Cope AnN. tit. 5 § 803 (Supp. 1983).

57. E.g, Wasn. Rev. Cobe ANN. § 30.04.230 (1986 Supp.).

58. D.C. City Council Bill 6-276, “D.C. Regional Interstata Banking Act of 1985,
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on the competition that surely will intensify both from within the ;
banking industry and from outside sources.

III. STATE TAXATION OF BANKS

The previous section describes the extent to which the federal
government traditionally has regulated financial institutions. Fed-
eral law also significantly has limited the ability of state and local
governments to tax financial institutions. These limitations, found
both in the United States Constitution and in federal legislation,
provide the legal framework within which a state may design a
scheme for taxing the financial industry. LT

A. Due Process Clause Limitations

Some limitations on state taxation of banks in general and na-
tional banks in particular derive from the due process clause of the
United States Constitution. Courts have eroded these limitations
substantially over the past two hundred years. Today, vu'tually any
regular and purposeful economic activity that a bank_ conducts
within the taxing state w1ll satlsfy due process requrrements.,,;r, -

The Supreme Court’ mterpreted current ‘due process, hmxta— .
tions in National Geographtc Soczety v. Cahforrua Board of, 4
Equalization.®® The’ Court stated that due process requi some
definite link; some minimum “connection, between [the’ tate ‘and])
the person . . . it seeks to tax.”® The Court did not accept the
more attenuated connection the California Supreme Court urged: .
that the “slightest presence” of a taxpayer in the state should es- .
tablish a sufficient nexus to support the imposition of a sales tax
collection and payment requirement.*’ The Supreme Court noted
that its affirmation of the California court’s decision did not imply
acceptance of the “slightest presence” standard.®*

The Supreme Court’s “minimum connection” due process test,
however, requires little more than the slightest presence in a par-
ticular jurisdiction. Courts have reduced the minimum connection
to its most basic elements. An entity conducting regular and pur-
Poseful economic activity within a taxing jurisdiction permits the
jurisdiction to levy its tax on the entity. Modern case law in the

39. 430 U.S. 551 (1977).
60. Id. at 561 (quoting Miller Bros. Co. v. Maryland, 347 U.S. 340, 344-345 (1954)).
51.  National Geog. Soc’y v. State Bd. of Equalization, 16 Cal. 3rd 637 547 b.2d 458,
162, 128 Cal. Rptr. 682 (1976) aff'd 430 U.S. 551 (1977).
52 430 U.S. at 536.
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areas of jurisdictional due process®® and taxzation due process indi- -

cates that virtually any economic market penetration that is pur-
poseful and regular will satisfy the minimum connection required
under National Geographic.*

The required connection between the state and the taxpayer ?;

has grown progressively more attenuated. Nearly three decades ago

in McGee v. International Life Insurance Co.®® the Supreme Court
considered California’s jurisdiction over an out-of-state insurance 3
company that solicited insurance contracts by mail. The mail solic- 2
itation and the contract between the out-of-state insurer and the
* California insured was the only aspect of the relationship that oc- ¥
curred within California. The Court held that the contract’s sub- @
stantial connection with the state satisfied the requirements of due

process.%

Hanson v. Denckla,*" decided a year later, involved litigation }
between Florida estate beneficiaries and the Delaware trustees of aj}

trust created outside the decedent’s will. In considering whether é
Florida court had jurisdiction over a Delaware trustee with no dis’}

;cernable contact with the State of Florida, the Supreme Courty

#€had increased demands for jurisdiction :over nonresidents.” The

£ Court, however, found essential for jurisdiction “some act by wlii ch
fthe defendant purposefully avails itself of the privilege of con:

53

¥ ducting activities within the forum State, thus in'vbfixi'g'tl_n_e béh ..

~.. The Supreme Court stated a similar standard in World- W %
olkswagen Corp. v. Woodson.** Under the ‘World-Wide Volks

" ‘swagen standard, a manufacturer’s or distributor’s attempts to;

.serve the forum state’s market satisfies due procéssvrequiremen
Thus, if a corporation entered its products “into the stream of

commerce” flowing to the forum state’s consumers, “personal juris-;

63. Caselaw suggests that the jurisdictional due process test and the taxation due pro-
cess test are the same: “(T)he activities which establish [an entity’s] ‘presence’ subject it 3

alike to taxation by the state and to suit to recover the tax.” International Shoe Co. v. 3

Washington, 326 U.S. 310, 321 (1945).

64. See, McCray, Overturning Bellas Hess: Due Process Considerations, 1985 B.Y.U.

L Rev. 265.
65. 385 U.S. 220 (1957).
66. [d. at 223.
67. 357 U.S. 235 (1958).
68. Id. at 253.
69. 444 U.S. 286 (1980).
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diction over the corporation would be possible.””® The Court re-'
cently further attenuated jurisdictional connection requirements in
Burger King Corp. v. Rudzewicz.™ The Court held that a firm not
physxcally present in a state nevertheless may be subject to that
state’s laws if the firm engages in commerclal efforts “ ‘purpose-
fully directed’ toward residents” of the sta

Under these Supreme Court formulations, states now easily
meet the due process standards for taxation. Commercial activities
that have been fairly regular and “purposefully directed” toward
residents of the taxing state will support jurisdiction over a nonres-
ident. The typical commercial activities of financial institutions in
a modern market normally will satisfy this jurisdictional test. The
mere physical presence in a state of a loan production office or of a
call officer who operates out of his home will provide the regular,
“purposefully directed” activities required by the due process
clause. The regular and purposeful exploitation of a market
through frequent mailings of credit card solicitations and. place-
ment of credit’ card applications at commercial locations through-
out a state’ also may satisfy this test. Extension of computerized

banking services through automatic teller machines and other elec- :
tronic funds transfer mechanisms, or through’ personal hote com-

puters may satisfy the test. Regular solicitation of loan customers

through the mail or by telephone similarly may satxsfyfthe "due .

process “purposeful activity” test.
When a financial institution conducts these interstate activi-
ties, its customer’s state of residence offers the institution a signifi-
cant benefit—the right to sue the customer for nonperformance of
his obligations incident to the transaction with the financial insti-
tution. In most situations, a bank soliciting interstate business. can
sue an individual customer only in his state of residence. Individ-
ual bank customers rarely have sufficient connections with other
states to support personal jurisdiction.™

70. Id. at 297-298.
71, 105 S. Ct. 2174 (1985).
2 Id. at 2177.
. 73. See Worid-Wide Volkswagen, 444 U.S. at 286; but see Proctor & Schwartz, Inc. v.
“leveland Lumber Co., 323 A.2d 11 (Pa. 1974), in which a nonresident corporation con-
:ucted extensive and active negotiations with a bank in the forum state. The Pennsylvania

urt heid that exercise of jurisdiction by the state court was “fair and reasonable” because
‘3¢ nunresident corporation reasonably could have anticipated that failure to make instail-

‘meat navments would result in consequences within the forum state.
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B. Commerce Clause Restrictions

Like the due process clause, the commerce clause of the
United States Constitution limits a state’s power to tax. The Su-
preme Court stated the commerce clause test in Association of
Washington Stevedoring Cos. v. Department of Revenue:™ “The
Court repeatedly has sustained taxes that are applied to activity
with a substantial nexus with the State, that are- fairly appor-
tioned, that do not discriminate against interstate activity, and i
that are fairly related to the services provided by the State.”””® The !
test’s first and fourth elements involve an analysis similar to that _
employed for due process clause purposes.”™ The Supreme Court J
strictly analyzes the test’s third requirement, that the tax be non-
discriminatory; any remotely supportable suggestion that the tax 4
discriminates against interstate commerce will result in a repudia-
tion of the taxing scheme.” The Court, however, broadly construes 3
the requirement of fair apportionment. In Moorman Manufactur-
ing Co. v. Bair™ the Court noted that the taxpayer has the burden}
of proof in showing that the application of a particular apportion3

., ment formula will lead to a distorted result and permitted the
; /;state to apply a single-factor apportionment formula. The latitude
. in creating apportionment formulas and ; the|
the taxpayer of proving (distortion have ¢
ually any apportionment formula constitu

8: Thus, any purposeful interstate solicitation or market penetra
'tion activity that a financial institution regula.rly'/conducts appar3
ently will subject the institution to taxation in the jurisdictiongi-;
Whi activity takes place. States are free to levy nondiscrim
hatory, fairly apportioned taxes on interstate activity. Both &a L&
“'and federal courts have issued decisions consistent with this inter}
_pretation. Notwithstanding the American Refrigerator cases,™ thy

Bank, 374 U.S. 321 at 356 (1963).
75. 435 US. at 750. ke
76. The Supreme Court initially set out these tests in their present form in Intes s
tional Shoe Co. v. Washington, 326 U.S. 310 (1945), 4
77. See Armco, Inc. v. Hardesty, 467 U.S. 638 (1984). But see National Can Corp. W'
Department of Rev., 105 Wash. 2d 327, 715 P.2d 327 (1988).
78. 437 U.S. 267 ( 1978). L .
7. See American Refrigerator Transit Co. v. State Tax Comm'n, 395 P.2d 127 §

1

: i
G s wiaty,




1986] FINANCIAL INSTITUTIONS 1071

[Vol. 39:1057 §

rule®® requires regular, purposeful activity directed toward a mar-
ket state. Deriving income from a state is not itself sufficient to
permit taxation.*!
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C. Statutoryi Restrictions

Banks historically have been subject to state taxation only in
the state of their principal commercial domicile. The National
Bank Act of 1864** and successive legislation imposed comprehen-
sive restrictions on state and local taxation of national banks. In
1969, prompted by two Supreme Court decisions,® Congress en-
acted both a permanent and a temporary amendment to the bank-
ing laws that restricted taxation of national banks.* The perma-
nent amendment went into effect in 1976% and made a state free
to tax any bank having a taxable nexus with the state, subject only
to the requirement of equal treatment of national and state banks.
Although legislators have attempted® to restore federal regulation
regarding the taxation of financial institutions’ interstate actmtla,
Congress has not yet adopted any proposal.

Aside from the ‘specific statutory reqmrement of nondlscnml
7ol natory taxation,*” few federal statutes currently: sestrict the power

at formulas andi of states to tax financial institutions. One federal statute, however,
ihstortlon hav.e s v restricts the states’ ability to tax the mterest or prmclpal of federa.l
‘ormula constmqn ] £ - obligations. The statute prov1des. o

E
g Stocks and obligations of the United States Government are exempt from
g

E .

H

"n or market penetra
arly conducts appar
n the Junsdlctlons m
to levy nondxscnmx
: activity. Both staﬁa
stent with this in
‘rigerator cases,™ tha

taxation by a State or political subdivision of a State. The exemption applies
to each form of taxation that would req\nre the obligation, the interest on the
obligation, or both, to be considered in computing the tax, except . . . a non-
discriminatory franchise tax or other nonproperty tax instead of a franchme
tax, imposed on a corporation; and . . . an estate or inheritance tax.*

(Or. 1964); Oklahoma Tax Comm'n v. American Refrigerator Transit Co., 349 P.2d 746
{Okla. 1959); Commissioner v. Pacific Fruit Express Co., 296 S.W.2d 676 (Ark. 1956); Ken-
tucky Tax Comm’n v. American Refrigerator Transit Co., 204 S.W.2d 554 (Ky. 1956). But
see John H. Grace Co., (CCH) 1 206-416 (Cal. Bd. of Equalization, Oct. 28, 1980).

80. See Standard Pressed Steel Co. v. Department of Rev., 419 U.S. 560 (1975).

81. 395 P.2d at 131.

82 National Banking Act, ch. 106, § 1, 13 Stat. 99 (1864) (codified as amended at 12
USC. § 21 (1982)).

. 83. First Agricultural Bank v. Tax Comm n, 392 U.S. 339 (1968); Dickenson v. First

Nat'l Bank, 393 U.S. 409 (1969).

+4. Pub. L. No. 91-156, 83 Stat. 434 (1969).

5. State Taxation of Depositories Act, Pub. L. No. 93-100, § 7, 87 Stat. 342 (1973).

3
imerce” in the constitutional }
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ut see National Can Corp. v- M

k- A, See 3. 3368, 94 Cong., 1st Sess. (1975); S. 1900, 95 Cong., 1st Sess. (1977).
e B *" Pub. L. No. 91-156, 33 Stat. 434 (1969).
Tax Comm'n, 395 P.2d IS0 g s 1 USC.§ 3124 (1982).
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The courts will permit neither a tax scheme that taxes interest
earned on federal obligations but not the interest earned on state
obligations,® nor an income tax that includes the income from féd-
eral obligations in the tax base.” Recent case law, however, has
enhanced the states’ ability to include indirectly in the tax base
those sums whose direct inclusion is forbidden. First National
Bank of Atlanta v. Bartow County Board of Tax Assessors® is

- particularly significant in enabling state taxation of federal obliga-
tions. The Court upheld a Georgia shares tax that provided no di-
rect reduction or exemption from the shares tax base for federal j
obligations. The Georgia Department of Revenue interpreted the 3§
Georgia tax provisions to permit a proportional reduction of the
taxpayer’s capital on a formula basis. The taxpayer’s total capital
was multiplied by the proportion of the taxpayer’s total assets held -
in federal obligations. The Georgia scheme excludes the resulting
dollar amount from the tax base. The Court stated that this ap-
proach to determining the exempt portion of the tax base would do 3

“no more than allocate to tax-exempt values their ‘just share of a ;

- burden fairly imposed.’ " In light of this holding, states are free

_to tax at least a portion of federal obligations that a bank holds. §

Z vtates also may use some other approach such as denymg banks

deductions for i income earned on federal obhgatxons, wh1ch ordma- ,

\__ablhty to tax interstate financial activities.** Other state leglsla-
““tures have adopted taxing provisions aﬁrmatlvely réquiring that’
the taxpayer have conducted a defined minimum of.local business
“activity before the state’s authority to tax is established. These
laws are known as “affirmative jurisdiction” statutes.*
. *  California has adopted a statute that contains a negative juris-3

‘.-

89. Memphis Bank & Tnut Co. v. Garner, 624 S.W.2d 551 (Tenn. 1981), rev'd, 459
U.S. 392 (1983)."

90. Dale Nat. Bank v. Pennsylvama, 465 A.2d 965 (Pa. 1983).

91. 105 S. Ct. 1516 (1985).

92, /d. at 1521 {quoting Denman v. Slayton, 282 U.S. 514 at 519 (1931)).

' 93. See infra text accompanying notes 101-02.

' 94. See, e.g, W. Vo Cobe § 11-24-6() (Supp. 1985); ALaska Apmin. Cope, tit. 15,
§ 20.620 (1984). Whether the Alaska provision has sufficient {egislative authorization is
questionable.

95. Washington's business tax scheme, for example, is applicable only if a taxpayer is §
“doing business” in the state. WasH. Rev. Cobe ANN. § 82.04.230-.290 (1982). '

N

1986]

diction te
ness or cc
are exem;
otherwise
state ban |
loans and
flects a cl
bank lenc :
tion, mig}
ness of t
specific b.

The ¢
of its bus
tion and |
diversify -
the comm
are engag
corporatic
sphere an
its affiliat.
ates and ¢
their fina
tration by
dio, and

. These
cal politic
issues as -
taxing the |
ing: (1) the
ing metho«
tax liabilit |
interstate
tions in w

Judici
dards binc

———

96. CaL.
97 Id.§




o

- ¢cludes the resulting$

‘ ldmg, states are free

atlons, which or

- ains a negative jurisf_

Y

[Vol. 39:1057

1986] FINANCIAL INSTITUTIONS 1073

diction test.*® Foreign banks that do not maintain a place of busi-
ness or conduct certain disqualifying business activities in the state
are exempt from state licensing requirements and from some taxes
otherwise imposed on banking institutions in the state. The out-of-
state banks must limit their activities to making and servicing
loans and to arranging security for the loans.”” This legislation re-
flects a clear policy decision. The statute’s purpose is to encourage
bank lending activity that, absent some exemption from state taxa-
tion, might not be made available within the state. The effective-
ness of the jurisdictional statutes in promoting or discouraging
specific banking activity is not yet clear.
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" IV. PoLicY QUESTIONS

The financial industry is in the process of expanding the scope
of its business operations. The current climate of relaxed regula-
tion and helghtened competition permits and demands that banks
diversify the services they provide to the individual consumer and
the commercial marketplace. As a result, ‘banks and tHeir affiliates
are engaging in a'wider range of business activities. Commercial
corporations -also’ are .expanding - their ‘activities :in the financial
sphere and are competmg effectively with’ the traditional bank and
its affiliated corporate group. Moreover, both banks‘and their affili-
ates and commercial corporations and their affiliates are expanding
their financial services across state lines. Interstate market pene-
tration by nonbank banks, by mail, telephone, (television, and ra-
dio, and by computer networks soon will be commonplace.

- These developments should lead both the states and their lo-
Ry cal political subdivisions to address several important tax policy
um of local business; issues as these governments consider reforming their schemes for
; establ:fhed These taxing the financial industry. Significant issues include the follow- '
-atutes. Fx ing: (1) the proper jurisdictional standard, (2) the appropriate tax- S
ing method or tax base for determining the financial institutions’
tax liability, and (3) the method for apportioning or allocating an
interstate financial depository’s tax base among multiple jurisdic-
tions in which that bank may be taxed.

stated that this ap_
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551 (Tenn. 1981), rev'd, 459 .

.983).
A. Jurisdictional Issues

Judicially determined due process and commerce clause stan-
dards bind a state or local political subdivision that seeks to tax

4 at 519 (1931)).

L\LASKA ADMIN. Cope. tit. 15,
t legisiative authorization is

'plicable only if a taxpaver is S § 36. CaL. Core. CopE §§ 191(d) and 2104 {West 1977).
230-.296 (1982). = T Id. § 191d).

i
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interstate activity. In addition, issues of a proposed tax’s equity, its ¥
practicality, and its effect on economic development must be con- ¥
. sidered. From one perspective, a state’s taxing all activity it is con- #
stitutionally permitted to tax is a desirable tax goal. This tax strat-
.egy protects local industry from the risk that out-of-state
competitors will have an unfair advantage in local markets because %
. they have no obligation to pay local taxes. This potential advan- §
tage particularly concerns the financial industry, in which large
out-of-state banks frequently compete with local institutions for :
loans to substantial borrowers. The out-of-state competitor fre- ;
quently lacks the benefits of a local office, individual representa-
tive, direct or indirect advertising, or regular market penetration. |
In a competitive loan environment, in which a bid interest rate’s 3
success or failure is measured by hundredths of a percentage point, £
even a relatively minor tax on earnings from a large loan will place 3
the taxed financial institution at a significant disadvantage. 1
From another point of view, a state has a valid interest in not 3
. taxing activity that is either too infrequent or too insubstantial to &
constitute an appreciable local economic presence. Furthermore, §
.any taxing jurisdiction should strive not to exact a tariff whose 3
costs of taxpayer compliance or costs of audit confirmation exceed
ithe amount of additional tax revenues. Although modern computer]
E technology has substantially reduced the compliance costs for mos
taxpayers,* any filing response necessarily involves an .'appreciablA
fcost for both the taxpayer and the taxing authority: States should
keep the cost/benefit ratio of any taxing scheme in perspective. ¥}
i< A state legislature attempting to develop a taxing scheme for
* “the financial industry also should consider the type and extent of
. s the benefits the state extends to the financial industry. New York}
. ‘& money center state, extends different benefits than does Mon-;
“tana, a market state. New York provides the financial industry
‘with access to capital that can be lent to customers all over thé
“world. According to one estimate, for example, Citibank, headquar3
tered in New York, accrues over half its annual earnings on busi-
ness outside the United States.” Montana, by comparison, pro-3
vides financial institutions with a ready market for their lending 3
activities. Montana’s farming, mining, and timber industries all re- &
quire substantial borrowing, and the funds generated through sav-

98. See Westphal, The Computer’s Role in Simplifying Compliance with State Taza-
tion, 39 Vanp. L. Rev. 1099 (1986).
99. Table, Geographical Distribution of Revenue, 1984 Citicorp Annual Report.
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ings and other individual accounts in that sparsely populated state
are not likely to meet the demand for loan capital.

Because New York provides the financial industry with the
ability to raise lending capital, New York’s establishing a jurisdic-
tional test that attributes to New York a substantial portion of the
income earning activities of banks with fund raising offices in that
state would be logical. If the primary benefit New York provides to
the financial industry is a source of funds, then New York should
design its jurisdictional test to insure that it taxes institutions that
derive economic benefit from that source of funds. Conversely,
Montana, as a market state, legitimately might establish a jurisdic-
tional test that allows it to tax financial institutions that regularly
and purposefully exploit Montana’s market for their lending activi-
ties. Montana would direct its jurisdictional test specifically at -
lending activity rather than at fund raising activity.

Changes in a particular state’s economic climate may affect
the flow of loan dollars into that state. That a particular jurisdic-
tion’s tax climate may affect the willingness of the financial indus-
try to engage in activities in that state is a frequent assumption.
Recently, several Japanese companies announced that the: adop--
tion by some states of unitary tax ‘schemes'%® will cause the Japa-,
nese to invest in ‘other states with tax regimes more favorablé to
foreign-owned ‘economic activity.!! In ‘spite of- assertions of ‘this’
kind, however, the question whether a particular state’s tax. cli-
mate does have a significant effect on industry’s willingness to con-
duct business in the state remains open:-A more accurate assess-
ment might be that industry tends to locate where it believes it
can make a profit and that general economic factors normally out-

100. Under a unitary tax scheme a tax, typically an income tax, is levied against all -2\ . -
members of a corporate group with interrelated business activities, rather than against one Ry
member of the affiliated group which may have local activity in the taxing state. A unitary L
group must therefore meet what have been called the “three unities test:" unity of owner-
ship, operation and use. Unity of ownership is shown by more than 50% ownership among
the corporate group. Unity of operation is demonstrated by central purchasing, advertising,
accounting, and legal departments. Unity of use is suggested by a centralized executive of-
fice and general system of operation. If a group of corporations meets these tests (and other
subtests developed by the courts) the group is said to be a unitary group. The income of all
members of the unitary group is then combined (and intercompany items eliminated) in
order to ascertain the tax base which the taxing state may reach. Apportionment is similarly
&scertained on a combined basis, although only apportionment factors of those members of
the unitary group which actually are subject to the tax jurisdiction of the particular state
may be utilized in ascertaining the apportionment formula under the standard three-factor
approach.

101, See Seattle Times, July 7, 1985, at D1; June 25, 1985, at A7; March 10, 1985, at

.
CL
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weigh state tax considerations in business location and market :

penetration decisions. '

A state considering creation of a tax jurisdictional standard %
also should take into account the state’s need for steady revenue at ,
an adequate level. In an era of declining federal financial aid to :
state and local governments and rising demand for state and local .
services, each state has a serious need for revenue. A reduced or
minimum contacts jurisdictional test for nondomiciliary business §

- Tactivity may help a state meet its revenue needs.

B. Nature of Tax Base

The financial industry is currently subject to several alterna- ]
tive and cumulative tax schemes. In some states the primary tax 4
on banks is the capital or shares tax.1°* A shares tax levies on the
bank’s capital. Local tax rules measure the shares tax by applying %
a rate against the institution’s capital. The tax at issue in First }
National Bank of Atlanta'*® was a bank shares tax. A shares tax|
allows few exclusions or deductions from the tax base. e

Although several states have adopted capital based tax

First, the base is not economically elastic. Although a bank’s capi
tal will increase during. good .economic times,. it will do.so atia

lower rate than income or receipts. (Correspondingly, a bank’s capi

"~ . ~

tal will decline during poor economic times, but the rate of decling
be relatively shallow. Because the tax base is not in harmony;
with economic conditions, the tax will encourage or discourage spe:

cific activities. The tax therefore lacks desirable economicj
neutrality. - Y
— 3 Second, states using a capital tax may not be able to reach]

certain bank assets, such as federal obligations,’* and may find

- that taxation of other assets, such as state and local obligations,is;
" politically unacceptable. Furthermore, a capital tax is an unwieldy;

mechanism for attempting to tax the interstate activities of finans

séhemes, a capital base is unwise from a tax policy perspectiy'

cial institutions. Attributing capital among a number of taxing ju-§

risdictions on any reasoned basis is difficult. Frequently, states

simply regard all of a domiciliary institution’s capital as taxable '

102. See, eg., IND. CoDB ANN. § 6-5-10 to -17 (Burns 1984); LA Rev. STAT, ANn. 547 @

" . 1967-1972 (West 1950 & Supp. 1986).

103. 105 S. Ct. 1516 (1983). For a further discussion’of First National Bank of At- %

lanta see supra text accompanying notes 91-94.
104. See supra text accompanying notes 89.94.
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and all of a nondomiciliary institution’s capital as nontaxable.®
Particularly in an age of expanding interstate financial activities,
this simplistic method is not acceptable.

Transactional taxes, such as document recordation taxes and
intangible property taxes, are not flexible enough to serve the de-
mands on a state tax system in an age of expanding interstate fi-
nancial activity. Transactional taxes trace the source of a particu-
lar transaction or a document to one state for tax purposes.
Resolution of the sourcing problem is arbitrary and results in an
all or nothing approach to taxation.

Sales taxes, use taxes, and gross receipts taxes, although useful
in consumer or industrial sales contexts, are not satisfactory in a
financial services context. These taxes are economically inelastic,*®
and the taxes often are attributed or allocated on an arbitrary, all
or nothing basis. Few states have opted for a gross receipts tax,
although the tax&s are more popular at the local government
level.* ' ~

The income tax does not suffer from these weaknesses. The -
net income tax is flexible and provides a method for apportxomng
taxable income ‘among-a number of taxing Junsdmtlons. “The tax i is
sufficiently elastic ‘and’ r%ponds 'to -fluctuations in ‘a’ state or:na-
tional economic cycle.”The net income tax is considered equitable -
because, when imposed ptogresslvely, it responds to the taxpayer’s
theoretical ability to pay. A state can tailor.an income tax to ac-
complish economic goals.-For example, legislatures can grant de-
ductions, timing benefits, and tax credits to encourage specifically
desired economic activity by financial institutions or other taxpay-
ers. A not insignificant advantage of an income tax is the tax ex-
pertise available from the federal income tax commumty and from
the numerous stata that presently employ income taxes.!*® Col-

105. See, e.g., IND. ConE ANN. § 6-5-10-3 (Burns 1984), in which a “Bank Tax” is im-
posed on the deposits, shares, and surplus and profits of banks organized and operating
under the laws of the State of Indiana or under the laws of the United States and operating
in Indiana.

106. See Report of the 1982 Tax Advisory Council, State of Washington, February
1983 (regarding gross receipt taxes); Report on a Study of the Impact of Washington State
Taxes on New Business Creation, Peat, Marwick Mitchell & Co., January 1, 1985; Report of
the Tax Advisory Council, supra, at 15, (reporting that sales tax elasticity has varied widely
over the last three decades but is modestly inelastic over the long run).

107.  See, e.g., Los Angeles, California Municipal Code, Article 1, Chapter 2 (4th Edi-
tion 1959); Seattle City Code, Chapter 45.44 (19 ). Only the State of Washington has a
full-ledged gross receipts tax. WasH. Rev. Cope ANN. § 82.04 (1981). West Virginia is in the
irocess of eliminating its state gross receipts tax, W. Va. Cope § 11-13-2 (1983)
tud. Forty-five states impose corporate income taxes. Two-of these states. Alaska and
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lecting the tax is relatively inexpensive, and interstate associations,
such as the Multi-State Tax Commission,'® already exist to assist
the states in extending their income taxes to multistate business
entities. Both state taxing authorities and financial industry tax-
payers should prefer the imposition of an income tax.
... State income taxation of federal obligations held by financial i
institutions remains an area of uncertainty. The federal statute!’® .
provides that states may levy only nondiscriminatory franchise
.- taxes on interest or principal of federal obligations. Although the 3
' elimination in the commerce clause context of the distinction be- %
tween a franchise tax and an income tax is clear,' it is less clear
~'that the distinction no longer exists for purposes of state taxation 3

; '~ of federal obligations. Courts constructed the distinction in the

~ commerce clause context; in the area of state taxation of federal
obligations, however, the statute mandates the distinction. Under g
the analysis in First National Bank of Atlanta,'* however, states§

ol ‘may include federal interest in their tax base by denying otherwise

. available deductions for some federal interest. The flexibility that¥}
#xLirst National Bank of Atlanta affords states removes the histori.®
cal pressure on state andlocal governments to.tax.the.finan ial

s

mdustry with a franchise tax rather than with'a direct income

v, RPN X

consists of equally weighted sales, property, and payroll factors'3
The MTC has been made expressly inapplicable to the financial
industry.’* Nevertheless, a 'three-factor formula similar to the;

~MTC formula, or a formula that embraces an additional deposits]

=" factor, may provide the most appropriate means for apportioning 1

an institution’s income among the states taxing ‘the institution, 3

Florida, impose no personal income tax. Report of the 1982 Tax Advisory Council, supra 4
note 106, at 13.
109. See, e.z., OR Rev. STAT. §§ 305.655 (1983); Wasu. Rev. Cope § 82.56.010 (1983); &
W. Va Cope § 11-10A-1 (1983). B
110. 12 US.C. § 548 (1982). )
111, Complete Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977). .
112. 105 S. Ct. 1521 (1985). For a discussion of First National Bank of Atlanta, see 3
supra text accompanying notes 91-94. &
113. See supra, note 109.
114, See Multi-State Tax Compact Article IV, § 2 reprinted in Wasu. Rev. Cope §
82.56.010 (1983). '
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The sales factor of the apportionment formula can be con-
verted easily to a receipts factor. California has mandated this con- /
version in its regulations dealing with apportionment of bank in-
come.!’® The source of each receipts item must be. identified to
provide the certainty necessary for any apportionment factor. The
California rules require this identification.

The apportionment formula’s property factor must be modi-
fied for application to financial institutions to include an in-
tangibles element, which is contrary to the general approach of the
MTC. The source of the intangibles included within the factor
must be identified in a manner consistent with the identification of
sources for receipts factor purposes. The California rules demand
this consistency.!*® Identifying the source of a financial institu-
tion’s payroll will be similar in extent and fashion to payroll source
identification in a commercial company.

The final factor, which reflects the bank’s deposits, would be
unique to taxation of financial institutions. Deposits are the foun-
dation on which a financial institution conducts its economic activ-
ity. No bank-can:make a loan unless it takes in sufficient funds
through deposits or other sources to fund that loan. Banks direct
large portion-of their advertising budgets and general ‘promotional
activities toward raising or ma.mtammg deposxts - Because of : ‘th
significance that deposits have in a bank’s “operations, a deposlts'
factor in an apportionment formula for appllcatlon to the ﬁnancxal
industry should be senously considered.!? 1;'5 ety

V. Conc:.usxon

The states must review and revise thelr methods of taxmg the
financial industry.!* Many states currently employ taxing schemes
that neither reflect t.he economic realities of the financial industry
nor take advantage-of current legal doctrine on state taxation of
multijurisdictional taxpayers. Reasons for the states’ failure to up-
date their tax systems are understandable. In times of budgetary
constraints most states are pressed to maintain and enforce their
present tax schemes. Rarely do states have sufficient resources to
expand those schemes in imaginative and economically rational

115. California Franchise Tax Regulation § 25137-4(c)(2) (1985).
116. Id. at § (c)(1).
117, New Yori’s newly adopted tax system encompasses a deposits factor in its appor-
‘iwonment formuia. 1985 N.Y. Laws 3434.
113, See Koch. HistoricaL REviEw oF STATE TAXATION OF FINANCIAL INTERMEDIARY
MeTIvImES, 10411 (1984).
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~ ways to tax the rapidly changing financial industry. By contrast,
financial institutions have large tax staffs responsible not only for
compliance with state and local tax rules, but also for minimizing

. their employers’ administrative reporting burdens and total tax ex- j
penditures. For example, Bank of America alone has almost half as %

"many tax staffers as Washington State’s Department of Revenue
has audit personnel!’* Furthermore, the inability of state taxing
- authorities to compensate their employees at levels generally com- 3

- parable to pay scales in the financial industry creates an additional ‘§#
. ‘disparity in resources. .;_

In light of this disparity in resources, states cannot be ex- .}
. pected to be able to react to changing tax concepts as swiftly o

..~ skillfully as the financial industry reacts. Each state, however, .;

" should seek to tax each financial institution conducting actlvxty
within its borders to the extent required and permitted by law. ;
- The states simply cannot achieve this goal unless they grant thc
" authority to establish uniform rules regarding state taxation of fi-§
nancial depositories to some. central representational .organization
or to the federal government. The states will reahze only a percent"

Tesources nor the dmposmon to conduct the same level of eﬁ’echve
't‘ix planning. Therefore, the ultimate benefits “of a umﬁed local]
“tax planning effort would inure to the states, not to business. Only;
B by agreeing to surrender a limited share of their taxing soverelgnty
will the states be able:to tax the modern financial industry¥
effectively. o

2.8

119. The Washington Department of Revenue has approximately 170 auditors; the -
Bank of America has approximately 71 tax personnel. Interviews with John Olson, Chief of ‘3
Audit Division, Washington State Department of Revenue, and Phillip M. Plant, Auutant
Tax Counsel, Bank of America.

120. In 1974, Congress commissioned the Advisory Commission on I.ntergovernmenul \

Relations (ACIR) to make a study of all pertinent matters that related to state “doing busi-

ness” taxes on out of state depositories. Pub. L. No. 94-222, 90 Stat. 297 (1974). The ACIR"s .

report is found in State and Local “Doing Business” taxes on Out of-State Financiai Depos- - NS

itories - Report of ACIR (May 1975).
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FINANCIAL INSTITUTIONS STATE TAX COALITION (FIST)
OCTOBER 19, 1990

WHITE PAPER ON THE NEED FOR FEDERAI, LEGISLATION

M NOND Y

- STATE TAXATION OF FINANCIAL INSTITUTIONS
EXECUTIVE SUMMARY

¥

Federal legislation is needed to place a two year moratorium on a new wave of
unfair state taxation of out-of-state financial institutions. States in search of tax
revenues are aggressively seeking to tax out-of-state financial institutions based on
the mere fact that some of their customers live there. Without a moratorium on this
type of taxation, unreasonable compliance burdens will be imposed with respect to
muldstate banking activities and double taxation will result. To the extent capital
continues to flow to the residents of these taxing Junsdxcnons the increased costs
associated with these inequities will be passed on to them in the form of higher
interest rate on loans which, in turn, will adversely affect the local economy.

Under settled notions of multistate taxation, a state will not tax an out-of-state
business unless it has an office or employees there. Attempted state taxation of
lesser contacts such as mail order transactions has been held unconstitutional by the
United States Supreme Court. Despite the foregoing, states such as Minnesota,
Indiana and Tennessee have enacted laws which tax out-of-state financial institutions
based on customer location alone. These state taxmg schemes purport to tax only
local income; however, they determine this local income in defenng and often
inconsistent manners. Moreover, they unfairly single out financial institutions while
according more favorable tax treatment to general corporations.

The new taxing schemes are totally unnecessary to prevent bank income from
escaping state taxation. Banks pay state taxes on all of their income under existing
state tax systems. Home states either tax 100 percent of the income of local banks
or provide that their income otherwise apportionable to states where the banks are
not taxable is reassigned or "thrown back" to the home state. The new taxing
schemes, in overriding this established approach, promote double taxation.

In addition to the problems touched upon above, the spread of state taxation based

on mere customer location will cause other adverse consequences. These difficulties
are summarized below.

FINAL DRAFT - OCTOBER 19, 1990 REVISION
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o E i lian rdens will arise. The pew tuxing schemes armribute
income for tax purposes 1o the customer location under vague rules (e.g.,
where a multistate customer is "located" or where the services are “consumed"

known only to the customer and may be virually unobrainable. [n addition,
these facts are likely to change Year to year, leaving the taxpayer in a position
of uncertainty as to its tax liabilities. Even when the facts can be obtained, it
is difficult to program this information on existing computer systems. This

o QQHM&ME_SHQ These new state tax Systems are incompatible
among themselves and with existing laws in other states, Each state selects a
method of determining taxable Income in a way that maximizes revenue
consistent with its own regional attributes. Thus, for example, money center
states such as New York will tax income at the headquarters location while
market states will tax the same income at the customer location. Multple
taxation of the same income is inevitable under this circumstance.

o Fj ial instituti i iscrimi i Thestatetaxsystems
imposing taxes based upon mere customer location generally single out
financial institutions as distinct from general corporations. General
corporations are protected by Public Law 86-272 from taxability based on
customer location even though they have employees in the state soliciting
orders from local customers, The financial industry enjoys no such legislative -
protection. This discriminatory treatment is Compounded by the fact. thar the

FINAL DRAFT - OCTOBER 19, 1990 REVISION
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banking and financial industry has traditionally been taxed on 100% of its
income by its home state. This is because state taxation of out-of-state
national banks was banned by federal law up to 1976 and because, even
today, banks cannot conduct interstate branching outside their home office
state in most instances. The absence of protective legislation combined with
the lack of an established history of bank taxation outside the home state,
greatly increases the likelihood that differing rules will be used in determining
local income as the states select a tax system which maximizes local revenues
rather than accurately assesses factors contributing to local profit. For
example, Indiana and Tennessee tax general corporations under a three factor
approach but, with respect to financial institutions, employ the single factor
receipts formula which exaggerates market state values. Similarly, these states
source fee income of financial institutions to the customer location rather than
the place where the service is performed as with general corporations. Such
state taxation is discriminatory and unfairly cripples the ability of financial
institutions to compete with non-financial corporations offering similar
products. In addition, the competitive disadvantage which out-of-state
financial institutions already face because of the inability to conduct interstate
branching, will be exacerbated by the imposition of multiple taxation.

0 K¢ -_.'. '34 '.!.! allGQ OTNCT agve -.-_. A - '
Insofar as these customer location tax systems result in the taxation of the
income of an out-of-state financial institution which has already been taxed by
its home state, the home state may take offense and threaten sanctions against
the customer location state. This circumstance is particularly likely to arise in
instances where smaller border state banks get whipsawed. Such needless
divisiveness among taxing jurisdictions is undesirable and increases the
adverse effect upon interstate flows of capital.

The federal legislation needed will establish a moratorium upon the taxation of out-
of-state financial institutions for a two year period to permit Congress to identify
and adopt an appropriate method of preventing unfair and excessive state faxation of
out-of-state. financial institutions. State taxation of financial institutions having local
offices, employees, or having owned or leased tangible personal property used in
connection with its local business should nevertheless be permitted. A reasonable
approach in this regard was contained in a resolution adopted by the House of
Delegates of the American Bar Association. The nexus rules attached, similar to
those of American Bar Association Legislative Recommendation 1981-3, would
establish minimal jurisdictional standards based on physical presence. These
standards would prevent unfair and excessive state taxes and would simplify tax
administration for both the financial services industry and the states. The attached

FINAL DRAFT - OCTOBER 19, 1990 REVISION
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proposed nexus rules are an appropriate approach to address the inequites that will
result from further spread of the new taxing schemes.

RE: JURISDICTIONAL RULES FOR STATE TAXATION OF NON-RESIDENT
FINANCIAL INSTITUTIONS.

Sec. 1 JURISDICTION TO TAX

(a) No State or political subdivision thereof shall impose either
directly or indirectly any tax on a financial institution unless such financial
institution has a business location in the State or political subdivision during
the taxable year.

(b) No State or political subdivision thereof shall impose directly or
indirectly taxes on any financial institution not having its principal office
within the State if such taxes (when considered together with taxes imposed
by the State in which is located its principal office) are more burdensome
than the taxes imposed upon financial institutions transacting similar character
of business having their principal office within the taxing State.

Sec. 2 DEFINITIONS
For purpose of section 1, the following definitions shall apply:
(a) Business Location -

)] General Rule - A financial institution has a "business
location” in a State in a taxable year only if:

(A)  such financial insttution maintains an office in
such State; or

(B) one or more employees of the financial institution
has or have a regular presence in such State; or

© such financial institution owns or is a lessee of
tangible property located in such State which it

uses in connection with its activities within the
State.

FINAL DRAFT - OCTOBER 19, 1990 REVISION
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(2) Exceptions From General Rule Regarding Presence of
Employees - No employee shall be deemed to have a regular
presence in a State if the only activities engaged in by such
employee within the State are, or are in connection with, one or
more of the following:

(A) acquisition or purchase of loans, secured or
unsecured, or any interest therein;

(B) participation in loans made by other financial
institutions having offices in the State;

(C) solicitation of applications for loans which are sent
outside the State for approval, deposits which are
received and maintained at an office outside the State, or
financial or depository services which are performed
outside the State;

(D) investigation for credit purposes and physical
inspections and appraisals of real and personal property
securing or proposed to secure any loan, or collecting
and servicing loans in any manner whatsoever.

(3) De Minimus exception From Business Location - A
financial institution shall not have a business location in a
nondomiciliary State unless it has (during the taxable year)
_more than $10,000,000 of either payroll or property attributable
to such State.

(4) General Exceptions From Business Location -
Notwithstanding any other provision of this title, a financial
institution shall not be deemed to have a business location in a
State if the only activities of the financial instiwution in the
State are, or are in connection with, one or more of the

. following: ‘

(A) maintaining or defending any action or suit;
(B) filing, modifying, renewing, extending or

transferring a mortgage, deed of wust, or security
interest;

FINAL DRAFT - OCTOBER 19, 1990 REVISION
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© acqmnng, holding, leasing, morigaging, toreclosmg,
contractmg with respect o, or otherwise protecting or
conveying property in the State as a result of default
under the terms of a morigage, deed of trust, or other
security instrument relating thereto;

(D) acting as an executor of an estate, wustee of a
benefit plan, employees’ pension, proﬁt-shanng or other
retirement plan, testamentary or inter vivos trust;
corporate indenture, or in any other fiduciary capacity,
1nclud1ng but not limited to holding title to real property
in the State;

(E) maintaining an office in the State by one or
more officers or directors of the financial instirution who
are not also employees of the financial institution;

(F) meetings of the board of directors of the financial
institution;

(G) maintaining an office in the State by one or more
independent contractors, whether or not related to the
financial institution, performing processing, collection,
servicing or other ministerial functions for that financial
institution.

(b) Financial Institution - "Financial Instimtion" means
the following: :

(1) A holding company;
(2) Any regulated financial corporation;

(3) Any subsidiary of a holding company or of a regulated
financial corporation; or

(4) Any other corporation organized under the laws of the
United States or orgamzed under the laws of any State or

: forelgn country which is carrying on the busmcss of a financial
institution. :

FINAL DRAFT - OCTOBER 19, 1990 REVISION
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(c) Holding Company - "Holding Company" means any corporation
registered under the Federal Bank Holding Company Act of 1956, as
amended, or registered as a savings and loan holding company under
the Federal National Housing Act, as aniended.

(d) Regulated Financial Corporation - A "regulated financial

- corporation” is an institution that deposits or accounts of which are

insured under SAIF and BIF, any institution which is a member of a
Federal Home Loan bank, any other bank or thrift institution

.incorporated or organized under the law of the United States, a State,

or any foreign country which is engaged in the business of receiving
deposits or which holds a bank charter, any corporation organized
under the provisions of sections 611 to 631 of Title 12 (Edge Act

» Corporations), any credit union incorporated or organized under the

laws of a State or any foreign counmy, and any agency, branch or
subsidiary of a foreign deposnory as defined in section 3101 of Title
12. ,

(e) Subsidiary - "Subsidiary" means a corporanon whose voting stock
is more than fifty percent owned, directly or indirectly, by another
corporation.

(f) Business of a Financial Institution - "Business of a Fmancml
Institution” includes the business activities that:

(1) a regulated financial corporation may be authorized to do
under state or federal law or the business that its subsidiary is
authorized to do by the proper regulatory authorities;

(2) any corporation organized under the authority of the United
States or organized under the laws of any State or foreign
country does, or has authority to do, which is substantally
similar to the business which a corporation may be created to
do under any laws governing the creation of banks and trust
companies, industrial banks, savings and loan associatons, credit
unions, and similar institutions or any business which a
corporation or its subsidiary is authorized 1o do by said laws; or

-(3) any corporation organized under the authority of the United
States or organized under the laws of any State or foreign
country does or has authority to do if such corporation derives
more than fifty percent of its gross income from activities
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(including the discounting of obligations) in substantial
competition with the businesses described in subsecrions (1) and
(2) above. For purposes of this subsection, the computation of
the gross income of a corporation shall not include income from
nonrecurring, extraordinary items.

(g) Employee - Any individual to whom wages are paid within the
meaning of section 3401 of Title 26 is an "employee." ~

(h) Maintains an Office - A financial institution "maintains an office"
wherever it has established a regular, continuous and fixed place of
business for its employees.

(i) Property Located in a State -

(1) General Rule - Exceprt as otherwise provided in this
section, tangible property shall be deemed to be located in the
State in which such property is physically sitated. Mere -
ownership of a charge card, crédit card or other means utilized
to access an account shall not constitute property located in a
State. :

(2) Moving Property - Tangible personal property which is
characteristically moving property, such as motor vehicles,
rolling stock, aircraft, vessels, mobile equipment, and the like,
shall be deemed to be located in a State if:

(A) the operation of the property is entirely within the
State, or the operation without the State is occasional or
incidental to its operation within the State; or

(B) the operation of the propenty is in two or more

states, but the principal base of operations from which
the property is sent out is in the State. :

() Regular Presence of Employees - An employee shall be deemed to
have a regular presence in a State if: ’

(1) a majority of the employee’s service is performed.within
the State, or : ’
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(2) the office from which his activities are directed or
controlled is located in the State, where a majority of the
employee’s service is not performed in any one State.

(k) State - Any of the several States of the United States, the District
of Columbia, the Commonwealth of Puerto Rico, or any territory or
- possession of the United States. :

(1) Taxable Year -

(1) Unless the laws of a State require a corporarion to prepay
a tax imposed on, according to, or measured by income, the
calendar year, fiscal year or other period upon which its taxable
income is computed for purposes of federal income tax.

(2) If the laws of a State require prepayment of a tax, the
calendar year, fiscal year or other periods upon which the tax
base is computed under the laws of such State.

(m) Lease - A lease is a leasing transaction where the financial
institution leases the property for its own use and would be weated as
owner of the leased property under the provisions of the Internal
Revenue Code of 1954 prior to the enactment of the Economic
Recovery Tax Act of 1981. All other ransactions purporting to be
leases shall be weated as loans for purposes of section 2 of this title.

* ok ok
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Multistate Taxation - Internecine Warfare Among the States

Haskell Edelstein

Senior Vice President & General Tax Counsel, Citicorp/Citibank, N.A.

Listening to the states' presentations shows the "jungle" the financial
and all other services businesses are 1iving in -- two types of states each -
want a piece of the profits:

1'

4,

Headquarters states say:
a. The work .is done here.
b. The people who perform the services are located here.

“Ce The risks of the business are incurred here.

d. We provide the most government services and protections to the
service providers.

e. We need the revenue.

Therefore, we have the right to tax the income derived

from services performed in our state.

Market states say:

a. Our taxpayers buying the services generate the profits of out-
of-state financial and other service businesses.

b. We furnish government services by, providing for debt and
contract enforcement against our residents.

c. The income from services arises where it is paid from and
where the benefits of the services are received or used.

d. We need the revenue.

Therefore, we have the right to tax the income derived from services

rendered to residents of our states.

These two viewpoints are essentially in direct conflict and

irreconcilable.

These conflicting viewpoints leaves business caught in the middle,

and subject to conflicting tax regimes resulting in multiple

taxation of the same income.

a. The market state approach is politically appealing (taxing
“the fellow behind the tree"), but practically, has to result
in higher costs to the customers located in the taxing states.

b. The market state approach is a money grabbing exercise --
service providers are already paying taxes to the states where
the work 1is performed, so the market states are in effect
attempting to take revenue away from the headquarters states.

The business response.

1.
2.
3.
4.
5.

Business does not object to paying just and fair taxes, but not
twice on the same income.

Business cannot and will not tolerate double taxation of the same
income, directly or indirectly.

Business needs rules that can be easily understood, applied and
complied with.

Business needs rules that minimize audit disputes and that can be
easily auditable.

Within the foregoing parameters, business is not concerned about
which states receive the revenue -- a business could simply put a
reasonable percentage of its U.S. income into one "pot®, and let the
states then divide the pot among themselves -- leaving business
alone.




This fight is among the states -- business is in the middle.
Business, if forced, must and will find ways to pass on the extra
cost -- e.g., grossing up of taxes, a direct cost to the residents
of the market states.

As a last resort, services will not be provided. In the case of
lending, a loss of access by local business to the nationwide
capital markets.

What needs to be accomplished.

1.

Achieve uniformity (consistency) of rules of all states -- this is

imperative to avoid multiple taxation of the same income.

a, Can be achieved either voluntary or mandating by federal
legislation.

Protection against a headquarters state making up revenue lost by

adoption of the market state approach by more heavily taxing the

same businesses (multiple taxation in another form).

Seek new revenue sources for the market states in the form of

transactional taxes on users of services rather than income taxes

on providers of services.

Understand what is wrong with the market state approach.

a. It is bad tax policy. '

(1) Income taxation by definition seeks to tax income where
it is earned -- and income from services is earned where
services are performed.

(2) Taxation should not be determined on the basis of facts
outside the knowledge or control of the taxpayer (i.e.,
variable customer location).

(3) Represents fiscal competition among the states, at the
expense of either state revenues or increased business

taxation.
b. Compliance and auditing is difficult or impossible.
c. Business subjected to unexpected tax risks -- not easily
determinable when tax 1iability exists, or the amount of
Tiability. :

d. Allows states to control the tax revenues of other states,
especially where a credit is allowed for taxes paid to other
states.

e. Seeks simply to reduce or avoid increasing taxes on businesses
in-state by taxing out-of-state businesses instead.

Business must, out of self-interest and protection against unjust
taxation, protect itself!

1.
2.

3.

4.
5.

Nexus standards of the market state approach are still highly
questionable and will be contested.

Yoluntary compliance by business is perilous -- if the law is found
to be unconstitutional, the tax paid won't be refunded, under
current law.

Business, should actively seek and recommend, alternative tax
approaches that put the additional burden where it belongs -- on the

-customers using out-of-state services.

Change pricing policies to place the economic burdens directly on
the customers.

Federal legislation may become the only solution if the states don't
achieve a uniform solution voluntarily.
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State Taxation of Financial Institutions

A Fresh Approach

INTRODUCTION

After many years of quietude, states began to rethink the approaches to
taxation of banks and other financial institutions beginning in 1986. With the
presentation of a proposal by the Multistate Tax Commission, and its almost
immediate adoption by Minnesota, a new era commenced. Although the
Multistate Tax Commission has not as yet completed work on its draft
proposals, a few other states have proceeded to adopt various new approaches
to taxing banks, focusing primarily on banks and other financial institutions
without physical presence in the state.

The new approach in general seeks to extend income-based taxes to banks
whose only connection with the state is having customers located in the state,
as borrowers, credit cardholders or users of the banks’ services. That is called
the "market state" approach, which is distinguished from the “headquarters
state” approach which in general views banks as being subject to tax based on
income only where they have a physical presence and where they perform their
activities. : : h

The new approach has focused on two especially critical tax eleménts:.,z

Nexus - Rules for determining when a state will assert jurisdiction to tax
an out-of-state bank. © : '

a. Traditional rule requires physical presence of an office, branch
or the presence of employees, agents or independent contractors.

b. The new rule merely requires the bank to have a minimum
number of customers or amount of loans to customers located in
the state, : :
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Sourcing - Rules for determining the numerators of the apportionment
factor elements of receipts and intangible property (loans).

a.  Traditional rules source receipts and loans where the loans are
granted and administered.

b. The new rule would source both receipts and loans on the basis
of where the customer or borrower is located.

In addition, variants on the new approach include:
1. Using only a single factor receipts apportionment formula.

2. Taxing banks domiciled (headquartered) in the state on their entire U.S.
income, with a credit for taxes paid to other states; taxing non-
domiciled banks on their income apportioned to the state,

These changes in approach to state taxation of banks come at a time when the
financial services industry itself is undergoing significant changes. New
financial products are being developed and utilized, new competition is arising
both from financial institutions which are not banks and banks owned by
companies in other types of business, and the existing geographic barriers which
presently prevent banks from operating by way of branches across state
boundaries are being reconsidered.

Given these changes in both the financial services business and the tax rules, it
is imperative to develop a workable and equitable system for taxing financial
institutions in order to achieve a tax regime which:

Is fair and equitable to all states;

Prevents two or more states from asserting the right to tax the same income;

Is simple to understand and apply;

Makes compliance and auditing easy to achieve without undue expense to
either taxpayer or tax collector; and

July 5, 1991




~

State Taxation of Financial Institutions
A Fresh Approach
Page 3

Contains rules that are determined by the nature of the business or product
rather than the character of the institution doing the business.

I. THE NEED FOR A CONCEPTUAL FRAMEWORK

In order to measure the practicality and theoretical Justification of a particular
approach to taxing financial institutions, a conceptual framework is essential as
4 measurement tool. In order to develop that tool, the nature of lending
money must be examined.

The lending of money can be characterized in several different ways:

1. As a service business - the lender receives interest income from the
borrower for taking risks and managing those risks. The work of
analyzing the data and making the decision to undertake the risks
involved in a loan, as well as the ongoing evaluation and decisions
required during the term of a loan, constitute the rendering of a service
to the borrower for which the lender is compensated through the
payment of interest. See Attachment A.

2. A lender holding a portfolio of loans is acting in the nature of an
investor holding an investment in a portfolio of bonds. Under this
characterization, lending is equivalent to investment management in that
the bank determines first to make the loan investment, and
simultaneously or from time to time thereafter determining how and
whether to alter the investment portfolio through sales of portions by
way of participations, syndications or securitization,

3. A bank or other financial institution acts as a financial intermedi by
obtaining and pooling available funds (obtained through deposits or
borrowing) for the purpose of investing those funds in loans, The
lender gathers funds and on-lends them for a "commission” equivalent
to the net spread between the cost of funds and the interest paid by the
borrower. Of course, the financial intermediary also takes risks, as
described in 1, above, which is also compensated by the net interest
spread. This is in essence the providing of a service to both the
sources and users of the funds.

£
{
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4, A bank or other financial institution acts as the lessee of money - the
' loan of money for interest is the equivalent of renting a car to the user-
lessor. '

Several points need to be noted in viewing each of the foregoing
characterizations of lending money:

1. The service element is paramount in cases 1, 3, and 4.
2. The customer-borrower is of relatively little importance in case 2,in

the sense that any benefit to the borrower is incidental to the creation
and management of a portfolio for the benefit of the financial institution
itself. Indeed, changes in the loan portfolio will usually change the
risks involved, so that the compensation will change depending on the
ebb and flow of such risks.

3. Cases 2 and 3 may also be treated and viewed as the activity of
investment banking - the lender may not take a position in the loan
itself, and is thus essentially rendering the service of arranging for
sources of and access to funds.

4, Case 4 suggests the strongest linkage to the location of the customer as
an important element in determining where income is derived - i.e., the
“location” of the funds "rented"” is the basis on which the lender’s
income is earned.

The foregoing discussion deals only with the activity of lending money, and the
role of the financial institution in that process. In addition, financial services
involve other activities in the nature of services which may involve taking or
accepting risks (either credit or other kinds of risks) without lending money or
otherwise creating assets (receivables), or creating assets without credit risks.
Some activities involve purely service activities not involving either external
risks (i.e., risks due to conditions beyond the control of the financial institution)
or the creation of assets on the books of the financial institution. Such activities
generally have little element of customer relationship or "contact” with any state
other than that of the location of the operations or activities providing the
service, although that does not suggest that more substantial contacts with the
location of the customer cannot be formulated.
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In general, several conclusions can be seen from the use of a conceptual
framework: :

L. Most formulations of the business of lending money tend to suggest that
it is heavily service oriented, thus focusing activity on the location
where the service is performed. Since the result would be entirely -
unfavorable to market states, strict adherence to those formulations may
not achieve the needed conclusions.

2. The business of lending should be viewed and treated separately from
all other services provided by financial in<ritutions, such as applying
different sourcing rules for receipts or dirierent weighing of factors in
the apportionment formula.

3. Rendering a service without creating an asset (i.e., an intangible in the
form of a loan or receivable) should be treated the same as any other
service for tax purposes -- such as travel agent, lawyer, doctor,
advertising agency, etc.

III. A MODEST PROPOSAL FOR A FRESH APPROACH

The various ways of characterizing the lending business, as well as the other
functions of the financial services business, strongly lean in the direction of
service. If the applicable principle of taxing the income of a service business is
that income is to be taxed where it is earned, then income from services should
be taxed where the service is performed. However, financial services also have
two unique characteristics:

1. The undertaking and management of risk, which includes, but is not
limited to, credit risk that the customer will fail to repay its loan.

2. Some activities only incidentally involve the providing of services to a
customer - e.g., trading in securities, currencies, etc.

Giving recognition to those special elements is appropriate, so that the location
of the customer is of mdre significance in the case of credit risk, while the
income resulting from the performance of trading activities should be taxed were
those activities occur. ‘
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{\ A Fresh Approach

In formulating the following proposal, certain elements were considered critical:

L.

NEXUS

':.,-' z{

Minimize compliance costs and audit issues --
a. All rules should be bright-line tests - no rebuttable presumptions
should be included, other than an overall authority to modify the

rules to prevent evasion or substantial avoidance of tax in
egregious cases.

b. A standard form of return should apply to each and every state
with respect to at least: :

i.  Net income (Federal taxable income)
ii. Apportionment formula calculations
iii. Nexus determinations

Nexus (jurisdiction to tax) must be readily determinable prior to the
beginning of a taxable year, based on a point-in-time data.

Information needed to comply with the tax rules should be limited to
data collected by the taxpayer in the normal course of its business.

Apportionment formula elements should be determined by averaging the
quarterly amounts during the taxable year.

THE PROPOSAL

Determine on the basis of data as of the end of the third quarter of the
preceding taxable year, i.e., calendar year 1992 nexus determined as of
September 30, 1991. '
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Any one of the following will create nexus:

a. Physical presence by virtue of a branch office or full-time
employees of the taxpayer in the state with an aggregate annual
salary rate of at least $250,000.

b. Credit card customers in the state - the greater of (i) more than
5,000 cardholders or (ii) 2% of the total cardholders of the card
issuer.

c. Other borrowers in the state -- more than 100 (if a borrower is
also a credit cardholder, that borrower will be included in each
category).

d. Loan assets in the state -- more than $50MM of loans
outstanding on the financial records (i.e., excluding written-off
loans).

3. Nexus is determined on an individual corporation basis.
COMMENTS:

The nexus rules simply provide de minimis standards.

The test in the case of credit cards is intended to eliminate both smaller banks
and small segments of large credit card operations, since the revenue affects
would be minimal.

Location of loans and location of borrowers would be based on the same
criterion -- the mailing address for bills shown on the lender’s records.

APPORTIONMENT;

1. Formula -~ Three factors:

a, Payroll - average annual salary and other compensation as

shown on W-2 forms - double-weighted.
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b. Property - tangible and intangible (but limited to loans and
receivables in the nature of loans).

c. Deposits and borrowings (including all stock except common
and perpetual preferred).

COMMENTS:

The payroll factor, double-weighted, gives proper recognition to the services
aspect of the business.

The property factor is easier to deal with than the receipts factor, but serves the
same function of representing the customer location element.

The deposits/borrowing factor represents the other side of financial intermediary
functions of the business (i.e., the funds gathering function opposite the funds
investment lending function). Since deposits are only one course of funding for
loans, and are not available to financial service businesses which are not banks,
other sources of funds must be taken into account. Since such other funds
cannot be traced to their sources (e. 8., the holders of marketable securities are
usually not easily determinable), such sources must necessarily be attributed to
the headquarters location of the borrower.

The traditional receipts factor has not been included for several reasons - the
same result and element is reflected in the intangible property factor with regard
to loans, and receipts are more difficult to locate and involve fairly complex

.recordkeeping. In addition, where receipts from loans reflect floating interest

rates, they will distort the formula because an increase in receipts really reflects
the costs of funds supplied, which is not a function related to the borrower.

2. Sourcing Rules

a. Payroll - By location of employee’s office or where employee is
managed in the case of no office.

b. Property - tangible by physical location; intangibles (loans and
receivables) by billing address.
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c. Deposits - by statement niailing address.
d. Other sources of funds - by location of headquarters.
COMMENTS:

Sources of funds other than deposits cannot practically be traced.

Limiting the intangible property factor to loans and receivables in the nature of
loans takes into account that other types of intangibles do not relate to a specific -
customer (e.g. trading assets). Thus loans should encompass all intangibles
involving both the creation of a receivable and the presence of a credit risk.
Loans should thus include all leasing where the financial institution is the lessor,
regardless of the Federal income tax treatment (but only for apportionment

purposes).
OPERATIONAL RULES:

l. The throwback rule should apply to income apportioned to a state
having no taxable nexus.

2. Every state should allow a loss carryback of at least 5 years.
3. Sourcing of bad debt losses.

In order to overcome the problem identified in Attachment A, taxable
income should be apportioned without including bad debts in the
calculation of taxable income. Bad debt losses should then be directly
allocated to each state and deducted from the pre-bad debt loss taxable
income apportioned to the state. These computations should be made
without regard to whether or not there is nexus with a state. However,
if in the year a bad debt loss is allocable to a state which does not have
nexus, the net loss attributable to the state should be thrown back only
if there was also no nexus with that state for the preceding five years
(the loss carryback period). If there was nexus during any of those
carryback years, then a net loss for the current year should be allowed
as a carryback to the extent of the net taxable income attributed to the
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state in the carryback years. Any excess should then be subject to the
throwback rule in the current year.

All income, except sales of businesses (including bank branches) and
real estate used for business operations, should be business income.
The types of income which constitute non-business income in the case
of mercantile and manufacturing corporations clearly constitute income
from the ordinary business conducted by financial services

_corporations.

Deposits should be generally defined as money paid to the financial
institution which is subject to a liability to repay on demand or at a
specific time, with or without interest and whose use until then is
unrestricted in the hands of the recipient and is not represented by a
marketable instrument (except money orders and travelers checks).

Unitary - Combination Rules
a. Nexus should be determined separately for each corporation.

b. Unitary (water’s-edge) combination returns should include the
parent holding company.

c. Intercompany transactions should be eliminated for both nexus
and allocation purposes, as well as from taxable income.

Nexus should not exist in any case where the corporation is not
permitted, under the laws of the state, to conduct business
through a branch (in the case of a depository institution) or office
located in the state.

If the state includes Subpart F income in the tax base, then the
controlled foreign corporation should be treated as if it were a branch
of its U.S. parent, and therefore its payroll, property and sources of
funding (from third parties) should be included in the apportionment
formula.
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9. In the case of sourcing loans under the intangible property factor of the
apportionment formula, all loans are sourced by billing address. In the
case of loans acquired by the holder by way of syndications,
participations, or other purchases, the billing address should be that of
the borrower, even where the loan is administered by another financial
institution as agent.

COMMENT:

This approach is consistent with the economic presence theory that a lender
has a presence in a state based on where the borrower is located, regardless of
how the loan was acquired. On the other hand, it is inconsistent with the
economic reality that the lender-taxpayer is merely investing in a portfolio type
investment pursuant to the second scenario of the Conceptual Framework
described earlier.

A N NTATION;

A major requirement for this, or indeed any, system of state taxation based on
income is uniformity of the rules for both nexus and apportionment of income.
In order to attain that objective, uniform adoption by the states is imperative,
That uniformity can and should be achieved in a manner consistent with the
Multistate Tax Compact, which has the same goal in the area of corporate
income taxation. The following points, utilizing the "Financial Institutions Tax
Compact,” should be essential conditions for adoption, ratification and
implementation of the final proposal, and for smooth transition into the new tax
rules. The Compact will become effective only upon completion of these steps.

1. The Financial Institution Tax Compact must be ratified by a majority of
the states (at least 26 states).

2. Eight of the following states must ratify the Financial Institution Tax
Compact: (20 to be listed)
California Illinois Ohio
Colorado Maryland Oregon
Connecticut Massachusetts Pennsylvania
Delaware Michigan South Dakota
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Florida New Jersey Texas
Georgia New York Virginia
Ilinois North Carolina

3. The Financial Institution Tax Compact must be ratified by all of the

following states:

Indiana Tennessee
Iowa , ' West Virginia
Minnesota

4, The Financial Institution Tax Compact will take effect in all of the
member states, provided that conditions 1, 2 and 3 are met, on January
1, 1998.

S. All member states agree that if and when the Compact takes effect, they

will collectively petition Congress to enact Federal legislation ratifying
the Compact and making it applicable to all states. This will avoid
class warfare among states which (1) may apply lower nexus standards
and different apportionment ratios to attract revenue and (2) may apply
higher nexus standards and more liberal apportionment to attract
business. :

IV. CONCLUSION

The foregoing proposal seeks to give due consideration to a number of elements,
including the nature of the financial services business, the role of both customers
and performance of services, and the need for simplicity and certainty of rules.
While there may be more precise measurements (such as the gross profitability
of each type of financial product), such considerations would only substantially
increase complexity and reduce the precision of data, without necessarily
improving the quality of the results. Only in the area of bad debt losses has a
special exception been made to allocate such losses to avoid an undesirable shift
of tax effect among states. In all other respects, the proposal seeks to avoid all
distinctions among types of financial services and products except credit cards
and pure lending activities. :

Hopefully, this can form the basis for a workable system, acceptable to all states
while consistent with the nature of the financial services business.
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State Taxation of Financial Institutions

A Fresh Approach

INTRODUCTION

After many years of quietude, states began to rethink the approaches to
taxation of banks and other financial institutions beginning in 1986. With the
presentation of a proposal by the Multistate Tax Commission, and its almost
immediate adoption by Minnesota, a new era commenced. Although the
Multistate Tax Commission has not as yet completed work on its draft
proposals, a few other states have proceeded to adopt various new approaches
to taxing banks, focusing primarily on banks and other financial institutions
without physical presence in the state.

The new approach in general seeks to extend income-based taxes to banks
whose only connection with the state is having customers located in the state,
as borrowers, credit cardholders or users of the banks’ services. That is called
the "market state" approach, which is distinguished from the "headquarters
state” approach which in general views banks as being subject to tax based on
income only where they have a physical presence and where they perform their
act1v1t1es

The new approach has focused on two especially critical tax elem‘ents:'

Nexus - Rules for determining when a state will assert jurisdiction to tax
an out-of-state bank. -

a. Traditional rule requires physical presence of an office, branch
or the presence of employees, agents or independent contractors.

b. The new rule merely requires the bank to have a minimum
number of customers or amount of loans to customers located in
the state. :
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Sourcing - Rules for determining the numerators of the apportionment
factor elements of receipts and intangible property (loans).

a. Traditional rules source receipts and loans where the loans are
granted and administered.

b. The new rule would source both receipts and loans on the basis
of where the customer or borrower is located.

In addition, variants on the new approach include:
1. Using only a single factor receipts apportionment formula.

2. Taxing banks domiciled (headquartered) in the state on their entire U.S.
income, with a credit for taxes paid to other states; taxing non-
domiciled banks on their income apportioned to the state.

These changes in approach to state taxation of banks come at a time when the
financial services industry itself is undergoing significant changes. New
financial products are being developed and utilized, new competition is arising
both from financial institutions which are not banks and banks owned by
companies in other types of business, and the existing geographic barriers which
presently prevent banks from operating by way of branches across state
boundaries are being reconsidered.

Given these changes in both the financial services business and the tax rules, it
is imperative to develop a workable and equitable system for taxing financial
institutions in order to achieve a tax regime which:

Is fair and equitable to all states;

Prevents two or more states from asserting the right to tax the same income;

Is simple to understand and apply;

Makes compliance and auditing easy to achieve without undue expense to
either taxpayer or tax collector; and
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Contains rules that are determined by the nature of the business or product
rather than the character of the institution doing the business.

II. THE NEED FOR A CONCEPTUAL FRAMEWORK

In order to measure the practicality and theoretical Justification of a particular
approach to taxing financial institutions, a conceptual framework is essential as
a measurement tool. In order to develop that tool, the nature of lending
money must be examined.

The lending of money can be characterized in several different ways:

As a service business - the lender receives interest income from the
borrower for taking risks and managing those risks. The work of
analyzing the data and making the decision to undertake the risks
involved in a loan, as well as the ongoing evaluation and decisions
required during the term of a loan, constitute the rendering of a service
to the borrower for which the lender is compensated through the
payment of interest. See Attachment A.

A lender holding a portfolio of loans is acting in the nature of an
investor holding an investment in a portfolio of bonds. Under this
characterization, lending is equivalent to investment management in that
the bank determines first to make the loan investment, and
simultaneously or from time to time thereafter determining how and
whether to alter the investment portfolio through sales of portions by
way of participations, syndications or securitization.

A bank or other financial institution acts as a financial intermediary by
obtaining and pooling available funds (obtained through deposits or
borrowing) for the purpose of investing those funds in loans. The
lender gathers funds and on-lends them for a "commission” equivalent
to the net spread between the cost of funds and the interest paid by the
borrower. Of course, the financial intermediary also takes risks, as
described in 1, above, which is also compensated by the net interest
spread. This is in essence the providing of a service to both the
sources and users of the funds.
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4. A bank or other financial institution acts as the lessee of money - the
' loan of money for interest is the equivalent of renting a car to the user-
lessor. '

Several points need to be noted in viewing each of the foregoing
characterizations of lending money:

1. The service element is paramount in cases 1, 3, and 4.
2. The customer-borrower is of relatively little importance in case 2, in

the sense that any benefit to the borrower is incidental to the creation
and management of a portfolio for the benefit of the financial institution
itself. Indeed, changes in the loan portfolio will usually change the
risks involved, so that the compensation will change depending on the
ebb and flow of such risks.

3. Cases 2 and 3 may also be treated and viewed as the activity of
investment banking - the lender may not take a position in the loan
itself, and is thus essentially rendering the service of arranging for
sources of and access to funds.

4. Case 4 suggests the strongest linkage to the location of the customer as
an important element in determining where income is derived - i.e., the
"location" of the funds "rented"” is the basis on which the lender’s
income is earned.

The foregoing discussion deals only with the activity of lending money, and the
role of the financial institution in that process. In addition, financial services
involve other activities in the nature of services which may involve taking or
accepting risks (either credit or other kinds of risks) without lending money or
otherwise creating assets (receivables), or creating assets without credit risks.
Some activities involve purely service activities not involving either external
risks (i.e., risks due to conditions beyond the control of the financial institution)
or the creation of assets on the books of the financial institution. Such activities
generally have little element of customer relationship or "contact" with any state
other than that of the location of the operations or activities providing the
service, although that does not suggest that more substantial contacts with the
location of the customer cannot be formulated.
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In general, several conclusions can be seen from the use of a conceptual

framework;

L.

Most formulations of the business of lending money tend to suggest that
it is heavily service oriented, thus focusing activity on the location
where the service is performed. Since the result would be entirely -
unfavorable to market states, strict adherence to those formulations may
not achieve the needed conclusions.

The business of lending should be viewed and treated separately from
all other services provided by financial in<‘itutions, such as applying
different sourcing rules for receipts or dirierent weighing of factors in
the apportionment formula.

Rendering a service without creating an asset (i.e., an intangible in the
form of a loan or receivable) should be treated the same as any other
service for tax purposes -- such as travel agent, lawyer, doctor,
advertising agency, etc.

III. A MODEST PROPOSAL FOR A FRESH APPROACH

The various ways of characterizing the lending business, as well as the other
functions of the financial services business, strongly lean in the direction of
service. If the applicable principle of taxing the income of a service business is
that income is to be taxed where it is earned, then income from services should
be taxed where the service is performed. However, financial services also have
two unique characteristics:

1.

The undertaking and management of risk, which includes, but is not
limited to, credit risk that the customer will fail to repay its loan.

Some activities only incidentally involve the providing of services to a
customer - e.g., trading in securities, currencies, etc.

Giving recognition to those special elements is appropriate, so that the location
of the customer is of more significance in the case of credit risk, while the
income resulting from the performance of trading activities should be taxed were
those activities occur. ‘
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In formulating the following proposal, certain elements were considered critical:
L. Minimize compliance costs and audit issues --
a. All rules should be bright-line tests - no rebuttable presumptions
should be included, other than an overall authority to modify the
rules to prevent evasion or substantial avoidance of tax in

egregious cases.

b. A standard form of return should apply to each and every state
with respect to at least:

i. Net income (Federal taxable income)
ii. Apportionment formula calculations
iii. Nexus determinations

2. Nexus (jurisdiction to tax) must be readily determinable prior to the
beginning of a taxable year, based on a point-in-time data.

3. Information needed to comply with the tax rules should be limited to
data collected by the taxpayer in the normal course of its business.

4. Apportionment formula elements should be determined by averaging the

quarterly amounts during the taxable year.

THE PROPOSAL

NEXUS
1. Determine on the basis of data as of the end of the third quarter of the

preceding taxable year, i.e., calendar year 1992 nexus determined as of
September 30, 1991.
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2. Any one of the following will create nexus:

a. | Physical presence by virtue of a branch office or full-time
employees of the taxpayer in the state with an aggregate annual
salary rate of at least $250,000.

b. Credit card customers in the state - the greater of (i) more than
5,000 cardholders or (ii) 2% of the total cardholders of the card
issuer.

c. Other borrowers in the state -- more than 100 (if a borrower is
also a credit cardholder, that borrower will be included in each
category).

d. Loan assets in the state -- more than $SOMM of loans
outstanding on the financial records (i.e., excluding written-off
loans).

3. Nexus is determined on an individual corporation basis.
COMMENTS:

The nexus rules simply provide de minimis standards.

The test in the case of credit cards is intended to eliminate both smaller banks
and small segments of large credit card operations, since the revenue affects
would be minimal.

Location of loans and location of borrowers would be based on the same
criterion -- the mailing address for bills shown on the lender’s records.

APPORTIONMENT;

1. Formula -~ Three factors:

a.
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b. Property - tangible and intangible (but limited to loans and
receivables in the nature of loans).

c. Deposits and borrowings (including all stock except common
and perpetual preferred).

COMMENTS:

The payroll factor, double-weighted, gives proper recognition to the services
aspect of the business.

The property factor is easier to deal with than the receipts factor, but serves the
same function of representing the customer location element.

The deposits/borrowing factor represents the other side of financial intermediary
functions of the business (i.e., the funds gathering function opposite the funds
investment lending function). Since deposits are only one course of funding for
loans, and are not available to financial service businesses which are not banks,
other sources of funds must be taken into account. Since such other funds
cannot be traced to their sources (e.g., the holders of marketable securities are
usually not easily determinable), such sources must necessarily be attributed to
the headquarters location of the borrower.

The traditional receipts factor has not been included for several reasons - the
same result and element is reflected in the intangible property factor with regard
to loans, and receipts are more difficult to locate and involve fairly complex
.recordkeeping. In addition, where receipts from loans reflect floating interest
rates, they will distort the formula because an increase in receipts really reflects
the costs of funds supplied, which is not a function related to the borrower.

2. Sourcing Rules

a. Payroll - by location of employee’s office or where employee is
managed in the case of no office.

b. Property - tangible by physical location; intangibles (loans and
receivables) by billing address.
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c. Deposits - by statement mailing address.

d. Other sources of funds - by location of headquarters.

COMMENTS:

Sources of funds other than deposits cannot practically be traced.

Limiting the intangible property factor to loans and receivables in the nature of
loans takes into account that other types of intangibles do not relate to a specific
customer (e.g. trading assets). Thus loans should encompass all intangibles
involving both the creation of a receivable and the presence of a credit risk.
Loans should thus include all leasing where the financial institution is the lessor,
regardless of the Federal income tax treatment (but only for apportionment

purposes).
OPERATIONAL RULES:

1.

The throwback rule should apply to income apportioned to a state
having no taxable nexus.

Every state should allow a loss carryback of at least 5 years.
Sourcing of bad debt losses.

In order to overcome the problem identified in Attachment A, taxable
income should be apportioned without including bad debts in the
calculation of taxable income. Bad debt losses should then be directly
allocated to each state and deducted from the pre-bad debt loss taxable
income apportioned to the state. These computations should be made
without regard to whether or not there is nexus with a state. However,
if in the year a bad debt loss is allocable to a state which does not have
nexus, the net loss attributable to the state should be thrown back only
if there was also no nexus with that state for the preceding five years
(the loss carryback period). If there was nexus during any of those
carryback years, then a net loss for the current year should be allowed
as a carryback to the extent of the net taxable income attributed to the
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state in the carryback years. Any excess should then be subject to the
throwback rule in the current year.

All income, except sales of businesses (including bank branches) and
real estate used for business operations, should be business income.
The types of income which constitute non-business income in the case
of mercantile and manufacturing corporations clearly constitute income
from the ordinary business conducted by financial services

_corporations.

Deposits should be generally defined as money paid to the financial
institution which is subject to a liability to repay on demand or at a
specific time, with or without interest and whose use until then is
unrestricted in the hands of the recipient and is not represented by a
marketable instrument (except money orders and travelers checks).

Unitary - Combination Rules
a. Nexus should be determined separately for each corporation.

b. Unitary (water’s-edge) combination returns should include the
parent holding company.

c. Intercompany transactions should be eliminated for both nexus
and allocation purposes, as well as from taxable income.

Nexus should not exist in any case where the corporation is not
permitted, under the laws of the state, to conduct business
through a branch (in the case of a depository institution) or office
located in the state.

If the state includes Subpart F income in the tax base, then the
controlled foreign corporation should be treated as if it were a branch
of its U.S. parent, and therefore its payroll, property and sources of
funding (from third parties) should be included in the apportionment
formula.
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9. In the case of sourcing loans under the intangible property factor of the
apportionment formula, all loans are sourced by billing address. In the
case of loans acquired by the holder by way of syndications,
participations, or other purchases, the billing address should be that of
the borrower, even where the loan is administered by another financial
institution as agent.

COMMENT:

This approach is consistent with the economic presence theory that a lender
has a presence in a state based on where the borrower is located, regardless of
how the loan was acquired. On the other hand, it is inconsistent with the
economic reality that the lender-taxpayer is merely investing in a portfolio type
investment pursuant to the second scenario of the Conceptual Framework
described earlier.

ADOPTION AND IMPLEMENTATION:

A major requirement for this, or indeed any, system of state taxation based on
income is uniformity of the rules for both nexus and apportionment of income.
In order to attain that objective, uniform adoption by the states is imperative.
That uniformity can and should be achieved in a manner consistent with the
Multistate Tax Compact, which has the same goal in the area of corporate
income taxation. The following points, utilizing the "Financial Institutions Tax
Compact,” should be essential conditions for adoption, ratification and
implementation of the final proposal, and for smooth transition into the new tax
rules. The Compact will become effective only upon completion of these steps.

1. The Financial Institution Tax Compact must be ratified by a majority of
the states (at least 26 states).

2. Eight of the following states must ratify the Financial Institution Tax
Compact: (20 t0 be listed)

California Illinois Ohio
Colorado Maryland Oregon
Connecticut Massachusetts Pennsylvania

Delaware Michigan South Dakota
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Florida New Jersey Texas
Georgia New York Virginia
[llinois North Carolina

3. The Financial Institution Tax Compact must be ratified by all of the
following states:
Indiana Tennessee
Iowa ' West Virginia
Minnesota

4. The Financial Institution Tax Compact will take effect in all of the
member states, provided that conditions 1, 2 and 3 are met, on January
1, 1998.

5. All member states agree that if and when the Compact takes effect, they

will collectively petition Congress to enact Federal legislation ratifying
the Compact and making it applicable to all states. This will avoid
class warfare among states which (1) may apply lower nexus standards
and different apportionment ratios to attract revenue and (2) may apply
higher nexus standards and more liberal apportionment to attract
business.

IV. CONCLUSION

The foregoing proposal seeks to give due consideration to a number of elements,
including the nature of the financial services business, the role of both customers
and performance of services, and the need for simplicity and certainty of rules.
While there may be more precise measurements (such as the gross profitability
of each type of financial product), such considerations would only substantially
increase complexity and reduce the precision of data, without necessarily
improving the quality of the results. Only in the area of bad debt losses has a
special exception been made to allocate such losses to avoid an undesirable shift
of tax effect among states. In all other respects, the proposal seeks to avoid all
distinctions among types of financial services and products except credit cards
and pure lending activities.

Hopefully, this can form the basis for a workable system, acceptable to all states
while consistent with the nature of the financial services business.
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CITICORP & CITIBANS®

© - 398 Park Avenue Haskell Edelstein
£ ew York NY Senior Vice President and
< N a0043 General Tax Counsel

TJanuary 16, 1991

Mr. Dan Bucks

Executive Director

Multistate Tax Commission _

444 North Capitol Street, N.W. - Suite 409
“Washington, D.C. 20001

Dear Dan:

In our last conversation regarding the MTC’s proposed regulations on the
sourcing and allocation of income of financial institutions, you expressed interest in
the possible implications of the concept that the principal reason why lenders
earned income, and were compensated, was because they undertake risks in
making a loan.

I have subsequently given more thought to that consideration, and as the
result, I have prepared the attached analysis. This analysis leads to the conclusion
that the sourcing of income from lending, based on customer location, leads
inevitably to distortions and discontinuities over time, and simply fails to take into
account how and what a lender does to generate and earn its income.

I would be pleased to discuss this with you further if you wish. Of course,
I would appreciate it being treated as a part of my submission to the MTC and
included in the record of the MTC’s hearings on its proposed regulations.

Sincerely,

bl

Attachment

CC: Alan Friedman (w/attachment)
General Counsel
Multistate Tax Commission
386 University Avenue

Los Altos, CA 94022
c¥ll:r.buc




Multistate Taxation of Financial Services
Understanding the Nature and Dynamics of the Business of Lendmg

Taxation, it has been said, is a very practical exercise. Those involved in the process
understand that rules of taxation can only be applied and designed based on understanding the
nature and operation of the business being taxed. Thus, in determining how to tax the business
of lending money, the nature of that business must be understood. That is especially the case
in determining "where" the resulting interest income is "earned”. It is impossible to answer that
question without first knowing how and why interest income is earned (i.e., why does a lender
become entitled to receive interest and what is it being paid for).

The key element of the bank’s role as "financial intermediary” (between borrowers and
suppliers of funds) is that of taking risks. That is obvious if it is remembered that interest rates
charged by banks on commerical loans are usually determined by the credit-worthiness of the
borrower. The best, most credit-worthy ones pay only base rate or "prime" rate, while those
less credit-worthy pay higher rates. But that credit risk is only one of many risks a bank
undertakes in making a loan. '

A litany of risks encompasses the following:

1. Credit risk - the loan won’t be repaid.

2. Interest rate risk - (sometimes referred to as "gapping" - lending long and
borrowing short) - the risk that the cost of funds over the term of the loan will
exceed the interest charged to the borrower. .

3. Liquidity risk - the ability to obtain and/or retain the funds necessary to lend to
the borrowers or repay liabilities (including deposits).

4. Event risk - sudden political, military or natural events which prevent the
carrying out of the lending and repayment functions.

5. Foreign exchange risk - where funds are lent/obtained in different currencies, the
risk is the availability and cost of other currencies utilized in the transaction.

6. Sovereign (country) risk - e.g., expropriation, political and/or governmental
action which interdicts the bank’s relationships with its customers.

7. Operational risk - defalcations, errors and omissions and other operational errors.

Most important, these items are primarily future oriented, situation spe01ﬁc and unique to each
bank and time.

The focus on risk-taking as the primary reason why and how the bank earns its interest
revenue points up a number of critical elements.

1. A loan continues for a period of time into the future. The risks do not begin until
the loan is made, and continue for as long as the loan is outstanding. That must
be distinguished from a sale of goods, where the transaction is generally
completed once the goods are delivered.
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2. Risk-taking is based on and the sole result of judgments based upon all available
relevant information. The judgment process, like the risks themselves, is a
continuous one over the time the loan is outstanding. Obviously, the judgmental
process is done by people.

3. Compensation for risks may not, and usually does not, coincide with the
occurrence of the risk, if and when it should actually happen. For example,
compensation for credit risk (if and to the extent actually paid) will invariably be
received before a loan borrower fails to pay it back.

This analysis points to a number of conclusions regarding the principles which ought to
apply for tax purposes. First and foremost, the taking of risk involves primarily the exercise
of judgment, the making of decisions and carrying out of conclusions based upon the analysis
of the facts on which the judgments are determined. That is, and can only be, done by people.

“Thus, interest earned for taking risk is earned by people, and where they perform their functions

is where that income is earned. In the case of risks, that is where the risks are managed.

Second, the income earned by accepting and taking risks needs to be sourced at the same
place where the risks will impact if they should happen. Among the major implications for
taxing the financial services enterprise is the problem of losses. If the lender is earning or
entitled to interest as compensation for taking risks, the principal one being risk of credit loss,
it ought to follow that the tax effect of that loss be the same as the interest income previously
taxed. For example (and for illustration purposes only), assume a state taxes an out-of-state
bank on the basis of a single factor receipts formula and the bank, aside from its business in its
home state, makes a single $25MM loan to a customer in that state, for a 5 year term. For the
first 3 years, the borrower pays the interest due (no principal payments being required until the
end of the term) which are taxed by the state. In the fourth year, the borrower develops severe
financial difficulties and ceases to pay interest. The bank finally determines at the beginning of
the fifth year that it can and will collect none of the principal of the loan, and charges it off as
a bad debt loss. In the fifth year, of course, the bank has no receipts attributable to the state.
Therefore, the state has had the benefit of taxing the bank’s compensation for taking the credit
risk, but has avoided having to give any tax benefit for the loss actually suffered. That result,
of course, mirrors the situation in the bank’s headquarters state if it has adopted the same
apportionment rules: it taxes none of the revenue, but would suffer the full impact of the bank’s
bad debt charge-off.

Such a result clearly is wrong. While the existence of the erroneous result should be
obvious, the reasons why are not so evident. One reason is simply that an absence of any
deduction for additions to loan loss reserves (which will result from following the concepts used
in determining Federal taxable income) guarantees a mismatching of income and expense.
However, even the use of loan loss reserves for tax purposes does not solve the problem, since
the bulk of the actual loss will occur and be deducted after the loan goes bad and interest income
has ceased. A receipts factor simply does not, and probably cannot, give proper recognition to
the reasons why a bank receives interest income in return for or as compensation for taking risk.
It is thus important that the interest income and the impact of risks be reflected in the same
taxing jurisdiction, whenever those elements occur.




Proper analysis of these considerations leads to the conclusion that sourcing receipts in
the form of interest on loans by the location of the borrower distorts unfairly and unrealistically
the proper taxation of that income. It simply does not properly reflect where and how the
income was earned - by people analyzing data, making judgments and carrying out decisions.
It does not, and probably cannot, assure that the consequences of risk-taking (i.e., losses) be
reflected and the tax benefits be obtained in the same places that the income was taxed before
the risks actually occurred.

Such an analysis inevitably points to the conclusion that the New York State approach
to sourcing interest revenue, based on the location of lending decisions and loan management,
is the proper basis for sourcing such receipts.

Haskell Edelstein

January 16, 1991
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Exhibit I

How Should the Income
of Banks With Multistate
Operations Be Allocated?

The “market state” approach, which several states have adopted and others are considering, will
produce distorted results. The author argues for a uniform system accepted by all states that
generally taxes income where services are performed but also recognizes market states’ demands.

By Haskell Edelstein

n 1986, after many years of
quiescence, the states began to
rethink approaches to the tax-
ation of banks having multi-
state business. With the develop-
ment of a proposal by the
Multistate Tax Commission (MTC)
and its almost immediate adoption
by Minnesota, a new era began. Al-
though the MTC has not yet com-
pleted work on its draft proposals,
several other states have proceeded
to adopt various new approaches to
taxing banks, focusing particularly
on those without physical presence,
but having customers in the state.
(See Pickhardt, “Determining
Nexus for Banks in Market States,”
2 JMT 10 (Mar/Apr 1992).)
The new approach, in general,
seeks to extend income-based taxes

HASKELL EDELSTEIN is Senior Vice President
and General Tax Counse! of Citicorp in New
York. This orficle is based on moterial pre-
sented ¥ 6 group of banks brought fogether
under the oegis of the Multistate Tax Com-
mission, the Federation of Tox Administro-
fors, the Americon Bonkers Association, ond
Financial Institutions Stote Taxotion (FIST)
Cedlition in an ongoing process of seeking
on occepioble uniform set of rules for the
stotes’ faxation of mutistote finonciol institu-
Hons.

to banks when their only connec-
tion with the state is having cus-
tomers located in the state, as bor-
rowers, credit card holders, or users
of the banks’ services. That is
known as the “market state™ ap-
proach, and it may be distinguished
from the “headquarters state™ or
“money center state” approach,
which views banks as being subject
to tax based on income only where
they have a physical presence and
where they perform their activities.

In general, the dispute focuses on
which states may tax a transaction
when the customer and the location
at which the service is rendered are
different. In the case of banks, since
money is an intangible, a related
issue is: Exactly what service is
being rendered? In view of most
states’ need to raise revenue, banks
are merely the first target of such
legislation. Legislation aimed at
other service-based industries, such
as travel agencies and law and ac-
counting firms, will likely follow.

At least as applied to financial
institutions, these new approaches
have focused on two critical ele-
ments:

Nexus—extending the taxing juris-

diction of a state from one based on
physical presence to one based on
the location of a minimum number
of customers or dollar amount of
loans to customers located in the
state.

Sourcing of interest income—
changing the sourcing of interest re-
ceived on a loan from the place
where the loan is made and admin-
istered to the location of the bor-
rower.

In addition to these changes, a
few states have adopted a new ap-
portionment formula based on a
single receipts factor, and one state
(Indiana) now taxes banks domi-
ciled in that state on their entire
U.S. income, with a credit for taxes
paid by the bank on that income to
other states. (See Stroble, “Indiana
Amends Financial Institutions
Tax,” 1 JMT 39 (Mar/Apr 1991).)

The focus on the location of bor-
rowers, the sourcing of interest in-
come, and the reliance on receipts
in the apportionment of income ne-
cessitate a clear understanding of
the nature of lending in reaching
proper conclusions as to how a
bank earns interest income and
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where that income is earned. In
other words, why is a lender ent-
tled to interest at all?

RISKS INCURRED BY BANKS

The key element of the bank's role
as “financial intermediary™ (be-
tween borrowers and suppliers of
funds) is that of taking risks. Inter-
est rates charged by banks on com-
mercial loans are usually deter-
mined by the creditworthiness of
the borrower. The best, most
creditworthy borrowers pay only
base or “prime” rate, while those
less creditworthy pay higher rates.
But that credit risk is only one of
many risks a bank undertakes in
making a loan.

A litany of other risks incurred
by banks encompasses the follow-

ing:

1. Credit risk—the risk that the
loan will not be repaid.

2. Interest rate risk—the risk that
the cost of funds over the term
of the loan will exceed the inter-
est charged to the borrower.

3. Liquidity risk—the risk that the
bank will not be able to obtain
or retain the funds necessary to

" lend to the borrowers or to
repay liabilities, including de-
posits.

4. Event risk—the risk of sudden
political, military, or natural
events that prevent the bank
from carrying out the lending
and repayment functions.

5. Foreign exchange risk—the risk
that when funds are lent or ob-
tained in different currencies,
the other currencies used in the
transaction may not be available
or may fluctuate in value.

6. Sovereign (country) risk—e.g., .
the risk of expropriation or po-
litical or governmental action
that interdicts the bank’s rela-
tionships with its customers.

7. Operational risk—the risk of er-

rors, omissions, and other oper-
ational failures.

Most important, these items are
primarily future oriented, situation
specific, and unique to each bank
and time.

The focus on risk-taking as the
primary reason why and how banks
earn interest revenue points up a
numbser of critical elements.

A loan continues for a period of
time into the future. The risks do
not begin until the loan is made,
and continue for as long as the loan
is outstanding. That must be distin-
guished from a sale of goods, where
the transaction is generally com-
pleted once the goods are delivered.
Risk-taking is based on, and the
sole result of, judgments derived
from all available relevant informa-
tion. The judgment process, like the
risks themselves, is continuous
over the time the loan is outstand-
ing. This judgmental process is
done by people.

Compensation for risks usually
does not coincide with the occur-
rence of the risk, if and when it
should actually happen. For exam-
ple, compensation for credit risk (if
and to the extent actually paid) in-
variably will be received before a
borrower fails to pay back a loan.

This analysis points to a number
of conclusions regarding the princi-
ples that ought to apply for tax
purposes. First and foremost, tak-
ing risks involves primarily exercis-
ing judgment, making decisions,
and carrying out conclusions based
on the analysis of the facts on
which the judgments are deter-
mined. That is, and can only be,
done by people. Thus, interest
carned for taking risks is earned by
people, and where they perform
their functions is where that income
is earned. In the case of risks, that
is where the risks are managed.

Second, the income earned by ac-
cepting and taking risks needs to be
sourced at the same place where the
risks will impact if they should hap-
pen. Among the major implications
for taxing the financial services en-
terprise is the problem of losses. If
the lender is earning or entitled to

interest as compensation for taking
risks, the principal one being risk of
credit loss, it follows that the tax
effect of the loss should be the same
as that of the interest income previ-
ously taxed. For example, assume a
state taxes an out-of-state bank on
the basis of a single-factor receipts
formula and the bank, aside from
its business in its home state, makes
a single $25 million loan to a cus-
tomer in that state, for a five-year
term. For the first three years, the
borrower pays the interest due (no
principal payments being required
until the end of the term), which is
taxed by the state. In the fourth
year, the borrower develops severe
financial difficulties and ceases to
pay interest. The bank determines
at the beginning of the fifth year
that it can and will collect none of
the principal of the loan, and
charges off the loan as a bad debt.
In the fifth year, the bank has no
receipts attributable to the state.
Therefore, the state has had the
benefit of taxing the bank's com-
pensation for taking the credit risk,
but has avoided having to give any
tax benefit for the loss actually suf-
fered. That result mirrors the situa-
tion in the bank’s headquarters
state if it has adopted the same ap-
portionment rules: it would tax
none of the revenue, but would suf-
fer the full impact of the bank’s bad
debt charge-off.

Such a result is clearly wrong.
Although the existence of the erro-
neous result should be obvious, the
reasons why are not so evident.
One reason is simply that the ab-
sence of a deduction for additions
to loan loss reserves, which results
from following the concepts used in
determining Federal taxable in-
come, guarantees a mismatching of
income and expense. Even the use
of loan loss reserves for tax pur-
poses, however, does not solve the
problem, since the bulk of the ac-
tual loss will occur and be deducted
after the loan goes bad and interest
income has ceased. A receipts factor
simply does not, and probably can-




not, give proper recognition to the
reasons why a bank receives inter-
est income in return for or as com-
pensation for taking risk. It is thus
important that the interest income
and the effect of risks be reflected
in the same taxing jurisdiction,
whenever those elements occur.
There is a further circumstance
that illustrates the problems gener-
ated by the use of a receipts factor
in apportioning the interest income
of a bank. Many loans are made at

. .. |
Income from services
should be taxed where
the services are
performed.

floating interest rates—the rate of
interest is tied or related to an inde-
pendent market rate of interest
(e.g., U.S. Treasury interest rates,
LIBOR—London interbank offered

rate, prime rates) and, accordingly,’

the rate of interest payable changes
at regular intervals during the term
of the loan. To the extent that the
element upon which the interest
rate is based reflects the cost of the
funds the bank obtains to make the
loan, the “spread™ (i.e., the differ-
ence between the interest received
and the interest paid by the bank)
remains constant over the term of
the loan. In an apportionment for-
mula using only gross receipts,
however, shifts in apportionment of
income will occur because (1) fixed
rate loans will continue to generate
the same gross income while (2)
gross receipts from floating rate
loans go up and down, yet (3) net
income (the spread) from the float-
ing rate loans will remain un-
changed. Thus, a state’s share of in-
come apportioned on the basis of
gross receipts can increase or de-
crease even though no changes
occur either in the manner in which
the lending is carried out or in the
net income from such activity.

These considerations suggest that
although the receipts factor in an
apportionment formula is appropri-
ate in the case of a business selling
tangible property, the nature of the
lending business is such that re-
ceipts will be both misleading and
distortive, since changes in receipts
can occur for reasons unrelated to
either the level of income being
earned or the way in which the
business is conducted. The impor-
tance of this conclusion derives
from understanding a major pur-
pose of an apportionment for-
mula~—to fairly determine the por-
tion of a business’s income that
may be attributed to a particular
state. One element clearly is where
income is earned. In the case of fi-
nancial services, however, the use
of receipts often produces distorted
results under those principles.

The changes in state approaches
to the taxation of banks, noted
above, come at a time when the fi-
nancial services industry itself is un-
dergoing significant changes. New
financial products are being devel-
oped and used, new\competition is
arising both from financial institu-
tions that are not banks and from
banks owned by companies in other
types of business, and the existing
geographic barriers that presently
prevent banks from operating by
way of branches across state
boundaries are being reconsidered.

EQUITABLE SYSTEM
REQUIREMENTS

Given these changes in both the fi-
nancial services business and the
tax rules, it is imperative to develop
a workable and equitable system
for taxing financial, and other ser-
vice-related, institutions to achieve
a tax regime that:

1. Is fair and equirtable to all states.

2. Prevents rwo or more states
from asserting the right to tax
the same income.

3. Is simple to understand and

apply.

4. Makes compliance and auditing
easy to achieve without undue
expense to either the taxpayer or
the tax collector.

§. Contains rules that are deter-
mined by the nature of the busi-
ness or product rather than by
the character of the institution
doing the business.

To measure the practicality and
theoretical justification of a particu-
lar approach to taxing financial in-
stitutions, a conceptual framework
is essential as a measurement tool.
To develop that tool, the nature of
lending money must be examined.
The lending of money can be char-
acterized in several different ways:

1. It can be viewed as a service
business in which the lender re-
ceives interest income from the
borrower for taking risks and
managing those risks. The work
of analyzing the data and mak-
ing the decision to undertake the
risks involved in a loan, as well
as the ongoing evaluation and
decisions required during the
term of a loan, constitutes the
rendering of a service to the bor-
rower for which the lender is
compensated through the pay-
ment of interest.

2. A lender holding a portfolio of
loans is acting in the nature of
an investor holding a portfolio

. of bonds. Under this characteri-
zation, lending is equivalent to
investment management, in that
the bank determines first to
make the loan investment, and
simultaneously or from time to
time thereafter determines how
and whether to alter the invest-
ment portfolio through sales of
portions by way of participa-
tions, syndications. or securitiza-
tion.

3. A bank or other financial insti-
tution acts as a financial inter-
mediary by obtaining and pool-
ing available funds (obtained
through deposits or borrowing)
for the purpose of investing
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those funds in loans. The lender
gathers funds and lends them for
a “commission” equivalent to
the net spread between the cost
of funds and the interest paid by
the borrower. The financial in-
termediary also takes risks, and
is also compensated by the net
interest spread. This is, in
essence, providing a service to
both the sources and users of the
funds.

4. A bank or other financial insti-
tution acts as the lessee of
money because the lending of
money for interest is the equiva-
lent of renting a car to the user-
lessor.

Several points need to be noted
in viewing each of the foregoing
characterizations of lending money:

1. The service element is para-
mount in items 1, 3, and 4.

2. The customer-borrower is of rel-
atively little importance in item
2, in the sense that any benefit
to the borrower is incidental to
the creation and management of
a portfolio for the benefit of the
financial institution itself. In-
deed, changes in the loan portfo-
lio will usually change the risks
involved, so that the compensa-
tion will change depending on
the ebb and flow of such risks.

3. Items 2 and 3 may also be
treated as the activity of invest-
ment banking—the lender may
not take a position in the loan
itself, and is thus essentially ren-
dering the service of arranging
for sources of and access to

funds.

4. Item 4 suggests the strongest
linkage to the location of the
customer as an important ele-
ment in determining where in-
come is derived, i.e., the “loca-
tion” of the funds “rented” is
the basis on which the lender’s
income is earned.

The foregoing discussion deals
only with the activity of lending

money, and the role of the financial
institution in that process. In addi-
tion, financial services involve other
activities in the nature of services
that may involve taking or accept-
ing risks (either credit or other
kinds of risks) without lending
money or otherwise creating assets
(receivables), or creating assets
without credit risks. Some activities
involve purely service activities that
do not involve either external risks,
i.e., risks due to conditions beyond
the control of the financial institu-
tion, or the creation of assets on the
books of the financial institution.

Such activities generally have lit-
tle element of customer relationship
or “contact” with any state other
than that of the location of the op-
erations or activities providing the
service, although that does not sug-
gest that more substantial contacts
with the location of the customer
cannot be formulated.

In general, several conclusions
can be made from the use of this
conceptual framework:

1. Most formulations of the busi-
ness of lending money tend to
suggest that it is heavily service-
oriented, thus focusing activity
on the location where the service
is performed. Since this result
would be unfavorable to market
states, strict adherence to those
formulations may not achieve
the required results.

2. The business of lending should
be viewed and treated separately
from all other services provided
by financial institutions, such as
by applying different sourcing
rules for receipts or different
weighting of factors in the ap-
portionment formula.

3. Rendering a service without cre-
ating an asset, i.e., an intangible
in the form of a loan or receiv-
able, should be treated the same
as any other service for tax pur-
poses—such as travel agent,
lawyer, doctor, advertising
agency, etc.

The various ways of characteriz-

.ing the lending business, as well as

the other functions of the financial
services business, strongly lean in
the direction of service. If the appli-
cable principle for taxing the in-
come of a service business is that
income is to be taxed where it is
earned, income from services
should be taxed where the service is
performed. Financial services also
have two unique characteristics:

1. There is an undertaking and
management of risk, which in-
cludes, but is not limited to,
credit risk that the customer will
fail to repay its loan.

2. Some activities only incidentally
involve providing services to a
customer—e.g., trading in secu-
rities, currencies, etc.

Giving recognition to those spe-
cial elements is appropriate, so that
the location of the customer is of
more significance in the case of
credit risk, while the income result-
ing from the performance of trad-
ing activities should be taxed where
those activities occur.

PROPOSAL FOR A FRESH
APPROACH

In formulating the following pro-
posal, certain elements were consid-
ered critical:

1. The rules need to be adopted
uniformly by all states, to avoid
conflicting rules that can result
in multiple taxation of the same
income by two or more states.

2. Compliance costs and audit is-
sues need to be minimized. All
rules should be bright-line tests.
No reburtable presumptions
should be included, other than
an overall authority to modify
the rules to prevent evasion or
substantial avoidance of tax in
egregious cases. A standard
form of return should apply to
each state with respect to at
least (a) net income (Federal tax-
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able income); (b) apportionment
fcrmula calculations; and (c)
nexus determinations.

Nexus must be readily deter-
minable prior to the beginning
of a taxable year, based on
point-in-time data.

Information needed to comply
with the tax rules should be lim-
ited to data collected by the tax-
payer in the normal course of its
business.

w

&

w

Apportionment formula ele-
ments should be determined by
averaging the quarterly amounts
during the taxable year.

These considerations suggest a
proposal regarding nexus and
sourcing of receipts in the case of
banks, other financial institutions,
and service-related businesses that
could achieve results acceptable to
all states. This consideration is the
most important, because the appli-
cation of inconsistent rules by vari-
ous states can result in a financial
institution being taxed on more
than 100% of its income by all
states in the aggregate. That cir-
cumstance must be avoided, as it is
unfair to taxpayers who would be

taxed on the same income by two

or more states. For example, if a
bank in State A performed all of its
activities there, and had no office
elsewhere, State A could claim the
right to tax 100% of the bank’s in-
come. If State B, where some of the
bank’s customers were located,
claimed the right to tax 20% of the
bank’s income on the basis of the
bank’s receipts being sourced by the
location of its customers, the bank
would, in effect, be taxed on 120%
of its income. Thus, the following
proposal is intended to be uni-
formly applicable to avoid such
multiple taxation, as well as for
; ~ticability in compliance and ad-
ministration.

Factors Considered

Nexus for a taxable year should be
determined on the basis of data

available before the end of the pre-
ceding taxable year, and it should
consider the following:

. A physical presence (a branch or

other office) in the state.

2. A minimum number of credit
card customers located in the
state.

3. A minimum number of other
borrowers located in the state.

4. A minimum dollar amount of

loans to borrowers in the state.

b

The location of the borrower
should be determined on the basis
of the mailing address for bills, as
shown on the lender’s records. Due
to the distinction in numbers of
customers and volumes in the case
of the credit card business, a sepa-
rate test is appropriate, since credit
cards are frequently issued by
banks exclusively in that business.
Finally, if and when interstate
branching by banks is permitted by
Federal law, no nexus should exist
as to any state if a bank is not per-
mirted by the laws of that state to
operate a branch in that state.

Apportionment of income should
be determined on the basis of a
three-factor formula:

« Payroll—double weighted.

. Property—limited to tangible
property and loans, and receiv-
ables in the nature of loans.

. Deposits and borrowings (includ-
ing all stock except common and
perpetual preferred stock).

In viewing this proposal, several
items should be noted with respect
to the reasons for certain aspects of
the proposal:

1. The payroll factor, double
weighted, gives proper recogni-
tion to the services aspect of
the business.

2. The property factor is easier to
deal with than the receipts fac-
tor, but serves the same func-
tion of representing the cus-

tomer location element. Since
loans are the principal property
that generates income, and tan-
gible property is a proper ele-
ment in determining location of
activities, both types should be
included in the property factor.

The deposits-borrowing factor
represents the other side of the
financial intermediary function
of the business (i.e., the funds-
gathering function as opposed
to the funds-investment lending
function). Since deposits are
only one source of funding for
loans, and are not available to
financial service businesses that
are not banks, other sources of
funds must be taken into ac-
count. Since these other funds
cannot be traced to their
sources (e.g., the holders of
marketable securities are usu-
ally not easily determinable),
these sources must necessarily
be attributed to the borrower’s
headquarters location.

The traditional-receipts factor
is not included for several rea-
sons; the same result and ele-
ment is reflected in the intangi-
ble property factor with regard
to loans, and receipts are more
difficult to locate and involve
fairly complex recordkeeping.
In addition, when receipts from
loans reflect floating interest
rates, they distort the formula
because an increase in receipts
really reflects the costs of funds
supplied, which is not a func-
tion related to the borrower.

Sources of funds other than de-
posits cannot practically be
traced, so such other sources
are best located where they are
gathered and managed.
Limiting the intangible prop-
erty factor to loans and receiv-
ables in the nature of loans
takes into account that other
types of intangibles do not re-
late to a specific customer (e.g.,
trading assets). Thus. loans
should encompass all intangi-
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bles involving both the creation
of a receivable and the presence
of a credit risk. Loans should
thus include all leasing when
the financial institution is the
lessor, regardless of the Federal
income tax treatment (but only
for apportionment purposes).
All income, except sales of
businesses (including bank
branches) and real estate used
for business operations, should
be business income. The types
of income that constitute non-
business income in the case of
mercantile and manufacturing
corporations clearly constitute
income from the ordinary busi-
ness conducted by financial ser-
vices corporations.

Deposits should generally be
defined as money paid to the fi-
nancial institution that is sub-
ject to a liability to repay on
demand or at a specific time,
with or without interest, and
the use of which until then is
unrestricted in the hands of the
recipient and is not represented

- by a marketable instrument

10

11,

(except money orders and trav-
elers checks).

Nexus should not exist in any
case in which the corporation
is not permitted, under state
law, from conducting business
through a branch (in the case
of a depository institution) or
office located in the state.

If the state includes Subpart F
income in U.S. taxable income
as the tax base, the controlled
foreign corporation should be
treated as if it were a branch of
its U.S. parent, and therefore
its payroll, property, and
sources of funding (from third
parties) should be included in
the apportionment formula.

In the case of sourcing loans
under the intangible property
factor of the apportionment
formula, all loans should be
sourced by billing address. For
loans acquired by the holder by

way of syndications or partici-
pations, the billing address
should be that of the borrower,
even when the loan is adminis-
tered by another financial insti-
tution as agent. This approach
is consistent with the “eco-
nomic presence” theory that a
lender has a presence in a state
based on where the borrower is
located, regardless of how the
loan was acquired. On the
other hand, it is inconsistent
with the economic reality that
the lender-taxpayer is merely
investing in a portfolio-type in-
vestment under the second sce-
nario of the framework, dis-
cussed above. ‘

CONCLUSION

The foregoing proposal seeks to
give due consideration to a number
of elements, including the nature of
the financial services business, the
role of both customers and perfor-
mance of services, and the need for
simplicity and certainty of rules. Al-
though there may be more precise
measurements (such as the gross
profitability of each type of finan-
cial product), these considerations
would only substantially increase
complexity and reduce the precision
of data, without necessarily im-
proving the quality of the results.
The proposal seeks to avoid all dis-
tinctions among types of financial
services and products except credit
cards and pure lending activities. It
is hoped that this can form the
basis for a workable system, accept-
able to all states while consistent
with the nature of the financial ser-
vices business. @
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EXHIBIT K: 15

Federal Deposit Insurance Report Package and related documents




FOR COMMERCIAL BANKS:
OMB No. for FDIC: 3064-0052

Expiration Date: 8/31/90
OMB No. for OCC: 1557-0081

Expiration Date: 8/31/90
O e S

: : : : . . : M o. for ?

Federal Financial Institutions Examination Council  Expiration Date: 1131190

SAMPLE

Call Date: March 31, 1989
Report Package for:

Insured Commercial Banks Not
Members of the Federal Reserve
System, National Banks

and Savings Banks

All questions pertaining to the enclosed
forms and their completion should be
directed to the Call Reports Analysis
Unit, telephone toll free (800) 424-5101,
or call (202) 898-6607

Federal Deposit Insurance Corporation
Call Reports Analysis Unit

550 17th Street, NW, Room F-574
Washington, DC 20429

Federal Deposit Insurahce Corporation
Office of the Compitrolier of the Currency
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Federal Deposit Insurance Corporation, "Statistics on Banking 1987"
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Ferguson, Fred E., ""State Taxation of Financial Institutions", Bank
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Bank Administration Institute
Multistate Taxation of Banking
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STATE TAXATION OF FINANCIAL INSTITUTIONS
o Current Developments -- 1990

'L RECENT TRENDS IN BANK TAXATION

A. Market States vs. Money Center States

1. Market States - Minnesota, Indiana and Tennessee have all recently established aggressive tax
policies aimed at taxing the income of out-of-state financial institutions doing business with state
residents. Based on the perception that they are market states (financial institutions are not heavily
concentrated in the states and the states are net borrowers of capital) rather than money center states
(financial institutions are heavily concentrated in the state and the state is a net lender of capital).
All three states, in order to generate increased revenues, have chosen to attribute financial institution
earnings to the place where the customer resides as opposed to the state from which the lending
bank operates. However, different formulas were selected to achieve this result.

a, Minnesota - In 1983, Minnesota enacted a weighted three-factor formula of receipts (70%),
property including intangibles (15%), and payroll (15%). Receipts are sited to the residence of
the borrower or where the property securing the loan is located. Income from services is sited
to the place of consumption, not the place of performance. Property is attributed to the state
where located, with intangible assets sited to the location of the borrower. Payroll is attributed
to Minnesota if the employee is employed with the state, actually working there, or is
accountable to an office with the state.

b. Indiana - In 1989, Indiana enacted a single factor gross receipts formula for its non-resident
taxpayers. Resident taxpayers are taxed on their income from all state operations and granted a
limited credit for taxes paid to other states. The situs rules for gross receipts of non-resident
taxpayers attribute income to the residence of the customer. For example, interest and fee
income from credit card accounts are sited td Indiana if the charges are regularly billed there.

c. Tennessee - Earlier this year, Tennessee adopted a financial institutions tax closely modeled on
Indiana’s 1989 law. The Tennessee tax also imposes a single-factor gross receipts formula, and
adds a presumption of nexus based on the existence of at least $5 million of assets attributable
to Tennessee. The legislation also imposes an additional franchise tax on the value of all
tangible or intangible property attributed to the state.

2. Money Center States

a. New York - New York, in contrast to Minnesota, Indiana and Tennessee, has a heavy
concentration of financial institutions and is a net lender of capital. Accordingly, New York's
apportionment formula reflects a lending perspective. The state uses a weighted three-factor
formula of receipts (40%), deposits (40%), and payroll (20%). Income is attributed to the
location where receipts are processed, services are performed, or credit card loans are made.
Deposits are sited to the branch where they are maintained, instead of to the state where the
depositors reside. )

B. Multistate Tax Commission Regulation

The conflict between money center states and market states and the ability of the state to tailor its situs
rules and apportionment formulas to maximize revenue, illustrates the potential for multiple taxation of
financial institutions operating in a multistate environment. In 1989, the MTC proposed draft regulations
for the uniform apportionment of income from financial institutions that generally adopt a market state
approach. After considering written comments, the proposed regulations were noticed for hearing earlier
this year."

The proposed regulations are to apply to income derived from the business in only those states where the
taxpayer exercises its corporate franchise or transacts business. This includes states where the taxpayer
owns property in the state, makes loans secured by property in the state, has employees in the state, or
“engages in regular solicitation” in the state. The regulations provide that a financial institution is

i ©  Copyright 1990, Price Waterhouse - State Tax Policy
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presumed to be engaged in regular solicitation if it: a) has debtor/creditor relationships with 100 or
more state residents; b) has an average of $10 million in assets in the state; or c) has more than
$500,000 in receipts attributable to sources within the state. The presence of certain property in the
state (e.g., syndicated loans, REMICs, REITs, money market securities) will not be sufficient to find a
taxable nexus if the taxpayer’s sole activity in the state is evaluating, acquiring, maintaining and/or
disposing of such property.

" Hearings on the regulations have been held as follows:

Washington, DC - August 21, 1990
San Francisco, CA - August 23, 1990
Chicago, IL - December 3, 1990
Atlanta, GA - December 4, 1990

SIGNIFICANT STATE BANK TAX DEVELOPMENTS - 1990

Listed below is a summary of banking legislation introduced in the states during the 1990 legislative session.
Although not exhaustive, the listing contains several proposals that did not pass but are included as indicative
of potential future legislation.

ALABAMA, HB 944
Financial Institutions Excise Tax

HB 944 amends the definition of "Financial Institution" in Alabama’s Financial Institutions Excise Tax
to include "regulated financial corporations”, which are further defined as banks or thrift institutions
incorporated in the United States or any foreign country which are engaged in the business of
receiving deposits, or which hold a bank charter.

This legislation would effectively expand the scope of Alabama’s Financial Institutions Excise Tax to
include business activities conducted in Alabama by both out-of-state national banks and out-of-state
state chartered banks. The bill failed to pass.

CALIFORNIA, REGULATION 23183
Definition: Financial Corporation

The Franchise Tax Board (FTB) has released a portion of draft regulations with respect to banks and
financial institutions. Reg. Sec. 23183, which defines the term "financial corporation,” was the
subject of a public hearing on October 15, 1990. Notice and hearing schedules for two other
regulations, Reg. Sec 23181-23183 (Doing Business-Financials and Banks) and Reg. Sec. 25137
(Apportionment and Allocation of Income with Respect to Banks), have not yet been announced. It is
anticipated that these two regulations will be publicly noticed before the end of the year.

CALIFORNIA, REGULATION 25137-10
Combination Regulation for Financial and Non-Financial Corporations

California Regulation 25137-10 outlines the use of combined reports for general corporations with
financial subsidiaries. Specifically, the regulation provides for the allocation and apportionment of
unitary business income where that business consists of a general parent corporation whose
predominant activity is other than financial activity, and a unitary subsidiary created to perform
financial activities.

The regulation modifies the standard 3-factor apportionment formula by including in the property and
sales factors receivables from financial activities (and amounts realized from such receivables) of the
general corporation and its financial subsidiary. The regulation applies to taxable years beginning on
or after January 1, 1989, and was adopted by the California Franchise Tax Board July 17, 1990.
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CALIFORNIA, BARCLAYS BANK CASE
Unitary Combination with Foreign Parent Companies

The California Appellate Court has scheduled Barclays Bank v. Superior Ct. of Countf' of Santa Clara
(Super. Ct. of Cal., Doc. S010394, May 30, 1989), for oral argument on November 12, 1990. This
case is of particular importance to those filing combined returns in California with foreign parent
companies. The lower court found such filing to be unconstitutional but neither the California
Franchise Tax Board (FTB) nor the State Board of Equalization (SBE) has followed this preliminary
finding. It is anticipated that the court will render a decision by the end of 1990. It is also
anticipated that the California Supreme Court will deny a petition to review the case brought by either
party. The losing party is then expected to petition the US Supreme Court for certiorari.

CONNECTICUT, CALLY CURTIS CASE
Minimum Nexus Requirements

The US Supreme Court has denied certiorari for Cally Curtis Co. v. Groppo (Ct. Sup. Ct., Doc.
13733 March 27, 1990), a case from Connecticut relating to the minimum nexus requirements
required for sales and use tax purposes. By taking this action, the Court has validated the lower court
decision in favor of the taxpayer. Although the cdse deals with the presence of video tapes within the
state, it may have broad implications, for instance, with respect to credit card nexus for banks.

The lower court in Cally Curtis Co. specifically held that the presence of instructional video tapes in
the state, leased by the taxpayer to unrelated entities in the state and shipped using common carriers,
did not establish nexus. Cally Curtis is headquartered outside the state, maintains ownership of the
individual tapes sent into Connecticut and has no additional presence within the state. By decision of
the court, Cally Curtis has no liability for the collection of sales and use tax for the video tapes.

FLORIDA, CS FOR HB 3695
Intangibles Taxes

This bill increases Florida's tax on intangibles (stocks, bonds, year-end accounts receivable and mutual
funds) from 1 mill to 1.5 mills of value ($1.50 per $1000). Banks and savings and loans subject to the
intangibles tax are now eligible for a credit against their corporate income tax equal to the lesser of
65% (previously 40%) of their income tax liability or the amount of the intangibles tax. In addition,
banks are also granted a new credit against the intangibles tax equal to 33% of the prior year’s
intangibles tax liability, reduced by the amount of the credit taken against their corporate income tax.
These provisions are part of a $1.3 billion tax and fee increase that became law on June 21, 1990
without the signature of Governor Martinez (R).

HAWAII, HCR 324
Equitable Tax Policy for Financial Institutions

House Concurrent Resolution 324 called for a review of financial institutions taxation in Hawaii, and
requested the Director of Taxation to formulate an equitable tax policy for financial institutions. HCR
324 notes that financial institutions are treated differently from other corporations under Hawaii tax
law due to requirements imposed by federal laws that were repealed in 1976.

The Director of Taxation is requested to review the provisions contained in SB 2439 (below), and
submit a report of findings and recommendations, including a draft bill, to the legislature at least
twenty days before the convening of the 1991 Regular Session. The concurrent resolution failed to
pass.

© Copyright 1990, Price Waterhouse - State Tax Policy
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HAWAII, SB 2439
Taxation of Financial Institutions

SB 2439 proposed to subject banks to the corporate income tax and impose the current franchise tax
on state and national banks located and doing business in Hawaii.

SB 2439 failed to pass the Legislature. Sources in Honolulu indicate that industry members are
preparing a report for Hawaii’s 1991 Regular Session that would recommend changes to the current
taxation of financial institutions.

ILLINOIS, PUBLIC INFORMATION HEARING
Taxation of Border Banks by Indiana Bank Tax

An October 17, 1990 meeting was held in Danville, Illinois, by Governor James R. Thompson (R)
and a group of border banks in Illinois to discuss hardships caused by the new Indiana tax on financial
institutions, Discussions centered around the increased costs of new loans to Indiana customers and
the withdrawal of Illinois banks from the Indiana financial market as a result of the tax.

In addition, the Illinois Bankers' Association (IBA) is reportedly conducting a survey of all Illinois
banks regarding their cross-border business activities, specifically with respect to Indiana activities.
The Community Bankers' Association of Illinois (CBAI) has also sent surveys to Illinois banks
recently, and the IBA study is intended to supplement this data.

ILLINOIS, SB 1728
Financial Institutions Tax Act

SB 1728 was a "shell" bill that was meant to carry a retaliatory bank tax intended to counter the
taxation of certain Illinois banks by Indiana’s newly enacted (1989) bank tax.

The sponsor of SB 1728, Senator Harry "Babe" Woodyard, represents a district on the border between
Illinois and Indiana that contains several Illinois banks which may be subject to Indiana's tax on
banks. Although SB 1728 was never voted out-of the Finance Committee, the Senator has indicated
that he will introduce similar legislation during the next Regular Session.

Senator Woodyard participated in a public information hearing on October 17, 1990, which was called
by the Governor of Illinois to discuss the impact of the Indiana bank tax on Illinois banks. The
"border bank" problem of increased taxes that Illinois banks face due to the new Indiana tax is
considered a substantial political issue for the economic future of both states.

INDIANA, REGS. 45 IAC 17
Financial Institutions Tax Regulations

On June 19, 1990, the Indiana Department of Revenue released a proposed draft of Financial
Institutions Tax Regulations designed to administer the bank tax enacted last year (HEA 1625).
Written comments were accepted through July 25, 1990. The Department held a public hearing on the
proposed regulations on September 24, 1990. Since that date, only non-substantive amendments have
been made to the regulations. They are expected to be finalized by December 31, 1990.

© Copyright 1990, Price Waterhouse - State Tax Policy
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INDIANA, HB 1395
Amendments to Financial Institutions Tax

HB 1395 contains amendments to 1989 HEA 1625, Indiana’s newly-enacted Financial Institutions Tax.
The bill provides that members of a unitary group under the new Act must be either a holding
company, a regulated financial corporation, a subsidiary of either, or an entity that conducts the
business of a financial institution. ‘

HB 1395 also provides that if a taxpayer’s average quarterly franchise tax liability for the preceding
year exceeds twenty thousand dollars, the taxpayer is to remit payment via electronic funds transfer.
This bill was adopted and signed by the Governor on March 15, 1990.

INDIANA, HEA 1625 (1989)
Corporate Income Tax for Banks

Last year, Indiana enacted a corporate income tax for banks and other financial institutions that
imposes on each taxpayer a franchise tax measured by net income for the privilege of exercising its
franchise or transacting business in Indiana. The new tax consists of a residence-based tax for resident
taxpayers (taxed on total net income with credits for taxes paid to other states), and a source-based tax
for non-resident taxpayers (taxed on net income apportioned to Indiana using a single receipts factor).
The tax applies only to corporations transacting the business of a financial institution in Indiana;
however, the definition of transacting business in Indiana is significantly expanded under the Act.
Previously, banks in Indiana were subject to a net worth tax on deposits and a tax on income from
intangibles.

IOWA, REGS. 701-59.25-28
Regulations for Financial Institutions

The new lowa regulations are designed to implement existing statutory law with respect to financial
institutions doing business in lowa. Reg. 701-59.25 defines "doing business" and provides a non-
exclusive list of activities used to determine when a financial institution is carrying on business in
another state, and therefore is able to allocate or apportion its income. Reg. l?(')1-59.26 deals with
determining when an affiliated group of financial institutions have a unitary relationship. Reg. 701-
59.28 provides apportionment rules for financial institutions that specify the use of a single-factor
formula measured by gross receipts, and provide detailed sourcing rules. The rules were adopted
December 20, 1989, and are effective for tax years beginning on or after June 1, 1989.

MARYLAND, REPORT
Taxation of Financial Institutions in MD

On April 12, 1990, the Maryland Department of Fiscal Services (under the auspices of the General
Assembly) issued a report to members of the General Assembly on the taxation of financial institutions
in Maryland. The report highlights changes occurring in the industry and in other states, and analyzes
Maryland’s financial institutions franchise tax in light of these changes.
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MASSACHUSETTS, HB 2211
Income Tax on Financial Institutions

The legislation proposes a new two-factor net income tax for financial institutions, including the
following key provisions:

o Apportionment of income by both in-state and multistate banks, using the receipts and payroll
factors. .

o Election to file a combined report.

o Tax rate is lowered from the current 12.54% to 10.5%.

The bill also imposes a 1.32% gross receipts tax on security brokers.
HB 2211 would apply to tax years beginning after October 1, 1990. The bill is currently in the Joint
Committee on Taxation.

MASSACHUSETTS, SB 1317
Income Tax on Financial Institutions

SB- 1317 proposes a new single-factor income tax on financial institutions, as follows:

0 Multi-state banks apportion income based only on a receipts factor.

0 Massachusetts banks are not allowed to apportion, but a credit is available for tax paid to other
states.

o Unitary combined return is required for unitary groups.

0 Tax rate is 12.54%.

L The legislation is effective for tax years beginning after January 1, 1990, and automatically sunsets on

January 1, 1997, reverting back to the current system. By 19“}4, a state commission must be formed
to study the taxation of financial institutions, with a final report due by July 1, 1996. The bill is
pending in the Joint Committee on Taxation.

SB 1317 and HB 2211, propose a new method of tax for financial institutions and establish a source of
funding for low-income housing. Both bills establish a non-profit program to provide revenues for
qualified mortgages to be funded by capital contributions of those financial institutions required to file
returns under the new income tax. Capital coritributions will be required periodically in amounts that
are proportional to each taxpayer’s share of the state’s net income tax. It is not clear whether this
portion of either bill will ultimately become law.

MASSACHUSETTS, HB 3431
Income Tax on Financial Institutions

This legislation proposes a new two-factor net income tax for financial institutions, including the
following key provisions:

0 Apportionment of income using the receipts and payroll factors
0 Tax rate is lowered from the current 12.54% to 10.5%.

HB 3431 would apply to tax years beginning after October 1, 1988. The bill also establishes the
Massachusetts Affordable Housing Assistance Corporation, which is to be funded by taxpayers under
the new bank tax.

HB 3431 is one of several proposals for a tax on financial institutions currently under consideration in
Massachusetts. HB 2211 and SB 1317 are similar proposals, which were all considered in hearings by
the Joint Committee on Taxation on March 20, 1990,
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MONTANA
Ballot Initiative

On November 6, 1990, Montana voters considered repealing all existing taxes on residents and
business, and replacing them with a "trade charge" on business and financial transactions. This charge
would have been levied on every transaction occurring in the state (or partially in-state). The net
effect would be a gross receipts tax on all businesses; such a tax may impose an especially onerous
burden on financial institutions. The "trade charge" would have been 1% of gross value, beginning
on July 1, 1991, and would increase in future years. The referendum was defeated.

NEW YORK, REGS. SEC. 16-2 & 18-2 et seq.
Regulatory Amendment

This regulation amends the combined reporting regulations under the franchise tax on banking
corporations. Specifically, this amendment repeals the "safe-harbor" rule that circumvents mandatory
combination if all intercorporate transactions are conducted at arm’s-length prices. Adopted by the
Commissioner July 30, 1990.

NEW YORK, REGS. SEC. 606.1 et seq.
New Procedural Regulation

* This new regulation allows the Department of Taxation and Finance to pass through certain costs of

audit to financial institution taxpayers only. The Department will assess an additional $110 per hour
of auditor time to banks under audit, beginning immediately. The regulations were finalized on
October 22, 1990.

The New York State Bankers Association is reportedly pursuing a challenge to this regulation in the
state courts.

NEW YORK, SB 7005
Expense Deduction Disallowance

SB 7005 prohibits financial institutions from claiming a deduction for expenses associated with
tax-exempt income. The bill also disallows the bank tax deduction for taxes paid to other states.
This legislation would apply existing income tax restrictions to the bank tax. The Governor’s staff
estimated that SB 7005 would raise $20 million for the state. The bill failed to pass out of the
Finance Committee.

NORTH CAROLINA, INCREASED AUDIT ACTIVITY
Financial Institutions

The North Carolina Department of Revenue has reportedly begun a campaign to audit all financial
institutions conducting business in the state. Audits are reportedly proceeding alphabetically, starting
at the END of the alphabet (currently auditing "N"). The issues typically under examination include
treatment of tax-free municipal bonds and apportionment of income to the state.
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TENNESSEE, SB 2515
Financial Institutions Tax

SB 2515 imposes an excise tax on the net income of in-state and out-of-state banks and other financial
institutions doing business in Tennessee. The legislation also proposes:

A single-factor apportionment formula based on receipts.

A unitary business concept for financial institutions.

An additional franchise tax based on the value of all tangible or intangible property located in

or attributable to Tennessee.

0 A presumption of taxable nexus based on the existence of at least $5 million of assets
attributable to Tennessee.

0 A "throw-back rule" for out-of-state receipts not taxable in the foreign state if the receipts result

from business activity carried on within Tennessee.

[=NeN=]

The legislation is effective for fiscal years ending on or after July 15, 1990. Signed by the Governor.

UTAH, TASK FORCE
Study of Taxation of Financial Institutions

The Utah Tax Commission is reportedly examining the issue of a broad net income tax on financial
institutions in order to push for legislation during the 1991 Regular Session. The bill is likely to be
very similar to that adopted in Tennessee in 1990. No pre-filed legislation has yet been released.

WEST VIRGINIA, HB 4803
Acquisition of Bank Shares

The purpose of HB 4803 is to prohibit a bank holding company with its principal place of business
located outside West Virginia from acquiring, directly or indirectly, five percent or more of the
interest in, or assets of, any bank or bank holding company located in West Virginia. HB 4803 was
signed by the Governor on March 26.

© Copyright 1990, Price Waterhouse - State Tax Policy




EXHIBIT K: 18

Fox, William F., "Taxation of Financial Industries in an Era of
Change", (research paper prepared for the Arizona Joint Select Committee on
State Revenues and Expenditures) (preliminary draft dated March 29, 1989)




\1«

- Preliminary Draft -

TAXATION OF FINANCIAL INDUSTRIES IN AN ERA OF CHANGE

A RESEARCH PAPER
PREPARED FOR
THE
ARIZONA JOINT SELECT COMMITTEE ON
STATE REVENUES AND EXPENDITURES

March 29, 1989

hbfﬂ&m, (@Am ;5
(/m/er\s.-éé;7 A7 lennesee /Mﬂa

- Preliminary Draft -




// 4“’.&\'\
7N
3

o

TAXATION OF FINANCIAL INDUSTRIES IN AN ERA OF CHANGE
EXECUTIVE SUMMARY

The economic environment in which banks and savings and loans do
business has been changing rapidly in recent years. A major
shift has been the broadening of financial institutions' ability
to deliver services outside their state of domicile (legal base).
Technological changes, opening of new markets, and legislation
have combined to allow this increase in interstate banking.
Today, 45 states including the District of Columbia allow some
form of interstate banking. Arizona currently allows interstate
branching through holding companies only, but will permit full de
nova interstate banking effective June 30, 1992. Arizona has
been a leader in allowing financial institutions increased powers
to diversify the services they offer.

Arizona is one of 23 states which tax financial firms (excluding
the insurance industry) under the general corporate tax statutes
rather than applying an industry-specific tax structure. Thus,
the taxes on financial institutions in Arizona have many of the
same problems as the general corporate income tax. But because
financial institutions have unique characteristics and differ
from other corporations in the way they earn their income,

additional factors must be considered when designing a structure
to tax thenm.

There are three major concerns with defining taxable income for
financial institutions. If these concerns are not addressed,
efficiency, or neutrality, within the financial industry and
across industries will be distorted, and Arizona will fail to tax
all income earned in the State. The trade-off, however, is that
by restructuring taxes to address these neutrality issues, the
State could create additional complexity and increase tax
administration and compliance costs.

The first neutrality concern is that Congress has prohibited the
taxation of interest on federal securities under a corporate
income tax. Because this source of income is not taxed in
Arizona, the tax base is narrowed and firms' decisions are
distorted because they have an incentive to place their assets in
federal securities rather than other investments. Since interest
on federal obligations makes up a much larger share of total
income for banks than it does for other corporations, the failure
to tax this income reduces the tax burden of banks relative to
other businesses. Congress has allowed states to tax interest on
federal securities under a nondiscriminatory franchise tax, which
could use net income as a base. So Arizona could enhance tax
neutrality by applying a franchise tax, rather than a corporate
income tax, to financial institutions. ‘

The second efficiency concern is that the three apportionment
factors used in the formula -- sales, payroll, and tangible
property -- are poor proxies for how financial income is earned.
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Thus, Arizona may not be taxing financial firms on their income
earned in the state and, so, may be placing lighter or heavier
tax burdens on these businesses than on other businesses.

Because the formula does not cater to financial institutions,
Arizona may not be capturing its full share of tax revenue. This
problem can be addressed by including intangible property in the

apportionment formula or by weighting the sales factor more
heavily.

The third concern is whether a state can tax a firm which
provides financial services without any physical presence in the
state, through the issuance of credit cards or the use of

-automatic teller machines, for example. If these forms of income

remain untaxed, firms have incentive to change their business
decisions and earn more of their income in this way. Also, if
this type of income is not taxed either in Arizona or in the
state of domicile, foreign firms offering branchless banking
services will have lower taxes and an advantage over Arizona-
based firms. Legal scholars have’ concluded that states can tax
income based on the solicitation of business rather than a
physical presence. Thus, Arizona could tax the income earned
through branchless banking activities. '
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The tax structure imposed on the financial -industry was
developed in an environment where most financial services were
offered within the state of residence and where federal
legislation placed significant limitations on the states'
flexibility in taxing the service. ﬁoth the environment and
federal legislation have changed radically during the past two
decades necessitating new consideration of the tax structure.
The purposes of this paper are to describe énd evaluate taxation
of the financial indusfry in Arizona given the new environment.
The focus is on banks and savings and loans. Firms in other
areas of the financial industry, such as brokers, are not
inclﬁded.

This study is separated into four sections. The first is a
description of the financial industry in Arizona and of trends
towards diversification and interstate provision of services.
Second, the legal basis and current taxation of the industry is
discussed. Next, an analysis of economic issues related to the
tax structure is provided, with emphasis on definition of income
and tax neutrality. Finally, a set of options for revising the

tax structure is given.

Financial Industry

Arizona's Banks and Savings and Loans

Banks and savings and loans operating in Arizona reported

combined assets of $56.14 billion as of September 30, 1988
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(Office of the Superintendent of Banks, 1988a and 1988b). Assets
of Arizona banks were 24th highest among the states (including
DC) in 1986 and savings and loan asséts were 12th in the nation
(U.S. Bureau of the Census). In both cases Arizona is the largest
among the 8 mountain states. |

Arizona hasl47 banks which held $27.31 billion in assets
(48.6 percent of total banks and savings and loans) and operated
725 branches as of September 30, 1988 (Office of the
Superintendent of Banks, 1988a). Thirty-two of the banks are
state chartered, but they only account for $10.46 billion of the
assets and 268 of the branches. The state banks are generally
small, as only 7 have assets above $100 million. Exceptions
include The Arizona Bank ($5.12 billion in assets) and Citibank
($2.85 billion).

The 15 nationally chartered banks have combined assets of
$16.85 billion and a total of 457 branches. Valley National Bank
of Arizona ($9.61 billion in assets) and First Interstate Bank of
Arizona ($6.60 billion) dominate the national banks, as only one
other bank has more than $100 million in assets.

The state's 13 savings and loans have éssets of
$28.83 billion and operate 310 branches. Eight of the savings
and loans, with just over one half of the assets have state
charters and the remainder have federal charters. The larger
savings and loans include Merabank ($7.43 billion in assets),
Western ($6.38 billion), Greét American ($4.02 billion), Pima

($3.34 billion), and Southwest ($2.46 billion).




Trends in Interstate Banking

One of the most important trendé among finéncialf
institutions has been towards the delivery of interstate
financial services. According to the McCarran Act the ability of
nondomiciled banks (banks headquartered elsewhere) to Sranch into
a state is determined by the state's banking laws. Savings and
loans, credit unions, and other financial institutions are not
limited by the McCarran Act and must abide by guidelines of their
regulatory agencies. Generally they can engage in interstate
branching. Also, banks can undertake many interstate activities
without branching, and the McCarran Act only limits their
branching activities. For example, banks can solicit customers
across state lines or offer services through éﬁtomatic teller
machines (ATM) owned by other institutions without engaging in
interstate banking.

Forty-five states including the District of Columbia allow
some form of interstate banking. Sixteen states have legislation
to permit de nova interstate banﬁing, though it becomes effective
at different dates (Table 1). Arizona currently permits
interstate banking through holding companies only, but will
permit de nova banking effective June 30, 1992. According to
Arizona's statutes, banks established after May 1984 must be in
operation at least 5 years before they can be acquired. Though
no statistics are available to allow a precise measure of the

current share of Arizona financial assets owned by out-of-state
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STATE INTERSTATE BANKING LAWS

Nationwide

Regional
Reciprocity
Trigger to
Natioawide

Regional
Recirocity

Alabama

X

Alaska X

Arizona R 6/92

Arkansas

1/89

California

Colorado

7/93

Connecticut

Delaware

District of Columbia

Florida

Georgia

Hawaii

Idaheo X

Illinois

Indiana

Iowa

Kansas

Kentucky X

Louisiana

Maine ) X

Maryland

Massachusetts

Michigan

Minnesota

Mississippi

Missouri
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Montana

Nebraska 1/90

Nevada 7/90

New Hampshira X

New Jersey X

New Mexico _ 7/92

New York X

North Carolina X

North Dakota

Ohio ) X

Oklahoma X

Oregon E X

Pennsylvania : X

Rhode Island _ X

South Carolina : _ X
South Dakota X

Tennessee ) X
Texas 9/2001

Utah X )
Vermont X '
Virginia X
Washington X

West Vi;ginia X

Wisconsin X
Wyoming : X

Dates evidence a change in interstate banking authority as taken from
Kincaid and McCray (1988).

Source: Conference of State Bank Supervisors (1988).
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holding companies, 46.6 percent of assets were held by banks
which were owned by holding companies in 1986 (U.S. Bureau of the
Census). Robert Hawkins of the Advisory Commiséion of
Intergovernmental Relations estimated that 65 percent of state
chartered banks across the natioh are owned by bank holding
companies.

Arizona also allows state chartered banks which are not
meﬁbers of the Federal Reserve System relatively broad poweré to
diversify. For exampie, Arizona is onevof 15 states which permit
securities underwriting by banks, one of 19 which allow
securities brokerage, and one of 24 which permit banks to engage

in real estate development (Table 2).

Current Arizona Tax Structure

Historical Limitations on Taxing Banks

Constitutional restrictions and Congressional action have
formed state taxation of financial institutions. Commerce
Clearing House (1988) has said it well, "The methods prescribed
for the taxation of national banks set Ehe pattern for taxation
of all important members of the group." Constitutional
restrictions on taxing national banks go back to the case of

McCulloch v. Maryland (1819) which limited the ability of one

level of government to tax another. The court finding in the
McCulloch case has been interpreted to mean that states can only

tax national banks to the extent permitted by Congress.




TABLE 2

. STATE DIVERSIFICATION LEGISLATION
B FOR INTERSTATE BANKING

S

Real Estate Securities
Insuraoce- Equity Real Estate Securities Brokerage/Ne
. Under- Insurance Partici- Devel-~ Real Estate Under— Under-
writing Brokerage pation opmeat Brokerage writing vriting
" Alabama X
Alaska
Arizona X X X X
Arkagsas Xz X
California X £ X
Colorade X X
Connecticut X X b4
Delaware X X X
District of Columbia
Florida X X X X
Georgia X
Hawaii
Idaho
{ Illinois
Tndiana X X X
Iowa X - X X )4
Kansas X X
Keatucky p4 p4
Louigiana
Haine X X L b4
Harylaad X
Massachusetts X X X X
Hichigan X
Uinnesota. X
Mississippi
Missouri X X L
Moatara X
Nebraska X .
Nevada X X
Hew Hampshire X L
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TABLE 2 (Coatinued)

New Jersey X b4

New Mexico

jew York X

North Carolina £ X £

North Dakota

Chio b4

Oklahoma

Qregon X

Peansyivania

Rhode Island £

South Carolina X X

South Dakota X X X

Tennessee . X

Texas

Utah X X

Vermeat

Virgiuia

Washington

West Virginia

ba|  B] bS] B

Wiscoasin - X

ml | e

Wyoming X

Source: Counference of States Bank Supervisors (1988).




Congress made its first step towards reducing immunity of
national banks from state taxation in 1864. Numerous other court
cases and legislative acts took place in the infervening years
until 1969 when Congress acted to unify its position on immunity
provisions. Moratoriums on the 1969 legislation prevented its
application until 1976. Since 1976 the only limitation on state
taxation of banking is that "such taxaﬁion-must not discriminate
against national banks" (McCray 1986). Similar legislation has
existed for savings and loans since the 1930s. This does not
require that national banks necessarily be taxed using the same
structure as state banks, only that there be no discrimination.
Administratively though, states have been prone to tax state and
national banks using the same structure in order to avoid
discrimination. This recent ‘legislation offers states the
opportunity to restructure their banking taxes using the added
flexibility, though only Minnesota and New York have made

significant revisions to date.

Taxation of Arizona's Financial Industry

The Arizona financial industry is taxed under general
corporate income téx statutes as opposed to industry specific
statutes. The corporate income tax is levied on state chartered
banks, national banks, insurance companies, and savings and
loans. Credit unions generally have no tax liability because
they are exempt from federal income taxes and, thus, pay no

Arizona income taxes. Also, insurance companies which are




subject to a premium tax (representing all but title insurance
companies) are exempt from the corporate income tax.
Twenty-three states, including Arizoﬁa,rtax banking in the same
manner as other corporations, and 27 do not. Arizona is one of
19 statés_which use a direct net income tax for the banking
indgstry (Kincaid and McCray, 1988). .

Corporate taxable income in Arizona is determined by
beginning with the federal definition of taxable income and
making numerous subtractions and addifions. Examples of
additions are interest on the obligations of state and local
governments outside Arizona, annuity income, and expenses
incurred holding tax exempt debﬁ. Subtractions include dividends
from Arizona corporations and federal income tax payments.

Arizona's corporate tax structure has seven tax brackets,
with rates ranging from 2 to 10.5 percent. The highest bracket
is reached at $6,000 of corporate income, meaning the higher rate
is imposed on almost all corporate income.

Unfortunately, no data are available which separate the tax
receipts of financial institutions from those for other
industries, so it is not possible to undertake a careful study of
the pattern of revenue adequacy and stability for taxes paid by
individual industries. The Massachusetts Special-Commission
Relative to the Taxation of Banks (1987) reported that the income
tax reserve for Arizona tax purposes was $8.4 million in 1980,

$9.6 million in 1981, and $7.9 million in 1982. These figures

. indicate what banks put in reserve to pay their taxes, not what

10




was actually paid. This fluctuation seems to evidence an
unstable tax structure across the business cycle, meaning that
corporate profits are relatively volatile. They were higher in
‘the expansion year of 1981 than in the recession years of 1980
and 1982. However, these data are for too few years to permit

more than anecdotal comments.

Taxation of Multistate Income

State taxation of financial institutions across the U.S. was
originally developed to tax the principal office of banks located
in the state, since each state was prohibiting interstate
banking. As a result, income from the interstate operations of
banks was given little consideration in tax legislation by most
states. Arizona's approach to defining taxable income appears to
have developed in the same manner, though the logical basis for
the state's tax structure is better than in most other states.
Currently, the taxable income of interstate financial
institutions operating in Arizona is based on the income earned
in the state, regardless of the state in which the financial
institutions are domiciled (headquartered). The method for
measuring income is the same for financial institutions as for
other corporations.

Arizona's approach té taxing bank income is feferred to as
"source based" because the goal is to tax income which has its
source in Arizona. The alternative is a "residence based"

structure, which would tax Arizona domiciled financial
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institutions on their income earned, regardless of the state in
which it is earned.  Nondomiciled firms would not be taxable in
Arizona under a residence tax structure. Approximately one-third

of the states use a residence based approach (McCray, 1987).

Apportioning Muitistate Income

Arizona's share of multistate corporate income is méasured
by apportioning income into Arizona using the arithmetic average
of the proportion of a éorporation's tangible and real property,
receipts, and payroll which are located in Arizona. Beginning in
1984 a unitary approach under the Uniform Division of Income for
Tax Purposes Act (UDITPA) was adopted for defining the total
income subject to apportionment. The unitary rules employ a test
of the operational linkage between tied businesses to determine
if they are to be.combined.for measurement of income. Many banks
have interpreted the rules to mean that out-of-state members of a
holding company are not a unitary group for taxation (telephone
conversation with Gordon Murphy, Arizona Banker's Association,
January 19, 1989). However, the Department of Revenue, through
its audit process, is examining this issue with several banks. A
water's edge definition is also used in Arizona, which
essentially means only domestic corporate income is included.

Despite existence of the apportionment formula, it is
unlikely that Arizona generates significant revenue from taxation
of nondomiciled banks. One reason is that only domiciled banks

can branch in the state, though these banks may be owned by a
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nondomiciled holding company. Thus, nondomiciled banks are only
operating in the state through branchless means, such as via the

mail or telecommunications.

The Arizona Department of Revenue has concluded that nexus

~exists for tax purposes if a nondomiciled bank (or any bank)

earns income and has property in the state. Bank credit cards,
which are owned By a bank, represent property and interest
earnings are a source for income, so the Department could regard
the provision of credit cards to Arizona residents as taxable
activity for nondomiciled firms. However, there are probably few
nondomiciled firms filing returns and the Department is probably
collecting little revenue from these sources.

The revenue lost from apportioning income out of state from
domiciled banks probably also is limited. Domiciled banks are
branching very little outside the state (though their holding
companies may be) so any non-Arizona income earmned is likely
generated through branchless means. This income may be
apportioned outside the state using Arizona's rules, and may be
escaping taxation completely. The interest on loans which are
repackaged into securities and resold outside the state also may

be escaping taxation. (See Appendix) -

Evaluation of the Taxation of Financial Institutions

Ultimately, the goals for taxation are accomplished by
choosing an appropriate tax base and applying the necessary tax

rates. The first topic addressed here is various aspects of
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'defining taxable income, or in other words, choice of the tax

base. The second topic is tax neutrality, which depends on both
the base chosen and the tax rates applied. This section is an
evaluation of:-the current Arizona tax structure as applied to

financial institutions.

Definition of Taxable Income

Definition of the tax base is the most complex concern in
the design of any tax structure, yet it is vitally important
because it determines the tax rates which must be imposed to
raise a given amount of revenues. It is also the most important
determinant of the compliance and administrative efforts which
are required to collect the revenues. Generally it is argued
that the base should be as broad as possible to permit lower -
rates. One advantage'is that lower rates reduce incentives to
evade taxation, defined as not paying taxes that are legally due.
A second advantage is that a broad base precludes avoiding taxes
through legal means. For example, if all interest income is
taxed at a constant rate, there is no incentive for people to
place their assets in one instrument versus another because of
differences in the tax rate.

The Arizona tax base for financial institutions is defined
by the corporate income tax regulations in the same manner as for
other corporations. Three aspects of this definition as applied
to financial institutions must be considered in evaluating the

current tax structure: apportionment, interest on federal
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obligations, and branchless banking. The conclusion for each of
these is that states are‘failing to tax the entire income of
financial institutions and steps shoﬁld be taken to revise tax
systems accordingly. 1In some ways Arizona's tax structure is
better designed than many, but some restructuring may be

appropriate.

Interest on Federal Obligations

A significant omission from the Arizona tax base is the
interest which financial institutions earn from holding federal
obligations. XKincaid and McCray (1988) estimate thét this can
represent between 10 and 60 percent of bank income, but is
unlikely to be a significant source of income for nonfinancial
corporations. This has the effect of reducing the taxation of
banks relative to other co?porations. There is significant
potential to broaden the base by taxing this interest, and
thereby creating a tax structure which taxes corporations more
evenly. Unfortunately, conditions under which interest on
federal obligations can be taxed are set by Congress ;nd the
interest cannot be included in the base of a corporate income

tax.

Congress has not totally limited the states' .ability to tax

interest from federal obligations, however. This interest can be

taxed if the states use a nondiscriminatory franchise tax or
other nonproperty tax as the tax on banks. Many states already

use this approach. Thirty-four states and the District of
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Columbia currently employ a franchise tax, and of these, 20

measure the franchise tax base with net income, just as one would
for a corporate income tax (Kincaid and McCray 1988).
Twenty-five of the total 34 include the income from federal
obligations in the tax base. However, states in the western
region of the U.S. are much less likely to use a franchise tax
than are states in other parts of the U.S.

Arizona could consider the strategy of exempting financial
institutions from the corporate income tax and creating a
franchise tax structure specific to them. Though this would
Ccreate a different tax structure from other firms, it would
actually result in more even taxation. The tax could be legally
imposed on financial institutions in interstate commerce as long
as it meets the requirements laid out by the courts in Complete

Auto Transit v. Brady. These conditions are that the tax is on

an activity with substantial nexus in Arizona, thé tax is fairly
apportioned, the tax does not discriminate against interstate
commerce, and the tax is fairly related to services provided by
Arizona (see McCray 1986). None of-these conditions poses a
serious obstacle.

In the 1983 Memphis Bank & Trust case, the U.S. Supreme
Court ruled that a state including federal interest in its base
also must include interest Sn its own obligations-and on its
political subdivisions. Thus, changing to the franchise tax
structure also would require the inclusion of interest from

Arizona state and local government obligations in the base. This
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is likely to raise fears of higher interest rates for these

governments, but any effect should be small.

Additional administrative expenses would arise from adopting
a different tax structure for financial and other corporations.
New guidelines and new forms would be necessary. A particular
definitional problem occurs .when a unitary firm includes
subsidiaries which produce in financial and other types of
industries. For example would General Motors, which has both
financial and manufacturing subsidiaries, be taxed as a financial
Or as a general corporation? Application of the unitary concept
would require detailed rules to determine in which industry firms

are to be taxed.

Apportiomment of Multistate Income

The corporate inéome tax is intended to tax income which has
its source in Arizona. Thus, the income of Arizona domiciled
financial institutions arising from operations outside Arizona
must be excluded in calculation of their Arizona tax base, and
the income of nondomiciled firms arising from operations in the
State must be measured as their Arizona tax base. Each of these
can be achieved through separate accounting of‘firms' activities
or formula apportionment. This section will review Arizona's
current formula and will discuss several reasons why it may be
poor when applied to financial institutions. The basic
conclusion is thaﬁ the apportionment formula and situs

regulations could be revised to better reflect the way financial
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institutions earn income and to shift more of a firm's taxable
income to Arizona.

The share of income which is attributed to Arizona depends
on the factors in the formula and the situs rules used to measure
where the factors are located. The factors included in the
formula are intended as proxies for how income is generated and
the situs rules are to measure the state in which income is
earned. Wide variation exists in how states approach these two
issues and compliance by firms would be greatly enhanced if
uniformity with regard to apportionment and situs were achieved.
These two aspects of the formula will be addressed separately.

Apportionment. Forty-four states use a three factor formula
to apportion general corporaté income. The factors are the
percentage of corporate property, percentage of corporate
receipts, and percentage of cofporate payrolls which are located
in the state. An average of the percentage of each factor in the
state is multiplied times corporate income to determine the
income earned in the state. This approach was codified in the
UDITPA in the late 1950s. 1In practice the three factor formulé:
is applied in different ways across those states uSing it. For
example, 14 states choose not to give equal weight to the factors
when determining their average.

- Thirty-two states use an apportionment method of some type
for inter-state bank income, though only eleven use the three
factor approach (Kincaid and McCray 1988). One reason for

treating financial institutions differently is that the UDITPA
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agreement specifically excludes bank income. Arizoné is one of
the states which apply the three factor formula to financial
corporations. |

Three concerns regarding the use of the three factors must
be examined in this regard. These are that the property factor
is a poor surrogate for how financial income is earned, the focus
on tangible property shifts income to a bank's state of domicile
and away from its market states, and the weighting scheme for
factors in the formula must be chosen to achieve the desired set
of goals.

First, the formula may not be well designed for apportioning
financial income because the property factor is a péor
representation of how this income is earned. Only tangible
pfoperty is included in the property factor but financial income
is more closely linked to intangible property. Hellerstein
(1983) notes that deposits may play the role for banks that

factories serve for other producers since they. are the basis for

making loans. Though this parallel is becoming less true as

banks are able to use securitization (repackaging loans for
resale to a secondary market) as a mechanism for genefating
loanable funds, there is still a strong case that intangible
assets are a better indicator of where bank income is earned than
is tangible property.

Second; it would appear that Arizona's use of the property
factor without including intangible assets and without proper

situs rules would tend to shift some taxes which could

19




¢

legitimately be collected in Arizona, to the states in which the
firms are domiciled. This may become even more of an issue with
de nova banking. As will be described below, careful development
of the situs rules and the apportionmént formula can shift a
greater share of revenues into Arizona.

The problem is not necessarily that income remains untaxed,
but that it might not be apportioned to the state where the
income is actually earned. The effect of omitting intangibles is
to increase the relative amount of property in the state where
financial institutions have tangible property. The physical
property of most banks is likely to be in the state of domicile.
Since Arizona is a market state (a state with few domiciled
institutions), its share of the tax revenues is probably reduced
by exclusion of intangibles from the property factor.

There' is no perfect apportionment formula and one should noﬁ
be expected since it is merely intended as a proxy, not an
identical representation of how financial institutions earn their
income. Still it is apparent that if a property factor is
included, intangible assets must be used in order to have a good
proxy for the method of generating financial income. Other
states have begun making adjustments in théir formula to account
for this distinction between general and financial corporations.
New York recently revised its bank income apportionment formula
to use all three factors, but replaced the propérty factor with

deposits. Minnesota revised its formula by using both tangible
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and intangible property in the property element of the three
factor formula..

A difficulty with including intangible asséts in the
Aproperty factor is they are mobile, and banks can move them in a
manner which lowers their total tax cost. Thus, careful rules
‘are necessary to ensure their situs is properly determined.
Arizona will probably want its situs rules to favor the state
where the market ié located, because this will‘increase the
state's tax base. Note that both New York and Minnesota ﬁse
measures of bank revenues as the sales factor and this requires
similar rules on situs.

Third, once the factors have been chosen, a decision must be
made on how to weight each of them. Again, there is no a prori
correct set of weights, and the choice is substantially open to a
decision based on goals for the tax system. For example, states
often double weight the sales component in their general
corporate income tax formula, because this tends to lower the
taxes for firms which have a relatively large share of their
~ production capabilities (payroll and property) in the state and
to raise taxes for firms which have a relatively large share of
their sales in the state.

New York double weights its receipts and deposits factors
and reduces the weight on the payroll factor in its bank formula.
Minnesota's bank formula adds 70 percent of the share of receipts
in the state to 15 percent of the shares of property and payroll

to determine the percentage of income earned in the state.
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Clearly both states have chosen to reduce the tax for banks which
locate a large share of their workers in state as an incentive to
choose the state as a location for émployment. .Both increase the
tax on banks which have a significant share of receipts in state.

Arizona could make a similar decision to weight its factors
in favor of domestic production, though it has not done so with
regards to its general corporate income tax. An advantage of
such a weighting system is it would reduce taxes for banks with
significant physical presence in the state and this would
encourage the location of jobs in Arizona. However, the
influence of the apportionment formula's weighting scheme on the
location of jobs is probably very small and there is no concrete
evidence on this issue. Another potential advantage of unequal
weights is they could modestly increase exporting of . the tax
since the tax burden would be heavier on nondomiciled firms. A
disadvantage is that this scheme probably increases the chance
that a bank would pay taxes on more than 100 percent of its
income.

Situs. The situs rules for the factors can be of equal
importance to the amount of income taxable in each state as the
factors themselves. Establishing rules for situs is most
difficult for receipts and intangible property. The rules are
likely to be written such that there is either a bias towards the
state of bank domicile or towards the state where the market is
located. To increase revenues it is generally best to lean to

the bias which a state possesses. For Arizona, this would mean
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Ereating a bias towards the market state. The market state
approach appears to be consistent with the rules used for
determining sales tax liability, since 40 of 45 sales taxing
states use a destination principle for the tax liaBility.

The market state bias can be created through a variety of
mechanisms. For receipts, this can be accomplished by
identifying the situs where a credit card is billed, where the
property is located which serves as security for a loan, or where
the proceeds of loans are to be applied rather than to the situs
of the institution making_the loan or housing the asset.

Deposits can be handled in a similar fashion by identifying their

situs at the account's address. Minnesota has adopted these

'types of situs provisions. At least some aspects of Arizona's

situs rules operate in this fashion. Walter E. Heller Western,

.Inc. vs. Arizona Department of Revenue affirms Arizona's ability

to tax interest earned in the state using market oriented rules.
Administrative and compliance burdens imposed by the situs
provisions should be given consideration in any final decision.
Complicated rules or rules requiring difficult data gathering
would be undesirable for tax collectors and payers. Compliance
is also enhanced if states use consistent rules. Since few
states have acted as yet to revise their bank taxes, the set of
rules which minimizes compliance and administrati&n is not
certain. Arizona can play a role in formulating the best pattern

if it gives early attention to reconsidering its situs rules.
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Branchless Banking |

Another problem with the definition of taxable income arises
because of branchless banking, Wthh refers to the recelpt of
f1nanc1al services by Arizona residents from an institution
without a physical presence in the state. Examples of branchless
banking are finéncial services offered by an out-of-state bank
through an automatic teller machine, the mail, and telephone.
Credit cards are probably the major service available to
residents which is provided in this manner today. Expansion of
these types of services has been very rapid and new
telecommunications technology will increase the potential for
branchless banking. Currently, Arizona is unlikely to tax the
income derived from these services because there is no physical
presence in the state, though the Department of'Revenue could

conclude that nexus exists for credit card interest since the

issuer owns the cards.

There are several reasons for Arizona to aggressively seek
to tax the income of branchless activities in the state inciuding
the fact that the source of branchless income is Arizona, their
taxation overcomes any problems with tax neutrality in the state,
and their taxation generates additional revenues for Arizona.
Each of these deserve a brief explanation. First, the case for
Arizona being the source of income rests on following the market
approach to situs.

The neutrality concern is that branchless services could go

completely untaxed if they are delivered by a financial
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institution domiciled in a state which uses a source approach to
tax banking income and if Arizona fails to tax the income.‘ If
neither the state of domicile or Arizona tax the income,
financial institutions either domiciled in or having a physical
presence in Arizona are placed at a competitive disadvantage
because they must compete in Arizona with financial institutions
which are not taxed on the income earned on their Arizona
activities. The result would be lower costs fof the untaxed
firms and this should permit them to offer better rates to
attract deposits, offer lower rates on loans, or provide greater
return to owners.

Even if no competitive disadvantége existed for any
financial institution operating in Arizona, the state loses tax
revenues if it fails to tax branchless activities. The amount of
-revenue loss from failing to collect these taxes is likely to
grow rapidly over time as branchless activities expand.

To date only Minnesota has chosen to explicitly extend its
tax on financial institutions to branchless services.
Minnesota's approach is to use a solicitation basis for defining
nexus rather than requiring physical presence. This is
accomplished by levying the tax on banks with a physical presence
in the state or which regularly solicit for business in the
state. Activity must be conducted with at least 20 persons
during the tax yeér or deposits must exceed $5,000,000 in order

for such regular solicitation to have been deemed to occur.
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Establishing nexus on the basis of solicitation does not
ap?ear to raise a constitutional problem. Hellerstein (1983)
concluded that "making reqular loans on a continuing basis is
sufficient" nexus under the Due Process Clause. McCray (19865
extends this by noting that "an ouﬁ-of-state bank that has
purposefully solicited deposits and loans from a2 host state and
earns income therefrom has created sufficient contacts with that
state and its residents upon which to base taxing jurisdiction."®

She extends this to credit card business as well.

Summary of Defining Taxable Income

In sum, the definition of taxable income for financial
institutions must be reevaluated if the goals for the tax system
are to be met. The combination of federal legislation and
.changing industry strﬁcture means that traditional approachés to
taxing firms in the financial industries are inadequate. The
result is Arizona collects less revenue than it should, financial
institutions have ready means to avoid taxes, and firms are
treated unevenly for tax purposes.. Restructuring the taxes can
overcome these problems, but likely at the expense of greater

administrative and compliance burdens.

Tax Neutrality
This section is a further evaluation of the degree to which
Arizona's tax structure is even and the effects of any

unevenness. This is couched in terms of tax neutrality and how
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the lack of neutrality distorts economic efficiency. The
remainder of this section will be an examination of three aspects
of tax neutrality: across industries, within the financial

industry, and between states.

Interinduétry Neutralitf

Interindustry tax neutrality means that taxes are imposed
such that their incidence on businesses is even across financial
and nonfinancial industries. This presumably means that taxes
will not make investment in one industry more attractive than in
another. Economists assert that such decisions are made by
comparing marginal rates of return,'so neutrality should be
examined in terms of marginal rather than average rates of
return.

Attaining neutrality does not require that all industries
be taxed using exactly the same structure, only that the effect
on marginal returhs is the same. However, the information is
generally unavailable for setting rates separately for each
induétry and the administ;ative problems of doing so are _
considerable. Thus, the most practical public policy appfoach to
neutrality is probably to impose a tax which generally has the
same initial incidence on all industries, unless some very
specialized information is available on incidence within an
industry.

The above discussion on defining bank income illustrates

that the historical approach to taxing financial company income
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in Arizona, using the same definitions as for nonfinancial
corporations, is likely to leave taxes nonneutral because even if
the nominal tax rates are equal the proportion of income subject
to the tax is not. Many of the reasons why corporate taxes will
not be neutral arise because of unique characteristics of the
financial industry. As a result different tax structufes are
probably necessary for financial and other corporations in order
to obtain neutrality. It will be necessary to define the tax
base for financial institutions in ways that is more consistent

with the interstate practices and means of earning their income.

Thus, making reforms in the tax structure as described above may

be necessary to achieve a neutral tax structure across
industries.

The importance of neutral taxation across industries is
growing because the lines between industries have been blurring
with recent diversification of nonfinancial firms into financial
markets and vice versa. For example, Sears owns Allstate
Insurance, Coldwell Banker real estate, Dean Witter Securities,
the Discover Card, and Dean Witter and Sears Savings Banks (Waren
1988). General Electric owns the investment banking firm of
Kidder Peabody. Diversification increases the risk that
investment in industries is at least partially deﬁermined by tax
differentials as the lines between the industrigs become less

obvious.
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Financial Industry Neutrality

Neutrality within the financial industry also requires that
marginal tax burdens for individual segments of the industry are
even. Practically, this has been applied to mean that all
institutions in the industry should be subject to the same tax
structure. Arizona's current tax structure is effecﬁive for
taxing most financial institutions which have physical presence
within the state but there are three cases where neutrality may
be violated.

First, credit unions generally operate untaxed and yet they
compete with other financial institutions for many of the
services which they offer. This exemption would appear to have
no economic rationale. Credit unions should be taxed whether
payment of the corporate income tax is intended as a charge for
benefits received from public sérvices or meant to be a hidden
consumer tax or simply an administratively acceptable means of
generating revenues.

Second, a lack of neutrality may exist between the
depository institutions, which are generally the topic of this
report, and the nondépositories, such as insurance companies and
brokers. ”In Arizona most of these nondepositories are currently
subject to the general corporate income tax structure with the
exception of those insurance companies which are taxed with the
premium tax. The premium taxvis probably a greater share of

insurance profits or value added than is the corporate income tax
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'for other financial institutions. This mayvindicate the
insurance companies bear a heavier tax burden.

Third, intraindustry neutrality is likely to be violated for
financial institutions which operate in Arizona without a
physical presence. Taxation will be neutral if these branchless
banks are domiciled in a state which  imposes the same effective
‘tax rate as Arizpna and which uses residence based taxation.
Also, the taxation would be neutral if they are located in a
source based state which uses situs rules that tax the Arizona
activities. These conditions are unlikely to be met, and the
probable case is that financial institutions with nexus in
Arizona are placed at a competitive disadvantage. As described
above, Arizona can increase the chance for neutrality by
broadening its laws to tax these branchless banking activities.
However, Arizona taxeé combined with those imposed by other
states will not be neutral if the state in which the branchless
banks are domiciled also taxes the same income because of the

situs rules or the residence based approach.

Interstate Neutrality

Differences in taxation of financial institutions across
states is another issue which frequently arises. Interstate
neutrality of taxes exists whenever taxes do not influence the
behavior of financial institutions in terms of where they locate,

where they conduct economic activity, and how they engage in
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financial practices. Generally the interstate neutrality of
taxes is examined by identifying tax differentials across states.

Two reasonsbmay be posited for why unusually high or low tax
rates relative to other states may be a concern for Arizona.
First, high (low) taxes may make it difficult (easier) for
Arizona domiciled banks to operate in interstate markets.
However, this concern is probably of little relevance in Arizona.
One reason is that the ability of Arizona banks to compete
outside the state probably depends on the banks' good-will,
economies of scale, and specialized banking expertise, while
taxes are of much less significance (Tannenwald 1988). Further,
Arizona taxes will not influence costs of doing business or the
profitability of activities outside the state as long as Arizona
uses source based taxation, which precludes taxing income
generated outside the state.

Second, high taxes are posited as a concern because they may
make it difficult for the state to attract the location of
specialized activities of nondomiclied banks. Many market
related financial services activities must be located near their
consumers. However, telecommunications (and other) technologies
permit financiél institutions some flexibility in locating
certain specialized operations in states with low tax rates and
future technologies are likely to increase the fléxibility. For
example, banks may have the potential to offer services, such as
their credit card operations, through subsidiaries located far

from their place of domicile.
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Considerable study has been undertaken on the effects of
taxes and other factors on the location of industry. (For a
review see Wasylenko, 1985.) Unfortunately, litfle of this
analysis has focused specifically on the factors which enter
siting decisions for financial institutions:. Wasylenko and
McGuire (1985) examine the effect of taxes on employment change
in the combined finance, insurance, and real estate industries of
states. They found no evidence that corporate tax rates were a
factor in the location of employment changes, though they
concluded that high personal income tax rates could discourage
employment growth in these industries. Though lack of analysis
causes current research evidence to be inconclusive on the
relationship between taxes and financial industries, the
pfeponderaﬂce of studies focused on other industries wpuldﬁ
indicate that tax differentials would at most have a very modest
influence on the location of even the specialized functions of
financial firms. Other factors, such as quality and availability
of labor and access to quality infrastructure are likely to be
much more important. i

The extent to which Arizona téxes may be even a modest
concern can be determined through a comparison of relative tax
burdens with those other states. Arizona's statutory
10.5 percent rate on corporate income (above $6,000) is only
exceeded by Massachusetts, Hawaii, and Connecticut among the 36
states and the District of Columbia which tax bank income in some

manner (see Table 3). The median rate across all states in the
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TABLE 3
STATUTORY AND EFFECTIVE TAX RATES ON BANK INCOME, BY STATE

. Effective
" Tax Rate® . Tax Rate®
State (1988) : (1980)
Massachusetts 12.54 10.66
Hawaii _ 11.7 3.99
Connecticut 11.5 8.88
Arizona : 10.5 5.31
Nebraska 10.27 n.a.
District of Columbia 10.25 14.49
California 9.6 9.52
Minnesota 9.5 9.49
New Jersey 9.0 4.53
New York® 9.0 8.92
Delaware 8.7 4.69
Nevada 8.08 n.a.
New Hampshire 8.0 n.a.
Rhode Island 8.0 9.42
Wisconsin 7.9 7.13
Idaho 7.7 4.99
New Mexico 7.6 4.08
Tennessee 7.59 n.a.
Oregon 7.5 8.186
North Carolina 7.27 n.a.
Alaska 7.0 3.99
Missouri 7.0 2.10
North Dakota 7.0 5.16
Pennsylvania 6.82 n.a.
Mississippi 6.59 n.a.
Kansas 6.375 4.77
Alabama 6.0 4.12
Arkansas 6.0 0.42
South Dakota 6.0 4.35
Florida 5.63 n.a.
Colorado 5.5 1.09
Towa 5.0 4.63
Oklahoma 5.0 2.23
Utah 5.0 2.98
Virginia 4,52 n.a.
South Carolina 4.5 1.29
Maryland 3.58 n.a.

a

New York City also taxes the income of banks domiciled within its
borders at a statutory rate of 9.0 percent. Banks may deduct their
city tax against their state taxable income.

Note: Georgia, Illinois, Indiana, Kentucky, Louisiana, Maine,
Michigan, Montana, Ohio, Texas, Vermont, Washington, West Virginia,
and Wyoming impose major deposit, share, and other taxes on banks in
Elace of income taxes.

Source, Tannenwald, (1988).

Source, Special Commission Relative to the Taxation of Banks
(1987) .

n.a. = not available.
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table is 7.5 percent. Also, note that Arizona's rate is higher
than any neighboring states.

The ;ax rates described above, however, are.statutory rates
and fail to reflect the true relative burdens placed on banks in
Arizona vis a vis those operating in other states. Oﬁe reason is
that state§ have differing definitions of taxable income. For
example, the Arizona statute which permits banks to subtract
federal income tax payments in determination of taxable income
will significantly narrow the tax base and thereby reduce the
effectiveness of the high‘fates. It is necessary to consider
both the size of rates and breadth of the base in measuring tax
burdens. Also, it would be useful to examine the full range of
taxes levied by states on the financial industry.

| Average effective tax rates, which are measured by dividing
actual tax payments by a broad measure of corporate income, are a
better indicator of relative tax burdens. A study conducted‘
several yearsbago by the Massachusetts Executive Office for
Administration and Finance sought to measure effective tax rates
on bank income for 27 states (see Table 3). A finding of the
study was that the effective tax rate on Arizona bank income was
5.31 percent, approximately at the national average rate of
5.32 percent. Thﬁs, Arizona's tax burden is comparable to that
imposed by other states. However, only California had a higher
effective rate among the nearby states.

Arizona's.effecfive rate is much below the 10.5 percent rate

which is legislatively applied against bank income. This means
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that taxable bank income is considerably lower than bank income.
These differences between nominal and effective tax rates will
arise for all Arizona industries, for reasons such as the
deductibility of federal taxes. However, there are reasons
specific to the financial industry for differences between
nominal and effective rates. An example is the exclusion of
interest on federal securities from the definition of taxable
income for financial industries. This may evidence that
neutrality of taxation does not exist between the financial
industry and other industries. Similar study of other industries
would be necessary to determine the extent of any lack of
neutrality.

Several conclusions arise from this section. First, Arizona
corporate taxes are near the nationgl norm. Second, financial
entities are not unﬁsually disadvantaged by ﬁigh taxes in
Arizona. Finally, the average effective tax rate paid by
financial institutions appears to be approximately one-half of

the stated nominal tax rate.

Options for Tax Restructuring

This section is a 1list of policy options which the Committee
may want to consider in addressing any potential restructuring of
taxation of the financial industry. 1In considering these options
it is appropriate to remember that the financial industries are
in a state of considerable adjustment. Thus, whether or not

changes are to be recommended now, the tax structure will need to
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be reconsidered as additional information becomes available on

the shifting industry structure.
Option 1: Exempt financial industries from the corporate income
tax and tax them with a franchise tax. The tax base for the

franchise tax would be defined by corporate income and the rate

would be chosen to allow neutral taxation with respect to
nonfinancial firms. .

One advantage of this option is that it allows a broader
definition of financial income since federal securities could be
included in the tax base. This would allow better interindustry
and intrafinancial industry neutrality. Additional revenue could
be raised from the tax to the degree that financial institutiéns
are failing to pay the same percentage of income in taxes as are
other firms.

A potential disadvantage of this option is it would require
that Arizona state and local government securities be included in
the tax base. Anothef disadvantage is that very careful rules
would be necessary to define when a unified company was to be
taxed under the financial industries franchise tax versus the
general corporate income tax. Finally, it could raise the
average tax burden of Arizona bahks relative to banks in other

states.

Option 2: Adjust the apportionment formula for multistate
financial company income to a) add intangibles to the property

factor or b) eliminate property as a factor c) use a receipts
factor only. -

This option allows a closer linkage between the
apportionment formula and the manner in which financial company

income is generated. The revenue implications are likely minimal
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at present because little income probably is being apportioned in
or out of the state. However, it will allow greater revenue in
the long term if the state begins coﬁbining more‘holding company
income in measurement of taxable income. Also, it will generate
more income if the state aggressively seeks to tax branchless
banking. .

Either Option a, b, or c can be acceptable. Approach c is
designed to raise the greatest revenues in a market state, such
as Arizona, because it taxes all income associated with revenues
generated in the state. Approach b would only use payroll and
receipts to determine apportionment and excludes tangible or
intangible property. The reason for choosing b is that it is
administratively much simpler than approach a, because there is
né_need for precise rules on the situs of intangible property.
However, such rules will be necessary for determining the situs
of receipts with either option. All three options would require
financial corporations to be treated differently from other
corporations. The chosen rule would also deviate from the
apportiénment formulas used in most other states and this could
cause financial institutions to be taxed on more or less than

100 percent of their income.

Option 3: Develop legislation such that jurisdiction for tax
purposes is based on solicitation rules rather than physical
presence.

Technology which permits electronic banking causes situs and
jurisdictional regulations based on physical presence to be

outdated. Solicitation rules can replace a physical definition

37




and permit Arizona to tax the income generated within the state,

regardless of the physical location or operational methods of the
provider. Legislation could be designed to facilitate taxing
credit card activities of financial institutions which have no
physical operation in the state. The laws could make a clear
statement that branchless activities are taxable wherever it is
constiﬁﬁtionally acceptable to do so. Included would be services
provided by financial institutions operating through the mail or
through electronic means.

Taxing branchless activities may create administrative
problems because of the need to identify taxpayers. Much of the
burden may be placedvon the potential taxpayers by establishing
clear legislation requiring that they report their activities in
the state. However, éome court cases have brought into question
the penalties includea in the reporting statutes used in other
states. New Jersey was sued in the First Family Mortgage case
and the court appeared to accept reporting requirements in
certain circumstances, but this remains an open issue (Geis
1988). Rules which exclude nondomiciled firms with minimal
activities should be developed to limit administrative and
compliance problems and to ensure that coﬁstitutionality
limitations regarding nexus are met.

Option 4: Extend the taxation of financial industfies to all
competitors, including credit unions.

Credit unions currently have no tax liability because they

have no federal taxable income. Their services are offered in
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competition with taxed financial institutions and it would
improve neutrality if they were taxed. They could be taxed by
establishing regulation to define credit union income.

All of these options alter the tax base for financial
institutions. Such alterations may be desirable due to the

unique and evolving characteristics of financial industries.
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Appendix

In addition to the issues discussed above, interest on
securitized loans, though a somewhat technical topic, poses some
interesting questions about the tax treatment of financial

instututions.

Securitization of Loans

There is a strong trend towards financial institutions
making loans and then repackaging these loans for resale to
investors through secondary markets. Resale of packaged home
mortgages has been done for some years, and auto and other
consumer loans are frequently resold as well. This practice is
referred to as securitization of loans. The concern with such
practices is the difficulty in identifying which state has
jurisdiction for tax purposes over interest earned on the
securities. With securitization, Arizona retains the ability to
tax income from making and reselling loans, but it may lose the
ability to tax interest paid on loans. The financial institution
selling the loan would no longer ;eceive the interest if the loan
were resold, so the institution would pay no tax on the interest.
The interest would escape Arizona taxation completely if the
security is sold to a firm without nexus in the state. Further,
the interest could escape all state taxation unless all tax
structures are very carefullé designed. This would happen if the

situs rules for interest in the state in which the security
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purchaser is domiciled considers the interest on a market basis,
which presumes Arizona would tax it.

At present the issue of securitization may be of limited
importance in Arizona. Nationwide, large barks are engaging in
reselling loans, but smaller banks generally are not. Further,
banks may be holding relatively little securitized debt as they
seek to make loans and resell them. But the issue may be of
growing importance.

One approach to taxing the securitized interest is to
establish a dual tax structure for financial institutions (see
McCray 1988). A residence based system could be levied on
in-state domicile& banks and a source based system on
out-of-state domiciled banks. The source based part of a dual
system would tax out-of-staﬁe banks on their Arizona income, just.
as is done today. Thé residence based system would tax domiciled
banks on their entire income (wherever earned) and allow them a
credit for any taxes paid to other states. This could increase
tax revenues by raising taxable income for domiciled
corporations, and would not place the domiciled firms at a
competitive disadvantage in the sale of in-state financial
services. Also, it would ensure that Afizona banks operating in
states using a residence based system are taxed in Arizona, since
these banks would not be taxed by the other residénce baséd
state. This system would prevent domiciled firms from escaping

taxation on interest from securitized loans.
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Finally, the residence based system appears to reduce
administrative burdens‘for domiciled firms because situs rules
are unnecessary and since there are no situs rules domiciled
banks would be unable to shift their tax burden by relocating
intangible assets. Still, situs rules will remain necessary for
nondomiciled firms and the potential for them to relocate
intangibles remains in place. Further, domiciled institutions
must abide by situs rules in other states so there is little
compliance savings.

Several potentially undesirable effects of the residence
based system should be noted. First, it would effectively tax
Arizona domiciled firms operating outside the state at the higher
of the Arizona or other state tax structure.‘ This could place
the Arizona firms at a competitive disadvantage when operating in
other states. It also places Arizona's collections at the mercy
of other states, since the value of credits depends on taxation
by other states. Thus, revenues become unpredictable as they
depend on the tax policies of 49 other states.

A related concern is the effect on Arizona's~abi}ity to
export. A greater share of taxes could be exported if higher tax
costs can be shiftéd to consumers in another state. However, it
would appear unlikely that higher taxes paid only by Arizona
domiciled banks could be shifted to residents of othef states in
which these banks operate, given the competition does not pay the
same taxes. Thus, the increased taxes from use of a residence

approach probably would be paid by owners of Arizona financial
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Enstitutions and potentially by Arizona residents and businesses.
Next, the residence system would raise the tax costs to
banks which have their domicile in Arizona and thereby give banks

the incentive to be domiciled outside the state. This is
unlikely to have a significant effect on the availability of
banking services in the state. However, it may reduce the
Arizona presence of central office banking positions and may be
regarded as a negative for economic development.

A more limited approach to taxing the securitized interest
would be to introduce a throwback provision which would allow
Arizona to tax the income on securities held by domiciled
institutions which is totally untaxed in other states. This
would be sufficient tovprevent Arizona financial institutions
from avoiding taxkes through purchasing securitized loans.

However the state seeks to tax interest related to

‘securitization; the decision must be made simultaneousiy with the

state's nexus and situs rules. If the nexus rules follow the
market approach it may be difficult for Arizona firms to resell
their securities. This issue arose in Minnesota because of the
fear that puréhase of securitized loans from a Miﬁnesota
financial institution would give the purchaser nexus in the
state. Of course, this is only of concern for purchasers which
have not as yet established nexus in the state. Minnesota
adopted the approach of providing safe harbor for a purchaser

which had no nexus connection other than ownership of securitized
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loans (Geis 1988). Thus, the interest is taxed in the state only

if nexus exists for other reasons.
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COMMENTS OF

FRED E. FERGUSON
PRICE WATERHOUSE

ON BEHALF OF THE
FINANCIAL INSTITUTIONS STATE TAX COALITION
| ' TUESDAY, AUGUST 21, 1990
TO
MULTISTATE TAX COMMISSION
WITH RESPECT TO
REG. IV.18.() SPECIAL RULES: FINANCIAL INSTITUTIONS

I AM FRED E. FERGUSON, DIRECTOR OF STATE TAX POLICY FOR PRICE
WATERHOUSE. I AM HERE ON BEHALF OF THE FINANCIAL INSTITUTIONS
STATE TAX COALITION TO PRESENT SOME CONCERNS OF THE COALITION
WITH RESPECT TO THE MULTISTATE TAX COMMISSION PROPOSED SPECIAL
RULES FOR FINANCIAL INSTITUTIONS.

THE FINANCIAL INSTITUTIONS STATE TAX COALITION (FIST COALITION) IS AN
AD HOC COMMITTEE OF MULTISTATE FINANCIAL SERVICES COMPANIES
ORGANIZED TO SUPPORT STATE TAX POLICIES THAT PREVENT MULTIPLE
TAXATION BY SUBJECTING FINANCIAL INSTITUTIONS TO STATE TAX LAWS
UNDER TRADITIONAL STANDARDS OF DOING BUSINESS (LE.. A NEXUS
STANDARD FOR FINANCIAL INSTITUTIONS SIMILAR TO P.L. 86-272) AND BY
SOURCING INCOME TO THE STATES USING AN EQUITABLE AND CONSISTENT
FORMULA (LE., BASED UPON WHERE SERVICES ARE PERFORMED). THE
MEMBERS OF THE FINANCIAL INSTITUTIONS STATE TAX COALITION ARE:

Bank of America, NT & SA

The Chase Manhattan Bank, N.A.
Citcorp/Citibank, N.A.

The Citizens and Southern Corporation
Dean Witter Financial Services Group, Inc.
First Bank System, Inc.

First Chicago Corporation

First Interstate Bank

NCNB Corporation

Sovran Financial Corporation

Wells Fargo & Company
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THE CONCERNS ARE:
1. REGULATIONS ARE OVER-REACHING (UNCONSTITUTIONAL)

Can the states regulate nexus (i.e., can "Jurisdiction To Tax"
be adopted by edict)? No - under constitutional nexus

standards (e.g., National Bellas Hess), states need more contact

with - financial services- companies- than local customers.
CONCLUSIONS:
1) Inevitably the regulations will be invalidated, costing the states

inordinate amounts of money in protracted litigation and
refunds.

2) States should not be able to tax the franchi_se until banks are able to exercise

the franchise within their borders. -

2. PROBLEMS IN DEALING WITH MTC/UDITPA REGULATIONS

A, SHOULD BE STATUTORY CHANGE - Setting aside the
constitutional arguments, the MTC/UDITPA" Regulations
(Art.IV) are standards for allocation and apportionment, not
standards for nexus. -State legislatures should adopt nexus
standards via statute, not regulate these standards.

B. WITHOUT AUTHORITY: - The. MTC/UDITPA Regulations
' Section 2 (Art.IV.2) specifically exclude financial services
companies. Since these regulations are not extended to
financial services companiss, they should require more than a
modification.

C. WRONG SECTION IS BEING ADDRESSED - The financial
institutions regulations are proposed to amend MTC/UDITPA
- Regulations Section 18 (Art.IV.18) which is a modification
section (ie., it applies only if other provisions do not fairly
reflect income). Section 17 (Art.IV. 17) sources income other
than the sale of tangible personal property and is the applicable
section to deal with service income. B
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CONCLUSIONS:

1)

2)

If the MTC perceives a problem with taxing financial services
companies, then the MTC should not be seeking modifications

- to the MTC/UDITPA Regulations, but should be requesting

member states to adopt statutes that would establish
jurisdictional standards - the same legislative process the states
used to address constitutional nexus of mail order sales tax
collection (National Bellas Hess) and Indiana and Tennessee
used to establish new financial institution taxes.

If MTC is. dead-set that they are going to make MTC/UDITPA
Regulations applicable to financial services companies, then
they should address Section 2 dealing with applicability and
Section 17 dealing with sourcing income from service '
companies, and not a special rules modification to Section 18.

3. DOUBLE TAXATION AND DISTORTION

A.

NON-UNIFORMITY / MULTIPLE SOURCING RULES -
The MTC Regulations, by not addressing the issue of sourcing
income from financial services companies on a uniform basis,
promote a double taxation scheme where the proceeds from a
loan will be taxable in both the loan origination state and loan
proceed states (e.g., given the premise that states will adopt
regulations to maximize revenues, New York (production state)
and an MTC member state (market state) will not adopt the
same rules). -

‘RECEIPTS FACTOR DISTORTION - An apportionment

formula that uses a receipts-only factor (single or super-
weighted receipts factor) has a tendency to distort income.
While a receipts only factor may be internally consistent (if
uniformly adopted), that is ignoring reality, since a receipts
only formula has not been uniformly adopted. Thus, income
will be shifted to market states that ignore production factors
(property and payroll).

[NOTE: When applying the internal consistency test to an
apportionment formula, the Court looks at one state’s tax
system at a time to determine its Constitutionality. It does not
look at the practical aspects of applying several different yet
Constitutionally valid state tax systems. State tax policy needs
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to respond to the fairness of the state tax burden on a
nationwide basis, and not just the fairness of individual state
tax systems.]
- CONCLUSIONS:
n 'Non-uniforni rules for sourcing income and apportionment

. causes certain double taxation of the same income.

2) If it is the purpose of the MTC to promote uniform and
responsible state tax laws, it is irresponsible for the MTC to
adopt rules that promote INCONSISTENCY.

3) Banks are especially susceptible to the inconsistency and non-
uniform laws due to the absence of an established history of
non-domiciliary state taxation.

4, COMPLIANCE BURDEN

A. VAGUE RULES - The destination sourcing rules are illogical,
ill-defined and subject to conflicting interpretations.

B.  INFORMATION LIMITS - The destination sourcing rules
_ often require information known only to the customer.

C. SYSTEMS AND DATA RETRIEVAL COMPLIANCE - The multiple
systems requirements necessary to comply with multiple state
tax laws will force duplicate data banks.

CONCLUSIONS:

1) There needs to be a two year moratorium until the bankers and
states can agree on a central system.

5. EFFECTS ON THE STATES & ECONOMY

A. DISCRIMINATES AGAINST BANKS - Use of jurisdictional
thresholds lower than those contained in P.L. 86-272 for ‘
- companies selling tangible personal property discriminates
against financial services companies.
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B. PITTING IN-STATE v. OUT-OF-STATE - Use of non-
uniform sourcing rules pits production states (net lending
states) against market states (net borrowing states). The
financial institutions in the production states are the same
institutions the market states need to rely on for loan
participation.

C. BAD STATE TAX POLICY - Because the driving force to
adopt a state tax policy that focuses on taxing out-of-state
financial institutions is increased revenues and not equitable
consideratiors, the resuit may cause more harm (e.g.,
confusion, double taxation, etc.) than good (e.g., additional
revenues).

CONCLUSIONS:

1) Because large lending institutions that participate in loans
‘ throughout the U.S. will face a multiplicity of laws and rules
there will be restrictions to the flow of capital AT THE
MARGIN. These institutions will invest to maximize revenues
and will undoubtedly make economic decisions accordingly.

2) As new and conflicting state tax laws will produce higher
interest rates, the real loser is the consumer. Since most smail
and medium businesses would require capital from without the
company and without the state, opportunity exists for higher
interest rates.

3) The MTC regulations encourage retaliatory legislation.

For Additional Information contact:

Fred E. Ferguson

Price Waterhouse

1801 K Street, N.W.
Suite 700 :
Washington, DC 20006
1202/822-8501
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Introduction

State tax structures influence the location of economic activity as they change the
relative cost of doing business across states. Considerable research has focused on how
manufacturing firm locations or employment are affected by tax structures.! Other
industries, and in particuiar the banking sector, have received much less attention in the
location literature. This paper is focused on the banking s;ctor and the effect of its unique
tax structure on the situs of banking activity. Further, we address the effects on bank
locations of the broader policy environment by examining effects of branching and
interstate banking restrictions.

The banking literature has primarily been concerned with the specification of
consumer loan functions [4 and 23], business loan functions [14, 15, 19 and 25], and
optimal lending policies [2 and 7]. However, none of the specifications include an explicit
recognition of the role played by taxes in the lending decision.> This paper addresses that
1ssue.

This paper is concerned with the impact of various variables, including taxes, on
bank lénding. As such, it does not specifically address the issue of the appropriate
definition of bank output. This is a controversial issue. Studies have used as output

earning assets [1], total assets [12], a weighted sum of selected balance sheet items [11]

and the number of accounts [13].

'Wasylenko ( ) provides a good summary of this literature. See also Nadeau [1988].

*Peterson and Ginsberg [1981] do include in their specification a variable representing
government regulation. This, however, is a usury ceiling and not an explicit tax variable.
Melitz and Pardue employ a scale constant to account for the impact of regulations such as
reserve requirements and capital constraints [1973]. See also Goldberg [1981].




In microeconomics, the production procéss is were inputs are transformed into
outputs. -As a consequence, to be consistent in banking, the production process would be
where in;-;uts - borrowed funds and deposits - are transformed into earning assets. The
transformation in terms of value added clearly apply to loans, but do not clearly apply to
federal funds sold or to government securities purchased. Therefore, consistent with
microtheory, bank output is considered to be loans.

Bank loans consist of consumer loans, real estate loans, and commercial loans. The
first two types of loans are often constrained in the market by government regulations.
Usury laws that exist in many states distort the operation of the market freely for these
loans. However, commercial loans are not sc; constrained.

The impact of taxes on the lending decision of commercial banks is an
acknowledgement that taxes do matter. The question addressed is whether the incidence of
taxation has an impact on the amount of financial activity - here lending activity - within a
state. It has been shown clsewhcre_ [11] that financial activity of financial institutions
within states can be explained by state personal income but not by tax rates. However, it
is important to note that Goldberg, et. al. study financial activity, defined as total assets
and total deposits in the banks within a state. As such, they are including both assets and
liabilities as a measure of total financial activity. This, of course, is double counting.
Deposits are an input which are transformed into outputs. Assets, in particular, loans are
an output.

This paper does not attempt to estimate standard supply and demand functions.

Again, this is an area of dispute, especially regarding the specification of the equations.?

*See Hicks[1980].
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In the 1970’s environment of limited interstate banking and less extensive altemnatives for
local banks to access national capital markets, little effect of taxes on the location of
banking "activity might have been anticipated because banks had no simple options for
shifting either aséets or employment out-of-state.

Securitization of bank loans, branchless banking, and interstate banking through
holding company affiliation have significantly raised the opportunities for banks to reduce
their tax liabilities through careful tax planning. Thus, the confluence of a changing
regulatory environment, development of new banking products and an emerging tax
structure can create a growing effect of bank taxes on situs.

The present timing for a study of the relationship between bank taxes and
regulations and economic development is appropriate because of the transitions underway.
The regulatory structure for banks has been changing and Congress has increased state
powers to tax banks. To date only Indiana, Minnesota, and New York have responded
with major tax structure adjustments, so this study can provide input to policymakers on

the importance of economic development issues to the tax structure questions.

State Tax Structures

Several aspects of state tax structures have the potential to influence the location of
banking activity. The first component is states’ selection of the type of bank tax to
employ. Historically, the choice of instruments has been influenced by constitutional
restrictions which limit the taxation of national banks and which limit the taxation of
income from federal securities.* Taxation of national banks has gone through several

periods of change, but Congressional legislation which became law in 1976 now allows

‘See McCray () for a summary of the constitutional and legislative history.




PN

states to tax national banks in any nondiscriminatory manner. The income from federal
sccun’ties-._ only can be taxed using a nondiscriminatory franchise or other nonproperty tax.

The constitutional limitations frequently have led state taxation of banks to develop
independent of other business taxation. Bank taxes usually are structured using some
combination of corporate income, franchise, or share taxes. Base definitions for the
corporate income tax often are a variant of the federal definition, but the specific
characteristics differ by state. The base for share taxes is the value of banking shares,
deposits, or another indicator of intangible personal property. Franchise taxes either have a
corporate income tax or a share tax base. Thus, state taxes either have an income or an
intangible property base, and the franchise tax is a legal distinction rather than a
conceptually different tax base. Franchise taxes are popular because of the ability to
include the income from government securities in the base.

Seventeen states use a corporate income tax, 34 employ a franchise tax, and 7 have
share taxes. Banks are taxed in Michigan using the single business tax. These totals
include 12 states which use some combination of income, franchise, and share taxes and 3
states which have no tax on banking firms. Several states have franchise taxes which use

both an income and intangibles base.

Tax Rates and Other Structural Characteristics

Tax rates are a second component of the tax structure ﬁth possible implications for
bank behavior. Tax rates on income (using either an income or income based franchise
tax) range from a high of 12.54 percent in Massachusetts (which uses a franchise tax) to 0
percent in 13 states. Rates on assets are harder to compare because the bases often differ,

but they range from as high as the 1.5 percent business and occupations tax in Washington
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to O percent in 31 states. All else equal, banks can be expected to transfer their assets or |
economic activity to avoid high tax rates.

Several other aspects of the tax structure have the potential to influence bank tax
liabilities. One is whether federal income tax obligations are deductible in calculation of
the state tax liability, a feature of three states’ tax structures. Another is whether income
from federal securities or the value of federal securities is included in the tax base. This
can change the portfolio which a firm would want to hold in a state.

Finally, whether a state either requires or allows apportionment of bank income can
be important. Income for multistate corporations is normally apportioned across states
using either separate accounting or formulary apportionment. A common means is a three
factor formula which apportions to a state the share of its domestic income which
corresponds to the arithmetic average of its percent of the firm’s domestic sales, payrolls,
and property.” Historically, stétc tax structures have given less consideration to
apportionment of bank income than for firms from other industries, because banks were
presumed to earn their income in a single state. Some states, such as Massachusetts, allow
no apportionmeny. and require all of their banks’ income to be taxed in the state regardless
of where it is earned. Other states may permit interstate banks to apportion, but may not
have developed explicit rules for bank apportionment. Few states, if any, require unitary
treatment of bank holding companies when the apportionment formula is calculated. This

potentially offers an opportunity for banks to shift assets across states.

The actual effects of apportionment also depend on the situs rules used to determine
where the factors are located.




The Bank Regulatory Environment

Banking has historically been one of the most regulated
industrie; in the United States. However, the atmosphere of regulation changed with the
| passage of the 1980 Depository Institutions Deregulation and Monetary Control Act. The
act is considered by many to be the most significant pience of bank legislation passed
since the 1930s. The act simplified many regulations, established uniformity of reserve
requirements among institutions of different charters and provided for the abolition of
- interest ceilings on deposits.Although the regulations that affect banking are numerous, the
ones of major interest here are Regulation Q, the McFadden Act, the Glass-Steagall Act
and capital requirements.

The high interest rate and inflationary environment of the 1970s and 1980s led to
the demise of Regulation Q, th; de facto demise of the McFadden Act and Glass-Steagall.
That environment and its consequences also motivated a change in the capital requirements
of the banking system.

First, Regulation Q which limited interest that banks and savings and loan
associations could pay on deposits led to financial disintermediation. Here, savers
decreased their holdings of Regulation Q controlled deposits and shifted their funds to
certificates, Treasury bills or money market mutual funds. The Depository Institution
Deregulation and Monetary Control Act of 1980 provided for the legal demise of
Regulation Q. |

The McFadden Act required national banks to adhere to the branching laws of the
state in which they were located. This was intended to protect local banks from outside
competition and effectively gave banks geographic protection. However, banks that wished

to expand given local restrictions on branching resorted to establishing multibank holding




compahics. Banks that were allowed to branch statewide that wished to offer additional -
services formed one bank holding companies.

The McFadden Act which initailly prevented banks from competing on an interstate
basis is effectively ineffective. Banks now have established offices in other states to
extend loans or accept deposits. Banks have also been allowed to operate credit card
accounts in other states without establishing offices that that state. Technology has created
automated teller and electronic funds transfer systems natic;nwidc.

States have passed regional banking acts and some states have passed national
banking acts allowing interstate banking.

Two states that have bccn at the forefront are Delaware and South Dakota. These states
have passed legislation to encourage banks to transfer certain operations to Delaware or
South Dakota in order to stimulate economic growth and development in those states. |

The Glass-Steagall Act separated investment banking from commercial banking.
However, Glass-Steagall has effectively been circumvented through the ownership of
discount brokerage firms by bank holding companies. Given a declining share by banks in
the market for short term credit due to the growth of Eomrncrcial paper and loan problems
due to energy and third world lending, banks are acti§ely seeking a repeal of Glass-
Steagall.

Given the currcﬁt concern over bank failure and the inadequacies inherent in deposit
insurance, bank regulators have sought an increase in capital adequacy. The push for
increased capital by regulators has led many banks to secuitize their loans. This means
that the banks will package their loans into securities and sell them to investors. In some
cases this could involve the selling of the loans by the bank to a subsidary of its bank

holding company. In so doing the bank can practice regulatory avoidance in that it




acquires addition funds and avoids reserve requirements, capital requirements, and deposit
insurance premiums. Moreover, the bank could avoid some taxation as well if it sells the
instruments to a subsidary of its bank holding company located in a state with a smaller

tax burden.

Conceptual Framework

In this study we seek to examine the effect of bank tax and regulatory structure on
the regional location of banking. The effects can occur through two mechanisms. First,
there can be an indirect effect on bank location if the demand for banking services declines
in response to a tax induced reduction in overall regional economic activity and if there is
a positive correlation between the general and bank tax structures. This effect probably is
very small because the quantitative influence of taxes on the regional economy is modest.
Second, there is a direct effect if banks respond to taxes or the regulatory structure by
shifting certain activities to minimize their costs.

Bank location decisions likely depend on whether retail functions or production and
wholesale functions are to be performed.® The production and wholesale decisions can be
likened to those made by manufacturing branch plants, which have been the focus of much
of the location research of the past decade. Most production and wholesaling functions

may not need locations near the market.” Cost related factors may be the key determinant

*Bank location decisions should be thought of as including both decisions on where to
locate facilities and size of each facility.

"The location of banking operations in Delaware and South Dakota are wholesale rather
than retail operations. They are limited to operations such as credit cards, commercial lending,
and retail credit processing functions and not deposit taking and lending functions. Indeed,
the intent of the legislation was to encourage the establishment of out-of-state companies
within Delaware and South Dakota while protecting the local banks.
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of where firms locate the latter activities, and tax and regulatory factors may be among the _.
greatest ¢ost differences. Retail functions, on the other hand, may need to be physically |
located adjaccnt to the market, which means there is a direct link between the regional
economy and demand for banking services. The policy environment may have little effect
on this éctivity, though they will matter to the extent that regulatory factors change the
concept of retail banking or to the extent that retail banking is price sensitive.

Location is an important consideration. Previous studies have concentrated on the
retail side of banking as being the determinant of bank location [Black and Lundsten].
However, given legislative changes and advances in technology, retail considerations have
become less important. As Keeley and Zimmerman note, no economic phenomenon can be
properly analyzed without first determining the market in which it takes place [p. 25].

State laws constrain banks differently. In some states, a banking organization is allowed to
engage in more activities than in other states. As a result, some banks are motivated to
locate where their activities can be maximized [see

Pozema and Erdevig].

Indeed, the growth of bank holding companies occurred due to the desire to expand -
the range of banking activities. The reaction of some states Was to limit such activities

while the reaction of others was to encourage it [Keane and Abel]. However, it has been

“found that the ability of banks to operate across state lines has not resulted in competitive

advantages for those BHCs that have done so [Goldbcfg and Hanweck].

The two states that first changed their banking laws in order to attract out of state
banks were South Dakota and Delaware. As Erdevig notes, South Dakota in 1980 was the
first state to alter its laws in order create jobs, expand its economy and increase tax

revenues [p. 18]. Delaware enacted similar legislation in 1981. The intent of both states
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was to allow for wholesale banking rather thar; retail banking activities by the new banks. |
The legislation was constructed> to minimize the impact on domestic banks in the two
states. A

Another development in banking markets has been the growth in securitized loans.
Such loans are nothing new having been initiated nationally by the Federal National
Mortgage Administration in the 1930s. However, recently financial institutions have
securitized credit card receivables and automobile loans. Such securitization could be
motivated by regulatory avoidance. An institution through securitization can avoid reserve
requirements, capital requirements and deposit insurance premiums [Pavel p. 23]. For
example, James points out that the incentives to engage in securitization increase when
capital requirements are raised [ p. 21]. A bank by selling loans reduces the size of its
balance sheet and thereby reduces its capital requirement. Consequently, a bank could
avail itself to selling loans to a bank holding company subsidiary and thereby increase the
overall return to the BHC. The result of securitization and BHC expansion could be the
integration of financial markets. Indeed, Osbome finds that the U. S. banking industry has
become less of a collection of local markets and more of an integrated national market
[p. 101]. |

Banks making decisions on wholesaling and production activities can be expected 10
choose between the set of j potential sets in order to maximize profits. However, a site in
j will be selected only if the profit rate exceeds the opportunity cost for at least one site in
j. The profit function’s value for each sité in j can be given by Equation 1. Profits
depend on

m, =R (L, DD, UE) - C (FPw)-tAs-(-t,) [ReC]  V; (D)
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revenues (R), which are a function of bank leﬁding activity (L), the national rate of interest |
(i), demand deposits (DD), usufy regulations (U), and bank competition (E). Lending :
activity aﬁd de‘mand deposits determine the scale of banking operations and national interest
rate, using regulations and competition determine the price. Bank costs (C) are determined
by the cost of funds (F), state regulatory practices (R), and local input costs (w).
Regulations which allow greater flexibility in bank structure should lessen bank costs.
Finally, share taxes are the tax rate () times the intangible property base (A;) and profits
taxes equal the tax rate (t,) times the profit base. The tax bases are subscripted with an S
to reflect the situs rules used by a state for determining what is taxed.

The factors in the revenue function for wholesaling activities are generally
determined by the nationwide activities of a bank and are independent of the siting
decision. An exception to this is that usury laws can reduce the revenues earned at a
particular site. Otherwise, banks can be expected to choose across the j locations by
selecting the site which minimizes operating cost and tax factors, and more banking activity
would be expected in those states where these factors are more conducive to a high rate of
return.

The profit function for bank retail decisions also has the form of Equation 1.
However, for wholesaling activities, factors in its revenue function were taken as given by
the location. For retail activities, which are more likely to be region specific, it is the
profit rate probably given by competitive market conditions. Thus, revenues for retail
functions are jointly determined with siting decisions through the selection of L ahd DD.
Higher costs or taxes would be reflected in higher prices for retail banking to maintain

profit levels. Therefore, retail banking activity will decline in high tax places only to the
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extent that the retail activities have a price clas'ticity greater than 0. Presumably this is |
much lcs§' responsive than for wholesaling activities.

Eqﬁation 1 describes the supply side of the market but both demand and'supply
factors influence the aggregate banking services provided in a rcgioh. The regional
demand for banking services depends on the overall level of regional economic activity and
the interest rate. Thus, for any given interest rate the retail demand in each state is
influenced only by regional economic activity. In the remainder of this paper, the demand
for retail banking activity is assumed to be proportional to the regional level of economic
activity. This permits the analysis to focus on the supply side and deviations in demand
which would arise because the regional interest rate differs from the national rate.

Each firm can evaluate all potential sites and construct an indirect profit function,
TT* which is the envelope of potential profit maximums for each site. Similarly, the
analysis can be conducted to determine the magnitude of banking activity at each site. The
parameters in the indirect profit function generally are those shown in Equation 2.

I*=I1* (i, V, E, F, R, w, t, t;, S) 2

For banks performing each type of activity the task is to choose a location by

" maximizing profits subject to the constraints, as illustrated in 3 and where

max I1* S-1. R over all; for wholesaling activities and ?3)

J
I, 2 I1, for all activities

T, is the opportunity rate of return.
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Empirical Analysis

Our interest is to measure the inﬂueqce of state policy on the magnitude of banking
activity. ';I‘herefore, rather than study the behavior of individual banks and their siting
decisions, we anaiyze the aggregate banking activity in states. This means we have
aggregated the profit maximizing decisions of all banks in j, where j represents each of the
50 states.

Determinants of the level of activity which banks v;ill have in each state can be
drawn from Equation 3. For empirical analysis, retail and wholesale bank activities must
be combined in order to examine how policy variables influence banking in different states.
This is illustrated in Equation 3 where S represents the situs rules for taxation and B
represents the level of banking relative to economic activity in the state. The cost of funds
is omitted under the assumption that this is constant nationwide.

B=fU,PWtt,S) 4

The location of banking activity is multidimensional so B can be used as a measure
of several different banking characteristics. Three types of cﬁoices are examined here.
Banks can be expected to maximize profits by making three choices on the basis of the
factors in‘Equation 4. The first is situs of real economic activity, which refers to decisions
on where banks locate employment and production activities. Second, is bank asset
portfolio choice decisions regarding the types of loans which are made. Third, is the
related decision on where banks hold their financial assets. Banks rhay be able to increase
their profits by location decisions of each type. The incentives arising from state tax and
regulatory policies may differ across these décisions, so it is possible to have different, and
even conflicting results on the relationship between policy and these factors. Banks, for

example, may have means to alter their tax liability by relocating either their portfolios or
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their employment. As a result, tax structures may change the situs of financial assets and '

therefore. state tax revenues while having little influence on the location of real economic
activity, .guch as employment, or vice versa.

There may be situations where aggregate banking activity remains unaltered by tax
and regulatory practices, though the distribution of activity may be changed across different
types of banks. Thus, a fourth issue is effects on the distribution of banking activity by
size of firm, as elements of the tax and regulatory structure favor large versus small banks
or the reverse.

The empirical analysis consists of seeking to determine the effects of tax and
regulatory policies on the three bank decisions for two pbints in time, 1978 and 1986.
This is accomplished by estimating Equation 3 for several appropriately chosen measures of
banking activity. Effects on the size distribution of banks is studied within the context of
the three decisions by looking at how large and small banks are affected and comparing
this with the effect on all banks. To undertake this analysis, data on appropriate banking
characteristics are aggregated for all banks in each state using the FDIC Call and Income
Reports. Data on state bank regulatory structures were taken from Amel and Keane
(1987). Tax structure data were complied from Commerce Clearing House (1989) and
from direct contacts with state tax departments.

Bank tax structufc variables analyzed in this study include the tax rate (t,) on
corporate income, regardless of whether the tax is in a franchise or corporate income form,
and the share tax rate (t;). Factors influencing what enters the tax base (S) are measured
using whether the state has a corporate income tax, whether the state has a franchise tax,
whether the state permits apportionment of income, and whether federal interest is taxed.

Different tax structures may allow banks to plan their tax liability by
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choosing locations. For example, banks would be expected to locate expenses and
intangib'l-e' property in states with income based taxes and to locate income in states with
taxes based on intangible values. The ability to move intangible property to avoid taxes
should be larger than the ability to move expenses. However, for several reasons it is an
empirical question as to which tax has the greatest effect on location. First, moving
intangibles may change the liability for both taxes, since income cﬁn be claimed to be
earned in the state where the iniangibles are located. Second, share tax rates often are low
so the incentive for relocating the base is limited, but the base definitions often are broad.
Further, in many cases these taxes can be reduced by relocating either real or financial
assets.

Regulatory practices (R) included are dummy variables which measure whether the
state allows in-state multibank holding companies (MBHC), statewide branching and the
degree to which interstate banking is permitted. Regulatory practices which allow MBHC,
statewide branching, and greater flexibility for interstate banking allow banks to seek a
larger size and diversify into additional markets. These can reduce costs to the extent that
economies of scale and scope exist and can lower risks through diversification.®
Potentially, this could raise the level of banking activity in a state. However, larger sized
banks may have greater capacity to shift either rea.l or financial behavior to avoid taxes, so

the effect is uncertain.

*Hunter and Timme find that for banks with up to $5 billion in assets no appreciable cost
savings accrue from multiproduct production. For banks between $5 billion and $25 billion,
multiproduct production actually increases production costs [p. 9]. However they do find
economies of scale in the $800 million to $5 billion range and diseconomies in the $100
million to $800 million range.
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Erdevig (1988) identified South Dakota and Delaware as the first states to pass
legislation designed to attract out-of-state banking activity by eliminating usury laws (U)
and other”'reforms.” A dummy variable was introduced to measure the effectiveness of
their legislation. The competitiveness of the banking community is measured by the
number of banks which have at least one billion dollars in assets and input costs are
proxied with the average wage rate for employees of the Finance, Insurance, and Real

Estate sector.

Real Activity

The real economic activity of banks is measured here by their employment and the
gross state product arising in the banking sector. The effect of taxes and regulations on
the regional location of these real measures can be éeen in Table 1. Regressions were
estimated using ordinary least squares for the aggregate of all banks in 1978 and 1986.°
Following the assumption that the demand for banking services bears a fixed relationship to
overall economic activity, employment and output in the banking sector were divided by
the corresponding value for all sectors in the state’s economy prior to the empirical
analysis.

Overall, the results evidence that bank taxes and regulations have little effect on the
real economy. Tax planning by banks seems to have limited implications for the siting

decisions for employment. This is not inconsistent with findings for the influence of taxes

°Erdevig identified New York, Pennsylvania, Nebraska, Virginia, and Maryland as other
states which have enacted legislation since Delaware and South Dakota. A dummy variable
including all states was never statistically significant.

“Banks were not separated by size class for real activity because separate data on
employment.
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on manufacturing firms, which though statistically significant generally are found to be
quantitatively small. An cxcepﬁon is that the regulatory and tax changes enacted in
Delaware':i and South Dakota led to a statistically significant higher level of employment in
these states in 19v86, but no employment effect in 1978, before their laws were enacted.
The only other policy variable related to employment is the tax rate on income, which has
an unexpected positive sign. However, the location of employment may have little
relationship with tax liabilities, which could be altered by resiting financial assets and
liabilities.

The expected pattern is not found between tax variables and GSP. Delaware and
South Dakota, had higher GSP in the banking sector in 1978, before the legislated changes,
but not often. This could indicate an inconsistency in the GSP estimates or it may signify
that the activity attracted by these states has low value added. Delaware was statistically
significant in a separate equation where independent dummy variables were entered for
each state. The share tax rate and the income tax rate were statistically significant in the
earlier time period, counter to the expectation that tax effects would be growing.

Regulatory practices also had few implications for the real economy. The only
exception is the presence of ffmltibank holding companies is found to reduce the value
added, perhaps by allowing lower cost banking. More large banks in a state tend to raise
the relative employment and output (only in the earlier time period).

One expectation was that the numerous changes in bank practices between 1978 and
1986 would alter the structural relationships contained in the estimated equations. Chow
tests were conducted to measure the statistical significance of this behavior. The
hypothesis that the structures are the same is rejected as expected for employment;

however, we fail to reject the hypothesis for the GSP equations.
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Financial Measures

Equation 4 was estimated for total assets and total liabilities within each state in

. order to measure influences on the loction of financial activity. Effects of the basic level:

of demand are eliminated by estimating equations using assets and liabilities per dollar of
gross state product as the regressand.

Taxes alsoi have limited effects on location of total financial assets. Consistent with
expectations, assets are greater in states with high taxes on income, though there is little
evidence that high share tax rates discourage situs of assets. For liabilities, it is the
existence, rather than the rate of an income tax which discourages situs. Statewide branch
banking reduces the presence of both assets and liabilities and legislation permitting
multibank holding companies and interstate banking reduces liabilities. Delaware and New
Jersey have significantly more assets and liabilities both before and after enactment of
their banking legislation, providing little support that their legislation was or was not
effective. Next, states with more large banks havé greater assets, but lower liabilities.
Finally, the structure changes between 1978 and 1988 for both assets and liabilities.

Banks weré separated into those with more than $1 billion in assets and those with
less than $1. The regressions were reestimated separately for the aggregate of banks in
each size group." The regressions were estimated using ordinary least squares. A

seemingly unslated regression technique was considered because of a possible correlation in

the error terms for small and large banks within a state. However, no efficiency gain is

achieved from the use of seemingly unrelated techniques when the X matrix is identical for

UThe size break of one billion dollars was held constant in real terms using $634.4
million in 1978.
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both and small and large banks (see Judge et al. p. 321). Also, the variable for the
number of big banks was excluded because the dependent variable was created using the
same inférmation. The implications of regulatory practices have been on the size
distribution of the> banks since noticeable differences arise between effects on the total
assets and liabilities of small versus large banks. For example, branch banking leads to
greater assets and liabilities in large banks, and lesser ones in smaller banking. Thus,
branching appears to shift financial assets from small to la;ge banks, while reducing the
overall level. Both interstate banking and multibank holding company legislation reduce
the presence of small banks without hurting large banks. Delaware’s banking laws initially
afforded most favorablé treatment to banks which did not .compete in domestic markets and
this seems to have the intended result since liabilities for both large and small banks are
greater in Delaware and South Dakota. Finally, as should be expected, large banks have a

greater share of financial assets in states with more large banks.

Portfolio Choices

Three aspects of portfolio selection are examined: federal securities, commercial and
industrial loans (C&I), and personal loans all expressed as a share of total assets. Again,
OLS is used for estimation purposes since the X matrices are identical. Bank’s portfolio
choices may be of significant public policy concern to the extent that domestic financial
banks are an important source of lending for business development and markets are not
smooth. However, few of the public policy variables influence portfolio choice. C&I
’loans tend to be greater in states which permit MBHC and which use higher income tax
rates. The relationship with income tax rates may arise because banks may be better able

to apportion C&I loan income out-of-state. States with large banks also locate more assets
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in C&I loans. We failed to reject the hypothesis that the structure of the relationships
changed between 1978 and 1986.

ﬁélaware and South Dakota hold more consumer loans and less C&I loans. Thus,
these states have vbeen effective in attracting more banking activity. However, by design,
what they attract is relatively less oriented to local business needs. Prior to the banking
law changes, banks in these states held more federal securities. As would be expected,
banks in state’s using a franchise tax hold fewer assets in federal securities, but

surprisingly they hold more federal securities in states which are known to tax the interest.

Further, states with more big banks and states which allow statewide branching or multi

bank holding companies hold lower bank assets.
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EXHIBIT K: 21

Fox, William F., Memorandum re Taxation of Financial Institutions to
Commissioner Joe Huddleston (April 13, 1992)




T;>: Commissioner Joe Huddleston, Tennessee Department of Revenue
From: William F. Fox, Professor of Economics, University of Tennesses
Subject: Taxation of Financial Institutions

Date: April 13, 1992

Thank you' for the opportunily (o respond t0 recent proposals on taxation of
financial institutions. Let me begin by saying that I avoid using prejudicial terms
such as market state or money center state when dcécribing what 1 believe to be the
best approach for taxing financlal institutions. This terminology suggests that
different approaches are best for each set of states and often leads 'to the assumption
that these groups are in competition with each other for tax dollars. However, the
preferred approach is in the loixé run best interest of both groups of states and can
lead to greater total tax collections, Thus, all states can receive more without placing
inappropriate burdens on financial institutions.

Proposals for improving taxation of financlal institutions frequently have
focused on how to redistribute the tax revenues between states. This focus seems- 10
permeate the documents you provided me. The presumption appears to be that the
problem with existing taxation of financial institutions is that the share of tax revenues
which should go (o each state needs to be reconsidered. This focus on tax revenues
has led to arguments over situs rules and apportionment factors, where the primary
concern seems {o be who are the revenue winners and losers. I contend t_hat these

arguments arc aimed al the wrong issue -- the primary concern is not over the share




.

of revenucs which should go to each state. Other important goals are more impdrtant
reasons for reforming financial institutions taxation and achievement of these goals
will lead to greater revenues as well,

The remainder of this memo addresses the reasons for improving state taxation
of financial institutions and the characteristics of an effective tax structure, My
conclusion is that a destination baged approach is the appropriatc way to tax financial
institutions.

/ inati ased T

The criteria for a good tax system are widely accepted, The criteria include:
1. The tax should be easy for administration and compliance
2. The tax should minimize effects on the location of economic activity
3. The fax system should raise an aceeptable amount of revenues

My thesis is that a destinations based tax is the only structure which effectively
achieves these generally accepted goals. Existing tax structures fail, particularly on
the second and third of these counts. Asg a result, the objective of state tax
policymakers should be tovdesign & tax system which overcomes these limitations,

Thé remainder of this sccﬁkm provides a description of why the existing system. failg,

Consider the second goal. Financial institutions have both strong incentives
for and ample opportunities to avoid taxation by altermg their behavior, State tax rate
differences are significant, with rates ranging from O fo over 10 percent, and thege
differentials provide a strong incentive to avoid taxes, Financial institutions have a
greater opportunily to engage in avoidance behavior than do firms in other industries,

Like other firms, financial institutions can alter their tax liability by relocating some




e,

of their operations. A number of production and wholesaling functions, such as credit
card services, commercial lending, and retail credit processing functions, need not be
located near the market and can be sited to minimize production and tax costs, But a
broader range of allernative sites are available for producing these services compared
with those available for most other industries, such as manufacturing, The main
reason is transportaiion of financial services can be perfotmed through
telecommunications and does not require the significant costs that many manufacturers
bear in transporting their products and raw materidls, (Note that Saturn chose to
localc in Tennessee, not Minnesota, substantially because of transportation cost
differentials." But the same justification for locating in Tennessee would not hold for
many financial services.) Numerous examples of relocation of financial wholesaling
and production activities in states wifh attractive tax and regulatory practices can be
seen by looking at financial services which have been transferred to Delaware and

South Dakota. Further, financial institutions can avoid taxes in ways which are not

available to other industries. ¥or example, tax burdens can be changed by

securitizing loans or by changing the types of financial instruments held, Thus, tax
a;oidancc does not require any changes in the “real economic" activity of a firm and
can be accomplished easily and at low costs.

A tax structure which levels the pléying field between all domiciled and
nondomiciled financial institutions in each state and which creates no disincentives to
producc financial services in a state is in the best interest of all states, individually
and as a group. The opportunities for avoidance imbedded in the current tax system

often place taxed domiciled financial institutions in competition with untaxed




nondomiciled institutions, which often may operate through branchless means. Also,
differcnt tax structures or uneven capacities to undertake tax avoidance can lead
various segments of the industry to bear different tax burdens.

Now consider the third goal, which specifies that the tax should raise an
acceptable amount of revenues. Bxisting tax structures also fail to achieve this goal
because a considerable share of financial institution income can g0 untaxed, Income
carned through loan securitization énd branchl.e§s banking are good examples where
no tax may be paid. States as a group can raise more revenues if the base is
broadened so that all income is taxed, Thus, a tax structure which provides a
consistent means of taxing all income of financial institutions is imperative.

ing_A Destinati

Only a destinations tax overcomes both of the problems discussed in the
previous section. (I anticipate that destination taxes will be necessary for many other
services as well in coming years.) Several strategies could be chosen to ensure that
all revenues are subject {o tax somewhere (goal 3), but the tax must be carefully
Structured to avoid reJocation effects (goal 2), A destinations tax is levied on the
market for services, regardless of where the service is produced. No incentive exists
to relocate economié activity lo avoid a tax on the market for a seirvice, because the
same tax is imposed regardless of where the service is produced, Similarly, all
domiciled and nondomiciled activity is taxed in a state at the same tax rate so the
playing field is Icveled.' Money center stales may object, arguing that a destinations
tax would allow some of their tax base to be shifted to market states, However, with

. & destinations tax money center states would receive revenues according to their (often




TN

'large) market, regardless of where the services were produced. Without the

destinations tax these states may receive considerably less revenues because of tax
avoidance, Bxisting tax structures hormally prevent money center states from taxing
credit card income produced out-of-state, for example. In addition, money center
states that tax the production of financial services provide an incentive to relocate
these activities to states with lower tax rates and with better regulatory enviroriments,
Bven if revenue losses resulted for some stales, keeping the economic activity should
be much more important than 3 smal] amount of additional tax revenye,

The destinations tax has five Important characteristics, First, nexus is
determined on a solicitation basis. Second, a single factor receipts based formula js
prcfcrdblc. (This is similar to the tax structure used by most states for insurance
companies). The payroll and property factors in the standard three factor formula are
intended to measure where economic activity is produced, so they are inconsistent
with tfxe concept of a destinations tax. Third, the definition of a financial institution
should be broadly set to include those entities which are substantially in competition
in each market, Since the major source of ﬁnancxal Income comes from lending, a
destmatmns fax probably should define financial institutions according to whether
their principal activily is lending, Fourth, combined reporting should be required for
all those affiliated members of a holding company which individually meet the
definition ofa financial institution, This overcomes the need to make a determination
of which transactions between affiliated companies are at arms lexlgth, and prevents
firms from engaging in tax avoidance by shifting the situs of assets or profits to a

holding company member which would be treated differently for tax purposes,
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Finally, a rule must be developed for determining the treatment of income
which cannot be sitused on a destinations basis. Interest from federal government
securitics, working capital loans, and securitized loans may be exémples. This is the
one area where some room for negotiation betx&een stales may exist because no single
conceptually correct approach exists. Receipts which do not have ‘a clearly
determined situs can be thrown out of the denominator of the apportionment formuyla,
which cffectively allocates this income according to the destination of the financial
activity which has a clearly determined situs. Alternatively, the revenue could be
thrown into the numerator of the domiciled state. This is similar to using a
production fax, framework for that part of income where the market cannot be
associated with specific states. Justifications can be given for either approach.

The other goal mentioned above fo the tax system was that it have low costs
of administration and compliance, Implementation of the destinations tax initially
may result in somewhat higher compliance costs for financial institutions because of
the need to report their tax related information in a new way. However, we recently
concluded that financial institutions have the ability to track their market because of
reg{xlatory requirements and internal business practices, so apportionment factors can
be calculated using available data, Further, a. major portion of the processing for
financial institutions is handled at the service bureau or batch processing level, except
for very large concerns. Therefore, the initial costs of implementation can be spread

over a very large base, resulting in a small investment in administration costs at the

firm level.
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Fox, William F., "Draft Alternatives for Modernizing the Massachusetts
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Special Report / Viewpoint

Draft: Alternatives for Modernizing
The Massachusetts Bank Tax Structure

by William F. Fox, for the Massachusetts Special Commisison on Business Tax Policy

1. Introduction

Over the past decade the financial industry has undergone
major transitions that will continue through the 1990s. One
result has been considerable state-level discussion on the
most effective means for taxing financial institutions. In Mas-
sachusetts, reports have been prepared and deliberations held
by a major tax study commission and numerous others. Outside
Massachusetts, major bank tax law changes have occurred
in at least five states since 1985, and ongoing analysis and
dialogue have been sponsored by the Multistate Tax Commission.

Dramatic changes in banks’ procedures and competition
have left many state tax structures outdated, and this may be
particularly true in Massachusetts. The current Massachusetts
bank tax structure can lead to very uneven tax burdens across firms

- and industries, potentially disadvantaging banks relative to firms in

other financial and nonfinancial industries. Specific reasons
include the Commonwealth’s bank tax rate is the highest in the
U.S., all income eamed by domiciled banks is taxed and the
income of many nondomiciled banks goes untaxed in Mas-
sachusetts, and banks are taxed with higher rates than most direct
competitors and other businesses in the Commonwealth.

This report is intended as input in the ongoing discussion of
Massachusetts bank taxes. Many topics considered here al-
ready are on the table, and the greatest contribution may be the
synthesis and comprehensive presentation. In addition, the
report includes evaluation of alternatives. As appropriate, pro-
posals contained in House Bill 4037 and other bank tax reform
bills introduced in prior years are examined here.! However,

'H.B. 4037 is a bank excise tax reform bill which has been submitted by
the Massachusetts Bankers Association for the 1993 legislative session. For
bank tax reform bills that present alternative approaches to those proposed in
H.B. 4037, see S.B. 2087, introduced in the 1989 legislative session.

this report does not prescribe a particular set of tax policy
changes.

The report contains seven sections. This introduction in-
cludes a brief description of the Massachusetts banking in-
dustry. Section 2 examines changes in the banking environ-
ment. Section 3 is a short history of bank tax legislation and
section 4 is a discussion of the current bank tax structure in
Massachusetts and other states. An evaluation of the problems
with the Massachusetts bank tax is presented in section 5. The
next section examines the relationship between bank taxes and
economic development. The final section identifies the major
issues that must be addressed in reforming the tax structure and
the advantages and disadvantages of alternative solutions.

1.a. Banking Industry in Massachusetts

Two hundred sixty-one banks operated in Massachusetts in
1992 and held a combined $141.0 billion in assets.” The preced-
ing several years were a period of decline for the banking
industry. Total assets in 1992 were 13.2 percent below. the 1988
level, and the number of banks was down 18 .4 percent. Eleven
banks failed in 1990, 15 banks in 1991, and 17 banks in 1992.
By comparison only four banks failed between 1986 and 1989.
Massachusetts banks lost a combined $2.3 billion during 1989,
1990 and 1991. Despite the decline in assets and number of
banks, 1992 appears to have been a much better year for the
industry. Profits totaled $1.1 billion, just below the 1988 level.

The banking industry accounts for a significant share of
Massachusetts’ economy. More than 70,200 people were
employed by the Commonwealth’s banking industry in 1991
(see Table 1). Employment grew relatively steadily from
43,300 in 1970 to 82,700 in 1988, but has declined rapidly
since. Employment in 1991 was about the same as in 1985.
Some employment losses may be attributable to the national
recession, but the Massachusetts banking industry had not
evidenced a susceptibility to earlier U.S. recessions (1970,
1974-75, 1980, and 1982). More likely causes are difficulties
in the New England banking industry resulting from real estate
loan losses, tighter regulatory standards, and other changes.®

The banking industry’s share of total Massachusetts employ-
ment has risen slowly from the 1.62 percent share in 1969, to
2.0 percent in 1991. Again, the share is lower than in 1988. The
percentage of Massachusetts’ employment in the banking in-
dustry is slightly above the 1.9 percent U.S. average, and is
second highest among New England states. However, Mas-
sachusetts trails such money center states as Delaware, New

*Data were provided by the Massachuseits Bankers Association.
3See Browne and Rosengren (1992).
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Table 1
Massachusetts Employment and Incame in Banking and Credit Agencies
U.S. Share U.S. Share of
Share of Total of Total Income Share of Total Total Personal
Year Employment Employment Employment (thousands) Income Income
1969 43,295 1.62 1.53 315,704 1.32 1.29
1970 45,785 1.71 1.58 363,094 1.41 1.35
1971 46,057 1.74 1.62 386,265 1.41 1.38
1972 46,477 1.73 1.63 405,879 1.37 1.36
1973 48,208 1.73 1.66 444,031 1.38 1.35
1974 49,743 1.77 1.72 492,714 1.41 1.40
1975 49,704 1.83 1.77 541,192 1.46 1.44
1976 50,005 1.82 1.77 583,998 1.45 1.46
1977 50,928 1.80 1.78 620,553 1.42 1.45
1978 52,454 1.77 1.80 673,094 1.39 1.45
1979 54,631 1.78 1.85 748,210 1.38 1.46
1980 57,341 1.82 1.91 862,835 1.41 1.49
1981 60,124 1.92 1.95 981,788 1.44 1.49
1982 62,044 1.98 1.98 1,121,397 1.52 1.58
1983 64,173 2.00 2.01 1,248,252 1.56 1.65
1984 67,055 1.97 2.00 1,379,145 1.54 1.64
1985 70,134 1.99 201 1,550,802 1.61 1.65
1986 76,637 2.12 2.05 1,837,264 1.76 1.73
1987 81,276 2.19 2.06 2,095,406 1.86 1.75
1988 82,654 2.17 1.99 2,367,332 1.92 1.76
1989 81,489 2.16 1.96 2,440,095 1.86 1.70
1990 77,667 2.12 1.93 2,447,709 1.81 1.67
1991 70,263 2.00 1.88 2,312,576 1.68 1.63

York, [llinois, and California. Massachusetts’ banking industry
represents 2.7 percent of total banking employment in the
United States, slightly above the Commonwealth’s 2.4 percent
share of the U.S. population.

More than $2.3 billion in personal income was earned in the
Massachusetts banking industry in 1991 (see Table 1).* The
percentage of personal income eamned in banking was some-
what smaller than the percentage in employment, but still stood
at 1.7 percent. Again, the share of personal income is slightly
larger for the Commonwealth than for the U.S., but Mas-
sachusetts is below other large money center states. As with
employment, the percentage of personal income eamed in
banking has grown steadily since 1969, evidencing the
industry’s growing importance. Massachusetts experienced an
11.2 percent annual growth rate in income from the banking
industry between 1970 and 1991, which is about the same
growth rate as that for U.S. banking as a whole. The growth
compares favorably with the 6.0 percent rate of inflation during
the same time period. Only Maine has grown more slowly
among New England states.

4Personal income includes wages, salaries, other labor income (which
includes fringe benefits), and proprietor’s income. Personal income data
reported here and for SIC 60 (depository institutions) and SIC 61 (non-
depository credit institutions).

2. Current Banking Environment®

Bank taxes were developed in an era when financial institu-
tions were presumed to operate wholly within one state. Three
major trends are altering the continued validity of this structure:
interstate banking, branchless banking, and growth of nontradi-
tional financial service providers. Each trend is addressed
below.

2.a. Interstate Banking

The 1980s began with the banking system strongly regu-
lated and technological innovations for delivering banking
services not fully developed. Federal legislation, state legisla-
tion, and shifts in banking practices, many of which were
already underway, have left banks’ interstate practices substan-
tially altered. :

Four federal statutes have increasingly permitted branching
and interstate banking during the past several decades. The
McFadden Act, which was passed in 1927 and amended in
1933, restricted the in-state branching powers of national banks
to those of state-chartered banks. Three subsequent acts have
expanded the potential for interstate banking. The Douglas
Amendment to the Bank Holding Company Act of 1956 deter-
mined that states have the final authority on branching within
their borders and in determining whether an interstate acquisi-
tion will be allowed. The Gamn-St. Germain Act facilitated

5This section draws heavily on Fox and Kelsay (1992).
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° Table 2
| State Laws Alowing Interstate Banking as of January 1, 1991
Nationwide Entry Without Nationwide Entry With Regional or Contiguous State
’ Reciprocity Reciprocity Entry w/Reciprocity Entry Not Allowed.
Alaska Connecticut Alabama Hawaii
Arizona California Arkansas’ Kansas
Colorado Delaware District of Columbia Montana
Idaho Kentucky Florida North Dakota
Maine Ilinois Georgia
Nevada Louisiana Indiana’
New Hampshire Massachusetts Iowa
New Mexico Michigan Maryland
Oklahoma! Nebraska Minnesota
Oregon New Jersey Mississippi
Texas New York Missouri
Utah Ohio North Carolina
Wyoming Pennsylvania South Carolina
Rhode Island Virginia
South Dakota Wisconsin
Tennessee
Vermont
Washington
West Virginia
'Bank holding companies from states not granting reciprocal entry to Oklahoma banking organizations must wait four years before making
additional acquisitions.
*Entry into Arkansas is contingent on submission, approval, and compliance with an extensive plan guaranteeing certain levels of community
service and investment. .
*This state is scheduled to convert to nationwide entry as follows: Indiana — July 1, 1992.
Source: Banking Studies, Division of Bank Supervision and Structure, Federal Reserve Bank of Kansas City, 1990 Annual. Categorization of
Massachusetts based on Amel (1991).

interstate banking by authorizing banking institutions to acquire
failing banks and thrifts in states other than the one where they are
domiciled. Finally, the Edge Act of 1978 provided for limited
interstate banking through international banking provisions.
Despite limitations imposed by these statutes, banks have
been able to expand their. interstate operations. One way is
through chain banking agreements in which individuals, rather
than corporations, own banks in multiple states. These agree-
ments circumvent the Bank Holding Company Act which limits
corporations, but not individuals, from ownership of multistate
banks. Another way has been to purchase noncontrolling inter-
est in an out-of-state bank, with an option to purchase control
of the firm when permitting legislation is put in place. Also, a
bank in one state can purchase a failed bank in another state
through provisions of the Garn-St. Germain Act. In some cases,
federal regulators have permitted the out-of-state bank to set
up the failed bank as a branch, rather than as a subsidiary bank.
In recent years, out-of-state banks have acquired at least four
failed Massachusetts banks and have set them up to operate as

branches. Further, banks have created nonbank subsidiaries in -

other states, such as loan production offices.5

%In 1989 the Community Bank Coalition for Tax Rate Reform reported
there were loan production offices from 17 nondomiciled banks operating in

the Commonwealth.

State legislation also has facilitated rapid increases in inter-
state banking. Maine’s 1975 legislation was the first to
authorize interstate banking. Since then at least 45 other states
plus the District of Columbia have passed legislation permit-
ting some form of interstate banking (see Table 2). Nonetheless,
the bank holding company structure remains the major means
by which financial institutions are able to expand interstate
operations. Massachusetts allows holding companies
domiciled in other states to locate a subsidiary in the Common-
wealth if the state where the holding company is domiciled
allows a reciprocal arrangement for Massachusetts domiciled
holding companies. The Massachusetts Bankers Association
currently is supporting legislation that would authorize nation-
wide interstate banking.

2.b. Branchless Banking

Banks are now able to deliver a large volume of services to
places where they have no branches, thanks largely to tech-
nological advances in the collection, storage, and transmission
of information. Examples of modem-day “branchless banking”
include transactions conducted through point of sale terminals,
automated clearing houses, automated teller machines, and
electronic funds transfer systems. The development of high-
speed computers has facilitated banking transactions con-
ducted through the mail. All of these innovations have per-
mitted banks to expand the scope of financial services they
provide and the span of geographic markets they serve.
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The data processing revolution has enabled the rapid expan-
sion of loan securitization, perhaps the most important form of

-branchless banking today. Securitization has a long history,

dating back to the Federal National Mortgage Administration
(Fannie Mae) in the 1930s. However, securitization became an
extensive practice only after development of high speed infor-
mation systems and deregulation of the financial industry. An
evidence is that mortgage backed securities grew 11-fold
during the first half of the 1980s.’

Securitization has expanded recently into many other
markets including automobile loans, credit card receivables,
small business loans, home equity loans, computer leases,
affiliate notes and many others (Lemer, 1990). For example,
Chase Manhattan Bank is reported to have securitized more
than $7 billion in credit card receivables, and to have placed
$600 million in one deal in 1989. Marine Midland Bank has
originated about $2 billion in automobile receivable-backed
securities over the past five years. Ford Motor Credit, the
largest issuer of asset-backed securities in 1989, brought $5.2
billion in automobile-backed securities to market.

2.c. Growth of Nontraditional
Financial Service Providers

A number of industries that directly or indirectly compete
with banks have developed or grown rapidly during the past
several decades. Frequently the banking industry operates at a
competitive disadvantage relative to these industries. Among
the reasons are firms in these industries often are subject to
lesser or different regulatory structures and to different tax
regimes than are banks.

The Division of Banking has some regulatory responsibility
for many nontraditional service providers and its listings allow
a comprehensive review of these competitors. As of March 31,
1993, in Massachusetts there are 110 companies that make
small loans, such as Beneficial Massachusetts, Inc., Chase
Manhattan Personal Finance Services, and Sears Consumer
Financial Corp.; 112 sales finance companies such as General
Electric Capital Corp. and Whirlpool Acceptance Corp.; 82
automobile financing firms such as Chrysler First Financial
Services Corp., General Motors Acceptance Corp., and Toyota
Motor Credit Corp.; 177 mortgage lending firms such as
Citicorp Mortgage, Inc., New Hampshire Colonial Mortgage
Co., and Sears Mortgage Corp.; 351 mortgage broker firms
such as Assurance Mortgage Corp., First Boston Mortgage
Corp., and Primeamerican Financial Services. In addition,
there are 149 credit unions, 187 collection agencies, 419
foreign transmittal agencies, and 149 insurance premium
finance agencies. Note that the list includes subsidiaries of
many large U.S. nonbank and bank corporations.

The nonbank competitors often are of extraordinary size.
General Motors Acceptance Corporation, the largest nonbank
finance company, held $102.9 billion in assets in 1991
(D’ Arista and Schlesinger). General Electric Capital Corp. and
Ford Motor Credit Company each had more than $50 billion in
assets and another eight finance companies had more than $10
billion in assets in 1991.

TUnited States League of Savings Institutions, Savings Institutions Source-
book, Chicago, IL, 1988, pp. 65-67.

Bank and nonbank firms compete in three ways. The first
two are cases where nonbank financial service firms have
entered traditional banking markets and the third is where
banks have been allowed greater authority. First, nearly every
nonbank competitor seeks to make loans by issuing credit
cards, making home mortgages, or giving personal or business
loans. During the first quarter of 1993, 20 of the top 45
mortgage lenders in Massachusetts were nonbanks, 20 were
banks and 5 were bank owned mortgage companies.® More
striking, is that 76 of the top 100 mortgage lenders in Mas-
sachusetts were banks in 1986. Only 47 were-banks during the
first quarter of 1993. The number of nonbank mortgage com-
panies in the top 100 grew from 20 to 43 during this time period.

Commercial bank assets have increased 197.3 percent since
1980. Data prepared by Momingstar reveal that mutual funds
in the U.S. held $228.9 billion in assets in 1992, a 1228.9
percent increase in one decade. Money market mutual funds
alone had assets of $72.3 billion in 1992. Assets of finance
companies have grown 325.5 percent since 1980.°

In Massachusetts as of June 30, 1992 state-chartered credit
unions held $5.8 billion in assets, and federally chartered credit
unions held $3.8 billion, for a total of $9.6 billion. Assets in
Massachusetts-chartered credit unions grew 146.0 percent be-
tween 1982 and 1992, versus 64.5 percent in state chartered
savings banks and 56.5 percent in state chartered cooperative
banks.'°In fact, since 1990 assets in Massachusetts’ banks have
declined while credit union assets have risen dramatically. Five
of the largest 100 mortgage companies during the first quarter
of 1993 were credit unions, up from one in 1986.

Second, banks and other financial institutions compete for
deposits. Though banks’ competitors (except credit unions)
often are termed nondepositories because they do not accept
deposits, the competitors raise capital through mutual funds,
tax deferred annuities and other alternatives to deposits in
banks. Much of the growth in nonfinancial institution’s assets
has been funded through means that compete with bank deposits.

Third, many states have relaxed regulations which limited-
markets banks can enter. For example, banks in Massachusetts
are permitted to engage in securities underwriting, securities
brokerage, and other brokerage services. Thus, banks are com-
peting in industries from which they were formerly excluded.

3. History of State Bank Taxes"

The structure of state bank taxes across the U.S. has been
driven by judicially imposed restrictions on the ability of states
to tax national banks and by Congressional legislation. These
constraints arose because in times past national banks were
regarded as instrumentalities of the U.S. government. They
issued currency, served as fiscal agents, and acted as
depositories of public monies. Given restrictions on taxation of
national banks, states have limited their taxation of state-chartered
banks to what was permissible for national banks, so that the
state banks were not placed at a competitive disadvantage. As

8Banker and Tradesman Monthly Mortgage Report, 1993, Issue 3.

9D’ Arista and Schlesinger. ’

10Data provided by Massachusetts Bankers Association.

HThis section is drawn from McCray (1990), Symons (1984), and Symons
and Strauss (1987).
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a result, many states impose a tax regime on banks that differs
‘rom the regime they impose on nonbanking corporations.

Judicial restrictions on states’ ability to tax national banks
began with the 1819 U.S. Supreme Court finding in McCulloch
v. Maryland.” The ruling held unconstitutional all state taxes
on national banks other than a real property tax and a bank share
tax. However, in this ruling Congress was seen as having the
power to permit any form of taxation it deemed appropriate.
The authority given in McCulloch v. Maryland for states to levy
a real property tax and a bank share tax was clearly specified
by Congress in the National Bank Act of 1864." Congress
limited the rate of tax on real property to that imposed on other
property owners. The share tax rate on national banks was
limited to the rate levied on “other moneyed capital.” The
courts interpreted the maximum share tax rate described in the
1864 Act to be no higher than e rate imposed on other
corporations involved in banking or the rate incident on the
intangible personal property of individuals involved in the
banking business. The latter interpretation required states to
impose taxes on a wide range of intangible property.

The goals states sought to achieve during this era included
to collect substantial revenues from taxation of banking and to
impose taxes which could be administered in a realistic fashion.
One result was that over time the effective tax rate on banks
increased relative to that imposed on other forms of intangible
personal property. Banks began to sue on the premise that they
were overtaxed compared to “other moneyed capital.” In 1923,
after the Supreme Court ruling in Merchant’s National Bank v.

‘chmond,'* Massachusetts’ banks accepted a compromise of
«»3 million as compensation for excess collection of past taxes.

Congress acted in 1923 in response to the difficulty of
defining taxes that did not discriminate against banks and to the
problems states were having maintaining sufficient revenues
from taxation of banks. One change from this legislation was
that the definition of “other moneyed capital” was restricted in
order to limit the potential of bank taxes being seen as dis-
criminatory. Also, options for state taxation of banks were
extended to include a tax on net income at a rate not to exceed
that on other corporations and a tax on dividends received by
shareholders at a rate no higher than that on net income from
“other moneyed capital.” These alternatives likely would have
generated less revenue than the share tax already imposed by
states because interest from federal, state, and local securities
was not taxable under either of the newly permitted taxes. Thus,
in 1926 Congress enacted a third alternative. An excise (or
franchise) tax was permitted where net income from all sources
was allowed as the tax base.

The difficulty of assessing taxes on banks in a nondis-
criminatory manner remained even after the 1926 legislation.
A major issue was the set of taxes that should be used to
compare tax liabilities for banks and other corporations. Non-
bank corporations often were subject to a series of taxes while
banks were subject only to a franchise, share or income tax.
States began to build up the bank tax rate so the tax burden on
banks would be similar to that imposed on other corporations.

217U.5. 316 (1819).

1313 Stat. 100-118 (1864).
19256 U.S. 635 (1921).

Difficulties of setting the appropriate tax rate developed anew
across the states.

Once again Congress responded, this time passing legisla-
tion in 1969 that eventually became effective in 1976. The
major constraint imposed by this most recent legislation on
state taxation of banks is as follows: “For the purpose of any
tax law enacted under authority of the United States or any
State, a national bank shall be treated as a bank organized and
existing under the laws of the State or other jurisdiction within
which its principal office is located.”*

The 1976 legislation represented two significant changes in
federal policy on taxation of national banks. First, states are
permitted to impose any type of tax on banks without the
necessity of obtaining congressional approval, as long as the
taxes do not discriminate against national banks. Second,
whether taxes discriminate against national banks is measured
by comparing the taxes on national banks with the taxes on state
banks, rather than with nonbanking corporations. Thus, the
only limitation in existing legislation is that a state must tax
national banks in the same manner as it taxes banks chartered
in the state. Relaxation of prior restrictions is appropriate
because the original purpose for such restraints on taxation —
protecting the issuance of currency and the other fiscal services
performed by national banks — is no longer needed in today’s
environment. Today, these functions are performed primarily
by the Federal Reserve System.

A limitation on state taxation of interest from federal
securities also remains. Specifically, “Stocks and Bonds of the
United States Government are exempt from taxation by a State
or political subdivision of a State. The exemption applies to
each form of taxation that would require the obligation, the
interest on the obligation, or, both, to be considered in comput-
ing a tax, except

1. a nondiscriminatory franchise tax or another non-

property tax instead of a franchise tax, imposed on a

corporation; and

2. an estate or inheritance tax.”'6

Thus, the total income of a bank, including interest from
federal securities, may be in the tax base as long as the state tax
is a franchise tax, but the interest on federal securities cannot
be included in a corporate income tax. The reason for the
difference is a franchise tax normally is levied on the privilege
of doing business in a state or of being a corporation, and is not
a direct assessment on the income earned. A corporate income
tax is a direct assessment against corporate income.

4. Massachusetts’ Bank Tax Structure’

Massachusetts’ bank tax history is long and varied because
of the changing federal policies. The Commonwealth passed
its initial tax on incorporated banks in 1812, prior to the first
judicial ruling. The tax was a one percent assessment on the
value of capital stock. Later, Massachusetts, like other states
responded to the National Bank Act of 1864 by enacting a tax
on the shares of national banks at the location where the share
owners resided. Massachusetts quickly reacted to the 1926
congressional action by legislating an excise tax on banks

1312 U.S.C. 548 (1969).
1631 U.S.C. Section 3124(a) (1982).
See M.G.L., Chapter 63.
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domiciled in the Commonwealth, with the base being federa
‘taxable income with several adjustments. :

Massachusetts has maintained its basic bank tax structure
since the excise tax was imposed in 1926.'® The tax is imposed
as a franchise tax. The privilege of operating in the Common-
wealth is valued using bank net income, which includes interest
on federal securities. Net income is defined as “the gross
income from all sources, without exclusion, for the taxable
year, less the deductions, but not credits, allowable under the
provisions of the Federal Internal Revenue Code.” However,
certain deductions allowed by the U.S. are not permitted by the
Commonwealth, including for intercorporate dividends
received, for losses sustained in previous years, and for income,
franchise or stock taxes imposed by other governments. In
addition interest earned on state and local government debt is
taxable in the Commonwealth but not by the U.S. government.

Massachusetts formerly calculated the tax rate on banks by
adding the nonbank corporate tax rate (currently 9.5 percent)
and a rate to account for the corporate net worth tax (currently
$2.60 per $1000 of value) with the intent of equalizing the bank
and nonbank tax burdens. The practice of setting the bank rate
to equalize burdens ceased when the new federal tax legislation
became effective in 1976. The 12.54 percent rate which was
imposed at that time is still in effect today.

Massachusetts does not allow bank members of a holding
company to file combined returns, though nonbank members
can file combined returns. Each bank member of a holding
company is taxed independently of other corporations that are
in the same holding company.'®

The Massachusetts bank tax structure has been described as
residence based.” One reason is domiciled banks are taxed on
their entire income wherever eamed.* No deduction is allowed
for income earned outside the Commonwealth by Mas-
sachusetts-domiciled banks, even if the income is taxed in the

18An out-of-state bank seeking to acquire a financial institution located in
the Commonwealth is required “to make ninety- hundredths of one percent of
its assets in the Commonwealth available for call . . .” by the Massachusetts
Housing Partnership Fund for ten years (M.G.L., Chapter 107 section 38). The
Fund is used to finance housing purchases by low income households. Contrib-
utions to the fund are repaid at cost, but may not include an opportunity cost
50 a tax may be implicit in this set aside. A total of $66.1 million has been
committed-to-date and three additional acquisitions are pending.

9The implications of this feature are discussed in detail in section 5.c.
Multibank Financial Corporation is an example of a bank holding company. It
is headquartered in Dedham and owns three banks in the Commonwealth:
South Shore, Mechanics, and Multibank West. Multibank Financial corpora-
tion also owns a leasing company located outside the commonwealth.

2056 McCray, 1990. The intent appears to have been development of a
residence based tax structure in a regulatory framework. However, three
current exceptions to the residence structure should be noted. First, foreign
chartered banks operate in Massachusetts through branches and are taxed with
an apportioned system based on a single factor receipts formula. Second,
federal regulations have permitted certain out-of-state banks to establish
branches in the Commonwealth. These banks are apportioning income into
Massachusetts. Third, Section 63 states that nationally chartered banks doing
business in the Commonwealth are taxable. The section does not explicitly
require that national banks be domiciled in the Commonwealth, so non-
domiciled national banks may be subject to the tax.

21The First National Bank of Boston sued the Commonwealth arguing that
taxing 100 percent of foreign sourced income without apportionment or con-
sideration of taxes paid to other jurisdictions is unconstitutional. A settlement
was reached for tax years 1976 through 1990 whereby Massachusetts paid $37
million to the bank. However, the constitutional question remains unsettled.

state where it is earned. This differs from the Massachusetts

_ nonbank tax structure and from the way many states tax banks.

A second reason is the tax is not levied on banks domiciled in
other states even if they earn income in the Commonwealth.
Again, this differs from the Massachusetts nonbank tax struc-
ture, where firms are permitted to apportion income. As a rule,
states have not been aggressive in taxing nondomiciliary banks
through apportionment or other means. However, the number
of states taxing nondomiciliary bank income is growing rapidly
and includes Minnesota, Tennessee, Indiana, New York, and
California.

4.a. Defining a Bank

The Commonwealth has been compelled to define banks for
tax purposes because a unique tax structure is imposed on
banks. The definition is structured both by the tax law and the
regulatory definition of a bank. A firm is taxed under the bank
tax law only if it has a charter, and it only is required to obtain
a charter (at least in Massachusetts) if it accepts deposits and
makes loans. Massachusetts General Law, Section 63 says
banks, including both thrifts and commercial banks, are chartered
by the U.S. government, Massachusetts, or a foreign country.
For regulatory purposes, a firm must accept insured deposits
and make loans to be chartered as a bank in Massachusetts.

Two assumptions, both invalid in today’s banking environ-
ment, appear to have been implicit in the original definition.
First, banks were presumed to operate in markets that were
independent of nonbank competition. Thus, many firms in the
financial services industries are not subject to the bank tax even
though they directly compete with banks.” For example, loan
companies, stock brokers, and insurance companies are not
subject to the bank tax because they donot accept insured deposits.
Similarly, credit card companies such as Sears’ Discover Card
and American Express are not included. Even bank holding
companies and credit card subsidiaries of the holding com-
panies are not classified as banks for tax purposes since they
donot accept deposits and therefore, do not need bank charters.

The second assumption implicit in defining a bank for tax
purposes appears to have been that banking services only would
be provided by domiciled banks. Thus, the Massachusetts bank
structure, as in most states, was developed to tax domiciled
banks.?> However, the changes in bank int