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All subjects over which the sovercign power of a State
extends, are objects of taxation; but those over which it
does not extend, are, upon the soundest principles, ex-
empt from taxation.!

I find little difficulty in concluding that exaction of a tax
by a State which has no jurisdiction or lawful authority
to impose it is a taking of property without due process
of law. The difficulty is that the concept of jurisdiction
is not defined by the Constitution.?

More than a century of judicial exposition separated the rule
announced with such certainty by Justice Marshall in 1819 from
the retort by Justice Jackson in 1942 that Marshall’s rule defined
nothing. Yet it was not until 1945 and International Shoe Co. v.
Washington® that the Court abandoned the sweeping absolutism of
early concepts of jurisdiction and began to craft a judicial response

* Counsel to the Multistate Tax Commission. B.A., University of California
Los Angeles, 1967; J.D., University of Colorado, 1975; LL.M., Georgetown - Uni-
versity Law Center, 1985.

1 McCulloch v. Maryland, 17 U.S. (4 Wheat.) 316, 429 (1819) (Marshall, C.J.).

: State Tax Comm’n v. Aldrich, 316 U.S. 174, 201 (1942) (Jackson, J., dis-
senting). :

3 326 U.S. 310 (1945 (noting that jurisdiction may be based on minimum
contacts with a forum).
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to the vexing question of jurisdiction in our federal system. In
International Shoe, the Court moved away from its early ‘“‘power’’
theory of jurisdiction—basing jurisdiction solely on the physical
presence of individuals or corporate entities within the state—and
replaced it with a sophisticated fairness standard. The new standard
presents no constitutional impediment to a state’s exercise of juris-
diction over nonresident and absent defendants/taxpayers when cer-
tain minimum contacts with the state are present.*

State assertion of taxing jurisdiction over multijurisdictional
banking corporations, however, remains mired in the Marshall era
of physical presence. States have typically sought to tax only those
banks that have their principal offices within state borders. The
most important reason for the failure of states to assert taxing
jurisdiction over in-state banking activities conducted by an out-of-
state bank is the persistent myth that because federal and state
laws prohibit interstate branching, banks do not engage in interstate
banking. By popular perception, interstate branching (prohibited
unless state law expressly permits it) is equated with interstate bank-
ing (prohibited by neither state nor federal law). Thus, in struc-
turing their bank taxation laws, most states have not tried to reach
the income that is earned from in-state sources by out-of-state
banks.

It is time for states to draft new legislation that addresses mod-
ern banking activities. Several recent developments lead to that
conclusion. First, in 1976, Congress effectively repealed the 1842
federal statute that had drastically curtailed state power to tax
national banks and, because of regulatory competition, had the
indirect effect of limiting state taxation of state-chartered banks.’
States are now free to tax national banks as they do any other
business corporation, provided that they do not discriminate be-

¢ . at 316.

! See infra notes 40-53 and accompanying text. For many years, a federal
statute restricted state taxation of national banks to one of four kinds of taxes.
Another federal statute similarly restricted state taxation of federal obligations.
These restrictions had a profound effect on state taxation of state-chartered banks
and even state obligations because states were loathe to tax their own banks and
obligations more harshly than they taxed national banks and federal obligations;
states have typically taxed their own banks and obligations in a manner consistent
with the restrictive federal scheme.
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tween national banks and state banks. Second, in the last decade
the Supreme Court has changed its interpretation of the restrictions
the commerce clause imposes on state taxation of interstate business
in a way that permits states greater flexibility in the methods they
choose.¢ Third, several recent Supreme Court decisions have struck
down state taxes on national banks, requiring the affected states,
as well as states with similar statutes, to amend their bank tax
laws.” Fourth, state regional compacts that formally permit inter-
state branching within defined areas are bound to accelerate the
spread of informal interstate banking. Finally, the increasing so-
phistication of computer technology promises to revolutionize bank-
ing practices, raising a real possibility that local brick-and-mortar
banks will become less important—if not extinct.

This article will show that market states have jurisdiction to tax
out-of-state banks that earn income within those states by soliciting
loans and deposits there and by providing services to resident cus-
tomers. The article urges states to adopt a tax that will allow them
to reach, via an apportionment formula, that part of the entire net
income earned by in-state and out-of-state banks that is attributable
to sources within their borders. The optimal tax for this purpose
is a franchise tax measured by net income. Part I will briefly review
the statutory and judicial framework within which state and na-
tional banks must operate. It will also examine the statutory and
legislative restrictions on state taxation of banks. In part II, the
scope and character of interstate bank and bank-related activities
will be considered. This section will examine whether states can,
consistent with the due process and commerce clauses, tax banks
that conduct such activities. Finally, part III will trace the judicial
history of the corporate franchise tax. The article will then con-
clude that a like tax on banks, measured by the banks’ net income,
would allow states to reach all of the income that they are con-

¢ See, e.g., Western and Southern Life Ins. Co. v. State Bd. of Equalization,
451 U.S. 648 (1981) (California’s retaliatory tax does not violate the commerce
clause); Mobil Qil Corp. v. Commissioner of Taxes, 445 U.S. 425 (1980) (Ver-
mont’s taxation of ‘‘foreign source’’ dividend income does not violate the com-
merce clause).

T See, e.g., American Bank & Trust Co. v. Dallas County, 463 U.S. 855 (1983)
(Texas bank shares tax violated statute precluding a tax based on federal obliga-
tions).
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stitutionally permitted to tax and therefore be the optimal tax.
I. THE STATUTORY AND JUDICIAL STRUCTURE OF BANKING!

A. Branch Banking

Unless expressly permitted by state law, both state-chartered and
federally-chartered banks are prohibited from operating interstate
through branch banks. Prior to 1927, national banks, but not state
banks, were forbidden to engage in any branch banking whether
interstate or intrastate.® In that year, Congress enacted the Mc-
Fadden Act!® which amended the National Bank Act! to allow
national banks to establish branch banks within the states in which
they were located ‘‘if such establishment and operation are ...
expressly authorized to State banks by the law of the State in
question . ...’ The McFadden Act.also applies to state banks
that are members of the Federal Reserve System.!* The Act did not

* For a detailed history of the federal legislative and judicial roots. of modern
banking laws, see ADVISORY COMMISSION ON INTERGOVERNMENTAL RELATIONS, 94TH
CONG., 1sT SESS., REPORT OF A STUDY UNDER PuBLIC LAwW 93-100, STATE AND
LocaL ““DomNG BUSINESS'® TAxES ON OuUT-OF-STATE FINANCIAL DEPOSITORIES, BE-
FORE THE SENATE CoMM. ON BANKING, HOUSING, AND UrBAN AFrrams (Comm.
Print 1975); BoARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, 928D CoONG.,
IsT SEss., REPORT OF A StuDnY UNDER PumBLIC LAw 91-156, STATE AND LOCAL
TAXATION OF BANKS, BEFORE THE SENATE Comu. ON BANKING, HoOUSING, AND
URBAN AFFARS (Comm. Print 1971).

> Before 1927, the National Bank Act, ch. 106, 13 Stat. 10l (1864), provided
that the ‘‘usual business’’ of a national bank ‘‘shall be transacted at an office or
banking house located in the place specified in its organization certificate.”” Id. §
8, 13 Stat. at 102. In First National Bank v. Missouri, 263 U.S. 640 (1924), the
Supreme Court, interpreting the Act, held that (a) national banks can exercise
only those powers that are expressly granted them under the National Bank Act
or such incidental powers as are necessary to carry on the business for which
they are established, (b) the power to operate a branch bank was neither expressly
granted in nor necessarily implied from the National Bank Act, and (c) therefore,
the First National Bank was subject to the Missouri laws that prohibited intrastate
branch banking. This opinion created an imbalance between state-chartered and
federally-chartered banks because state-chartered banks were not subject to a ju-
dicially-imposed, per se ban.

'° ' Ch. 191, 44 Stat. 1224 (1927) (codified as amended in scattered sections of
12 U.S.C.). For easier reference, further citations to the McFadden Act will direct
the reader to the United States Code.

" Ch. 106, 13 Stat. 101 (1864).

2 12 US.C. § 36(cX1) (1982).

1 The Federal Reserve Act, ch. 6, § 9, 38 Stat. 251, 259 (1913), provided that
state banks that are members of the Federal Reserve System are subject to the
same branching restrictions that apply to national banks under 12 US.C. § 36
(1982).
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lift the ban on interstate branching, however;* although the Mc-
Fadden Act authorizes both state and national banks to establish
intrastate branches to the extent allowed by the laws of the states
in which they are located, it does not empower either state or
national banks to engage in interstate branching regardless of state
law.!s

If the McFadden Act does not authorize national banks to en-
gage in interstate branching, it does not prohibit national banks
from engaging in interstate banking. According to the Act, a branch
‘“‘include{s] any branch bank, branch office, branch agency, addi-
tional office or any branch place of business . . . at which deposits
are received, or checks paid, or money lent.””’'¢ Although the lan-
guage defining the prohibited activity is framed in the disjunctive,
there is plenty of room within the definition for an out-of-state
national bank to engage in banking and bank-like activity without
violating the McFadden Act. For example, if a national bank trans-
acts business in the host state through the mail or by telephone,
it has not established a place of business in the host state. The
out-of-state bank is not operating through a branch.?”

The interstate branching ban did not prevent all branching activity.
Some national banks found a loophole in the law through which
they were effectively able to engage in interstate branching. If the
Act prevented a bank from branching directly, it did not prohibit
a parent bank holding company from acquiring or establishing sep-
arately chartered and separately capitalized subsidiary banks in dif-
ferent locations throughout a state as well as across state lines.

“ See 12 U.S.C. § 81 (1982). The statutory restrictions on where a national
bank can conduct activities are as follows: ‘‘“The general business of each national
banking association shall be transacted in the place specified in its organization
certificate and in the branch or branches, if any, established or maintained by it
in accordance with the provisions of section 36 of this title.”” /d. Section 36 then
authorizes national banks to establish and operate branches within the states in
which they are located if state law allows state banks to branch. 12 U.S.C. §
36(c)(1) (1982).

1 The McFadden Act authorizes the Comptroller of the Currency (for national
banks) and the Federal Reserve Board (for state member banks) to approve a
branch of a national or state member bank only if the law of the bank’s home
state specifically authorizes such a branch for state banks and then only ‘‘at any
point within the State in which {it] is situated.”” 12 U.S.C. § 36(c) (1982).

6 d. § 36(f).

" See infra notes 91-92.
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The Bank Holding Company Act,'®* however, closed the loophole
by prohibiting interstate branching through subsidiary banks.!?

According to section 3(a) of the Bank Holding Company Act,®
the Board of Governors of the Federal Reserve System? must ap-
prove all bank acquisitions by a bank or a bank holding company.z
Section 3(d) of the Act,? popularly known as the Douglas Amend-
ment, provides that under certain circumstances the Board of Gov-
ernors may not approve an application submitted by a bank or a
bank holding company to acquire a bank. If the bank sought to
be acquired is located outside the holding company’s principal state
of operation, the application will be rejected unless the laws of the
state in which the bank is to be acquired or established expressly
provide for such entry.* Thus, unlike the McFadden Act, the
Douglas Amendment authorizes interstate branching through sub-
sidiary banks if state law allows.

u Ch. 240, 70 Stat. 133 (1956) (codified at 12 U.S.C. §§ 1841-50 (1982)). For
easier reference, further citations to the Bank Holding Company Act will direct
the reader to the United States Code.

v See 12-U.S.C. § 1843(d)1) (1982). The Bank Holding Company Act (and
the Douglas Amendment thereto, see infra note 23 and accompanying text) applied
only to muitibank holding companies. In 1970, the Bank Holding Company Act
was amended to bring one-bank holding companies -under the supervision of the
Federal Reserve Board and to subject them to the geographical restrictions of the
Douglas Amendment. Act of Dec. 31, 1970, Pub. L. No. 91-607, § 101, 84 Stat.
1760, 1760 (codified at 12 U.S.C. § 1841(a)X1) (1982)).

» 12 U.S.C. § 1842(a) (1982).

2 The Board of Governors of the Federal Reserve System is the primary reg-
ulator of bank holding companies. See id. § 1844(c).

2 The Act applies to both banks and bank holding companies. Because the
Act defines a bank holding company as any corporation, partnership, business
trust, association or similar organization that owns or has control over a bank or
another bank holding company, see id. § 1841(a)1), (b), a bank that proposes
to acquire another bank would thereby become .a bank holding company. The Act
controls all acquisitions of banks by entities that are or that would become bank
holding companies after the acquisition. A bank holding company is deemed to
have control over a bank when (a). it has the power to vote 25% or more of
any class.of voting securities of the bank, (b) it has the power to elect or influence
the election of directors or trustees of the bank, or (c) the Board of Governors
of the Federal Reserve System determines that it exercises a controlling influence
over the management or policies of the bank. See id. § 1841(a}2); 12 C.F.R. §
225.2(d) (1985). The Act applies equally to acquisitions of state-chartered and federally-
chartered banks. .

8 12 U.S.C. § 1842(d) (1982).

» M.
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The Douglas Amendment restrictions apply only to interstate ac-
quisitions of ‘‘banks.”” Section 2(c) of the Act defines a bank as
a company that both accepts demand deposits and engages in the
business of making commercial loans.”* Bank holding companies
may expand by acquiring or establishing ‘‘non-bank’’ subsidiaries
without violating the Act and without regard to state law.

To summarize, branch banking is controlled by both state and
federal law. First, for those banks subject to the McFadden Act,
the following rules apply: each state’s law will determine whether
a national or state bank may engage in branch banking within its
borders, and each state’s law will determine which activities en-
gaged in by state banks constitute branch banking. The federal
McFadden Act will determine whether any particular operation en-
gaged in or facility established by national banks constitutes branch
banking.?” Because the McFadden Act provides only a skeletal def-
inition of the term ‘‘branch,’”’ the administrative and judicial inter-
pretations set the parameters of the covered activities.

Second, for those entities subject to the Douglas Amendment,
the following rules apply: state law will determine whether a bank
or bank holding company can acquire a subsidiary bank within a
state. Again, however, federal law will determine whether a partic-
ular entity acquired by a bank holding company is a ‘‘bank.”’ For
example, since the Bank Holding Company Act defines a bank as
an entity that both accepts deposits and engages in the business of
making commercial loans, a subsidiary that accepts demand depos-

5 Id. § 1841(c). ,

» States cannot by legislation forbid the entry of non-bank organizations with-
out running afoul of the commerce clause. See Lewis v. BT Inv. Managers, Inc.,
447 U.S. 27 (1980) (Florida statute prohibiting out-of-state banks, holding com-
panies, and trust companies from owning any Florida investment advisory services
violates commerce clause); see giso Board of Governors v. Dimension Fin. Corp.,
474 U.S. 361 (1986) (non-bank banks are not subject to restrictions of the Bank
Holding Company Act); Florida Dep’t of Banking and Fin. v. Board of Gover-
nors, 760 F.2d 1135 (11th Cir. 1985) (non-bank banks are not subject to the
geographical restrictions of the Douglas Amendment), vacated, 106 S. Ct. 875,
rev’d on remand, 800 F.2d 1534 (11th Cir. 1986), cert. denied, 107 S. Ct. 1887
(1987).

7 See First Nat'l Bank v. Dickinson, 396 U.S. 122 (1969) (the definition of
‘‘branch’’ found in the McFadden Act must not be given a ‘‘restrictive’’ meaning
that would frustrate congressional intent).

u See infra notes 86-88.
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its and makes only consumer loans or makes commercial loans but
does not accept demand deposits is not a forbidden ‘‘bank.”’?® A
bank holding company may acquire such a subsidiary without re-
gard to either the McFadden Act or state law.® As this indicates,
although interstate branching is restricted by statutes, there is wide
latitude within this complex state-federal scheme for banks to en-
gage in interstate banking and bank-like activities. These activities
will be explored in depth in part II.

B. State Taxation of Banks*

In 1819, in McCulloch v. Maryland,** the Supreme Court first
announced its doctrine of intergovernmental tax immunity. The case
involved the constitutionality of a Maryland law that imposed a
tax on bank notes issued by any bank or branch not chartered by
Maryland. Maryland state-chartered banks were not subject to the
same or similar tax. When branches of the Bank of the United
States refused to comply with Maryland’s taxing statute, the state
brought suit to recover the tax and penalties. In a sweeping opinion
in which Justice Marshall uttered his famous statement that the
“‘power to tax involves the power to destroy,’””s* the Court held

» See 12 U.S.C. § 1842(c), (d) (1982).

» The acquisition of a non-bank subsidiary does not violate the McFadden Act
because that Act applies to national banks, not to bank holding companies. For
purposes of the Bank Holding Company Act, the Supreme Court has held fast
to a strict interpretation of the terms ‘‘deposit’’ and ‘‘commercial loan,”’ see
Board of Governors v. Dimension Fin. Corp., 474 U.S. 361 (1986), and to the
requirement that the definition of the term ‘‘bank’ be read in the conjunctive.
See Florida Dep’t of Banking and Fin. v. Board of Governors, 760 F.2d 1135
(11th Cir. 1985), vacated, 106 S. Ct. 875, rev’'d on remand, 800 F.2d 1534 (1986),
cert. denied, 107 S. Ct. 1887 (1987).

" See generally P. HARTMAN, FEDERAL LIMITATIONS ON STATE AND LocaL TAx-
ATION §§ 6:1-6:28 (1981) (extensive review of the history of the intergovernmental
immunity doctrine); J. HELLERSTEIN, STATE Taxation §§ 7.1, 7.4, 10.5(1] (1983)
(discussion of franchise taxes, income from federal and state obligations, and
financial businesses). :

2 17 U.S. (4 Wheat.) 316 (1819).

5 Id. at 431. Justice Holmes declared in his equally famous retort that “‘[tlhe
power to tax is not the power to destroy while this Court sits.” Panhandle Oil
Co. v. Mississippi, 277 U.S. 218, 223 (1927) (Holmes, J., dissenting), overruled,
Alabama v. King & Boozer, 314 U.S. 1 (1941). Justice Frankfurter called the
Marshall aphorism a “flourish of rhetoric’’ and a “‘seductive cliche.”” Graves v.
New York, 306 U.S. 466, 489 (1939) (Frankfurter, J., concurring).
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unconstitutional almost all state taxes levied on a governmental
instrumentality such as a national bank. The necessary and proper
clause and the supremacy clause formed the constitutional basis for
the Court’s holding.*

In 1829, the Court applied its intergovernmental tax immunity
doctrine to strike down a property tax imposed by Charleston,
South Carolina on stock issued by the Bank of the United States
and held by a private individual.*® Like the Maryland law in
McCulloch, the Charleston ordinance exempted from the tax all
stock issued by the state of South Carolina.* According to the
Weston v. Charleston®” Court, the tax violated the borrowing clause
of the Constitution®® because it was a tax on the power ‘‘to borrow
Money on the credit of the United States.”’*

Congress later codified these two prongs of the judicially- created
intergovernmental immunity doctrine. In 1862, Congress adopted a
legislative exemption from state taxation for ‘‘all stocks, bonds,
and other securities of the United States held by individuals, cor-
porations or associations within the United States,’’* mirroring the
Weston decision. In 1864, Congress passed the National Bank Act,
which permitted state taxation of national banks only on their real
estate and on their shares‘’—the two methods left open by the
McCulloch decision.®

1. The Intergovernmental Immunity Doctrine and State Taxation
of National Banks. From the latter half of the nineteenth century

“ 17 U.S. at 411-37. According to the McCulloch Court, because a national
bank would facilitate the exercise of the fiscal powers expressly delegated to the
national government, Congress could properly conclude that a national bank was
necessary to carry out those powers. Because a national bank was necessary and
proper, the decision of Congress to incorporate such banks was part of the
supreme law of the land. /d; see U.S. ConsT. art. [, § 8, cl. 18 (necessary and
proper clause); id. art. VI, cl. 2 (supremacy clause). ‘

¥ Weston v. Charleston, 27 U.S. (2 Pet.) 449, 467-69 (1829).

% Id. at 449-50. -

v Id. at 449,

» U.S. Const. art I, § 8, cl. 2.

» Id., cited in Weston, 27 U.S. at 464,

© Act of Feb. 25, 1862, ch. 33, § 2, 12 Stat. 345, 346 (current version at 31
U.S.C. § 3124 (1982)) (referred to as section 3701).

¢« Ch. 106, 13 Stat. 99 (1864).

< Id. § 8, 13 Stat. at 101.

“ 17 U.S. at 436-37.
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through the beginning of this century, the Supreme Court broad-
ened the scope. of the intergovernmental immunity doctrine. The
Court invalidated state taxes imposed on all governmental instru-
mentalities,* salaries of private parties who were. employees of gov-
ernmental instrumentalities,** and revenue earned by third parties
who were doing business with the government or its instrumental-
ities by selling goods or services to them.“ In the late 1930’s,
however, the Court began to constrict the doctrine by chipping
away at some of these exemptions.”

After the Court sanctioned the power of Congress to control
state and local taxation by ecither granting tax exemptions to its
instruments or waiving constitutionally implied exemptions,* that

« See Cleveland v. United States, 323 U.S. 329 (1945) (lands acquired by
United States by condemnation exempt from state taxation); Federal Land Bank
v. Bismarck Lumber Co., 314 U.S. 95, 102 (1941) (‘““Congress has the power to
protect the instrumentalities which it has constitutionally created™); Pittmnan v.
Home Owners’ Loan Corp., 308 U.S. 21 (1939) (mortgages secured under the
congressionally-created Home Owners’ Loan Corporation exempt from state and
municipal taxation); Long v. Rockwood, 277 U.S. 142 (1928) (royalties received
from patents could not be taxed by a state), overruled, Fox Film Corp. v. Doyal,
286 U.S. 123 (1932); First Nat’l Bank v. Anderson, 269 U.S. 341 (1926) (county
not permitted to tax national banks at a higher rate than competing “‘moneyed
capital” of individual state residents).

+s See Collector v. Day, 78 U.S. (11 Wall.) 113 (1870) (the governmental tax
immunity granted to federal officers is reciprocal; state officers are therefore
protected against federal taxation to the same degree that federal officers are
protected against state taxation), overruled, Graves v. New York, 306 U.S. 466
(1938); Dobbins v. Commissioner of Erie County, 41 U.S. (16 Pet.) 435 (1842)
(states cannot tax the employment income of federal officers).

« See Panhandle Oil Co. v. Mississippi, 277 U.S. 218 (1928) (voiding a state
tax imposed on gasoline dealers as applied to sales to the Coast Guard and a
Veterans’ hospital), overruled, Alabama v. King & Boozer, 314 U.S. 1 (1941).

o See, e.g., Alabama v. King & Boozer, 314 US. 1 (1941) (no sales tax
immunity for a contractor purchasing building materials for use in performing a
“‘cost-plus” building contract for the government); Graves v. New York, 306 U.S.
466 (1938) (employee of Home Owners’ Loan Corporation is not exempt from
non-discriminatory state taxation of his salary); see generally Rakestraw, The Re-
ciprocal Rule of Governmental Tax Immunity—A Legal Myth, 3 Oxta. L. Rev.
131 (1950) (changing policies regarding tax immunities result from judicial deci-
sions); Symons, State Taxation of Banks: Federal Limitations, 99 Banxing L.J.
817 (1982) (state taxation of banks is supported by constitutional and statutory
history dating back to McCulloch).

« See Helvering v. Gerhardt, 304 U.S. 405, 411-12 (1938) (**Congress may
curtail an immunity which might otherwise be implied . . . or enlarge it beyond
the point where, Congress being silent, the Court would set its limits.”’) (emphasis
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legislative body too became a more active participant in the tax
immunity arena. Congress gradually withdrew the judicially-created
tax immunity of national banks. For example, in 1923 and 1926,
Congress revised its early statute limiting state taxation of national
banks to real property taxes and bank share taxes. Section 5219
added three new methods by which a state could tax a national
bank: including bank share dividends in the taxable income of a
shareholder; imposing a net income tax; and levying a franchxse
tax according to or measured by net income.®

Congress added the last method in order to correct the imbalance
created when the Supreme Court upheld state franchise taxes on
state-chartered banks measured by net income, including income
from federal securities,* but struck down a similar state franchise
tax levied against a national bank.®! Finally, in 1976, Congress
removed all prior statutory restrictions on state taxation of national
banks.’? The law currently provides that ‘‘[flor the purposes of any
tax law enacted under authority of the United States or any State,

added); Oklahoma v. Barnsdall Refineries, 296 U.S. 521, 556 (1936) (an act of
Congress which waives the immunity from state taxation of instrumentalities of
the Federal Government, such as leases of Indian oil lands, should be strictly
construed), overruled, Oklahoma Tax Comm’n v. Texas Co., 336 U.S. 342 (1949);
Owensboro Nat’l Bank v. Owensboro, 173 U.S. 664 (1899) (state power to tax
national banks only permitted within the purview of the authority conferred by
Congress); Mercantile Nat’l Bank v. New York, 121 U.S. 138 (1887) (bonds of
municipal corporations are not within the scope of Congress’ intent for the tax-
ation of national banks); Van Allen v. Assessors, 70 U.S. (3 Wall.) 573 (1865)
(state cannot tax shares of national banking associations unless there is an equiv-
alent tax on shares in state banks).

# Act of Mar. 4, 1923, ch. 267, 42 Stat. 1499 (codified as amended at 12
U.S.C. § 548 (1982)); Act of Mar. 25, 1926, ch. 88, 44 Stat. 223 (codified as
amended at 12 U.S.C. § 548 (1982)).

% See, e.g., Home Ins. Co. v. New York, 134 U.S. 594 (1890) (state tax on
corporate dividends is valid even though some of those dividends may be derived
from Government bonds); Society for Sav. v. Coite, 73 U.S. (6 Wall.) 594 (1867)
(state tax on ‘‘savings societies’’ is valid); Provident Inst. for Sav. v. Massachu-
setts, 73 U.S. (6 Wall.) 611 (1867) (state tax on the amount of deposits assessed
against every institution for saving incorporated in Massachusetts upheid).

st See Owensboro Nat’l Bank v. Owensboro, 173 U.S. 664 (1899) (states have
power to tax national banks on the shares of stock in the names of the share-
holders and on an assessment of the real estate of the bank); see also 67 Cona.
REec. 6083-84 (1926); infra note 173.

2 See State Taxation of Depositories Act, Pub. L. No. 94-222, §§ 1, 4, 90
Stat. 197, 198 (1976).
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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.”’s* The only remaining restriction on
state taxation of national banks is that such taxes must not dis-
criminate against national banks.

2. The Intergovernmental Immunity Doctrine and State Taxation
of Federal Obligations. Like the early legislation exempting national
banks from state taxation, the legislation exempting federal secu-
rities from state taxation mirrored the per se judicial prohibition.*
In the case of federal securities, however, there was no need for
a gradual relaxation of the strict language. Because the Court had
upheld both bank shares taxes, measured by the value of all bank
assets including federal obligations,** and franchise taxes, measured
by the entire net income of the corporation including income from
federal obligations,* the per se prohibition of the statute was in-
effective. The original 1862 statute remained intact until 1959. In
that year, section 3701 was amended®” to make clear that an Idaho

_individual income tax on interest earned on federal obligations vi-
~ olated the exemption.”* The judicially-created exemption for fran-

chise taxes measured by net income was also added. The section
currently provides:

» 12 U.S.C. § 548 (1982). .

s« s[A]ll stocks, bonds, and other securities of the United States held by in-
dividuals, corporations, or associations, within the United States, shall be exempt
from taxation by or under State authority.”’ Act of Feb. 25, 1862, ch. 33, § 2,
12 Stat. 345, 346 (codified as amended at 31 U.S.C. § 3124 (1982)).

ss See Home Ins. Co. v. New York, 134 U.S. 594 (1890) (state tax on the
dividends derived from federal bonds held valid). In American Bank & Trust Co.
v. Dallas County, 463 U.S. 855 (1983), the Supreme Court struck down as vio-
lative of section 3701 a state property tax on bank shares computed on the basis
of the bank’s net assets because the tax included in its measure the value of
federal obligations. /d. at 862-65.

% See Society for Sav. v. Coite, 73 U.S. (6 Wall.) 594 (1867) (state franchise
tax measured by net income including income from federal obligations levied on
a state-chartered bank held valid).

% Act of Sept. 22, 1959, Pub. L. No. 86-346, § 105(a), 73 Stat. 621, 622.

 See Hearings on Public Debt Ceiling and Interest Rate Ceiling on Bonds
Before the House Comm. on Ways and Means, 86th Cong., lst Sess. 69-72 (1959)
(supplemental statement of Secretary of the Treasury Robert B. Anderson); Amer-
ican Bank & Trust Co. v. Dallas County, 463 U.S. 855, 866-67 (1983) (‘‘Congress
intended to sweep away formal distinctions and to invalidate all taxes measured
directly or undirectly by the value of federal obligations, except those specified in
the amendment."’).




1986} INTERSTATE BANKING 295

Stocks and obligations of the United States Government
are exempt from taxation by a State or political subdi-
vision 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 computing a
tax, except ... a nondiscriminatory franchise tax or an-
other nonproperty tax instead of a franchise tax, imposed
on a corporation ... .%®

Although the holdings of the Supreme Court eased the congres-
sional ban against state taxation of federal obligations, the prohi-
bitory legislation profoundly affected state taxation of bank income.
For example, the judicially-created franchise tax exception to the
per se ban on state taxation of federal obligations caused many
states to choose a franchise tax in order to reach this significant
portion of bank income.® However, another judicially-created re-
striction prohibited states from taxing businesses engaged in inter-
state commerce by means of a franchise tax.s

With only one kind of bank tax, states could not reach income
from both interstate activities and from federal obligations. The

» 31 U.S.C. § 3124(a) (1982) (emphasis added). The 1959 amendment ratified
the earlier Supreme Court decisions upholding franchise taxes measured by net
income including income from federal obligations. See, e.g., Reuben L. Anderson-
Cherne Inc. v. Commissioner of Taxation, 303 Minn. 124, 226 N.W.2d 611 (cor-
porate franchise tax measured by net income including income from federal ob-
ligations does not violate federal law), appeal dismissed, 423 U.S. 886 (1975). In
Anderson-Cherne, the Supreme Court dismissed the appeal for want of a sub-
stantial federal question. 423 U.S. at-886-87. Such a dismissal is a determination
of the case on the merits and has res judicata effect. See Hicks v. Miranda, 422
U.S. 332 (1975); Ohio ex rel. Eaton v. Price, 360 U.S. 246, 247 (1959); see also
Note, The Insubstantial Federal Question, 62 Harv. L. Rev. 488, 489 (1949)
(noting that the bases for the court’s determinations of a lack of ‘‘substantial
federal question’’ are not clear). .

® Although the Court’s rulings restricting state taxation of income from federal
obligations applied to -all corporations, the problem was more acute in the case
of banks because investments in federal obligations comprise a significant portion
of bank income-producing assets. See infra note 166.

¢t See Spector Motor Service v. O’Connor, 340 U.S. 602 (1951), overruled,
Complete Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977). The distinction be-
tween a franchise tax on rthe privilege of engaging in interstate commerce (forbid-
den by the commerce clause) and a direct net income tax on interstate commerce
was eliminated by the 1977 decision of the Supreme Court in Complete Auto
Transit.
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problem continues today because section 3701 still restricts state
taxation of federal obligations by requiring states to use a franchise
tax. Part III considers whether a state can, by means of a franchise
tax, reach income generated from sources in-state by a bank en-
gaged solely in interstate commerce.

II. STATE TAXING JURISDICTION OVER THE INTERSTATE
ACTIVITIES OF BANKS

There is only one way to do banking, and that is on a
branch basis, with one capitalization, one charter, and
one responsibility . . . . It is coming, gentlemen, and you
cannot stop it, and you are bucking up against a stone
wall if you try. You cannot buck economic forces.s

Fifty-six years after A.P. Giannini made that statement before
the House Committee on Banking and Currency, his threat of the
inevitability of interstate branching has yet to become a reality.
Although during the 1980°’s the majority of states have passed laws
permitting some form of interstate banking, most of these have
chosen to permit interstat¢ banking only in the form of separately
chartered and separately capitalized bank holding company subsi-
diaries.® Only one state permits direct interstate branching.* Some
commentators argue that a direct branching approach to interstate
banking would destroy the viability of the dual banking system.s

Interstate banking legislation typically authorizes regional or na-
tionwide interstate banking through multistate bank holding com-
panies on a reciprocal basis. Such legislation has withstood
constitutional challenge. For example, the Supreme Court recently
upheld Massachusetts and Connecticut statutes providing that an
out-of-state bank holding company with its principal place of busi-
ness in one of the other New England states®may acquire an in-

@ Branch, Chain, and Group Banking: Hearings on H.R. 141 Before the House
Comm. on Banking and Currency, 71st Cong., 2d Sess. 1537 (1930) (statement
of A.P. Giannini, founder of Transamerica Corporation).

© See supra text accompanying note 22. .

¢ See Trigger Dates: A Rundown of Interstate Banking Laws, AMERICAN
BANKER, Apr. 22, 1986, at 10, 24.

¢ See, e.g., Ginsburg, Interstate Banking, 9 HorsTRA L. Rev. 1133, 1314-41
(1981).




1986] INTERSTATE BANKING 297

state bank provided that the other state grants equivalent reciprocal
privileges.s

The economic implications of Giannini’s prediction have also not
become a reality. Indeed, in an era of proliferating non-bank banks,
retailer-issued credit cards with interest- bearing deposit balances,
home computer banking and pocket terminals, Giannini’s procla-
mation appears quaint. The removal of statutory prohibitions against
interstate branching may not produce a branch bank on every cor-
ner. It will, however, accelerate the development and deployment
of new electronic bank service delivery systems by eliminating reg-
ulatory and litigation battles over whether the method of delivery
is a forbidden branch.

For that reason, permissive interstate branching may aggravate
the task of state revenue authorities who seek to tax income earned
in their states by out-of-state banks. When an out-of-state bank
conducts its activities through a ‘‘branch’’¢’ within a state’s borders,
that state clearly can assert taxing jurisdiction over the branch.®
However, when the same activities are not conducted through a
branch, the jurisdictional rules are less clear. State authorities at-
tempting to levy taxes on an out-of-state bank that earns income
through in-state activities carried on through the mail, computer
terminals and telephone connections must struggle not only with
outdated state statutes but also with constitutional restraints.

“ Northeast Bancorp., Inc. v. Board of Governors, 472 U.S. 159, 174-78 (1985).
The New England states covered by the legislation are Connecticut, Maine, Mas-
sachusetts, New Hampshire, Rhode Island, and Vermont. /d. at 164.

¢ The term “‘branch’’ as used here includes both a direct branch of an out-
of-state national bank subject to the McFadden Act and a separately incorporated
subsidiary bank of an out-of-state bank holding company subject to the Bank
Holding Compdny Act.

“ As it is usually thought of, a ‘‘branch’’ is established by a brick and mortar
presence, and a state clearly has jurisdiction to tax a nonresident entity that owns
or leases an in-state office. Northwestern States Portland Cement Co. v. Minne-
sota, 358 U.S. 450 (1959). Moreover, if an out-of-state bank conducts in-state
activities that are deemed branching, the branch is subject to state regulation
including state law restrictions governing the location of the branches and state
law requirements as to minimum capital stock and surplus. See 12 U.S.C. § 36(c)
(1982). The legal and regulatory benefits and protections the out-of-state bank
thus receives will support the host state’s taxing jurisdiction under both the due
process and commerce clauses. See Wisconsin v. J.C. Penney Co., 311 U.S. 435
(1940). But if branch banking is not prohibited, the very need to define the term
‘‘branch’’ disappears and, with it, all jurisdictional certainty.
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This part considers under what conditions a market state can
assert jurisdiction over the in-state activities of an out-of-state bank
in order to tax that fraction of the nonresident’s income that is
earned from sources within its borders.

A. Principles Governing State Taxing Jurisdiction over Interstate
Activities of National and State Banks

National and state banks may conduct multistate operations di-
rectly through their out-of-state branches where state law permits
or through non-branch methods such as the mail and electronic
means. These banks may also pursue interstate profits indirectly
through the use of ‘‘non-bank’ organizations. These organizations
include consumer finance companies, mortgage bank companies,
securities brokerage firms, leasing corporations, data processing ent-
ities and non-bank banks.*®

1. Loan Production Offices, Call Programs and Automatic Teller
Machines: Interstate Activities Requiring an In-State Presence. An
out-of-state bank may choose to make loans in a host state by
several means entailing a physical presence in the state; loan pro-
duction offices (LPO’s), call programs (whereby representatives are
sent into the state to solicit business), and automatic teller machines
(ATM’s) are quite common. Accurate figures on the number of
LPO’s are difficult to obtain. According to a 1983 survey con-
ducted by the Board of Governors of the Federal Reserve System,
the top 200 banking institutions controlled 202 LPO’s.”” Commen-
tators, however, have estimated that the total number of such of-
fices is 400." The difficulty in ascertaining the number of LPO’s
stems from the fact that states do not uniformly require banks to
license or register their LPO’s. Even though the number of loan

# For a complete list of the kinds of interstate activities engaged in by banks,
see Ginsburg, supra note 65. See also infra text accompanying note 140.

© D. WHITEHEAD, A GUIDE TO INTERSTATE BANKING 1983, at 106-20 (1983)
(statistics supplied by the Federal Reserve Bank of Atlanta).

™ See Frieder, Legislating for Interstate Bank Expansion: Financial Deregulation
and Public Policy, 9 J. Corp. L. 673, 684 n.49 (1984) (estimating that nearly 400
LPO’s operate in about half the states).

7 Neither the due process clause nor the commerce clause would bar state laws
requiring the registration of all LPO’s. In some states LPO’s are deemed branches.
In those states, an LPO established by a nonresident bank must seek the host
state’s permission to branch in-state and comply with the branching regulations
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production offices is not easy to measure, the reason for their
existence is clear. Because these offices generally cannot close loans™
and do not accept deposits or paychecks, some states have decided
that they are not branches. Thus, a national bank can establish a
significant local presence by soliciting and originating loans within
a state without running afoul of the McFadden Act.* Moreover,

the state imposes on its own banks. Even in those states that do not deem LPO’s
10 be branches, the presence of in-state offices and employees provides a sufficient
nexus to support state taxing jurisdiction. See, e.g., Northwestern States Portland
Cement Co. v. Minnesota, 358 U.S. 450 (1959) (a state clearly has jurisdiction to
tax a nonresident entity which owns or leases an in-state office). A registration
requirement that is then imposed upon a// LPO’s in order to enforce tax com-
pliance will not violate the commerce clause. Lewis v. BT Investment Managers,
Inc., 447 U.S. 27, 38 (1980) (the commerce clause does not prohibit narrowly
drawn state regulatory legislation affecting interstate and intrastate business equally,
particularly in an area of *‘profound local concern’ such as banking and related
financial activities); see also Pike v. Bruce Church, Inc., 397 U.S. 137, 145 (1970)
(the kind of state regulation that is the serious concern of the commerce clause
is the kind that creates economic protectionism).

At least one state court has considered the constitutionality of a host state’s
imposing a reporting requirement on a nonresident corporation that has neither
employees nor an office in the host state. In Associates Consumer Discount Co.
v. Bozzarello, 149 N.J. Super. 358, 373 A.2d 1016 (1977), a nonresident corpo-
ration that had no employees and no office in New Jersey was barred from
maintaining suit in a New Jersey court because it had not filed a Notice of
Business Activities as required by state law. Id. at 361, 373 A.2d at 1018. Ac-
cording to a New Jersey statute, all foreign corporations that had not qualified
to do business in the state but carried on activities there (i.e., received payments
from persons residing in New Jersey or from businesses located in New Jersey in
excess of $25,000 or received income from sources within the state) were required
to file a Notice of Business Activities. The failure to do so would prevent the
business from suing in the state or federal courts. /d. at 361-62, 373 A.2d at
1018. The New Jersey Superior Court upheld the constitutionality of the statute
as an information-gathering measure to safeguard the state’s revenue and to reduce
unfair tax-free competition with businesses that pay taxes to the state. Id. at 362-
63, 373 A.2d at 1018-19. A similar decision by the New Jersey Superior Court is
now on appeal to the state’s supreme court. See First Family Mortgage Corp. v.
Durham, 205 N.J. Super. 251, 500 A.2d 746 (1985); leave to file appeal granted,
511 A.2d 675 (N.J. 1986).

» Although the loan is solicited through the loan production office and the
terms are negotiated there, generally the loan is accepted only at the home office
of the bank. .

™ The Conference of State Bank Supervisors has reported that the following
states permit loan production offices but do not consider them branches: Arizona,
Georgia, Indiana, Massachusetts, Ohio, and California. Brief of Amicus Curiae,
Independent Bankers Ass'n v. Heimann, 627 F.2d 408 (D.C. Cir. 1980).
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if the LPO is established in a host state by a bank holding com-
pany, it will not violate the Bank Holding Company Act because
it is not a bank.

The legal status of LPO’s established by national banks is con-
siderably less clear.” The Supreme Court has not considered this
particular activity and is unlikely to do so now since interstate
banking by loophole is less important in the current atmosphere.
In an analogous situation, however, the Court has held that the
place at which a deposit is accepted for purposes of creating a
debtor-creditor contractual relationship is not controlling for pur-
poses of determining whether a bank has engaged in branch bank-
ing under the McFadden Act.” Numerous circuit court decisions
have held that ATM’s are branches.” It is therefore likely that the
Court would find that LPO’s are branches.

If LPO’s are a recent phenomenon, interstate solicitation of loans
and deposits is not. According to a 1972 Federal Reserve System
study, banks have solicited interstate loans and deposits for several
decades by relying on ‘‘call programs’’; banks send ‘‘call officers’’
across state lines to solicit and negotiate business loans.”™ Again,
because the in-state solicitation of loans and deposits by represen-
tatives of an out-of-state bank is not deemed to be a branch op-
eration, data revealing the extent to which this activity generates
income is not available.

Like loan production offices, call programs require the out-of-
state bank to have a regular physical business presence in the host
state. Such physical presence is sufficient under the due process
and commerce clauses to support the host state’s taxing jurisdic-

" Only one case challenging the validity of LPO’s under the Douglas Amend-
ment has reached a United States court of appeals. In Independent Bankers Ass’n
v. Heimann, 627 F.2d 486 (D.C. Cir. 1980). the court declined to decide whether
an LPO operated by an out-of-state bank in a non-consenting state was a pro-
hibited branch. /d. at 488 & n.**. Instead, the court held that the claim was
barred by laches. /d.

- First Nat’l Bank v. Dickinson, 396 U.S. 122 (1969).

™ See infra notes 86-88 and accompanying text.

™ See Hellerstein, Federal Constitutional Limitations on State Taxation of Mul-
tistate Banks, in BOARD oF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, 92ND
CoNa., lst Sess., REPORT oF A STuDY UNDER Puslic Law 91-156, STATE AND
Locar TaxaTioN or Banks, BErorE THE SENATE ComM. oN BanxiNg, Housmng,
AND UrBAN Arrams 506 (Comm. Print 1971).
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tion.” Of course the host state must have the proper statutory
authority. Both a substantive statute permitting the exercise of ju-
risdiction over a nonresident business doing business within the
state, transacting business within the state or earning income from
sources within the state, and a longarm statute that will reach a
nonresident entity transacting business in the state are required.
Banks have recently expanded their interstate activities through
the use of electronic funds transfer (EFT) systems. These systems
include ATM’s, point of sale (POS) terminals, check guarantees,
wire transfers and other types of customer-bank communication
terminals (CBCT’s).® If the activity that the bank conducts through
the use of an EFT system requires it to establish a physical struc-
ture in the host state, or if the particular EFT system utilized is
deemed a branch, the host state can tax the income earned from
in-state activities without violating either the due process or com-
merce clauses.® Many courts have considered whether an EFT sys-
tem is a branch, particularly with regard to the use of ATM'’s.
The case law on ATM'’s illuminates the issues likely to arise in

» See International Shoe Co. v. Washington, 326 U.S. 310 (1945) (addressing
the due process clause only); Standard Pressed Steel Co. v. Washington Dep’t of
Revenue, 419 US. 560 (1975) (addressing the due process and commerce clauses).
Although loans solicited and/or negotiated by call officers in the host state are
generally subject to final acceptance by the home office, that fact does not divest
the host state of jurisdiction to tax the out-of-state lender. See Scripto, Inc. v.
Carson, 362 U.S. 207 (1960) (an out-of-state seller’s use of independent contractors
to solicit orders, even if sale is contingent upon acceptance by the seller at its
home office, subjects the out-of-state seller to host state jurisdiction).

© CBCT’s are defined broadly as automatic electronic units, manned or un-
manned, through which a bank customer can access his or her account to make
a deposit, withdraw cash, make loan payments, transfer money between accounts
or immediately debit his or her account at the time a retail purchase is made.
See generally Fraser, Structural and Competitive Implications of Interstate Bank-
ing, 9 J. Comp. Law 643 (1984) (focusing on the interstate banking aspect of
deregulation); Note, Interstate Branch Banking: That Someday Is Today, 21
WaseBURN L.J. 266 (1982) (interstate branching is sounding the ‘‘death knell’” of
unjt banking); Comment, Customer-Bank Communication Terminals Under the
McFadden Act, 47 Coro. L. REv. 765 (1976) (examining the competitive advan-
tages of CBCT use and efforts to control usage); Comment, Customer-Bank Com-
munication Terminals and the McFadden Act Definition of a ‘‘Branch Bank'’, 42
CHi. L. Rev. 362 (1975) (discussing whether CBCT's fall within the McFadden
Act definition of ‘‘branch’). :

" See supra note 69 and accompanying text.
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determining when the use of any other EFT system will be deemed:
a branch operation.

A complex web of state and federal legislation, regulations and
interpretations governs the establishment and use of ATM’s.*? How-
ever, because federal law controls the definition of branching, that
law alone determines whether the use of an ATM is a branch.®
According to that law as currently interpreted by the federal courts,
an ATM established by a national bank is a branch of the estab-
lishing bank.* One federal court has held, however, that an ATM
established by a non-bank entity is not a branch of those banks
using it.*

In reaching its decision that an ATM established by a national
bank is a branch of that bank, the Court of Appeals for the
District of Columbia held that the fact that the customer accesses
his or her funds by a plastic card rather than by writing a check
is only a matter of form: the substance of the transaction is still
the payment of an order to withdraw funds.* In a similar vein,
other circuit courts have held that, although a bank customer’s
deposit is not credited to his or her account until the home bank
actually receives and verifies it, the bank has received the deposit
for purposes of the McFadden Act at the time it is placed in the

2 Many states have special laws governing EFT systems. For example, Colo-
rado, a unit banking state, permits state and national banks to establish, operate
and use ATM’s without running afoul of branching prohibitions if the use of the
ATM is open to all banks (shared-use ATMs). See Coro. REV. STAT. §§ 11-6.5-
102 to -6.5-111 (Branford-Robinson 1973 & Supp. 198%).

v First Nat’l Bank v. Dickinson, 396 U.S. 122, 133-34 (1969).

» A national bank that arranges for its customers to use, on a transactional

_ fee basis, a CBCT established by another financial institutian is not required to.

apply for a separate charter. 12 C.F.R. § 5.31(f}(4) (1986).

 See Independent Bankers Ass’n v. Marine Midland Bank, 757 F.2d 453 (2d .-

Cir. 1988), cert. denied, 106 S. Ct. 2926 (1986). According to the Second Circuit,
an ATM that is not established by a bank is not a branch because the express
language of the National Bank Act provides that a national bank is engaged in
branching only if it ‘‘establishes” or ‘‘operates’’ any place *‘at which deposits are
received, or checks paid, or money lent.”” Id. at 456.

% See independent Bankers Ass'n v. Smith, 534 F.2d 921, 944 (D.C. Cir.),
cert. denied, 429 U.S. 862 (1976); see also Missouri ex rel. Kostman v. First Nat’l
Bank, 538 F.2d 219, 220 (8th Cir.) (CBCT’s installed by national banks constituted
“branch banks®), cerr. denied, 429 U.S. 941 (1976); Illinois ex rel. Lignoul v.
Continental Ill. Nat’l Bank & Trust Co., 536 F.2d 176, 177 (th Cir.) (CBCT’s
fall within statutory definition of ‘‘branch’), cert. denied, 429 U.S. 871 (1976).
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ATM.® These courts have rebuffed other challenges based on the
proposition that money is not ‘‘lent’’ at the ATM but merely ad-
vanced pursuant to an earlier loan made at the home office of the
bank.%

As noted previously, if the ATM (or any other EFT system) is
deemed a branch of an out-of-state bank, the host state can tax
the bank on income earned within the state. However, even if the
ATM is not deemed a branch and the out-of-state bank has no
other physical presence within the host state, it is still possible for
the state to tax the out-of-state bank. The relevant jurisdictional
rinciples are discussed in the next subsection.

2. Banking by Mail, Telephone and other Electronic Means: In-
terstate Activities Not Requiring an In-State Physical Presence. Ad-
ditional interstate banking activities are conducted without a local
physical business presence. In fact, nearly one in ten Americans
use banks across state lines.® For example, out-of-state banks have
for some time issued credit cards to residents of a host state through
the United States mail. Today the interstate credit card business is
booming. According to a recent survey conducted by American
Banker, one-third of the responding banks had at least thirty per-

v See, e.g., Utah ex rel. Dep’t of Fin. Inst. v. Zions First Nat’l Bank, 615
F.2d 903, 905-06 (10th Cir. 1980) (drive-in facility that maintained different hours
and limited services constituted a “*branch’’); Independent Bankers Assn’ v. Smith,
534 F.2d 921, 931 (D.C. Cir.) (noting that Congress intended the McFadden Act
to include virtually ail off-premises banking operations), cert. denied, 439 U.S.
862 (1976); cf. First Nat’'l Bank v. Dickinson, 396 U.S. 122 (1969). In Dickinson,
the Court heid:

The money is given and received for deposit even though the parties
have agreed that its technical status as a ‘‘deposit’” which may be
drawn on is to remain inchoate for the brief period of time it is in
transit to the chartered bank premises. The intended deposits are de-
livered and received as ... part of a large-scale continuing mode of
conducting the banking business designed to bring basic bank services
to the customers.
Id. at 137.

# See Independent Bankers Ass’n v. Smith, 534 F.2d at 948 (noting that money
is considered ‘“‘lent’’ when bank customer receives funds on which he immediately
begins to pay interest); Colorado ex rel. State Banking Bd. v. First Nat’l Bank,
540 F.2d 497, 500 (10th Cir. 1976) (the withdrawal or transfer of funds is a
‘‘traditional banking transaction’), cert. denmied, 429 U.S. 1091 (1977).

» See Mail and Phone Operations Rev Up Banks’ Interstate Business, AMERI-
CAN Banxker, Oct. 20, 1985, at 4.
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cent of their cardholder accounts outside their home state. The
credit card business is also extremely profitable, earning a return
on assets considerably higher than all other bank products.®

More recently, out-of-state banks have begun to offer full-service
banking to host state residents through a combination of the mail
and the telephone.”” Such activities without an in-state physical
presence are not deemed to be branching. Under some circumstan-
ces, a physically absent out-of-state bank that solicits deposits, makes
loans, or provides other fee-generating services may be subject to
the taxing jurisdiction of the market state.*

First, because a taxing state must be able to assert jurisdiction
over an out-of-state bank in order to enforce its tax laws, a state
seeking to impose its tax on such a taxpayer must show that due
process requirements are met. According to the Supreme Court, a
foreign corporation that has conducted business from an office
located within a forum state or through in-state representatives is
subject to in personam jurisdiction in that forum state.”® The Su-

% See Credit Card Business Mushrooms at Large Banks, AMERICAN BANKER,
Aug. 14, 1986, at 1, 6. The questionnaire was sent to 130 top financial institu--
tions, with 77 responding. According to their answers, the return on assets from
their credit business averaged from four to five percent. Approximately seventy-
five percent of the credit card revenues came from interest income. The remainder
came from the anrual fees and interchange fees, which constitute fees paid by
the merchant bank to the card-issuing bank for each transaction. See id. The
credit card business carried on by commercial banks is highly concentrated. More
than seventy-cight percent of all banks’ credit card loans are made by the top
one hundred insured commercial banks. See Big Players Win More of Bank Card
Credit Market, AMERICAN BANKER, Sept. 8, 1986, at 3.

% One such service is offered by Chemical Bank of New York to residents of
Connecticut. The service, called ‘‘Premium Banking,’’ operates as follows: (a)
Connecticut customers can call a New York toli-free number manned seven days
a week from 7:00 a.m. to 11:00 p.m. by Chemical Bank staff members specially
trained to conduct banking business over the phone; (b) customers receive instant
access to credit lines, a MasterCard and. a single monthly statement listing all
checking, savings, credit, and charge card activities; and (c) customers who need
cash immediately can make withdrawals at any automated teller machine linked
to the New York Cash Exchange. Chemical Enters Connecticut Consumer Market
with Phone and Mail *‘Premium Banking’' Service, AMERICAN BANKER, Dec. 17,
1985, at 24, col. 1.

" According to a recent survey of state bank taxation conducted by the Mul-
tistate Tax Commission, only Minnesota has revised its law to assert taxing juris-
diction over absent out-of-state banks.

" International Shoe Co. v. Washington, 326 U.S. 310 (1945) (systematic and
continuous solicitation in forum state caused foreign company to be subject to
jurisdiction).
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preme Court has also held that, even in the absence of the defend-
ant’s physical presence within the forum, the necessary contacts are
present if the nonresident defendant has purposefully established a
relationship with the forum,* has purposefully directed his activities
at residents of the forum,” has created a continuing contractual
obligation with a citizen of the forum,” or has deliberately engaged
in significant activities within a state.” Once any of the above
contacts are established, jurisdiction cannot be avoided merely be-
cause the defendant did not physically enter the state: “it is an
inescapable fact of modern commercial life that a substantial amount
of business is transacted solely by mail and wire communications
across state lines, thus obviating the need for physical presence
within a State in which business is conducted.’’*

Second, a state seeking to impose its tax on a nonresident tax-
payer must consider whether the due process requirements for rax-
ing jurisdiction are different from those for judicial jurisdiction. I
have argued elsewhere that the due process requirements for the
exercise of taxing jurisdiction are identical to those required for
judicial jurisdiction.®® There I traced the historical development of
the Court’s analysis of the restraints the due process clause imposes
on state taxing and judicial jurisdiction and showed how the Court
has equated the due process requirements for both kinds of juris-
diction in insurance taxing cases.!® Thus, an out-of-state bank that
has purposefully solicited deposits and loans from a host state and

* Hanson v. Denckla, 357 U.S. 235, 253 (1958) (‘‘there must be some act by
which the defendant purposefully avails itself of the privilege of conducting activ-
ities within the forum State, thus invoking the benefits and protections of its
laws"’).

» Worldwide Volkswagen Corp. v. Woodson, 444 U.S. 286 (1980) (New York
automobile wholesaler and retailer not subject to suit in Oklahoma because acci-
dent in Oklahoma“did not result from any activity or solicitation on the defend-
ants’ part in Oklahoma).

% McGee v. International Life Ins. Co., 355 U.S. 220 (1957) (jurisdiction based

. on single mail-order life insurance policy upheld)

» Burger King Corp. v. Rudzewicz, 471 U.S. 462 (1985) (franchise contract
between Michigan resident and Florida corporation consututed a ‘“‘meaningful con- .
tact’’ with the state of Florida).

= Id. at 476.

» See McCray, Overturning Bellas Hess: Due Process Considerations, 1985
B.Y.U. L. Rev. 265.

0 Jd. at 269-78.
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earns income therefrom has created’ sufficient contacts with that
state and its residents upon which to base taxing jurisdiction.

The commerce clause places additional constraints on the states’
power to tax nonresident corporations. That clause requires a tax-
ing state to tax in-state and out-of-state banks similarly and to tax
only. that fraction of the income of the out-of-state bank earned
from in-state sources.’®® In sum, an in-state physical presence is
sufficient under both the due process and commerce clauses to
support state taxing jurisdiction over a nonresident bank, but such
a presence is not necessary.

The same result is reached by focusing on the primary source of
bank income and then considering the jurisdictional principles that
govern state taxation of income from intangibles. Because an in-
tangible can be created easily between residents of different states
without either party having to enter the other party’s state, and
because the document representing the intangible so created can be
moved easily from state to state, a court could not easily determine
where to “‘site’’ the intangible for purposes of state taxation.

“Consequently, in its early decisions, the Supreme Court upheld
state quasi-in-rem taxing jurisdiction over income from intangibles
on several different theories.'®® Then, fearing that permitting more

w Although the Court uses a four-pronged test to measure the validity of a
state tax under the commerce clause, see Complete Auto Transit, Inc. v. Brady,
430 U.S. 274, 279 (1977), the first and fourth prongs of the test are similar to
due process requirements. See Exxon Corp. v. Wisconsin Dep’t of Revenue, 447
U.S. 207 (1980) (citing Mobil Oil Corp.); Mobil Oil Corp. v. Commissioner of
Taxes, 445 U.S. 425 (1980) .(requiring a “‘minimal connection’’ between the inter-
state activities and the taxing state and a rational relationship between the income
attributed to the state and the interstate value of the enterprise). The second and
third prongs require that the tax be apportioned and not discriminate against
interstate commerce so that the tax falls in like measure on interstate and intrastate
commerce. Complete Auto Transit, 430 U.S. at 279. ’

w2 The Court initially recognized three different places at which the situs of a
debt might be fixed: the domicile of the owner (creditor), Kirtland v. Hotchkiss,
100 U.S. 491, 498 (1879); State Tax on Foreign-Held Bonds, 82 U.S. (15 Wall.)
300, 324 (1872); the domicile of the debtor, Blackstone v. Miller, 188 U.S. 189,
205 (1903), overruled, Farmers Loan & Trust Co. v. Minnesota, 280 U.S. 204
(1929); and the state in which the debt has a business situs, i.e., where the debt
originated in the course of business transacted in a state, Metropolitan Life Ins.
Co. v. New Orleans, 205 U.S. 395, 402 (1907); Bristol v. Washington County,
177 U.S. 133, 143-44 (1900); New Orleans v. Stempel, 175 U.S. 309, 322-23 (1899).
According -to the Court, each of those states offered the taxpayer the benefits
and protections of its laws.
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than one state to tax the intangibles would create intolerable fric-
tion in our federalist system, the Court held that taxing jurisdiction
rested exclusively in one state.!®® This decree was abandoned after
the Court finally conceded that the due process clause does not
prohibit multiple taxation.'* Thereafter the Court regularly upheld
state taxes on intangibles by states other than the creditor’s dom-
icile, which was generally the state where the debt had a business
situs. According to the Court, a debt had a business situs in any
state where the nonresident company transacted business and re-
ceived governmental benefits and protections.!%

In these early decisions, the Court analyzed the validity of a
state tax imposed upon an absent nonresident and enforced by
means of quasi-in-rem jurisdiction.’ The decisions illustrate the
kinds of contacts that the due process clause requires for taxing
jurisdiction and are still valid. Although the Court in Shaffer v.
Heitner'™ overruled its early judicial jurisdiction decisions, which

103 Sge Farmers Loan & Trust Co. v. Minnesota, 280 U.S. 204, 209 (1929).
Stating that any rule that permitted taxation of intangibles by more than one
state would ‘‘disturb good relations among the States and produce the kind of
discontent expected to subside after establishment of the Union,’’ the Court re-
stricted jurisdiction over intangibles to the state of the creditor’s residence or
domicile. Id.

s See Curry v. McCanless, 307 U.S. 357, 369-70 (1939); see also infra text
accompanying note 116.

s See, e.g., New Orleans v. Stempel, 175 U.S. 309, 322 (1899) (bank bills and
municipal bonds subject to taxation ‘“‘where found,’ irrespective of the owner’s
domicile). .

w To adjudicate an action in rem or quasi-in-rem (i.c., an action seeking to
determine claims to or rights in property even though the claimants are not subject
to personal jurisdiction in the state), a court must have jurisdiction over the res.
R. Casap, JumispicTioN IN CrviL AcTions § 1.01{3] (1983).

w433 U.S. 186 (1977). In Shaffet, the plaintiff, a nonresident of Delaware,
filed suit in Delaware against a corporation and twenty-eight corporate officers
and directors who were nonresidents of Delaware. Because the individual defend-
ants were not present in Delaware, the plaintiff began his suit by sequestering

_ their property. The sequestered property—shares of the Delaware company’s com-

mon stock—that formed the basis of plaintiff’s asserted quasi-in-rem jurisdiction
was present in Delaware. /d. at 189-92. Under the old Pennoyer test mandating
physical presence, the Delaware court clearly had jurisdiction. But the Court held
that because the cause of action was not related to the res and the defendants
had no other contacts with the state, the relationship between the defendants and
the state was not sufficient for Delaware jurisdiction. /d. at 213-17. In other
words, the Court, applying the new minimum contacts standard, held that mere
presence within the forum state was not a sufficient basis for quasi-in-rem juris-
diction under the due process clause.
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were based on in rem and quasi-in-rem jurisdiction, Shaffer actually
supports the continuing validity of the early in rem and quasi-in-
rem taxing jurisdiction opinions. The distinction between the Court’s
early quasi-in-rem judicial jurisdiction decisions and its early quasi-
in-rem taxing jurisdiction cases can be seen by comparing Harris
v. Balk'® with Curry v. McCanless.'®

In both of those cases the Court analyzed the contested exercise
of quasi-in-rem jurisdiction by reflecting on the ‘‘situs’ of the
debt. In Harris v. Balk, the Court applied the maxim mobilia
sequuntur personam (‘‘the debt follows the owner’’), to uphold
Maryland’s exercise of judicial jurisdiction over a debt owed by an
absent nonresident to a resident. According to the Court, quasi-in-
rem jurisdiction existed in any state in which the creditor was
present, whether or not that presence was temporary and casual,
because the debt was sited there.!'® Because that logic did not
include Shaffer’s requirement of the existence of a prior relation-
ship among the defendant, the litigation and the forum, the Shaffer
decision superseded Harris.

In its taxing jurisdiction opinions, however, the Court has never
applied a transitory presence rule.'! Instead, the Court very early
crafted an in rem and quasi-in-rem taxing jurisdiction rule identical
to its modern minimum contacts standard. Consider, for example,

1 198 U.S. 215 (1905), overruled, Shaffer v. Heitner, 433 U.S. 186, 211-12
(1977).

w307 U.S. 357 (1939).

w Harris, 198 U.S. at 222-23. Harris was a North Carolina resident who ad-
mittedly owed a debt to Balk, also a North Carolina resident. At a time when
Harris was temporarily in Maryland, he was served with process by Epstein, a
creditor of Balk. Epstein sought to garnish the debt owed by Harris to Balk in
order to satisfy his claim against Balk. The Maryland court assumed jurisdiction
over the debt and held in Epstein’s favor. Harris paid Epstein. On his return to
North Carolina, Harris was sued by Balk; Harris defended on the ground that
he had already paid the debt to Epstein. The North Carolina court refused to
give full faith and credit to the Maryland decision and Harris appealed. The
Supreme Court upheld the Maryland judgment. The Court reasoned that because
Balk could have sued Harris in any state (the debt follows the creditor), Epstein,
who was in fact nothing more than the representative of Balk, could aiso sue
Harris in any state where he was present. Id. at 225-26.

wm See, e.g., Buck v. Beach, 206 U.S. 392 (1907) (the mere presence of evidences
of debts within a state that is not the residence or domicile of the owner and in
which the owner has not transacted his business is not sufficient to support taxing
jurisdiction).
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the Court’s holding in Curry v. McCanless.''* That case involved
a suit for declaratory judgment brought by executors of two states,
Tennessee and Alabama, to determine which of those states could
impose a death tax on the transfer by will of certain intangible
property held by an Alabama trust company. The Supreme Court
held that both states could tax the transfer.

In Curry, the Court considered the following facts. During her
lifetime the decedent, a Tennessee domiciliary, had created a trust
in Alabama. That trust was administered in Alabama by a local
trust company. The decedent also owned property in Tennessee
administered by a Tennessee trust company. According to the terms
of the will, each trust company was appointed executor over the
trust property within the state. Both states claimed the right to tax
the transfer of the Alabama trust property. The case reached the
Supreme Court on appeal from a decision of the Supreme Court
of Tennessee that only Tennessee, as the domiciliary state, could
tax the transfer.!!> Because the two states agreed that the intangibles
could be taxed only at their situs, the parties framed the issue as
follows: was the situs of the intangibles in Tennessee (the residence
of the owner) or in Alabama (the location of the trust instrument)?

Justice Stone wrote for the Court. He noted that because rights
in intangibles are not related to physical things, the governmental
protection given intangibles does not depend on the physical loca-
tion or situs of the intangibles. The source of rights in intangibles,
the Court held, was the relationship between persons and entities,
which is enforceable in court. Finally, Justice Stone remarked, if
the owner of the intangible (the creditor) has availed herself of the
benefits and protections of a state by creating rights and relation-
ships enforceable in court there, that state has jurisdiction to tax
interests in those rights.!

Thus, although the decedent was neither a resident of nor present
in Alabama, and according to the early maxim the situs of the
intangible was in Tennessee (the domicile of the owner), the Court
held that Alabama could tax the transfer because the decedent had
deliberately created a relationship between the intangible taxed and

uz 307 U.S. 357 (1939).
v Id. at 362.
" Jd. at 365-68.
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the state. In language strikingly similar to that used by the modern
Court, Justice Stone explained that the rule of the debt following
the owner was merely a shorthand expression of the required re-
lationship among the intangible, the taxpayer and the state. The
rule’ produced a rational result ‘‘[iln cases where the owner of
intangibles confines his activity to the place of his domicile.”’'s He
added, however, that the logic of the rule fails when the creditor
extends ‘‘his activities with respect to his intangibles, so as to avail
himself of the protection and benefit of the laws of another state.’’tis
In that circumstance, both states have jurisdiction to tax.

At the time Curry was decided, the Court had interpreted the
due process clause to require an in-state physical presence to sup-
port a state’s exercise of in personam jurisdiction over a foreign
corporation. A state could enforce its tax against an absent foreign
corporation only through in rem or quasi-in-rem jurisdiction. The
Court no longer interprets the due process clause to require a
physical presence within a state for the exercise of personal juris-
diction. According to the Court’s modern interpretation of judicial
jurisdiction, an absent nonresident business that has purposefully
engaged in activities within a host state and so received its govern-
mental benefits and protections is subject to in personam jurisdic-
tion there.'V?

An absent nonresident bank that purposefully solicits credit card
business in a host state through the mail, by telephone or by other
electronic means has created relationships that are enforceable in
court in the host state. Indeed, in many cases, the host state may
be the only state in which the out-of-state bank can judicially
enforce its contract with the host state’s resident.!'* Those delib-

us Jd. at 367.

us Id. This analysis is similar to the earlier business situs rule. See supra text
accompanying note 105. For example, according to that rule, foreign-owned in-
tangibles have a business situs in a host state if the nonresident corporation carries
on a continuous course of lending money or granting credits within the taxing
state and if the intangibles taxed grow out of those transactions. See Newark Fire
Ins. Co. v. State Bd., 307 U.S. 313, 319 (1939) (duty rests upon the court to
inquire as to the existence of a business situs for the purpose of taxation).

W See Burger King Corp. v. Rudzewicz, 471 U.S. 462 (1985).

us In applying the new due process standards to jurisdiction over interstate (mail
order and telephone) sellers and buyers, courts have identified a distinction be-
tween buyers and sellers when the buyer is a passive purchaser not conducting
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erately created relationships are the constitutionally required mini-
mum contacts permitting a state to exercise its taxing jurisdiction
over the nonresident bank. Once jurisdiction has attached as a
result of those minimum contacts, the host state can enforce its
tax through the exercise of personal jurisdiction over the absent
out-of-state bank. The nonresident bank cannot avoid personal ju-
risdiction merely because it did not physically enter the state.!'?

3. Special Problems: Edge Act Corporations. An Edge Acti®
corporation is an entity, typically a subsidiary of a bank, chartered
by the Board of Governors of the Federal Reserve System to en-

business in the forum state. See, e.g., Scullin Steel Co. v. National Ry. Utilization
Corp., 676 F.2d 309, 313 (8th Cir. 1982) (nonresident buyer who transacted busi-
ness over the telephone and made payments in Missouri not subject to jurisdic-
tion); Lakeside Bridge & Steel Co. v. Mountain State Constr. Co., 597 F.2d 596,
600, 603 (7th Cir. 1979) (acts of out-of-state defendant in ordering goods from
Wisconsin company, with knowledge that they were likely to be manufactured in
and shipped from Wisconsin insufficient to warrant personal jurisdiction in Wis-
consin), cert. denied, 445 U.S. 907 (1980); Whittaker Corp. v. United Aircraft
Corp., 482 F.2d 1079, 1083-84 (Ist Cir. 1973) (conduct of foreign buyer in actively
supervising or participating in manufacture of goods in Massachusetts was suffi-
cient to support personal jurisdiction); In-flight Devices Corp. v. Van Dusen Air,
Inc., 466 F.2d 220, 226-27 (6th Cir. 1972) (Minnesota corporation subject to
jurisdiction in Ohio where it entered into contract negotiations involving a ‘‘sub-
stantial order’’ for goods manufactured in Ohio); see also Anderson v. Shiflett,
435 F.2d 1036, 1038 (10th Cir. 197!) (Texas defendant who hired Oklahoma
architect to design a project located in Texas not subject to jurisdiction in Okla-
homa); Southern Idaho Pipe & Steel Co. v. Cal-Cut Pipe & Supply, Inc., 98
Idaho 495, 497-98, 567 P.2d 1246, 124849 (1977) (foreign corporation that used
mail advertising and telephone calls to solicit sales transactions subject to juris-
diction), cert. denied, 434 U.S. 1056 (1978); ‘‘Automatic’’ Sprinkier Corp. of
America v. Seneca Foods Corp., 361 Mass. 441, 444-45, 280 N.E.2d 423, 425-26
(1972) (mailing and receiving purchase order by nonresident defendant insufficient
to confer jurisdiction in forum state); Architectural Bldg. Components Corp. v.
Comfort, 528 P.2d 307, 308, 310 (Okla. 1974) (foreign corporation that ordered
goods from domestic corporation by telephone and mail not subject to jurisdic-
tion). The Supreme Court has not specifically considered this buyer/seller, passive/
active distinction. However, the distinction is implicit in the modern due process
analysis that requires purposeful availment of the forum by the active conduct of
business.

19 See Burger King Corp. v. Rudzewicz, 471 U.S. 462 (1985); see also supra
text accompanying note 117,

» Ch. 18, 41 Stat. 378 (1919) (codified as amended at 12 U.S.C. §§ 611-31
(1982)). For easier reference, further citations to the Edge Act will direct the
reader to the United States Code. The Edge Act is named after Senmator Walter
Edge of New Jersey, the Act’s principal sponsor.




312 GEORGIA LAW REVIEW [Vol. 21:283

gage in international banking and finance. From the initial author-
ization by Congress in 1919 until 1978, a national bank could
establish an Edge corporation only under certain circumstances. It
had to agree to (a) comply with the minimum capital requirement
of $2,000,000,:2! (b) appoint only United States citizens as direc-
tors,!2 (c) invest no more than ten percent of its capital and surplus
in the Edge corporation,'? and (d) limit all transactions to those
incidental to international business as determined by the Board of
Governors of the Federal Reserve System.!:

Although the original Act permitted Edge corporations to estab-
lish branches and agencies in foreign countries,'” it was silent as
to interstate branching within the United States. In 1920, the Fed-
eral Reserve Board'* promulgated Regulation K, which prohibited
interstate branching by Edge corporations.' Because Edge corpo-
rations were subject to neither the McFadden Act nor the Bank
Holding Company Act,'® Regulation K was the only prohibition
against branching affecting Edge corporations. Edge corporations
could not establish interstate branches but could establish interstate
“sagencies’’ subject to the Board’s prior approval.'® These agencies
had to be separately incorporated and separately capitalized in each
state.

" One section of the original Act authorized state taxation of an
Edge corporation’s income if its home office was located within

the state:

Any corporation organized under the provisions of this
subchapter shall be subject to tax by the State within

w 12 U.S.C. § 618 (1976), amended by Pub. L. No. 95-369, § 3(d), 92 Stat.
607, 609 (1978) (codified as amended at 12 U.S.C. § 618 (1982)). :
2 Id, § 614,
w Id, § 618.
w Id. § 615(a).
3 Id, § 615(b).
1 [n 1935 the name of the Federal Reserve Board was changed to Board of

" Governors of the Federal Reserve System.

o 12 C.F.R. § 211.6(a) (1978), amended by 12 C.F.R. § 211.4(c) (1982).

1 The McFadden Act expressly applies only to national banks. See 12 U.S.C.
§ 36(c) (1982). The Bank Holding Company Act expressly exempts all banks -
organized under section 25 or section 25(a) of the Federal Reserve Act, which
includes Edge Act corporations. See id. § 1841(c). Bank holding companies are
permitted to own Edge Act corporations. See id. § 1843(cX13).

s 12 C.F.R. § 211.6(a) (1978).
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which its home office is located in the same manner and
to the same extent as other corporations organized under
the laws of that State which are transacting a similar
character of business ... .13

Although the authorizing language included the phrase ‘‘home of-
fice,”” the section did not prevent taxation of Edge Act offices by
the state in which the agency was located. Because of the regulatory
requirement of separate incorporation and separate capitalization,
each state in which an Edge corporation established an agency was
the home office location of that agency.

Since 1978 the status of the interstate offices of Edge corpora-
tions has changed, and the legality of state taxation of those offices
has become less clear. In 1978, Congress passed the International
Banking Act (IBA)" which, in addition to subjecting foreign banks
to the regulatory authority of the Federal Reserve Board,!*? changed
certain provisions of the Edge Act.'® For purposes of state taxation
of Edge corporations, the most important section of the IBA is
the congressional directive to the Board of Governors of the Fed-
eral Reserve System to review the rules, regulations, and interpre-
tations issued pursuant to the Edge Act. Congress mandated the
elimination or modification of any provisions that discriminated

w12 US.C. § 627 (1982).

1 Pub. L. No. 95-369, 92 Stat. 607 (1978) (codified as amended in scattered
sections of 12 U.S.C). For easier reference, further citations to the [BA will direct
the reader to the United States Code.

vz Until the enactment of the IBA, foreign banks that conducted banking ac-
tivities in the United States through branches and agencies were not subject to
federal regulation and were free to expand across state lines, subject only to state
statutory limitations. Foreign banks are now subject to federal regulation in a
manner analogous to that applicable to national banks. For example, a foreign
bank operating a federally-licensed branch or agency is subject to the McFadden
Act limitations on interstate branching. Thus, a foreign bank cannot establish or
operate a federal agency or branch outside its home state unless expressly per-
mitted by state law. 12 U.S.C. § 3103(aX1), (3) (1982). For purposes of state
taxation, foreign banks should be treated in the same manner as national banks.

m Section 3(a) of the IBA contained three significant amendments to the Edge
Act: (1) the removal of the requirement that all owners of an Edge Corporation
be American citizens; (2) the elimination of two statutory restrictions—the man-
datory ten percent reserve requirement on all domestic deposits and the limitation
on the level of liabilities an Edge Corporation could issue; and (3) the inclusion
of a statement of national purposes which set forth the broad objectives of
Congress regarding Edge corporations. 12 U.S.C. § 611 (1982).
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against foreign-owned banking institutions, restricted Edge corpo-
rations in competing with foreign-owned banking institutions, or
impeded the attainment of congressional purposes.'*

The Board responded to this general directive by amending
Regulation K to allow Edge corporations to establish interstate
branches with the prior approval of the Board.'** The Board’s
action created the following state tax dilemma. Prior to the pas-
sage of the IBA, a state in which an Edge corporation was estab-
lished could tax the income of the agency because each agency
was a separately incorporated and separately capitalized ‘‘home
office.”” After the passage of the IBA, an Edge corporation couid
establish interstate offices as branches. These branches are neither
separately incorporated nor separately capitalized. Some commen-
tators have argued that host states cannot tax these branches
because they are not home offices and section 627'% authorizes

4 Id. As set forth in the IBA, the congressional purposes are:
to provide for the establishment of international banking and financial
corporations operating under Federal supervision with powers suffi-
ciently broad to enable them to compete effectively with similar for-
eign-owned institutions in the United States and abroad; to afford to
the United States exporter and importer in particular, and to United
states commerce, industry, and agriculture in general, at all times a
means of financing international trade, especially United States ex-
ports; to foster the participation by regional and smaller banks
throughout the United States in the provision of international banking
and financing services to all segments of United States agricuiture,
commerce, and industry, and, in particular, small business and farming
concerns; to stimulate competition in the provision of international
banking and financing services throughout the United States; and, in
conjunction with each of the preceding purposes, to facilitate and
stimulate the export of United States goods, wares, merchandise, com-
modities, and services to achieve a sound United States international
trade position . . ..
12 U.S.C. § 611(a) (1982).
1s 12 C.F.R. § 211.4(c) (1986); see supra note 127. Pursuant to other amend-
ments to Regulation K, Edge corporations are now permitted to finance the pro-
duction of goods and services for export. 12 C.F.R. § 214.4(e}4Xv) (1986).
Previously, Edge corporations were only permitted to finance the export or import
sale and transportation directly related to international trade. Moreover, Regula-
tion K now permits Edge corporations to accept savings deposits as well as de-
mand deposits. The deposit receipt power remains restricted to foreign-related
activities. 12 C.F.R. § 211.4(eX1), (2) (1986).
% 12 U.S.C. § 627 (1982). Because Congress did not specificaily authorize Edge
Act corporations to branch interstate, it could not have foreseen the need to
amend section 627.
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only ‘““home office’’ states to tax Edge corporation income.!?’!

Other commentators have thoroughly analyzed whether section
627 in fact prevents host state taxation of Edge Act branches
and have come to different conclusions.!*® Those arguments need
not be repeated here. The issue will only be finally settled either
by congressional action to amend section 627 or by a long process
of litigation and appeal. Meanwhile, states have not hesitated to
act. The major host states have uniformly taken the position that
the branches are taxable.!*® Significantly, there have been few
challenges to this position.!«

4. Non-bank organizations. The term non-bank organization re-
fers to two distinct types of entities: non-bank banks and non-bank

137 See, e.g., O'Brien, State and Local Taxation of Branches of Edge Act Cor-

~ porations—Opportunities and Limitations, 96 BanxiNg L.J. 893 (1979) (arguing

that section 627 prevents a host state from taxing an Edge Act branch and urging
banks to establish their Edge corporations’ home offices in low tax jurisdictions
and branches in higher tax jurisdictions); Note, New Rules for Edge Act Corpo-
rations Under the Internationa! Banking Act of 1978, 3 ForpHAM INT'L L.F. 193
(1980) (a ‘‘strict reading’’ of section 627 would prohibit states from taxing the
operations of Edge Act branches which have parents located in another state).

14 See, e.g., Note, A Constitutional and Statutory Analysis of State Taxation
of Edge Act Corporate Branches, 51 ForoHAM L. REv. 991 (1983) (states can tax
Edge Act branches regardless of the location of the home office).

1 The majority of Edge corporate branches are located in California, Florida,
Illinois, New York and Texas. See Frieder, supra note 71, at 706 (discussing non-
bank interstate subsidiaries). The first four states currently tax those Edge Act
branches located within their borders. Texas uses a bank shares tax rather than
an income tax imposed on the corporation. Arguably, section 627 does not restrict
the imposition of a bank shares tax to the home state. The last sentence of
section 627 refers directly to shares taxes as follows: ‘“The shares of stock in such
corporation shall also be subject to tax as the personal property of the owners
or holders thereof in the same manner and to the same extent as the shares of
stock in similar State corporations.'’ 12 U.S.C. § 627 (1982); see also Note, A
Constitutional and Statutory Analysis, supra note 138, at 1000-07 (legislative his-
tory of section 627 does not support an interpretation that would exempt an Edge
corporate branch from taxation in the state where it was doing business).

1w The only case specifically addressing the issue of state taxation of Edge Act
branches appears to be Houston v. Morgan Guaranty International Bank, 666
S.W.2d 524 (Tex. Ct. App. 1983), cert. denied, 469 U.S. 1213 (1985). The Texas
court validated a Texas ad valorem tax on the shares of an Edge Act branch
whose home office was in Miami, Florida. The court broadly held that while
section 627 expressly permits the domiciliary state to tax Edge Act corporations,
nothing in that section restricts or forbids taxation by any other state; the section
only requires that all taxing states treat Edge Act banks the same as they treat
their own state banks. /d. at 530.
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subsidiaries. A non-bank bank is an institution that offers services
similar to those offered by banks, i.e., a non-bank bank may
accept deposits, offer checking accounts, and make consumer or
commerical loans. A depository non-bank bank will even have a
bank charter. All non-bank banks conduct their business so as to
place themselves outside the definition of a “bank’’ in section 2(c)
of the Bank Holding Company Act.'* Thus, non-bank banks either
accept deposits or make commercial loans, but not both.

In 198S, the Eleventh Circuit Court of Appeals held in Florida
Department of Banks and Finance v. Board of Governors'* that
the Douglas Amendment prohibited a New York bank holding com-
pany from owning or controlling a non-bank bank in Florida be-
cause Florida law did not authorize interstate branch banking. On
remand from the Supreme Court, the Eleventh Circuit reversed its
carlier decision and held that the Douglas Amendment does not
apply to the establishment of non-bank banks. Thus, bank holding
companies are now free to operate interstate through non-bank
banks.

A non-bank subsidiary is an affiliate of a bank holding company
that is engaged in one of the non-banking activities that are spe-
cifically authorized under section 4 of the BHCA. Because there
are no federal restrictions on interstate expansion of BHC’s through
non-bank subsidiaries, and because states cannot prohibit these non-
bank subsidiaries from operating within their borders,'** bank hold-
ing companies have long used non-bank subsidiaries to establish a
local presence within the states.

There are federal restrictions, however, on the activities of these
non-bank subsidiaries. Section 4 of the Bank Holding Company

w According to the Bank Holding Company Act, a ‘‘bank’ is an institution
that: (1) accepts deposits that the depositor has a legal right to withdraw on
demand, and (2) engages in the business of making commercial loans. 12 US.C.
§ 1841(c) (1982). Any institution chartered by the FHLBB or insured by the FSLIC

. does not qualify as a ‘‘bank.” See id. On August 10, 1987, President Reagan

signed into law the Competitive Equality Banking Act of 1987. The Act purports to
ban non-bank banks while exempting more than 160 existing non-bank banks from its
provisions. It also imposes a year moratorium on expanded securities, real estate
and insurance powers for banks.

wa 760 F.2d 1135 (Lith Cir. 1985), vacated, 106 S. Ct. 875, rev'd on remand,
800 F.2d 1534 (llth Cir. 1986), rev. denied, $5 -U.S.L.W. 3706 (U.S. 1987).

1 See supra note 26. '
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Act prohibits BHC’s from owning or controlling any entity that is
not a bank unless the subsidiary’s activities fit within one of fifteen
listed categories.'* Most non-bank subsidiaries are established as
section 4(c)(8) subsidiaries.!* According to that section, a BHC may
acquire the shares of any company ‘‘the activities of which the
Board . . . has determined (by order or regulation) to be so closely
related to banking or managing or controlling banks as to be a
proper incident thereto.”’' Pursuant to this authority, the Board
has promuigated Regulation Y, which authorizes a wide variety of
permissible non-bank activities for BHC’s, including mortgage
banking, extension of credit through finance companies, issuance
of credit cards, provision of bookkeeping or data processing serv-
ices, issuance and sale of traveler’s checks, and -operation of in-
dustrial banks.*

In sum, a BHC may freely establish one or more non-bank
subsidiaries within states and across state lines as long as the sub-
sidiary is engaged in an approved activity. BHC’s have established
a vast network of interstate offices by these means. According to
one study, BHC’s control 382 section (4)(c)(8) subsidiaries with a
total of 5500 interstate offices.!®

Although a bank holding company is free to operate across state
lines through a network of non-bank organizations, a national bank
is not. A variety of federal and state statutory provisions and
judicial interpretations have combined to prohibit a national bank
from expanding through the use of non-bank organizations. First,
like BHC’s, national banks are restricted in their activities by fed-

w12 U.S.C. § 1843(c) (1982).

s See 12 U.S.C. § 1843(cX8) (1982).

“ Id.

w For a complete current list of approved activities, see 12 C.F.R. § 225.4
(1986). The Board permits other activities by order. See Frieder, supra note 71,
at 773 app. V (listing ‘‘Permissible Nonbank Activities for Bank Holding Com-
panies Under Section 4 (cK8) of Regulation Y, February, 1983""). Commentators
have argued that the Board should encourage greater product expansion in the
banking industry. See generally DeSanto, Product Expansion in the Banking In-
dustry: An Analysis and Revision of Section 4(c)(8) of the Bank Holding Company
Act, 53 ForpHAM L. ReV. 1127 (1985); Note, Restriction on Bank Underwriting
of Corporate Securities: A Proposal for More Permissive Regulation, 97 Harv.
L. REv. 720 (1984).

14 Frieder, supra note 71, at 773.
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eral law. According to statutory law, a national bank has specific
power to carry on ‘‘the business of banking,”” and all such “‘in-
cidental powers as shall be necessary to carry on the business of
banking.’’**® Unlike the narrow definition of a bank in the Bank
Holding Company Act,'*® the National Bank Act defines the busi-
ness of banking both broadly and in the disjunctive.!®! For exam-
ple, a national bank that either discounts promissory notes and
other evidences of debt, receives deposits, lends money on personal
security, or undertakes business incidental to the above!*? is engaged
in the business of banking.

Second, according to the National Bank Act, national banks may
not establish interstate branches, and they may establish intrastate
branches only through the grace of state law.!* Courts also have
liberally construed the definition of a branch in the McFadden Act
to include not only a place of business at which deposits are re-
ceived or checks paid or money lent, but also any place away from
its home office where the national bank is transacting the same
business it carries on at its main office.!** Courts have interpreted

w12 US.C. § 24 (1984).

1% See supra note 22.

151 See 12 U.S.C. § 24 (1982).

52 The activities of a national bank that courts have found permissible under
the ‘‘incidental power’’ provision are those that are directly related to one or
another of a national bank’s express powers. See, e.g., Arnold Tours, Inc. v.
Camp, 400 U.S. 45, 46 (1970) (national banks may not provide travel services for
customers); see also National Retailers Corp. v. Valley Nat’'l Bank, 604 F.2d 32,
34 (9th Cir. 1979) (electronic data processing services not an incidental power
when offered to the public at large); M & M Leasing Corp. v. Seattle First Nat'l
Bank, 563 F.2d 1377, 1383 (9th Cir. 1977) (leasing of personal property is an
exercise of incidental powers), cert. denied, 436 U.S. 956 (1978); St. Louis County
Nat’l Bank v. Mercentile Trust Co. Nat’l Ass'n, 548 F.2d 716, 719 (8th Cir.)
(offering trust services is a part of the business of banking), cerr. denied, 433
U.S. 909 (1976). A current list of the activities approved by the Comptroller of
the Currency can be found at 12 C.F.R. §§ 7.7000-7.800 (1986).

1 See supra notes 10-12 and accompanying text.

134 See, e.g., First Nat’l Bank v. Dickinson, 396 U.S. 122 (1969); Utah ex rel.
Dep't of Fin. Insts. v. Zions First Nat’l Bank, 615 F.2d 903 (10th Cir. 1980);
Independent Bankers Ass’n v. Smith, 534 F.2d 921 (D.C. Cir.), cert. denied, 429
U.S. 862 (1976). Congress intended to confine the scope of § 3&(f) by forbidding
banks from establishing branches outside the limits of the town or city in which
the parent bank was located. See 68 CoNa. Rec. 5816 (1927); see also Independent
Bankers Ass'n v. Smith, 534 F.2d 921, 943 (D.C. Cir. 1976) (stating that a
“‘restrictive’’ interpretation of the McFadden Act would frustrate congressional
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the ‘“‘deposits received’’ and ‘‘loans made’’ language broadly (e.g.,
to find that ATM’s established by national banks are branches) as
well. In doing so, they have found that national banks that offer
other (non-deposit and non-loan) bank services at offices apart
from their home offices are engaged in branch banking.'s* Most
national banks thus prefer to operate their subsidiaries through
BHC'’s. 1%

intent); c¢f. First Nat’l Bank v. Dickinson, 396 U.S. 122, 137 (1969) (the term
“branch bank’’ includes any place where deposits are received other than the
bank).

153 See, e.g., St. Louis County Nat’l Bank v. Mercantile Trust Co. Nat'l Ass’n,
548 F.2d 716, 720 (8th Cir. 1976) (separate suburban trust office of national bank
violated section 36), cert. denied, 433 U.S. 909 (1977); Securities Indus. v. Comp-
troller of Currency, 577 F. Supp. 252 (D.D.C. 1983) (proposed acquisition and
operation of brokerage subsidiary by national bank is a branch within meaning
of section 36(f)), aff’d per curiam, 758 F.2d 739 (D.C. Cir. 1985), cert. denied,
106 S. Ct. 790 (1986).

1% Although the interstate activities of BHC subsidiaries have been challenged
in court as branching, these challenges have seldom been successful.” Because the
Bank Holding Company Act permits BHC's to engage in activities closely related
to banking and because that ‘Act specifically exempts approved non-bank activities
from the geographical restrictions in the Douglas Amendment, courts are reluctant
to find that a BHC subsidiary conducting activities approved under the Bank
Holding Company Act is operating illegally under the McFadden Act. For ex-
ample, in Connecticut Bankers Association v. Board of Governors, 627 F.2d 245
(D.C. Cir. 1980), the plaintiff challenged the application of Citicorp (a BHC) to
establish an office in Connecticut through its subsidiary, Person-to-Person Finance
‘Center. The subsidiary planned to engage in second-mortgage lending and the sale
of credit-related insurance, both of which were approved non-bank activities. The
plaintiff claimed that Person-to-Person would be an unlawful branch of Citibank
(a bank subsidiary of Citicorp). The court held that the mere fact of common
ownership among the entities was not Sufficient to constitute branching. According
to the court, Congress had sanctioned BHC entry through non-bank banks into
geographical areas where subsidiary banks are excluded; therefore, a BHC and its
bank and non-bank subsidiaries were branching only if they were a ‘‘unitary
operation.” Id. at 252. In other words, the challenger must prove that a nonres-
ident bank subsidiary of a BHC is doing business in a host state through the
instrument of the non-bank entity. (The test is the same test that courts use to
pierce the corporate veil.) Accord Commercial Nat’l Bank v. Board of Governors,
451 F.2d 86, 89 (8th Cir. 1971) (BHC is ‘“‘branching’” when one of its subsidiary
banks is doing business through instrumentality of another subsidiary bank); First
Nat'l Bank v. First Bank Stock Corp., 306 F.2d 937, 940 (9th Cir. 1962) (BHC
that acquired a state bank prior to Bank Holding Company Act did not violate
that Act). But see Jackson v. First Nat’l Bank, 430 F.2d 1200 (Sth Cir. 1970) (a
federally-chartered bank could not use an armoured car service that had been
transferred to a subsidiary of the bank holding company), cert. denied, 401 U.S.
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State jurisdiction to tax the offices of non-bank entities that
operate within their borders is assured by well-settled judicial prin-
ciples.'s” Non-bank organizations that conduct their in-state activi-
ties solely through the mail, by telephone, or other electronic means
are subject to a host state’s taxing jurisdiction on the same judicial
principles that subject absent out-of-state banks to the taxing ju-
risdiction of a market state.!®* Those states using the unitary busi-
ness principle to calculate the tax liability of multijurisdictional
enterprises doing business within and without their borders must
determine which entities may be included in the unitary group for
purposes of combined reporting.'*® According to the principles out-
lined by the Supreme Court, the unitary group should consist of

947 (1971). The “‘unitary operation’’ standard should not be confused with the
unitary business principle, which describes a relationship among commonly con-
trolled entities for a completely different purpose. See infra text accompanying
notes 160-61.

157 See supra note 69.

1 According to American Banker, one such example of a non-bank bank, the
Colonial National Bank of Wilmington, Delaware, has depositors from all fifty
states, makes loans to customers in forty-five states, and solicits all its business
by direct mail. In fact, only ten million of Colonial National’s $§525,000,000 in
deposits comes from walk-in trade in Wilmington. Most of the bank’s customers
bank by long-distance telephone lines, wire transfers, mail, nationwide ATM’s,
debit and credit cards, and checks. See TSO Welcomes Long-Distance Nationwide
Customers with System That Could Make Walk-in Banking Passe, AMERICAN
BANKER, Aug. 4, 1986, back cover.

» The purpose of combined reporting is to determine the income of the in-
state taxpayer by viewing the taxpayer as part of the unitary business and applying
the apportionment factors of the entire unitary business to the taxable net income
(apportionable base) of the unitary business. Generally, for a manufacturing or
mercantile business, states use the following three-factor formula to determine the
tax liability of the members of the unitary group over which the taxing state has
jurisdiction: 1/3 (payroll in state/payroll everywhere + tangible property in state/
tangible property everywhere + sales in state/sales everywhere) (apportionable net
income base) = (taxable income) (state tax rate) = state tax. For discussions of
the use of combined reporting, see P. HARTMAN, supra note 31, §§ 9:24-9:29
(examining the constitutional doctrine applicable to division of corporate net in-
come); J. HELLERSTEIN, supra note 31, §§ 8.11-8.12 (division of the tax base);
Keesling, A Current Look at the Combined Report and Uniformity in Allocation
Practices, 42 J. Tax’N 106 (1975) (analyzing the increasing use of combined re-
porting); Rudolph, State Taxation of Interstate Business: The Unitary Business
Concept and Affiliated Corporate Groups, 25 Tax L. Rev. 171 (1970) (supporting
combined reporting for corporate groups). Different apportionment factors must
be used to apportion the income of a unitary banking business. Jerome Hellerstein
has suggested the use of a deposits factor. See J. HELLERSTEIN, supra note 31, §
10.5 (1983) (examining financial businesses).




.

1986] INTERSTATE BANKING 321

the BHC and any subsidiaries engaged in activities related to bank-
ing.'®® Only those subsidiaries engaged in a discrete business enter-
prise are not part of the unitary group.'s

As a practical matter, however, no BHC subsidiaries can be
excluded from the unitary group because BHC’s are not permitted
to own or control any subsidiary not engaged in banking or those
approved activities closely related to banking. The guidelines used
by the Board to determine whether a non-bank activity is closely
related to banking underscore the essential unitary relationship be-
tween ‘banking activities and activities closely related to banking.
According to those guidelines, an activity is closely related to bank-
ing within the meaning of section 4(c)(8) if any one of the follow-
ing is demonstrated: (1) banks generally have in fact provided the
proposed services; (2) banks generally provide services that are op-
erationally or functionally so similar to the proposed services as to
equip them particularly well to provide the proposed services; or
(3) banks generally provide services that are so integrally related to
the proposed services as to require their provision in a specialized
form.'s? Hence, there are no constitutional obstacles to state taxa-
tion of local non-bank subsidiaries of out-of-state BHC’s or to
combining the income of the entire unitary group of which they
are a part in the apportionable net income tax base.

III. THE CORPORATE FRANCHISE TAX MEASURED BY NET INCOME

A well-designed state corporate tax system would uniformly ap-
portion the entire taxable business net income'*’ of a multijuris-

w0 See Container Corp. of America v. Franchise Tax Bd., 463 U.S. 159, 175-
84 (1983) (evaluating California’s use of the ‘‘three-factor’ formula and the ‘‘un-
itary business’’ principle to tax corporations); Mobil Oil Corp. v. Commissioner
of Taxes, 445 U.S. 425, 439-42 (1979) (no showing that foreign operations of
appellant’s subsidiaries were ‘‘distinct’ in any business or economic sense).

1t According to the Supreme Court, the Constitution permits state apportion-
ment of the income of a unitary business conducted within and without the state
if (1) at least some part of the unitary business is conducted within the state; (2)
there is some bond of ownership or control uniting the unitary business; and (3)
the out-of-state activity is related to the in-state activity of the unitary business.
Container Corp. of America v. Franchise Tax Bd., 463 U.S. 159, 166 (1983).

12 These guidelines were announced in National Courier Ass’'n v. Board of -
Governors, 516 F.2d 1229, 1237 (D.C. Cir. 1975), vacated in part, 558 F.2d 729
(Sth Cir. 1977), cert. denied, 435 U.S. 904 (1978). See aiso Securities Indus. Ass’'n
v. Board of Governors, 468 U.S. 207, 210 n.5 (1984) (citing the guidelines).

1 In order to promote uniformity, the measure of the tax would be the net
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dictional business among the states in a manner that approximates
the level of activity in each state. To accomplish this task for the
business of banking, a state would consider the various kinds of
activities in which a bank may engage, such as portfolio invest-
ments, lending, and services; the sources of a bank’s funding, in-
cluding deposits, borrowings, capital accounts; and the geographical
origins of the former activities.

Banks earn income primarily in six ways. These methods include
(1) investments in federal obligations, Treasury securities, and state
and municipal obligations; (2) interest and fees on consumer and
commercial loans; (3) direct lease financing; (4) service fees for
activities such as data processing, and earned in connection with
instruments such as securitized loans, banker’s acceptances and let-
ters of credit; (5) fiduciary activities; and (6) federal funds sold.
Because all of the above income is business income, an apportioned
state tax on banks would include all of it, on a net basis, in the
tax base.

Federal statutory prohibitions, however, prevent states from in-
cluding income from federal obligations!# in their tax base unless
they use a franchise tax.'® Because federal obligations typicaily
make up a large fraction of a bank’s assets and income,'¢ states

income of the corporation because that measure is used by nearly all the states
that impose a corporate tax. Forty-six states (including the District of Columbia)
levy a corporate net income tax. J. HELLERSTEIN, supra note 31, § 9.6. However,
a state that imposes a franchise tax measured by net worth can also include the
_value of federal obligations in the computation of net worth. See Werner Machine
Co. v. Director of Taxation, 350 U.S. 492, 494 (1956) (New Jersey corporation
tax including federal bonds in determination of net worth is nondiscriminatory).

' According to Smith v. Davis, 323 U.S. 111 (1944), ‘“‘obligations” of the
United States include interest-bearing securities, authorized by Congress, whose
payment is guaranteed by the credit and faith of the United States Government.
Id. at 117,

' If a state imposes a franchise tax on banks that includes in its measure the
income from federal obligations, that state must also tax the income from its own
state and local obligations. Memphis Bank & Trust Co. v. Garner, 459 U.S. 392,
398 (1983).

' According to data collected by the Federal Deposit Insurance Corporation
(FDIC), the United States Treasury and other federal sources, securities plus state
and local obligations comprised from 13% to 17%s of the assets of insured com-
mercial banks in the years 1983, 1984, and 1985 through September of that year,
Income from these securities ranged from 12% to 14% of gross operating income
during the same years. (There is no similar data available to show what fraction




i

e

1986} INTERSTATE BANKING 323

should consider using a franchise tax.'” Provided that the remain-
ing pieces of bank income can be reached by a franchise tax, then
that tax is, by definition, the optimal state bank tax.

There are two parts to the question of whether a state can im-
pose a franchise tax measured by net income on a bank that earns
income from in-state sources. The first is whether a state can im-
pose a franchise tax on a federally-chartered bank. The second is
whether a state can impose a franchise tax on a corporation en-
gaged in solely interstate commerce.

A. The Imposition of State Franchise Taxes on National Banks

State use of the franchise tax to tax banks has a long judicial
and legislative history. As early as 1867, the Supreme Court upheld
state franchise taxes measured by net income, including income
from federal obligations, imposed on szate-chartered banks.'s® States
did not fare so well, however, when they attempted to impose the
same tax on federally-chartered banks. For example, in Owensboro

of net operating income consists of income from governmental securities. That
fraction would be significantly higher, however.) Such income was the second
largest piece of bank operating income during those years; fees and interest from
loans generated the most income. See FDIC, BANK OPERATING STATISTICS (1983);
Telephone interview with Jack A. Pinion, Information Analyst, Data Administra-
tion Unit, Federal Deposit [nsurance Corporation (Feb. 25, 1986) (providing un-
published 1984 and 1985 data).

¥ The Supreme Court has distinguished between a franchise tax measured by
net income and a direct net income tax. In general, if the tax requires that earning
income and exercising the privilege of doing business coincide before liability is
imposed, the tax is a franchise tax. See Educational Films Corp. v. Ward, 282
U.S. 279 (1931); Pacific Co. v. Johnson, 285 U.S. 480 (1931). Recently, several
banks and thrifts have challenged the validity of state franchise taxes levied on
the income from state and local bonds which were issued pursuant to specific
state statutes granting the obligations tax-exempt status. In Garfield Trust Co. v.
Director, Division of Taxation, 102 N.J. 420, 508 A.2d 1104 (1986), appeal dis-
missed, No. 86-261, 55 U.S.L.W. 3308 (U.S. 1986), the New Jersey supreme court
upheld the validity of the state’s franchise tax, which included interest income
from state obligations notwithstanding the specific state tax exemption or exclu-
sion. The Supreme Court dismissed the appeal for want of a substantial federal
question, a decision on the merits. Bur see Commonwealth Securities v. Com-
monweaith of Pennsylvania, 88 Pa. 184, 488 A.2d 1187 (1985) (state corporate
net income tax was a direct net income tax, as its name ‘‘ineluctably compels,’”
not a franchise tax; therefore, the inclusion of income from state obligations
specifically exempted from tax was unlawful).

¥ See supra note S51.
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National Bank v. Owensboro,'® the Supreme Court struck down a
state franchise tax levied by Kentucky on the Owensboro National
Bank. According to the Court, a state did not have power to levy
any tax upon an instrumentality of the federal government unless
expressly authorized to do so by Congress.!” This decision, which
created an imbalance between state taxation of national and state
banks, provided the impetus for a change in the law.'™

In 1926, Congress amended section 5219 of the National Bank
Act to add a fourth method to the three methods it had previously
authorized. In addition to levying bank share taxes, bank share
dividend taxes, and net income taxes, states could impose a fran-
chise tax measured by net income on national banks.'” The express
purpose of this fourth method was to establish parity between state
taxation of state-chartered and federally-chartered banks.'™

Finally, in 1976, all remaining statutory restrictions on state tax-
ation of national banks were lifted. Section 5219 now provides:
““For the purposes 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

% 173 U.S. 664 (1899).

™ Id. at 668.

"l See supra text accompanying notes 51-53.

2 Act of Mar. 25, 1926, ch. 88, 44 Stat. 223 (codified as amended at 12
U.S.C. 548 (1982)). In the early cases involving the imposition of state franchise
taxes on state-chartered banks, the Supreme Court had theorized that a state
franchise tax on federal obligations was permissible without congressional author-
ization because the franchise (charter) taxed was a separate right created by the
taxing state; a state had the power to tax a privilege it bestowed on a corporation.
Because a state did not bestow a franchise on a national bank, express congres-
sional authorization was required before a state could impose a franchise tax on
a federally-chartered bank. See Tradesmen Bank v. Tax Comm’n, 309 U.S. 560,
564 (1939).

113 Congress did not amend section 3701, which, until 1959, on its face barred
all state taxes on federal obligations. See supra notes 54, SS. Because the Supreme
Court had validated state franchise taxes imposed on state-chartered banks meas-
ured by the value of federal obligations, the members of Congress apparently
thought that by amending section 5219 they had accomplished two purposes: the
addition of a2 new method by which states could tax national banks and author-
ization for state taxation of federal obligations. See 67 Cona. Rec. 6083-6084
(1926). Neither Congress nor the Court has, until recently, drawn a careful dis-
tinction between sections 3701 and S5219. See American Bank & Trust Co. v.
Dallas County, 463 U.S. 855, 856 (1983) (‘‘Section 5219 is capable of coexistence
with the plain language of § 3701'").
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jurisdiction within which its principal office is located.’" '™ A state
is now free to tax a national bank by any method, in addition to
the long-approved four methods, as long as the method chosen
does not discriminate against national banks.

B. The Imposition of Franchise Taxes on Corporations Engaged
in Interstate Commerce

The franchise tax was originally a license fee imposed upon the
franchise (or corporate charter) granted by a state. The early fran-
chise tax was measured by the value of the corporation’s capital
stock attributable to the taxing state. In the late nineteenth century,
states began to use net income as a measure of the tax, and the
economic effect of the tax was very like that of a direct net income
tax. The legal effect of the two taxes, however, was significantly
different. '

Throughout the early years of the Court’s struggle with the scope
of the prohibitions in the dormant commerce clause, states were
rebuffed in their attempts to impose franchise taxes on corporate
entities engaged in interstate commerce. The Court viewed a fran-
chise tax as a tax imposed on a privilege. Because the privilege of
engaging in interstate commerce was not a privilege that a state
had the power to grant or deny, the Court ruled that a franchise
tax could not be imposed on an entity engaged in interstate com-
merce. !’

Some states responded to this judicially-created prohibition by
switching to direct net income taxes. The Court eventually held
that these taxes did not violate the commerce clause if the required
due process connection was present. The due process requirements
were phrased variously as ‘“‘presence” and as ‘‘doing business’’
under the Court’s early analyses; the Court currently uses the phrase
“minimum contacts.”’ Other states changed the language of their
statutes to provide for a franchise tax on foreign corporations for
the privilege of ““doing of business within this state in a corporate
form,’” or ‘‘the exercising of its charter . . . within this state,’’!"

™ 12 U.S.C. § 548 (1982).

"1 See, e.g., Crutcher v. Kentucky, 141 U.S. 47, 57 (1890) (Congress’ power
over interstate commerce is absolute).

% Colonial Pipeline Co. v. Traigle, 421 U.S. 100, 102-103 (1975). Of course a
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Finally, in 1977, the Court abandoned the distinction it had drawn
between the effects on interstate commerce of a direct net income
tax and a franchise tax. In Complete Auto Trensit v. Brady,"” the
Court validated a Mississippi franchise tax imposed on a business
operating solely in interstate commerce. The Court held that the
constitutional requirements that govern state franchise taxes levied
on businesses engaged in interstate commerce were identical to those
that govern state net income taxes'” and henceforth no longer con-
sidered such franchise taxes per se unconstitutional if they satisfied
a four-pronged test.'® As the law stands today, then, a state fran-
chise tax measured by net income, including the income from fed-
eral obligations earned by a bank operating in interstate commerce,
is valid if (1) the bank has, by means of regular and deliberate
contacts with the state, earned income from sources therein, and
(2) the tax is fairly apportioned and does not discriminate against
banks operating in interstate commerce.

CONCLUSION

Vast changes of the last ten years have had a great impact on
state taxation of banks. First, banks have greatly expanded their
interstate activities through the use of electronic transactions and
non-bank subsidiaries outside the state of their principal office.
Second, federal statutory provisions restricting state taxation of na-
tional banks have been completely removed (although some restric-
tions remain on state taxation of federal obligations). Third, the
Supreme Court has changed its previous interpretation of the com-
merce clause, which restricted state use of the franchise tax.

Yet most states remain stuck in the thinking of an earlier era
when the interstate activities of banks were much more limited and
the legislative and judicial restrictions were far greater. Although

state is free to levy a. franchise tax on a foreign corporation even if that corpo-
ration is not licensed by the taxing state. See, e.g., Memphis Natural Gas Co. v.
Stone, 335 U.S. 80 (1948). .

™ 430 U.S. 274 (1977).

" Id. at 288-89 & n.1S.

™ According to the Complete Auto Transit commerce clause test, a franchise
tax imposed on interstate commerce is valid if: (1) the tax is applied to an activity
with & substantial nexus with the taxing state; (2) the tax is fairly apportioned;
(3) the tax does not discriminate against interstate commerce; and (4) the tax is
fairly related to the services provided by the state. Id. at 279.
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states regularly apportion the interstate income of general business
corporations that operate within their borders, most states do not
attempt to apportion the interstate income of banks that operate
similarly. In 1973, Congress enacted the State Taxation of Depo-
sitories Act'® which provided that until January 1, 1976, no state
could impose any ‘‘doing business’’ tax on any insured depository
not having its principal office within the taxing state.'®! On January
1, 1976, that ban lapsed and states were free to tax out-of-state
banks as they do other foreign corporations. To date, however,
few states have responded to the challenge of designing and imple-
menting a uniform and equitable system to apportion bank income.

The states that have updated their banking laws and regulations
are typically the ‘“‘money center’’ states—those states in which the
largest banks and the banks most active in interstate operations
have their principal offices. These money center states, then, are
the primary recipients of increasing bank tax revenue from inter-
state operations. In the meantime, many states that provide signif-
icant sources of bank funds and income to fuel the activities of
these large banks have been siow to respond to the changes.

This article has shown that these market states can tax an ap-
portioned share of the income of those out-of-state banking busi-
nesses that transact business within their borders. By using a
franchise tax measured by net income, these states may include the
value of federal obligations in the apportionable tax base. The stage
is thus set for states to take the first step toward equalizing the
tax treatment of general corporations and financial corporations.
That first step would be the enactment of a franchise tax measured
by the net income of each banking business over which the state
has jurisdiction.

' Pub. L. No. 93-100, 87 Stat. 347 (1973) (codified as amended at 12 US.C.
§ 548 (1982)).
¥t Id. § 7(c), 87 Stat. at 347.
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McCray, Sandra B., "Interstate Banking and State Taxes", Proceedings of the
Seventy-Ninth Annual Conference of the National Tax Association—Tax
Institute of America (November, 1986) pp. 56-61
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EXHIBIT K: 35

McCray, Sandra B., "Constitutional Issues in State Income Taxes: Financial
Institutions", Albany Law Review (Spring/Summer 1987) pp. 895-933
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CONSTITUTIONAL ISSUES IN STATE INCOME TAXES:
FINANCIAL INSTITUTIONS

Sandra B. McCray*

INTRODUCTION

Nearly every state in the United States taxes bank income using
methods based upon statutory restrictions, constitutional barriers, and
regulatory definitions that were developed. in the late 19th and early
90th centuries. Yet, the actual business of banking has changed
dramatically in just the last decade. Deregulation and competition
from within and without the industry have drastically changed both
the business of banking and the types of players in the financial
marketplace.

Formerly, financial intermediation was the sole business and ex-
clusive domain of banks. Banks attracted funds from savers by offering
a secure repository for their deposits, and these deposits in turn
became the source of funds for commercial and consumer loans which
generated interest income for banks. .

Until recently, banks had no competitors in this financial inter-
mediation marketplace. First, banks had a virtual monopoly on the
market for deposits, precluding competition for such funds from
nonbank institutions. Second, federal law restricted the rate of interest
that banks could pay depositors, eliminating competition among banks.
Thus, bank profitability, achieved through the recycling of funds from
savers to borrowers, was virtually assured. Bankers merely had to
pay an interest rate for their deposits that was lower than the rate
they charged their borrowers.

Today, banks face stiff competition for deposits from pension funds,
insurance companies and brokerage houses, and federal law no longer
restricts the amount of interest that banks can pay to depositors.!
Moreover, these rival institutions are challenging the role of banks
as financial intermediaries. Cash-rich, they have become efficient
financial intermediaries between investor/savers and corporate bor-

* Sandra B. McCray is a Colorado lawyer associated with the U.S. Advisory Commission on
Intergovernmental Relations; B.A., University of California Los Angeles, 1967; J.D., University
of Colorado, 1975; L.L.M. (tax), Georgetown University Law Center, 1985.

1 The Depository Institutions Deregulation Act of 1980 authorized a phase-out of the ceilings
on the maximum rates of interest and dividends that could be paid on deposits. 12 US.C. §
3506 (1982). Accordingly, the Federal Reserve Board, by Regulation Q, 12 C.F.R. § 217.0 (1983),
lifted its prior interest rate restrictions imposed pursuant to 12 U.S.C. § 371 (1982 & Supp.
IV 19886).
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state regulators had interpreted existing state laws to allow state
banks to underwrite securities.5 Federa] regulators, too, have recently

5 For example, in 1987, the New York State Superintendent of Banks isgyed a formal ruling
that New York State’s “Jjttle Glass-Steagaﬂ Act,” N.Y. BANKING Law § 103(9) (McKinney
1971), permitteq a state-chartered bank to be affiliated with g securities firm if such affiligte
was not Principally engaged in underwriting corporate securities, New Yorg Banking Superin-
tendent’s Ruling on Securities Firm Affiliations, AMERICAN BANKER, Jan, 2, 1987, at 2.




[Vol. 51
w " en bypass
acu..uties by selling
:cial paper market.?
sile manufacturers,
umers.?
have sought relief
ed them to single
have limited their
1 several areas, in-
itors, and the judi-
xw laws lifting their
nking,* and several
aws to allow state
;, too, have recently
2 in new activities,
urts have played a
strictions on banks.

has quadrupled. See Banks
AN BANKER, July 25, 1986,

stes with bank credit card
ies of automobile manufac-
Ford Credit, and Chrysler
wuncing ~ ‘o new financial
’rf' yond Financing

Lo A
nbia nave passed legislation
State Laws Granting Banks

janks issued a formal ruling
Law § 103(9) (McKinney
arrities firm if such aﬁligbe
vew York Banking Superin-
3, Jan. 2, 1987, at 2.
mnal banks can issue and sell
ting the Glass-Steagall Act.
¢ 12 U.S.C. §§ 24 (Seventh),
wr's ruling, the Glass-Steaga'll
or transfer interests in their
etter from Robert L. Clarke,
Comptroller’s Ruling on Sale
. 1987, at 15. In April 1987,
ons of three banks to engage
four-family mortgage-backed
ion 20 of the Glass-Steagall
ticipate in underwriting and
:ngaged in this activity See
AN BANKER, May 4, 1987, at

ot

o

1987) Financial Institutions 897

Two recent United States Circuit Court of Appeals opinions have
paved the way for banks and similar entities to engage in de facto
interstate branch banking through the medium of automatic teller
machines (ATMs)? and through nonbank banks in those states that
still forbid interstate branch banking.?

As a result of these developments, banks are no longer confined
to a single state or a single activity, and the business of financial
intermediation is no longer limited to those institutions that hold a
bank charter. Yet, most state bank tax laws retain the presumption
that each bank provides a specialized, noncompetitive service at a
single location.

The attempt to apply tax laws containing rules and definitions
developed in the late 19th and early 20th centuries to the modern
business of banking creates several problems for both states and
banks. This Article examines one of the most significant of those
problems: the apportionment of the income of financial institutions.
Part I sets the stage by reviewing the statutory and judicial framework
within which state- and nationally-chartered banks operate. Part II
addresses the need for state tax systems that prevent multiple taxation
of the income of banks operating across state lines, focusing on the
constitutional clash between residence-based and source-based prin-
ciples for state bank income tax systems. Part III describes and
analyzes current and new state bank apportionment formulas, and
concludes that, as states act to develop new bank income apportion-
ment formulas, the differing formulas may prove troublesome for
banks operating across state lines.

I. BACKGROUND

A. Branch Banking: Historical Framework and Current Status

The National Bank Act of 1864 provided that the “usual business”
of a national bank “shall be transacted at an office or banking house
located in the place specified in its organization certificate.”® In 1924,
the United States Supreme Court interpreted the Act as prohibiting

? Independent Bankers Ass’n of N.Y., Inc. v. Marine Midland Bank, N.A., 757 F.2d 453 (2d
Cir. 1985), cert. denied, 476 U.S. 1186 (1986).

#Florida Dep’t of Banking and Fin. v. Board of Governors, 760 F.2d 1135 (11th Cir. 1985),
vacated sub nom. U.S. Trust Corp. v. Board of Governors, 474 U.S. 1098 (1986), aff'd on remand
sub nom. Florida Dep’t of Banking and Fin. v. Board of Governors, 800 F.2d 1534 (1986), cert.
denied, 107 S. Ct. 1887 (1987).

®Ch. 106, § 8, 13 Stat. 99, 102.
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national banks from operating branch banks within theijr home state.

In 1927, Congress passed the McFadden Act, thereby amending the
National Bank Act to allow national banks to establish branch banks
within the state in which they were located “if such establishment
and operation are . . . expressly authorized to State banks by the
law of the State in question ... .™n Although the McFadden Act
provided for intrastate branching, it did not empower national banks
to operate interstate branches. Until very recently, all states had laws
that prohibited interstate branch banking. Nevertheless, banks and
bank holding companies were able to engage in interstate branch
banking through several loopholes in the federal laws.

For example, the McFadden Act did not prevent national banks
from engaging in interstate activities provided that those activities
were not conducted at a “branch.”!2 According to the Act, a branch
includes any branch bank, office, agency, or place of business at which
deposits are received or checks paid or money lent.1® There is plenty
of room within this definition of a branch for an out-of-state national
bank to engage in banking and bank-like activity without violating
the McFadden Act. For example, a national bank transacting business
in a host state solely through the mail or by telephone has not
established a place of business in the host state and therefore is not
operating through a branch.

Several other loopholes in federal laws have allowed banks to engage
in further interstate banking activity. Although the McFadden Act
prevented a bank from directly branching into another state, it did
not prohibit the bank from acquiring or establishing a separately
chartered and separately capitalized subsidiary bank in another state
(indirect branching).* The Congress closed this loophole in 1956 with

1 First Nat’l Bank v. Missouri, 263 U.S. 640 (1924). In its decision, the Supreme Court held
that (a) national banks can exercise only those powers that are expressly granted them under
the National Bank Act “or such incidental powers as are necessary to carry on the business
for which they are established,” id. at 656 (citations omitted), and (b) the power to operate a
branch bank was neither expressly granted in nor necessarily implied from the National Bank
Act, id. at 657-58.

112 US.C. § 36(c) (1982). For a detailed history of the federal legislative and judicial roots
of modern banking laws, see ADVISORY COMM’N ON INTERGOVERNMENTAL RELATIONS, 94TH
CONG.. 18T SEss., REPORT OF A STUDY UNDER PUBLIC Law 93-100, STATE AND LOCAL “DoING
BusINESS” TAXES ON OQUT-OF-STATE FINANCIAL DEPOSITORIES, BEFORE THE SENATE COMM.
ON BANKING, HOUSING, AND URBAN AFFAIRS (Comm. Print 1975); BOARD OF GOVERNORS OF
THE FEDERAL RESERVE SYSTEM, 92ND CONG., 1ST SESS., REPORT OF A STuDY UNDER PUBLIC
Law 91-156, STATE AND LOCAL TAX'N OF BANKS, BEFORE THE SENATE COMM. ON BANKING,
HousING, AND URBAN AFFAIRS (Comm. Print 1971).

12 See generally 12 U.S.C. § 36 (1982).

1BId, § 36(f).

Y See generally id, § 36.
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the passage of the Bank Holding Company Act (BHCA).?* The BHCA
(and later amendment: passed in 1970) bars a bank or bank holding
company from owning a bank subsidiary in another state, but does
not preclude the ownership of certain nonbank subsidiaries in another
state.1® According to the BHCA, these nonbank subsidiaries can engage
in only those activities which the Federal Reserve Board has deter-
mined to be “so closely related to banking or managing or controlling
banks as to be a proper incident thereto.”!” Pursuant to this authority,
the Federal Reserve Board has published an extensive list of per-
missible activities, including mortgage banking, loan production, credit
insurance, consumer finance, investment and financial advisory ser-
vices, the issuance of credit cards, the issuance and sale of traveler’s
checks, and the operation of industrial banks.18

More recently, the United States Supreme Court has permitted
banks to expand across state lines through the use of nonbank banks
regardless of state laws prohibiting interstate branch banking.l® A
nonbank bank operates under a bank charter, but is not considered
a bank under the BHCA because it either (1) accepts demand deposits
or (2) engages in the business of making commercial loans, but not
both.20 Finally, the Douglas Amendment?! to the McFadden Act per-
mits a bank or bank holding company to acquire or establish a true
bank subsidiary in another state if the laws of that state expressly
authorize the acquisition.2?

By mid-1987, forty-four states and the District of Columbia had
authorized some form of interstate branch banking.? The interstate
activities permitted by the new state laws range from unlimited
nationwide branch banking to regional reciprocal branch banking and

15 Act of May 9, 1956, ch. 240, § 2, 70 Stat. 133, 133.

1612 U.S.C. § 1843 (1982) (as amended by Bank Holding Company Act Amendments of 1970,
Pub. L. No. 91-607, 84 Stat. 1760).

17 Id,

18 For a complete current list of approved activities, see 12 C.F.R. § 225.25 (1988).

18 Florida Dep’t of Banking and Fin. v. Board of Governors, 760 F.2d 1135 (11th Cir. 1985),
vacated sub nom. U.S. Trust Corp. v. Board of Governors, 474 U.S. 1098 (1986), aff'd on remand
sub nom. Florida Dep’t of Banking and Fin. v. Board of Governors, 800 F.2d 1534 (1986), cert.
denied, 107 S. Ct. 1887 (1987).

# The entity is not a “bank” within the definition of that term because the BHCA requires
that a bank engage in both activities. 12 U.S.C. § 1841(c) (1982). The Competitive Equality
Banking Act of 1987, Pub. L. 100-86, § 101(a), 101 Stat. 552, 554-57, closed the nonbank bank
loophole by designating all FDIC-insured institutions as banks. Although the loophole is closed,
about 170 nonbank banks established prior to March 5, 1982 are protected in part by the
grandfather clause in the Act.

112 US.C. § 1842(d) (1982).

2Id

B See supra note 4.
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limited purpose branch banking.2¢

Nearly every state that has authorized interstate branch banking
has done so through the Douglas Amendment, which provides that
an out-of-state bank or bank holding company may enter a host state
only by establishing a separately chartered subsidiary in that state 2
A few states permit direct branching. For example, Massachusetts
allows direct branching on a reciprocal basis by an out-of-state bank
that is domiciled in one of the states within its regional group.26

B. State Taxation of Banks: Judicial and Legislative Framework

In 1819, the U.S. Supreme Court issued its momentous decision in
McCulloch v. Maryland,” which set the standard for all state taxes
on banks for the next century and a half. In McCulloch, the Court
struck down a Maryland statute that imposed a tax on bank notes
issued by any bank or branch not chartered by Maryland.® In g
sweeping opinion, Chief Justice John Marshall held unconstitutional
all state taxes—other than a real property tax or a tax on bank
shares—levied on a governmental instrumentality such as a national
bank.? The Supreme Court held that national banks are immune
from state taxation unless the Congress authorizes such taxation.

Later, the Congress codified the judicially-created immunity doc-
trine. In 1864, it passed the National Bank Act, which permitted
state taxation of national banks only on their real estate and on their
shares—the two methods left open by the McCulloch decision.® At
first, the doctrine applied only to the federal government and the
instruments through which it carried on its operations,? but inevitably

%]d.

12 US.C. § 1842(d) (1982).

2 See MASS. ANN. Laws ch. 167A, § 2 (Law. Co-op. 1987). The regional group consists of
Connecticut, Maine, New Hampshire, Rhode Island, and Vermont. Id.

#7117 U.S. (4 Wheat.) 316 (1819).

#]1d. at 437.

®1d. at 436-37.

® See id. at 431-34.

31 Ch. 106, 13 Stat. 99 (1864). :

% A second prong of the federal immunity doctrine holds that a state cannot levy a tax on
the income from federal obligations because such a levy is a tax on the power to borrow money
on the credit of the United States and therefore violates the borrowing clause of the Constitution.
US. Const. art. I, § 8, cl. 2. Today, this second prong of the federal immunity doectrine is
codified at 31 U.S.C. § 3124(a) (1982). According to section 38214(a), “[s}tocks and obligations
of the United States” are exempt from state or municipal taxation. Id. However, the statute
contains an exception for “a nondiscriminatory franchise tax or another nonproperty tax.” Id.
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it was expanded to other entities.? In its heyday, the doctrine protected
both state and federal agencies from taxation as entities, and it even
protected state and federal officials from taxation as individuals.®¢

The growing tax immunity brought a reaction from the Congress,
which gradually narrowed the scope of the judicially created tax
immunity of government officials and governmental instrumentalities,
including national banks. In 1923 and 1926, Congress revised its 1864
statute, which had limited state taxation of national banks to real
property taxes and bank share taxes. It enacted section 5219 to add
three new methods by which a state could tax a national bank: (1)
by including bank share dividends in the taxable income of a share-
holder, (2) by imposing a net income tax, and (3) by levying a franchise
tax according to or measured by net income.? This statute permitted
a state to tax only those national banks located within its boundaries.
Because states drafted their bank tax laws to conform to this location
rule, they taxed only their domiciliary banks, i.e., state banks chartered
by the home state and national banks having their principal office
in the home state.

Finally, in 1976, the Congress removed all prior statutory restric-
tions on state taxation of national banks.® Currently, federal law
provides: “For the purposes 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.” Thus, the
only remaining restriction on state taxation of national banks is that

8 See generally P. HARTMAN, FEDERAL LIMITATIONS ON STATE AND LOCAL TAXATION §§
6:1-6:28, at 219-379 (1981) (providing an extensive review of the history of the intergovernmental
immunity doctrine); 1 J. HELLERSTEIN, STATE TaxaTioN T 1 7.1, 7.4, 10.5[1] (1983) (discussing
franchise taxes, income from federal and state obligations, and financial businesses).

% See, e.g., Federal Land Bank v. Bismarck Lumber Co., 314 U.S. 95, 102 (1941) (“Congress
has the power to protect the instrumentalities which it has constitutionally created”); Pittman
v. Home Owners’ Loan Corp., 308 U.S. 21 (1939) (mortgages secured under the congressionally
created Home Owners’ Loan Corporation are exempt from all state and municipal taxation);
Collector v. Day, 78 U.S. (11 Wall.) 113 (1870) (governmental tax immunity granted to federal
officers is reciprocal; state officers are therefore protected against federal taxation to the same
degree that federal officers are protected against state taxation) overruled by, Graves v. New
York, 306 U.S. 466 (1939) (receipt of salary by New York resident as attorney for a loan
corporation is constitutionally subject to non-discriminatory taxation by state); Dobbins v.
Commissioners of Erie County, 41 U.S. (16 Pet.) 435 (1842) (states cannot tax the employment
income of federal officers).

3 Act of June 30, 1926, ch. 712, tit. 12, ch. 4, § 548, 44 Stat. pt. 1, 1, 289-90 (enacting into
the U.S. Code, Act of Mar. 4, 1923, ch. 267, 42 Stat. pt. 1, 1499, 1499-1500).

% See State Tazation of Depositories Act, Pub. L. No. 93-100, § 7, 87 Stat. 342, 347-48, as
amended by Act of Oct. 28, 1974, Pub. L. No. 93-495, § 114, 88 Stat. 1500, 1507; Act of Feb.
27, 1976, Pub. L. No. 94-222, §§ 1, 4, 90 Stat. 197, 197-98.

3712 U.S.C. § 548 (1982). -
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such taxes must not discriminate against national banks. The previous
location rule is no longer required. Nevertheless, only a handful of
states have amended their bank tax laws to take advantage of this
new freedom.38

II. “PURE” RESIDENCE-BASED STATE BANK INCOME TAXES: THE
. CONSTITUTIONAL ISSUE =

According to a recent survey conducted by the Multistate Tax
Commission,* most states tax the income of banks either by imposing
a special bank tax that does not permit income apportionment or by
including banks within their general corporate income apportionment
provisions. Both methods contain serious flaws. The following section
will analyze the constitutional infirmity in the former method, while
Part III will address the policy shortcomings in the latter system.

A. The Constitutional Defect in Residence-Based Taxation of
Multistate Banks

1. Overview of the Problem

States that impose a separate income tax on banks use “pure”
residence-based principles of taxation; that is, the state’s bank tax
operates on the entire income of the domiciliary bank without regard
to the source of its income and without allowing a credit for taxes
paid to other states. Pure residence-based taxation is a product of
an era when banks were located in and doing business in only one
state. Now, however, banks and bank-like entities transact business
freely across state lines.

Banks engage in interstate branch banking not only through leg-
islatively-sanctioned affiliation with bank subsidiaries located in other
states, but also through judicially-sanctioned affiliation with nonbank

* See, e.g., Act of May 17, 1988, ch. 719, art. 2, § 7, 1988 Minn. Sess. Law Serv. 1225, 1242
{West) (to be codified at MINN. STAT. ANN. § 290.01(5)); N.Y. Tax Law §§ 1450-1468 (McKinney
1987 & Supp. 1988).

% MULTISTATE TAX COMM'N, STATE TAX’N OF BANKS AND FINANCIAL INSTITUTIONS: RESULTS
OF RECENT SURVEYS (June 1986). In a second, unpublished survey conducted by the Multistate
Tax Commission in 1987, seventeen states indicated that they apportioned the income of
domestic banks, while eighteen states answered that they did not allow domiciliary. banks to
apportion their income. Eighteen states apportioned the income of nondomiciliary banks, while
seventeen states did not tax nondomiciliary banks at all. Id.

B
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banks and through “branchless banking.” As noted previously, a
nonbank bank is an entity that operates under a bank charter, but
is not considered a bank under the BHCA, because it either (1)
accepts demand deposits or (2) engages in the business of making
commercial loans, but not both.# Prior to the passage of the Com-
petitive Equality Banking Act of 1987 (CEBA), such an entity was
not deemed a “bank” as that term was defined in the BHCA, because
the BHCA required that a “bank” engage in both activities.# Ac-
cording to federal precedent, states cannot constitutionally prohibit
banks from expanding across state lines through the use of affiliated
nonbank banks.®2 Those nonbank banks in existence prior to the
passage of CEBA can continue to engage in interstate banking re-
gardless of state law.

A branchless bank is a bank that does business in several states
without establishing a brick and mortar presence there. A recent
Second Circuit Court of Appeals decision, Independent Bankers As-
sociation of New York v. Marine Midland Bank,*® has made it easier
for banks to conduct branchless bank activities across state lines. In
Marine Midland, the court held that a bank that effected loan and
deposit transactions with its customers electronically through a shared-
use automatic teller machine (ATM) did not thereby engage in branch
banking.# According to the court, federal law does not deem an ATM
a “branch” of a bank if the bank is a mere user, as opposed to an
owner, of the machine.#

Today, many banks engage in interstate branchless banking. For
example, the New England Federal Savings Bank of Wellesley, Mas-
sachusetts, chartered in 1986, has no walk-in place of business in
any state, not even in Massachusetts.* Customers of the New England
Federal Savings Bank make their deposits by mail, by telephone, or
via shared-use ATMs. Nonetheless, it is a full-service bank that makes
home mortgage loans and commercial real estate loans; provides
Mastercard, Visa and American Express card services; and offers
individual retirement and Keogh accounts.?’

9 See 12 U.S.C. § 1841(c) (1982); supra note 20.

412 U.S.C. § 1841(c), supra note 20.

4 Florida Dep’t of Banking and Fin. v. Board of Governors, 800 F.2d 1534 (11th Cir. 1986),
cert. denied, 107 S. Ct. 1887 (1987).

© 757 F.2d 453 (2d Cir. 1985), cert. denied, 476 U.S. 1186 (1986).

Y4 Id. at 454.

% Id. at 463.

% New England Bank Without Walls Depends on U.S. Mail to Bring Deposits Offering Investors
Higher Rates, AMERICAN BANKER, June 23, 1986, at 24.

“Id.
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Other banks offer limited or special branchless banking serviceg
across state lines. Perhaps the best known example is that of the
bank credit card subsidiary that is located in one state and issueg
credit cards by mail to customers in all fifty states.

In this context, the continued use of residence-based taxation can
cause serious problems. Consider, for example, the following situation:

States X and Y have the same income tax rate. State X taxes

Bank A is domiciled in State X. It does 70% of its business in
State X and 380% in State Y; it conducts jts activities in State Y
solely by mail and electronic means. State Y uses source-based
taxation to tax foreign banks transacting business there, whether
or not the bank has a physical presence within the state.*® Bank

-~ A will pay tax to its domiciliary state on 100% of its income and
tax to State Y on 30% of its income. Thus, 130% of its income
will be subject to tax.

As this example illustrates, the application of the two systems of
taxation—pure residence-based taxation by a domiciliary state and
source-based taxation by a non-domiciliary state—can lead to multiple
~ taxation. Obviously, the problem will become more serious as other
states join State Y in taxing the income earned by non-domiciliary
banks from transactions in their market.

2. Recent Case Law

Although the Supreme Court has not yet ruled on the constitu-
tionality of a residence-based tax (without an allowance for a credit)
as applied to a corporation that is doing business in and taxed by
nondomiciliary states, recent activity at the state level suggests that
it may soon be faced with this issue. For example, in Commercial
Credit Consumer Services v. Norberg,® the Rhode Island Supreme
Court considered whether that state could levy a residence-based tax
on the entire income of a domestic loan and investment company
that did business in and was taxed by North Carolina, Virginia,

“ See, e.g., MINN. STAT. ANN. § 290.01(5) (West Supp. 1988). Such a tax should be consti-
tutional. See, eg., McCray, State Tax'n of Interstate Banking, 21 Ga. L. Rev. 283 (1986);
McCray, Overturning Bellas Hess: Duye Process Considerations, 1985 B.Y.U. L. Rev. 265.

©518 A.2d 1336 (R.I. 1986).
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Alabama, and Maryland.® The tax in question was the Rhode Island
bank income tax; the company in question, Commercial Credit, was
classified as a bank under the state’s statute.’® The Rhode Island
Supreme Court upheld the state’s residence-based bank income tax,
finding that neither the due process clause nor the commerce clause
prevented a state from taxing the entire income of its domestic
corporations.5? According to this court, domicile affords the necessary
nexus under the due process clause for a state to levy a residence-
based tax on its domestic corporations.5

Addressing the commerce clause issue, the Rhode Island court first
distinguished Complete Auto Transit, Inc. v. Brady.5 It held that the
rule announced in Complete Auto Transit, which requires that state
taxes on interstate commerce be “fairly apportioned,”s applied only
to state taxation of foreign corporations. Next, the Rhode Island court
cited Mobil Oil Corp. v. Commissioner of Taxes® as authority for the
proposition that the state of domicile can tax all of the income of
its domestic corporations without allowing a credit for taxes paid to
other states.’” Finally, the court held that the statutory allowance of

% Id. The validity of a state residence-based bank income tax is also currently before the
Appellate Tax Board in Massachusetts. See First Nat’l Bank of Boston v. Commissioner of
Rev., Nos. 140012-140018, 140099.

51518 A.2d 1336 (R.I. 1986).

52 Id. at 1338-39.

5 ]d. at 1338.

8430 U.S. 274 (1977).

s5Id. at 287. The entire Complete Auto Transit rule provides that a state tax on interstate
commerce is valid if it (a) is applied to an activity with a substantial nexus with the taxing
state, (b) is fairly apportioned, (c) does not discriminate against interstate commerce, and (d)
is fairly related to the services provided by the state. Id.

% 445 U.S. 425 (1980).

% Norberg, 518 A.2d at 1338. As further support for its position, the Rhode Island Supreme
Court cited a 1950 treatise entitled Allocation of Income in State Taxation, written by G. Altman
and F. Keesling, id., in which those authors, relying on several early Supreme Court cases,
opined that “[i]t seems fair to conclude that a nondiscriminatory tax on or measured by net
income, imposed by the state of the taxpayer’s domicile, may include in its base the entire net
income regardless of its source without being subject to any constitutional infirmity.” Norberg,
518 A.2d at 1337-38 (quoting G. ALTMAN & F. KEESLING, ALLOCATION OF INCOME IN St.
TAX'N 31 (2d ed. 1950)). These commentators relied on the following three U.S. Supreme Court
cases as authority for their position: Matson Navigation Co. v. State' Bd. of Equalization, 297
U.S. 441 (1936); Lawrence v. State Tax Comm'n, 286 U.S. 276 (1932); and Cream of Wheat
Co. v. County of Grand Forks, 253 U.S. 325 (1920). See G. ALTMAN & F. KEESLING, supra, at
30-33. A close reading of these cases shows that none of them provides any support for the
proposition that a state may tax the entire income of its domestic corporations without allowing
a credit for taxes paid to other states, however.

In Matson, the court considered the validity of a California law that levied an apportioned
corporate net income tax on its domestic corporations. 297 U.S. 441 (1936). The Matson
company was engaged in an intrastate, interstate and foreign transportation business. Id. at
442-43. In computing its California tax lisbility, the company included only its intrastate income.
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a deduction, but not a credit, for taxes paid to other states reduced
the possibility of multiple taxation “to a level wherein constitutional
limitations are satisfied.”s

Although the Rhode Island Supreme Court’s holding that domicile

Id. at 443. The California tax commissioner recomputed Matson’s income, including a portion
of the company’s net income from interstate and foreign business. /d. Matson contended that
the California law violated the commerce clause by taxing income from interstate commerce.,
Id. The Supreme Court disagreed, holding that the commerce clause does not prohibit a
domiciliary state from assessing a net income tax on all of the income of its domestic corporationg
that is attributable to business done within the state. Id. at 445. ’

In dicta, the Matson Court noted that a foreign corpotation whose sole business in California
is interstate arid foreign commerce cannot be subjected to the tax in question. Id. at 446, The
statement suggests only that a nondomiciliary state cannot tax a foreign corporation that engages
in no local activities. Given the presence of a local business, however, the Court makes no
distinction between the power of a domiciliary state and a nondomiciliary state to levy an
apportioned net income tax.

Cream of Wheat Co. involved a North Dakota tax levied on the excess of the market valye
of the corporation’s outstanding stock over the value of its real and personal property. 253 U.S.
325 (1920). One issue in the case was whether the North Dakota tax was a franchise tax or
an intangible property tax. Jd. at 328. The Court did not address the issue of the nature of
the tax because it found the levy to be valid under either theory. Id. at 329.

The Cream of Wheat Company was a North Dakota domestic company which, however, did
no business and owned no property within that state. Id. at 327. Nevertheless, North Dakota
assessed its tax on the company based upon the value of its bonds and stocks. Jd, The company
argued that the tax violated the due process clause of the fourteenth amendment because the
“situs” of the intangible property was outside the state, and that North Dakota therefore had
no jurisdiction over it. Id. at 328. The Court upheld the tax, finding that the domiciliary state
could impose a tax on or measured by corporate intangible property even if the same property
were taxed by another state, because the due process clause does not prohibit double taxation
of intangibles. Id. at 330.

In Lawrence, another fourteenth amendment due process clause case, a citizen of Mississippi
brought a suit to set aside the assessment of the state’s personal income tax because it included
the income that he had made from a business conducted entirely in another state. 286 U.S. at
279. Lawrence maintained that the attempt by Mississippi to tax the fraction of his income
that he had earned outside the state deprived him of his property without due process of law,
and that by taxing domestic corporations on only that portion of their income derived from
sources within the state, Mississippi had denied Lawrence his constitutional right to equal
protection under the law. Id.

The Court sustained the tax over both of these objections. Id. at 284. First, the Court found
that domicile itself afforded a basis for jurisdiction under the due process clause, stating that
“[e]njoyment of the privileges of residence within the state, and the attendant right to invoke
the protection of its laws, are inseparable from the responsibility for sharing the costs of
government.” Id. at 279. Second, although the Court recognized that the Mississippi law compelled
Lawrence to pay a tax which his competitors, domestic corporations, did not have to pay, it
bheld that there is “no constitutional requirement [under the equal protection clause of the
fourteenth amendment) that a system of taxation should be uniform as applied to individuals
and corporations.” Id. at 283.

The holdings of these three cases remain valid today. See infra notes 66-120 and accompanying
text. The commerce clause does not prevent a state from levying a tax on the income of a
domestic corporation as long as the tax does not create multiple taxation. The due process
clause does not prohibit multiple taxation of intangibles. Lawrence v. State Tax Comm’n, 286
U.S. 276 (1932); Cream of Wheat Co. v. County of Grand Forks, 253 U.S. 325 (1920).

5 Norberg, 518 A.2d at 1339.
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alone provides sufficient nexus for purposes of the due process clause
is correct, its analysis of the commerce clause is faulty in several
respects. First, the early judicial history of the commerce clause shows
that the United States Supreme Court has consistently held that 1)
the commerce clause prohibits multiple taxation,® and (2) the presence
or absence of domicile is irrelevant to this multiple taxation issue.®
Second, Mobil Oil Corp. does not contradict these holdings. The
Mobil Oil Company contested a Vermont income tax, calculated by
means of an apportionment formula, on the grounds that the state
included dividend income from Mobil’s foreign subsidiaries in the
company’s apportionable tax base.6! According to Mobil, its dividend
income was foreign source income. Therefore, Vermont’s attempt to
tax it violated the due process clause.®? The company alleged further
that the tax violated the commerce clause because New York, Mobil’s
domiciliary state, could tax the entire dividend income.s3 Under such
circumstances, Vermont could not tax a fractional share without
creating double taxation. Nevertheless, the United States Supreme
Court held that the Vermont tax violated neither the due process
nor the commerce clause.® The language from Mobil that the Rhode
Island Supreme Court relied on merely states the obvious:
Mobil no doubt enjoys privileges and protections conferred by
New York law with respect to ownership of its stock holdings,
and its activities in that State no doubt supply some nexus for
jurisdiction to tax. Although we do not now presume to pass on
the constitutionality of a hypothetical New York tax, we may
assume, for present purposes, that the State of commercial domicile
has the authority to lay some tax on appellant’s dividend income
as well as on the value of its stock.% .
While the court did not discuss whether New York could assess its
tax on Mobil's entire net income without allowing a credit for taxes
paid to other states, a fair reading of the above quotation suggests
that it could not.
Finally, as is shown in the next section, the allowance of a deduction
for taxes paid to other states will not satisfy the commerce clause
requirement of the elimination of multiple taxation.

s See infra notes 79-103 and accompanying text.

& See id.

a1 Mobil 0il Corp. v. Commissioner of Taxes, 445 U.S. 425, 432 (1980).
62 Jd. at 432-36.

83 Id. at 436.

& Jd. at 449.

& 4. at 445 (citation omitted & emphasis added).
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B. The Solution

1. Background: The Judicial Evolution of State Property and Income
Taxes

brocess and commerce clauses,

The Supreme Court has struggled with the twin issues of under-
and over-taxation of the property and income of multistate COrpo-
rations for well over a century. The Court recognized very early that
€ corporation would face multiple taxation if every state

operated could tax its broperty or income, and that this
could foreseebly destroy the national market 66 This realization led

a multistat
in which it

% See, eg., Fargo v, Michigan, 121 US, 230 (1887) (striking down state taxes for foreign

interstate commerce) and Superior 0i] Co. v. Mississippi, 280 US. 390 (1930) with Freeman
v. Hewit, 329 U.S. 249 (1946) (banning state taxation on interstate commerce), McLeod v. J.E,
Dilworth Co., 322 U.S. 327 (1944), and J.D. Adams Mfg. Co. v. Storen, 304 US, 307 (1938).

® See, e.g., Western Live Stock v. Bureau of Revenue, 303 U.S. 250 (1938).

® E.g., Baldwin v, Missouri, 281 U.S, 586 (1930); Union Refrigerator Transit Co. v. Kentucky,
199 U.S. 194 (1905); see Lowndes, Spurious Conceptions of the Constitutiongl Law of Tazation,
47 HARv. L. REv. 28 (1934) [hereinafter Lowndes, Spurious Conceptions]; Lowndes, The Passing
of St'tus—Jurisdiction to Tax Shares of Corporate Stock, 45 Hary. L, REv. 777 ( 1932) [hereinafter
Lowndes, Passing of Situs]; Note, Withdrawal of Due Process Limitations on State Tax Juris-
diction, 50 YaLg LJ, 900 (1941).

 See Union Refrigerator Transit, 199 U.S. at 211, The concept of “situs” is based on the
proscriptions of the due process clause. According to the Court’s interpretation of that clause,
states were forbidden to tax property that was located beyond their jurisdiction, See, eg,
Louisville & Jeffersonville Ferry Co. v. Kentucky, 188 US. 385 (1903). Early notions of
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system worked well with real property and with tangible personal
property that was permanently situated in one state. Problems arose,
however, with movable tangible property and with intangible property.

By its nature, movable property is not permanently located in one

' taxing jurisdiction. If all states into which movable property travels

were permitted to tax the property, multiple taxation would result.
To solve this problem, the Court found that only the state in which
the property had acquired a permanent situs could tax it.”? Because
most movable property will likely not have a permanent situs in any
state, the result of this rule was to exempt such property from
taxation.”? This problem was solved by another judicial edict: the
state of domicile of persons having an interest in the movable property
retains jurisdiction to tax property that has not acquired a permanent
situs outside the domiciliary state.”

Like movable tangible property, intangible property does not have
a permanent location in any state. Somewhat arbitrarily, the Court
found that intangible property had its tax situs in the state which
was the legal domicile of its multistate corporate ownmer. As the
basis for this rule, the Court cited the common law maxim “mobilia
sequuntur personam” (movables follow the person)” without any
further attempt at constitutional analysis.” Also, the Court assigned

jurisdiction were based in turn on physical or legal power over the object taxed. A tax situs
could, therefore, exist in the state in which the property was actually (physically) located or
deemed (legally) located. One commentator has called situs “simply the Supreme Court’s specific
[remedy] for the ills of multiple taxation.” Lowndes, Spurious Conceptions, supra note 69, at
630; see also Lowndes, Passing of Situs, supra note 69.

" See, e.g., Union Refrigerator Transit, 199 U.S. at 206; P. HARTMAN, supra note 33, at § 2:8.
If, however, the movable property consisted of railroad cars owned by a railroad company that
was engaged in running the cars through several states, the U.S. Supreme Court interpreted
the constitution to permit states to tax such property by assessing an apportioned share of the
company’s capital stock based on the ratio of the number of miles of railroad track within the
state to the number of miles in all states. See, e.g., Union Refrigerator Transit Co. v. Lynch,
177 U.S. 149, 154 (1900); Pullman’s Palace Car Co. v. Pennsylvania, 141 U.S. 18 (1891).

% Union Refrigerator Transit, 199 U.S. at 205; P. HARTMAN, supra note 33, § 2:8, at 41-42.

% See, e.g., Central R.R. v. Pennsylvania, 370 U.S. 607 (1962); Treichler v. Wisconsin, 338
U.S. 251 (1949); New York ex rel. N.Y. Central & Hudson River R.R. v. Miller, 202 U.S. 584
(1906); P. HARTMAN, supra note 33, § 2:8, at 41-42.

# See Safe Deposit & Trust Co. of Baltimore v. Virginia, 280 U.S. 83, 93 (1929); Fidelity &
Columbia Trust Co. v. City of Louisville, 245 U.S. 54, $9 (1917); Kirtland v. Hotchkiss, 100
U.S. 491, 499 (1879); P. HARTMAN, supra note 33, § 2:8, at 43-44.

®Brack's Law DICTIONARY 905 (5th ed. 1979). .

®The Court itself recognized the obvious limitations of the maxim. In First Bank Stock
Corp. v. Minnesota, 301 U.S. 234 (1937), the Court observed that the maxim “states a rule
without disclosing the reasons for it.” 301 U.S. at 241; see Safe Deposit & Trust, 280 U.S. at
93; Fidelity & Columbia Trust, 245 U.S. at 59 (which as its rationale simply cited to Kirtland
v. Hotchkiss); Kirtland, 100 U.S. at 499 (noting that there is no constitutional impairment if
the state has jurisdiction over the taxpayer).
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the intangibles that were used in the company’s business to a “businesg
situs” in the state of commercial domicile.”” Thus, a state could tax
a nonresident on the value of its intangibles connected with the
conduct o. business in the taxing state.’

This system worked, as long as the Court held that the due process
clause prohibited multiple taxation of income produced in a multistate
transaction. But, by 1938, the Court had changed its interpretation
of the due process clause and held that the due process clause does
not ban multiple taxation of intangibles.” This remains the rule
today.8 :

“For tax purposes, net income falls in the category of intangi-
bles . . . .”8 Therefore, the due process clause does not prohibit
multiple taxation of net income.® By using an analogy to state taxation
of intangible property, the state of domicile can tax the entire income
of its citizens without violating the due process clause, even though
another state has also taxed a portion of the income.

7 Wheeling Steel Corp. v. Fox, 298 U.S. 193, 197 (1936); Metropolitan Life Ins. Co. v. City
of New Orleans, 205 U.S. 395 (1907); New Orleans v. Stempel, 175 U.S. 309, 313 (1899); see
Bristol v. Washington County, 177 U.S. 133 (1900). In the case of multistate corporations, the
Court has not ruled on whether the state of legal or commercial domicile is the “state of
domicile” for purposes of a residence-based tax. See J. HELLERSTEIN & W. HELLERSTEIN, STATE
AND LocAL TAXATION 706-08 (4th ed. 1978). For example, the Court has upheld residence-
based taxation of intangibles by the state of commercial domicile, see Wheeling Steel Corp. v.
Fox, 298 U.S. 193 (1936), and by the state of legal domicile, Cream of Wheat Co. v. County
of Grand Forks, 253 U.S. 325 (1920). However, commentators have questioned the current
validity of that portion of the Cream of Wheat decision, which holds that the state of legal
domicile can tax the intangible property of its domestic corporations even when such corporations
do no business within the state and are taxed by the state of their commercial domicile. 1 J.
HELLERSTEIN, supra note 33, T 8.2[2], at 307. In Cream of Wheat, the company conducted its
manufacturing, commercial and financial business wholly outside North Dakota. Nevertheless,
the Court upheld the North Dakota residence-based intangibles tax over the company’s objection
that the tax violated the due process clause because no part of its business or property was
located in North Dakota. Cream of Wheat, 253 U.S. at 326-29. The holding of the Cream of
Wheat Court was based upon a view of corporate law that is now discredited, namely, that a
corporation “must dwell in the place of its creation, and cannot migrate to another sovereignty.”
Id. at 328 (quoting Bank of Augusta v. Earle, 38 U.S. (13 Pet.) 517, 588 (1839)). It seems
unlikely that the Court would now uphold a tax levied by the state of legal domicile on a
multistate corporation that did no business there. Cf. Memphis Natural Gas Co. v. Beeler, 315
U.S. 649, 652 (1942).

7™ First Bank Stock Corp., 301 U.S. at 240-41; Wheeling Steel Corp., 298 U.S. at 210-11.

™ Gradually, exceptions to the majority rule were introduced. See, e.g., First Bank Stock Corp.
v. Minnesota, 301 U.S. 234 (1937); Wheeling Steel Corp. v. Fox, 298 U.S. 193 (1936); New
York ex rel. Cohn v. Graves, 300 U.S. 308 (1937). The rule finally collapsed from a lack of
substance. Curry v. McCanless, 307 U.S. 357 (1939); Guaranty Trust Co. v. Virginia, 305 U.S.
19, 22 (1938).

% See, e.g., Cory v. White, 457 U.S. 85, 92-101 & n.6 (1982) (Powell, J., dissenting).

8 P. HARTMAN, supra note 33, § 9:2, at 462.

% Lawrence v. State Tax Comm’n, 286 U.S. 276, 281 (1932) (allowing state taxation of income
generated without the state) (citing Maguire v. Trefrey, 253 U.S. 12, 16-17 (1920)).

8 P. HARTMAN, supra note 33, § 2:8, at 48-49.
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In the case of multistate corporations, the solution to the over-
taxation problem is found in the commerce clause.® In general, state
net income taxes have received favored treatment under the commerce
clause.® Unlike gross receipts or.sales taxes, which the Court had
held invalid under the commerce clause for nearly a century? state
corporate net income taxes levied on income derived from interstate
commerce have been upheld by the Court since 1918.87 The distinction
between sales taxes and net income taxes lies in the different methods
used by states to calculate the tax base.8 State sales taxes are imposed
on the entire gross revenue from the interstate sale.?® Therefore, if
both the seller’s state and the buyer’s state can levy a sales tax on
the interstate sale, the single transaction will be taxed twice. If a
third state, such as the state from which the goods are shipped, also
taxes the sale, the transaction will be taxed three times, and so on.

States impose corporate net income taxes in a very different manner.
Since the inception of the state corporate net income tax, states have
either allowed their domestic corporations a credit for income taxes
paid to other states or have apportioned such taxes on multistate
corporations.® Wisconsin was the first state to impose a corporate
net income tax.®! The 1911 Wisconsin law determined the net taxable

8 For a discussion of the “thorny and vexing” problem of multiple taxation of the intangibles
of individuals, see P. HARTMAN, supra note 33, §§ 2:8.1-2:17, at 14-20 (Supp. 1986).

8 See United States Glue Co. v. Town of Oak Creek, 247 U.S. 321 (1918).

8 The decisions span the time period from 1887, Robbins v. Shelby County Taxing Dist.,
120 U.S. 489 (1887), to 1977, Complete Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977). During
this time, the Court struggled with two inconsistent interpretations of the restraints the commerce
clause placed on state gross receipts or sales taxes. Under one view, the commerce clause created
an “area of free trade” in interstate commerce, which the states could not tax at all. See, e.g.,
Freeman v. Hewit, 329 U.S. 249 (1946); McLeod v. J.E. Dilworth Co., 322 U.S. 327 (1944);
J.D. Adams Mfg. Co. v. Storen, 304 U.S. 307, 309-14 (1938). This principle, which led to a
per se ban on state taxation of interstate sales, found its roots in the problem of multiple
taxation. If every state which had a connection to the transaction could tax it, multiple taxation
would be the inevitable result. See P. HARTMAN, supra note 33, § 9:26, at 554-57. Another view
of the Commerce Clause held that “[e]ven interstate business must pay its way.” Id. §§ 2:13-
2:14, at 65-76 (citation omitted). This view rejected the absolute ban and focused instead on
the effects of a particular state tax. See Western Live Stock v. Bureau of Revenue, 303 U.S.
250 (1938). If the state tax on interstate commerce being challenged did not lead to cumulative
burdens in the form of multiple taxation, it would be deemed valid. Western Live Stock, 303
U.S. at 258. Finally in 1977, the Western Live Stock test won out. Complete Auto Transit, Inc.
v. Brady, 430 U.S. 274 (1977). Under the Complete Auto Transit test, a state tax on interstate
commerce is valid if it is “applied to an activity with a substantial nexus with the taxing State,
is fairly apportioned, does not discriminate against interstate commerce, and is fairly related
to the services provided by the State.” 430 U.S. at 279.

8 United States Glue Co. v. Town of Oak Creek, 247 U.S. 321 (1918).

8 See generally 1 J. HELLERSTEIN, supra note 33, 1 8.2{2].

& See J. HELLERSTEIN & W. HELLERSTEIN, STATE AND LOCAL TAXATION 551-52 (1978).

% 1 J, HELLERSTEIN, supra note 33, 1 8.2[2], at 305.

ol Id. at 305 & n.24 (citing ch. 658, 1911 Wis. Laws; United States Glue Co. v. Town of Oak
Creek, 247 U.S. 321 (1918)).
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income of a multistate domestic corporation through the use of an
apportionment formula. The numerator was made up of the company’s
gross Wisconsin business in dollars; the denominator consisted of the
company’s total gross business in dollars both within and without
the state.?2 Thereafter, every state except Alabama®® followed the
Wisconsin pattern. In United States Glue Co. v. Ogk Creek,% the
Court upheld the Wisconsin tax, which was levied on a domestic
corporation, against a commerce clause challenge.% Specifically, the
Court noted that (a) the tax was nondiscriminatory because it was
imposed on domiciliary and foreign corporations alike,% and (b) the
tax would not subject the corporation’s income to multiple taxation
because it was imposed upon only that portion of the corporation’s
income that was attributable to business transacted within Wiscon-
sin.%

For a short period, the Court seemed to limit its holding in United
States Glue Co. to domiciliary states.®8 That is, a nondomiciliary state
could not tax any of the income of a foreign corporation engaged in
interstate commerce within ijts borders.® However, this apparent
distinction proved to be based not on domicile but on the presence
or absence of local activities, 100 As early as 1920, the Court ignored
the domestic/foreign distinction and upheld apportioned state taxes
levied on a foreign corporation when the state proved that the foreign
corporation was engaged in both intra- and interstate activities within
its borders.!! Finally, in 1959, the Court upheld a “fairly apportioned”
state corporate net income tax imposed on a foreign corporation
engaged “exclusively” in interstate commerce.102

%2 Id, at 305-06; United States Glue Co., 247 U.S. at 324-95,

% Alabama follows the federal income tax method in taxing domestic corporations. State law
provides that domestic corporations are taxed on their income from whatever source derived,
subject to a credit allowed for net income based taxes paid to other states. See 1 J. HELLERSTEIN,
supra note 33, 1 8.2[2], at 306.

84247 U.S. 321 (1918).

% Id. at 326-27.

% Jd. at 327.

v 1d. at 328.29, .

% See, e.g., Alpha Portland Cement Co. v. Massachusetts, 268 U.S. 203 (1925).

% Id.

100 See, e.g., id. 268 U.S, 203. Note that local activities are presumed to exist in the domiciliary
state.

10t See, e.g., Norfolk & W. Ry. Co. v. North Carolina, 297 U.S. 682 (1936); Bass, Ratcliff &
Gretton, Ltd. v. State Tax Comm’n, 266 U.S. 271 (1924); Underwood Typewriter Co. v.
Chamberlain, 254 U.S. 113 (1920).

192 Northwestern States Portland Cement Co. v. Minnesota, 3858 U.S. 450, 460 (1959). The
Court specifically noted that “the presence of such a circumstance [domicile] is not controlling
[as] is shown by the cases of Bass, Ratcliff & Gretton, Ltd. v. State Tax Commission, 266
U.S. 271 (1924), and Norfolk & W. Ry. Co. v. North Carolina, 297 U.S. 682 (1936).” Id. at
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As this brief review illustrates, multiple taxation of the income of
a multijurisdictional corporation does not violate the due process
clause, but does violate the commerce clause.!® Indeed, a key element
in the Court’s interpretation of the latter clause is that state taxes
which lead “inevitably” to multiple taxation of corporate income are
constitutionally flawed, while those state taxes that avoid multiple
taxation are valid. :

9. What Does the Commerce Clause Require: Apportionment,

Deductions, or Credits?

The modern commerce clause test announced in Complete Auto
Transit, Inc. v. Brady'* explicitly requires fair apportionment of the
income of a multijurisdictional corporation. The Rhode Island Su-
preme Court, however, found that this requirement applies only to
taxes levied by nondomiciliary states.’® Accordingly, the court held
that a domiciliary state is free to tax the entire income of its multistate
corporations even though such corporations are taxed by other states.
The problem, however, is that under such a system, all multistate
corporations would be subject to double taxation unless the domiciliary
state allows its domestic corporations a credit for taxes paid to other
states. Consider the following example:

State X and State Y have the same income tax structure and
use the same tax base and rate. State X applies its tax rate to
(a) the entire net income of its domestic corporations without
allowing a credit for taxes paid to other states and (b) its fractional
share of the net income of all foreign corporations which are doing
business there. Corporation A is domiciled in State X and does
70% of its business in State X and 30% of its business in State
Y. State Y has the same rule as State X. That is, State Y uses
pure residence-based principles to tax its domestic corporations
and source-based principles to tax foreign corporations doing busi-
ness there. Corporation B is domiciled in State Y and does 80%

459; see also West Publishing Co. v. McColgan, 27 Cal. 2d 705, 166 P.2d (1946) (holding that
activities establishing corporation’s presence in a state also subject it to taxation by that state
and to suit to recover such tax), aff'd, 328 U.S. 823 (1946).

103 Because a domiciliary state has, by definition, the requisite nexus with its domestic
corporations; i.e. domicile alone provides sufficient nexus. See cases cited supra notes 77 & 86
(state can apply a residence-based tax to such corporations without violating the due process
clause).

14 430 U.S. 274 (1977).

106 Commercial Credit Consumer Serv. v. Norberg, 518 A.2d 1336, 1337 n.1 (R.I. 1986).
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of its business in State Y and 20% of its business in State X

Corporation .A will pay taxes to State X on its entire iricome
and taxes to State Y on 30% of jts income; thus, 130% of its
income will be subject to tax. Corporation B will pay taxes to
State Y on its entire income and taxes to State X on 20% of its
income; thus, 120% of its income will be subject to tax.

A state tax system that combines residence-based taxation (without
allowing a credit for taxes paid to other states) with source-based
taxation, as described above, “inevitably” results in double taxation
in violation of the Constitution.!%

The multiple taxation problem cannot be solved by the allowance
of a deduction as the Rhode Island Supreme Court held.107 A domestic
multistate corporation that deducts taxes paid to other states will be
subject to inevitable multiple taxation. Thus, even if every state uses
the same tax base, rate and structure, a multistate corporation will
still be taxed on more than 100% of its tax base (as well as having
a higher aggregate tax burden than under an apportionment scheme)
as the following examples illustrate:

Situation 1 (Source-Based Taxation with Formulary Apportionment)

Assume that Corporation A does business in and is taxed by
three states: X, Y and Z. State X is the domicile of Corporation
A. Assume further that Corporation A has $1,000,000 of net income
for fiscal year 1.1 Corporation A earned this income in all three
states, and all three states use formulary apportionment to cal-
culate the company’s tax liability. According to the state formulas,
70% of the company’s income is attributable to its activities in
State X, 20% to those in State Y and 10% to those in State Z.
If all three states had the same 5% tax rate, Corporation A would
pay $35,000 income tax to State X (70% x $1,000,000 = $700,000
x 5% = $35,000); $10,000 tax to State Y (20% x $1,000,000 =
$200,000 x 5% = $10,000); and $5000 tax to State Z (10% x
$1,000,000 = $100,000 x 5% = $5000). Thus, Corporation A pays
tax on 100% of its income and its total tax liability is $50,000.

Situation 2 (Residence-Based Taxation with a Deduction for Taxes
Paid to Other States) '

1% See Container Corp. of America v. Franchise Tax Bd., 463 U.S. 159, 189-93 (1983); Japan
Line, Ltd. v. County of Los Angeles, 441 U.S. 434, 447 (1979).

197 Norberg, 518 A.2d at 1338-39.

1% For the purpose of this and the following examples, I have assumed that all states would
calculate Corporation 4’s net income using the same method.
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Make the same assumptions as above, except one. In this ex-
ample, assume that the domiciliary state, State X, assesses its tax
on the entire net income of Corporation A less a deduction for
taxes paid to States Y and Z. Assume that all three states have
the same tax rate. In this case, Corporation A will pay $49,250
in tax to State X ($1,000,000 — $10,000 — $5000 = $985,000 x
5% = $49,250). The company would still pay $10,000 in tax to
State Y and $5000 in tax to State Z. Thus, Corporation A pays
tax on 128.5% of its income and its total tax liability is $64,250.

An increase in Corporation A’s aggregate tax burden standing alone,
however, does not establish unconstitutional double taxation. In gen-
eral, multiple taxation that results from the interplay among different
methods of state taxation of interstate income does not violate the
Constitution if the state’s method itself is valid, i.e., does not lead
to “inevitable” multiple taxation.’® As is illustrated by the above
examples, however, the Rhode Island system fails this test.1° Its effect
in all cases is to subject more than 100% of the tax base of the
corporation to state income tax. This is true regardless of the state
tax rates or how the states calculate their tax bases.!! Thus, the
Rhode Island law fails the multiple taxation test.

The Rhode Island system also fails the related internal consistency

10 See, e.g., Container Corp. of America, 463 U.S. at 188; Moorman Mfg. Co. v. Bair, 437
U.S. 267, 278-80 (1978).

10 In Container Corp., the Court noted that the combination of residence-based taxation and
source-based taxation does not “conclusively demonstrate the existence of double taxation” if
the domiciliary state allows deductions, exemptions and adjustments which eliminate the over-
lapping taxation. 463 U.S. at 187 n.22.

1 For example, if State X has a lower tax rate than either State Y or State Z, Corporation
A will still have a higher aggregate tax bill under the deduction method than under the
apportionment method. If State X has a higher tax rate than either State Y or State Z, the _
tax increase is even more significant. Consider the following two examples. ’
Example a

Make the same assumptions as in Situation 2 in the text, except that the states’ tax rates
are different. State X has a tax rate of 5%, State Y’s rate is 6% and State Z’s rate is 9%.

 Now Corporation A will pay $48,950 income tax to State X ($1,000,000 — $12,000 — $9000 =

$979,000 x 5% = 48,950); $12,000 income tax to State Y ($1,000,000 x 20% = $200,000 x 6%
= $12,000); and $9000 income tax to State Z ($1,000,000 x 10% = $100,000 x 9% = $9000).
Thus, Corporation 4 pays tax on 127.9% of its income, and its total tax lability is $69,950.
Example b

Make the same assumptions as in Situation 3 in the text, but assume that State X has a
tax rate of 9%, State Y's rate is 6%, and State Z’s rate is 5%. Under these circumstances,
Corporation A will pay $88,470 income tax to State X ($1,000,000 — $12,000 — $5000 = $983,000
x 9% = $88,470); $12,000 in tax to State Y ($1,000,000 x 20% = $200,000 x 6% = $12,000);
and $5000 in tax to State Z ($1,000,000 x 10% = $100,000 x 5% = $5,000). Thus, Corporation
A pays taz on 128.3% of its income and its total tax liability is $105,470.
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test.!!2 Under this test, a tax “ ‘must be such that, if applied by every
jurisdiction,’” there would be no impermissible interference with free
trade.”113 But, even if every state adopted the Rhode Island system,
multistate corporations would still be subject to multiple taxation.
This multiple taxation is not caused by the interaction of the laws
of two or more states, but by an inconsistency within the Rhode
Island law itself.!* Thus a state tax system that applies residence-
based taxes to its domestic corporations and source-based taxes to
foreign corporations, with a deduction, but not a credit, for taxes
paid to other states, cannot be valid, because it inevitably leads to
multiple taxation.

A state residence-based tax system that provides a credit (rather
than a deduction) for the taxes that its domiciliary corporation pays
to other states does not lead inevitably to multiple taxation.!'s The
following example, which is based on the assumption that the state
of domicile applies its tax rate to 100% of the net income of its
multistate corporations but allows those corporations a credit for
taxes paid to other states (not to exceed the domiciliary state’s tax
rate), illustrates this point:

Situation 3 (Residence-Based Taxation with a Credit for Taxes Paid
to Other States)

Corporation A does business in and is taxable in three states:
States X, Y, and Z. Each state has a 5% tax rate. State X is the

12 See Armco Inc. v. Hardesty, 467 U.S. 638, 644-46 (1984); Container Corp. of America, 463
U.S. at 169.

18 Armeo Inc., 467 U.S. at 644 (quoting Container Corp., 463 U.S. at 169).

#41In this regard the Rhode Island law is unlike the Iowa statute at issue in Moorman Mfg.
Co. v. Bair, 437 U.S. 267 (1978). See infra notes 187-91 and accompanying text.

15 The Court has on two occasions indicated a preference for formulary apportionment, but
that preference is based solely upon the constitutional prohibition against multiple taxation.
For example, in Standard Oil Co. v. Peck, the court struck down an ad valorem personal property
tax levied by Ohio on all the boats and barges owned by its domiciliary corporation, holding
that “[t]he rule which permits taxation by two or more states on an apportionment basis
precludes taxation of all of the property by the state of the domicile. . . . Otherwise there
would be multiple taxation of interstate operations . . . .” 342 U.S. 382, 384-85 (1952) (citation
omitted and emphasis added). In Japan Line, Ltd. v. Los Angeles, the Court again addressed
the need for formulary apportionment, stating: “In order to prevent multiple taxation of interstate
commerce, this Court has required that taxes be apportioned among taxing jurisdictions, so that
no instrumentality of commerce is subjected to more than one tax on its full value. The corollary
of the apportionment principle is, of course, that no jurisdiction may tax the instrumentality
in full.” 441 U.S. 434, 446-47 (1979) (emphasis added). As shown, a tax credit would satisfy
the constitutional ban on multiple taxation. Recently, the Court found in connection with a
Louisiana use tax that the allowance of a credit for sales taxes paid to other states satisfied
the commerce clause requirement of fair apportionment. D.H. Holmes Co. v. McNamara, 108
S. Ct. 1619 (1988).
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domicile of Corporation A. Corporation A has $1,000,000 of net
income for fiscal year 1. Corporation A earned income in all three
states. State Y has apportioned $200,000 of A’s income to itself,
and State Z has apportioned $100,000 to itself. State X assesses
its tax on the entire net income of Corporation A but gives a
credit for the taxes the corporation pays to States Y and Z. Given
these rules, Corporation A would pay a $10,000 income tax to
State Y ($200,000 x 5% = $10,000); a $5000 income tax to State
Z ($100,000 x 5% = $5000); and a $35,000 income tax to State
X ($1,000,000 x 5% = $50,000 — $15,000 tax credit = $35,000).
Thus, Corporation A pays tax on 100% of its income, and its
total tax liability is $50,000. This is the same tax liability that
it would pay if all three states used formulary apportionment.!¢

It is true that Corporation A’s aggregate tax burden might be higher
under a system of tax credits than it would be under formulary
apportionment if the tax rate of the domiciliary state is higher than
that of any of the other states taxing the corporation.’'” Such a
situation, however, ensues from differences in state tax rates, not
from any internal inconsistency in the credit method itself. If every
state used the above credit method, multiple taxation could not result.
A state tax system that is internally consistent (such as that described
in Situation 3 above) is not unconstitutional simply because the tax
rate of another state increases the aggregate tax burden on a multistate

18 See supra note 108 and accompanying text.

17 The total tax burden on Corporation A will be the same under formulary apportionment
and a system of tax credits as long as State A has a tax rate which is equal to or less than
that of all other states taxing the corporation. Corporation A’s aggregate tax burden will be
greater if the domiciliary state uses a credit system and a tax rate that is higher than that of
the other states which tax the corporation, as the following example shows:

Example ¢

Assume, as in Situation 1, that Corporation A does business in and is taxed by three states:
X, Y, and Z. State X is the domicile of Corporation A. Assume further that Corporation A
has $1,000,000 of net income for Fiscal Year 1. Corperation A earned this income in all 3
states: 70% in State X, 20% in State Y, and 10% in State Z. State X has a tax rate of 9%,
State Y’s rate is 6%, and State Z’s rate is 5%. State A applies its residence-based tax to the

" entire net income of Corporation A and then gives the corporation a tax credit for the taxes

it pays to States Y and Z. Corporation A’s aggregate tax burden is, then, $90,000. It pays State
X $73,000 (31,000,000 x 9% = $90,000 — $5,000 — $12,000 = $73,000); State Y $12,000 ($200,000
X 6% = $12,000); State Z $5000 ($100,000 x 5% = $5000). $73,000 + $12,000 + $5,000 =
$90,000. In effect, Corporation A has paid tax on $1,000,000 at the rate of 9%. Compare the
result under formulary apportionment. Corporation A’s aggregate tax burden would have been
$80,000, rather than $90,000. It would have paid $63,000 to State A ($1,000,000 x 70% =
$700,000 x 9% = $63,000); $12,000 to State Y; and $5000 to State Z. $63,000 + $12,000 +
35,000 .t $80,000-
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corporation.118

In summary, if the commerce clause requires a state to use a system
of taxation that is designed to eliminate double taxation, then either
formulary apportionment or a system of credits!'® should pass con-
stitutional muster, but the Rhode Island scheme of deductions would
not. If the term “apportionment,” however, refers to any state taxation
plan that is designed to mitigate rather than eliminate double taxation,
then the Rhode Island method may be valid.

The former construction of the commerce clause, requiring that a
state tax on multistate corporate income be designed to eliminate
double taxation, is more consistent with the Court’s previous inter-
pretations of the commerce clause than is the latter construction.120
Moreover, the Rhode Island statute is not internally consistent. Be-
cause the defect in the law is internal (i.e, it is not tied to the tax
policy of another state), it is therefore fatal.

III. NEW STATE APPORTIONMENT FORMULAS

The constitution does not dictate any particular apportionment
formula.!?! States are apparently free both to develop their own factors
(as long as those factors are reasonably related to the taxpayer’s in-
state income-producing activities) and to weight those factors to their
advantage.'” Some uniformity among state apportionment formulas,
however, is prescribed by the purpose of an apportionment formula.

118 The Supreme Court has long held that the constitutionality of a particular state’s tax
should not depend on the vagaries of the tax policy of another state. See, e.g., Armco Inc. v.
Hardesty, 467 U.S. 638, 644-645 (1984); Mobil Oil Corp. v. Commissioner of Taxes, 445 U.S.
425 (1980).

119 A system of credits should satisfy both the due process and commerce clauses. As argued
previously, see supra notes 79-80 and accompanying text, the due process clause does not prohibit
multiple taxation. Therefore, the domiciliary state is not precluded from taxing the entire income
of its domestic corporations. The commerce clause is satisfied because the credit system will
not produce multiple taxation if applied by every state. I have argued elsewhere that such a
system should satisfy the fair apportionment requirement in the context of state sales taxes on
interstate sales. See McCray, Commerce Clause Sanctions Against Taxation on Mail Order Sales:
A Re-Evaluation, 17 URB. LAw. 529 (1985); see aiso D.H. Holmes, 108 S. Ct. 1619,

120 Because the Court has always equated the apportionment requirement with the prevention
of multiple taxation, and because the Court has shown great tolerance for differences in state
tax systems, it should find that the fair apportionment requirement is met by any method
designed to eliminate multiple tazation.

121 “States have wide latitude in the selection of apportionment formulas . . . .” Moorman
Mfg. Co. v. Bair, 437 U.S. 267, 274 (1978).

122 See generally id.
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A. The Purpose of an Apportionment Formula: The Uniform
Division of Income for Tax Purposes Act

The purpose of an apportionment formula is to determine the
fraction of a multijurisdictional corporate taxpayer’s income that
should be attributed to a given state. The formula does this by
comparing the taxpayer’s in-state income-producing activities with
such activities everywhere.12® Therefore, the particular formula chosen
will reflect how and where the taxpayer earns its income: the factors
represent how the taxpayer generates its income, and the situs rules
govern where the income is earned. As a general rule then, a fair
apportionment formula should comply with two principles: (1) the
factors should bear a reasonable relationship to the income being
apportioned,’?¢ and (2) the situs rules should represent the location
of the activities or property of the taxpayer (by reference to the
benefits and protections that the taxing state offers to the taxpayer’s
property and/or activities).125

Unlike the situation with financial institutions, states have had
extensive experience with the apportionment of the income of mul-
tistate manufacturing' companies. The history of state taxation of
those corporations is therefore instructive.

In the years before state income taxes became prevalent, most
states levied capital stock taxes on corporations.1?s These states ap-
portioned the capital stock of a multistate business according to the
ratio of the corporation’s real and tangible personal property within
the state to the total of such property everywhere.!?” With the advent
of state net income taxes, the single-factor property formula gave

121 J. HELLERSTEIN, supra note 33, 1 9.2, at 479.

124 According to the Supreme Court, a valid state apportionment formula must have “external
consistency—the factor or factors used in the apportionment formula must actually reflect a
reasonable sense of how income is generated.” Contamer Corp. of Am. v. Franchise Tax Bd.,
463 U.S. 159, 169 (1983).

1% See generally Wisconsin v. J.C. Penney Co., 311 U.S. 435 (1940).

“Taxable event,” “jurisdiction to tax,” “business situs,” “extraterritoriality,” are all com-
pendious ways of 1mplymg the impotence of state power because state power has nothing
on which to operate. . . . The simple but controlling question is whether the state has given
anything for which it can ask for a return. The substantial privilege of carrying on business
in Wisconsin . . . clearly supports the tax, and the state has not given the less merely
because it has conditioned the demand of the exaction upon happenings outside its own
borders. The fact that a tax is contingent upon events brought to pass without a state does
not destroy the nexus between such a tax and transactions within a state for which the tax
is an exaction.

311 U.S. 435, 444-45 (1940) (citations omitted).
1% See generally, 1 J. HELLERSTEIN, supra note 33, i 8.6, at 333-34.
121 [d,
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way to more sophisticated methods of dividing the net income base.!28
At first, there was little uniformity among the states in the factors
chosen.’?® Gradually, though, a consensus emerged for the use of a
three-factor formula consisting of property (plant, machinery, etc.),
payroll (employees), and receipts (from the sales of goods produced
by the plant, machinery and employees).’® Today, most states agree
that the fraction of income of a manufacturing company that should
be attributed to a given state can be measured by the following
formula:13 :

payroll tangible prop. sales

in state in state in state
1/3x - + +

payroll tangible prop. sales

in all in all states in all states

states

Having chosen the formula that represents how the taxpayer gen-
erates its income, a state must then adopt rules for determining where
the income is earned. These “situs rules” control what elements go
into the numerator of the three-factor formula.

For example, if employee Z works part time in State A and part
time in State B, an issue arises as to which state should include the
employee’s wages in its numerator for purposes of the payroll factor.
A similar problem arises if Product X is manufactured in State A
and sold to a customer in State B. The question then centers on
which state should include the receipts from the sale in the numerator
of the sales factor. The “situs rules” of a state control these decisions.

Although there is widespread acceptance among the states of the
three-factor formula, there is little agreement on the appropriate situs
rules.’32 In 1957, the three-factor formula and detailed situs rules were
codified as a uniform state law in the Uniform Division of Income
for Tax Purposes Act (UDITPA).13 The UDITPA and the fairness
of its rules have been broadly affirmed by the Supreme Court.!34

.18 [d,

129 For a comprehensive discussion of state apportionment practices prior to the adoption of
UDITPA, see Silverstein, Problems of Apportionment in Tax'n of Multistate Business, 4 TaX
L. REV. 207 (1949).

130 1 J, HELLERSTEIN, supra note 33, 1 9.6 at 495.

131 See id. 1 9.1, at 479.

132 Id, 11 9.2-9.3, at 481-86.

133 7A U.L.A. 331 (West 1985).

1% See Container Corp. of Am. v. Franchise Tax Bd., 463 U.S. 159 (1983); General Motors
Corp. v. District of Columbia, 380 U.S. 553, 561 (1965); Butler Bros. v. McColgan, 315 U.S.
501 (1942).
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Indeed, in upholding California’s use of that formula to apportion
the income of a multinational corporation and its unitary subsidiaries,
the Court declared:
[N]ot only has the three-factor formula met with our approval,
but it has become . . . something of a benchmark against which
other apportionment formulas are judged.1%

The three-factor formula used by California has gained wide
approval precisely because payroll, property, and sales appear in
combination to reflect a very large share of the activities by which
value is generated. It is therefore able to avoid the sorts of
distortions that were present in Hans Rees’ Sons, Inc.136

Currently, twenty-four states and the District of Columbia use some
version of the UDITPA formula.!3” Some tax overlap remains, how-
ever, because even those states using the basic three-factor formula
have modified it in some manner.138

The three-factor formula, which was developed to apportion the
income of manufacturing companies, cannot be used to apportion the
income of financial institutions, however. In fact, the Act itself spe-
cifically excludes financial institutions.’®*® Manufacturing companies
employ capital (in the form of plants, equipment and machinery) and
labor to produce a product, which is then sold to produce income.
The UDITPA factors reflect the income-producing elements of the
manufacturing by incorporating a sales factor, a real and tangible
property factor and a payroll factor.

The income-producing elements of the business of banking are very
different from those of a manufacturing company. A bank earns
income primarily by soliciting deposits, which it uses to create loans
(intangible property) which in turn generate interest and fee income.
Banks also earn a significant amount of income from dealings in
intangibles other than loans, such as securities and money market
instruments, and by providing a variety of financial services. Thus,

“in the case of bank income, elements such as payroll, receipts, in-

1% Container Corp., 463 U.S. at 170.

18 Id. at 183 (citing Hans Rees’ Sons, Inc. v. North Carolina ex rel Maxwell, 283 U.S. 123
(1936)).

137 See 1 J. HELLERSTEIN, supra note 33, 1 9.6, at 496-98 (for charts listing jurisdictions
which have adopted UDITPA and notes on statutory variations).

18 For example, twelve states, Connecticut, Florida, Illinois, Iowa, Kentucky, Massachusetts,.
Minnesota, Nebraska, New York, Ohio, West Virginia, and Wisconsin do not weight the three
factors evenly as did the original UDITPA formula. Some of these states double-weight the
sales factor. Id. 1 9.6, at 475 n.73, Table 9-2, at 618-19. Moreover, state situs rules, particularly
for intangibles, vary considerably. See id. 17 9.1-.11, at 511-36.

1@ UDITPA § 2, 7A U.L.A. 331, 340 (West 1985).
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tangible property, and deposits are all potential factors.

Given the importance of intangibles as an income-producing item
for banks, the failure of the UDITPA to include intangible property
in its property factor is a serious deficiency. While this omission may
not rise to the level of a constitutional flaw, it significantly changes
how the income of a bank is spread among the states in which it
transacts business. On the one hand, the situs of real and tangible
personal property (those items included in the UDITPA property
factor) is in the state in which the property is physically located. In
most cases, such property will be found in the domiciliary state of a
financial institution. Consequently, an apportionment -formula that
uses only real and tangible property will benefit the domiciliary state.
On the other hand, the situs of intangible property can exist in more
than one state. In some cases, the Supreme Court has held that
the situs of intangibles is at the domicile of the creditor; in other
cases, at the residence of the debtor.14! At least in the case of consumer
loans, the addition of an intangible property factor coupled with a
situs rule based on the residence of the debtor would benefit market
states.

As banking institutions become larger and the use of electronic
delivery services becomes more prevalent, real and tangible personal
property are likely to contribute less to a bank’s profits, while in-
tangible property will contribute more. In this context, the use of the
UDITPA tangible property factor will attribute a disproportionate
share of a bank’s income to the state of its commercial domicile at
the expense of market states.

B. New State Apportionment Formulas

As noted previously, several states use pure residence-based taxation .
for their domestic banks, and other states use the UDITPA three-

% Such property is also easily moved from state to state or even outside the United States.
The Congress recently grappled with this problem in the Tax Reform Act of 1986, Pub. L. No.
99-514, 100 Stat. 2085. According to the House Committee report, “the lending of money is
an activity that can often be located in any convenient jurisdiction, simply by incorporating
an entity in that jurisdiction and booking loans through that entity, even if the source of the
funds, the use of the funds, and substantial activities connected with the loans are located
elsewhere.” See H.R. REP. No. 426, 99th Cong., 1st Sess. 393 (1986).

14 In fact, the Court has recognized three different places at which the situs of a debt might
be fixed: (1) the domicile of the owner (creditor), Kirtland v. Hotchkiss, 100 U.S. 491 (1879);
State Tax on Foreign-held Bonds, 82 U.S. (15 Wall.) 300 (1872); (2) the domicile of the debtor,
Blackstone v. Miller, 188 U.S. 189 (1903), overruled Farmers Loan & Trust Co. v. Minnesota,
280 U.S. 204 (1930), and (3) the state in which the debt has a business situs, ie. where the
debt originated in' the course of business transacted in a state, Metropolitan Life Ins. Co. v.
City of New Orleans, 205 U.S. 395 (1907); Bristol v. Washington County, 177 U.S. 133 (1900);
New Orleans v. Stempel, 175 U.S. 309 (1899). .
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factor manufacturing formula to apportion the income of domiciliary
and non-domiciliary banks.!2 Both methods contain serious flaws. To
overcome these flaws, a few states have revised their bank tax laws
by adopting a special formula for financial institutions. This section
describes the new laws of two states, New York and Minnesota. It
also analyzes some of the differences between them.

1. The New York Law

In 1985, New York revised its bank tax to make it similar to the
state’s tax on general business corporations.!*3 Before this revision,
New York had not significantly changed its bank tax law since its
enactment in 1926.14

The new law applies to every “banking corporation” that is ex-
ercising its franchise or is doing business in New York.45 A “banking
corporation” is defined as:

(a) any corporation that is organized under the laws of New
York, or of any other state or country (U.S. or foreign) which is
doing a banking business, or

(b) any corporation the stock of which is 65 percent or more
owned or controlled by a bank holding company and that is engaged
in a business that can be lawfully conducted by an entity described
in (a) above, or is engaged in a business that “is so closely related
to banking or managing or controlling banks as to be a proper
incident thereto.”’146

Essentially, then, a banking corporation is an entity that is either
doing a banking business or is a subsidiary of a bank holding company.
The law defines a “banking business” as the business that a traditional
bank is authorized to do and the business that any other corporation
can do which is substantially similar to the business of a traditional
bank.147 &

The New York law requires all domestic and foreign banking
corporations doing business within and without New York to apportion

142 See supra note 39 and accompanying text.

W NY, Tax Law §§ 1450-1468 (McKinney 1987 & Supp. 1988).

14 Kaltenborn, Is New York’s Bank Tax Ready for the 1990s?, 4 J. STATE TAX'N 225 (1985).

4 N.Y. Tax Law § 1451(a), (b) (McKinney 1987 & Supp. 1988).

s NY. Tax Law § 1452 (a)(1), (2), (9) (McKinney Supp. 1988); N.Y. Comp. CoDEs R. &
REGs. tit. 20, § 16-2.5 (1985).

W N.Y. Tax Law § 1452(b) (McKinney Supp. 1988); N.Y. CoMp. CoDEs R. & REGS. tit. 20,
§ 16-2.6 (1985).
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their income accordirig to a three-factor formula. ¥ A banking cor-
poration is deemed to be “doing business” in New York if it does
any of the following within the state: (1) operates a branch, (2)
operates a loan production office, (3) operates a representative office,
or (4) operates a bona fide office.1® To be regarded as doing business
in New York, a banking corporation must have a physical presence
there. New York does not consider an out-of-state “branchless bank”
to be doing business in the state regardless of the number of loans
made to or deposits received from New York residents.150

In New York, the factors used to apportion the income of banking
corporations are receipts, deposits, and payroll.!¥! As in the UDITPA
model, the receipts factor is the ratio of receipts earned within New
York to receipts earned everywhere. It includes: all income from loans
and financing leases; receipts from leases and rents; service charges;
fees and income from bank, credit, travel and entertainment cards;
net gains from trading and investment activities; fees from the is-
suance of letters of credit and traveler’s checks; and all income from
government bonds, although a portion of such income is excluded
from the tax base.152

The regulation contains separate ‘“situs” rules for each receipt,163
Consider, for example, the following receipts’ situs rules:

(1) The situs of income from loans (other than credit card loans)
is in New York if the loan is “located in New York.”154 A loan is
deemed located in New York if the “greater portion of income-
producing activity relating to the loan”—ie., if the solicitation, in-
vestigation, negotiation, approval and administration take place in
New York.’s The definitions of these terms make it clear that in
most cases all of the income-producing activity will be deemed to
take place in the state in which the lending bank is located.1s6

“N.Y. TAX Law § 1454 (McKinney Supp. 1988).

MN.Y. Tax Law §§ 1451(a), 1462() (McKinney 1987 & Supp. 1988); N.Y. ComP. CODES
R. & REgs. tit. 20, § 16-2.7 (1985). s

1 N.Y. CoMP. CopEs R. & REgGs. tit. 20, § 16-2.7(a)-(e) (1985); Conversation with Marilyn
Kaltenborn, Chief of Tax Regulations, New York State Department of Taxation and Finance
(July 17, 1987).

BIN.Y. Tax Law § 1454(a) (McKinney Supp. 1988).

¥2N.Y. CoMP. CoDES R. & REGS. tit. 20, §§ 19-6.1 to 19-6.9 (1985).

183 See id.

4 N.Y. Tax Law § 1454 (McKinney Supp. 1988); N.Y. Comp. CoDpes R. & REGs. tit. 20, §
19-6.2(a) (1985).

188 N.Y. Comp. CopEs R. & REGS. tit. 20, § 19-6.2(a), (c) (1985).

18 Consider, for example, the following definitions of the terms “solicitation,” “investigation,”
“negotiation,” and “administration.” According to the regulation, “la]ctive solicitation occurs
when an employee of the [banking corporation] initiates the contact with the customer.” Id. §
19-6.2(d)(1)(i). Such activity is located at the office where the bank’s employee is regularly
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(2) The situs of income from bank, credit, travel, entertainment
and other card operations is the state of domicile of the credit card
holder,157

(3) The situs of receipts for “services performed by the taxpayer’s
employees regularly connected with or working out of a New York
State office” is New York if such services are performed within New
York.1%® The regulation deems a service to be performed in the state
in which the costs of performance are incurred.152

The other factors include deposits and payroll. The deposits factor
is the ratio of the average value of deposits maintained at branches
within New York to the average value of all deposits maintained at
branches both within and without New York.1® Deposits made by
an out-of-state individual or business are deemed to exist in the state
in which the deposit is maintained. it The New York situs rule for
deposits, therefore, is that deposits exist in the state of the creditor.162

The payroll factor is the ratio of 80% of in-state “wages, salaries
and other personal service compensation” to total “wages, salaries
and other personal service compensation.’’163

2. The Minnesota Law

Minnesota revised its bank income tax law in 1987. The new law
applies to all “financial institutions. 164 Like the “banking corpora-

connected, “regardless of where the services of such employee were actually performed.” Passive
solicitation occurs when the customer initiates the contact with the taxpayer. Id. § 19-6.2(d)(1)(ii).
If the customer’s initial contact was ot at an office of the taxpayer, the office where the passive
solicitation is deemed to have occurred is determined by the facts in each case, “Investigation”
is located at the office where the taxpayer’s employees are regularly connected, “regardless of
where the services of such employees were actually performed.” Id. § 19-6.2(d)(2). “Negotiation”
and “approval” are located according to the same rule for “investigation.” Id. § 19-6.2(d)(3),
(4)*Administration” is located at the office that oversees the activity of bookkeeping, collecting
the payments, corresponding with the customer, and proceeding against the borrower if it is
in default. Id. § 19-6.2(d)(5).

BIN.Y. TAX Law § 1454 (McKinney Supp. 1988); N.Y. Comp. CoDEs R. & REGs. tit. 20, §
19-6.4. (1985).

8 N.Y. Tax Law § 1454; N.Y. Comp. Cobes R. & REGs. tit. 20, § 19-6.7. (1985).

1% N.Y. CoMp. CoDES R. & REGs. tit, 20, § 19-6.7 (1985).

1ON.Y. Tax Law § 1454(a)(3) (McKinney Supp. 1988); N.Y. Comp. CoDEs R. & REGs. tit.
20, § 19-7.1 (1985).

18t N.Y. CoMp. CopEs R. & REGs. tit. 20, § 19-7.3 (1985).

62 Id. Because New York banks can choose where to maintain the deposits, the situs rule
for deposits is entirely under the control of the bank.

1 N.Y. Comp. CoDES R. & REGS. tit. 20, § 19-5.1 (1985). The numerator of the payroll factor
was limited to 80% to encourage banks to maintain a large employee base in New York. N.Y.
Tax Law § 1454(a)(1) (McKinney 1987).

16 MINN. STAT. ANN. § 290.01(4a)(a) (West Supp 1988).
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tion” under New York law, a financial institution includes an entity
that is engaged in the business of banking or is a subsidiary of a
bank holding company. However, the Minnesota definition is some-
what broader than the New York definition in that it also encompasses
corporations that derive “more than 50% of their gross income from
lending activities . . . in substantial competition with [institutions
that are doing a banking business in Minnesota].””165
The Minnesota tax jurisdiction rules are also broader than the New
York rules. Activities that create jurisdiction to tax in Minnesota
include both the traditional doing business test, which is based upon
the taxpayer’s physical presence within the state, and a regular
solicitation standard, which does not rely on an in-state physical
presence.'® For example, according to the Minnesota law, a financial
institution is subject to tax if it conducts a trade or business regularly
and obtains or solicits business from within the state. “Solicitation”
includes:
1. Distribution by mail or otherwise of catalogs, periodicals, ad-
vertising flyers, or other written solicitations of business to cus-
tomers in Minnesota; '
2. display of advertisements on billboards or other outdoor ad-
vertising in Minnesota;
3. advertising in Minnesota newspapers;
4. advertising on Minnesota radio or television.!6”
The law deems a financial institution to have “regularly” solicited
business from within the state if it has conducted “activities . . .
with 20 or more persons within [Minnesota] during any tax period;
or . . . the sum of its assets and the absolute value of its deposits
attributable to Minnesota sources equals or exceeds $5,000,000. . . .16
The factors chosen by Minnesota to apportion the income of fi-
nancial institutions are receipts, tangible and intangible property and
payroll. Like the UDITPA formula, the Minnesota formula uses a
receipts factor, a property factor and a payroll factor. The similarity
between the two formulas ends there, however. Two differences are
particularly important. First, the Minnesota formula includes intan-

16 Id. § 290.01(4a)(a)(3), (d)(3). :

168 Act of May 7, 1988, ch. 719, art. 2, § 15, 1988 Minn. Sess. Law Serv. 1225, 1246-47 (West)
(to be codified at MINN. STAT. ANN. § 290.015(1)(a), (b)).

167 Id., 1988 Minn. Sess. Law Serv. at 1247 (West) (to be codified at MINN. STAT. ANN. §
290.015(1)(a), (d)(1)-(3), (7). The new Minnesota law also contains the traditional bases for
the exercise of tax jurisdiction over a foreign corporation, such as the presence of an office or
employees within the state.

18 Id, § 16, 1988 Minn. Sess. Law Serv. at 1247-48 (West) (to be codified at MINN. STAT.
ANN. § 290.015(2)(a)(1), (2)).
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entity gibles in the property factor.1® Second, under the Minnesota law the

€ : three factors are not evenly weighted. Instead, the income apportioned
Lok : to Minnesota by the formula'is arrived at by comparing 70% of the
1passes 1 receipts in state to receipts in all states, 15% of the property in state
¢ from to property in all states, and 15% of the payroll in state to payroll
tutions in all states.1™

£ The Minnesota situs rules also differ significantly from the New
1e Netw : York rules. The following comparison illustrates these differences:
inesota . & ,
d upon Example: Receipts from Loans

ﬁ;ﬁz 1. The situs of income and other receipts from loans secured
. by real estate or tangible income is in Minnesota if such property
nancial

gularly - is located in the state.l"l.The situ§ gf incfome and. other receipts

tation” ' from unsecured commercial loans is in Minnesota if the proceeds

of the loan are to be applied in the state.l”? The situs of income

s, ad- and other receipts from unsecured consumer loans is in Minnesota
’ if the borrower is a resident of Minnesota.l

According to the New York situs rules, the income from each

yor ad- of these loans would be attributed to the state where the lending

' bank is located.’
2. The situs of income and other receipts from credit card and
travel and entertainment cards is in Minnesota if the card charges

to cus-

olicited ' and fees are regularly billed there.!”
es . : 3. The situs of receipts from the performance of services is in
r ' Minnesota if the services are consumed in the state, regardless of
ie, s where the services are performed.”® By ¢ontrast to the Minnesota
.. Jones situs rule, which attributes service income to the market state,
z of fi- the New York rule attributes service income to the state in which
rty and the costs of performance are incurred, which is generally the state
uses a 7 of commercial domicile.1”
nilarity : .
ces are The state’s situs rules for the property factor track those of the
intan-

189 MINN. STAT. ANN. § 290.191(9)-(11). (West Supp. 1988).

m Id. § 290.191(3).

mId, § 290.191(6)(f).
47 (West) 1% Act of May 7, 1988, supra note 166, § 34, 1988 Minn. Sess. Law Serv. at 1257 (West) (to

be codified at MINN. STAT. ANN. § 290.191(8)(h)).
T. ANN. § 13 MINN. STAT. ANN. § 290.191(6)(g).
bases for < 1% See supra notes 153-55 and accompanying text.
1 office or G 17 MINN. STAT. ANN. § 290.191(6)(j) (West Supp. 1988).
3 : 17 Act of May 7, 1988, supra note 166, § 34, 1988 Minn. Sess. Law Serv. at 1258 (West) (to

NN. STAT. : be codified at MINN. STAT. ANN. § 290.191(6)().

7 See supra notes 157-58 and accompanying text.
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receipts factor.”® Payroll is attributed to Minnesota if an employee
is (a) employed within the state, (b) actually working within the
state, or (¢c) “accountable to ‘an office within” the state.1”

C. Variations in State Apportionment Formulas: What Does the
Constitution Require?

1. The Constitutional Standard

The Supreme Court has shown great tolerance for differences in
state apportionment formulas. Generally, the Court has sustained any
state formula that is reasonably designed to determine the amount
of income attributable to local business activity.1® The leading case
in this area is Moorman Manufacturing Co. v. Bair.18 In Moorman,
the Court held that an Iowa single-factor sales formula sustained due
process and commerce clause challenges, 182

The Moorman company was “an Illinois corporation engaged in
the manufacture and sale of animal feed.”18 The company argued
that the Iowa formula, which required it to calculate the percentage
of its income that would be attributed to Iowa by comparing its gross
sales in Jowa to its total gross sales in all states, violated the due
process clause.!® The alleged constitutional defect consisted of the
failure of the formula to recognize the contribution made by the
company’s property and manufacturing activities located in Illinois.1%
If, for example, Jowa had used the UDITPA three-factor formula,
the company’s Illinois operations would have been reflected in the
denominator of the property and payroll factors while the numerator
of those factors would have been zero, reducing the percentage of
income attributable to Iowa.!#s The Court did not accept the company’s
due process argument,.16? According to the majority, once a state has

7 18 MINN. STAT. ANN. § 290.191(9)-(11) (West Supp. 1988).

17 Jd. § 290.191(12).

1% See, e.g., Moorman Mfg. Co. v. Bair, 437 U.S. 267, 272-75 (1978); International Harvester
Co. v. Evatt, 329 U.S. 416, 419-23 (1947); Ford Motor Co. v. Beauchamp, 308 U.S. 331, 334-
37 (1939); Bass, Ratcliff & Gretton, Ltd. v. State Tax Comm’n., 266 U.S. 271, 282-85 (1924);
Underwood Typewriter Co. v. Chamberlain, 254 U.S. 113, 121 (1920).

181 437 U.S. 267 (1978).

182 Jd. at 271-81.

183 Jd. at 269.

18 Jd. at 271-72.

18 Jd. at 272.

188 See supra notes 131-34 and accompanying text.

187 Moorman, 437 U.S. at 272-75.
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demonstrated the requisite “minimal connection” or nexus between
it and the in-state activities of the taxpayer, the due process clause
requires only that the income attributed to the state be “reasonably
related to the activities conducted within the taxing State.”128 Both
the Iowa single-factor formula and the traditional three-factor formula
are used only as “rough approximation[s] of a corporation’s income”
and each may over-reflect or under-reflect income attributable to the
state.’®® However, such imprecision does not render a formula un-
constitutional.}® Noting that it had previously held single-factor for-
mulas to be presumptively valid,’®! the Moorman Court declared that
it would strike down a state’s formula only if the application of a
particular formula results in the attribution of income to a state that
is “ ‘out of all appropriate proportions to the business transacted . . .
in that State’ . . . or has ‘led to a grossly distorted result.’ ’1%

In Moorman, the company also contended that the Iowa formula
violated the commerce clause because the clash of the two formulas—
the Iowa single-factor sales formula and the Illinois three-factor
formula—caused double taxation.!®® The Court’s analysis of this ‘ar-
gument focuses on the difficulty of crafting a judicial solution to the
problem created by the use of differing apportionment formulas.!%4
Some of those problems are:

1. If the Constitution does not allow tax overlap in the appli-
cation of apportionment formulas, which particular state formula
should the Court find at fault?1%

2. If the Constitution of its own accord mandates the use of a
uniform formula, such as the UDITPA three-factor formula, does

188 Id. at 272.

18 Id. at 273; Container Corp. of Am. v. Franchise Tax Bd., 463 U.S. 159, 182-84 (1983).

19 See supra note 188. '

18t Moorman, 437 U.S. at 273, (citing Underwood Typewriter Co. v. Chamberlain, 254 U.S.
113 (1920)). Although the Supreme Court has held that a single-factor formula is presumptively
valid, it continues to have reservations about such formulas. In Container Corp., the Court
noted that single-factor formulas “are particularly problematic because they focus on only a
small part of the spectrum of activities by which value is generated.” 463 U.S. at 182.

12 Moorman, 437 U.S. at 274 (quoting Hans Rees’ Sons, Inc. V. North Carolina ex rel
Maxwell, 283 U.S. 123 (1931); Norfolk & Western Ry. Co. v. Missouri State Tax Comm’n, 390

. US. 317, 326 (1968)). In Hans Rees’ Sons, Inc. v. North Carolina ex rel. Maxwell, 283 U.S.

123 (1931), the New York-based Hans Rees company produced evidence which the Court found
sufficient to support a claim that the North Carolina single-factor (property) formula produced
an unconstitutional result. According to the company’s evidence, the North Carolina formula
generated a tax on 66% to 85% of the company’s income, 283 U.S. at 128, whereas only 21.7%
of that income actually had its source in the state, a difference of over 250%. 283 U.S. at 134
(cited in Container Corp., 463 U.S. at 183).

188 Moorman, 437 U.S. at 276-78;

184 Jd. at 278-79.

185 See supra note 124,

R 5D e

s
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it also mandate uniform definitions of “business income,”1% ynj-
form rules for the allocation of “nonbusiness income,”197 and
uniform situs rules?

3. If the Constitution of its own accord mandates the use of a
uniform formula, how shall the Court choose among competing
new industry multifactor formulas; for example, is the New York
bank formula better in a constitutional sense than the Minnesota
formula?198

In fact, these and other similar issues are not susceptible to a
judicial solution. As the Moorman Court recognized, the content of
a uniform state apportionment rule, if there is to be such a rule,
should be handled through a legislative body, which can give due
consideration to the interests of all affected states, 1% For these reasons,
the Court declined to strike down a fairly apportioned tax simply
because the formula differs from the prevailing approach adopted by
the states.200

Nevertheless, the Court looks with special favor upon the evenly-
weighted three-factor UDITPA formula. In Container Corp. of America
v. Franchise Tax Board,?! the Court indicated that such a formula
is constitutionally unassailable.202

2. Evidence of Tax Overlap Caused by Differing Apportionment
Formulas

Most of the evidence for tax overlap caused by differing appor-
tionment formulas is intuitive. If State A decides to adopt a single-
factor sales formula or to amend its three-factor formula to double-
weight the sales factor, it must be because State A expects the change
to increase its share of the' tax base of multistate corporations. If,
then, State A succeeds in increasing its share of the tax base in this
manner, while other states retain the evenly-weighted three-factor

1% UDITPA defines “business income” as follows: ‘Business income’ means income arising
from transactions and activity in the regular course of the taxpayer's trade or business and
includes income from tangible and intangible property if the acquisition, management, and
disposition of the property constitute integral parts of the taxpayer's regular trade or business
operations.” § 1(a), 7A U.L.A. 336, 336 (West 1985).

197 UDITPA defines “nonbusiness income” as follows: * ‘Nonbusiness income’ means all income
other than business income.” § 1(e), 7A U.L.A. 336, 337.

1% See generally Moorman, 437 U.S. at 278-80.

1% Id. at 280.

200 Id,

201 463 U.S. 159 (1983).

22 Id, at 181-84.
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formula, the aggregate tax base of a multistate corporation (100% of
which was subjected to tax under an evenly-weighted three-factor
formula) must have increased, causing tax overlap.

The validity of the above tax overlap hypothesis has been subjected
to little scrutiny. One study, conducted in 1984 by Steven Sheffrin
and Jack Fulcher of the University of California, Davis,20? did attempt
to measure the amount of under- or over-apportionment of corporate
income resulting from the use of alternative apportionment formu-
las.204 '

To evaluate the effect of variations in the factors of state appor-
tionment formulas, the authors conducted an experiment in which
they applied three different formulas to the income bases of thirty-
five industries that were assumed to be doing business in every state.
Those formulas were: (a) a single-factor sales formula, (b) a single-
factor payroll formula, and (c) a two-factor payroll (double weighted)
and sales formula.2%s After calculating the amount of income that
each formula would attribute to the states, the authors chose the
formula that would maximize each state’s claim on the tax base.2%
The authors found that, if each state chose the formula that would
attribute the most income to it,207 $227.8 billion of corporate income
would be subjected to state tax as compared to $214.6 billion in
actual corporate income, a 6.14% overlap.20

In the second part of their experiment, the authors assumed that
states used different formulas for thirty-four specific industries such
as farming, oil and gas extraction, furniture, timber, communications,
motor vehicles, and services.2® Again, the authors chose the formula
that would maximize each state’s revenue collections for each in-
dustry.2® Under this system, the authors found a 17.1% increase in
the tax base for all industries as a whole.211

Neither of these percentage increases in the corporate income base
rise to the level of gross distortion as the Supreme Court has inter-

23 Sheffrin & Fulcher, Alternative Divisions of the Tax Base: How Much is at Stake? in THE
StT. CorP. INCOME TAX: IsSSUES IN WORLDWIDE UNITARY COMBINATION 192 (C. McLure ed.
1984).

204 Jd,

25 Id. at 195.

208 Id.

27 As noted by the authors, in reality, this is an unlikely event because states typically do
not have sufficient information to pick the correct formula. Id.

208 Jd,

29 Id. at 198-200.
20 Id. at 198.
2 g
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components of g unitary business.”213
In summary, the high Court has never struck down a multifactor
state apportionment formula, Indeed, under the Court’s current inter-

therefore, choose the correct formula to maximize their revenue, the
amount at stake is simply not that great.

Iv. CoNcLUsION

Nearly a third of the states currently tax thejr domestic banks
using pure residence principles of taxation. These states tax 100%
of the income of their domestic banks without regard to the source

The due process clause does not prohibit multiple taxation, but the
commerce clause does. States that apply pure residence-based tages
to the income of thejr domestic corporations that do business in and
are taxed by other states create “inevitable” multiple taxation of such
corporations in violation of the commerce clause. Moreover, such
taxes fai] the commerce clause “interna] consistency” test in that, if

%2 See Hans Rees’ Sons, Inc. v. North Carolina ex rel. Maxwell, 283 US. 123 (1931).
3 Container Corp. of Am, v. Franchise Tax Bd, 463 U.S. 159, 184 (1983). The amount of
tax overlap in Container was 14%. Id.
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that is designed tc eliminate multiple taxation. Domiciliary states
can fulfill this mandate in one of two ways: through the use of
formulary apportionment or by allowing domestic corporations a tax
credit for taxes paid to non-domiciliary states.

States have wide latitude in their choice of apportionment formulas.
According to its current interpretation of the due process and com-
merce clauses, the Supreme Court will not invalidate a multifactor
apportionment formula if the particular factors and situs rules chosen
reasonably represent how and where the particular business earns its
income, and if the state applies the formula to only those corporations
over which it has a tax nexus. Some tax overlap is a problem that
is inherent in any method of sourcing income, but the tax increase
that may be caused by differing state apportionment formulas will
likely not reach the level of a constitutional defect.

As the radically different New York and Minnesota bank income
apportionment rules testify, there is more than one apportionment
formula that can satisfy all constitutional demands for a valid ap-
portionment formula. But, if differing apportionment formulas do not
create extraterritorial taxation or unconstitutional multiple taxation,
the conflicting formulas and situs rules can create significant admin-
istrative burdens. While the Court has refrained from intervening in
state apportionment formulas, Congress may at some point decide
that the diversity of apportionment formulas and situs rules creates
an obstacle to the free flow of credit in interstate commerce that is
intolerable under the commerce clause.

Federal intervention at this point in the development of state bank
income taxes would be unfortunate. States do not yet have enough
experience with bank taxes to know which method of taxation is
most suitable. Very little data is available on the revenue effect of
even the first new state formula—the New York formula. Continuing
state experiments with alternative methods of taxation and alternative
apportionment formulas will provide the experience needed to reach
agreement on the most effective bank tax. Working toward a state
consensus may be frustrating, but it will yield a better result than a
federal fiat.
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Interstate Banking: Current Status and
Unfinished Agendas

Sandra B. McCray
Multistate Tax Commission

In 1986, most of the centuries-old barriers against interstate branch banking fell. By the end
of the year, thirty-seven states had passed legislation authorizing some form of interstate branch
banking. Moreover, two federal judicial decisions had cleared the way for interstate banking
by restricting state regulatory authority over interstate branch banking when it is conducted
either through a shared-use automatic teller machine or by a “nonbank bank.’’ These
developments have dramatically changed the nature of the business of banking, creating an en-
tirely new legislative agenda for states. High on the list of the items that states must now con-

sider are regulatory and tax parity among competing financial institutions; multiple taxation
of financial institutions that do business in several States; tax avoidance by out-of-state banks;
and out-dated jurisdictional standards.

In 1986, interstate banking became a fair accompli. By the end of the year,
most states had passed legislation authorizing some form of interstate branch
banking. Such legislation removed the state legal barriers that had confined
banks to a single state for over a century.

Several forces coalesced in 1986 to bring about this dramatic change in
state legislative policy. In previous years, large banks had argued unsuccessful-
ly before state legislatures that interstate branch banking would bring benefits
to consumers through increased competition and economies of scale.
However, the growing number of bank failures, generally attributed to in-
creased competition in the financial services marketplace and to economic
problems in farm and energy states, gave bankers a new and more powerful
argument for interstate banking—the instant creation of a large pool of ap-
plicants from which to choose a savior for failed and failing banks—and
a new ally—state and federal regulators hoping to save their failing banks
through mergers with strong banks. The combination proved irresistible.

The judicial branch, too, played a role in dislodging state bans on interstate
banking. Two U.S. Cifcuit Court of Appeals opinions, which interpreted
the federal banking laws, paved the way for banks and bank-like entities to
engage in de facto interstate branch banking. Federal law is the source of
state authority to regulate interstate branch banking by national banks.
Federal law also controls the definition of the terms ““branch”’ and ‘‘bank.”’
By interpreting those terms narrowly, the opinions limited state authority
to regulate interstate branch banking.

Publius: The Journal of Federalism 17 (Summer 1987)
179
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In Independent Bankers Ass’n. v. Marine Midland Bank,' :_M wooos.nﬂ
Circuit Court of Appeals held that a bank that effected loan an onoM._
transactions with its customers electronically :.:.ocm: a m:m_.oa..:mo mEo:% ic
teller machine (ATM) did not thereby engage in branch wmswim...}omoow Em
to the court, federal law does not deem an ATM tobe a cams.o: o M\ m.m.
if the bank is a mere user, as opposed to an owner, of the Bmo?:o.. :m ow RM
Dept. of Banking v. Board of Qc<m§o.a.~ the m_o<o=:._ O_Mo:_w aocmw:w_A
Appeals held that Florida could not forbid Q:Q to an entity that ad w_ !
charter and accepted deposits in Florida, but did .:oﬂ make ooﬂaaa_m_,m oa:w
there (the so-called ‘‘nonbank bank’’) coom.cmo.: was not a wms _“MQM-
federal law, which defines a :cm:w:. m_m_ms institution that both accep

its and makes commercial loans. . -

Bﬂ%m&w%ﬂm_mwm these two decisions, banks m.:a cm:w-rwo entities o_w.s sz
circumvent state regulatory restrictions on ::oq.ma:o branch ban _”m y
delivering their services (1) through electronic devices _Omw:aa moqﬂmw t ow :mﬂ
tion in a form of ‘‘branchless banking’’ or @. ﬁ.r.qo:m: :o:vm: anks, _
which have separated their deposit-taking activities from their commercia
_oﬂ-\g_omwmwﬁ”%m?mﬁ have addressed the issue of interstate cqmso.r cm:w._sm =m<m
done so narrowly. Typically, states have focused oz_x on the _ana_m”o %M:
of permitting an out-of-state bank to purchase an existing bank or es a _o )
a new bank within their borders. Few have Sow_oa the related .&mﬁo tax _mm:F,.m
The failure of states to address taxation of ESESR banking has MBNE-
problems for both banks and states: for banks there is the mnoommwo B:Jm,.,.
ple taxation, for states there is the danger of Sx.m<oam=oo c« mmsomS.?
cm:,xm: and ‘‘nonbank banks.” Uomismv.msm_ﬁ_sm. m:a.mo?_:m ﬁa ese sta
tax problems are part of the unfinished interstate banking agenda.

BACKGROUND

Branch Banking: Statutory Framework for Dual Regulation

The National Bank Act of 1864 provided that the ::.mcm_ ccm_s_omw Sw_,“”
national bank ‘‘shall be transacted at an oao.o .9 cmwwazm :owwo WMM "
the place specified in its organization .oo.a::o.mﬁo. _zw 1 W :.H o_uoB:.~.1..
Supreme Court interpreted the act to prohibit national banks fro !
branch banks within their home state.*

i 985). ver
'Independent Bankers Ass’n. v. Marine Midland Bank, 757 F.2d 453 (2nd Cir., 1985) v
. .Ct. 2926 (1986). ] ). vt
aanMermUwE. of Banking v. Board of Governors, 760 F.2d 1135 (11th Cir., 1985); vav
106 S.Ct. 875 (1986); revsd. on remand, 800 F.2d 1534 (1986).

3 . 101 (1864). 4 B .
amwwﬁw,wi.\. mﬁmzw <v. Missouri, 263 U.S. 640 (1924). In its decision, the Supreme C¢
that: (a) national banks can exercise only those powers that mqo mxu_.mwm:w o ot
the National Bank Act or such incidental powers as are :mnovmm_..w Hm c Ty O et expie
which they are cstablished, and (b) the power Lo .ovo_.m:.. a cBJr: an s
granted in nor necessarily implied from the National Bank Acl.
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In 1927, the Congress passed the McFadden Act amending the National
Bank Act to allow national banks to establish branch banks within the state
in-which they were located ““if such establishment and operation are . .
expressly authorized to state banks by the law of the state in question,”’s
Although the McFadden Act provided for intrastate branching, it did not
empower national banks to operate interstate branches. Nevertheless, the act
did not prevent national banks from engaging an interstate activities, pro-
vided that those activities were not conducted at a “branch.”” According to
the act, a branch includes any branch bank, office, agency, or place of
business at which deposits are received or checks paid or money lent. There
is plenty of room within this definition of a branch for an out-of-state na-
tional bank to engage in banking and bank-like activity without violating
the McFadden Act. For example, a national bank that transacts business in
a host state solely through the mail or by telephone has not established a
place of business in the host state and, therefore, is not operating through
a branch.

Several other loopholes in federal laws have allowed banks to engage in
further interstate banking activity. For example, although the McFadden Act
prevented a bank from directly branching into another state, it did not pro-
hibit the bank from acquiring or establishing a separately chartered and
separately capitalized subsidiary bank in another state (indirect branching).
The Congress closed this loophole in 1956 with passage of the Bank Holding
Company Act (BHCA).¢ The BHCA (and later amendments passed in 1970)
bars a bank or bank holding company from owning a bank subsidiary in
another state, but does not preclude ownership of a nonbank subsidiary in
another state. According to the Bank Holding Company Act, these nonbank
subsidiaries can engage in only those activities which the Federal Reserve
Board has determined are “‘so closely related to banking or managing or con-
trolling banks as to be a proper incident thereto.”” Pursuant to this authori-
ty, the Federal Reserve Board has published an extensive list of permissible
activities, which includes mortgage banking, loan production, credit in-
surance, consumer finance, investment and financial advisory services, the
issuance of credit cards, the issuance and sale of travelers’ checks, and the
operation of industrial banks.

More recently, the U.S. Supreme Court has ruled that neither federal nor
state law prohibits banks from expanding across state lines through the use

~of ““nonbank banks.’’ A nonbank bank operates under a bank charter, but

is not considered a bank under the BHCA because it either (1) accepts de-
mand deposits or (2) engages in the business of making commercial loans,
but not both. Therefore, the entity is not a ‘‘bank’’ within the definition
of that term because the BHCA requires that a bank engage in both activities.

Finally, the Douglas Amendment’ to the McFadden Act permits a bank

*12 U.S.C. sec. 36(c).
12 U.S.C secs. 1841-1850 (1976).
12U.5.C. sec. 1842(d).
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or bank holding company to acquire or establish a true bank subsidiary in
another state if the laws of that state expressly authorize the acquisition.

State Taxation of Banks: Judicial and Legislative Framework

In 1819, the U.S. Supreme Court issued its momentous decision in
McCulloch v. Maryland.® This ruling shaped all state taxes on banks for the
next century and a half. In McCulloch, the Court struck down a Maryland
statute that imposed a tax on bank notes issued by any bank or branch not
chartered by Maryland. In a sweeping opinion, Chief Justice John Marshall
held unconstitutional all state taxes—other than a real property tax or a tax
on bank shares—levied on a governmental instrumentality, such as a national
bank. The McCulloch Court held that national banks are immune from state
taxation unless the Congress specifically authorizes such taxation.

Later, the Congress codified this judicially created immunity doctrine. In
1864, the Congress passed the National Bank Act, which permitted state tax-
ation of national banks only on their real estate and on their shares—the
two methods left open by the McCulloch decision.®

As first announced by the Court, the doctrine of federal immunity ap-
plied only to the federal government and the instruments ::o:m:. ﬁdor it
carried on its operations.!® Inevitably, though, the scope of entities pro-
tected from taxation grew. In its heyday, the doctrine protected both state
and federal agencies from taxation as entities, and it even protected state
and federal officials from taxation as individuals.

The growing tax immunity brought a reaction from the Congress, which
gradually narrowed the scope of the judicially created tax immunity of govern-
ment officials and governmental instrumentalities, including national banks.
In 1923 and 1926, the Congress revised its 1864 statute limiting state taxa-
tion of national banks to real property taxes and bank share taxes and enacted
sec. 5219 to add three new methods by which a state could tax a national
bank: (1) by including bank share dividends in the taxable income o~. a
shareholder, (2) by imposing a net income tax, and (3) by levying a franchise
tax according to or measured by net income.!! These statutes permitted a
state to tax only those national banks located within its boundaries. Because
states drafted their bank tax laws to conform to this location rule, they
taxed only their domiciliary banks (i.e., state banks chartered by the home

8McCulloch v. Maryland, 17 U.S. 316 (1819). . ,

9Although the constitutional and statutory restrictions applied only to national cms_a.. states
applied the same restrictions to state-chartered banks since they were loath to tax their own
banks more heavily than they taxed national banks.

10A second prong of the federal immunity doctrine holds that a state cannot levy a tax o:.
the income from federal obligations because such a levy is a tax on the power to co_.._.oi moncy
on the credit of the U.S. and therefore violates the Borrowing Clause of the Oosm:E:.o:. Weston
v. Charleston, 27 U.S. 465 (1829). Today, this second prong of the federal immunity doctrinc
is codified in 12 U.S.C. 3124(a). According to that section, ‘‘all stocks, bonds, jamm:_.w notes,
and other obligations of the United States’” are exempt from state or municipal taxation. Ioi%ﬁ..“
the statute contains an exception for ‘‘nondiscriminatory franchise or other nonproperty taxcs.

1144 Stat. 289 (1926).
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state and national banks having their principal office in the home state).
Finally, in 1976, the Congress removed all prior statutory restrictions on
state taxation of national banks. Currently, sec. 5219 provides that:

[flor the purposes of any tax law enacted under authority of the U.S. 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.!?

Thus, the only remaining restriction on state taxation of national banks is
that such taxes must not discriminate against national banks. The previous
location rule is no longer required. Nevertheless, many states have not amend-
ed their bank tax laws to take advantage of this new freedom.

INTERSTATE BANKING: CURRENT STATUS

Today, banks and bank-like entities engage extensively in interstate banking
through legislatively sanctioned affiliation with bank subsidiaries located in
other states and through judicially sanctioned de facto interstate banking,
including the use of ATMs located across the nation and affiliation with non-
bank banks.

Branch Banking Legislation

The interstate activity permitted by the new interstate branch banking
legislation ranges from unlimited nationwide branch banking to regional
reciprocal branch’banking and to limited purpose branch banking.

Nine states have passed laws authorizing nationwide branch banking.'* In
these states, any out-of-state bank or bank holding company may establish
a bank subsidiary in the host state. Twenty-eight states have passed legisla-
tion permitting a bank holding company domiciled in another state within
a defined region (usually consisting of several contiguous states) to establish
a bank subsidiary within a host state on a reciprocal basis.* Typical legisla-
tion provides that an out-of-state bank may acquire an in-state bank so long
as the other state grants equivalent reciprocal privileges. Finally, thirteen states
have passed limited purpose legislation authorizing out-of-state banks to pur-

1212 U.S.C sec. 548.

B3The list and classification of states as cited in this paragraph were compiled by the Con-
ference of State Bank Supervisors in December 1986. According to the system used by the CSBS,
some states fall into more than one category. The nine states that permit nationwide branch
banking are: Alaska, Arizona, Maine, New York, Oklahoma, South Dakota, Texas, Washington,
and West Virginia.

4Those states are: California, Kentucky, Louisiana, Rhode Island, Michigan, Nevada, New
Jersey, Ohio, Pennsylvania, Utah, Alabama, Connecticut, District of Columbia, Florida, Georgia,
Idaho, Illinois, Indiana, Maryland, Massachusetts, Minnesota, Mississippi, Missouri, North
Carolina, South Carolina, Tennessee, Virginia, Wisconsin. The first ten of these states have
passed regional reciprocal laws with a trigger to nationwide branch banking.
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chase failing banks in the host state under certain conditions.! Frequently,
such limited purpose legislation allows an o:?o?.mx:o bank to purchase a
failing bank only if a domiciliary bank is unwilling or ::mEm to do so.

Nearly every state that has authorized interstate branch banking :mm. done
so through the Douglas Amendment to the McFadden Act. >oooa_=m. to
that amendment, the Federal Reserve Board may not approve an applica-
tion submitted by a bank or bank holding company to acquire a bank out-
side the applicant’s principal state of operation unless the laws .Om the state
in which the bank is to be acquired or established expressly provide for such
entry. Thus, an out-of-state bank or bank holding ooinmsv\ .53 enter a :wmﬂ
state only by establishing a separately chartered subsidiary in such state (in-
direct branching). .

To date, only one state permits direct branching. memmorcmn:m mm_@sm
direct branching on a reciprocal basis by an out-of-state bank that is domiciled
in one of the states within its regional group. .

The dual federal/state regulation of the geographic distribution of banks
allows states to exert significant control over the spread of interstate branch
banking. For example, in 1985 the U.S. Supreme Court :Uro_a. a
Massachusetts statute that authorized regional, So.wn_.on.”m_ F.m.Eo: cmsw._zm
against a Commerce Clause challenge that the _nmmm_m:oﬁ.ﬂ discriminated against
banks located in the states outside the region defined in the law. The Court
held that, with the passage of the Douglas Amendment, the Congress :m.ﬁ_
exempted state regulation of interstate branch banking ?9.: the anti-
discrimination proscriptions of the Commerce Clause. >ooo_d._=m_<, states
may choose freely between lifting their interstate branch banking bans en-
tirely or offering only limited entry to certain out-of-state banks.

Branchless Banking

In January 1986, the New England Federal Savings Bank of Wellesley,
Massachusetts opened for business.'® In less than six months, :.ﬁ bank _:a.
received $15 million in deposits. In a robust economy like :Em ol
Massachusetts, this would not normally be considered a remarkable mn_:mﬁr
ment. However, what makes this bank unusual is that it has no walk-in c::.m
of business. Customers of the New England Federal Savings mm:_w Bwrm. ::.__,
deposits by mail, by telephone, or via automatic teller Bwo?.:ww. Within the
first six months of operation, the bank had 422 depositors hailing from :E.L
of the fifty states. The bank is a full-service bank EE makes home :ﬂw._ _.
gage loans and commercial real estate loans; it E.o<_n._m.m meaﬁoﬁa‘ .7.,_
and American Express card services; and it offers individual retirement i
counts and Keogh accounts. .

Although the New England Federal Savings Bank appears t0 be the ™

. ici H ow Mew
15These states are: Arizona, ldaho, Kentucky, Louisiana, Minnesota, Nevada, New Me

Ohio, Oklahoma, Oregon, Utah, Washington, West <:.m::m. ] o
16+'New England Bank Without Walls Depends on US Mail to Bring Deposits Of
crmn 1Tinhnr Datnc ' American Banker, 23 June 1986, p. 24.
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bank so far to offer full-service banking without a walk-in place of business,
many banks engage in some form of branchless banking. For example, of
the 30,000 depositors of Colonial National Bank of Wilmington, Delaware,
only 10,000 come from Wilmington walk-in trade.!” The remaining 20,000
depositors live in all fifty states and do business by telephone, mail, and na-
tionwide automatic teller machines, and use debit and credit cards and checks.
Other banks offer limited or special branchless banking services across state
lines. For example, Chemical Bank of New York offers a branchless bank-
ing service called ‘‘Premium Banking”’ to residents of Connecticut.'® The
service works as follows: (1) Connecticut customers call a New York toll-
free number manned seven days a week by Chemical Bank staff members;
(2) customers receive instant access to credit lines; and (3) customers who
need cash immediately can make withdrawals at any automated teller machine
linked to the New York Cash Exchange.

To date, no state has sought to catalog the activities of branchless banks.
Although legislation that attempts to forbid out-of-state banks from offer-
ing their services to residents of other states by mail or through electronic
means would be constitutionally suspect, a law that merely requires nonresi-
dent banks to report the fact and extent of their in-state activities should
pass constitutional muster. The failure to pass such legislation is probably
due to the low visibility of branchless banks. ‘

Nonbank Banks

According to its legal definition, a nonbank bank is an entity that operates
under a bank charter and either accepts federally insured deposits or makes
commercial loans, but not both. Frequently, the phrase is more loosely in-
terpreted to encompass nonbank subsidiaries of bank holding companies,
such as loan production offices, consumer finance companies, and financial
advisory service firms. Nonbank banks are owned by banking organizations
and by nonbanking organizations.

Most nonbank banks were established prior to the passage of state legisla-
tion authorizing interstate banking. Using the nonbank bank vehicle, banks
successfully circumvented state laws that prohibited them from establishing
branch banks in other states.

In 1980, the U.S. Supreme Court struck down a Florida statute that pro-
hibited out-of-state banks and bank holding companies from owning an in-
vestment advisory service business within the state. The Court found that
the statute discriminated against entities operating in interstate commerce
in violation of the Commerce Clause. According to the Court, the state could
not successfully claim that the statutory discrimination was protected by the
Douglas Amendment because that amendment does not apply to nonbank

“TSO Welcomes Long-Distance/Nationwide Customers With System That Could Make
n Banking Passe,”” American Banker, 4 August 1986, backpage.

“hemical Enters Connecticut Consumer Market with Phone and Mail Premium Bank-
v Service,” American Banker, 17 December 1985, p. 23.
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subsidiaries of out-of-state banks.

In 1986, the Supreme Court refused to give Douglas Amendment protec-
tion to nonbank banks. In Florida Department of Banking v. Board of Gover-
nors, the Court held that because a nonbank bank is not a ‘‘bank’’ as de-
fined in the Bank Holding Company Act, Florida could not use the provi-
sions of the Douglas Amendment to restrict the entry of an entity that pro-
posed to take insured deposits within Florida but not make commercial loans
there.

These two decisions have drastically curtailed the original broad state con-
trol over interstate banking provided by the Douglas Amendment. However,
the real culprit is the Congress, not the judiciary; the legislative process has
simply failed to keep pace with commercial practice. When the Congress
passed the Douglas Amendment, the terms ‘‘bank’’ and ‘‘the business of
banking”’ could be defined with certainty. Now, the meaning of both terms
is in doubt; yet the Congress has failed to respond.

Unlike the Congress, some states have been both aggressive and creative
in dealing with the new financial environment. For example, Connecticut
recently passed a new bank regulatory law that affects all banks, savings and
loan associations, nonbank corporations that own banks, and the nonbank
subsidiaries of the foregoing institutions. In a sharp departure from the federal
regulatory definitions, the Connecticut statute defines a ‘‘holding company"’
to include retailers (such as Sears) that own a bank or savings and loan associa-
tion, and a ‘‘bank-business’’ to include brokerage houses (such as Dean Wit-
ter) that provide “‘deposit services,”” which include investing a customer’s
dormant funds in an account with an affiliated bank. According to the Con-
necticut statute, each of the above entities must obtain permission from the
state’s commissioner of banking prior to opening any office in Connecticut.

In late 1986, the Court of Appeals for the Second Circuit, in Sears, Roebuck
and Co. v. Brown," upheld the Connecticut statute against a challenge by
Sears. Sears argued that the law violated the Commerce and Supremacy
clauses of the U.S. Constitution. However, the court found that Connec-
ticut did not improperly discriminate against interstate commerce and ::.:
existing federal law did not prevent states from enacting legislation that i~
more comprehensive than the federal law.

INTERSTATE BANKING: UNFINISHED AGENDAS

Existing state laws governing the taxation of banks originated in the late ::7..

teenth and early twentieth centuries and incorporated the regulatory de

tions of banking that existed at that time. As a result, state bank tax .r:,,
“are grounded on the premise that every bank is located in, and doing busines:

in, a single state. However, the commercial reality is that banks and bank-
~ like entities now transact business freely across state lines.

19Sears, Roebuck and Co. v. Brown, 806 F.2d 339 (2nd Cir., 1986).
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State taxes on businesses that operate in, and are taxed by, several states
are based on different principles than are taxes on businesses that operate
entirely within one state. In the former case, states employ apportionment
formulas (source-based taxation) to reduce the risk of multiple taxation; in
the latter case, apportionment is not required because only one state can levy
an income tax on the business (residence-based taxation).

When banks were located in only one state and when branchless banking
across state lines was less prevalent, residence-based taxation did not cause
serious problems of multiple taxation. Now, however, states must confront
the contradictions inherent in applying a residence-based tax to an interstate
business. The increased interstate activity has also created opportunities for
tax avoidance through interstate profit shifting among banks and their af-
filiates located in other states. Finally, the rise of branchless banking has
introduced a new form of tax avoidance—that created when an out-of-state
bank does business in another state solely by mail or electronic means.

Several decades ago, states faced the first two problems—multiple taxa-
tion and tax avoidance through profit shifting among affiliates—in the tax-
ation of manufacturing and mercantile business corporations that transacted
business across state lines. The history of state taxation of those corpora-
tions is therefore instructive. The third problem—tax avoidance by out-of-
state banks doing business in another state solely by mail or ATM—is sui
generis.

The Problem of Multiple Taxation

In the late nineteenth and early twentieth centuries, large manufacturing
and mercantile corporations began expanding their activities outside their
states of incorporation. As a result, the following problem of multiple taxa-
tion arose.

The domiciliary state, using residence-based taxation, taxed the income
carned by the corporation within the state and by its divisions located out-
side the state. Frequently, another (nondomiciliary) state also taxed the in-
come earned by a division located there; this led to double taxation of that
income.?® To overcome this problem, some states began taxing multi-
jurisdictional corporations on a source basis. That is, states taxed only a frac-
tional share of the corporation’s income using an apportionment formula.

The purpose of an apportionment formula is to determine the fraction of
a multijurisdictional taxpayer’s income that should be attributed to a given
state. The formula does this by comparing the taxpayer’s in-state income-
producing activities with such activities everywhere. Therefore, the particular
formula chosen must reflect how and where the taxpayer earns its income:
the factors represent how the taxpayer generates its income, and the “‘situs
rules”” govern where the income is earned.

“:>:=o=m= the U.S. Supreme Court has not squarely so held, it is likely that such taxation
i~ unconstitutional to the extent that it causes double taxation.
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At first, there was little uniformity in the factors chosen. Gradually,
though, a consensus emerged among the states for the use of a three-factor
formula consisting of: property (e.g., plant and machinery), payroll
(employees), and receipts (from the sales of goods produced by the plant,
machinery, and employees). Thus, most states have agreed that the fraction
of income of a manufacturing company that should be attributed to a given
state can be measured by the following formula:

payroll tangible prop. sales

in state in state in state
1/3x + +

payroll tangible prop. sales

in all states in all states in all states

Having chosen the formula which represents how the taxpayer generates
its income, a state must then adopt rules regulating where the income is
earned. These situs rules control what elements shall go into the numerator
of the three-factor formula. For example, if employee Z works part-time in
state A and part-time in state B, which state should include his or her wages
in its numerator for purposes of the payroll factor? Or, if product X is
manufactured in state A and sold to a customer in state B, which state should
include the receipts from the sale in the numerator of the sales factor? A
state’s situs rules control these decisions.

Although there is widespread acceptance of the above three factors among
the states, there is little agreement on the appropriate situs rules.?! In 1957,
the three-factor formula, consisting of property, payroll, and sales, including
detailed situs rules, was codified as a uniform state law in the Uniform Divi-
sion for Tax Purposes Act (UDITPA). Twenty-three states now use some
version of the UDITPA formula. Because even those states using the basic
three-factor formula have modified it, some tax overlap remains. Never-
theless, the U.S. Supreme Court has repeatedly upheld divergent state for-
mulas against claims that they create double taxation.2

With respect to their bank tax laws, states have just begun to consider ap-
portionment formulas. In so doing, states can be expected to emulate the
process that they followed in the case of multijurisdictional manufacturing
and mercantile corporations.

Unfortunately, the three-factor formula developed to apportion the in-
come of manufacturing companies cannot be used to apportion the income

ZiForty-five out of the forty-six states (including the District of Columbia) that levy cor|
taxes measured by net income have adopted a three-factor formula consisting of property.
and sales. There is wide variety among the states in how they define and weigh the fa -
State situs rules are equally varied. See, J. Hellerstein, State Taxation, Corporate Income &
Franchise (New York: Warren, Gorham, & Lamont, lnc., 1983), pp. 495-536.

2In Moorman Mfg. v. Bair, 437 U.S. 267 (1978), the Supreme Court upheld an los
which apportioned the net income of a multijurisdictional corporation using a single (sales) I
formula against a claim that such a formula would cause double taxation.
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of financial institutions. Manufacturing companies employ capital (in the
form of plant, equipment, and machinery) and labor to produce a product,
which is then sold to produce income. The income-producing elements of
the business of banking are very different. A bank earns income primarily
by soliciting deposits, which it uses to create loans (intangible property) which
in turn generate interest and fee income. Thus, in the case of bank income,
payroll, receipts, intangible property and deposits are all potential factors.

Given the history of apportionment formulas, it is not surprising that the
few states which have revamped their bank tax laws have adopted very dif-
ferent formulas. For example, California uses a variant of the basic three-
factor formula (property, payroll, receipts). However, in place of real and
tangible property in the property factor, California includes only intangible
assets—Iloans. New York uses a three-factor formula consisting of payroll,
receipts, and deposits. Two organizations have proposed uniform rules. The
Multistate Tax Commission (MTC) has proposed two regulations; one uses
a three-factor formula similar to that of California, the other uses a four-
factor formula made up of receipts, (intangible) property, deposits, and
payroll. The American Bar Association’s proposed federal legislation uses
a two-factor formula consisting of payroll and receipts.

The situs rules diverge just as widely. For example, although both the New
York and Multistate Tax Commission regulations use a deposits factor, the
New York situs rules attribute deposits to the state in which the deposit is
‘‘booked’ (generally in New York) while the MTC situs rules attribute
deposits to the state in which the depositor resides. There is ample legal sup-
port for both rules.

In sum, the choice of apportionment formulas and situs rules promises
to plague both states and banks for years.

The Problem of Tax Avoidance

States developed the three-factor formula to avoid the problem of multi-
ple taxation that occurred when a single corporation did business through
divisions located in more than one state. An entirely different problemn arose
when multijurisdictional corporations expanded their operations across state
lines through separately incorporated subsidiaries. For purposes of a state
tax, separate incorporation insulates a subsidiary from its parent: the
domiciliary state of the parent corporation cannot tax a subsidiary that is
separately incorporated in, and doing business solely in, another state.

Because the law treats parent corporations and their subsidiaries as isolated
entities, a group of related corporations doing business across state lines can
practice tax avoidance through interstate profit shifting. Consider, for ex-
ample, the following situation. Corporation A, a manufacturing company,
is located in and doing business in state A, a state with a high state income
tax rate. Corporation A has a wholly owned subsidiary, corporation B, which
is located in state B, a state that does not have an income tax. Corporation
A manufactures widgets and corporation B assembles and sells the widgets
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throughout the United States, but not in state A. The two companies are
clearly integrated economically. In such a situation, it is relatively easy for
corporation A to avoid state A’s income tax by arranging to have the bulk
of the profits from the sale of the widgets fall in state B. Corporation A
merely charges corporation B an artificially low price for the widgets, so that
it receives little income in state A. Corporation B then sells the widgets at
their normal retail price and receives all of the profits in state B, which has
no income tax.

To counter this problem, states developed the unitary business principle,
According to that principle, the income base subject to apportionment is not
limited to the income of the corporation that is doing business within the
state (i.e., corporation A in the case of state A in the example above). In-
stead the base includes the income of all members of the unitary group, which
consists of the parent and any of its subsidiaries that are engaged with it in
a ‘“functionally integrated”” enterprise. Thus, in the example above, the
unitary business principle would permit states to apportion the combined
income of corporation A and corporation B using the states’ regular for-
mula. This method overcomes the problem of profit shifting.

Some corporate taxpayers have criticized the states’ use of the unitary
business principle, claiming that a clear and economically valid definition
of a unitary business is lacking. The U.S. Supreme Court has held that af-
filiated corporations are unitary and may be included in the combined group
if there is a ““flow of value’’ among them.? Taxpayers assert that because
the method is based upon such a nebulous and indefinite concept, states can
and do use the method to require the combination of affiliates that are cn-
gaged in entirely unrelated businesses, thereby causing distortions in their
tax liability.

Fortunately, the question of unrelated businesses does not arise with banks
and bank-like entities. Federal law prohibits banks and bank holding com-
panies from controlling any subsidiaries that are not engaged in activitics
“‘incidental to the business of banking’ in the case of national banks® or
‘“closely related to banking or managing or controlling banks’’ in the casc
of bank holding companies.? Hence, no bank or bank holding company
subsidiary can engage in a business unrelated to that of banking.

The history of tax avoidance by multijurisdictional and multinational
business corporations suggests that profit shifting among banks and their
bank and nonbank subsidiaries will increase as interstate branch banking
grows. States can counter this problem by adopting the unitary business
principle. .

The Problem of Limited Jurisdiction
Branchless banking creates a new kind of state tax avoidance problem fu:

BContainer Corp. of America v. Franchise Tax Board, 463 U.S. 159 (1983).
2412 U.S.C. 24 (1984),
2512 U.S.C. 1843(a) (1982).
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which there is no ready-mace solution. Consider, for example, the follow-
ing common situation. Company A is a credit card subsidiary of a full-service
bank. Its only brick-and-mortar place of business is in state A, Company
A solicits its credit card customers solely by mail in all fifty states. Through
these mail-order operations, company A makes loans to consumers in every
state.

Even if we assume that one of these states, state B, has a source-based
law, it normally will not tax company A on the interest and fee income it
receives from residents of state B because company A does not have a brick-
and-mortar presence there. Even with the use of the unitary business princi-
ple, state B will not be able to tax its apportioned share of the interest and
fee income from company A’s credit card subsidiary unless company A has
a taxable affiliate located in state B. In order to overcome the tax avoidance
problem, states must broaden their Jurisdiction rules to allow them to reach
out-of-state companies that earn income within their marketplaces. Under
current state tax jurisdiction rules, much of the interest and fee income from
credit card sales is untaxed by any state. Typically, banks locate their credit
card subsidiaries in states that have no income tax, and the states in which
the subsidiary does business by mail and electronic means do not assert tax
jurisdiction over nonresident companies that have no physical presence there.
There appear to be two bases for the restricted jurisdiction rule: (1) the prac-
tical difficulties that are involved in discovering which out-of-state banks
do business in a state when that business is conducted solely by mail or elec-
tronically, and (2) the lack of clear statutory authority to assert jurisdiction
over out-of-state banks.

Jurisdiction Rules. According to early theories of jurisdiction, a state could
exercise in personam judicial jurisdiction? over individuals or entities only
if they were physically present within the state. In its early decisions, the U.S.
Supreme Court held that a state had power to render a judgment against
an individual or entity only if it could physically bring them before a court.
This power principle barred a suit against a corporation in any state other
than its domiciliary state because a corporation was deemed to be ““present”’
in only the state that issued its corporate charter.

In time, the power principle proved to be too restrictive. As the number
of corporations doing business in more than one state increased, the U.S.
Supreme Court gradually changed its interpretation of the requirements of
the due process clause. By the mid-twentieth century, the Court had moved

- %A state court can render a valid judgment against a nonresident defendant only if the court
has jurisdiction over the person (in personam jurisdiction) or over the property (in rem jurisdic-
tion). To adjudicate an action in personam (i.e., an action seeking to impose upon the defen-
dants a duty to do or refrain from doing some specific act or to pay a sum of money), a court
must have jurisdiction over the person of the defendant. To adjudicate an action in rem (i.e.,
an action seeking to determine claims to or rights in property even though the claimants are
ot personally present in thc state), a court must have jurisdiction over tue res. According to
the Supreme Court, the minimum contacts required by the Due Process Clause are the same
whether the action is in personam or in rem. Shaffer v. Heitner. 433 1}.S. 186 (1977

N e
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from a power theory of jurisdiction based solely on physical presence to a
sophisticated fairness standard based on the ‘“‘contacts’” which the nonresi-
dent corporation had with the state asserting jurisdiction.?” Over a period
of forty years, the Court has given content to the term ‘‘contacts.”’ In a series
of decisions, the Court has held that the necessary contacts are present if
the nonresident has either (1) purposefully established a relationship with
the forum state;?® (2) purposefully directed its activities at residents of the
forum state;?? (3) created a continuing contractual obligation with a citizen
of the forum state;* or (4) deliberately engaged in significant activities
within the forum state.’!

According to the Court, once any of the required contacts is established,
a nonresident defendant cannot avoid in personam jurisdiction merely becausc
he did not physically enter the state, since ¢‘it is an inescapable fact of modern
commercial life that a substantial amount of business is transacted solely by
mail and wire communications across state lines, thus obviating the need for
physical presence within a state in which business is conducted.” This
language, from the recent case of Burger King v. Rudzewicz, is tailor-made
for states that seek to assert jurisdiction over nonresident banks that con-
duct their interstate activities solely by mail, telephone or other electronic
means.

Nevertheless, state courts remain mired in the early jurisdiction concepts
of physical presence. While using the modern language of ‘““minimum con-
tacts,’’ these courts have retained a bias for actual physical presence. Indeed.
state courts frequently blend the two theories into a two-part jurisdiction
test. First, the state must show that the out-of-state business has contacis
with the state; then, it must show that the out-of-state business has a physical
presence within the state.

As authority for the two-part jurisdiction test, state courts often cite early
sales tax decisions of the U.S. Supreme Court. However, the imposition and
collection of a sales tax raises problems that do not exist with income taxcs.
Because a sales tax is imposed and collected at the time of the sale, it is dif-
ficult to apportion the tax among several states. Therefore, if more than onc
state is permitted to tax the sale, the seller will face multiple taxation. The
problem is particularly acute in the case of mail-order sales. For this reason.
the Supreme Court has required that the seller must be physically present
in a state before it can tax an interstate sale. The Supreme Court 8:5.:.2
find a fair and workable rule that would prevent multiple taxation of in-
terstate mail-order sales. So, by default, the rule became: because sevcril
states could tax an interstate sale, no state could tax the sale.’? To support
this rule, the Court relied upon the Commerce Clause, which prohibits multi

D International Shoe Co. v. Washington, 326 U.S. 310 (1945).
2BKanson v. Denckia, 357 U.S. 235 (1958).

PWorldwide Volkswagen Corp. v. Woodson, 444 U.S. 286 (1980).
OMcGee v. International Life Insurance Co., 355 U.S. 220 (1957).
3N Burger King Corp. v. Rudzewicz, 105 S.Ct. 2184 (1985).

32gee, e.g., J.D. Adamns Mfg. Co. v. MSEF 304 U.S. 307 (1938).
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ple taxation of companies doing business in interstate commerce.

In contrast to sales taxes, income taxes can readily be apportioned among
the states in which the income is earned, thereby avoiding the Commerce
Clause prohibition against multiple taxation. Since 1918,3% the Court has
routinely upheld, against Commerce Clause challenges, state laws that tax
an apportioned share of the income of a multijurisdictional business. Fur-
ther, since 1939, the Court has consistently held that the Due Process
Clause does not prohibit double taxation. Therefore, there is no constitu-
tional obstacle preventing a state from taxing its apportioned share of the
income of a bank that conducts its activities within the state by mail or
electronically.

Reporting Requirements. Presently, it is difficult for a state to discover
which banks conduct activities within the state when the contacts are solely
by mail or electronic means. Fortunately, states can solve this problem easi-
ly by enacting legislation that requires all nonresident corporations that
regularly transact business with its citizens (whether or not they have
employees or an office within the state) to file a Notice of Business Activities
with the revenue department.

At least one state, New Jersey, has such a statute—although for historical
reasons, it specifically exempts financial institutions. According to the New
Jersey statute, a nonresident corporation must file a Notice of Business Ac-
tivities with the state’s tax commissioner if (1) it maintains a place of business
or maintains personnel (employees, representatives, independent contractors)
in the state; (2) it owns or maintains real and/or tangible property in the
state; (3) it receives payments in excess of $25,000 from persons residing in
the state or from business located in the state; and (4) it derives income from
sources within the state.’ According to the latter two conditions, a nonresi-
dent corporation must file the notice even if it does not have a physical
presence within New Jersey.

Such a statute should pass constitutional muster in front of the U.S.
Supreme Court because it is a narrowly drawn law affecting interstate and
intrastate business equally and operates in an area of ““profound local con-
cern’’ such as banking and related financial activities.3

U.S. Glue v. Town of Oak Creek, 247 U.S. 321 (1918).
MCurry v. McCanless, 307 U.S. 357 (1939).
N.J. Stat. Ann. 14A:13-15 through 13-20.
¥See, Lewis v. BT Investment Managers, Inc., 447 U.S. 27, 38 (1980). (The Commerce
Clause does not prohibit narrowly drawn state regulatory legislation which affects interstate
and intrastate business equally, particularly in an area of ‘“‘profound local concern’’ such as
1king and related financial activities.) In Associates Consumer Discount v. Bozzarello, 149
Super. 358, 373 A.2d 1016 (1977), a nonresident corporation which had no employees and
no office in New Jersey was barred from maintaining suit in a New Jersey court because it had
ot filed a Notice of Business Activities as required by state law. The New Jersey superior court
held the constitutionality of the statute as an information gathering measure to safeguard
late’s revenue and to reduce unfair tax-free competition with businesses that pay taxes to
ate. A similar decision by the New Jersey superior court is now on appceal before the state’s
1¢ courl. Sce, First Family Mig. Corp. v. Durham, 205 N.I. Super. 251, 500 A.2d 746
11985); leave (o file appeal granted, 511 A.2d 675 (1986).
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CONCLUSION

By the end of 1986, nearly every state had passed legislation authorizing some
form of interstate branch banking. Also, recent judicial decisions have cleared
the way for banks to engage in de facto branch banking in every state through
the use of ATMs and affiliated nonbank banks. Yet, in the face of this in-
tense interstate banking activity, states continue to tax banks by using methods
that are based upon statutory restrictions and constitutional barriers that are
no longer valid and by relying upon regulatory definitions that reflect an
antiquated view of the nature and organizational form of banking.

The failure of states to address state taxation of interstate banking has
created a situation in which both banks and state coffers suffer: some banks
face multiple taxation while others escape state taxation. To solve these prob-
lems, states must adopt (1) formulary apportionment of the income of the
in-state and out-of-state banks doing business within the state to avoid dou-
ble taxation of bank income, (2) the unitary business principle to counter
tax avoidance through interstate profit shifting by banks, and (3) broader
jurisdiction rules to reach those banks that engage in branchless banking
within the state.

XXXXX

U.S. Prosecution of State and Local
Officials for Political Corruption:
Is the Bureaucracy Out of Control in a
High-Stakes Operation Involving the
Constitutional System?

. Arthur Maass
Harvard University

Perhaps the most serious and disabling federal intrusion of recent years into the independent
political status of state and local governments has been actions by the U.S. government to pro-
secute elected state and local officials and their close associates for local political corruption.
In 1986 U.S. Attorneys in New York, Boston, District of Columbia, Pennsylvania, and elsewheré
pursued such investigations and prosecutions with unusual vigor. These activities have a recent
genesis—since 1974—and they are basically unauthorized, in important respects out of control,
and overall questionable in terms of the federal nature of our constitutional system. These Sfind-
ings are supported by data from the Public Integrity Section of the Criminal Division and the
Office for U.S. Attorneys, both in the Department of Justice, and by opinions of U.S. courts,
legislative histories of bills and starutes, and sources on criminal law and political corruption.

In November 1986 a Working Group on Federalism of the White House
Domestic Policy Council issued a ‘‘comprehensive report’” analyzing the
status of federalism in America.! The working group was chaired by Assis-
tant Attorney General Charles J. Cooper. The Domestic Policy Council was
headed by Cooper’s boss, Attorney General Edwin Meese 111. The report
concluded that:

The last 200 years have witnessed the evisceration of federalism as a con-
stitutional and political principle for allocating governmental power between
the States and Washington. The Founding Fathers’ vision of a limited national
government of enumerated powers has gradually given way to an expansive,
intrusive, and virtually omnipotent national government. States, once the hub
of political activity and the very source of our political tradition, have been
reduced—in significant part—to administrative units of the national govern-

AUTHOR’S NOTE: | wish to thank Paul B. O’Brien and Paul M. O’Hanlon for research
assistance, and the following colleagues for their comments on the first draft: Samuel H. Beer,
tames W, Ceaser, Joseph Cooper, Martha Derthick, Lewis Dexter, John Dilulio, Philip B.
Heymann, Herbert Kaufman, R. Shep Melnick, Judith N. Shklar, and James Q. Wilson.

'““The Status of Federalism: A Report of the Working Group on Federalism of the Domestic
Policy Council” (Washington, D.C.: Domestic Policy Council, 1986, Mimeo.).
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The Modernization of State Bank Taxes

Sandra McCray, consultant to the
Advisory Commission on Intergovernmental Relations (ACIR)

~ In no area of state taxation have state legislation and
regulation lagged as far behind the changes in federal statutory
and constitutional law as in state taxation of national and state
banks. For example, about one-third of the states still tax only

those banks that have their principal office within their borders.

Such residence-based state taxation—i.e. taxation of domiciliary
banks only—is a product of a bygone era in which (a) nearly every
state banned interstate branch banking, (b) federal statutory law
restricted state taxation of national banks, and (c) Supreme Court
interpretation of the Constitution prohibited state taxation of
interstate commerce. None of these constraints exists today.
Moreover, because of recent technological and legal develop-
ments and sophisticated marketing techniques, banks can now
operate nationwide through the use of automatic teller machines
(ATMs), by telephone, and through mail solicitation of deposits
and credit card customers.

Another one-third of the states have taken the first step
toward modernizing their bank tax laws by providing for appor-
tionment and taxation of the income of out-of-state banks.
Unfortunately, however, most of these states are using the
Uniform Division of Income for Tax Purposes Act (UDITFA)
three factor formula, consisting of sales, real and tangible per-
sonal property, and payroll. That formula, which was developed
to apportion the income of multistate manufacturing companies,
is particularly unsuited for banks. Manufacturing companies
earn income by employing capital (in the form of plants, equip-
ment and machinery) and labor to produce a product, which is
then sold to produce income. Banks, in contrast, make income by

soliciting deposits, which they use to create loans (intangible
property) which in turn generate interest and fee income. Banks
also earn a significant amount of income from dealings in intan-
gibles other than loans, Le., securities and money market instru-
ments, and by providing a variety of services.

(concluded on next page)
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Bank Taxes (conclusion)

Given the importance of intangibles as an income-produc-
ing item for banks, the faiture of the UDITPA to include intan-
gible property in its property factor creates distortions in the
apportionment of banks’ income among states. For example,
while most of the real and tangible personal property (those
items included in the UDITPA property factor) is located in the
domiciliary state of a financial institution, the intangible property
of suchan institution (loans and deposits) invariably comes from
several states. Consequently, an apportionment formula that
uses only real and tangible property will benefit the state of
commercial domicile at the expense of the market states. If, as
is true in the case of the UDITPA, the formula also contains a
payroll factor, the balance will be tipped even further in favor of
the domiciliary state since most employees will be located there,
too. :

Further distortions are caused by the failure of states to
broaden their tax jurisdiction rules to permit them to tax out-of-
state “branchless banks” that conduct activities electronically
and by mail. Most states assert tax jurisdiction only over those
banks that have a physical location or employees regularly
stationed within the taxing state. Thus, out-of-state branchless
banks pay no tax to the market states in which they do business,
placing local banks at a competitive disadvantage.

Two states, Minnesota and New York, have completely
revamped their bank tax laws. Both states have chosen pure
source-based income taxation; that is, they apportion the income
of both in-state and out-of-state banks. Recognizing the defects
of the UDITPA formula, these two states have adopted new
formulas specifically tailored to the business of banking. The new
laws of New York and Minnesota represent two different ap-
proaches to the problem of apportioning the income of multi-
jurisdictional banks. The factors chosen by New York are
receipts, deposits, and payroll. The New York “situs rules”—~
rulesthat governwhich state shall be considered the source of the
different segments of a bank’s income—have a strong domiciliary
state bias. For example, according to the New York rules, the
situs of income from loans (other than credit cardloans) isinNew
York if the loan is “located in New York.” The statutory
definition of the phrase “located in New York” makes it clear
that in most cases all of the income from loans, wherever
orginated, will be deemed to take place in the state in which the
lending bank is located. The situs of receipts for services
performed by the taxpayer’s employees regularly connected with
or working out of a New York office is New York if such services
are “performedwith New York.” Theregulation deemsaservice
to be performed in New York if the costs of performance are
incurred there, regardless of where the services are consumed.

The factors selected by Minnesota—payroll, property, and
receipts—are similar to those in the UDITPA formula, buc the
Minnesota formula includes intangible property in the property
factor and excludes real property. The Minnesota situs rules,

which have a distinctly market state flavor, differ significantly
from the New York rules. According to the Minnesota situs
rules, receipts from unsecured commercial loans are deemed to
be in Minnesota if the proceeds of the loan are to be applied in
the state, and receipts from unsecured consumer loans are
deemed to be in Minnesota if the borrower is a resident of
Minnesota. The situs of receipts from the performance of
services is in Minnesota if the services are consumed in the state,
regardless of where the cost of the services is incurred.

Unilike New York, Minnesota has also amended its tax
jurisdiction statute. Activities that create jurisdiction to tax in
Minnesota include both the traditional “doing business” test,
which is based upon the taxpayer’s physical presence within the
state, and a “regular solicitation” standard, which does not rely

~ onan in-state physical presence. For example, according to the

Minnesota law, a financial institution is subject to tax if it
regularly solicits business from within the state. “Solicitation”
includes: (1) distribution by mail or otherwise of catalogs,
periodicals, advertising flyers, or other written solicitations or
business to customers in Minnesota; (2) display of advertise-
ments on billboards or other outdoor advertising in Minnesota;
(3) advertising in Minnesota newspapers; (4) advertising on
Minnesota radio or television.

Both New York and Minnesota have broadened their
definition of “bank” toinclude bank holding company subsidiar-
ies that engage in activities deemed closely related to banking
and certain financial institutions that engage in bank-like activi-
ties.

Although New York and Minnesota have made commend-
able progress in their attempts to modernize their bank tax laws,
many problems remain. For example, in an interstate environ-
ment banks can move their assets (loans) and liabilities (depos-
its) freely among the states in which they have an affiliate bank.
Thus, the state of domicile of a bank that orginates aloan will not
necessarily be the state of location of the bank that treats the loan
asan asset on itsbooks. The state of domicile of a depositor will
not necessarily be the state of location of the bank which holds
the deposit as a liability. The geographic separation of assetsand
liabilities from their source can make it difficult for states to
determine which state has the right to tax the interest income
from a loan, opening the door for overlapping situs rules and
multiple taxation. The trend toward loan securitization, which
separatestheloan originator from theinvestor, compoundsthese
problems.

These and other bank-specific issues may make the use of
pure source-based taxation unsuitable for banks and financial
institutions, requiring states to consider alternative methods of
income taxation. The need to do so will become more important
as banking corporations increasingly act on the national level.
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INTRODUCTION AND SCOPE OF STUDY

Nearly every state in the United States taxes banks using
methods based upon statutory restrictions and constitutional
barriers that are no longer valid and upon regulatory definitions
that reflect an antiquated view of the nature and organizational
form of banking. The Commonwealth of Massachusetts is no
exception to this general rule.

The attempt to apply tax laws containing rules and
definitions developed in the late 19th and early 20th centuries
to the modern business of banking creates many problems. These
problems are often easy to identify, seldom easy to solve.
Consider, for example, the definition of a "bank". The
Commonwealth has defined a "bank" for purposes of taxation by
reference to the regulatory definition of a bank. Accordingly, a
"bank" is an entity that accepts insured deposits in
Massachusetts. If one accepts the principle that competing
entities should be taxed similafly, then one must question
whether such a narrow definition of a bank is fair.

Today, unregulated entities such as retailers issue credit
cards in competition with bank credit cards, automobile

manufacturers provide financing for new cars in competition with
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banks, brokerage house offer a variety of cash management
programs designed to attract "deposits" in competition with
banks, and collateralized loans are increasingly bundled and sold
as securities in competition with banks. Yet, currently, most of
the above nonbank entities are taxed under the general business
corporation tax rather than the bank tax. The structure and rate
of the business tax are very different from and are, some argue,
more favorable to the taxpayer than the rate and structure of the
bank tax.

While all taxpayers, revenue directors and legislators may
agree that a good tax system should create tax parity among like
entities, few will agree on the exact meaning of tax parity or
how it should be achieved. Should the bank tax be amended to
match the business corporate tax? Or, should the Commonwealth
design an entirely new tax system to cover "financial
institutions" defined to include all entities which offer
competitive services? And, if Massachusetts chooses the latter
course, which of the above entities should be taxed as financial
institutions? The answers to such questions involve important
legal and policy considerations which must be identified and
analyzed.

The study which follows will examine this problem and
related issues in depth. The purpose of the study is to identify
the major problems with the current bank tax and to present
options for reform. Section I reviews the historical development

of the Massachusetts' tax on banks. Section II examines the
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structure and tax impact of the current bank tax, and evaluates
the claim that the tax places an undue and unfair burden on
Massachusetts commercial banks vis-a-vis their out-of-state and
in-state competitors. Finally, Section III addresses the issue
of reform. It describes, analyzes and evaluates alternative
methods of taxing the income of banks as well as the likely

revenue impact of reform.

I. BACKGROUND: THE HISTORICAL DEVELOPMENT OF THE MASSACHUSETTS

TAX ON BANKS

A. Commercial Banks

Massachusetts began taxing commercial banks in 1812. 1In
that year, the legislature passed a statute requiring all
iﬁcorporated banks to pay a tax of 1% per year on their capital
stock. Just seven years later in 1819, the U.S. Supreme Court
issued its momentous decision in McCulloch v. Marylandl which
shaped all state taxes on banks for the next century and a half.
In McCulloch, the Court struck down a Maryland statute that
imposed a tax on bank notes issued by any bank or branch not
chartered by Maryland. In a sweeping opinion, Chief Justice
Marshall held unconstitutional all stéte taxes (other than a real
property tax or a tax on bank shares) levied on a governméntal
instrumentality such as a national bank.

The Court's holding in McCulloch became the basis for the

first prong of the federal immunity doctrine which prohibits
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state and local governments from taxing federal instrumentalities
in the absence of spedific Congressional authorization. The
second prong of that doctrine, announced by the Court in wéston
V. Charleston, 2 holds that state and local governments cannot tax
federal obligations without similar Congressional authorization.
With the establishment of the national banking system through
passage of tﬁe National Banking Act in the 1860's, Congress
codified these two prongs of the federal immunity doctrine. In
the original Act and in later amendments, Congress described the
conditions under which national banks could establish branch
banks. The amendments set up a complex state and federal scheme
to regulate intrastate and interstate banking. This section
examines the impact of the two prongs of the federal immunity
doctrine and of the dual regulation of branch banking on the

evolution of the Massachusetts bank tax.

1. Federal Immunity for National Banks: The Massachusetts

Response.

At first the Court applied the doctrine of federal immunity
only to the federal government and the instruments through.which
it carried on its operations. Inevitably though, the scope of
entities protected from taxation grew. 1In its.heyday, the
doctrine, renamed the intergovernmental immunity doctrine,
protectéd both state and federal agencies from taxation as
entities, and it even protected state and federal officials from

taxation as individuals.
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Although the Supreme Couft and Congress have now narrowed
the reach of the doctrine, the effects of the previous broad
federal immunity linger in most state bank tax statutes. The
histéry of Massachusetts' taxation of commercial banks is a study
of one state's response to the restrictive federal legislation
passed pursuant to the constitutional powers of the federal
government first articulated in McCulloch v. Maryland.

According to the holding in McCulloch, a state could not tax
a national bank except by means of a real property tax or a tax
on bank shares. Although the constitutional restrictions applied
only to national banks, states applied the same restrictions to
state-chartered banks since they were loath to tax their own
banks more heavily than they taxed national banks.

During the Civil war, Congress strengthened the national
banking system by passing the National Bank Act.3 1In that Act,
Congress specifically authorized state taxation of national banks
by the two methods left open in McCulloch: a tax on their real
estate and shares. The Massachusetts legislature responded by
providing for state taxation of the shares of a national bank in
the cities and towns where the owners of the shares dwelled.4
Later amendments to the National Bank Act required that national
bank shares owned by nonresidents be taxed in the city or town
where the bank was located; shares owned by residents remained
taxable in the towns where they dwelled.® Again, the
Massachusetts legislature responded by passing legislation which

tracked the language of the federal statute. This method of
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taxing bank shares prevailed in Massachusetts until 1923,

But states continued to face problems in taxing banks. As
national banks grew in importance, states encountered unexpected
obstacles in their attempts to find a valid method of taxing
them. Many of these obstacles centered around the meaning of the
phrase "other moneyed capital". Section 41 of the National
Banking Act prohibited states from taxing national bank shares at
a rate greater than the rate they assessed upon "other moneyed
capital".® After state courts had struggled for some years to
find a workable interpretation of that phrase,’ the Supreme Court
finallf injected some substance into the term by holding that
section 41 preséribed equal treatment of all capital engaged in
earning money by dealing in money. Thus, a state could not tax
the shares of a national bank at a rate higher than the rate at
which it taxed the stock vof other corporations which were engaged
in the business of banking or the intangible personal property of
individuals who were similarly engaged.8

Although states attempted to comply with this requirement,
in practice, tax discrimination against national banks grew.
Individuals competing with national banks in such businesses as
lending money, buying and selling bonds, notes and mortgages
could and did easily evade state taxes on their intangible
personal property. Finding enforcement of their taxes on
intangibles impossible, many states switched to an income tax.
The Commonwealth was one of those states. In 1916, Massachusetts

exempted all intangibles, except national bank shares, from ad




7
valorem taxation and substituted a tax on income at the rate of 6
percent. ,

But the two different methods of taxing intangibles -- $18
per thousand on national bank shares and 6 percent of net income
for all other intangibles -- raised even more complex questions
of discrimination. For example, it was thought that a 6% income
té.x was roughly equivalent to an ad valorem tax of $3 per
thousand.® Thus, the stock of national banks was taxed at six
times the rate imposed on other moneyed capital. Banks soon
challenged this system of taxation. In 1921, a bank in Virginia
sued the city of Richmond arguing that the state tax
unconstitutionally discriminated against it because the ad
valorem rate on its shares was effectively higher then the income
tax rate on individuals who were engaged in a similar business.
The Supreme Court agreed.l0

Spurred on by the Court's holding in Merchant's National
Bank, national banks in Massachusetts sued to recover the back
taxes improperly assessed and collected.ll Finally, Congress
stepped in to relieve the bind in which state's found themselves.
In 1923 and 1925, Congress revised its early statute limiting
state taxation of national banks and enacted sec. 5219 to add
three new methods by which a state could tax a national bank: (a)
by including bank share dividends in the taxable income of a
shareholder, (b) by imposing a net income tax, and (c) by levying
a franchise tax according to or measured by net income.l2

In response to the federal changes, the Massachusetts
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legislature adopted an entirely new system of taxation of

national banks and trust companies in 1925.13 The new system

included an excise tax on the in(come of national banks having
their principal offices in Massachusetts and on trust companies
chartered under state law. The statute provided that the taxable
income would be the federal taxable income with certain
adjustments. The adjustments required that the net losses of
previous years deducted from federal taxable income be added back
along with all interest and dividends not included in the federal
return, except dividends of Massachusetts corporations. The
latter adjustment, which allowed the Commonwealth to tax interest
income from U.S. bonds and other federal securities, was put in
doubt by the 1929 Supreme Court holding in Macallen Co. V.
Massachusettsl4 discussed in the next section. Except for a
short period when the latter provision was repealed and except
for changes in the definition of net income and in the rate of
the tax, Massachusetts has retained its 1925 system of taxing
state and national banks.l1l5

The federal government, on the other hand, has dramatically
changed the statutes governing state taxation of national banks.
In 1976, Congress removed all prior statutory restrictions on
state taxation of national banks. Currently, sec. 5219, provides
that:

[f]or the purposes of any tax law enacted under authority of

the U.S. or any State, a national bank shall be treated as a

bank organized and existing under the laws of the State or
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other jurisdiction within which its principal office is
located.1®
Thus, the only remaining resfriction on state taxation of
national banks is that such taxes must not discriminate against

national banks.

2. Federal Immunity for U.S. Securities: The Massachusetts

Response.

In Weston v. Charleston, the Supreme Court applied the
federal immunity doctrine it had announced earlier in McCulloch
to strike down a property tax imposed by the City of Charleston,
S.C. on stock issued by the Bank of the U.S. and held by an
individual. The Court held that the tax violated the Borrowing
Clause of the Constitution. Thus, the second prong of the
immunity doctrine was born.

In 1862, Congress adopted a legislative exemption from state
taxation for "all stocks, bond, and other securities of the U.S.
held by individuals, corporations or associations within the U.S.
....",17mirroringthegpparentabsoluteprohibitionannouncedin
Weston. But this per se ban against state taxation of fedefal
obligations was short lived. In 1868, the Supreme Court upheld a
state franchise tax measured by net income including income from
federal obligations.l8

The original 1862 statute, with the judicially-created
exception for franchise taxes, remained in effect until 1959. 1In

that year, Congress amended the law to add the judicially-created
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exemption for franchise taxes. Currently, sec. 3701 provides:
All stocks, bonds, Treasury notes, and other obligations of
the United States, shall be e;tempt from taxation by or under
State or municipal or local authority. This exemption
extends to every form of taxation that would require that
either the obligations or the interest thereon, or both, be
considered, directly or indirectly, in the computation of
the tax, except nondiscriminatory franchise or other non-
property taxes in lieu thereof imposed on corporations.l1?
Because the Supreme Court had held that a state may tax the
income from federal obligations if it used a franchise or excise
tax and because the tax passed by the Massachusetts legislature
in 1925 was an excise tax measured by net income, it was thought
that the tax was valid. This certainty about the validity of the

tax dissolved in 1929, however. In Macallen Co. v. Mass.,20

decided in that year, the Court struck down the state's excise
tax on domestic business corporations to the extent that it was
measured by income from governmental bonds.

Noting the similarity between the excise tax on business
corporations and the excise tax on banks, Massachusetts adopted a
new definition of income for purposes of its bank tax.2l
According to this new definition, all income which could not be
taxed when received by an individual (e.g. interest income on
federal obligations) was exempt from the measure of a bank's
income. To compensate for the loss of revenue,'the legislature

increased the rate of the bank tax.<22
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Without expressly overruling Macallen, the Supreme Court in
1933 abandoned its earlier interpretation of the immunity
doctrine and upheld a California excise tax measured by net
income, including the income from governmental securities.23
In that same year, the Massachusetts legislature passed a law
reinstating the earlier, all-inclusive definition of income.Z24
Since that date, Massachusetts has continued to include income
from federal and state obligations in the measure of its bank

excise tax.

3. Branch Banking: The Dual Regulatory Scheme and the

Massachusetts Response.

The National Bank Act of 1864 provided that the "usual
business" of a national bank "shall be transacted at an office or
banking house located in the place specified in its organization
certificate". According to the Supreme Court's interpretation of
the Act, Congress did not thereby license national banks to
operate branch banks.25 Therefore, until Congress amended this
section of the National Bank Act in 1927, national banks.did not
have the power to establish branch banks.

In 1927, Congress passed the McFadden Act amending the
National Bank Act to allow national banks to establish branch
banks within the state in which they were located "if such-
establishment and operation are ... expressly authorized to state
banks by the law of the state in question ...".26 fThe act did

not empower national banks to operate interstate branches.
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Although the McFadden Act does not authorize national banks
to engage in interstate branching{ it does not prohibit them from
doing so. According to the Act, a branch includes any branch
bank, office, agency, or place of business at which deposits are
received or checks paid or money lent. There is plenty of room
within this definition of a branch for an out-of-state national
bank to engage in banking and bank-like activity without
violating the McFadden Act. For example, if a national bank
transacts business in a host state through the mail or by
telephone, it has not established a place of business in the host
state and is not, therefore, operating through a branch.

The interstate branching ban did not terminate all branching
activity. For example, there are no federal or state
prohibitions against the interstate expansion of banks through
nonbank subsidiaries. However, federal law does restrict the
activities of these nonbank banks. Section 4 of the Bank Holding
Company Act prohibits BHCs from owning or controlling any entity

that is not a bank unless the subsidiary's activities fit within

one of the categories listed.2?  Most nonbank entities are

established as section 4 (c)(8) subsidiaries.?8 According to
that section; a BHC may acgquire the shares of any company "“the
activities of which the Board ... has determined are (by order or
regulation) so closely related to banking or managing or
controlling banks as to be a proper incidént thereto ...."2°
Pursuant to this authority, the Federal Reserve Board has

promulgated Regulation Y which authorizes a wide variety of
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'permissible nonbank activities for BHCs including mortgage
banking, extension of credit throggh finance companies, issuance
of credit cards, provision of bookkeeping or data processing
services, issuance and sale of travelers checks, and operating
industrial banks.30

Second, banks can expand across state lines through the use
of "nonbank banks". According to the provisions of the Bank
Holding Company Act, a "bank" is a company which both: (a)
accepts demand deposits, and (b) engages in the business of
making commercial loans.3l A nonbank bank is an entity which
either accepts demand deposits or makes commercial loans, but not
both. Neither state nor federal léw prohibits a bank from
conducting interstate activities through the establishment of a
nonbank bank.32

Third, a bank or BHC may acquire a true bank across state
lines if the laws of the state in which the banks is to be
acquired or established expressly provide for such an entity.

To summarize, branch banking is controlled by both state and
federal law. For those banks subject to the McFadden Act
(branches of national banks and state banks which are members of
the Federal Reserve System) the following rules apply: each
state's law will determine whether a national or state bank may
engage in branch banking within its borders, and each state's law
will determine which activities engaged in by state banks
constitute branch banking; however, federal law (the McFadden

Act) will determine whether any particular operation engaged in
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or facility established by national banks constitutes branch
banking.33 Since the McFadden Act defines only the minimum
content of the term "branch", .‘;'.t is the administrative and
judicial interpretations which set the parameters of what is a
branch. For those entities subject to the Douglas Amendment, the
following rules apply: state law will determine whether a bank or
bank holding company can acquire a subsidiary bank within a
state; however, federal law will determine whether a particular
entity acquired by a bank holding company is a "bank".

Historically, the Commonwealth has legislatively restricted
intrastate and interstate branch banking. Prior law prohibited
Massachﬁsetts banks from operating branch banks (direct
branching) across county lines within the state. But, a
Massachusetts bank holding company could acquire a separately
incorporated and separately chartered bank (indirect branching)
across county lines.

State laws also prohibited all interstate branch banking
whether direct or indirect. Such laws did not, however, prevent
banks from establishing "nonbank" banks .in other states.

In the 1980's, the state removed these bans. Now,
Massachusetts banks can operate branch banks anywhere in the
state. And, in 1982, the Commonwealth passed legislation
authorizing regional reciprocal interstate banking. According to
this new law, a bank or bank holding company domiciled in
Connecticut, Maine, New Hampshire, Rhode Island or Vermont may

establish a branch bank or a subsidiary bank in Massachusetts if
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(a) it is authorized to do so by the laws under which it is
organized, and (b) the laws of the state of domicile of the bank
or bank holding company expressly' authorize Massachusetts banks
to establish (on terms no more restrictive than the Massachusetts

law) branch or subsidiary banks in such state.34

A. Thrift Institutions35

1. 1862-1966: Deposits Tax on State-Chartered Thrifts.

In 1816, the Commonwealth chartered the first thrift
institution -- the Provident Savings Bank =-- in the United
States. But, the state did not tax such entities until 1862.
Prior to that year, Massachusetts levied a tax on the deposits in
savings banks and assessed the tax directly to the depositors.
However, a large portion of the individual deposits was under
$500 and, for that reason, not included in returns to assessors.
Therefore, these deposits escaped taxation entirely.36

To overcome this problem, the state passed a new law in 1862
which required all institutions for savings incorporated under
the laws of Massachusetts to pay a tax on the average amount of
their deposits. In the years immediately followirig the passage
of this law, the deposits. tax faced several legal challenges.

For example, iﬁ 1866, the Provident Institution for Savings
sought to have the tax declared unconstitutional. Provident
argued that because the tax was a property tax which included in
its measure deposits invested in federal securities, the tax

violated the second prong of the federal immunity doctrine which
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held that states could not levy a property tax on obligations of
the United States.37 The U.S. Supreme Court disagreed.
According to the Court, the deposifs tax was a franchise tax, not
a property tax.38 As such, the tax could include in its measure,
deposits invested in federal securities without contravening the
Constitution.

With one exception, the state did not significantly alter
the base or nature of its tax on thrifts until 1966. In 1881,
the state amended its deposits tax to permit thrifts to deduct
investments in loans secured by mortgages of Massachusetts real

estate taxable in the Commonwealth from their tax base.3°

2. 1966-1984: Deposits and Income Tax on State-Chartered

and Federally-Chartered Thrifts.

Before the Great Depression, chartering of thrifts had
developed exclusively as a state activity. Federal chartering
began in 1933 as a part of a general relief package designed to
provide government support for the distressed mortgage markets.

Like national banks, federal thrift institutions are federal
instrumentalities immune from state taxation absent specific
Congressional authérization. However, unlike national banks,
Congress did not narrowly féstrict the methods by which states
could tax thrifts. Instead, Congress gave states broad latitude
to tax federal associations, requiring only that such taxes be
nondiscriminatory. Section 5(h) of the Home Owner's Loan Act of

1933 authorized states to tax federal savings and loan
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associations as follows:

[N]Jo State ... or local taxing authority shall impose any

tax on such association csr their franchise, capital,

reserves, surplus, loans or income greater than that imposed
by such authority on other similar local nutual or
cooperative thrift and home financing institutions.40

Nevertheless, Massachusetts did not begin taxing federal
thrifts until 1966. 1In that year the state completely revamped
its thrift tax by: (a) extending it to federal associatioris, (b)
broadening the deduction for investments in loans secured by real
estate to include loans made on property in contiguous states
within a radius of fifty miles of the thrift's main office, and
(c) adding an income tax component. As enacted in 1966, the
Massachusetts statute imposed an excise tax, measured by deposits
and income, on both state and federal institutions.

Once again, the tax faced Constitutional challenges. The
first challenge came in 1972 when the United States, on behalf of
the Federal Home Loan Bank Board sought to have the deposits
component of the tax declared unconstitutional because it
discriminated against federal savings and loan associations.41l
The discrimination resulted from the different state and federal
regulatory requirements imposed on thrifts.

According to Massachusetts law, state-chartered thrifts
could invest in out-of-state real estate loans only if the
property securing the loan was within a fifty-mile radius of the

originating thrift's home office. Federally-chartered thrifts,
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on the other hand, could make such loans on property located
within one hundred miles of their principal office. Because
federal associations made approximately 44 percent of their loans
on real property outside the 50-mile area, those associations
received a lesser deduction and paid a greater tax. The First
Circuit Court of Appeals held that the deposits tax was invalid
and unenforceable as applied to federal savings and loan
associations.42 Thereafter, only state-chartered thrifts paid
the deposits component of the tax. Federally chartered thrifts
remained subject to the income component of the thrift tax.

The U.S. Supreme Court heard a second constitutional
challenge to the Massachusetts thrift.tax in 1978.43 Again, the
tax was said to be discriminatory because of differing state and
federal regulatory requirements. The law allowed thrifts to
deduct from their taxable income any additions to the state
guaranty fund or to the reserves required by law or state and
federal supervisory authorities. First Federal Savings and Loan
Association argued that because the reserve requirements for
federal associations were lower than those set for state
institutions, the deduction for federal associations was smaller
than that for state-chartered entities; and, therefore, the tax
discriminated against the federal thrifts. The Supreme Court
disagreed. Finding the scheme neither unfriendly nor
discriminatory on its face, the Supreme Court upheld the income
component of the Massachusetts thrift tax as applied to federal

savings and loan associations.44
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In 1982, several mutual associations launched a third attack
against the constitutionality of the Massachusetts thrift tax.45
The savings banks and cooperativs banks first argued that the
income-based portion of the tax was unreasonable because it did
not fairly measure the value of their franchises. In particular,
these institutions challenged the Commissioner of Revenue's
interpretation of the phrase "operating expenses".

According to G.L. c.63, sec.ll as it existed in 1982,
thrifts could deduct all "operating expenses" from their net
income tax base. But, the Commissioner of Revenue disallowed
deductions for the amounts paid by mutual associations to their
depositors/shareholder, finding that these amounts were more 1like
nondeductible dividends than deductible interest payments.46 The
Massachusetts' Supreme Judicial Court upheld the Commissioner's
ruling finding that "there is ample support for the
Commissioner's position that payments made to depositors are
analogous to dividends and thus not deductible as 'operating
expenses'", 47

In a second prong of their suit, the mutual associations
argued that because the Commissioner applied the deposits portion
of the thrift tax to state-chartered associations but not to
federally-chartered institutions, the tax violated the equal
protection clause of the federal constitution. The state supreme
court upheld the thrift tax against this challenge too. Because
of the repeal of the former tax on thrifts, both of these issues

are now moot.
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3. 1985-Present: Income Tax on all "Banks".

Beginning in 1977, the thrift industry in Massachusetts’
sought legislation to achieve tax parity with commercial banks.
Tax parity bills were introduced in the legislature during the
next seven years until finally in 1984 a tax parity bill passed
both houses. The Governor signed the bill in January, 1985.
Now, the state's thrift tax is a residence-based tax identical in
base and rate to the bank tax.

Like commercial banks, thrifts must compete with unregulated
entities for business. Also, thrifts are subject to interstate
branching restrictions similar to those on commercial banks.48
Therefore, the discussion which follows applies equally to

commercial banks and to thrift institutions.

II. THE CURRENT MASSACHUSETTS BANK TAX

Massachusetts bankers have repeatedly criticized the state's
tax on banks and thrifts as fundamentally unfair. They claim
that the unfairness includes the following: (1) the bank tax rate
is significantly higher than the rate in other states placing
Massachusetts bé.nkers at a competitive disadvantage vis-a-vis
bankers in other states; (2) the bank tax rate and structure are
less favorable than the rate and structure of the Massachusetts
tax on general business corporations placing Massachusetts

bankers at a competitive disadvantage vis-a-vis their nonbank
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competitorswithinmassachusetts;and,(3)underthecurrentlaw,
Massachusetts cannot effectively(tax out-of-state banks. Other
critics of the bank tax focus on problems in the calculation of
the tax base.

This part of the study describes the current law and
evaluates the criticisms by measuring the bank tax scheme against
the criteria of a good tax as identified by the Special
Commission on Tax Reform. Those criteria are: (1) neutrality,
(2) fairness, (3) competitiveness, (4) exportability, (5) cost

effectiveness, (6) stability, and (7) simplicity.

A. Overview of Bank Tax

1. Entities Subject to the Tax

G.L. c. 63, secs. 1 and 2 govern taxation of banks in
Massachusetts. For purposes of these sections, a "bank" is a
commercial bank or thrift which is chartered by the federal
government, by the Commonwealth of Massachusetts, or by a foreign
country. According to the language of section 1, the
Commonwealth cannot tax a bank which is chartered by another
state even if the out-of-state bank is doing business in
Massachusetts. 49

In practice, the definition of a bank is limited in another
significant way. An entity is not deemed to be a "bank" for
purposes of the tax unless it meets the state's regulatory
definition of a bank; that is, the entity must accept insured

deposits in Massachusetts.




22
In sum, the following bank and bank-like entities do not pay
the Massachusetts bank tax: (a) bank subsidiaries such as loan
production offices, credit card subsidiaries, and mortgage banks
(because such entities do not meet the regulatory definition of a
bank), and (b) banks chartered by other states (because such
banks are not included within the statutory‘ definition of a

bank). Nonbank bank subsidiaries are subject to the

Commonwealth's general business corporation tax.

2. Residence-based Taxation

Thé bank tax is a residence-based tax; consequently, some
banks domiciled in Massachusetts and doing business within and
without the state could be subjected to multiple taxation while
other banks which are not domiciled in Massachusetts may escape
all Massachusetts taxation. The reason for this latter problem
is found in the definition of net income.

Federally-chartered and state-chartered banks are taxed on

their "net income" at the rate of 12.54%. Chapter 63, section 1

defines net income as the bank's gross income from all sources,

without exclusion. This section imposes a residence-based tax on
all federally-chartered and state-chartered banks. That is,
those banks must pay a tax on all their income whether or not
that income is earned from sources within Massachusetts. For
example, if a bank which is domiciled in Massachusetts (e.g. a
state bank chartered by the Commonwealth or a national bank with

headquarters in Massachusetts) does business in one or more other
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states, that bank may be taxed by those states on the income it
earns from sources within those states. But, the Commonwealth
will continue to tax its domiciliary bank on all of its income
whether or not it is earned from sources within Massachusetts and
whether or not it is subject to tax elsewhere.>?

The only way a Massachusetts-based bank can escape taxation
on all of its income is to conduct its out-of-state business in a
state which does not impose a tax on its activities or through a
subsidiary separately inéorporated in the other state.
Conversely, a bank which is domiciled in Connecticut and does
business through a branch in Massachusetts escapes taxation in
the Commonwealth because the law has no provision for
apportioning the income between Massachusetts and Connecticut.

This system of taxation has Constitutional ramifications.
Some Supreme Court cases appear to sanction residence-based
taxation of corporations which are domiciled in the state
imposing the tax; thus, a residence-based tax imposed on a
Massachusetts domiciliary bank is at least arguably
Constitutional. But, the Court has always prohibited-residence-
based taxation of nonresident corporations. Because a branch of

a federally-chartered bank which is headquartered outside of

Massachusetts is considered a nonresident, a state cannot tax

that branch on a residence basis; instead, the state must use a
source-based tax. Source-based taxation requires the use of an
apportionment formula, a method not granted to banks (except

banks incorporated in a foreign country) by the statute.




24
3. The Tax Base

Banks subject to the Massachusetts bank tax must pay a tax
at the rate of 12.54% on their net income. "Net income" is
defined as:

[t1he 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 .... Deductions with respect to the following

items, however, shall not be allowed:--

(1) dividends received,

(ii) 1losses sustained in other taxable years, and
(iii) taxes on or measured by income, franchise taxes
measured by net income, franchise taxes for the
privilege of doing business and capital stock taxes
imposed by any state of the United State, the District
of Columbia, the Commonwealth of Puerto Rico, any
territory or possession of the United States or any\
foreign country, or a political subdivision of any of
the foregoing.

Except for the above three adjustments, the state's bank t.ax
base "piggybacks" on the federal tax base. Some argue that
Massachusetts shouldpartially decouple from the Internal Revenue
Code. As an example of the unfairness created by the piggyback,
Massachusetts bankers cite IRC section 291 (a) (3). That section
disallows all deductions for expenses associated with earning

income from tax exempt bonds. Since Massachusetts taxes these
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bonds, the reason for the disallowance of expenses at the federal
level is not present at the state level. Because the state tax
also disallows the same deduction for general business
corporations, the issue is primarily one of revenue, not
fairness.

As will be seen in Section B, infra, the statutory net

- income base of banks differs markedly from that of general
business corporations.

‘4. Revenue

According to the Commonwealth's Financial Report, total
state revenues in 1984 were $8,382,082,000. Table 1 shows the
contribution of each of eight major revenue-producing categories
to the total for the years 1975-1984. Taxes represent roughly
two thirds of the state's total tax revenue.

Table 2 jllustrates state tax revenue by source for the
years 1975-1984. It shows that in 1984, banks paid $100,227,000
in state tax -- 1.8% of the state's total tax receipts. Over the
>10 year periéd, bank tax collections increased 152 percent from
$39,628,000 to $100,227,000, an average compound growth rate of
11 percent. During that same period, total tax collection
increased 171 percent from $2,088,572,000 to $5,659,551,000, an
average compound growth rate of 12 percent. Thus, relative to
total tax revenues, the contribution of banks has decreased from

1975-1984.

B. Neutrality/Fairness: Structural and Rate Difference within
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Massachusetts

Tax neutrality means that taxes should interfere with
decisions of taxpayers to a minimal extent. That is, tax
provisions should apply in an even-handed manner to different
industries. Fairness requires that all taxpayers bear their
"fair share" of the total tax burden. Thus, one can measure the
neutrality and fairness of the Massachusetts' bank tax by
comparing it to the state's general business corporate tax.

1. Structural Differences

The structure of the two taxes is very different. Like the
bank tax, the calculation of net income for the purposes of the
general business corporation tax begins with the federal
definition of gross income. Thereafter, the bases of the two
taxes have little in common. For example, the following state
exclusions and deductions froh the taxable net income of a
business corporation have no counterpart in the bank tax: (a) the
exclusion of some dividends from the taxable net income base, (b)
a deduction for net operating losses for certain corporations,
(c) a deduction for 25 percent of the wages paid to eligible
poverty area employees, and (d) a deduction for 50 percent of the
contributions of computer equipment and software to any tax-
exempt organization in Massachusetts for use in elementary or
secondary education. |

Other structural differences between the two taxes are more
significant. In particular, sections 38 and 32B of the general

business tax provide important statutory benefits to general
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business corporations that are not granted to banks. First,
pursuant to section 38, ‘the business corporation tax is a source-
based tax. Both domestic and foreign corporations which have
income that is taxable within and without Massachusetts pay tax
on only that fraction of their income which is attributable to
Massachusetts by a three-factor formula. Thus, no Massachusetts
business corporation will be subject to multiple taxation and no
foreign business corporation will escape statutory taxation.

Second, according to section 32B two or more business
corporations, domestic or foreign, which have filed a federal
consolidated return and which have a taxable nexus in
Massachusetts may choose to pay tax on their combined net income.
Business corporati'ons choosing this option can reduce their
Massachusetts tax liability by offsetting the losses of one
subsidiary against the income of another.

2. Rate Differences

It is relatively easy to compare the structural diffefences
between the bank and business taxes, to identify the statutory
advantages given to business corporations and to conclude that
the Massachusetts bank tax structure is not neutral when compared
to the structure of the business tax. These structural
differences make it impossible to tompare the tax rates of the
two taxes in the same straightforward manner. Not only do the
two tax bases differ, but the business corporation tax is not a
straight net income tax. Instead, that tax has two parts, a net

income tax component and a property or net worth tax component.
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The nominal rate on net income attributable to Massachusetts is
9.54%; the rate on property or net worth is $2.60 per $1000 of
property attributable to Massachﬁsetts.

Because of the impossibility of difect rate comparison
between the bank tax and the business tax, studies have used
indirect methods to calculate the differences in the rates. In a
1984 study by the Executive Office for Administration and
Finance, the authors sought to estimate the amount of tax that
commercial banks would pay under the structure of the general
business tax. Using FDIC operating statistics, the authors
projected the aggregate amount of tax that Massachusetts' banks
would have paid if they had been subject to the general corporate
excise during the years 1980-1982. The projections are only
rough approximations since the authors had to use nominal rates
and since the bank tax liability was based on FDIC statistics on
banks' income tax reserves, figures that typically overstate the
liability.

Table 3 displays those projections. The calculations show
that, in the aggregate, commercial banks would have pz-iid 17% less
state tax under the business corporation excise than they
reserved for commercial bank taxes in Massachusetts. This
translates into an aggregate tax savings to commercial banks of
$10,000,000 per year. Bank tax savings would have been greater

under an apportionment formula.

C. Competitiveness: Rate Differentials Across States.




Equity

Bank premises, furniture
and fixtures

Less: mortoage indebtedness
Net

Net worth [(1)-(4)]

Income before taxes and
securities transactions

Bank tax at 12.54% rate
(current)

Corporate income tax at 9.50%
Corporate pet worth at 0.26%
Total corporate tax

Corporate tax as % of bank
tax [(10)/(7)]

Bank tax less corporate tax
17 - (101}

£ 8 73
$1,847.7M $2,030.9M  $2,240.3M

532.0 605.4 686.0

—47.6 __44.8
484.9 557.8 641.2

1,362.8 1,473.1 1,599.1
364.1 411.7 452.5
45.66 51.63 56.74
34.59 39.11 42.99
3,54 3,83 4.16
$38.13M $42.94M $47.15M
84% 83% . 83%
$7.5M $8.7M . $9.6M

MNote: Projected bank excise liability (line 7) is taken from FDIC statistics
on banks' income tax reserves and is substantially higher than actual

collections in 1980-82.

likely overstated.

Source:

Therefore the projected savings (line 12) are also

FDIC Bank Operating Statistics, and Budget Bureau calculations.
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‘Generally the competitiveness of a tax is tested by
comparing tax burdens across states. Corporate taxpayers argue
that tax rates which are out of line with national averages
discourage businesses from locating or expanding their operations
within that state. Using the rate comparison method as our
guideline, how competitive is the Massachusetts bank tax?

1. Nominal Rates

The nominal rate on the net income of Massachusetts' banks
is 12.54%. According to the study conducted by the Executive
Office for Administration and Finance, the Massachusetts nominal
rate is one of the highest in the nation. Table 4 lists the
states and their nominal rates.

However, there are at least two reasons that this nominal
rate does not accurately measure the competitiveness of the
Massachusetts bank tax. First, mahy states either do not use an
income tax at all or use such a tax only in combination with a
deposits, shares or other tax. For these states, the authors of
the study calculated equivalent income tax rates using FDIC
average income and asset data which may not reflect the true
picture in each state. A second and more serious flaw in using
nominal rates to measure the competitiveness of the state tax is
thét such rates do not take into account either the depth of the
tax base or the breadth of the administrative enforcement of the
law. The latter two variables determine in large part the amount
of tax that the taxpayer will actually pay.

2. Effective Rate




State

‘New York
MASSACHUSETTS
Minnesota
Bawaii

~ Connecticut
California
Nebraska
District of Columbia
New Bampshire
New Jersey
Delaware

Nevada
Rhode Island

Wisconsin
Idaho
Tennessee
Oregon
North Carolina
Alaska
Missouri
North Dakota
Pennsylvania
Mississippi
Arizona
Kansas
Kentucky
Alabama
Arkansas
South Dakota
Florida
Colorado
Iowa

Utah

New Mexico
Virginia
South Carolina
Oklahaoma

Maryland
38-state average

TABLE 4

.Inoone only (I)
Rate

13.823%
12.54
12.0
11.7
11.5
10.9
10.27
9.9
9.32°
9.0
8.7
8.0
8.0
7.9
7.7
7.59
7.5
7.27
7.0
7

7

6

6

8

.0

0
8
.5
5
3
0

wd N

6
6
6
6.0
6.0
6.0
5.63
5.0
5.0
5.0
4.8
4.52
‘.

4

3

5
0
.58

OHHDHH HHO HHHUOHHOOHHHOHUOHHHOHHMN HOHHHHHKH

7.554%

Mote: I (income) states are those with an income tax only, or income plus
minor (estimated equivalent rate less than 0.2%) other taxes. D (deposit and
other) states have major deposit, share, Or other taxes in addition "~

to or in place of incame taxes.
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The effective tax rate, which measures the amount of tax
actually paid, providés a clearer picture of the tax burdens
across states. Two Massachusetts studies have compared
effective state tax rates on banks. A 1980 study by Peter
Merrill calculated taxes paid by banks in twenty (20) states as a
percentage of their assets. The study showed that the tax burden
in Massachusetts was higher than in any other state in the study.
Unfortunately, the Merrill study is unreliable. The authors of
the study admit that many states included in the study used a tax
basis other than or in addition to net incéme, and that those
states were unable to provide accurate payment data. In some
cases, the authors used FDIC data to fill in the gaps; but the
FDIC data did not include deposits, share or equity tax
collections. For these reasons, the study seriously understated
the effective tax burden in many states.

The study conducted by the Executive Office for
Administration and Finance compared effective bank tax rates
among twenty eight (28) states. In order to improve the
reliability of their study, the authors did not include the
twenty two (22) non-income tax states. Tables 5 and 6 show the
results of their comparisons. Table 5 compares tax burdens among
the twenty-eight states using FDIC bank data, FDIC state/local
tax data and actual tax collection data from the seven state that
were able to provide separate information on bank tax revenues.
Over a three-year period -- FY 80-82 -- Massachusetts ranked

fifth in average bank tax burden. Massachusetts exceeded the
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‘average by 43% over the three years.

Table 6 compares the tax burdens using straight FDIC data.
Here, Massachusetts ranks second among the 28 states. 1In a
variant of the above method, the authors reported the results
using actual tax collection data for Massachusetts and FDIC data

for all other states. Using this latter method, the

. Massachusetts tax is 23% above the national average.

The wide spreads reported in these studies in the ranking of
the Massachusetts tax burden across states and in the percentage
by which the Massachusetts tax varies from the national average
testify to the difficulty of pinpointing Massachusetts' place on
the tax burden ladder. Nevertheless, it is possible to conclude
that the Massachusetts bank tax ranges from 23-43 percent above
the national average.

3. Effect on Bank Performance and Activity in Massachusetts

Concluding that the state bank tax is higher than the
national average solves only one part of the coﬁpetitive
equation. Next, one must examine the effect of the state tax on
bank performance and on bank economic activity within
Massachusetts.51

The Peter Merrill study briefly investigated the effect of
Massachusetts' bank tax on bank performance and economic
activity. The study found a negative correlation between bank
taxes and growth of bank assets and a positive relationship
between assets and job growth. Merrill concluded that the 'fheavy

taxes on Massachusetts banks have restricted the growth of the
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banking industry, which is turn has limited the amount of credit
the industry could make available for investment in the economic
development of the Commonwealth."

On the other hand, the study conducted by the Executive
Office for Administration and Finance, using the same data,
reached the opposite conclusion =-- the states with the most
banking activity (the highest concentration of assets) are those
with the highest taxes. Moreover, this study found that, in
terms of employment growth and profitability, commercial banks in
Massachusetts are strong. Table 7 shows that profitability for
the state's banks exceeded the national average over the 1980-
1982 period (20.1 percent income-to-equity ratio, compared to
16.7 percent nationwide ratio); when adjusted to reflect the
relatively higher tax burden imposed in Massachusetts, the
average profitability was still three points ahead of the

national average.

D. Exportability

Most states seek exportability of taxes in setting their tax
policy. They prefer taxes borne by nonresidents to those borne
by residents of the state.

Three aspects of the Massachusetts bank tax are particularly
relevant to the issue of exportability: the lack of source-based
taxation, the narrow definition of a bank, and restricted
jurisdiction.

l. Lack of Source-based Taxation
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As we have noted previously, the statute does not provide
for source~-based taxation through( an apportionment formula. The
résult is anomalous vis-a-vis the principle of exportability.
Banks domiciled in Massachusetts must pay tax on all of their
incomé even if a portion of it is earned by a branch located in,
say, Connecticut, and even if Connecticut taxes that portion.52
And, nondomiciliary banks doing business through a branch located
in Massachusetts escape tax entirely.

2. Narrow definition of "Bank"

Certain subsidiaries of out-of-state banks that provide less
than full service banking, such és loan production offices, are
not taxed as banks because they do not meet the regulatory
definition of a bank. Instead, such subsidiaries are taxed as
general business corporations. According to data compiled by the
Massachusetts Department of Revenue, these subsidiaries typically
pay little or no tax.

The tax liability of such bank subsidiaries is calculated by
using the apportionment formula for general business
corporations. Because that apportionment formula was not
intended for use with banks and bank-like entities, it does not
include a factor that measﬁres intangible property, the primary
means by which banks and bank-like entities (such as loan
production offices) earn income. Moreover, the income base of
such subsidiaries is likely to be very small. Loans negotiated
at a loan production office are "closed" or finalized only at the

headquarters office of the out-of-state bank. The local LPO
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usually pays a fee to its parent for this service which reduces
its Massachusetts income considerably (the parent's income is not
taxed by the Commonwealth). Thi§ combination of the use of an
apportionment formula which does not accurately measure the in-
state activity of the subsidiary and an income base which is
reduced by management fees paid to the out-of-state parent
results in an artificially low tax liability in Massachusetts.

3. Restricted Jurisdiction

The third prong of the exportability issue is more subtle.
Today, many out-of-state banks engage in numerous banking
activities in all states including Massachusetts and do so
without having a brick-and-mortar presence in those states. For
example, a iarge fraction of the credit cards held by residents
of all states is issued through the mail by out-of-state banks.
These absent, nonresident banks earn interest and fee income from
Massachusetts residents who use these cards.53 Although this
income is from Massachusetts sources, it is not taxed by the
Commonwealth. The reason for this situation (in addition to the
lack of a statutory apportionment formula) is a restricted
jurisdictional rule.

Currently , Massachusetts ddes not tax out-of-state banks
which earn income from business that they transact with the
state's residents if those out-of-state banks do not have a
physical location in Massachusetts. Because of this practice,
much.Massachusetts-source income goes untaxed. Banks and bank-

like entities find it particularly easy to conduct business
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across state lines by periodic visits and by mail, telephone, or
other electronic means. In addition to the credit card
activities, out-of-state banks conduct full-service banking
by mail, telephone and automatic teller machines, and solicit
loans by sending call officers (representatives) into the
state.34 oOut-of-state banks which conduct their in-state
activities through the mail, by telephone or through periodic
visits are the quintessential nonresidents since they do not own
property in Massachusetts and do not employ persons in the state,
and do not pay tax to Massachusetts despite the fact that they

derive substantial revenue from the state.

E. Other Considerations

l. Cost Effectiveness

Cost effectiveness requires that only those tax incentives
that are cost effective in achieving their goals be utilized. In
generél, the COmmohwealth has not provided any specific tax
incentives for banks, and so the bank tax cannot be judged
against the criteria of this category. Of course, some bank
subsidiaries that are taxed as general business corporations may
be able to take advantage of one or more of the tax incentives
granted to business corporations. But these incentives were not
designed for banks or bank-like entities.

2. Stability

Stabill:.ty refers to the minimization of annual fluctuations

over the business cycle. A tax measured by annual net income
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does not necessarily provide a stable revenue base:; a bank which
experiences a net loss will pay virtually no tax. Arguably, a
business that experiences a net loss in one or more years should
still pay tax because taxes are, at least in part, an exaction
for the benefits and protections provided by the state. A
corporation operating at a loss continues to receive state
benefits and protections similar to those received by profitable
businesses.

The bank tax statute does provide for a minimum tax.
However, the tax -- in the amount of $288 -- appears to be a
token tax rather than an alternative tax assessed according to a
benefits principle. Apparently, the Commonwealth has paid heed
to considerations other than revenue in setting the minimum tax
rate.

3. Simplicity

Simplicity means that there are no unnecessary burdens in
terms of both administration and compliance. From the point of
view of the Revenue Department, the present bank tax is not
burdensome to administer. In general, a residence-based tax is
far easier to administer and enforce than a source?based tax
which requires the use of an apportionment formula.

Massachusetts bankers, on the other hé.nd, complain that the
current system unnecessarily complicates their compliance with
the law. As noted previously, a nonbank branch of a
Maséachusetts bank is taxed under the bank statute while a

nonbank subsidiary is taxed under the more favorable general .
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business tax statute. This system encourages banks to operate
their branches as subsidiaries, increasing both the complexity of
their corporate structure and the;.ir costs. Since this kind of
corporate restructuring to take advantage of legal loopholes is a
common "tax planning" tool, it would probably occur under any tax
structure that the state could devise. Consequently, it is
difficult to ascribe the increased complexity in the corporate
organization of banks to the current method of taxing banks.

Massachusetts bankers aiso maintain that their compliance
task would be easier if the statute contained provisions for
filing a consolidated or combined return. This contention has

merit and is covered more fully in section IV.

"F. Summary
When tested against the criteria of a "good" tax, the
Massachusetts bank tax gets low marks in several éreas. The
deficiencies in the tax appear to be largely the result of
historical forces rather than conscious tax policy decisions.
Consider, for example, the external environment existing at the
time the tax was drafted: (a) State and federal laws combined to
prohibit interstate branching, (b) federal laws restricted the
methods by which states could tax national banks, (c) banks were
subject to requlatory rate restrictions which limited competition
among banks, (d) nonbank corporations did not compete with banks.
Now, consider the situation today: (a) Nearly every state

has passed laws permitting some form of interstate branching, (b)
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Congress has removed all restrictions on nondiscriminatory state
taxation of national banks, (c) Congress has lifted all
regulatory rate restrictions, and( (d) many nonbank corporations
engage in activities in competition with banks.

Most of these changes have occurred since 1976. Yet, the
Commonwealth has not significantly revamped the structure of its
bank tax since 1925. Therefore, with regard to state taxes,
Massachusetts-based banks operate at a disadvantage in today's
more competitive environment. The structure of the current tax
is neither neutral nor fair when measured against the structure
of the tax on general business corporations.

Unlike banks, general business corporations may apportion
their income, paying tax on only that amount which is
attributable to sources within Massachusetts, and they may file
consolidated returns and deduct some dividend income from their
Massachusetts taxable income. General business corporations
also appear to have a rate advantage over. banks, although the
magnitude of this advantage is difficult to measure because such
corporations must also pay a property tax.

Under the present tax, Massachusetts banks also suffer
a rate disadvantage vis-a-vis their interstate competitors.
Again, although the magnitude of the rate variance can only be
estimated, it appears to range from 23 to 43 percent above the
average. |

Finally, the Commonwealth's bank tax scores very low in the

area of exportability. Indeed, the tax favors out-of-state banks
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over in-state banks.
o Section III describes and analyzes several options for
increasing the neutrality, fairness, competitiveness and

exportability of the tax.

s
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III. OPTIONS FOR REFORM

The shortcomings of the present bank tax can be addressed in
one of two ways. First, the legislature could amend the bank tax
so that it conforms more closely to the tax on general business
corporations. This might entail, for example, adding new
sections to provide for one or more of the following:
apportionment of income, filing of consolidated returns, rate

relief, a partial exclusion of dividend income from the tax base,

-or a partial exclusion of income from state and federal

obligations from the tax base. Alternatively, the Commonwealth
could choose to rewrite the bank tax completely. The new law
might apply, for example, to all competing financial institutions
whether or not they are "banks". Like the first option such a
new law might provide for apportionment, consolidated returns,
rate relief, etc.

This initial decision -- to retain a separate tax on banks
or to draft a new tax law for financial institutions -- is
revenue neutral. After one determines which entities are subject

to the féx, the next step is to design the structure and rate of

the tax. It is here that revenue considerations come to the

forefront.
This section begins with an analysis of the options for
classifying the entities which will be subject to the tax and

ends with an analysis of the choices for structural change.
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A. Definitions of Financial Institutions for Purposes of
Taxation
It is significant that maj or money-center states which have

to date modernized their bank taxes have extended the reach of

‘their new taxes beyond the regulatory definition of a bank.

Several considerations dictate this result. Perhaps the most
important one is that it is illogical to tax like institutions
under different systems. To take an example from the
Massachusetts bank tax, why should a loan production office which
is a subsidiary of a bank be permitted to apportion its interest
and fee income under the general business tax while a bank
engaged in the same activity cannot? The solution to this
question does not lie in giving banks the same righf to apportion
their income since the loan production office would remain
subject to a different and often more favorable apportionment
formula. The answer to the problem is to define "bank" in such a
way as to include loan production offices and other such
financial institutions under the same tax.

On the other hand, an expanded definition of a bank may
increase the complexity of the law unless the statute clearly
defines the financial institutions that are subject to the tax.
Fortunately, two states have had some experience with an expanded
definition of a bank.

1. New York Definition

In 1985, New York completely revised its bank tax to make it

similar to the state's tax on general business corporations.
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Like MaSsachusetts, New York had not significantly changed its
bank tax law since its enactment in 1926.55 In its new law, New
York has abandoned its previous reliance on the regulatory
definition of a bank.

The new 1éw applies to every "banking corporation" that is
exercising its franchise or is doing business in New York. A
"banking corporation" is defined as:

(a) any corporation that is organized under the laws of New

York, any othet'state, or country (U.S. or foreign) and that

is doing a banking business, or

(b) any corporation the stock of which is 65 percent or more

-owned or controlled by a bank holding company and that is
engaged in a business that can be lawfully conducted by an
entity described in (a) above or is engaged in a business
that is so closely related to banking or managing or
controlling or managing banks as to be a proper incident
thereto.

Essentially, then, a banking corporation is one which is
either doing a banking business or is a subsidiary of a bank
holding company. The law defines a "b;nking business" as the
business that a traditional bank is authorized to do and the
business that any other corporation can do which is substantially
similar to the business of a tradifional bank.

The law makes the ﬁhe task of revenue authorities and
taxpayers easier because it clearly defines which entities are

subject to the tax. This is done by regulations which give
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specific examples of the kinds of entities which are banking
corporations under (a) above and then by referencing the federal
regulations that specifically list the subsidiaries of bank
holding companies which are banking corporations under (b) above.

On the other hand, the gains in simplicity that arise from
the specificity of the law must be weighed against the loss in
flexibility. It is obvious that the financial markets are
rapidly changing: new methods of financing are being developed
and new competitors are appearing. In such an environment, a law
which restricts the definition of a financial institution may be
quickly outdated.

2. The American Bar Association Definition

The model federal statute proposed by the American Bar
Association is an example of a law that contains a definition of
a bank which is so restrictive that the entire law appears
antiquated even though it is only five years old.

The model law applies only to a "depository" defined as any
of the following: (a) a bank whose deposits are insured by the
Federal Deposit Insurance Act, (b) an institution whose accounts
are insured by the Federal Savings and Loan Insurance
Corporation, (c¢) a thrift which is a member of a Federal home
loan bank, (d) any other bank or thrift incorporated or organized
under the laws of any state which is engaged in the business of
receiving deposits, or (e) any company organized under the laws
of a foreign country which maintains a branch or subsidiary in

the U.S. and which receives deposits.
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Today many non-depository institutions engage in financial
activities in competition with banks. In such an environment, a
law which limits its tax to depos&tories will fail to treat like

institutions similarly.

3. The California Definition

California's law contains the broadest definition of a bank.
The law provides for the apportionment of the income of banks and
"financial institutions". Case law defines a financial
institution as an entity which receives more than 50 percent of
its gross income from the use of its cépital in substantial
competition with other moneyed capital. Published legal rulings
provide examples based on actual situations. This method allows
the state maximum flexibility. And, since a taxpayer can request
an anonymous legal ruling on its particular situation, there is

small loss in certainty.

B. 1Internal Structure of the Tax

As discussed above, the range of alternative definitions of
a bank is very broad. The Commonwealth may decide to (a) define
a bank broadly as California does, (b) choose a middle-ground
definition of a bank as New York has, or (c) retain its present
regulatory-based definition as the ABA model does. None of these
threshold choices will limit the available options for structural
reform. This section considers five areas of structural reform:

the use of an apportionment formula, provisions for the filing of
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consolidated or combined reports, changes in the tax base,
enforcement considerations, and rate relief. |

1. Model Apportionment Forn{ul'as: New York, ABA, California

The most compelling argument for the use of an apportionment
formula is that such a provision will increase the neutrality,
fairness, and exportability of the Massachusetts' bank tax.
Although the U.S. Supreme Court has not yet ruled on the issue,
an apportionment formula may also be Constitutionally required.

a. New York

The New York law requires all domestic and foreign "banking
corporations" doing business in New York to apportion their
income according to a three-factor formula: receipts, deposits,
and payroll. The receipts factor is the ratio of receipts earned
within New York to receipts earned everywhere. It includes: all
income from loans, financing leases, rents; service charges, fees
and income from bank, credit, travel and entertainment cards; net
gains from trading and investment activities; fees from the
issuance of letters of credit and traveler's checks; and all
income from government bonds and all income from subsidiaries
even though a portion of such income is excluded froﬂtthe tax
base. The regulation contains separate "siting" rules for each
piece of the above income. The receipts sited to New York make
up the numerator; the dominator contains the total receipts from
all sources. |

The deposits factor is the ratio of the average value of

deposits maintained at branches within New York to the average
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value of all deposits maintained at branches without New York.

The payroll factor is the ratio of 80 peréent of in-state
wages, salaries and other persona{l service compensation to total
wages, salaries and other personal service compensation. The
numerator of the payroll factor was limited to 80 percent to
encourage banks to maintain a large employee base in New York.

The New York law provides for alternative computations of
the tax base. The tax liability is the higher of the basic tax
or one of the three alternative taxes. Tables 8 & 9 list and
briefly deséribe the four alternatives. The apportionment
formula applies only to the first two alternatives. If the
taxpayer determines its New York tax liability using the entire
net income base, it will calculate its apportionmeﬁt percentage
by adding the three factors together, giving double weight to the
receipts and deposits factors, and dividing the result by five.
If, on the other hand, the taxpayer uses the alternative entire
net income base, it will add the three factors together and
divide the result by three. The payroll factor remains the same
under either tax base.

Even this brief overview of the New York law testifies to
its complexity. The regulations alone cover some 200 pages;
Nevertheless, the extensive use of examples in the regulations
help to lessen the administrative and compliance burdens.

b. American Bar Association’
The ABA model law contains a two-tier two-factor

apportionment formula. Since the drafters of the model law
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TABLE 8

OVERVIEW OF THE NEW YORK BANK TAX:

ALTERNATIVE BASES

Entire net income allocated to the State: 9%

Alternative entire net income allocated
to the State: 3%

Alternative Minimum Tax:

(a)

(b)

(c)

1/10 mill per dollar on allocated taxable
assets (defined below)

1/25 mill per dollar on allocated taxable
assets if net worth ratio is less than 5% but
greater than or equal to 4% of assets,
provided 33% of total assets are in mortgages

1/50 mill per dollar on allocated taxable
assets if net worth ratio is less than 4% of
the average total value of all its assets,
provided 33% of total assets are in mortgages

Institutions with outstanding net worth certi-
ficates are exempt from this tax.




IABLE 9

DESCRIPTION OF THE ALTERNATIVE BASES

I. ENTI NET_ INCO

Entire net income means total net income from all
sources. It is the same as taxable income reported for U.S.
tax purposes.

Additions to U.S. Taxable Income

The additions to be made to U.S. taxable income to
derive State entire net income are limited to income from
dividends or interest on any kind of shares, stocks, se-
curities or indebtedness received by a corporation organized
under the laws of a country other than the United States.
The income affected includes income that is:

1. treated as effectively connected with the
conduct of a trade or business in the United
States pursuant to Section 864 of the Internal
Revenue Code of 1954 ('54 Code); even if the
income was excluded from the U.S. tax return
under a tax treaty provision, or, '

2. treated as effectively connected if the
income were not excluded from gross income
because of '54 Code Section 103.

Deductions from U.S. Taxable Income

The deductions (to the extent not deductible in
determining U.S. taxable income) allowed in determining the
entire net income have been modified to allow for:

1. Any amount of money or property received from
the Federal Deposit Insurance Corporation
(FDIC) even if a note is issued in exchange
for the funds;

2. Any amount of money or property received from
the Federal Savings and Loan Insurance
Corporation (FSLIC), even if a note is issued
in exchange for the funds:;

3. 17% of interest income from subsidiary
capital; 60% of dividend income, gains and
losses from subsidiary capital; and
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TABLE 9

4. 22 1/2% of interest income on obligations of
the State or its political subdivisions or of
the United Stats, other than obligations held
for resale in connection with regular trading
activities.

The Act provides that the entire net income of an
International Banking Facility (IBF) can continue as a
deduction in determining the State entire net income. The
Act also provides an annual election that allows the taxpayer
to forego the deduction from total entire net income and
treat the IBF as a branch outside of the State for allocation
factor purposes (see below).

In addition, entire net income is computed without
regard to the reduction in the basis of property because of
any amount of money or other property received from the FDIC
or FSLIC, pursuant to '54 Code Section 362.

II. ALTERNATIVE ENTIRE NET INCOME

Alternative entire net income, used ﬁnder one of
the alternative tax methods, means entire net income, as
defined above, with the following modifications:

1. No deduction: for 17% of interest income from
subsidiary capital; for 60% of dividends, or
for gains and losses from subsidiary capital;
but

2. Deduction for 22 1/2% of interest income on
obligations of the State and its political
subdivisions, or of the United States, other
than for resale in connection with regular
trading activities.

The annual IBF election, i.e., reduction of entire
net income or modification of allocation factors, is to be
consistently applied for the determination of both the entire
net income and the alternative entire net income.

III. ALTERNATIVE MINIMUM TAX

Taxable Assets

This term is defined as the average total value of
those assets that are properly reflected on a balance sheet,
the income or expenses of which are properly reflected in
the computation of alternative entire net income or eligible
net income of an IBF. The following are excluded from
taxable assets:




TABLE 9

1. Money or other property received from or
attributed to the FSLIC of FDIC in accordance
with Federal National Housing Act (FNHA)
406(f) (1),(2),(3),(4): or

2. Interbank placements up to a maximum amount
of $500 million, if 20% or more of a tax-
payer's taxable assets are from interbank
placements.

Net Worth Ratio

The term net worth ratio means the percentage of
net worth to assets where the term net worth and assets are
determined under the rules of FNHA Section 406(f) (B) (1) .

Mortgages

The term mortgages means all loans secured by real
property within or without the State including participation
in pools of residential mortgages and loans secured by stock
in a cooperative banking corporation. A U.S. government
guarantee is not determinative. The average of the mortgages
is determined on a quarterly basis.
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intended it to apply to all states, they attempted to devise a
formula that would prevent the double taxation of bank income
that might result from applying an apportionment formula to such
widely divergent tax bases as, for example, those based on
capital stock, net income, gross income and gross receipts. For
thispurpose,thedraftersincludéia"pre-apportionment"formula
by which a taxpayer would first apply a two-factor formula to a
specially defined apportionable base to define the maximum base
subject to tax.

Thereafter, the taxpayer would calculate the amount of its
t>axab1e income by applying a different two-factor formula to its
tax base as regularly defined by state law. The two-factor
formula consists of a receipts féctor and a payfoll factor,
defined similarly to the New York factors, but with some
differences in the siting rules. The model law contains a
"throwout" rule; that is, any receipts and any wages located by
the rule in a state without jurisdiction to tax are excluded from
both the numerator and the denominator of the respective factors.

c. California

Like New York, California uses a three-factor formula to
apportion the income of the financial institutions subject to tax
there. The two formulas are very different, however.

The California factors are sales (receipts), property and
payroll. The receipts and payroll factor are similar to those
factors in the New York and ABA models. The most significant

difference in the california rule is the use of the property
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factor. That factor is made up of coin and currency located in
California and intangible personal property including loéns,
credit card receivables, and in&estments in securities. Real
property is excluded.
d. Analysis

Assuming that Massachusetts decides to adopt an
apportionment formula, how should it assess the merits or the
lack thereof of the three formulas discussed?

The purpose of an apportionment formula is to meaéure what
fraction of the income-producing activity of a
multijurisdictional taxpayer takes place within a given state.
Therefore, the pérticular factors chosen should reflect in
general how the taxpayer qenerateé its income. For example a
widely-accepted three-factor formula for manufacturing and
mercantile business contains the following factors: property
(plant,machinery,etc.),payroll(employees),andreceipts(from
the sales of goods produced by the plant, machinery and
employees). Finally, the formula then spreads the income of the
corporate taxpayer among the states which have jurisdiction to
tax it by rules which "site" the various components of each 5%
the factors.

Financial institutions méke income by lending money
(deposits), by investing in federal and state obligations and by
providing services. Thus, payroll, receipts, intangible property
and deposits are all potential factors.

Some have criticized California's use of an intangible
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property factor as improper because it duplicates the receipts
factor. These critics have argued that, to the extent that a
state wants to give more weight tcs the receipts factor , it can do
so far more simply by double-weighting that factor. However, the
two factors are not strictly copies. For example, the "siting"
rules are not necessarily the same if a state uses an intangible
factor and a receipts factor rather than a double-weighted
receipts factor. Consider a loan that is sited in the state
(State A) where the loan proceeds are used for the purpose of the
property factor, while the interest and fee income is sited in
the state (State B) where the lending institution is located for
the purpose of the receipts factor. Obviously, the income would
be spread differently between States A and B if a double-weighted
sales factor were used.

One can level more serious charges against the use of a
deposits factor. Unless the Commonwealth decides to retain its
current regulatory-based definition of a bank, the deposits
factor will not apply to many of the entities subject to its tax
and so must be dropped from the formula. But even with a narrow
definition of a bank, the deposits factor can cause problens.
For example, the drafters of the ABA model law rejected a
deposits factor as too difficult to administer and too easy to
manipulate.

e. Revenue Effects
The 1984 study conducted by the Executive Office for

Administration and Finance found that the Commonwealth would lose
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roughly $10,000,000 in tax revenue annually if banks were subject
to the same rate and tax base as general 5usiness corporations.
The authors of the study conclu&ed further that, if banks used
combined unitary reporting with formula apportionment of their
worldwide income, the revenue loss would be "considerably
greater". According to the authors, the amount of tax revenue
that Massachusetts would gain from apportioning into the state
the income of out-of-state banks would be far less than the
amount of income that would be apportioned out.

-A 1985 étudy by Peat, Marwick, Mitchell & Co. corroborates
some of the above findings. The Peat, Marwick study found that
if banks and thrifts were taxed at the same rate and base as
general business corporations, the Commonwealth would lose
5;1,250,000 annually in tax revenue. The study confirmed that
the loss would be greater with the addition of formula
apportionment. But, the authors of this study also concluded
that the Commonwealth would derive significant tax revenue from
out-of~-state banks which do business in Massachusetts with the
result that "any shortfall in Massachusetts tax revenues will
probably be insignificant in the next few years".

According to the study, the additional revenue would come
from taxing the interest and fee income earned by out-of-state
banks which issue credit cards to Massachusetts residents by mail
and the interest and fee income earned by the loan production
office subsidiaries of out-of-state banks. Unfortunately, even

with the adoption of an apportionment formula similar to the one

5
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currently used by general business corporations, the Commonwealth
is unlikely to increase its tax revenues in this manner unless it
adopts some new enforcement provisions. ' We discuss this issue
in detail in section 5, infra.

2. Combined or Consolidated Reports

There are three state laws that can serve as models for
combined or consolidated reporting. The Commonwealth's general
business corporation tax law permits the corporations subject to
the tax to file a Massachusetts consolidated report. And, both
the New York and California bank tax laws provide for the filing
of combined reports.

a. The Massachusetts law

According to G.L. c.63, sec. 32B, two or more domestic or
foreign business corporations which have filed a federal
consélidated return may choose to be taxed upon their combined
net income in Massachusetts. Only those entities which have a
separate tax nexus in the state can be included in the
Massachusetts combined group.

Bankers argue that the ability of general business
corporations to compute their income as a combined group gives
such corporations a distinct advantage over bank corporations;
In particular, general business corporations can use the losses
of one or more subsidiaries to offset the income of other
affiliates. And, because section 32B allows the corporations to
choose whether or not to file as a combined group, the provision

is a significant tax planning tool.
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One feature of the Massachusetts law is difficult to
administer and should be clarified-if the Commonwealth adopts a
similar provision for banks. Section 32B is silent as to whether
the net income of each of the corporations included in the
combined group should apportion their income before combining it
or whether the group should first combine their income and then
apportion it. The Department of Revenue believes that taxpayers
must apportion their income to Massachusetts first and then file
as a group. Some taxpayers take the opposite position. The
selection can have significant revenue effects.

Consider the following example. Corporations A,‘B, and C
are affiliated corporations which filed a federal consolidated
return. Corporation A is a New York company thch does 80
percent of its business in New York, 10 percent in Massachusetts
and 10 percent in.New Jersey. Corporation B does all of its
business in New Jersey, and Corporation C does all of its
business in Massachusetts. For the tax year at issue, A has a
million dollar loss, B has $600,000 in income and C has $500,000
in income. According to the law, Massachﬁsetts can tax only
those corporations which are doing business in Massachusetts--
corporation A and C.

If taxpayers A and C combine their income before
apportionment, the group will have a net loss and will have no
tax liability in Massachusetts (-$1,000,000 + $500,000 =-
$500,000). If, on the other hand taxpayers A and C apportion

their income to Massachusetts first, and then combine it, the
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group will show a profit. Corporation A will have a loss of-
$100,000 (10% x =-$1,000,000 = -$100,000) and corporation B will
have a profit of $500,000 (100% i $500,000) ; their combined net
income is $400,000 (-$100,000 + $500,000) which is taxed in
Massachusetts.

One can also imagine a situation in which apportioning
before combination will result in a net revenue loss. Assume
that corporations A, B, and C are affiliated corporations which
have filed a federal consolidated return. Corporation A which
does 50 percent of its business in Massachusetts has $1,500 of
income. Corporation B which does 100 percent of its business in
New Jersey has a $1,000 loss. Corporation C which does 100
percent of its business in Massachusetts also has a $1,000 loss.
only corporations A and C can be included in the Massachusetts
combined return. If their income is first apportioned to
Massachusetts and then combined, the group will have a $250 loss
(50% of $1,500 + 100% of -$1,000 = -$250). If, instead, their
income is first combined and then apportioned; the group will
have $500 of taxable income in Massachusetts ($1,500 + =$1000 =
$500). But, in this latter example, the consolidated group,
which has the option whether or not to file a Massachusetts
combined return, may well choose not to do so while it would
certainly choose to file as a combined group in the former
example.

It is important to note that combined reporting as defined

by section 32B cannot solve the problem of the loss of revenue
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which occurs because subsidiaries of out-of-state corporations
(such as loan production offices) can reduce their Massachusetts
income by paying large manageﬁént fees to their out-of-state
parent. Because such parent corporations do not have a tax nexus
in Massachusetts under current law, they cannot be included in
the combined group. Both entities may thus escape taxation in
Massachusetts although they have each earned income from
Massachusetts sources.
b. The New York law

Chapter 298 of the New York bank tax law provides for the
filing of combined reports. The New York law differs in several
important ways from the Massachusetts law. Most of the
differences involve the degree of control given to the state's
tax commissioner rather than to the taxpayer.

First, the provisions are mandatory for certain
corporations. If one corporation owns or controls 80 percent or
more of another corporation or if the corporations are both 80
percent or more owned or controlled by the same interests, the
corporations must file on a combined basis. This rule can be
ignored only if éhe taxpayer or the state tax commission can show
that the inclusion of one or more of the 80 percent owned
corporations fails to reflect properly the tax liability of the
entity.

Second, a corporation which does not have a separate tax
nexus in New York can be included in the combined group if the

tax commissioner deems the inclusion necessary to reflect
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properly the tax liability of the group.

Third, the tax commissioner may permit or require
corporations which meet a 65 percent or more ownership
requirement to file a combined return ‘if he deems it necessary to
reflect properly the tax liability of the taxpayer.

C. The California law

California requires corporations engaged in a unitary
business to compute their income on a combined basis. Unlike the
New York law, corporations which do not have a tax nexus in
California but which are engaged in a unitary business with a
California-based corporation are automatically included in the
combined group.

Assume, for example, that Corporation A is doing business in
California and that Corporations B and C are affiliates of A
(e.g. the three are more than 50 percent owned by common parent;) .
Assume further that B and C are not doing business in California,
but the three corporations are engaged in a unitary business.

Corporation A will include in its apportionable tax base the
combined income of the unitary group (A, B, & C). All
intercompany sales, dividends and interest are excluded from that
base. Then, A wi_ll calculate its California taxable income by
multiplying the apportionable base by a three-factor formula
which is désigned to approximate California's share of the
income-producing activity of the whole group. Although
corporations B & C are not themselves doing business in

California, the unitary tie among the corporations satisfies the
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nexus requirements of the due process clause.

The most troublesome aspect of the use of the unitary
business principle to deterﬁine the tax liability of a
corporation is the definition of a unitary business -- i.e. which
corporations can be included in the combined group. The U.S.
Supreme Court has held that affiliated corporations (meeting the
more than 50 percent common-ownership test) may be included in
the combined report if there is a "flow of value" among them.

Taxpayers complain about the use of a method that is based
upon such a nebulous concept as a "flow of value". They argue
that because the concept is so indefinite, states can and do use
the;method.to require combination of affiliates that are engaged
in entirely unrelated businesses thereby causing distortions in
their tax liability.

Fortunately, this problem does not exist with banks and
bank-like entities. According to the principles outlined by the
U.S. Supreme Court, only those subsidiaries that are engaged in a
discrete business enterprise are not part of the unitary group.
However, no bank or bank holding company subsidiaries can be
excluded from the unitary group as distinct buélnesses because
neither banks nor bank holding companies are permitted to control
any subsidiaries that are not engaged in activities "incidental
to the business of banking" (national banks)56 or “closely
related to banking or managing or controlling banks" (bank

holding companies) .37
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d. Analysis

The Massachusetts law governing consolidated reporting for
general business corporations céntains a number of flaws which
may cause the Commonwealth to lose revenue if it is copied for
banks without modification.

In particular, the Commonwealth should consider two
modifications: (a) giving more control over the filing of
consolidated reports to its tax commissioner as do the law of New
York and California, and (b) adding language that requires the
inclusion of non-nexus corporations in the combined group either
automatically as does the California law or undér circumstances
in which the inclusion is necessary to reflect properly the
group's income as does the New York law. |

There are no studies that break out separately the revenue
loss that the Commonwealth might suffer from allowing banks and
their subsidiaries to combine their income. However, the Peat,
Marwick study found that Massachusetts would experience a revenue
loss of over $11,000,000 if the state taxed banks under the
general business corporation tax. According to the authors of
that study, the loss would.bevgar less and eventually negligible
if the stéte used an apportioned tax because it could then reach
the income of subsidiaries of out-of-state banks. This
conclusion is simply not supportable unless Massachusetts uses a
method of combined reporting similar to the New York or
California model.

3. The Tax Base
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For both banks and general business corporations the
calculation of net income begins with federal gross income58,
less the deduetions, but not‘credits, allowable under the
provisions of the Federal Internal Revenue Code. Then, the law
disallows or restricts certain deductions. For example, neither
benks nor general business corporations may deduct taxes paid to
other states. The similarity between the two income bases ends
here, however.

a. Dividend Income

The most importaht difference between the two bases involves
the treatment of dividend income. Banks may not deduct any
dividend income, while general business corporations may deduct
all dividend income except that from: (a) companies in which the
corporation has less than 15 percent ownership, (b) corporate
trusts operating in Massachusetts, and (c) certain domestic
international sales corporations.

b. Analysis

The reason for the difference in the treatment of dividend
income lies in the history of the two taxes and in the history of
state treatment of dividend income. Generally, states have
excluded dividend income from the tax base of foreign
corporations because they are taxed on a source basis. Until
recently, states thought that the due process clause prevented
them from taxing, on a source basis, the dividend income of
foreign corporations. Prior legal interpretations had held that

dividend income was taxable only at the legal or commercial
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domicile of the recipient. But, states have typically taxed
their domiciliary banks on a residence basis. Thus, the
Constitution did not prevent thenm rfrom including dividends in the
tax base.

In its 1980 decision in Mobil 0il Corp. v. Commissioner of
Taxes,®? the U.S. Supreme Court clarified the Constitutional
limits on source-based taxation. The Court held that the due
process clause does not limit taxation of dividend income to the
domiciliary states as had previously been thought. Rather, a
state can tax its apportioned share of the unitary income of a
corporation transacting business in the state, whether the income
is operating income or dividehd income.

Banks and their controlled subsidiaries are by definition
engaged in a unitary business. Therefore, even if the
Commonwealth adopts source-based taxation for banks, it is not
Constitutionally required to eiclude dividend income from the tax
base. Therefore, the choice can be made solely by reference to
revenue considerations. Of course, to the extent that the state
requires combined reporting, intercompany dividends among unitary
affiliates will be excluded in calculating their combined;net
income.

4. Rate Relief

Legislation lowering the bank tax rate would increase the
fairness, neutrality‘and competitiveness of the bank tax.
Presently, that rate is higher than the bank tax rate of other

states and the state's general business tax rate.
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To achieve parity with general business corporations, the
state can either (a) adopt a bank tax which, 1like the'tax on
business corporations, contains an income component and a
property or net worth component, or (b) choose a straight income
tax with a rate differential to offset the loss of the property
component.

a. Structure of the Tax

Should the Commonwealth decide to give banks some rate
relief, there are several reasons why it should not adopt the
property or net worth componen_t of the tax on general businesses.

The property or net worth component of the general business
tax originated in the 1930's when many businesses had no income
but owed heavy local property taxes. The state took over the
taxation of a portion of the property or net worth of these
business corporations to grant them tax relief through a lower
rate. Because the original tax relief reason for including a
property component to the tax no longer exists, it cannot be used
to rationalize a similar tax on banks.

Moreover, retention of the property or net worth tax on
general business corporations is difficult to justify. The tax
is complex and difficult to administer, and the two alternative
measures of the tax bases -- property or net worth -- may lead to
unequal tax burdens.

If the state's reason for retaining'the levy on property or
net worth is to insure it a minimum revenue flow, that outcome

can be achieved more simply by adopting one or more alternative
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taxes similar to the New York law (see Tables'8 & 9).
b. Revenue Effects
As noted previously, two studies indicate that Massachusetts
would lose from $10,000,000 to over $11,000,000 in tax revenue if
it adopted the rate and structure (but not the apportionment

formula) of the general business corpofation tax.

5. Enforcement Provisions

Enforcement provisions are an integral part of any revision
of the state's bank tax law. We have previously discussed some
of the ways in whiéh out-of-state banks opérate tax free in
Massachusetts. For example, ocout-of-state banks earn income from
Massachusetts sources by issuing credit cards to the state's
residents through the mail, by offering full-service banking by
phone and other electronic means, and by operating loan
production office subsidiaries in state. The Commonwealth can
solve these tax-avoidance problems by broadening its jurisdiction
rules and/or by adopting combined reporting on the California or
New York models.

a. Out-of-State Banks Which Operate without an In-
state Brick-and-Mortar Presence.

Currently, the Commonwealth taxes only those banks which
have a brick-and-mortar presence in Massachusetts. Because of
the state's limited jurisdiction rule and because banks find it
particularly easy to transact business without a brick-and-

mortar presence, the Commonwealth suffers a revenue loss.
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There appear to be two bases for the restricted.j urisdiction
rule: the practical difficulties in discovering which out-of-
state banks operate in Massachuéetts, and the lack of clear
statutory authority to assert jurisdiction over out-of-state
banks. The state can solve these problems by adopting a reporting
requirement and by broadening its jurisdiction rule.

New Jersey has a reporting requirement that can serve as a
model for Massachusetts. N.J. Stat. Ann. 14A: 13-20(a) requires
all foreign corporations that have not received a license to do
business in the state or that have not filed a tax return for the
year to file a Notice of Business Activities. 1In general, the
Notice must be filed if the corporation receives payments from
persons residing in the state or earns income from sources within
the state. The failure to file the Notice can result in certain
penalties, including the loss of access to the state's courts.

Discovering which out-of-state banks operate in
Massachusetts solves only one part of the tax-avoidance problen.
To cure the problem and to equalize the tax treatment of in-state
and out-of-state banks, Massachusetts can, for example, adopt a
statute authorizing taxation of any out-of-state bank which
through regular solicitation in the state earns income from
transactions with Massachusetts residents. The law would apply
to nonresident banks which send "call officers" into the state.
The presence of these representatives who act as agents for the
nonresident bank creates a clear tax nexus with the state.®9 The

statute could apply as well to those banks which solicit within
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the state only by mail.®l
b. Out-of-sﬁate Banks Which.Operate In-state through
subsidiaries.

The second prong of the tax avoidance problem involves those
out-of-state banks which operate loén production offices or
similar "non-bank" bank entities in Massachusetts. As early as
1933, the Commonwealth recognized and sought to deal with the
problem of income shifting from in-state subsidiaries to their
out-of-state parents.

For example, the pertinent part of sec. 33 of.the general
business corporation tax law provides that:

The net income of a domestic business corporation which is a

subsidiary of another corporation or closely affiliated

therewith by stock ownership shall be determined by
eliminating all payments to the parent corporation or
affiliated corporations in excess of fair value, and by
including fair compensation to such domestic business
corporation for all ... services performed for the parent
corporation ....
This law is similar to the federal "arm's length" audit procedure
prescribed by IRC sec. 482. It is too cumbersome to be of much
use as a cure for tax avoidance problems. Even the federal
govefnment with its vastly superior resources is unable to
resolve, effectively and timely, disputes over income shifting
among related corporations using section 482.

Fortunately, states have other tools with which to tackle
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the tax avoidance issue. The Commonwealth could, for example,
adopt the method of combined reporting based upon the unitary
business principle using either th(e California or New York model.
Also, Massachusetts could include language in an amended
jurisdiction statute which would allow it to assert jurisdiction
directly over an out-of-state parent because of the activities of
its in-state agent. Anvin-state loan production office that
solicits and negotiates loans which are finalized or closed at
the parent's home office is acting as agent for the parent in
those- transactions, thereby creating a tax nexus between the

state and the parent.62

IV. SUMMARY

The Commonwealth has a 'variety of ways in which it can
increase the neutrality, fairness, competitiveness and
exportability of its bank tax. It can adopt an income
apportionment scheme based upon the New York or California model
or a modified version of the Massachusetts general business
corporation laws. The state can add a combined reporting
procedure using the laws of the same three states as models. Or,
it can reduce the nominal tax rate on banks.

Alternatively, the C.ommonwealthvcouid choose to make major
revisions to its bank tax law by expanding its definition of a
bank, by choosing both to restructure its tax along the lines
described here and by reducing the rate.

One option -- that of doing nothing -- may not be open to
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Massachusetts. Many states have already removed or relaxed their
prior bans on interstate branch banking. Some states have
already updated their laws to provide for source-based taxation.
These developments -- increased interstate branch banking and
source-based taxation -- will lead inevitably to multiple
taxation of bank income unless all states switch to source-based
taxation. Those states that continue to retain residence~based
taxation may find their laws struck down.

Therefore, there may be no way for the Commonwealth to avoid
some immediate loss of revenue. However, by broadening the
definition of a bank and by adopting additional enforcement

provisions, the Commonwealth can place itself in a position to

‘recoup these losses in the long run.
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‘In this article, McCray discusses three new de-
.~velopments in the business of banking and examines. ..
their impact on state bank taxes. She believes that
“runless states update their laws, significant amounts
“‘of bank income may escape taxation. Finally, the
:‘author describes the new bank tax laws of New -
#:York, Minnesota, Indiana, and Tennessee, and eval-.
. uates their usefulness as models for other states to
Sfollow. . .

Recent developments in the business of banking have
led many states to re-examine their bank taxes. Some
states have commissioned studies of their bank taxes
(e.g., Nevada and Arizona), and others have passed new
bank tax laws (e.g., New York, Minnesota, indiana, and
Tennessee). These states have recognized that some of
these developments, in particular branchless banking,
loan securitization, and interjurisdictional funding and
booking of loans, can lead to significant amounts of bank
income escaping taxation. This article first examines
these new developments and the problems that they
create for states. Second, the article describes how the
new bank tax laws of New York, Minnesota, Indiana, and
Tennessee have dealt with problems created by branch-
less banking, loan securitization, and interjurisdictional
loan transactions and evaluates their usefulness as
models for other states.

l. NEW DEVELOPMENTS

A. Branchless Banking
An American businessman living in Tokyo re-
cently needed a home mortgage loan for a home
that he was purchasing in Chicago. Prior to return-
ing home to the United 