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and practitioners of the range of available policy options.
The report beging with an historical review of the consti-
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Chapter 1

Introduction

The Birth of the Federal Tax
Immunity Doctrine

In 1819, in McCullock v. Maryiard,' the 1.5, Supreme
Court first announced its doctrine of federal tax immuni-
ty.? The case involved the constitutionality of a Mardand
law ihat imposed a 1ax on bank notes issued by any bank or
branch not chartered by Maryland. Maryland state-char.
tered banks were not subject to the same tax or a similar
tax. When branches of the Second Bank of the United
States refused to comply with Maryland’s tax statute, the
state brought suit to recover the tax and penalties, In a
sweeping opinion in which Chiel Justice John Marshall
uttered his famous statement that the “power 1o 1ax in-
volves the power to destroy,™ the Court held wnconstito-
tional almost all state taxes levied on a federal govern-
mental instrumentality, such as the national bank® The
necessary and proper clanses and the supremay clause®
formed the constitutional bases for the Court's holding.

In 1829, the Couort applied its federal tax-immuonity
doctrine to strike down a property tax imposed by the City
of Charleston, South Carolina, on stock ssued by the
Bank of the United States and held by a private individu-
al.” Like the Mandand law in MeCullock, the Charlesion
ordinance exempted from the tax all stock issued by the
state of South Carolina. According 1o the Court, the tax
violated the bormowing clause of the Constitution? be-
cause it was “"a fax on the power to borrow money on the
credit of the US. .. 79

These two decisions set the stage for complete con-
gressional domination of state taxation of national banks
and federal obligations that continues today: states cannot
tax either national banks or federal obligations withoui
the permission of the Congress. The effect of congressio-
nal resirictions on state taxation of the income from fed-
eral obligations has been much less dramatic, however,
than that of federal restrictions on state taxation of fa-
tiomal hanks.

Federal constrainis on state taxation of the income
from federal obligations have remaimed virtwally on-
changed since the latter half of the 19%h century.'? Today,
state taxation of such income = limited by federal statu-
tory law, which provides:

All stocks, bonds, Treasury notes, and other obli-

gations of the United States shall be exempt from

faxation by or under State or municipal or local
authority. This exemption extends to every form

of taxation that would require that either the ob-

ligations or the interest thereon, or both, be con-

sidered, direcily or indirectly, m the computation

of the tax, except nondiscriminatory franchise or

other non-property taxes in liew thereof imposed

0N Comporations,

In contrast, congressional restrictions on slate taxation of
national banks have changed considerably over the centu-
ry and a half since the MoColloch decision.

The Evolution of State Taxation
of Matlonal Banks

The history of congressional limits on stale taxation
of national banks is long and torured. In 1864, the Con-



gress passed the National Currency Act,'2 which codified
MeCulloch by limiting state taxation of national banks to
bank real estate and shares™ —the two options left open
by the decision. ' Section 41 of the act specifically granted
the state in which a mational bank was located the right to
tax the shares of stock in such bank. The actual tax was
levied on the individual or corporate shareholder, but
riv0st states assessed and collected the tax from the hank.
Assessment at the source faclitated collection of the ta.
If, for example, the sharcholder was a nonresident, the
bank could be used as an agent of the stockholder 1o col-
lect the tax. The bank then reimbursed itself from the divi-
dends or other income distributed to the stockholder'®
Section 41 also limited the rate of the state tax imposed on
national bank shares to the lower of (1) the rate assessed
on “other moneyved capital” in the hands of individual citi-
zens of such state or (2) the rate imposed on the shares in
any state-chartered bank.'®

Although the Congress could dictate the conditions
under which states could tax national banks, it could not
conteal how giates and the judiciary interpreted those
conditionz. For example, the limitation on the rate of bank
share tioation 10 one no greater than the rate assessed on
“pther moneyed capital™? generated decades of litiga-
fign. The purpose of this restriction was to prevent states
from discommating against natienal banks by favoring
their competitors.'® The statute did not specify, however,
how states should calculate a nondiscrimmatory rate, and
states adopied various methods. Moreover, becavse the
Supreme Court had previoosly held that the rate of taxa-
tion includes the entire process of valuation and asses-
sment, " pational banks accused states of setling discrimi-
natery rates when they applied different rules of valuation
as well as when they used different percentages in com-
puting the taxes on fved valuations.

The high Court was called on numerous times 1o de-
terming which inequalitics would constitute discrimina-
tion in viclation of the Natforal Currency Aot Time and
again, the Court scrutinized mind-numbing differences in
state assessments and valuation of investments in order 1o
determine whether national banks had been treated in a
discriminatory manner. For example, in 1874, the Court
considered whether a state that had assessed bank shares
at market value and bonds and morigiapes at par Or nome-
nal value had thereby discriminated against national
Banks. 20 O other occasions, the Court found that the fol-
loowing state practices did mot discriminate against national
hanks: {a) denving shareholders the right w dedoct from
the walue of their national bank shares the amount of their
capital invested in real property situated outside the
state,®' (b) exemptling from state taxation deposils in sav-
ings banks or funds of charitable institutions, provided
that the cxemption was for reasons of public policy, 22 and
i) allowing holders of “credits™ in unincorporated banks
to deduct their debts from their taxable credits, while de-
nying the same right to sharcholders of national banks.*
Conversely, the Court found that many state practices did
discriminate against national banks, including: {a) ex-
empting from property taxation the income from loans
and securities of real estate Firms, parinerships, and cor-

porations while subjecting nationzl banks to propeny tax-
ation;® and (b) taxing the invesimenis of individuals in
bonds and notes at a lower rate than thet imposed on na.
tipnal hank shares. 28

Although plentiful, cases regarding state tax rates on
national banks constituted only a small fraction of the it
gation generated by Section 41 of the Navonal Currercy
Act. Most of ihe Litigation involved the meaning of the
phraze “other moneyed capital.” In its interpretations of
this phrase, the Supreme Court frequently used the legal
method of exclusion and inclusion, For example, in sepa-
rate holdings, the Coort found that investments in the fol-
lowing entities were excluded from the disputed phrase:
trust and insurance companies;® manufacturing, mining,
and railroads;2" and telephone companics.2 Statles were
free, therefore, 1o set their rates on those entities without
regard to their rates on national banks. In another ling of
reasoning, the Court also began to develop an affirmative
definition of the phrase “other moneyed capital,” which,
unfortunately, often conflicted with its holdings in the
assessmient cascs. For example, in Hepburm v, The School
Directors,®® the Court found that securities (both stocks
and bonds) might be considered “other moneyed capital,”
while in Mercansile Bardk v, New York, 30 the Court upheld a
state tax on national bank shares that was higher than the
state’s tax on the stock of railroads and certain corpora-
tipns.

Later, the Court began (o focus its interpretation of
“other moneyed capital” more narrowly, finding that “the
true test of the distinction [befween mvestments that
come within the meaning of the disputed phrase and those
that donot] . . . canonly be found in the nature of the busa-
ness in which the corporation is engaged.™ This new in-
terpretation led 1o another round of litigation in which the
Court described cthe busingss of banking and compared
that basiness with various others in which mdividuals and
banks might invest to determine whether such invest-
ments constituted “other moneyed capital.” Again, a rash
of conflcting opimions followed, capsing litigants and
scholars to charge the Cournt with gross inconsistency, 3

Finally, in 1923, the Congress amended the law in an
attempt to bring some order into the chaos. Under the
new law, now referred (o as section 5219, a state could
choose any one of three methods {in addition to a real es-
tale tax) Lo tax a national bank: (1) a bank shares tax; (2)a
tax on the dividends received by the owners or holders of
the bank's stock; or (3) & net income fax.29 In 1926, a
fourth option was added: a state could choose a lranchise
of excise tax according 1o or measured by the cntire net
income of the national bank.®® This option enabled staes
o inclde interest on federal obligations {otherwise ex-
empl from state taxes) in the tax bage, Becaose the income
from governmental obligations represents a larpe fraction
of the income of commercial banks, the addition of this
method of laxation conferred a significan! revenue bene-
fit on states. >

These amendments, too, contained several condi-
tiona, For example, if a state chose the income or fran-
chise tas option, the law directed it to set the rates of the
income and franchise taxes on national banks no higher



than its rate on other financial corporations or mercantile,
manufacturing, and business corporations. States that
chose the dividend option were instructed (o tax dividends
from general business also. States that selected a bank
shares tax were stll required to assess such sharesat a rate
no higher than the rate on “other moneyed capital.™ To
clarify the meaning of that phrase, the Congress in-
structed states to tax shares of national banks

at a rate [no greater] than is assessed upon other
momneyed capital in the hands of individoal citi-
zens of such State coming into competition with
the business of national banks; Provided, that
Bonds, notes or other evidences of indebtedness
in the hands of individual citizens not employed
or engaged in the banking or investment business
and representing merely personal invesiments
not made in competition with such business, shall
not be deemed moncyed capital. . . 7

Far from solving the problem of state taxation of na-
tional banks, these amendments with ther nomerous Son-
ditions set the stage for more litigation and conflicting in-
terpretations. The law did not indicate, for example, how
states that adopted the income or franchise tax option
should compare the tex rates on general business corpora-
tions with those on national banks in order 1o meet the
mandate of nondiscriminatory treatment, That omission
left states free to choose their own techniques of compari-
son. Some states chose o compare effeciive tax burdens
pather than nominal tax rates, By comparing effective tax
rates, states sought to overcome the ineguity created by
the congressional prohibition against levying sales and
personal property taxes on national hanks, two Laxes regu-
larly assessed against general business corporations, [nor-
der o equalize the effect of taxes on the two kinds of enti-
ties, states combined the net income, personal property,
and sales taxes paid by peneral business corporations and
calculated & composite rate, which was then contrasted
with the nominal tax rate on national hanks. During the
period from 1926 to 1969, national banks frequently liti-
gated the question of how states should calculate the ef-
fective tax rate on general husiness corporations. Also
during this perod, litigation of the phrase “other
moneyed capital”™ continued, despite the congressional at-
tempt at clarification.8

in the mid-1950s, a new issue arose—state taxation of
the interstate activity of stare banks, Although banks did
not maintain offices ouiside of their domiciliary state,
they frequently did make loans to residents of other states
by sending personnel there or by using the services of cor-
respondent banks located in other states. Unlike the situ-
ation with state taxation of national banks, which was lim-
ited by the Congress to taxation of domiciliary banks,
states were free to tax the interstate activities of state
banks o long as such taxation was consistent with the due
process and commerce clauses,

In 1959, after a long history of interpreting the com-
merce and due process clauses to ban state taxation of the
interstate activities of corporations, the Sopreme Coart
changed its interpretation and wpheld state taxation of
nondomiciliary corporations that do business with their

residents. In Narhwestern States Portland Cement Co, v,
Mirresata,® the high Court validated a state net income
tax on a nondomiciliary (gencral business) corporation
that had an office in the taxing state. In another case—
Brovwn-Forman Distillers Corp, v, Collector of Revenpet®
—the U5, Supreme Courl declined 1o overturn a decision
of the Lowisiana Supreme Court upholding the state’s tax
on a nondomiciliary corporation whose contacts with Lou-
igiana consisted solely of personnel soliciting orders
there.

The effect of these decisions was limited, however, by
immediate conpressional action. In 1959, the Congress
passed PL. B8-272.41 which prohibited states from taxing
foreign corporations whose only activity within the state
was the solicitation of orders by the seller or its represen-
tativee, Because BL, 86-2T72 covered only the solicitation of
orders for tangible personal property, the activities of fi-
nancial institutions were not subject to its prohibitions.

As a result of the above Supreme Coun decisions and
the earlier congressional restroclions aganst state lms
tion of nondomiciliary national banks, states were free to
tax nondomiciliary state banks but not out-of-state retion-
al banks, Some states took advantage of their expanded
taxing power to tax nondomiciliary state banks, creating
an inequity between state and national banks, Owver time,
therefore, the congressional restrictions on state taxation
of national hanks, originally intended to prevent state dis-
crimination against mational banks, had created a tax
scheme that favored national banks,

Congresslonal Resolution of the Problem

In the early 1960s several bills were introduced in the
Congress 10 correct the imbalance that federal law had
created between state and national banks, All failed to
pass. In 1968, however, the Supreme Court unknowingly
deali the final blow to the congressional sfatutory scheme
by carrying it to s logical absurdity.®2 In Fresf Agrcultural
MNatiomal Bank v. State Tay Comerizsion, the Coont struck
down a state sales tax levied on a national bank’s purchaze
of tanmble personal property for its own use. Three jus-
tices dissented with language that moved the Congress to
act: “[tJhe Constitution of its own force does not prohibit
[a state] from applying its uniform sales and use laxes to,
among other things, [a bank’s] wastebaskets, ™4

In 1969, the Congress repealed prior restrictions on
state taxation of national banks, bringing 1o an end more
than a century of congressional 1ax preferences granted to
national banks4 According to the new law: "a national
bank shall be treated as a bank organized and existing un-
der the laws of the State or other jurisdiction within which
its principal offlice is located. ™ Thus, the only remamming
restriction on sate taxation of national banks was that
such faxes most not discriminate against national banks.
The Congress delayed the effective date of the new law 1o
January 1, 1973, in order 1o provide time for a study and
report by the Federal Reserve Board on how state laxeson
out-of-state national banks would affect the economic ef-
ficiency of the banking system and the mobility of capital.

In 1973, the Congress, still uneasy aboul prospective
state taxation of out-cf-state depositories, extended its



prior moratorium on state taxation of national banks.
From 1973 to 1976, the new moratoriwm, set forth in PL.
93-100, prohibited states from imposing any tax measured
lyy income or receipts or any other “doing business™ taxes
on federally insured out-of-state depositories. In the same
Law, the Congress directed ACIR to undertake a “study of
all pertinent matiers relating o the application of State
‘doing husiness' taxes on out-of-state commercial banks,
rutual savings hanks, and savings and loan associations.”
The ACTR study was to include recommendations for leg-
islation that would provide equitable state axation of
those entitics*?

The 1975 study accomplished this and more, Nearly
two years in the making and over 100D pages long. the
study examined in depth the depository business, multi-
siate taxation of general business corporations, the ques-
tien of Tederal legislation, and alternative approaches (o
state taaation of depositories. The study concluded with
five basic policy choices, framed in terms of alternative
recommendations for the Commission to conssder, Brief-
Iy, the choices were;

Mo federal statutory limitations on @ate and fo-
cal taxation of out-of-state depositories (beyond
existing statutory requirements for like treat-
ment of federally chartered and state-chartered
depositories ).

Afederal statute prescribing negative guidelines;
e, specifying jurisdictional tests and divi-
sion-of-base rules that may nol be used by the
siates as a basis for taxing out-of-state deposito-
Tigs.

A Tederal statute prescribing positive gusdelines
which bind the states in their taxation of
out-of-state depositories; i.e., alfirmatively pre-
seribing certain jurisdictional standards and divi-
sion-al-base rules to which states must conform of
they tax out-of-siate depositories.

A federal statute permitting only the state of do-
micile (the state of the principal or home office)
to tax depositones, and prohibiling netl income or
other “doing business™ taxes upon out-of-state
depasitones,

A federal statute o compel standardization by
substituting a federally collected, state-shared
surcharge on depository institutions for state in-
come or other “doing business” taxes on deposi-
torigs, or allowing & credit for gualified state
1axes against the foderal tax.

The Commission recommended a policy of negative
federal guidelines. Impressed by the precedent of PL.
86-272, which set negative jurisdictional thresholds for
state taxation of interstate businesses, the Commission fa-
vored a similar, but higher, tax jurisdiction threshold for
banks, as well as a congressional “declaration of policy™ as
to the appropriate division of the tasable base.*® Accord-
ing to the Commissien’s recommendations, a state would
have jurisdiction 1o tax out-of-state depositories only if
they had a “substantial physical presence™ within the tax-

ing state, such as a regular office location, the regular
presence of employees or agents, of the ownership or use
of tangible property, including properiy involved in
lease-Tmancing operations.
Other recommendations mcluded:
“MNo congresseonal action which would reguire
states to adopt a standardized definition of tax-
able income in the taxation of out-of-state finan-
cial deposifories";
Amendment of federal law “to authoriee states
o ainclude, in the measure of othersise valid di-
rect net income axes, income réalized by finan-
cial depositories from federal povernment obli-
EALMINE";

Federal safepuards against discriminatory taxa-
taom;

Federal legislation requiring a domiciliary state
that taxes the entire income of the depository to
allow the depository a credit for taxes paid to
nondomiciliary states and

A resenalion of power 10 the states 1o resolve
any disagreements belween them and taxpayers.

Congress failed to act, however, and, in 1978, the lan-
puage asoriginally drafted inthe 1969 statute became law.
Thus, wday the only restriction on state taxation of na-
tional banks is that such faxes muost not discriminate
against national banks,

summary and Comment

In 1819, the ULS. Supreme Coort held in MoCulloch v,
Maryland that a Maryland stamp tax levied on the Bank of
the United States was unconstitutional, The McoCulloch
decision set the stage for conpressional domination of
state faxation of national banks and federal obligations
that continues today. States cannot tax either natiomal
banks or Tederal obligations without siatulory permission
from the Congress.

The Congress began exercising its control over state
taxation of national banks with the passage of the Nariore!
Crrrency Actin 1864, The act codified the MeCullook hold-
ing by permitting states to tax the real property and shares
of national banks. Cne section of the act limited siate
taxes on national bank shares 1o a rale no greater than the
rate assessed on “other moneyed capital.” This first con-
gressional foray into the business of regulating state taxa-
tion of national hanks thropgh specific statotory dircciives
and Hmitations signaled the beginning of overa century of
litigation involving a bewildering array of differences in
siate calonlations of their rates of taxation and interpreta-
tipns of the phrase “other moneyed capital.”

By 1999, the Congress had recognized that neither
further amendments, which merely led to a new round of
litigation, nor judicial mediation, which produced a large
hody of inconsistent and conflicting opinions, could bring
order or clarily to state taxation of national banks. Maore-
owver, the federal restrictions, which were originally in.
tended to prevent state discrimination against national
banks, had over time created a tax scheme that favored
national banks. Finally. in 1976, the Congress revised the



law and removed all prior conditions and limitations on
state tacation of national banks and passed legislation re-
quiring only that states tax national banks in the same
manner as they tax their stale-chartered banks,

The history of congressional restrclions on state fax-
ation of national banks contains valuable lessons for pro-
poenents of Tederal inlervention in state taxing powers.

First, congressional intervention in state taxation,
which is effected throvgh specific statutory limitations
and/or directives, i subject to differing inferpretations by
the states. Years of litigation are unlikely 1o bring either
order or clarity 1o stale tax systems. Judicial opinions are,
by their nature, piecemeal and narrow. Issucs that are
suilable for judicial resolution involve questions of wheth-

erastate has interpreted a given law reasonably or wheth-
er a certain state or federal statute violates the ULS, Con-
stitution. The judiciary does not have the power toanalyze
and revamp entire state (ax systems. As the Supreme
Court itself has recognized on numerous 0oCASKNS, SPas-
modic and unrelated instances of litigation cannot afford
an adequate basis on which to create consistent rales in
the area of state taxation. 9

Second, laws that contain specilic directives and limi-
tations often have unintended consequences brought
abput by changing judicial inte tions and by new
business practices. In an area of law like lax jurisdiction,
which must respend (0 technological advances,® and ina
business like banking, which is currently highly innowva-
tivee, such unintended consegquences are inevitable.






Chaprer 2

The Issues

Goals and Oblectives for Tax Policy

The 1975 ACIR study identified eight goals and objec-
tives as puides for national policy regulating state taxation
of multistate business generally. Those goals remain valid
tovday:

1. Preservation of the autonomy of the states,
2. Simplification of the tax system;

3. Standardization or uniformity of taxes on mul.
tistate business:

4. Beduction of compliance burdens and cn-
forcement costs;

5. Provision of certainty and regularity for tax-
pavers and administrators;

6. Fromotion of competitive equality or neutral-
ity between domestic and out-of-state firms;

T Aovoidance of discrimination among different
lincs of business;

& Avoidance of (rade barriers.

Like the situation with state regulation of hanks and
bank holding companies,®? the public policy objectives for
state taxation of banks and bank-like entitics are some-
times complementary and at other times contradiciory.
For example, the poal of preserving the autonomy of the
states may conflict with the objective of creating a uniform
and simple tax system. As noted in an carlier ACIR re-
port:

Differences in the tax structures of states and

subdivisions have long been viewed as wasteful by

many critics—and cerainly by spokesmen for
multistate  taxpayers. Thxpayers’ complisnce
problems and state admingstration of the taxes
are more complicated than they would be if taxes
wire uniform. Also these differences hinder the
free exchange of trade and commeroe across ju-
risdictional lines, Elimination or redoction of lo-

cal drversities s seen as promoting simplicity in

the entine tax system, an ohjective long songht by

taxpayers and legislators in all the states, as well

as on the national level,

(n the other side, interstate differences arise
from the distinctive policies and noeds of the in-
dividual state or local communities—{rom the
special needs of agricultural or mining communi-
ties compared with those where economic activi-
ties arg primarily manufaciuring, mercantile, or
gervice-oriented; from the differing needs and
taxpaying capacities (or customs) of states that
arc predominantly urban or rural; from the dif-
ferences between market states and producing
states, or between border states and interior
states; and from the differing political philoso-
phies of voters and their elected representatives
in states with a conservative teadition and those
with a recent populist or frontier outlook. The
special characteristics of tax laws and administra-
tion in cach state are a product of the efforts of
policymakers and legislators to reflect the partic-



ular heritage of that state, Special adjustments
and differing tax forms are provided to accommo-
date and preserve local interesis. The price of
simplification may in fact incluede a sacrifice of
some of the special essence of each state. For
those who value regional distinctions, these di-
versities are the core and justification of our fed-
eral system. They may view pressures for homo-
geneity and simplicity in State tax systems as
threats to all the other valued differences.

Ohers argue that some proposals for simplifica-
tign, such as pencral acceptance of a standard
formula apportionment for the entire net income
of each teqpaver, could result in inequitable or in-
appropriate division of the tax base among
stalcs.52

Because the different objectives of a sound tax policy
are frequently contradictory, one cannot design a single
taxe system that will satisfy all of the goals. Implementation
of any bank income tax will reguire compromize and
trade-offs among poals,

Environmental Considarations

Any new state bank 1ax should be evaluated not only
by reference to the tax policy objectives cited above but
also within the context of the changes taking place in the
business of hanking. The interstate banking environment
woday is vastly different than it was in 1975, the date of the
prior ACIR report. The most important changes involve
interstate branch banking, the prowth of sophisticated
bank technology, the expansion of bank products and ser-
vices, and the advent of loan securitization,

Interstate Branch Banking

Proof of the proposition that changes in the bank reg-
vlatory laws of one state can influence the regulatory
policy of all states is found in interstate branch banking
laws. In 1982, Massachuseris was the first slate (o pass a
regional reciprocal interstate banking law. % Other states
soon Followed with reciprocity laws, and, today, 46 states
allow some form of interstate banking, Twenty-six states
permit regional or regional reciprocal intérstate banking
(nine of these state laws contain a nationwide trigger, that
5, date by which the state will allow nationwide inter-
state banking), and 20 states allow nationwide intersiate
banking.5* A summary of the current status of interstate
hanking legistation is provided in Table 1. The vast major-
ity of states that allow inteestate banking do so through
the bank holding company mechanism (e, they enact
laws permitting out-of-state banks to cnter onby after their
parcnt bank holding company applies for and receives
permizsion 1o establish or acguire a subsidiany or to merge
with a bank in the host state). Entry theoogh & bank hold-
ing company gives a state maximum conirol over the new
bank. A legislative grant of entry through direct branching
makes it difficult for the host state to exercise control over
the branch. even if it is a state bank branch, because the
chartering state remains the primary regulator and swper-

visor of the branch, Some commentators believe that the
futore viability of the dual banking system requires that
states allow interstate banking only through the holding
company mechanism. s

Becanse most #ate laws no longer  prohibil
out-of-state hank holding companies from operating sub-
gidiary banks across the nation, and becanse hanks solic
loans through toan prodection offices located in several
states, it is difficolt today 1o pinpoint the “source™ of a
loan for purposes of state apportionment formulas. The
Congress noted the problem of finding the actual
“soprce” of bank loans during the debates on the Tay Re-
Jorm Act of 1986, According 1o the Congress, “The lending
of money is an activity that can often be located in any con-
venient jurisdiction, simply by incorporating an entity i
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, "5

Technological Developments:
Branchless Banking

The judicial branch, too, has contributed to the ex-
pansion of interstate banking, A recent LS. Circuit Court
of Appeils opinion, which interpreted the federal banking
laws, paved the way for banks and bank-like cntitics to en-
gage in de facto interstate branch banking. By interpreting
the terms “branch”™ and “bank™ narcowly, the opinion fim-
ited state authority io regulate inferstate branch banking.
For example, in Independent Bankers Association v, Marine
Midland Bank,5" the Second Circuil Court of Appeals
held that a bank that effects loan and deposit transactions
with its customers electronically through a shared use au-
tomatic teller machine (ATM) does not thereby cngage in
branch banking. According o the coun, federal lavw does
nol deem an ATM tobe a “branch™ of a bank if the bank is
& mere user, as opposed 1o an owner, of the machine.

This deciswon allows hanks and hank-like entities (o
circumvent the remaining siate regulatory restrictions on
interstale branch banking by delivering their services
throngh electronic devices located acrass the nation in a
form of “hranchless hanking.” Today, it is legally and 1ech-
nologically possible for banks to enable their customers to
make a deposit in anout-of-state bank throwgh an in-state
shared-use ATM without therchy engaging in branch
hanking.

Several banks currently operate nationwide throwgh
branchless banks. For example, in Janvary 1986, the New
England Federal Savings Bank of Wellesley, Massachu-
scits, opencd for business.®® The bank has no walk-in
place of business, Customers make their deposits by mail,
by telephong, or via automatic teller machines, Within the
first six months of operation, the bank had 422 depositors
hailing from most of (he 30 states. The bank i 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
refirement accounts and Keogh accounts, Many other
banks engage in some form of branchless banking, For ex-



State

Alabaima

Alaska
ATirnna

Arkansas

California

Colorado
Connectic

Dielawire

Flaridi

Creorgin

Himwaii

lllinois

Tndiana
Torwva

Fansns
Keniucky
Loulsiana
Maine
Maryiand

Massachusens
hichigan
Minnesta

Mississinni

Eftective
Date
Currently

Currently

Currenily
Currently

Currchtly
11

Currently
Currently
Cuarrenily

/A0
Currently

Cgrenily

Currenily

Hone
Currently

Curmently

12010

Currenily
T

1972

Meone

Currently
Currently
Currently
Currently

Carrently
Carmenily
Corrently

Currenly
7117540

Table |
Interstate Banking Legislation by State
(as of Febrnuany 1, 15843)

Araa

Reciprocal, 12 states and DC (AR, FL, GA, KY, LA, MD, M5, NC,
ST WA, WV

BMatsonal, no reciprocity,

Mavonal, no reciprocity.

Reciprocal, 16 states and DT (AL, FL, GA, K5, LA, MDD, M5, MO,
NE, KC, OK, 8C, TH, TX, VA, WV Reciprocity hinges on
COFMMITMEnLE b COommunity reinvestment

Reciprocal, 11 states (AK, AZ, CO, HI, Iy, NV, NM, OR, TX, UT, WaA).
Mational, reciprocal,

Reciprocal, 7 states (AZ, KS, NE, NM, OK, UT, WY).
Reciprocal, 5 states (MA. ME, NH, RI, VT

HReciprocal, 5 states and DC (MDD, NI, OH, PA, VA)
Special=purpose banks permitbed,
Matbonal, reciprocal.

Mationwide, no reciprocity if community development commitments
are made.

Reaprocal, 11 states aid DIC (AL AR, G TA MDD, M5 MW, SC,
TH, VA, WY Under a 1972 law, RCNB and Northern Trast Corporition
are prandfathered and can make further poquisitions.

Reciprocal, 10 states and DO (AL, FL, KY, LA, MD, MS, NC, 8C,
TN, WAl

Mational, no reciprocity.

Reciprocal, 6 siates (Ia, TN, KY, MI, MO, WT) Natiorwide, organdzations
ey acguire failed inatbations if the failed instiution s larger than

1 billion in assets. Under a 1981 lvw, General Bancshares Corporation

is grancifathercd and con make further acquisitions in the stafe.

Masenal, reaiprocal.

Reciprocal, 11 states (LA, 11, KY, M1, MO, OH, Pa, TH, VA, WI, W)
Mational, reciprocal

Under a 1972 law, Morwest Corporation i grandfathered and s
permilied to acguire binks in Jowa.

Matignal, reciprocal
Mational, reciprocal
Mational, mo reciprocity.

Reciproeal, 14 states and DC (AL, AR, DE, F1, GA, KY, LA, M5,
M, Pa, SCTH. WA, W) and speclal-purpose banks,

Recprocal. 5 staves (CT, ME, NH, RI, VT)
Mational, reciprocal.
Reciprocal, 11 states (C0), LA, T0, 11, K5, MO, MT, NI, STx, WA, WY

Recyprocat, 4 stakes {41, AR, 1A TH)
Reciprocal, 13 states (AL, AR, FL, GA, KY, LA, MO, NC, 8C, TN,
TX, VA, WY

Humber
of Pariner

13

1

3"
HI

15

1n



Tabde I fcomt }
interstate Banking Legistation by State
{as of February 1, 1989)

Humber
Effecthe of Pariner
Stale Date Ares States
Missouri Carrently Reciprocal, § sates (AR, 1A, IL, K5, KY, NE, OK, TN} ]
Montans M n
Mehraska Curmently Hpecial-purpose banks. o
L/ LS Reciprocal, 10 states (CO), IA, K5 MK, MO, MT, ND, 50, W1, WY
Ll Mational, reciprocal,
Mevada Currenly National, no reciprocty. 5
MNew Hampshire Currently Reciproeal, 5 states (CT, MA, ME, RI, VT o
Mew Jersey Cuirrenily Mational, reciprocal 2
Mew Mexoo Currenily Mationwide acquisition of failing banks, 50
170,50 Matipnal, no reciprocity.
Mew York Curmently Mational, reciprocal, Ly
MWorth Caralina Currently Reciprocal, 12 staies and D (AL, AR, FL, Ga, KY, LA, MD, M5, 50, 13
TH, WA, WVL
Morth Drakoda Curmently A grandtfathered inlerstate banking orgamization is permitted 1o sell its ]
HMorth Thakota hanks to out-of-state bank holding companies,
Cikis Currently Mational, reciprocal, 23e
Ciklahoma Currently Mational, no reciprocity, 50
Oiregon Currently 8 srates, mo reclprocity (AK, AZ, Ca, HL ID, NV, UT, WA) B
LB Mational, mo resiprocity,
Pennswlvania Currently Reciprocal, 7 states and DC (DE, KY, MD, M1, OH, VA, WV B
34 HMational, reciprocal,
R hexle Tstand Currently Mational, reciprocal. 278
South Canolina Currently Reciprocal, 12 states and DiC (AL, AR, FL, GA, KY, LA, MDD, M5, NC.. 13
TH, VA, WV)
South Dhakota Currently Mational, reciprocal and special-purpose banks, 21
Tennesses Currently Reciprocal, 13 atates (AL, AR, FL, GA, IN, EY, LA, MO, M5, NC, 12
S0, VA, WV}
Texas Currently Mational, no reciprocity. S0
Litah Currently Mational, no reciprodity. Sl
Vermont Currently Reciprocal, 5 states (CT, MA, ME, NH, RT} 5
2140 Mational, reciprocal,
Wirginia Currently Beciprocal, 12 states and DC (AL, AR, FL, GA, KY, LA, MD, M5, NC, i3
B TH, W)
Washington Currently Mational, reciprocal. Failing institutions may be acquined by organizations 2
from amy stase
West Virginia Currently National, reciprocal, n*
Wisennsin Currently Reciprocal, B states (1A, TL, IN, KY, MI, MM, MO, OH}L B
Wyirming Currently BMatbonal, no Teciprocity 0

* Danze nof conand the two states where natiomwide entry by neguisition of fafling banks B possble.

Souros: E'mnplkd by the Federal Rescrve Bank of Atlanta, and reported by B. Frank King, Sheila L. Tachinkel, and David D, White-
head, “Interstate Banking Ihevelopments in the 196806, Ecanomine Review, May/Tune, 1989, pp. 22-51,
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ample, of the 30,000 depositors of Colonial National Bank
of Wilmingion, Delaware, only VLK come from Wil-
mington walk-in trade.®® The remaining 20,000 depositors
live in all 50 siates and do bosiness by telephone, mail, and
nationwide automatic teller machines, and vse debit and
credit cards and checks. Chemical Bank of New York of-
fers a branchless hanking service called “Premiom Bank-
ing" to residents of Connecticut. 5% The service works as
follows; (1) Connecticul costomers call a New York
toll-free number sialfed seven days a weck by Chemical
Bank personnel; (2) customers receive insiani access (o
credit lines; and (3} customers who need cash mmediately
can make withdrawals at any automatic teller machine
linked to ithe New York Cash Exchange.

The effect of these developments is significant. The
advent of clectronic banking has rendered obsolete state
jurisdiction rules based on physical presence and has
greatly increased the mobility of bank assets and deposits,
making it difficult to locate such asselz and deposils in one
state.

Expansion of Bank Products
and Services

Another important change in the banking environ-
ment invelves the definition of the business of banking.
The prior barriers between banking and commerce are
falling. Three new products and services are of particolar
interest 1o banks: securilies, insurance, and real estate.
Both state and national banks have pushed for new pow.
ers in these areas, arguing that allowing them to offer
these products and services will benefit evervone: con-
sumers, who will enjoy reduced prices as a result of the
increased competition; businesses, which will enjoy im-
proved access to capital markets; state and local govemn-
ments, which will likely pay lower interest rates on issues
of municipal révenue bonds; banks, which will become
more efficient and profitable throogh diversification and
economies of scope; and the FINC, which will face less ex-
posure as banks become sironger.

In many statcs, banks have convinced legislators of
the merit of expanding bank powers. Currently, 235 states
allow their state-chartered banks te engage in some secu-
rities activities®! 17 states allow banks to underwrite in-
surance and/or act as an insurance agent or broker,®™ and
26 s1ates permit state banks to invest in and develop real
estate and/or act as a real estate broker.® In addition (o
their contention that the expanded powers will benefit
conswmers, businesses, and state povernments, banks ar-
pue that the now pOWErs Are Necessary (o create a level
phaying Tield between banks and the growing number of
nonbank entitics that are free (o engage in banking ser-
vices. As evidence of the lack of a level playing field, banks
cite the increasing competition that they face from un-
regulated entities, such as retailers that issue credit cards,
securities firms that attract deposits by offering cash man-
agement accounts, and avtomobile manofacturers that
provide financing for new cars,

Ciiven this blurring of the lings between bank and
nonbank financial institutions, state tax laws that ane

1

based on a traditional regulatory delinition of a bank may
no longer be appropriate.
Loan Securitization

A corollary 1o the expansion of bank securitics powers
i& the increased securitization of bank azsets, This phe-
nomenon is changing the entire nature of the banking
business. Traditionally, commercial banks solicited depos-
11% in crder 1o make loans that were held in thedr portfolios
until they were paid off. Recently, however, banks have
bepun making loans that are subsequently pooled and
packaged for sale as securities in the financial markets to
institutional (hank and nonbank ) and individual investors,
The packaging and distribution of securitized loans is usu-
ally done by investment banks or large money-center
banks. Because sccuritization offers significant benefitsto
the lending bank (Le., allowing it to remaove the loans from
its books, therchy reducing capital requirements and im-
proving liquidity), loan securitization is likely to contin-
e, B4

Potentially, banks can securitize and sell all classes of
loans.8s Typical securitized loans today include those for
morigages, credit cards, cars, and boats® 1t is easy 1o see
that a securitized loan does not have a traditional “home™
for purposes of state taxation; it can be sold to ancther
bank, insurance company, pension fund, or individual in-
viestor anyvwhere across the nation,

The advent of securiiized loans creates o profound di-
lemma for states thal apporiion the income of their domi-
cileary banks. When a loan is secunbized, the umily be-
tween the originator of the loan and the recipient of the
interest income from the loan is severed, The dissolation
of this relationship creates conditions for potentially
widespresd 1ax avoidance, Assume, for example, that
Bank A, which is domiciled in Siate A, has packaged and
sodd some of its secured loans (o an out-af-state investor,
After the sale, State A will lose jurisdiction over the inter-
est income from the loans, even though they are secured
by property located in State A.

Suppose, now, that Bank B, which is domiciled in
State B, purchases the seconitized loans from Bank A.
State B will apply its apportionment formula to determine
how much of the interest income from the securitized
Imans it can taxS Typically, state apportionment formulas
attribute the interest income from loans (o the slate in
which the loan onginated {i.c., where the loan solicitation,
negtiation, and'or administration occurred B2 or (o the
state in which the property secoring the loan is located 5
If either of these miles s used to apportion the interest in-
come from the securitized loans held by Bank B in State
B, none of the interest income from those instruments
will be atiributed to Sate B because Bank B (1) was not
involved im the solicitation, negotiation, or sdminisdration
of the underlying loans, and (2) none of the propenty se-
curing the underlving loans i= located in State B. Thus, the
interest income from the securitized loans will be appor.
tioned out of State B, even though no other state has juris-
diction o tax that income.,



Alternatively, State B might apportion the interest
income from the securitized loans according to special
rules for income from securities.”® In this case, some of
the income may be attributed to State B. Nevertheless,
much of the income would again be attributed out of state,
and may thereby escape taxation by any state.

This dilemma cannot be solved fully through the use
of an apportionment formula, although some commenta-
tors have suggested a partial solution in the form of a
throwback rule.”t The rule would allow the domiciliary
state to throw back and tax the receipts from securities not
taxed by any other state. As currently construed by the
courts, however, the throwback rule does not allow the
domiciliary state to reach either the property or payroll as-
sociated with those receipts. Alternatively, the dilemma
can be solved fully through the use of the dual system,
which is discussed in greater detail below.
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Summary and Comment

It is not possible yet to describe all the contours of the
“pest” bank tax. In addition to the conflicts among the
goals of a good tax policy, two other factors contribute to
the difficulty of formulating a single bank tax system at
this time. First, states have only recently begun to amend
their bank tax laws to take advantage of the lifting of prior
congressional restraints on state taxation of banks; there-
fore, one cannot measure the relative effectiveness of the
different new state bank taxes. Second, the business of
banking is changing rapidly, requiring states to maintain a
flexible approach to bank taxation. The bank tax that is ap-
propriate during this evolutionary period may not be suit-
able once the contours of the business become settled.
For these reasons, this report will focus on alternative tax
systems, evaluating each against the above goals and the
changing nature of banking.
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According to a recenl survey conducted jointly by
ACTR and the Federation of Tax Administeators, a TTELjT=
ity of states pse some Torm of a net income (ax for banks
(i.e., cither & franchise tax measured by net income or a
direct net income tax).™ The findings from the survey,
which provide a wade range of information regarding the
statys of state bank taxation are presented in Appendix A.
Because of the prevalence of net income taxation, this re-
port will focus on that method of taxation.

The Tax Base

The starting point for most state corporate net in-
come tax measures is the federal taxable income base.™
Federal law prohibils states from incleding the income
from federal obligations in the net income tax base unless
they comply with the requirements of 31 ULS.CL sec, 3124,
According to that statute, a state fax on the income from
federal obligations must meet two tests: (1) it most be a
nondiscriminatory tax, and {2} it must be a franchise or
other nonproperty tax, In Memphis Bank & Trust v. Gar-
ner, 7 the U5, Supreme Court invalidated as discrimina-
tory a Tennessce franchise tax that included interest re-
cenved on lederal obligations but excluded interest earned
on the oblipations of Tennessee and its political subdivi-
sins, ™

According to Memphiis Bank & Thust, a state can use a
franchise tax measured by net income and include in such
Lax base the income From federal obligations il and only il
the state taxes its own obligations (and those of its political
subdivisions) a5 well as federal obligations.” Currently,
25 states include the value of, or income from, federal ob-
ligations in their bank tax base.™

Beonnse federal obligations comprise a larpe percent-
age of the income of a financial institution, the failure to
use a franchise tax will result in a significant tax break for
banks, To create neutrality and fairmess across indusiries,
then, a comparable income exempion should be pranied
to nonfinancial cntities.

Alternative Methods of Income Taxation

Four models of corporate income taxation exist: (1)
pure residence-based taxation, {2} pure source-based tax-
ation with separate accounting, (3) pure source-based tas-
ation with formula-based apportionment, and (4) a dual
gystem consisting of residence-based taxation coupled
with a credit for domiciliary entities and source-based tax-
ation for nondomiciliaries,

A pure residence-based income tax applies only to do-
miciliary banks and operates on the entire income of the
domiciliary bank withoul regard 1o the source of that in-
come, Thues, alh banks domicited in the axing state—state
bBanks that received their chamer there and national and
foreign banks that are incorporated there—pay tax on
their fotal taxable income base regardless of where the in-
covme is earned; and all nondomicilinry banks—state
banks chartered out=of-state and national and Toregn
banks incorporated in anolher state oF couniry—pay no
tax at all even if they have earned income from activitics
within the host state.



A pure source-based tax atlempis 10 measure the
amount of income of a multistate entity that s earned
within a given taxing state. For this purpose, a state uses
either separate accounting or formula-hased apportion-
ment. Pure source-based taxation with Tormula-based
apportionment is used by nearly all of the states for their
general business corporations,

A state that uses a doal system levies its tax, in the
first instance, on the entire net income of its domestic
hanks, Then, it allows those banks & tax credil for taxes
paid to other states. The amount of the credit is limited wo
the amount that would have been paid under the domicili-
ary state’s tax. Out-of-siate or nondomiciliary banks are
taxed according to source principles; that & an apporlion-
ment formula to measure what fraction of the income of
an out-of-state bank 15 earned within the host state.

Pure Resldence-Based Tax

Until very recently, most states taxed banks using res-
wence-based fax principles, a system of taxation not used
with other businesses.

A pure residence-based tax system meets many of the
ohjectives of a good tax, It is simple, provides certainty and
regularity for taxpayers and administrators, has minimal
compliance burdens and enforcement costs, and aveids
trade barriers. In addition, when freely chosen by states, it
preserves their autonomy. One can fault a resi
dence-based tax, however, for failing to promote competi-
tive equality between domestic and out-of-state firms,
with discriminating among different limes of business, and
with creating the potential for multiple taxation.

The lack of competitive equality between in-stafe and
out-nf-state banks, which occurs with the use of a purc
residence-Bazed tax, comes feom the differences in state
tax rates and bases, For example, assume that two banks,
Bank A and Bank B, are doing business in State Y, Bank A
is domiciled in State Y, which has a ¥ poroent tax rate; and
Bank B is domiciled in State Z, which has a 7 percent tax
rate. Bank A, domiciled in State Y, will pay an income fax
af a9 percent rate to Sfate Y regardless of where it earned
that income. Bank B, domiciled in State Z, but doing busi-
ness in State Y in competition with Bank A, will pay a fax
ata 7 percent rate to Stave Z, its domiciliary state. The use
of a pure residence-based tax in this sitnation may have
the effect of encouraging Bank B to do business in State
Y, where it has a tax advantage over State Y demiciliary
banks, State Y, howover, has two reasons to complain
about this sitwathon. First, State Y fails to collect any tax
revenie from Bank B, although Bank B does business
there. Second, State Y's domiciliary banks are placed at a
{ax rate disadvantage vis-a-vis the banks from State Z be-
ciuse Srate Z hanks compete with State Y banks for busi-
ness bul pay a lower tax rate.

In practice, a pure residence-hased tax also discrimi-
nates against different lines of business within a state.
Mearly every state uses source principles to tax its multi-
state peneral business corporations. Source-based taxa-
tion requires general business corporations Lo apportion
their income among the states in which they do busingss.
Unlike the situation with residence-hised Lixntion, & Slate
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applics its source-based tax w both m-$ate and
out-pf-state firms so that cach will pay tax at the same rate
and base on the fraction of income earned within the tax-
ing state, Thus, competing in-slate and out-of-state
peneral bosiness corporations are not subject to different
tax bases and rates, as are domiciliary and nondomiciliary
banks in the example above,

Unless adopted by every state, a pure  resi-
dence-based tax also creates a problem for banks that do
business in more than one state. Suppose that a bank does
business in several states and one of those states, using
spurce principles with an apportionment formula, taxes
the income it earns there, Then, the hank may become
subject to multple taxation, Consider, for example, the
following situation:

States Y and £ have the same income tax rale and
base. State Y taxes its domestic banks on their entire
ingome, Bank Ais domiciled in State Y, Bank A does
70 percent of its business in State Y and 30 percent in
State Z; it conducts ifs activities in State Z solcly by
mail and electronic means. State F wses source-based
faxation to fax foreign banks transacting business
there, whether or not the bank has a physical pres-
ence within the state.” Bank A will pay tax to its do-
miciliary state on 100 pereent of its income and tax to
State Zon 30 percent of its income, Thuos, 130 percent
of its income will be subject 1o tax,

This problem, negligible today, will become more
acute as prior restrainis on interstate banking continge 1o
dizsgnlve, as the technolopy for delivering hank services
electronically becomes more sophisticated, and as states
amend their bank tax laws to reflect these changes. The
constitutionality of a pure residence-hased tax is doubtful
when used in such an intersiate environment, ™

Pura Source-Based Tax:
Separate Accounting

In theory, a pure source-based tax system permits
states 10 divide the tax base of a multistate corporation
among the states in which such corporation conducts its
business activities in a manner that approximates the cor-
poration's level of business actovily in each state, One way
in which a state can use a pure source-based tax 10 accom-
plish this goal is through the use of scparate accounting.

When used to assign income of a multistate business
toa piven state for tax purposes, the separale accounting
method deems the in-state operations of a cormporate
branch or subsichary 38 a taxable entity unconnected 1o s
out-of-state parent, The income of the branch or subsid-
iary is iscdated as if the entire business operations were
conducied in the toang state.¥ The ULS. Supreme Court
recognized the limitations of this method very early. If, for
example, a maliistate manufacturing business 5 a verti-
cally or horizontally integrated group of entities, its oper-
ations are not conducied inany single state separately. In-
stead, the income of the business is camed “by a series of
multistate transactions bepinning with manufacturing
profit in one state and ending with sales profit in other
states."®" Such was in fact the finding of the Supreme



Court in the case of Underwoad Tipewrtter Co. v, Chamber-
lain =

Twor methods of separate accounting exist 1o solate
the net income of a moltistate business in a given state. A
state can either;

(1} Asceriain the actual cost of manufacturing and
add a reasonable profit, determined by reference 1w
such standards as the profit made by other corporma-
tions and the opinions of businessmen. The manufac-
tured goods are then deemed 1o have been sold by the
manufacturing department to the selling department
al the price indicated, Specific costs of each depart-
ment are computed, and overhead, administrative,
and other general expenses are charged to the various
departments.

ar

(2) Ascertain the price at which the articles manufac-
tured may be purchased from other manufacturers in
the categories and quantities desired. Utilize this fig-
wre as the cost of goods, and otherwise proceed as in-
dicated in (1) above 22

Commentators have criticized separate accounting as
*fearfully expensive,” “impracticable, ™ “arbitrary,” and
“uncertain."®% Few states use the method today, and at
least one state that purports (0 do so allows a multistate
business to isolate its in-state meome by means of applying
formula-based apportionment. ™

Pure spurce-based taxation with separate accounting
scores low in the criteria of simplicity and reduction of
compliance burdens and enforcement.

Pure Source-Based Tax
Formula-Based Apportionment

Another way (o use purc source-hased taxation (o ac-
complish the poal of dividing the fax base of a multstate
corporation 15 through formula-based apportionment.
The apporticnment formula is designed to measure the
fraction of a multijurisdiciional taxpayer’s income (hat
should be attnbuted toa given slate by companng the tax-
payer’s in-state income-producing activitics with its activi-
tics everywhere. Therefore, the particalar formula cho-
sen must reflect how and where the taxpayer earns its
income: the factors represent how the taxpayer generates
it income, and the “situs rules” govern where the income
is earned.

As a peneral rule, an apportionment formola should
comply with two principles: (1) the factors should bear &
reasonable relationship to the income being apportioned,
and (Z) the situs rules shoubd represent the location of the
activitics or property of the taxpayer by reference 1o the
benefits and protections that the taxing state oflfers 1o the
taxpayer's property andfor activities.?” To date, neither
federal statutory law nor judicial decisions impose any
particular formula or situs rules on states.™ Thus, states
are free (o adopt any apportionment formula and situs
riles they choose, as long as they comply with the above
general fairness rules. The freedom to choose among ap-
partionment formulas allows states autonomy in adminis-
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tcring state taxes on mulisiate corporations. Each state
can adopd its statutes, roles, and policies without regard to
whether another state applies dilferent rules. Conflicts
among state statutes, rules, and policies are deemed irrel-
evant 1o the taxing state, which administers its laws as il it
were the sole taxing state,

If the freedom in their choice of apportionment for-
mulas maximizes the awionomy of states, it greatly in-
creases the compliance burden for multistate corpora-
tions, which must comply with & wide variety of formulas
and situs rules. With the use of pure source-based taxation
and formula-based apportionment, states have made
scani progress woward the goal of uniformity.

The problems with formula-based apportionment cin
be illustrated by reviewing briefly the long history of state
uses of formulas 1o apportion the income of multistate
general business corporations. Today, there is litéle dis-
agreement among the states as to the appropriate factors
for a manufacturing firm. Mosi siates use the so-called
Maszachusetis formula, an equally weighted 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). Thuos,
most states have agreed that the fraction of income of a
manufacturing company that should be attributed to a giv-
en state can be measured by the following formula:

payroll tangible property sales
in stale if Slate in state
173 + +
payrill tangihle property sales
in all states in all states in all states

Forty-five out of the 46 states (including the District
of Columbia) that levy corporate taxes measured by net
income have adopted the three-factor formula.?® In 1957,
the formula—consisting of property, payroll and sales,
and detatled situs rules—was codified in the Uniform Div-
siowt for Tax Purposes Act (UDTTPA)® Currently, 23 states
use zome version of the UDITPA formula.® Yet, becayse
many of the states that use the Massachusents formula
(with or without adopiing UDITPA) have modified i,
there is little uniformity among the states.® According to
Jerome Hellerstein, a leading scholar of state taxation,
states vary as to (1) what items should be included in each
factor, (2) how to value the ttems that are included, (3) the
relative weights assigned to the three factors, and (4) the
definition of terms wsed in the formula.®?

For example, state laws differ as to the propriety of
including the following elements in the property factor:
rented property, inventory in transit between the taxing
state and other states, mobile property, and property un-
der construction. State laws also differ on the proper man-
ner in which to value property that 15 included in the prop-
erty factor: some states vse fair market valoe, others use
book cost less accrued deprectation, and still others
employ undepreciated original or book cosi® Similar



conflicts in state rules ooour in connection with the payroll
and receipis faciors, 95

Although the original formula gave identical weight
to each of the three factors, 12 states have modified the
relative weipght=® States do this in onder o accomplizh
two gosals: (0 increase the amount of net income assigned
o the state andfor 1o faver domiciliary corporations, Typi-
cally, states modify the evenly weighted formula by
“double-weighting” the sales factor, according il twice as
mich value as either of the other two factors 5 The effect
of double-weighting the sales factor is to Favor domiciliary
miltistate corporations, which commonly have more
property and payroll than sales in their home state, over
out-of-state corporations, which commaonly have more
zales than propenty and payroll in the host state.?8

There is little uniformity among state situs rufes,%
This diversity has an effect similar 10 double-weighting
the zales factor, rendering the “standard”™ three-factor
formula even less authoritative. The situs rules control
which elements po mto the numerator of the three-factor
formula, therchy increasing or decreasing the amount of
income atiributed to a grven state, The choice carries im-
portant revenue considerations. Many states will seek to
increase their tax revenoe by adopiing situs rules designed
specifically Tor that purpose,

Even when situs rules appear to be similar, differ-
ences may arise becauze states apply dilferent definitions
to specific words in the rules, For example, although 400f
the 43 states that vse a sales or receipts factor use a “desti-
nation™ situs rule for that factor, attributing it to the nu-
merator of the state to which merchandise or property is
shipped or delivered, the laws do not necessarily agree as
(o the meaning of “delivered” or ™ shipped.™™ Some
states also use the throwback rule (o change the silus of
the receipts factor from destination Lo “onigin® (Le., the
state from which the merchandize is shipped) if the staie
of destination does not fax the corporation.™ In sum, af-
ter over a hall-century of cxperience with apportionment
of the income of general business comporations, there s
still little uniformity among state situs rules.

There is reason 10 believe that state laws for appor-
tioning Bank income may differ even more than those re-
specting the income of manufacturing and merchandising
corporations. '™ Banks and other financial institutions
earn income prmarily from mtangible property that, un-
like real or tangible personal property, has no natural
phyzical locatwon, For this reason, the ULS. Supreme
Court has interpreted the due process clause of the LLS,
Constitution 10 require a situs rule based on the relation-
ship between the inlangible property and the faxing slate,
According to the Court, the required relationship is found
at the domiciliary state of the creditor, the domiciliany
state of the debior, or the state in which the intangible
debt has a bosiness situs, '™

Because the due process clause does not prohibat
double taxation, "™ all three states could include income
from intangibles and the intangibles themselves in the nuo-
mcrators of their receipts and propery factors,

The differences in state apportionment formulas and
situs rules can increase the total tax burden of multistate

corporations, including banks. Consider the following ex-
ample:

Aszume that State X 15 the domiciliary state of Bank
A, Bank A does busmess in States X, Y and £, The tax
rate of all three states is 7 percent. According to the
sifus rules of State X, Bank A has earned 80 percent
of its income there. States Y and Z apportion 20 per-
cent and 10 percent to themselves. Bank A pays State
X $56,000 ($1,000,000 x B0% = 3300000 x 7% =
356,000 State ¥ $14,000 (200,000 x 7% = $14,000);
State Z $7000 ($100,000 x 7% = $7000). Bank A
would pay tax on 110 percent of its income for a total
tax of 577,000,

The Supreme Court has upheld differing state apportion.
ment formulas, reasoning that a particular formula need
produce only a rough approximation of the income of a
multistate corporation that is attributable o a given
state.'% Therefore, the overlapping taxation that s
cauzed by conflicting formulaz and situs rules is not likely
1o be deemed unconstitutional,'o8

States that use pure source-based taxation have diffi-
culty formulating situs rules that are “fair™ (i.e., neutral
between in-state and out-of-state businesses) and umni-
form becawse there is an irreconcilable conflict between
1the taxagion Mdmnil:iliar}' and nondomiciliary banks. In
an interstate environment, the home state of a domicilary
bank iz also the host state of a nondomiciliary bank, States
cannot, with one set of situs rules, reconcile the conflict
created by this dual role. The situs rules that will attribule
the most income from domiciliacy banks to the home state
will alzo atinbute the least income from nondomiciliary
banks to the host state, as the following example illus-
trates.

Bank A is dorniciled in State ¥ and makes loans in
States ¥ and Z. Bank B is domiciled in State 7 and
also makes loans in States & and Y, Assume that
State Y has situs rules that allow il 1o include in the
numeratorof its receipts factor all interest and fecin-
come from loans if the loans are made by a bank domi-
ciled in State Y. This situs rule will have the effect of
attributing all of the receipts from loans made by
Bank A {and other domiciliary hanks) 1o State Y. The
rule will also have the effect of attributing none of the
income of nondomiciliary Bank B o Sate Y, al-
though Hank BB makes loans there. A similar conflict
arises if State Y has a situs rule that directs all banks
doing business there o include in the numerator of
their receipts factor all inderest and fec income Trom
loans if such loans are made to residents of State Y.
This rule will increase sipnificantly the amouant of the
income of Bank B (and other nondomiciliary banks)
attribuied o State Y, but it will also decrease the
amaount of income of Bank A (and other domiciliary
banks) that = attelbated o Staie .07

This problem is particularly troublesome when an ap-
portionment formula is used in connection with branchless
banks. For example, supposc that a branchless bank oper-
ates in a state that uses a formula that includes payroll,
réal and tangible personal propérty, and receipts [ac-



tors. "% Because a branchless bank, by definition, has no
payroll or (real or tangible personal) property in its mar-
ket states, the numerators of those two factors in the mar-
kel siates will be zerp, thus significantly reducing {he
amount of income aticibuted there, and potentially giving
it an unfair advantage over home state banks that must
operate with a physical presence in the state.

The home state'host stale dilemma also decreases
the possibility of states agreeing on a oniform apportion-
meni formula. For example, & state that i the domicile of
many large banks (Mmoney center™) Can icrease 1S reve-
nue by choosing situs rules that attribute most of the in-
come and assets (0 the home state. Conversely, a state
that is the home of relatively small banks may be better
able 1o increase its revenue by choosing situs rules that at-
tribute bank income and assets to the host (or market)
gtate. The implementation of a voluntary uniform appor-
tionment formula would require SLaLEs 10 agree nol 10 use
apportionment formulas o (1) seck to increase their rev-
enue, {2) favor domiciliary corporations, or (3} cngage in
interstale tax compelition,

In addition 1o the problems created by the use of an
apportionment formula for both domiciliary and nondo-
miciliary hanks, the use of pure source-hased taation with
Tormula-based apportionment in connection with securi-
tized loans creates the potential for widespread tax avoid-
ance, as described above,

Finally, the use of pure source-based taxation with
formula-based apportionment has a discriminatory effect
on commumnity-hased banks becanse the system gives mul-
tistate hanks a significant state tax advantage. In the pres-
ent environment, large moltistate banks have the oplion
to move their assets and profits to jurisdictions with low
tax rates or no tax at all, thereby reducing their overall tax
burden. Smaller, community-based banks cannot take ad-
vantage of such mobility in order to olMain tax breaks.

In short, a pure source-based tax with formula-based
apportionment scores low on several tax policy goals, in-
cluding: simplification of tax systems; "™ reduction of
compliance burdens; fairness; provision of certainty and
regularity for taxpayers: uniformity of taxes on multistate
businesses; and exportability, a goal purseed by many
siates.

Despite its low score in some of the elements of a
pond tax, a pure source-hased tax ranks high in avoiding
discrimination among different lines of business. The rea-
zon for this is simple: nearly every state has adopied pure
source-based taxation with formula-based apportionment
for its general business corposations. Yet, significant dif-
ferences between general business corporations and
banks and bank-like entitics may dictate different 1ax
treatment for financial imstitutions, For example, the
drafters of UDITPA exempied financial institetions from
the act.m® Manufacturing and mercantile corporations
produce andfor market o @ngible prodect that = both visg-
ible and allocable 1o one state. Banks, on the other hand,
deal in intangibles that are neither wisible nor assagnable
tooonly one state, and bank assets are very motale. With a
pure source-based tax, a domiciliary bank can shilt its as-
sets andlor profits o a branch in & state that has a low tax
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rate or no tax, thereby escaping its home state tax. With
residence-based taxation, however, the bank has mo m-
centive Lo do so because i1s home state refains taxing juris-
dictiwon over all of its assets/profits. Because a pure
source-hased tax is the most easily manipulated of the al-
ternative methods of taxation, the use of that system with
banks and bank-like entities, which can readily move as-
sels among junsdictions, may have adverse revenue con-
seqquences for states, For these reasons, neutrality in the
methods of taxing corporations that do business in a sig-
nificantly different manner may be neither possible nor
desirable. Substantial newtrality—neutrality in Both rate
and base—ig, of course, possible,

Dual System:
Residence-Based and Source-Based Tax

The dual system rests on a different theoretical base
than does the pure soorce-based tax, Source-hased taxa-
tion permits states to adopt and administer (ax laws with-
out regard to the differing andfor conflicting laws of other
states, The dual svstem of residence and source taxation
requires states o recognize the interaction of tax systems
in the growing interstate and international environment.

The United States international tax system is a dual
system. The LS., using residence principles, taxes the
worldwide net income of its domestic multinational cors
porations, allowing domestc multinational corporations s
credit for the net income taxes they have paid to the for-
eign countrics in which they do business (to solve the mul-
fiple faxation problem), The amount of the credit s lim-
ited: foreign income faxes can be credited only to the
extent of the U5, tax allocable to the taxpayer's “foreign
source” income. Expressed asa fraction, the masimum al-
lowable credit is:

LS, income {ax

(on world-wide x
INCHmeE,

before credit)

foreign source taxable income

U5 consohidated income

The effect of the foreign tax credit limitation is that 115,
multinational corporations pay taxes on their foreign
spurce income at the higher of the foreign tax rate or (he
.5, rate. Foreipn multinationals that do business in the
L5, are taxed only on the income earned there,

States can use such a dual tax system, too''! At least
42 states do so with their personal income taxes, ' 12 Alaha-
ma does w0 with its general busingss corporations, and
Ehode Island and Indiana do so with their bank taxes, '3
The dual tax system appears to be consistent with the di-
rectives of the due process and commerce clauses,'1*

The domestic bank component of the doal system
consists of a residence-based ta coupled with o credit,
and meets many of the same objectives of a good tax as
does a pure residence-based tax. Although not as simple
as a pure residence-based fax, it i relatively easy to ad-
minisice. First, a domiciliary state taxes ils domestic banks
on their entire income, regardless of where it is camed,
Dromiciliary banks that are subject to this residence-based
tax imclude (1) state banks hicensed under the law of the
taxing state, (2) foreign banks'® operating in the taang



state under a state license, (3) national banks that have
designated the taxing state as their principal place of busi.
nesz in their charter, and (4) foreign banks operating in
the taxing state under a federal license as a “federal
branch™ or a “federal apency.”" ' The domiciliary state
grants such banks a credit for income taxes paid to other
states. There are only two croumstances under which a
domiciliary state will grant a credit: (1) for activities con-
ducted by a branch of a domiciliary bank, which is located
ot of state and taved by the state in which 1815 doing busi-
ness; and (23 for branchless banking activities, which are
conducted by a domiciliary bank oul of state and are taxed
by the state im which the activities are conducted. "™

States will not face the administrative and com-
pliance burdens of the system that the United States uses
{0 fax international income, "8 Unlike the wide vanety of
tax bases vsed by foreign countries, nearly every state that
imposes a corporite inCome tax uses 4 nel income base
that conforms broadly to the measure of the federal in-
come tax,V"® Therefore, a state could deline a creditable
tax as & net income (ax, a franchise tax measured by net
income, ora tax in lieu of a net income tax (e, an aliema-
tive minimum fax).

Stanes can bypass vet another difficulty in the applica-
tion of the United States tax on moltinational corpora-
tions—the calculation of the foreign tax credit limitation.
As noted, the LS. limil i expressed by a formula, the ng-
merator of which is the bank’s “foreign source™ taxable -
coime and the denominator of which is the U5, consoli-
dated income, The Internal Revenoe Code requires that
foreign source income be defined by ULS. tax law rather
than by foreign law, Tocalculate its foreipn tax credit limit,
therefare, & U.S. multingtionsl must first “re-source” its
foreipn income according to the extremely complex
source rules in sections B6 1-864 of the Code. These source
rules are necessary in the international arena becausc no
constitutional limits exist (0 prévent foreign couniries
from overreaching in their definitions of foreign source
income. Within the national arena, however, the due pro-
cess and commerce clauses limit state definitions of the
source of income. Thus, states have no need for complex
source rules: they can simply limit the amount of their
credit by reference to their own rate. The use of effective
giate tax rates rather than nominal rates will remove any
distortions cansed by the differences in state net noome
1ax bases.

Unlike the pure residence-based tax, a resi-
dence-based tax cowpled with a credit does not have the
delect of multiple axation. A simple example will llus-
trate this proposition,

Assume that Bank A, domiciled in State X, does busi-
ness in and is taxed by theoe states: X, Y and &, As-
sume further that Bank A has $1,000,000 of net in-
come for fiscal year 1 and that all three states would
caleulate the corporation’s income in the same man-
ner. All three states have a 7 percent tax rate, Bank A
earned income in all three states, State Y determined
that 20 percent of the income was camed there and
apportioned SA0L000 1o iself. State £ determined

that 10 percent of the income was eamed there and
apportioned $100,000 to riself. State X assesses ils tax
on the entire net income of Bank A, but grves a credin
for the taxes the corporation pays to States Y and Z.
Given these rules, Bank A would pay a 314,000 in-
come tax (o State Y (S20,000 x 7% = $14,000% $7.000
income tax 1o State Z ($100,000 x 7% = ST000% and
49,000 income fax o State X (SLO00,000 x 7% =
ST0,000 -3 21,000 tex credit = 549,000% Thus, Bank A
pays tax on 100 percent of its income, and its tolal tax
liakality 1 $70,000.

Becanss most states nse pure source-hased taxation
with formula-based apportionment for general business
corporations, the use of residence-based taxation with a
credit for taxes paid to other states can create some tax
disparity between banks and general business corpora-
tions. On the one hand, the total tax burden on Corpora-
tion A will be the same under formula-hased apportion-
mentand a sysiem of 1ax credits as long as State A has a tax
ratc that is equal fo that of all other states taxing the corpo-
ration, as the following cxample illostrates:

Aszume that Bank A, domiciled in State X, does busi-
ness i and is Gaxed by three states: X, Y, and 2. As-
sume further that Bank A has $1,000,000 of net in-
come for fiscal vear 1 and that all three states use
formula-hased apportiocnment to determine the tax li-
ability of Bank A. According 1o the states’ formulas,
T percent of the company”™s income 18 attributable to
it activities in state X, 20 percent (o those in State Y,
and 10 percent to those in State Z. If all three stales
had the same T percent fax rate, Bank A would pay
£49.000 income tax o State X (70% x 51,000,000 =
ETO0,000 x 7% = 349,000% 314,000 tax 1o State Y
(20% x $1,000,000 = 200,000 x 7% = $14,000% and
$T000 tax 1o State Z (10% x $1,000,000 = S100,000 x
7% = §7000). Thus, Bank A pays tax on 100 percent
of its income and its total tax liability is $70,000, which
i the sarme tax liability that the bank would have on-
der a residence-based tax coupled with a credit. 122

On the other hand, Bank A's aggregate tax burden
will be preater il the domiciliary state uses a credit svstem
and a tax rate that is Aigher than that of the host states that
tax the bank, as the following example shows:

State X, the domiciliary state, has a tax rate of 9 per-
cent, State Y's rate s B percent, and State Zsrate is7
percent. State X taxes the entire net income
(51,000,000) of Bank A, and States Y and Z tax 20 per-
cent and 10 percent respectively. Bank Ax aggrepate
tax borden iz $50.000. It pays State X 367,000
(51,000,000 x 9% = $90.000 523,000 = $67,000%
State Y 316,000 ($200,000 x 8% - 316,(000) State Z
£7000 ($100,000 x 7% = ST00). In effect, the hank
has paid tax on §1,000,000 at the rate of 9 percent,'2!

Compare the result under formula-hased apportionment
with the same 9 percent, § percent, 7 percent tax rates:

Bank A's apgrepate tax burden wouold have beaen
F46,000 rather than 390,000, It would have pad



S63,000 to State ACSTO0,000x 9% = 563,000, §16,000
o State Y, and S7000 10 State £,

(This example assumes, however, that the situs rules
of the three states are identical. If, aswas described in
the preceding section, the situs rules of the three
states differ, overlapping taxation will exist under for-
mula-hased apportionment, increasing the corpora-
tion's oaverall tax burden)

The residence-based 1ax with a credit need not, however,
create tax disparity among compesitive lines of business.
For cxample, as described below, some stales hiawve
adopted a broad definition of a “bank™ in order to subject
all competing entities 1o the same fax,

The residence-based tax with a credit also scores high
in creating neutrality between small, community-based
banks and large multistate banks in that both are taxed un-
der the same rules, With a pure source-based system, mul-
tistate banks, which have the option of moving their asseis
and profits o low-tax or no-tax jorisdictions and reducing
their overall tax burden, have a significant state tax advan-
tage. Under the residence-based tax with a credit, howev-
er, the multistate banks would still pay a state (@ up o the
rate of its domiciliary state, just as community hanks do.

The oui-pf-state or nondomiciliary bank component
of the dual sysiem is a spurce-based tax with an apporiion-
ment formula, In order (o teeat domiciliary and nondomi-
ciliary banks equally, states that choose the dual system
would want to use a formula tailored for nondomiciliary
banks just as the residence-based portion of the tax is tai-
fored for domiciliary banks: Statescan do this by adoptng
a uniform single-factor receipts formula for nondomicili-
ary banks. The proof of this proposition requires an un-
derstanding of which banks are taxed as oot-of-stale or
nondomiciliary banks under the dual system.

Most interstate banking occurs through a merger be-
fween an out-of-state bank and an in=state bank . an acguoi-
sition of an in-state bank by an out-of-state bank, or de
nowo entry by a bank holding company. Injerstate hanking
through any of the above methods will create an in-state
hank (j.e., a bank that is taxed as a domiciliary). A bank
that engages in intersiate branchless banking (clectironi-
cally or by mail) in a host or market state is an out-of-state
hank {i.e., a bank that will be taxed as a nondomiciliary ), A
bank that engages in interstate banking through a branch
is also an put-of-state bank for purposes.of the dual system
(i.e., a bank that will be taxed as a nondomiciliany). It is
easy o see that it makes sense for the host or market state
to choose a single-factor receipts formula to apportion the
incorne of a branchless bank. By definition, a branchless
bank has no place of business and no emplovees in the tax-
ing state. Even in the case of a branch bank (whether
state-chariered, national, or forcign), a single-fector re-
ceipts formula with market state situs rules will generally
attrmbute the most income to the nondomiciliary state.
The reasons for the superiority of the single-facior re-
ceipts formula are: (1) attribution rules for a property fac-
tor (intangible) typically duplicate those for the receipts
factor; and {2) the addition of a payroll factor would attrib-
ute more revenupe Lo the host state than a receipts formula
only if the receipls-1o-payroll ratio of the branch in the
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host state is less than the average in the entire corpora-
tion. = This condition would require that the branch eam
less revenue per employee than the average of the entire
corporation, an unlikely event because the branch press
umably would be able to take advantage of many services
provided by the home-office employees of its parent cor-
poration rather than hiring separate branch employees.

The dual system may help to create uniformity among
state tax systems. There is little reason for & state 1o
modify the apportonment formula for nondomiciliary
corporations under the doal system. As noted, there are
two reasons for a state to modify its apportionment formm-
la; 1o increase the amount of revenue assigned o the state
and'or to favor their domiciliary corporations, With a dual
gystem, the reasons for aliering an apportionment formu-
la disappear. First, becanse the formula is used only for
nondomiciliary banks, a state will not change the formula
Lo benelit its domiciliary corporations, either by modifyving
the weight of a given factor or by aliering situs rules, Sec-
ond, a uniform single-factor receipts formula with mar-
ket-state situs rules will nearly always atiribuie the most
income 10 a taxing state.

Also, the use of the dual sysiem will solve the serious
dilemma, described previously, which is created by the in-
creasing securitization of loans, and which cannot be re-
medied fully under a pure source-hased tax. Under the
dual system, a domiciliary state would levy its tax on the
entire interest income receved by a domestic bank from
the securitized loans, therchy closing the tax avoidance
problem described previously.

The dual system suffers from two political handicaps,
however, First, it requines states toadopt a method of tax-
aticn that 15 different from the one currently used by most
states, Sccond, the dual system would close many of the
tax lpopholes that now exist with pure source-hased taxa-
tion and that allow multistate banks to move their assets
and profiis to low-tax rate or no-tax jucisdictions, The fa-
miliar expericnce of the federal government with tax re-
form illustrates the difficulties involved in plugging tax

loopholes.
Summary and Comment

Four methods exist for the taxation of the income of
banks: pore resklence-based taation, pure source-hased
taxation with separate acoouniing, pure source-based tae-
ation with formula-based apportionment, and a dual sys-
tem consisting of residence-based (with a credit) and
source-hased taxation. None of the four allernatives wall
satisfy all eight policy goals set forth in the 1975 ACIR
sludy.

A pure residence-based e receives the highest
marks for @mplicity, low compliance and enforcement
burdens, certatnty, and avoidance of trade barniers. Yel a
pure residence-based tax has several Maws, including dis-
crimination between different lines of business, the Tail-
ure to promole competitive equality between in-state and
out=0f-state banks, and the potential for multiple taxa-
v, The last pwo flaws arg panicalardy serioos in light of
the increased interstate banking activity onginating from
[egislative and judicial setions and technological progress.



A dual system consisting of a residence-based tax with
a credit for domiciliary banks and a source-based tax for
nondomiciliary banks scores high in the elements of new-
trality, fairness, simplicity, and exportability. Under the
dunl system, small community banks and large multistate
banks are taxed under the same rules. The use of the dual
system would also solve two serious problems thal cannot
be remedied under a pure source-based tax svstem. First,
because the dual sysiem requires the use of an apportion-
ment formula only for nondomiciliary banks, no home sia-
te/host state dilemma exists. Instead, a state can adopl a
formula that is tailored toapportion the income of nondo-
miciliary banks. Second, the dual system prevents the tax
avoidance created by the increasing securitization of bank
loans. Under the dual system, a domiciliary state would
levy (5 tax on the entire inberest income received by a do-
mestic bank from the secontized loans. The goal of creat-
ing a uniform apportionment formula should be attain-
able under a dual sysiem. Conversely, the dual svstem
suffers from political bandicaps.

Viewed from a national perspective, the pure
source-hased tax ranks low in the critera of simplicty,
uniformity, provision of certainty and reguolarity for tax-

and reduction of compliance burdens. The vse of
pure source-hased taxation with formula-hased appor-

tonment in an inlersiate environment causes several
problems for states. Because of the homie state/host siate
conflict in ites rules, pure source-based taxation with for-
mula-hased apportionment scores low in exporiability and
competitive equality between domiciliary and out-of-state
banks, This problem 15 pacliculary acute in the case of
branchless banks. Also, the use of pure source-based tava-
tion with formula-based apportionment in connection
with secuntized loans creates the potential for wide-
spread tax avoidance, also decreasing the fairness of the
tax. Finally, the use of pure source-based taxation with
formula-hased apportionment has a discriminatory effect
agninst community-based banks, With a pure source-
based system, multistate banks have a sipnificant state tax
advaniage over community banks, In the present environ-
ment, large multistate banks have the option to move
their assets and profits to jurisdictions that have a low fax
rute or no tex &t all, thereby reducing their overall tax
burden considerably, Smaller, community-based banks
cannot take advantage of such tax breaks. Conversely,
because most states today use formula-based apportion-
ment, that method ranks high on avoidance of discrimi-
nation between banks and peneral {nonfinancial} husi-
NELSEE,



Chapter 4

Formulas
and Jurisdiction
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Source-Based Taxes:
ARlternative Apportionmem Formulas

States that adopt a pure source-based tax must select
among several possible factors and situs rules. Many
statesalsowill alier the respective weights that they assign
tor the factors chosen in order to increase their revenue
and/or favor their domiciliary corporations.

The purpose of an apportionment formula is to mes-
sure what fraction of the income-producing actmaty of a
multijurisdictional taxpaver takes place within a given
state. Therefore, the particular factors chosen should re-
Mect in general how the lapayer penerates ils moome,
The situs rules then spread the income of the corporate
taxpayer among the states having jurisdiction to tax it.
Within general fairness guidelings, states have wide lati-
tude in the selection of apportionment formulas, 123

Banks earn income by soliciting deposits, which in
turn permits them to create loans and mvestments that
generate interest and fee income. Banks also earn a sig-
nificant amount of income from dealings in intangibles
other than loans (i.e., securitics and money marker insiru-
ments) and by providing a variety of services, Thus, in the
case of hank income, payroll receipts, intangible property,
and deposits are all potential factors. No existing federal
laws or judicial decisions require states to choose any one
or any combimation of these potential factors. No empin-
cal evidence cxists that suggests that any factor is betier
than any other or that any combination will produce a bet-
ter resolt when wsed for both domiciliary and market
sLales.

Moreover, any uniform  apponionment Tormila
would require significant compromises; that is, states
wonld have to agree not to use apportionment formulas to
(1) seek 1o maximize their revenue, () favor domiciliary
Corporations, or (3) engage in inlerstale lax competilmon,
an cvent that appears unlikely given the experience with
state formulas for multistate general business corpora-
trons, Although presenily it is nod Feasible (o describe the
best formula for banks, it is possible to evaluate the for-
mulas now in wse.

UDITPA Farmula

The UDITPA formula contains a property factor (real
and tangible personal property), a sales factor, and a pay-
roll Factor. Given the importance of intangibles a3 an in-
come-producing em for banks, the fallure of the UDIT-
PA to include intangible property in its property factor
makes that formula unsuitable for hank income; in fact,
the act specifically exempts financial institutions, While
the omission of intangible property may not rise 1o the lev-
el of a constitutional Maw, it changes significantly how the
ingome of a bank is spread among the states in which it
transacts business. For example, the situs of real and tan-
gible personal property is attmboted to the state in which
the property is physically located. In most cases, such
property will be found in the domiciliary state of a finan-
cial mstitution. Consequenthy, an apportionment fommula
that uses only real and tangible property will benefit only
the domiciliary state. If, as is true in the case of UDITEA,



the formula also containg a payroll factor, the balance will
be tipped even further in favor of the domiciliary state be-
cause most employees will be located there, too.

Moreover, the use of the UDTTPA formula may have
a discriminatory eflfect, Real and 1angible personal prop-
erty (such as machinery and equipment) is likely 1o com-
prise a large percentage of the assets of a general business
{nonfinancial) corporation, while intangible property will
represent a small fraction of its assets. This situaton is re-
versed in the case of a financial institution. Typically, fi-
nancial instifutions have very litile real and tangible per-
sonal property, whereas intangible property, such as loans
and securities, constitute their entire business, Thus, use
of the UDITPA formula excludes most of the property of
financial institutions, but not that of general business cor-
porations,

Despite these flaws, approximately 11 states use the
three-factor UDITPA formula.'® Typically, these states
have not attempted to design a formula that is tailored for
banks, but have simply borrowed the UDTTPA formola. A
few states include intangible property in the property fac-
tor of their apportionment formula. 2 Unlike the sifua-
tion with real property or tangible personal property, the
Legal situs of intangihle property can exist in more than
one state, 28 namely, the domicile of the creditor, the do-
micile of the debtor, andfor the state in which the intangi-
ble has a business situs.'27 The inclusion of mtangbie
property in the property factor coupled with a situs rule
based on the residence of the debtor would benefit market
slales.

MNew State Apportionment Formulas

Recognizing the defects of the UDITPA formula,
some states have adopted new formulas specifically tai-
lored to banking. The new laws of New York and Minne-
g0t represent two different approaches to the problem of
apportioning the income of multijurisdictional banks.

The New York Law, In 1985, Kew York completely revised
its bank tax 1o make it similar to the (ax on general busi-
ness corporations, that 65, the state uses a pure
source-based tax for banking corporations, The factors
chosen (o apportion the income of banking corporations
are receipts, deposits, and payroll. The numerator of the
payroll factor is 80 percent of in-siate wages, salaries, and
other personal services compensation.'#® The receiptls
and deposits [actors are double-weighted.

The receipts factor consists of the ratic of receipts
camed within Mew York (o receipis carned everywherg, 1L
includes all income from loans, financing leases, renis
service charges, fees and income from bank, credil, travel,
and entertainment cards; net gains from trading and n-
vesiment activities; fees from the issnance of ledters of
credit and traveler's checks: and all income from povern-
ment bonds, although a portion of such income s ex-
cluded from the tex base.

The regolation contains separate “situs™ rules for
eaxch receipl. The mules have a strong domiciliary state
bias, Consider, for example, the following receipts” salus
rules.
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13 The situs of income from loans other than credil
card loans is in New York if the loan s “located in New
York." 129 A loan is deemed located in New York if the
preater portion of income-producing activity relating 1o
the loan {L.e., solicitation, investigation, negofiation, ap-
proval, and administration) takes place in the state. The
definitions of these terms make it clear that in most cases
all of the income-producing activity will be deemed 10
take place in the state in which the lending bank is lo-
cated, 30

2} The situs of income from bank, credit, travel, en-
tertainment and other card operations is the state of do-
micile of the credil card holder, **

3} The sitos of recepes for serices performed by the
taxpaver's cmplovees regularly connected with or working
out of a New York office is New York if such services are
performed within Mew York,

The depesitz and payroll Factors aleo exhibit & domi-
ciliary state bias, The deposits factor s the ratio of the aw-
crage value of deposits maintained at branches within
Mew York to the average value of all deposits maintained
at branches within and outside of Mew York.'32 Deposits
made by an pui-of-state individoal orbusiness are deemed
toexist in the state in which the deposit i maintamed. The
payroll factor is the ratio of 80 percent of in-state wages,
salaries, and other personal services compensation 10 1o-
tal wapes, salaries, and other personal services compensa-
Liody.

The Minnesota Law. Minncsota revised its hank income
tax law in 1987 and 1988, The factors selected by Minngso-
ta—payroll, property, and receipls—are similar to (hose
in the UDITPA formula, The similarity between the two
formulas ends there, however. Two differences are partic-
ularly important. First, the Minnesota formula includes
mtangible as well as tangible and real property in the
property factor,™®® Second, the three factors are not
weighted evenly, The formula apportions income to Min-
nesota by comparing 70 percent of the receipts in-state to
receipts in all states, 15 percent of the property in-state 1o
property in all states, and 15 percent of the payroll in-state
1o payroll in all stares. '™

The Minnesota situs rules, which have a distinctly
market state favor, differ significantly from the New York
rules, as the following examples illustrate:

1. Beceipts Irom Loans, The situs of income and oth-
er receipts from loans secured by real estate or tangible
property is in Minnesoda if such property is located in the
state. The situs of income and other receipts Trom unse-
cured commercial loans is in Minnesoia if the proceeds of
the loan are to be applied in the state. 25 The situs of in-
come and other receipis from unsecured consumer loans
s in binnesota of the borrower is a resident of Minneso-
a1

2. The situs of income and other receipts from cradit
card and travel and entertainment cards is in Minnesota if
the card charges and fees are repularly billed there 3

3. The situs of receipts from the performance of ser-
vices is i Minnesola i ihe benefits of the services are con-



sumed in the state, regardless of where the services are
performed. 138

The siate’s situs rules for the propeny lactor irack
those of the receipts factor. ¥ Payroll is attributed to
Minnesota if an emplovee s (a) emploved within the siate,
i) actually working within the state, or () accountable (o
an office within the state, 4¢

Summary and Comment

Tordate, two states—New York and Minnesota = have
completely revamped their state bank tax laws using pure
spurce-based principles. Each state has chosen very dif-
ferent situs rules. The differences refllect the states’ per-
cepiion of their satus as a home slate or a host state. For
example, New York, which = a money cénter state, has
chosen situs rules that locate most bank receipts and de-
posils in Mew York. The Mew York receipis and deposiis
factors are double-weighted, Minnesota, which deems it-
sclf 1o be primarily a host state, has selected situs roles
that have a market state bias: reccipts and intangible prop-
erty are located in the state of the borrower. Acconding to
the Minnesota situs rules, receipts are weighted more
heavily than either property or payroll.

Although these differences in staie apportionment
lormulas do not appear 10 raise a federal constitutional
guestion, ™! they do cause overlapping taxation. As more
siates pass new bank tax laws, the lack of uniformity will
produce more 1ax overlap and greater administrative bur-
dens for banks operating across stale lines.

Definition of Taxable Entities:
VWhat Iz a Bank?

Until recently, most states deflined a “bank™ in har-
mony with the regulatory definition of a bank, Conse-
guently, a “bank™ was defined as an entity regulated by the
state’s Department of Banking. Many states that used this
definition taxed banks differently than they faxed other
deposifories, such as savings and loan institutions. Now,
however, siates are beginning (o enlarge their narrow def-
inition of a bank in order 10 create tax parity among like
institutions. The use of a definition of the taxable entity
that includes all or most competing institutions will go a
long way toward creating a neutral and fair tax system.
State experiments in this arca range from an cxpanded
regulatory definition of a “panking corporation™ to-an
open-ended delimtion of a “financial nstiiuion.” The
laws of Mew York, Michigan, and California illustrate the
possibilities.

The Mew York Definition

The New York law applies to every “banking corpora-
tion™ that is cxercising its franchise or is doing business in
Mew York, In general, a "banking corporation” is defined
H L

a) Any corporation that is organized under the

laws of Mew York, any other state, or country

(LS, or forgignf and that i doing a banking busi-

MgsE, 0T

b} Any corporation the stock of which is 65 per-
cent or more owned or controlled by a bank,
thrift, or hank holding company and that is en-
gaged in a business that can be conducied lawful-
Iv by a commercial bank, or i5 engaged i1 a busi-
ness that 15 =0 closely related to banking or
managing or controlling or managing banks as (o
be a proper incident thereto.

Eszzentially, then, a banking corporation 15 one that is
cither doing a banking business or is a subsidiary of a bank,
thrift, or hank holding company. The law defines a “bank-
ing business™ as the husiness thal a traditional bank i au-
thorized 1o do and the business that any other corporation
can do thal 18 substantially similar to the business of a tra-
ditsomal bank.

The law makes the task of revenue authorities and
laxpayers asier becawse it defines which entities are suh-
ject o the tas. This s done by regulations that give specific
cxamples of the kinds of entitics that are banks, thrifts, or
bank holding companies and then by referencing the fed-
eral regulations that specilically list the subsidiaries of
bank holding companies that are banking corporations
under (b} above.

The Michigan Definition

Michigan defines a “linancial organization™ for the
purpose of its single business tax a6 3 “bank, industrial
hank, trusi company, savings and loan association, bank
holding company . . . credit union . . . and any other associ-
atwon, jmnt stock company, or corpotation atl least 90 per-
cent of whose assets consist of intangible personal proper-
ty and at least 90 percent or whose gross receipls meome
consizs of dividends or inferest or ofher charges resulting
from the vse of money or credit.” 2 According to Michi-

tax officials, many nonbank institutions that compete
with banks for automaobile, morigage, and other loans
come within this delinition. 2 Other entities that some
commentators deem o be competitors of banks, such as
securities brokerage and mnvestment [irms and msurance
companies, are excluded from the Michigan financial or-
ganizafion fax. '

By focusing on the unigue aspects of banks and finan-
cial institutions {L.e., institutions whose assets consist pri-
marily of intangible property and whose income is gener-
ated through the use of money and credit), the Michigan
statute creates a significant degree of tax parity among
competing entities.

The GCalitornia Definition

Califomia’s financial institutions law contains a very
broad definition of a taxable entity. The law provides Tor
the apportionment of the income of banks and “Tinancil
institutions.” Case law defines a financial institution asan
entity thit deals m “moneyed capital™ in substantial com-
peition with national banks. By administrative policy, the
Califprnia Franchise Thy Board applies a “more than 50
percent of gross income” test. Thus, a financial instiution
is an entity that receives more than 30 percent of its gross
income from the use of its capital in substantial compefi-
ticen with other moneyed capital, Thus, entities engaged in



consumer financing, incduding aotomobile financing,
coméewithin the definition of a financial institution. 45 Al-
though California has not issued regulations implemeni-
ing the vague case law, the state has published legal rul-
ings that give examples of the kinds of entitics that willhe
deemed financial mstitutions.

Use of the Unitary Business Principle

States developed the vnitary business principle 1o
counier the problem of tax avoidance through interstate
profit shiffing by general husiness corporations. & Be-
cause they deal in intangibles, banks can shift assets and
profits among taxing jurisdictions much more asily than
can general busingss corporations. According to the uni-
fary business principle, the apportionable tax base of mul-
tistate Corporation A that s domg business within State X
includes the combined income of all members of Corpora-
tion A's unitary group, which congists of the parent and
any of its controlled (i.e., related by maore than 50 percent
common ownership) subsdiaries that are engaped with it
in a “functionally integrated™ enterprise.™" The amount
of the combined unitary base that is attributable to Corpo-
ration A activities in Sate X is determined by multiply-
ing the base by the state's apportionment formula. The
numerators of the factors will include the property, pay-
rodl, and receipts of Corporation A, while the denoming-
tor of the formula must include the gross receipts, proper-
iy, payroll, ete., of the cntire unitary group.

Corporate taxpavers have criticized the states” use of
the unitary business panciple, claming that a clear and
economically valid definition of & unitary busimess is lck-
ing, The UL, Supreme Court has stated that “the prereg-
uisite to a constitutipnally accepiable finding of unitary
business is a flow of value, not flow of goods.” 48 Taqay-
ers assert that because the unitary method is hazed on
such a nebulous and indefinite concept, states can and do
pse the method (o require the combination of affiliates
that are engaged in entirely unrelated businesses, therchy
causing distortions in their tax liahility.

Fortunately, the question of unrelated businesses sel-
dipm arises with hanks and bank-like entities. "% Federal
law prohibits banks and bank holding companies from
conirolling any subsidiaries that are not engaged in activi-
tics “incidental 1o the business of banking™ in the case of
natipnal banks'™ or “closely related tobanking or manag-
ing or controlling banks" in the case of bank holding com-
panies.’® Hence, no hank or hank holding company sub-
gidiary can enpgage in a business unrelated o that of
hanking, thus removing the major impediment to the ose
of the wnitary business principle.

An important application of the unitary business prin-
ciple in connection with state taxation of banks is the pro-
tection of the integrity of a state’s franchise tax, As noted,
miny slates have adopled a Tranchise ik measured by net
income for banks because that tax provides the only meth-
od by which states can include the income from federal se-
curities in a bank's tax base. Yet, because not every state
has a Franchize fax and because bank assets are very mo-
bile, the franchise tax is easily avoided through “tax plan-
ning™ technigues, such as the following:
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Assume that Bank X is a domialiary bank of State A,
State A has a franchise tax and tawes federal secur.
ties. Bank X can avoid the fax on federal obligations
by transferring iis federal secunities (o Subsidiary Y
located in State B, a state that does not have a hank
franchise tax and cannot, therefore, tax the income
from such securities.

The use of the unitary business principle would allow
State A (o combing the income of Subsidiary Y with that
of Bank A for purposes of 1= sfale tax,

The unitary business principle is compatible with hoth
the pure source-based and dual tax systems. A resi-
dence-based tax can be translated easily into the
source-based tax that is necessary for combined reporting.
A residence-based tax can be represented by an appor-
tionment formula that attributes 100 percent of the fac-
tors (i.e., gross receipts, intangible property, eic.) (o the
domiciliary state. Once the residence-hased tax is trans-
formed into an apportionment formula, the factors of all
of the members of the uaitary group can be combined to
determine what fraction of the combined apportionable
income base is attributable to the taxing state. The actual
tax iz then calculated by applving the rate to the base and
subiracting the credit, As described earlier, the use of a
single-factor receipts formula will, in most cases, attribate
the most income to the taxing state.

Jurisdiction Rules

As noted, banks can and do conduct business in many
states without having a physical location there. Many
banks regularly make loans and solicit deposits by mail,
telephone, or electronic means. As clectronic communi-
cations systems become more sophisticated, interstate
branchless banking will increase. Such an environment
renders jurisdiction rules based on a physical presence ob-
solete.

Branchless banking can create tax avoidance and tax
discrimination between in-state and out-ol-state banks.
Conzider, for example, the following common situation.
Com Ais a credit card subsidiary of a full-service
bank. Its enly brick-and-mortar place of business s in
State A Company A solicits its credit card customers sole-
ly by mail in a1l 50 states, Through these mail-order opera-
tions, Company A makes loans to consumers in CVERY
state, earning interest and fee income from their resi-
dents,

Even if we assume that one of these states, State B,
hits a soaree component, it normally will not tax Company
A oon the interest and fee income it receives from resi-
dents of Siate B because Company A, which is domiciled
in State A, does not have a brick-and-mortar presence
there. Even with the use of the unitary business principle,
State B will not be ahle o tax its apportioned share of the
intercst and fee income from Company As credit cand
subsidiary unless Company A has a taxable affiliate fo-
cated in State B, The domiciliary banks in State B, on the
other hand, may al=o issue credit cards to residents of
State B. Unlike Company A, State B's domiciliary banks
will pay taxes on the interest and fee income to State B



In gpite of the fact that branchless banking may resull
in tax avoidance and discrimination against domiciliary
hanks, most states stilt ave tax jursdiction tales that pre-
vent them from taxing out-of-state banks that regularly
solicit business from their residents by mail, telephone, or
electronic means, It is unlikely that the ULS, Constitution
will be interpreted to prevent states from adopiing broad-
erincome tax jurisdiction rules for nondomiciliary banks
that make loans to their tesidents "5 As the TS Su-
preme Court has noted in opholding a state's exercise of
judicial jurisdiction over an out-of-state defendant whao
had no office or other physical presence in the stale as-
serting jurisdiction, “it is an inescapable fact of modem
commercial life that a substantial amount of business 15
transacted solely by mait and wire commumications across
state lines, thus obviating the need for physical presence
within a state in which business is conducted. "™ Two
states, Indiana and Minnesota, have broadened their tacs
jurisdiction rules by statute. Similar legislation 18 pending
in Massachusetts, According to the 1988 ACIR survey, 11
other states do-so by admmistrative poficy,

The Mew York Jurisdiction Rules

According o the New York rules, foreign banking
corporations “doing bosiness” in New York apportion
their income according toa three-factor formuta: A bank-
ing corporation is deemed to be “doing business” in Mew
York if, within the staie, it operates a branch, a loan pro-
duction office, a representative office, or & bona fide of-
ficp 158

The Minnesota Jurisdiction Rules

Minnesota's tax jurisdiction rules are broader than
those in Mew York. Activities that create jurisdiction 1o
tax in Minnesota include both the traditional “doing busi-
ness” pest, which is based on the laxpayer’s physical pres-
ence 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 insti-
tution is subject to tax if it “conducts a trade or business
which . . . regularly solicits business from within [the]
state. .. Solicitation includes:

1. Distribution by mail or otherwise of catalops,
periodicals, advertising flyers, or other writlen
solicitations of business 10 customers in [Min-
nesotal;

2. Drisplay of advertisements on billboards oroth-
er outdoor advertising in [Minnesota;
3, Advertising in Minnesota newspapers;
4. Adwvertising on Minnesoda radio or television
[stations). . . 566
Afinancial institution is deemed o have “repulariy™ solic-
ited business from withim the state i i “conducts activities
with twenty or more persons within [Minnesoial during
any tax period, or the sum of iz asseis and deposits atirib-
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utable to Minnesota sources equals or  exceeds
§5,000,000.7167

Reporting Requirements

Broad jurisdiction rules allow a state o tax an
out-of-siate branchless bank, but they do not provide a
mechanizm for identifying which entities are faxable, As-
surming that it is possible for a state o detect the existence
of 4 branchless bark, if still cannof fax such an enfity un-
less the activities of the branchless bank have met the con-
stitutionally required threshold, An attempd (o azsert tax
jurisdiction over a branchiess bank without some proof of
the extent of its activities within the taxing state would
lead inevitably to protracted litigation over the constitn-
twnality of the tax. The issuc may have w be liipaed
again with each separate branchless bank because the na-
ture and extent of the activities of each such entity may
VALY,

T overcome thes problem, some states have turned to
reporting statuies, Typically, such statutes require all for-
eign corporalions that have not receved a license (o do
husiness in the state or that have not filed a tax retum for
the year in question to file a Notice of Business Activities,
Because a reporting statute does nod in itsell subject the
foreign corporation to fax, the use of a reporting statute
solves the problem of case-by-case litigation over the tax-
ghility of each branchless bank. 58

Minnecsota has such a statute. According 1o the Min-
nesoly statule, every corporation that during the calendar
year oblamed any business from within Minnesota must
file a Notice of Business Activitics Report with the state's
fax commissioner unless

1) It s a Ninancial institulion that conducts activi-
fics with Tess (han 20 persons within Minnesoia
during the tax year and the sum of its assels
and  deposilts  attributable o Minnesota
sources is less than $.5,000,000;

2) It is engaped solely in secondary market activ-
ity in Minnesota as defined by Minnesoia
lavwy 158

3) It hasa certificate of authority todo busmess in
Minnesota;
4) It has filed a timely Minnezota corporale fran-
chise lax refurn; or
B Phe corperation 15 tax-exemypl. 150
Under thiz law, a corporation must file the notice even if it
does not have a physical presence in Minnesota,
Because the Minnesota reporting statute is based on
a similar statute in New Jersey, the recent litigation over
the Mew Jersey penally provisions may affect the Minne-
soda fawoAccording torboth statutes, the fallure to-file the
required business activities report resulis in cerlain penal-
ties, including the loss of access to the state's courts. Sec-
tson 134:13-20b) of the Mew Jersey statute provides that:
The failure of a foreign corporation fo file a fime-
Iy report shall prevent the use of the courts in this
state for all contracts executed and all cavses of
action that arose at any time prior to the end of



the last accounting period for which the corpora-
ion failed to file a timely report, 181

The validity of this section = in doubi. Recenily, the
Mew Jersey Supreme Court reviewed First Family Mort-
gage Corp. v, [uerfuam, 52 g case that presented a challenge
10 the reporting statute. First Family Mortgage Corpora-
tion, a Florida corporation that was not anthorized to do
business in Mew Jersey, acquired 54 mortgages on New
Jersey homes. Although it came squarely within the terms
of the New Jersey law, First Family failed to file an activi-
ties report, When Linda Durham, the owner of one of the
homes morigaged, defaulied on her mortgage payments,
First Family initiated a foreclosure action ina New Jersey
court. Durham moved to dismiss the case on grounds that
First Family did nod comply with the reporting statute.
First Family challenged the gtatute claming that by pro-
hihiting access to the state’s coorts, the statute violated
the commerce clause of the UL, Constitution,

Although the New Jersey Supreme Court upheld the
slate’s reporting statwte in general, i found that the above
zection vilated the commerce clause because i1 did not

give the nt'l'cndjng corporation the nght toregain access to
the courts by filing the requircd report and paving any
taxes, interest, or penalties doe. In order to preserve the
constilutionality of the statute, therefore, the New Jersey
Supreme Courl interpreted section 14A:13-30b) as being
suhject to the general “cure” provisions in section
14A: 13- W 11-(2). The latier section allows & court o
excuse the failure to file if:

1) The failure 1o file & timely report was done in
ignorance of the requirement 1o file, such ig-
noTance was reasonable in all circumstances;
and

2) All taxes, interest, and civil penalties due the
state for all periods have been paid, or pro-
vided for by adequate security or bond ap-
proved by the director, before (he suit may
proceed.

The Minnesoia law (which has nol been challenged)
does not contam an “ignorance” requirement; that is, &
taxpayer can rcgain access (o the courts simply by filing
and paying any taxes, penalties, and interest due.
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Conclusion
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The 1819 decision of the Supreme Court-in MeCul-
loch v. Mandand set the stage Tor congressional domina-
tion of state tavation of nafional banks and fedéral ohliga-
fions thal confinges (oday, Siates cannol 1ax either
national banks or federal obligations withoul statutony
permission from the Congress.

The Congress began exercising its control over state
taxation of nationabbanks with the passape of the Natfomal
Currency Act in 1864. The act codified the MeCulloch hold-
ing by permitting Slates to lax (he real propery and shares
afl national banks. One section of the act imited state
taxes on national bank sharesio a rafe no greater than the
rate assessed on “olher moneyed capital.” This Tirst com-
gressional foray into the business of regulating stane tava-
tiomof national banks through specific stamtory directives
and limitations signated the bepinming of over a centuryof
Iitigaton mvolving mind=numbing differences in state cal-
culations-of their rates of taxation and-interpretations of
the phrase “other moneyed capital.™

By 1964, the Congress hidd cecognied that neither
further amendments, which merely led 1o a new round of
litigation, nor judicial mediation, which produced a larpe
body of inconsistent and conflicling opinions, could bring
order or clanby to stale Taation of naticnal anks, Inaf-
nal revision of the law, the Congress remaved all priot
conditions and Hmitations on state taxation of nagional
banks and passed-lepistation that directed states 1o tix na-
tional banks in-the same manner as they tax their state
banks: The new law became effective in 1976,

Given-the long history-of congressional control over
the methods by which a state could tax natinnal banks, it s
not surprising that most states have not yel révised their
laws o reflect cither the chanpes in federal law or the
changes in the business of banking, For example, some
states sl tax their domestic banks using pure resi-
dence-hased taxation, cven though that system fails 1o
prormote —competitive equalily —between —in-state and
out-of-state banks and creates the potential for multiple
taxation-Approximately 32 states apportion the ingome of
multistate banks. About 11 of those states apportion the
income of in-state and out-of-state banks using the UDIT-
FA three-factor formula, which was designed for man-
ulaciuring companies. By failing to fake account of Infan-
gible properly, such as loans and povernment Securities,
the UDITPA formula misallocates income among the
statcs when wsed for banks, There s no commonality
among the apportomment rules o the remaming 21
states. Adso, most states still use jurisdiction rufes based
on-# physical presence although such reles appear obso-
lete in an era in which loans are misde and deposits solic-
ited interstate by mail, telephone, and other clecteonic
TEANS.

IUis mal paossible yel T describe all the contours of the
“hest™ bank tax. States have only recently begun toamend
theirbank tax taws totake advantage of the lifting of prior
congressional restraines: therefore, one cannot measure
the relative effectivencss of the new taves. The three
states that have recently revamped their laws—Minneso-
ta, Mew York, and Indiana—have adopted very diflerent
approaches to the taxation of hank income. Both Minne=



soda and New York choose pure source-based tavation.
Yet, Minnesotla has broad jucisdiction rules and an appor
tionment formula with a market state bias, while Mew
York requires an office location in the state in order to es-
tablish fax jurisdiction and has adepted an apportionment
formula with a domiciliary state bias, Indiana adopted the
dual system of taxation, whereby domestic banks are taxed
using a residence-based tox with a credit and out-of-state
hanks are taxed by means of a single-factor receipts for-
mula. Several other states are in the process of amending
their bank tax laws, and eventually every state that has a
pure residence-based tax may have to amend its law in or-
der to eliminate multiple taxation.

States are still searching for a system that will satisfy
the critena of a pood tax and interstate uniformity, At
least in the caze of peneral business corporations, the poal
of uniformity has proved elusive. In order to seitle on a
uniform apportionment formula with a pure source-based
tae, states will have to make significant compromises. Spe-
cifically, states would have 1o agree ol 10 use apportion:
ment formulas 1o (1) seek to maximize their revenue, (2)
favor domiciliary corporations, or (3) engage in interstate
1ax competition,

A promising possibility that meets many of the crite-
ria of @ good tax is the dual tax system, whereby domicili-
ary banks are taxed on their entire income, with a credit
fior tecoes paid 1o other states, while nondomiciliary banks
are taxed according to source principles,

Although it is not yet clear what the best bank tax wiall
b, it is imperative o monitor and evaluate the new bank
laxes as they are edopted by the states, Such elforis wall
help siates toidentify the most effective method for taxing
banks, and thereby promote uniformity among state bank
1AXES,
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®Those stales are Connecticut, Florida, Hlinois, Kentocky,
Massachuseits, New York, Ohic, West Virgink, Wisconsin,
Minnesola, Mebraska, and Morth Caroling,

¥ The resulting formula looks as follows:

piyroll tangible property Eales
in state in atate in slales
1 N Y. + M
payroll fangible prop. ealed
in all states in all siates in all states

EThe following  cxamples  illusirate  the effects of

dinhle-wedighting Lhe sales (acior.

Sipation 1. Effect of a Double-Weighted Sabes Factor on Do-
miciliary Corporations —Assume that 6l percent of a taxpay-
£r's property, 60 percent of its payroll, and 25 percent of its
cales were in State X IfState X weighted each of those Faciors
evenly, then, the average of those three factors would be 143
percent'd or 48.33 percent. With an evenly-aeighted formula,
48,33 percent of the taxpayer’s ppportionable moome woakl
be atiribated o Stabe X For oorporate mamds Tk panposes,
Mow suppose that State X modifies s formula o

douhle-seight the sabes factor. The effect would be 1o reduce
the percentage of income atiributed toState X to 42,5 percemt
[LE0+ .60+ 222504 = 425 = 415%)). The hias in favor of
domicitiary corporations with a dowble-aeighied sales factor
15 even greater i the taxpayer has a greater portion of its prop-
erty and payrodl in the state and still makes a major portion of
its sales by put-l-siate buyers. Suppose that the mix is W per-
cent property. W0 percent payroll, and 15 percent sabss
insigte. The evenly-weighted formula will attriboie &5 per-
cent of the taspayer's income to State X [0+ 50+ .15y3 =
G5%%)]. The same mix will produce & percentage of only $2.5
percent under the doable-weighted sales factor formula
[0+ 90+ 21504 = 52.5%))

Sitwation 2. The Effect of a Double-Weighted Sales Fackor om
Cut-pf-State Corporations—Assume that the out-of-state
taxpayer hasonly Spercent of its property and J percent of its
payroll wdthin State X but makes 2 percent of its sales ino
Bate X, The evenhe-weighted threg-factor loemula atinbute
I percent o the taxpapers moome 0 St X
[(05+ .05+ 2003 = 10%)), The double-weighted sales facior
will imcrease  that  perceniege  to 113 percend
(05 & .05+ 22004 = 12.5)].

The exampbes are based on those given by Eogene Corrigan
of The Multistate Tax Comemission in Mufelnare Tar Review 2
(June THETE 9 For a thorough dscwssion of the effects of the
dowhle-acighted receipts factor, see Geraki Pomp, “Reform-
ing a State Corporate Income Tee” Albany Law Review 51
{1987y 383, 50,

M 5ee generally Hellersteln, Sioe Tiontton, pp SHE-G000

09Thid., pyp. 583588,

YO Thid., pp S8E-504. Chiher differences in stabe rneles, WO numers
ous 0 list here, appear in Hellemtein, Sivte Toontion, Tables
8-2 thrimgh 25, pp. 61E-625.

M2 Aceording to Hellerstein, *The selection of the situs towhich
1z attmbute intangibl: propery s fravght with exceptional
complications.” Hellerstein, Stare Tasation, p. 573,
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which the sites of a debt might be fixed: the domicile of the
et (ereditor) (State Tax on Forelgn Hebd Bonds, 15 Wall.
M (1ETT Kirtland v. Horchkiss, 100 U5, #07 (1879), the do-
micik: of the debtor (Blacksione v. Miller, 138 LS. 185 (1903)
{fovrdd Farmer's Loan Coo v, Minn 280 ULS. 20+ { 19293 and,
the state in which the debd has a business sitos, i.e. wherns the
diehd originated in the course of business iransacted in 2 state
(Mew Oirleans v, Stempel, 175 1S, 309 (1899, Dristof v. Wash-
erggton Cowrty, 177 LLS. 133 (19007, Metropolitan Life Ingur-
ance Uo. v, New Orleans, 205 LU, 395 (19071 Accosding 1o
the Court, each of those states offered the tapayer the hene-
fils and protections of Hs aws See penenally MoC i, "Stoate
Taeation of Interstate Banking,” p. 283, As pointed oot by
Paul Hartman, Professor Emeritues at Vanderbilt University
Law Schoaol, it is somewhat snomalous 1o speak of the “sifus"
of intangibles. Citing State The Commission v, Aldrich, 314
L5, 174, 178, Hariman notes that the “situs” of intangibles is
iu.'sl; # judicially approsed taxsble “relationship” betaeen per-
sons, natural or corporale. Correspondence from Pael Har-
man, August 4, 1588,

"M Curry v, MeCanless, 307 115, 357 (19399, OF course, the com-
merce classe dogs prohibit maltiple tamtion,

S N oorman Manofacturing Co. v. Bair, 437 115, 267, 273
{1978).

08 See MeCray, “Coratiiolbonal Issues i Staie Apportionment
of the Income of Mualiitale Businssses Financial Instite-
tiors."



197 Bogh states have a legitimate claim o inchude the interest and
fee income from the loan in the numerator. Both states have
the necessary neods 1o do so See note 100

12T his & the UDITPA formula, which is used by spproximately
I1 states bo apportion the income of hanks; see texd, poge 22
{note 125)

168% jewed from a natiomwide perspective, formula-based appor-
tichment i far from simple, Ses lext, papes 15-16 {nodes
B-10000

A LLLAL see 2, At 340 (1957).

T is important 1o recognize that aspecial st of potentiolly dif-
ficult problems may occur if states 1y to confiorm folly 1o the
federal model. Key isswes would arse, lor example, regarding
whather the slates decided to embrace federl coneepts, such
#s souTcing and allocation mules, that have been developed in
the international conbext,

M2 Commerce Clearing House, AN States Sinte Tax (aedle, 1523,
Seven slales are mot Ieprmrtlnd in the OCH Tahles.

V2 Abama Codde, sec 40-18-21; Rhode Island G.0., secs,
44-14-11 and 44-14-13, The R hode Island lew allows domestic
hanks a deduction, bot not a credit, for temes paid to other
siates. The tax was recemly upheld by the Rhode Island Sa-
preme Court in Commercial Credit Comdumer Serices v
Morberg, SIE AZd 1336 (B_L 1986} Indiana HOH. 1625 wais
passed by the Indiana legislature in the 1989 lepislative ses-
sion and signed by the Governor in May 1989,

" The due process chagse does not prechade the state of domieile
from taxing ihe entire income of ifs citizens, Lawrence v, Siate
Tax Commission, 286 LLE, X706 (1932); New York ex rel. Cohn
v Graves, 300 ULE, 308 (1937) Mordoes the due process clause
prevent the siate of domictle from tadng the entine income of
itz domestie corporations, Matson Mavigatlon Co. » Stale
Boswrd of Equalization, 297 L5, 241 {1536 Cream of Wheat
v, County of Grand Forks, 233 ULS. 325 (1920% G. Aliman & F
Keesling. ARocarion of Trcome in Stete Tavarion (2d ed. 1950),
p. 31. Recently, the high Court has imdicated that a fax credin
welll sastisly the “Talr appostionment™ requirement of the Come
merce Clauge, See Tyler Pipe Indus. v. Washinglon Dept of
Hewenue, 107 5. Cr Z510, 2E19Z1: [0.H. Holmes Co, Lid. v,
McMamara, 108 5, Ct 1619{1%88} And see MeCray, "Consti-
tutiomal Issues in State Apporiionment of Income.”

B For the definition of 8 “foneign bank™ see 12 0LS.C 3100 (),
(8).
1B%ee 12 ULS.C. 33 ctsog.

M7 IF the domiciliary bank is part of g bank holding company that
operates in several states through separately clarered sebsid-
s, each such subsidiary is by definition a domiciliary bank
of the state which it has designated as its principal place of
busingess,

&M any commentaton have noted the complexity of the 118,
system, particularly the calculation af the forcign fax credid
indd the application of the source mules. For example, the In-
ternal Revenue Code (“Code™) gives a tax credit only for “net
income iznes™ paid io foreign couniries. This prosisson has
proved difficult to adminisier. Many foreign countries levy
*laxes” Uhat bear little resemblarce 10 the 105, net incomie b,
and the Internal Bevenue Code does nol permit muliinations
als 1o claim a eredit against such elarges. For this reason, Uss
Imternal Revenue Code confains intricate rules that comtrol
which foreign charges ane creditable

B Hellerstein, Sieie Tavatio, P 1.

120 Given the same facis, Bank A would pay a toual ool $70,000
under formuln-hagec apporisenment, eakoulated as folkves:

3

F49.000 1o State X (51,000,000 x W = 700,000 x 7% =
$49,0KT), 514,000 tax to State Y (20% 1 $1,000,000 = 200,000
x 7% = S14000% and ST tax to State Z{10% x $ 1,000,000
= FI00,0 x 7% = $T000L The fotal tax barden on Bank A
will alio be the sams under the dual system and formu-
la-based apportionmeant i its domiciliary state has a tax rae
which is less than that of all other states taxing the lank

121 Because the disparity is inherent in the differing rate $iruc-
tures, nod in the tas eredit system iself, the system is not con-
stitutionally infirm. A state twesystem that is internally consis-
fent, a8 is the dual system, is nol onconstintional simply
because the fax scheme of another stale increases the aggre-
gate tax burden on a multistate corporation. Armeo, Inc. v,
Hardesty, 467 LL5. 638, 644-45 (1984); Mohil Oil Corp, v
Commissioner of Taxes, 445 1S, 425 (19800 McCray. “Con-
stitutbonal lssues in State Apportionment of Tnoome.™

2 The following calculation iflustrates this proposition. Define
B, P oand B as the toial receipts, payroll, and apportionable
base, respectively, of the entire corporation, and B, and Py as
the receipts and payroll of the branch in Indiana. If a
single-factor formaula is employed, the iaxable Income attribs
uiable to Indiana is given by the formula T, = [Ry/R]B. Ifin-
stead Indiana emplova a teo-factor fosmals, the axable in-
come attribaizble to Indiang is given by the formula

T: = [VZ)[R/R + PP]E.
Tiwill be advamageous for the marketstate 1o use the two-fac-
tor formuola omly if T, = 1L, or [L2)[Re'R + Po'P[R/Rs] =
L A little algebra shows that this equation & anlamoent 1o
the equation ByF, < BT

1B Moorman Manufacturing Co. v, Bair, 437 U8, 267,

12 Kincald and McCray, “State Bank Tacation and the Rise of
Interitate Banking: A Survey of States.”

128 New York, California, and Minmasods are three soch siaies.

120 5ach property is also easily moved from state bo stale o even
oatsice the United States. The Congress recently grappled
with this problem in the Tax Reforrn At of 1986, According to
the House Committes report, “The lemding of money is an ac-
tivity that can oflen be localed in any convenient jurisdiction,
simply by mcorporating an entity in that jurisdiction and
hooking loars throagh that entity, even if the soarce of the
funds, the wse of the funds, and substantial activities cons
nected with the [oans are located elsewhere.™ See Flouss Re-
port Mo, 99-426, 99th Congress, 1at Session (1986, p. 392

127 See note 103,

T2 The mumerator of the payroll Eactor was limited 1o B0 percent
b engourage banks 10 maintain a largs employee base inMew
York. See Kaltenborn, "Ts Mew York's Bank Tax Beady for the
19908 Jouremnad of Stare Tavaricn 4 (1985 225

129 1085 Mew York Tax Law, sec. 1454; 0 NYCRE 19-6.23) 1985
Mew York Tax Law, sec. 1454, W NYCRR 19%-6.%a)

"M Conaader, for example, the following definitions of the terms
“solicitation,” “investipation,” “negotiation.” and “adminis-
tradion.” According to the regokation, “active solicitation™ no-
curs when an employee of the banking corporation initiates
the contact with the customer. Such activity i located at the
office where the hank’s employes & regularly connecied, re-
gardbess of where the servoes of such emploves sere actaally
performed, “Passive solicitation”™ occurs when the customer
initinies the contact with the tanpayer. If the costomer's inkital
contacl was not at an office of the taxpayer, the office where
The pasaive solicitaton & deemed o ocoor i determined by
the facts inoesch case. “Investigation” i located at the office
whers the tapayer's employess ane regularly connecied, re-
giardless of where the services of such emplovee sere aciually
performed, “Mepotiation and “approval” ane loeated aooind-



ing to the rule for investigation above. “Administration™ is o=
cated at the office that oversees the activity of bookkeeping,
collecting the payments, corresponding with the customer,
and proceeding apgainst the borrower if it is in defanit. 20
WYCRR 1962 (d) (151

B3 1085 New Yook Thax Law, sec. 1454, 30 NYCRR 19-4.6

32 1685 New Yook Tax Law, sec. 1454; 30 NYCRR 19-7.8.

A kfinmeaoda Seat. Ann., see. 290,191, subd.3,

L3 [ld.

135 Mimmesota Sted, Ann., sec. 290,191, subd.é,

136 Thid,

7 Ihid,

138 Thid,

LA innesata Stak. Ann, 2190 subd. 11,

oM innesota Siat Ann., see 2H0191, sulbsd 1L

1 pporman Manufactering Co. v Bair, 437 1S 267 and see
MeCray, “Constitutional Tisues In State Apportionment of
Income.”

42 pMichigan Stat. Ann., 7.558 (10}

143 Phane conversiation with Fred Lynch, Administrator, Michis
gan Single Bosiness Tax, Awpgust 16, 1988,

44 Thid,

145 Pl comversatinn with !,i:nj.ﬁrnjn Maller, Course] foe Malti-
state Tox AfTains, California Franchise Tax Boand, Seplember
T, 1988,

145 Decause the law treats parent corporations and their subsid-
inrics A5 isolated entithes, a group of related corporations do-
img busincss across stabe lines can practice tax avoldance
thromgh inlerstate prafit shifting. Corsider, for example, the
following situation, Corporation A, a manafacturing compa-
ny, is bocated in and doing business in State A, o stabe with g
high state inoome tax rate. Comporation A hes a wholly owned
subsidiary, Corporation B, which s located in State B, & stade
that does not have an inéome e 1.'_!1,1rl'||1my A mamifEsianes
widgets and company I pssembles and sells the widgets
throonghout the United States, buat not in State A, The too
companies are clearly integrated economically. In sach asitu-
&lion, it is relatively easy for Comparny A 1o avoid State A's in-
come tax by arranging o have the bulk of the profits from the:
salz of the widgets fall in State B, Company A mersly charges
Company B an arificially low price for the widgets, so that it
receives litths incoms in Siate A, Company B then sells the
widpets at their normal retail price and receives all of the prof-
its in State B, which hag no income tac Multistate Tax Affairs,
Catifornia Franchiss Tax Board, September 7, 1988

147 Corporation A may file a combined report in State X. Afer
eliminating intercorporate transactions (because the transac-
1iona between Corporation A and the members of ils unitary
groupcanmod producs a real economic profit or loss, income is
recognized for tax purposes only when the entire process of
production and sale is completed, ie., on the ultimate sale b
third parties), the total gross receipts and total deductions fios
the entire epondamic enlerprse ang itemized and neted o
produce the apportioniable hase. This bise 18 then apjor-

tioned among the jurisdictions in which the wnitary group
conducts it activithes socording 10 & formula that mesures
the eontrebution of suchk activities In each state 10 the prafis of
the whole,

M3 Cgntaines Corp. of America v. Franchise Tax Boand, 463 L5,
159, 178 {1983).

MECalilornia, a pure souree-hased Income tax state, has, howes-
er, retenily begun dealing with the application of the onitary
busineis principle W inilary @nterprises that are engaped in
both general businesses and financial businesses. The firss
case 1o be litigated in Californda involved Sears (3 general
business under California law) and Sears Roebuck Accep-
tance Corporation {a Anancial business under Califomia law)
The Franchise Tax Board is in the process of drafting regula-
tions that would require “preapportionment™ of the income
of such a combined group in order 1o separate the general
business income rom the Anancial income. The separation is
necessary because the formila wed for general hasiness oor-
porations is different than that used for financial instinations.
Phone conversation with Ben Miller.

15012 [1.8.C. 24 {1964).

15112 1050 1843=) (1982

15201 & true that State A could assess its tax on the inoome Te-
cedived by it from Company A credit card activities. 11 8 un-
likely to do s, however, sinoe one of the reasons for stting up
creshit card subsidiaries is o take sdvaniage of Jow-tas or no-
tax jurisdictions (oeiginally, the primary reason for setting ap
credit cand subfidinries was {0 escape state noury ceilings)

153 5ee MeCray, “State Taxation of Interstate Banking.”

184 Byrger King v, Rudzewicz, 471 1S, 462, 476 (1985)

155 1085 Mew York Tax Law, sec. 1451 (a), sec. 1462 (1)

B0 Minnesota Stat Ann., sec ZA00LE In additkon 1o the four
items lsted, “soliciation” inchodes advertising in publications
with their circulation primarily in Minnesota; advertising in
regional or Minnesota editions of national publications; ad-
verising in national publications sold over the counter or by
subscription in Minnesota: direet telephone or other elec-
tronle solscitation in Minnesota,

157 [hid,

15882 First Family Mortgage v. Durham, 528 AZd 1238 (196T)

168 Mnmesia Stal. Ann., sec. 2000005, subd. 3(bL

180%ee Minnesota Stat. Ann., sec. 200.371L

18 New Jersey Stat, Ann., 14A:13-30b). Ancther section of the
slatute has language which permits the offending corparation
tocure the defect and regain access (o the state’s courts. Mew
Jemsey Stat. Ann, 14A: 13-20a) provides that, “No foreign
QOFPOTRTIM CRTTYINE Om &y ackivity o aming or maintaining
any property in this State which his not obtained a certificate
ol authority 1o &o business in this State and disclalms Habilivy
for the corporation inoome tix slall malniain any action ar
procesding in any Sate or Federl court in New Jersey, wmil
stch covpowarion sl kave fled a el nosice of Besiness aci-
vivies repour” (emphasis added). The Minnesotn statute con-
tnins similar provisions.

18528 A 2 1288 (1987



Appendix

State Bank Tax
Survey and Findings

13

Advisory Commission on
Intergovernmental Ralations
and
Hational Association of Tax Adminlstrators®
March 1988

Taxation of Financial Institutlons

1.

Ln

Does your state tax banks vsing a franchise tax, net in-
comé tax, bank shares tax, gpross receipis tax, or other
tax?

If your state uses a franchise tax, is that tax measored
by net income or some other method?

Does your state include the valoe of or mcome from
federal and state obligations in the measare of the tax?

Does your state fax peneral (nonfinancial) business
corporations in the same manner as it taxes banks (if
ngy, explain the differences)?

Droes your state tax savings and loan institutions in the
same manner &5 it taxes banks (if no, explain the differ-
ences)?

State Constitutional Lirnits

f,

Dioes your state constitution place any restrictions on
state taxation of domestic banks or savings and loan in.
stitutiong (if yes, what are the restrictions)?

Dwoes your state constitution place any restrictions on
state taxation of out-of-state banks or savings and loan
institutions (if ves, what are the restmctions)?

Dwoes your state constitution place any restrctions on
state taxation of income from state or municipal obli-
gations (if yes, what are the restrictrons)?

Taxation of Income of OQut-of-State Banks

9.

Dioes your state tax any of the following intersiate in-
come-producing activities of out-of-state banks? For
cach activity, indicate whether taxation is by statute,
regulation, or administrative praciice;

a. interest income from credit cards ssued 1o resi-
dents of the state by an out-of-state bank that has
no office or employees in your state

b. interest income from loans solicited by in-state
representalives of out-of-gate banks

c. interest income from loans solicited at loan pro-
duction offices Incated in your state but closed at
the out-of-state home office of the soliciting bhank

. interest income from loans made to residents of
your state by an out-of-state bank that has no of-
fice, employees, or represcntatives in your state
and secured by personal property Tocated in vour
statle

e. interest income from loans made (o residents of
your state by an oul-of-siate bank that kas no of-
fice, emplovees, or representatives in your state
and secured by real property located in your state

*Wow part of the Fadaration of Tax Admintsiralons.



10. Does your state require an out-of-state bank that solic-
its lgans or deposits in vour state through a loan pro-
duction office to register or apply for a license (if yes,
whal are the requircments)?

11. Does your state require an out-of-state bank that solic-
its loang or deposits in your state through an agent or
representative Lo register or apply fior a license (if yes,
what are the requirements)?

12. Does your state require the agent or representiative of
an put-of-state bank who solicits loans or deposits in
your state to register or apply for a license (if yes, what
are the requiremenis)?

Apportionment of Taxable Incoma

13. Does your sate bank tax law or depariment regula-
tions contain an apportionment formula to measure
the taxable income of banks (if yes, describe the for-
mula)?

14, If your state does not have either a law or regulations
governing the apporiionment of bank income, do you
use the three-Tactor UDTTPA formula or some other
formula 1o appaortion that income (give a beief descrp-
tion of the formula)?

Futura Plans

15, Daoes your state have any plans 1o broaden 112 jurisdic-
tional rules in order to ax the income that out-of-state
banks reccive from banking transactions conducted
with residents of your state solely by mail or through
electronic means (1 yes, indicate legislation, regula-
tipns=, or pdministrative inlerpretations)?

16. Dwoes your state have any plans to change the formula
il currently uses Lo apportion the income of banks (if
yes, indicate whether lepislation, regulations, or ad-
ministrative mierpretations)?



Table I
State Bank Taxes
(Survey Questions 1 and 2)

Fran- MNet  Bank Gross
Seate chise Income Shares Receipts (ther

Alahama® X
Alnska
Ariznna
Arkansas
Califormia®
Cobaracdo
Connecticwt™
Delaware®
Trisirict of Colambia®
Flosida®
Georgla
H — Hawaii*
Findings tdaho
Ilkryis.
Indiana
[
Earsas®
Eentucky
Louisiang
Maine®
Maryland*®
Massachusetts®
Michigan
Minncsoia®
Mississippi
]h:[hmu:ﬂm
Montana®
Mehraska
Mewvila E
Mew Hampshire X X
Mew Jemey*
Mew Mexon
Mow York®
Morth Carolina
Marth Drakoda®
Cikso
Oklahoma
Ciregon
Pennsylmnia
K hode [sland®
Soath Carolina*
South Dakota®
Tennestes
Texas
Utah*
Wermaont
Yirginia
Washi n
Wiest \n"ﬁlfi.:ﬁa
Wscomin®
Wyoming E
* Snres that measure franchise tax by pel incomse. Misour also hasa
franchise 1ax measired by hank shares and aurplus,
A= oorporale net worll ta
B =use fax
C—single business ax
D — gl walcrem properfy 1as
E—real and tangibsle personal properry tax only
[F s pxneme taxon hankson the higher of 8 percent of net income o §2.50
for each 210,000 of autherzed capial stock
Ci—ammual sessment of 1025 peroent of hank aasels

E 3
E

e

P e e

Fe e

e

x

M e
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Tirhfe 2
States Reporling Inclusion of Federal

or State Obligations im BEank Tax
(Survay Question 3)

Ktate Federal State Federal
Hiate (ibligatiens (ihligsetions Eiate (bligations Okligations
Adabama X X Minnesota X b
Alaska X Missour X x
Californis x X Montana X b
Connecticut x X Mew Jersey X x
Delaware n X Mew York x x
District of Columbia X Marth Carolina X X
Florida X X Maorth Dakoa X X
Georgia X x Ohio X X
Hawaii X x Pennsylvania X
lingis kY South Carolina x X
Towa X X South Crakota X X
Kansas x x Tennesses X X
Rentucky X Ltah X X
haine X X Wirginia X X
Maryland h X West Virginia X
Massachusells X x Wisconsin X X
Michigan X
Table 3
States Reporting Taxing Banks and Other Corporations
in the Same Manner
(Burvey Questions 4 and 5)
Savings Savings
Ktate General Business and Loans State General Basiness amd Loans
Alabama X Montana x X
Alaska ~ X Nieheagks
Artzona X x i X
Arkan=as x X Nevada . x A
California % Mew Hampshire x
Colorado X Hleon LTty X X
Connecticut X X New Mexico x
District of Columbia X X Ngw Yok X
Florida X Y Morth Carolina X b
Georgia X H‘-"'f'lh Dakota bt
Hawaii W Ohio X
Tdaho X = Oregon X X
inois X Rhode Island X
Towa i South Dakota x
Kansas ® Tennessee x x
Mainc X Texas X
P aryland X Utah X X
hiaseachiserts b} Yermont =
Michigan o X Washinguon x x
Minnesota X X West Virginia X X
Mississip x X Wisconsin X x
Mz X Wyoming X




Tirhle 4
States Reporting Constilutional Restrictions on Taxation
{Survey Questions §, 7, and 8)

Srate [omestic Banks or S&Ls Out-of-State Banks or 5&1s Income from State/Municipal Cbligations
Alabama X
ATIZ0NA X
California X X X
Kentucky x
Oihio X
Oregon X
West Virginia X
Table 5
States Reporting Taxation of Income of Dut-of-State Banks, by Type of Income and Method
(Survay Question 9)
State Type of Income (Method)
Alabama C{P)
Alaskn AP B{F) Ci{P)
Arizona AlP) B{P) Di{F) E(P)
Californm AR}
Connecticut Bi(R} CiR)
Digstrict of Columbia C{5) DR} E(R)
Florida A5} Y8 Dg} E(5)
Chenrgia ALS) RS} Ci3) DSy E(S)
Hawaii C
Idahin B(S) Cis)
Indiana B i
Laouisina B(S) Cis)
Maine Ci{R)
Maryland i)
Minnesota Al5) B(5) C(5) D5} E(5)
Mississippi B(5) CiR)
8 FE T | B C ] E
Mebraska AlR] B C I E
Mew Hampshire AR B{5) C(5) &) E(S5)
New Mexico A(S) B(S) C(5) D E(5)
MNorth Carolina B{E) CiR)
Morth Dakota C [ ] E
Chhio ALS) Bi{R) (5] DSy E(5)
Chrggon B(R) CiR) E(R}
Rhode Island C{™)
South Caroling BiF) CiF)
Sonth Dakota B(5) C
Tennessce C
Wirginia O
West Virginia B(F) CiF)
Wisconsin ]
Kiry:

A= inlurest ingome from credil cands isseed bo s1abc residents by an out-of-state bank with no offios or employees in the state (e.g., Bauance of credil cards
through 1he mail)

B=interest income from loans soficiled by im-siate representatives of oul-ofstnte banks (call programs)

C—interest income from loass solicited a1 loan produection offices [ocated In ik sinte but closed af the sur-of-stase home office of the saliciting bank

D—imerest imeame Trom eans made by an our-al-amate bank with no of e, emplodees, or reprresentalives in the slate 8o a resident of the sinte amd
securcd by persomal property in the state

E—interest income from leans wo resdents of the seae made by an out-af-staie hank with nooffice . employees, or represeniatives in the siate and secured
Iy rieal progerty bocaled in the slales

P —pdminisiennive pracrios

K —regulaiion

S—sinkine

ki)



Tatde 6

States Reporting License or Registration Requirements for Loans and Deposits on Out-of-State Banks

(Survey Questions 10, 11, and 12)

Solicit Solickt Solicit Salicit
through through Have through through Mave
Laan Apent Agent Lixam Apent Apent
Production or Repre- or Kepre- Production or Repre- or Kepre-
Stare Office sentative sEntative State {HTice senbative sentative
Alahama X X X Missouri X X
Alaska X Mew Mexico X X X
Catifornea X X ew York X X
Colorsdo X X Morth Dakota X X
Delavmee X Celzhama X
Dhistrice of Columbia X X X Soath Carolina X X X
Huwain M South Dakota X
Idaho X X b Texas X X
Tltinois X X Lhah X X
Indiana X X e Washington X
Marylang X West Vinginia x X
Minnez=otn x X
Table 7
States Reporting Apportionment Formulas to Measure Taxable Bank Income, by Method
[Survey Question 13)
Stale Law Rigulation Stabe Law Repulation
Alaska X Mew Tersey X X
California X Mew Mexion X
District of Columbia X Mew York X X
Florida X Morth Carolinag X X
Georgia X Morth Drakoda X X
THrais X (Thia X
Kansis X Celighama X X
Louisiana X Clregin X
Maine X South Dakaota X
Maryland X Tenncsses X X
Michigan X Washington X
Minnesata X West Visginta X x
Moniana X Wssnrsm X
Taatele §
States Reporiing Apporiionment Formulas,by Type
State UDITPA rher State UDITea {hher
Alaska X Minnesola x
A X Mondama X
Californin X Mehraska X
Connecticil X Mew Jersey X
Distriet of Columblia X Mew Mexico x
Florida X New York X
Gieongia X North Cieralina X
Hawali X Morih Dakota X
Telaths X Oregon X
Il X South Carolina X
Indiana X Soulh Dakaota X
Torast X Tenneses X
Kansas X Lk X
Maine X Vermamt X
Maryland x Wizst Virginin X
Michigan X WESOTEI X

R

— e— — —




State

Alabarma

Arizona

California
Colorado

[hstrict of Columbia
Greorgia

Idahno

Indiana

Towwa

Tatle 4

orting Plans for Bank Tax Changes

[Survay Questions 15 and 16)

States R
Broaden Champe
Jurisdictienal Apportinmment
Hules Formula
X
X X
X
X
X
x
h4 x
x x
X

State

Kangaz
Maszachuseits
Michipgan
Montana
Ohio
Oklahoma
Pennsylvania
Litah

Brioaden
Juarisdictional
Rules

X

E -

Chame

Apportisnment
Farmula

A
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A Catalog of Federal Grant-in-Aid Programs to State and Local Governments:
Grants Funded FY 1989, M-167, 10/89, 40 pp.

Local Revenue Diversification: Local Sales Taxes, SR-12, 9/89, 56 PP
Significant Features of Fiscal Federalism, 1989 Edition Vol. II, M-163-11, 9/89, 224 pp.
Changing PPublic Attitudes on Governments and Taxes: 1989, S-18, 9/89, 36 e

State Constitutions in the Federal System: Selected Issues and Opportunities
for State Initiatives, A-113, 7/89, 128 pp.

Residential Communily Associations: Questions and Answers for Public Officials,
M-166, 7/89, 40 pp.

Residentinl Community Associations: Private Governments in the Intergonvernmental
System? A-112, 5/59, 128 pp.

Readings in Federalism—Perspectives on a Decade of Change, SR-11, 5/89, 128 pp.

Disability Rights Mandates: Federal and State Compliance with Employment Protections
and Architectural Barrier Removal, A-111, 4/89, 136 PP

1986 State Fiscal Capacity and Effort, M-165, 3/89, 128 pp.

Hearings on Constitutional Reform of Federalism: Statements by State and Lucal
Government Association Representatives, M-164, 1/89, 60) pp.

Significant Features of Fiscal Federalism, 1989 Edition, Vol. I, M-163, 1/89, 160 pp.
State and Federal Regulation of Banking: A Roundtable Discussion, M-162, 11/88, 36 pp.

Assisting the Homeless: State and Local Responses in an Era of Limited Hesources,
M-161, 11/88, 160 pp.

Devolution of Federal Aid Highway Programs: Cases in State-Local Relations and Issues
in State Law, M-160, 10/88, 60 pp.

State Regulations of Banks in an Era of Deregulation, A-110, 9/88, 36 rp.
State Constitutional Law: Cases and Materials, M-159, Y/88, 450 .
Local Revenue Diversification: Local Income Taxes, SR-10, 8/88, 52 pp-
Metropolitan Organization: The St. Louis Case, M-158, 9/88, 176 pp.

Interjurisdictional Competition in the Federal System: A Roundtable Discussion, M-157,
B/BR, 32 pp.

State-Local Highway Consultation and Cooperation: The Perspective of State Legislalors,
SR-9, 5/88, 34 pp.

Governments at Risk: Liability Insurance and Tort Reform, SR-7, 12/87, 42 PP
The Organization of Local Public Ecannmies, A-109, 12/87, 64 Pp-
Measuring State Fiscal Capacity, 1987 Edition, M-156, 12/87, 152 pp.

Is Constitutional Reform Necessary to Reinvigorate Federalism? A Roundtable
Discussion, M-154, 11/87, 39 pp.

Local Revenue Diversification: User Charges, SR-6, 10/87, 64 PP

The Transformation in American Politics: Emplications for Federalism, B-9R, 10/87,
&8 pp.

Devolving Selected Federal-Aid Highway Programs and Revenue Dases: A Critical
Appraisal, A-108, 9/87, 56 pp.

Estimates of Revenue Potential from State Taxation of Out-of-State Mail Order Sales,
SR-5, 9/87, 10 pp.

Fiscal Discipline in the Federal System: National Reform and the Experience
of the States, A-107, 8/87, 58 pp .

Federalism and the Constitution: A Symposium on Gareia, M-152, 7/87, 88 rp-

$10.00

$5.00
$15.00
$10.00

$15.00
§5.00

$10.00
$10.00

$10.00
$15.00

$5.00
§15.00
$5.00

$10.00

§5.00
$10.00
525.00

§5.00
$10.00

$35.00

$5.00
$5.00
$5.00
$10.00

33.00
$5.00

§5.00
§10.00
$3.00

$10.00
$10.00




What is ACIR?

The Advisory Commission on Intergovernmental Relations (ACTR) was
created by the Congress in 1959 to monitor the operation of the Amencan
federal system and to recommend improvements. ACIR isa permanent na-
tissnal hipartisan body representing the executive and lepisiative branches of
federdl, state, and local povernment and the public.

The Commission is compased of 26 members —nine representing the
federal povernment, 14 representing stute and local government, a nd three
representing the public. The President appoints 20 three private cilizens
and three federal exceutive officials directly, and four governors, three state
legislators, four mayors, and three elected county officials from slates nomi-
nated by the National Governors’ Association, the National Conference of
State Legislatures, the National League of Cities, ULS. Conference of May-
ars. and the National Association of Ceunties. The three Senators are cho-
sen by the President of the Senate and the three Representatives by the
Spuaker of the House of Representatives, '

Fach Commission member serves a two-vear term and may be reap-
porinted.

As a continuing body, the Commission addresses specific 1ssues and
problems, the resolution of which wonld produce improved COOpEraticon
among the levels ol government and more effective functioning of the led-
eral system. In addition to dealing with important [unctional and policy rela-
tionships among the various governments, the Commission extensively stud-
ies critical governmental finance issues. One of the long-range efforts of the
Commission has been to seek ways to improve federal, state, and local gov-
ernmental practices and policies 10 achieve equitable allocation of resources
anil increased efficiency and equity,

In selecting items for the rescarch program, the Commission considers
the relative importance and urpency of the problem, iis manageability [rom
the paint of view of fmances and staft available to ACIR, and the extent o
which the Commission can make a lruitful contribution toward the solution
of the problem.

Alter selecting specific interpovernmental issues for nvestigation,
ACIR Tollows a multistep procedure thal assures reyiew and comment by
representatives of all points of view, all affeeted levels of government, tech-
mical experts, and interested groups. The Commission then debates cach is-
sue and formulates its policy position. Commission findings and recommen-
dations are published and draft hills and executive orders developed 10 assist
in implementing ACIR pohecy recommendations.




	Cover Page
	Title Page
	Preface & Acknowledgments
	Contents
	Chapter-1: Introduction
	Chapter-2: The Issues
	Chapter-3: The Option
	Chapter-4: Formulas and Jurisdiction
	Chapter-6: Conclusion
	Appendix- State Bank Tax Survey and Findings

